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RESPONSIVE TESTIMONY OF PAULA M. STRAIN

Q.
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A.
My name is Paula M. Strain.  My business address is 1300 South Evergreen Park Drive Southwest, P. O. Box 47250, Olympia, Washington  98504.

Q.
BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?
A.
I am employed by the Washington Utilities and Transportation Commission as a Regulatory Consultant.

Q.
WHAT ARE YOUR EDUCATION AND EXPERIENCE QUALIFICATIONS?
A.
I am a 1977 graduate of the University of California, Berkeley, holding a Bachelor of Science degree in Business Administration with an emphasis in Accounting.  After working in public accounting for four years, I joined the staff of the Alaska Public Utilities Commission in 1981 and worked there until 1992 as a financial analyst.  While employed there I participated as lead analyst in numerous rate cases, testifying on revenue requirement, cost of service, rate design, and cost of capital issues involving telephone, electric, water, sewer, and cable television utilities.  I joined the staff of the Washington Utilities and Transportation Commission in November of 1992 and participated in telephone cases involving GTE Northwest Incorporated, Washington Exchange Carriers Association, and other telephone utilities.   After a year working at the Office of the Insurance Commissioner, in July 1995 I rejoined the staff of the WUTC, working in the telecommunications section.  I previously testified in Docket UT-950200 on affiliated interest issues and the calculation of the Yellow Pages imputation.

Q.   WHAT IS THE PURPOSE OF YOUR TESTIMONY?
A.
The purpose of my testimony is to present Staffs response to the testimony filed by U S WEST Communications, Inc. (USWC) regarding the imputation of excess profits from the US WEST directory publishing business to USWC.  I will also address the appropriate accounting treatment for recording the gain on sale that should result from recording the sale of the directory publishing business based on its 1999 value. 

COMPENSATION
Q.
MR. INOUYE STATES IN HIS TESTIMONY THAT WASHINGTON RATEPAYERS HAVE RECEIVED COMPENSATION FOR THE TRANSFER OF THE YELLOW PAGES BUSINESS.   DO YOU AGREE WITH THAT STATEMENT?
1. No.  Mr. Inouye and Ms. Koehler-Christensen characterize publishing fees paid to USWC (or its predecessors) by USW DEX (or its predecessors), along with imputation adjustments made to the revenue requirements of USWC over the years, as payment for the transfer of the yellow pages business.  However, Staff disagrees with the characterization of the imputation adjustments as payments for the value of the yellow pages business, and cannot find any evidence that the payments made by DEX to USWC were intended to be payments for the value of the yellow pages business.

2. Q.
Please explain the purpose of imputation in this case.  
3. Imputation describes the process of attributing an item (in this case, revenues or profits) to something or someone (in this case, a revenue requirement).  Imputation is not unique to utility ratemaking; it is commonly used in the  determination of federal income taxes.
  Imputation (also called cost plus fair return) has been used in ratemaking adjustments by this Commission for many years and for various utilities.

4. WHAT IS THE EFFECT OF SUCH AN IMPUTATION ADJUSTMENT?

5. In the case of imputation involving transactions among affiliates, it restates the regulated companys revenue requirement as if it were providing the services for itself, rather than receiving them from an affiliate.  In the case of USWC, the imputation adjustment in effect recombines the operating results of USWC and USW DEX, and shows what USWCs revenue requirement would look like if the transfer of directory operations had not occurred, and USWC were still producing, publishing and distributing its own directories.  It prevents US West Inc., the parent company of USWC and USW DEX, from recovering profits at a level in excess of the rate of return authorized for regulated operations.

Q.
 ARE IMPUTATION ADJUSTMENTS THE SAME AS PAYMENTS?

6. No.  Imputation does not involve the payment or transfer of any cash, funds, other assets, or liabilities.  However, imputation adjustments can be viewed as an alternative to payment.  In this case, the imputation of excess directory revenues is necessary because full payment for the directory operations has never been made.  As further discussed in the Responsive Testimony of Lee Selwyn on behalf of Staff, the imputation of revenues cannot be viewed as compensation for the value of the assets transferred.

7. MR. INOUYE PRESENTS A HISTORY OF COMMISSION ACTIONS WITH RESPECT TO THE DIRECTORY TRANSFER AND IMPUTATIONS.  DO YOU AGREE WITH HIS CHARACTERIZATION OF THE COMMISSIONS ACTIONS?

