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AT&T'SSECTION 272 REPLY BRIEF

AT&T Communications of the Pacific Northwest, Inc. and AT& T Locd Services
on behdf of TCG Sesttle and TCG Oregon, (collectively, “AT&T”) hereby file their
reply brief on Qwest’s compliance with section 272 of the Telecommunications Act of

1996.

l. INTRODUCTION

The most apparent difference between the brief of AT& T and the brief of Qwest
Corporation (“Qwest”) is the different perspective of the parties regarding the factua
history of Qwest’s section 272 compliance and the ultimate conclusons that are drawn

fromthefacts. AT&T seesahigtorical pattern of noncompliance. Qwest sees

nl u n3

“hiccups,”* “one-time disruptions’ and “ catch-up billing,”® and relies on a“trangition” to
anew section 272 effiliate to justify noncompliance with section 272. Nor does Qwest
seits“migtakes’ asfailuresto comply with section 272. Based on the totdity of the
evidence, AT& T bdieves only one conclusion can be drawn: Qwest has failed to comply
with section 272, and its attitude regarding instances of past noncompliance leaves no
doubt that it will fal to comply with section 272 in the future.

Qwest has mentioned in its brief that Qwest Communications Internationd, Inc.

(“QCI™), which isthe parent of Qwest Communications Corporation (“QCC"), is aready

1WA TR a 5126.
21d. at 5124.
3 Ex. 1139T (Schwartz Rebuttal) at 10.



the nation’s fourth- largest interexchange carrier.* This makesit dl the more imperative
that the provisons of section 272 be implemented correctly. The Federd
Communications Commission (“FCC”) made it clear that it viewed the structural and
nondiscrimination safeguards of section 272 to be of “crucia importance’ because they
“ensure that competitorswill have nondiscriminatory access to essentia inputs on terms
that do not favor the BOC' s &ffiliate [and] further discourage, and facilitate detection of,
improper cost alocation and cross subsidization between the BOC and its 272 ffiliate”®

Qwest’ s section 272 dffiliate is not starting from scratch; it is aready one of the
largest interLATA, or interexchange, carriersin the country, which makes it even more
important that the section 272 safeguards are properly in place and implemented.

Qwest repeats time and again that it has had afully compliant section 272 effiliate
since the passage of the 1996 Telecommunications Act? That isnot true. Aswas
discussed in AT& T’ s Brief, the requirement to post on the Internet became effective on
August 12, 1997, but Qwest did not activate its section 272 web site until September 28,
1998.” Based on just this one example of noncompliance, Qwest’s oft-repeated claim of

an unblemished higtory of compliance since the enactment of the Act issmply not

4 Qwest Brief at 9. Inits brief filed in the multistate docket, Qwest referred to QCC asthe fourth largest
interLATA provider. No explanation is given asto the change in distinction and entity in its Washington
Brief. Perhagps Qwest wishesto downplay QCC' s present involvement in theintraL ATA and interLATA
toll markets. However, given that Qwest’s own testimony boasts that QCC is“aready the fourth largest
interLATA provider nationwide,” it isclear that QCC iswell positioned in thetoll market. Ex. 1125T
gSchwartz Supp. Direct) a 11.

Application of Ameritech Michigan Pursuant to Section 271 of the Communications Act of 1934, as
amended, to Provide In-Region, InterLATA Servicesin Michigan, CC Docket No. 97-137, Memorandum
Opinion and Order, FCC 97-298 (rd. Aug. 19, 1997), 11346 (“ Ameritech Michigan Order”).

6 WA TR a 5120, 5123 and 5124, for example
" AT&T Brief a 18.



credible. However, AT& T agrees with Qwest that an unbroken chain of section 272
compliance is “very, very important to remember ...."8

Findly, Qwest states that its section 272 compliance was modeled after the FCC's
previous section 271 approval orders® However, it is apparent that Qwest' s focus was
much narrower. Qwest has stated in past workshops that it has benchmarked itsdlf to the
SBC-Texas Order. Implicit in Qwest’s srategy isthe belief that SBC-Texasis
dispositive of any section 272 issues and the FCC'’ s case- by- case approach is to be

ignored. AT&T srongly disagrees with this view.