8. No.  While Mr. Inouye has presented an accurate chronology of petitions, complaints, orders and the like, his characterization of the Commissions intent and the meaning of the orders is not supported by a reading of the orders.

For example, Mr. Inouye states that in Docket U-89-2698-F, a rate complaint opened by the Commission, [The Commission said it would impute revenues to compensate ratepayers for the value of the transferred directory operations. (Inouye testimony, page 7).  A review of orders issued in this docket fails to reflect any language supporting Mr. Inouyes interpretation.

Similarly, with respect to the appeal to the Washington State Supreme Court on this issue, Mr. Inouye on page 8 states that ..the Commission justified its imputation practice as derived from and related directly to compensating ratepayers for the fair market value of the directory operations.  The Court agreed and said that the directory imputation was justified as a means to rectify inadequate compensation.  (Footnotes eliminated) .  A review of the Commissions orders in docket UT-950200, the Commissions brief before the Supreme Court on the issue, and the Court decision itself fails to show any place where either the Commission or the Court have equated imputation with payment for the sale of assets.  Instead, the Commission and the Court both view imputation as a tool that must be used when payment is NOT received for assets transferred away
.  This does not mean that imputation IS payment, or compensation, for transferred assets. 

Q.
USWCS WITNESS MS. KOEHLER-CHRISTENSEN FILED TESTIMONY IN DOCKETS UT-950200.  IN THAT TESTIMONY,  DID SHE RAISE THE ARGUMENT THAT THE DIRECTORY ASSETS HAD BEEN PAID FOR THROUGH IMPUTATION ADJUSTMENTS AND PUBLISHING FEES?

A.
No, nor did any other witness in that case.  This argument was not raised in the following case either (UT-970766).  It is interesting to Staff that USWC did not raise this issue during either case, since according to Ms. Koehler-Christensens Exhibit AKC-2, the company now contends that full payment was made for the directory publishing assets in mid-1993 or mid-1995, both of which precede the filing of Ms. Koehler-Christensens testimony in Docket UT-950200.

9. HAVE YOU REVIEWED THE PUBLISHING AGREEMENTS THAT WERE EXECUTED BETWEEN USWC AND USW DEX PURSUANT TO THE 1984 TRANSFER?

10. Yes, I have reviewed the initial publishing agreement that was filed with the Commission in Docket U-83-159, the revised publishing agreement that was filed with the Commission in Docket U-86-156, and the most current publishing agreement, which was filed in Docket UT-980740.

11. HOW DO THE AGREEMENTS CHARACTERIZE THE PUBLISHING FEES THAT USW DEX AGREED TO PAY USWC?

12. The 1984 agreement states that the annual publishing fees provided for in the contracts were paid by USW DEX to USWC in consideration for the rights to use and publish subscriber listings; the exclusive right to use the telephone companys name, logo and trademarks; the right to publish the exchange service directories; the right to solicit advertising from subscribers and others; and the furnishing of customer data necessary to enable USW DEX to publish and sell directory advertising.
  This agreement was effective from January 1, 1984, through December 31, 1986.

In the second publishing agreement, dated November 24, 1986, USWC agrees to furnish subscriber listing information to USW DEX and to grant USW DEX the exclusive right to use the telephone company and corporate trade name in connection with directory publication.  USW DEX agrees to publish the alphabetical listings of all telephone subscribers of USWC; to develop and publish the introductory pages (customer guide) at the front of each directory; and to deliver the directory to customers.  This agreement also calls for payment by USW DEX of a subsidy to USWC.
  The agreement does not specify the services for which the subsidy is being paid, but it was characterized by the Commission in orders in Docket U-86-156 as a publishing fee.  This agreement was effective from January 1, 1987 through December 31, 1988.

The most current publishing agreement, dated May 28, 1997, requires USW DEX to publish USWCs alphabetical listings, to publish the introductory pages at the front of the directory and to deliver the directory to customers.  USWC agrees to provide USW DEX with subscriber listing and delivery information, and to designate USW DEX as the sole official directory publisher for directories in USWC service territories included in the agreement, and to refer inquiries from new and existing subscribers regarding yellow pages advertising only to USW DEX.  No fees are mentioned or agreed to in this contract.   