. ARGUMENTS

A. Section 272(h) and the so-called “ Transition Phase”

ATE&T will follow the convention used by Qwest initsbrief in discussng QCC's
need for a so-cdled “trangtion phasg’ in theinitid part of this reply brief, dthough this
discusson in AT& T’ sinitid brief was contained in severa sections.

Initidly, in its testimony, Qwest relied heavily on section 272(h) to support its
“transition phase” arguments’® At the Washington workshop, Qwest even engaged in a
bit of legerdemain by using an exhibit that stated “ Congress gave BOCs one year to
comply with Section 272 [and] QCC became Section 272 compliant-ready in three
months ..."** The Qwest witness also stated at the Washington workshop that “ Congress

gave the BOCs one year to comply with Section 272. QCC became a compliant 272

8 WA TRa 5123,

® Qwest Brief a 5.

10 Ex. 1125T & 6: (“Section 272(h) of the Act alowed the BOC one year to become 272 compliant.”)
Also, seeid. a 9- 10.

M Ex 11404 7.



dfiliatein threemonths ...."*% The use of “oneyear” is an obvious reference to the
language of section 272(h), and Qwest attempted to utilize that language asjudtification
for its “trangtion”.

In its brief, Qwest signaled its retreat from reliance on section 272(h).2* To
circumvent the fact that the language in section 272 does not support its so-caled
“trangtion phase,” Qwest now relies on an argument by analogy to convince the
Commission that Congress did carve out such atrangtion loophole and that it was for
“considerable time”** This argument is quite convenient in that it is ambiguous enough
and flexible enough to alow Qwest to subjectively decide what is a* congderable time’
for itstransition.> At the Washington workshap, in response to a question from the
Washington Staff, Qwest admitted that it had never requested a waiver from the FCC and
stated that “thisis new ground that we'rein here ..." 6

Asacorollary matter, AT& T would clarify Qwest’s gpparent method of quoting
its own atorney under the guise of an FCC pronouncement: “Moreover, Congressitself
recognized ... what the FCC later did in SBC-Ameritech — that the requirements for
Section 272 separation are extensive and therefore, ‘you don't turn a272 up on [4
dime’”" Thisisaquote of Qwest’s attorney, and not of the FCC. To wit: “I was just
going to say, for purposes of filling out the record on this point, we talked a good bit

about transition, that you don’t turn 272 up on the dime.” 8

12 WA TR 5125 (duly 17, 2001).

'3 Qwest Brief & 8, n. 19.

4.

15 Also see, AT& T Brief at 24 — 26, for further discussion of Qwest's so-called “transition” argumen.

5 WA TR a 5166.

7 Qwest Brief & 8.

18 TR 143 (June 8, 2001). Transcript cites are to the multistate transcripts unless otherwise noted. Thisisa
quote from Qwest attorney Charles Steese.



AT&T findsitsdf in agreement with Qwest that the focus on the “trangtion
phase’ issue obscures Qwest Long Distance's (*Qwest LD’S”) prior record of
compliance®® However, in Qwest LD’ s case, it is more appropriate to characterize this
asthelack of compliance. By way of example, AT& T discussed a blatant instance of
Qwest LD’s noncompliancein its brief, %% and it provided numerous examplesin its
testimony.?*

Qwest cites to section 272(a) for the proposition that it cannot provide “in-region,
interLATA services except through [a Section 272 filiate].”?? Thisis precisdy the
point that AT& T madeinitsinitid brief. Asdiscussed in its opening brief, because
Qwest and the former U S WEST were found to have been providing in-region,
interLATA services on at least three occasonsin violation of section 271, it dso wasin
violation of section 272(a). Accordingly, Qwest could not possibly have had acompliant
section 272 &ffiliate since the passage of the 1996 Telecommunications Act (the “Act”).?®
Inlight of the foregoing discusson, AT& T aso disagrees with Qwest’s characterization
that section 272(a) issues duplicate section 272(b) issues*

Qwest relies on sef-righteous indignation regarding AT& T’ s audacity to question
its compliance based upon the total accounting failure during the so-called “trangtion”
period. Qwest’ stestimony stated that “It would be completely unreasonable to look only

at this[so-cdled] trangtiona period and conclude that the BOC will not meet the Section

19 Qwest Brief at 6.
20 AT& T Brief at 18.
?! See 1155T and 1156C. 1137 () — (f); 47 (@), (¢), (F) — (); 49; 64 () — (€), 65 (@ — (p); 77; 78, 79 (8) —
gc); 80; 83(d) — (e); 118; 128; 129; 130; 147 — 153.
Z Qwest Brief at 11.
23 AT&T Brief at 3- 5.
24 Qwest Brief at 11, . 36.



272 rules going forward under more typical circumstances”?® Qwest puts a different spin
on the “trangtion” themein its section 272 Brief. “AT&T would prefer that the
Commission examine indead whether QCC happened to meet the extensive requirements
for a Section 272 affiliate before it was even identified as such, or during this brief
transition period.”2°

Given these two quotes, it is confusing what “trangition” period Qwest isreferring
to. Qwest dividesthe so-called trangtion period into two distinct periods. The second
period commences on or about January 1, 2001, and isthe date that QCC was
“identified” asthe 272 dffiliate. Thefird period is prior to the identification date. Itis
indisputable that from January to the end of March 2001, there was absolutely no
accounting between QC and QCC because there was no billing. Evidently, thisisthe
trangtion period that Ms. Schwartz refers to in the quoted testimony above. Qwest’'s
Brief must be referring to the “trangtion” period prior to January 2001. Qwest seemingly
wants the Washington Utilities & Trangportation Commission (the “WUTC”) to ether
ignore or forget about this glaring omisson in compliance. The WUTC should not be led
adray by the confuson. Thereisan indisputable gap from January to the end of March
2001 with respect to accounting between QC and QCC. As QCC admitted inits
testimony, “ The transactions between July 1, 2000, and April 2001 were not concluded,
posted, or hilled in atimely manner.”?’
Qwest's argument that its so-called “trangition phase’ was prompted by “an

unprecedented merger” begs the question: Why didn’'t Qwest LD need alike transition

25 Ex. 1139T (Schwartz Rebuttdl) at 10.
28 Quet Brief at 6 (emphasisin original).
27Ex. 1105T (Brunsting Rebuittal) at 6.



phase? Both Qwest LD and QCC were subsidiaries in this unprecedented merger and
Qwest admits that the merger “sgnificantly transformed U S WEST and had significant
impactson all operational areas of its business”?® Y, it was only necessary for QCC to
have atwo-tiered trangtion phase. 1t was only QCC that suffered from a severe case of
the “one-time hiccups” in its accounting.?® It was Qwest’ s decision to abruptly drop
Qwest LD in 2000 as its section 272 affiliate and replace it with QCC. This, inturn,
necessitated a transition of QCC into compliance with section 272. The merger had
nothing to do with QCC’ s need for the shelter of a*“condderable’ trangition period to
come into compliance with section 272. Nothing prevented Qwest from maintaining
Qwest LD asits section 272 affiliate until QCC was fully compliant with section 272.
Qwedt’s statement that a decision was not made until January 2001 to abandon

Qwest LD asthe section 272 &ffiliate is smply wrong and mideading.*® Qwest was
winding down Qwest LD asthe section 272 affiliate in September 20003 Its own web
sites provide evidence to the contrary,? and its attorney, Andrew Crain, notified the
multistate proceeding participants of the following:

Thisweek, Qwest made adecision that the traditional

U S WEST subsdiary, U SWEST Long Distance, Inc.

(renamed Qwest Long Digtance, Inc.), will not be serving

as Qwest's Section 272 subsidiary. Qwest isin the process

of developing a transition plan for another subsidiary to

become Section 272compliant. Asaresult, Qwest

recommends that the Section 272 topic be addressed in the

second workshop, rather than the first. Quest will be
prepared to supplement its direct testimony in atimely

28 Qwest Brief at 9.

29 WA TR 5126.

30 Quest Brief at 9.

3L AT&T Brief at 25.