Neither the 1984 or the 1986 agreement contains language indicating that any of the fees paid were intended as payment for the directory publishing business assets.  Neither document contains a payment schedule, amortization schedule, interest rates, or any other terms that would indicate either the value of the directory publishing business assets, or that publishing fees or subsidy payments were considered payment for the assets rather than for the services and rights being provided on an annual basis under the contracts.

Q.
HAS USWC FILED WITH THIS COMMISSION ANY SALE OR PAYMENT AGREEMENTS IN WHICH THE 1984 TRANSFER OF THE DIRECTORY PUBLISHING BUSINESS IS TREATED AS A SALE?

A.
No.

ACCOUNTING TREATMENT
Q.
IF THE COMMISSION GRANTS THE PORTION OF USWCS PETITION TO TREAT THE TRANSFER OF THE DIRECTORY PUBLISHING BUSINESS AS A SALE, WHAT ACCOUNTING TREATMENT SHOULD BE USED FOR THE TRANSACTION?
A.
The accounting treatment the Commission requires for a regulatory asset is to record the gain on sale as a reduction to the related depreciation reserve accounts.  In this case, if the sale is recorded in 1999, the gain on the sale would be the 1999 value of $1.04 to $1.37  billion, less the $13.7 million net book value of the assets transferred (see, Ex. LLS-T, Responsive Testimony of Lee Selwyn, page 6).  The effect of this accounting treatment would be to reduce USWCs net rate base by the amount of the gain.  Staff believes this would be appropriate ratemaking treatment as well.  

Q.
IF THE COMMISSION DOES NOT APPROVE TREATMENT AS A SALE AND IMPUTATION IS CONTINUED, SHOULD THE IMPUTATION FORMULA USED IN THE MOST RECENT RATE CASES BE USED?

A.
No, the imputation formula should be modified.  When the U S West, Inc. separation occurred, US West Inc. assigned $3.9 billion of US West Media Group debt to USW DEX before it was transferred from the US West Media Group to the US West Communications Group.  Most of this debt was not incurred to support DEXs operations; therefore, interest expense on the debt should be excluded from any imputation calculation in the future.

Q.
WILL THE RECORDING OF THIS TRANSACTION AS A SALE END THE COMMISSIONS SCRUTINY OF USWCS TRANSACTIONS WITH RESPECT TO USW DEX?

A.
No.  USWC and USW DEX, as 100% owned subsidiaries of the same parent corporation, will still be affiliated companies as defined in RCW 80.16.  Their transactions with each other are not conducted at arms-length.  Even if the issue of payment for the sale of the directory publishing business is resolved in this case, the day-to-day transactions between USW DEX and USWC must still be reviewed to ensure that adequate payment is received by USWC for the services it is providing to USW DEX under the current publishing agreement and under the other agreements for services between the two affiliates.  If payments to USWC or costs incurred by USWC from DEX are found to be unreasonable, ratemaking adjustments must be made to ensure  equitable treatment for USWCs ratepayers.  

Q.
DOES THIS CONCLUDE YOUR TESTIMONY?
A.
Yes, it does.

�The Internal Revenue Code requires imputation of employee compensation amounts for the purpose of defining the term compensation in the Deferred Compensation rules (26CFR1.414(s)-1).  Imputation of interest income and expense on debts with unstated or less-than-market interest rates is also required by the IRS (26CFR1.1274�2).  When depreciable property is sold, the basis is reduced by the allowable depreciation deduction, even if it is higher than the depreciation deduction actually taken on the property (26CFR1.1245�2).


�Affidavit of Paula M. Strain dated February 18, 1999.  I have responded to USWCs First Amendment claim in my February 18, 1999, affidavit, and I incorporate that affidavit by reference in this testimony.


�The Supreme Court stated:  No one represents to this Court that US West Direct has paid US West the fair price for the yellow pages business.  US West Communications, Inc. v. Utilities and Transportation Commn, 134 Wn. 2d 74, 94, 949 P.2d 1337 (1997).  The Court further noted that The imputing of revenue is the result of the fact that the Company gave away a lucrative ratepayer-funded asset to an unregulated affiliate in return for little or nothing. (emphasis added) Id. at 96.  It does not follow, nor did the Court or this Commission find, that the imputation amounts constitute payment for the assets themselves.


�Publishing Agreement dated June 18th, 1984, between Pacific Northwest Bell Telephone Company and


U S West Direct Company.


�Publishing Agreement dated November 24, 1986, between Pacific Northwest Bell Company and U S West Direct Company.
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