321d. a 16. Qwest wishesto characterize this as“confusion” resultingin “errors’. Ex. 1139T at 8.
However, AT& T maintainsthat the literd language on the initid websites are evidence of Qwest’ sintent.



fashion, so that this issue can be fully addressed in the
second workshop.3
This e-mail was sent on September 15, 2000. Further, direct testimony for the

second workshop in the multistate proceeding, mentioned by Mr. Crain above, was due
on November 20, 2000. Thus, on September 15, 2000, evidence supports the fact that
Qwest had made a decision to abandon Qwest LD asits section 272 &ffiliate and was
ready to submit testimony as to section 272 compliance for its new section 272 affiliate.
The statements in Qwest’ s brief that it was not until January 2001 that the decison was

made needs to be judged againgt the weight of evidence to the contrary.

B. Section 272(b)(2) and compliance with GAAP - I ssue 272-2

AT&T hasdleged that Qwest and QCC fall to follow arequirement of the
Accounting Safeguards Order that mandates adherence to Generaly Accepted
Accounting Principles (“GAAP").3* AT&T has provided numerous examples of
noncompliance by both QCC and QC.

Section 272(b)(2) states that the section 272 affiliate shal maintain its books,
records and accounts in amanner prescribed by the FCC.2® Inits Accounting Safeguards
Order, the FCC made it dlear that the section 272 affiliate must follow GAAP.®

Qwest dlegesthat QCC's compliance with GAAP is not relevant prior to

33 This quote was dluded to in Mr. Skluzak’ sworkshop testimony. WA TR 5151 — 5152. Thisitem was
included in AT& T’ stestimony filed in Colorado and subsequent filings. Also, it wasincluded in AT&T's
Brief in the Colorado Docket. 1n the Matter of the Investigation into U SWEST Communications, Inc.’s
Compliance with section 271(c) of the Telecommunications Act of 1996, Colorado Docket No. 971-198T,
AT&T sBrief on Section 272 of the Act at 17 (emphasis added).
34 See AT& T Brief at 5 - 8 and 27, regarding discussion of noncompliance with GAAP as to sections 272
gb) and 272 (0)(2).

® 47 U.SC. § 272(b)(2).
38 Accounting Safeguards Under the Telecommunications Act of 1996, CC Docket No. 96-150, Report and
Order, FCC 96-490 (rdl. Dec. 24, 1996), 1167 (“ Accounting Safeguards Order”).



March 26, 2001, because QCC did not become a section 272 affiliate until that date. This
is nonsense, because as asubsidiary of a publicly-traded company, QCC has aways been
required to follow GAAP, regardless of the section 272 requirement to do so. Indeed

Qwest admits to QCC's noncompliance or “delaysin hilling,”3’

which is evidently some
kind of code for the complete failure to account for section 272 affiliated transactions for
a 10-month period. Further, QCC admitted “timeliness did not deter activities from being
completed.”*® Thisistantamount to saying, “Why bother with accounting for
transactions?’

Qwest implies throughout its brief that the departures from GAAP are not
materid. AT& T addressed the issue of materidity a length inits brief.>® However, it
should be noted that Part 32 requires compliance with Part 32 “irrespective of an
individual item’s materidity under GAAP.”*® Qwest must comply with 47 C.F.R. §32.27
in accordance with GAAP, irrespective of the materidity of the individua transaction.

Inits eagerness to divert attention from its noncompliance with GAAP, Qwest
appears to misdirect the Commission in its brief. Qwest seizes upon comments made by
Mr. John Antonuk, the multistate workshop facilitator, to downplay or dismiss the section
272 GAAP requirements™  In fact, the facilitator readily acknowledged that “ obviously
you need to be following GAAP,” and his comments were in the greater context of

blunting the probative value of Qwest’s proffer of an Arthur Andersen audit.*? Inlight of

Qwed’s use of the multistate facilitator's quote, it is aso ingructive to emphasize that

37 Quest Brief at 23.

38 Ex. 1105T a 6.

39 AT&T Brief a 6- 8.
40 47 CFR. §32.26.

41 Quest Brief at 13.

42 TR 184 (June 7, 2001).



timelinessis a centra principle of GAAP*® and encompasses timely accounting, such as
billing and transaction posting to accounts. The timely transaction posting that Mr.
Antonuk refersto applies to the section 272(b)(5) 10-day website posting requirement
which is a requirement separate from GAAP financia accounting.** This posting should
not be confused with timely posting of accounting transactions to gppropriate accounts
and billing as required by GAAP.

Findly, Quwest places heavy reliance on the Arthur Andersen audit opinion for its
case that QCC was and is compliant with section 272(b)(5).*> As mentioned in AT&T's
brief, that audit was of QCl, and not QCC.*® At the Washington workshop, under
questioning from Washington Staff, the Qwest witness admitted that its much touted
Arthur Andersen audit*’ did not address, in any way, Qwest's compliance with section
272 transactions.*® In fact, the Quest witness admitted that the audit did not include a
“ specific regulatory purpose”*® The Qwest witness further admitted that the Arthur
Andersen audit opinion was only entered “to show evidence of compliance with GAAP,”
and not as evidence of the reasonableness of the affiliate transactions.™ Asis discussed
directly below, the Multistate Facilitator put very little, if any, probative vaue on this
type of proffer:

| don't think this opinion [the Arthur Andersen opinion of
QCI] tedlsyou alot about — I don't think thisisgiving me a

lot of evidence on whether or not 272 is being met or not.
And | dso don't think that agenerd conclusion about

43 AT&T Brief at 5.

4 TR 184 (June 7, 2001). See also, Qwest Brief at 13 (“... theredl issue hereiswhether the transactions
are*“being posted timely” ...").

5 Qwest Brief at 12. Seealso, WA TR at 5130.

46 AT&T Brief &t 6.

47 Ex. 1141. Arthur Andersen Audit Opinions.

48 WA TR 5157 — 5159 (emphasis added).

491 d. at 5159.

%0 |d. at 5158 - 5159.

10



compliance with GAAP or noncompliance with GAAP is
going to help me address 272 either.>!

Mr. Antonuk further elaborated on the dubious probetive vaue of

the Andersen audit opinion:

And | will tdl you, | will be honest with you. The only

reason | got into thisissue a dl, having done an efiliate

audit or two in the telecommunications industry, and

having looked a the annual reports of auditors, | am

surprised at how few -- well, not surprised. | always find
that their work is not very helpful in addressing affiliate
audits, because their test procedures don't -- generally
don't include many of those kinds of transactions. So, dl |
was redly getting at isthat | am hoping that this debate is
not going to end up focusing on the Andersen audit as part
of the annua audit, because that's happening at 50,000 fest,
let's say, and | think we're, you know, alot closer to the
ground than that, as | read the Section 272 requirements.?

Qwedt’ s representative agreed with Mr. Antonuk regarding the lack of probative
vaue of the Andersen audit.>® Further, the Washington Staff appeared to recognize the
dubious vaue of this audit and recognized that section 272 transactions between Qwest
and QCC are “washed out” after consolidation.>* Thus, it is surprising that Qwest
continues to place heavy reliance upon the Arthur Andersen audit as evidence of
compliance®

Qwest dates that “AT& T conceded in the Arizona workshop that it has identified

no untimely accruas following the overlay of Section 272 controls on QCC.”*® Firs, the

1 7 Qwest 11, TR 184 (June 7, 2001).

52| d. at 187 (empheasis added).

3 1d. (“Mr. Steese We would agree with that.”)

> WA TR at 5158.

%5 Qwest Brief at 13.

%8 1d. at 24. Quoting from the June 11, 2001, AZ transcript at 64.

11



reference to the Arizona transcript does not support the proposition of a“concession” in
any way. Second, to statethat AT& T did not identify any untimely accruds following
the overlay of controls on QCC suggests that the controls were not in place until some
time subsequent to AT& T'slast review of Qwest’s and QCC' s data, which wasin May,
2001.>" If controls were not in place until sometime after the last review in May, then
this contradicts Qwest’ s statements that controls were in place as of March 26, 2001.%8
Thirdly, AT&T did identify untimely accruas (as well asfailure to post and to hill) from

a 10-month period which ended in April, 2001. Qwest argues that there were no
untimely accruals after controls were in place, but AT& T could not have found untimely
accruds during its testing if controls had been put in place. Finaly, to the extent that
Qwest suggeststhat AT& T found no untimely accruds after its fina round of testing,
such suggestion is meaningless. AT& T did not conduct further testing after May 2001,
and this testing extended to the |atter half of the April 2001 timeframe>® In summary, the
Commission should be wary of Qwest statements trumpeting any “AT& T’ s concessons’

or satementsthat AT& T did not identify untimely accruas after March or April 2001.

C. Audit Prior to Section 272 Relief (1ssue 272-4)

Qwest datesthat “[any impodtion of an opening audit requirement would
constitute disparate regulatory trestment for QC.”%° AT&T did not argue that an audit is
required under section 272 prior to afinding that Qwest complies with section 272.

Nether did AT& T argue that Qwest be the entity audited. AT& T suggested that the

5T Ex. 1155T & 3.

%8 Quest Brief at 10, 22, inter alia.
59 Ex. 1155T at 45.

60 Quest Brief at 30.

12



Commission may, and should, based on the section 272 affiliates past section 272
violations, perform an audit of accounting safeguards of the section 272 effiliate prior to
finding that Qwest isin compliance with section 272.5*

An audit would not “ condtitute disparate trestment” for Qwest. Section 272
compliance must be reviewed on a case-by-case basis. Aswasdiscussed in AT&T's
initid brief, the FCC has looked to a section 272 dffiliate' s regular audit program to
ensure compliance with GAAP and to itsinterna controls as evidence of compliance
with section 272.52 Qwest argues that controls arein place®® Thisis, in fact, one of the
issues that ultimately must be decided, and Qwest and AT& T disagree on whether
appropriate controls are in place and if those controls are working. An audit regarding
these controls would assist the Commission in resolving the conflict.

Qwest datesthat an opening audit is not warranted “in light of the lack of any
demongtration by AT& T that Qwest LD has failed adequately to account for and pogt its
dfiliate transactions.”®* Although the past practices of Qwest LD, with respect to section
272 compliance (or noncompliance) are till pertinent, it is QCC that should be subjected
to an audit of its controls. Second, it is unbelievable that Qwest would make a statement
that AT& T had not demonstrated afailure of the 272 affiliate to account for and post its
transactions with Qwest. Even Qwest’s own withesses admit to thisfallure. QCC's
witness stated that “[t] he transactions between July 1, 2000 and April, 2001 were not

concluded, posted or billed in atimely manner. However, timeliness did not deter

61 Ex. 1155T, 1 37(f).

52 AT&T Brief a 6. See also, BellSouth Louisiana I Order, 328.
63 Quest Brief at 30.

514.

13



activities from being completed.”®® At the Washington workshop, the Qwest witness
mentioned the failure of QCC to account for and post its transactions through numerous

statements: “one time challenges and disruptions in our accounting controls”®® “it

1n67 «

crested some one time disruptions in our accounting controls,”®* “amerger of thissze

would trigger some one time mistakes;”®®

and “[the trangtions] contributed to some one
time hiccupsin our processes”®® Thus, AT&T strongly disagreesthat it failed to
demondtrate a failure to account for and post section 272 transactions.

At the Washington workshop, the Qwest witness stated that the section 272(d)
biennia audit would begin “within our first year of 271 authority.”® That isincorrect.
The section 272 biennid audit of the BOC would begin “at the close of the first full year
of operations.”"* Asan example, if Qwest were granted section 271 status on January 15,
2002, its “firgt full year of operations’ would not be until December 31, 2003, and the
biennia audit would commence sometime in 2004, with an audit opinion ddlivered (most
likely) during the 2" quarter of 2004.”> Or, perhaps even later, given the latest Strategy

of at least one of the BOCsto extend out the filing of audit reports.”® Given QCC's and

Qwedt’'s past departures from noncompliance, it is strongly suggested that the

%5 Ex. 1105T a 6.

5 WA TRat 5123.

67 d. & 5124.

%8 4.

%91d. & 5126.

O WA TR a 5140.

L Accounting Safeguards Order, 1 203.

2 The auditor’ s biennial report for VVerizon Communications, Inc.’sfirst full year of operations (for the
year 2000) in New Y ork was not filed with the FCC until June 11, 2001 (initia report), and June 18, 2001
(supplemental report). Also, information relaing to gpparent violations of section 272 requirements by
Verizon were redacted and are the subject of a pending FCC comment cycle. CC Docket No. 96-150
(Verizon Section 272 Compliance Biennia Audit Report). Also see, FCC hyperlink at:

http://gullfoss2 fee.gov/cgi -binfwebsol/prod/ecfs'comsrch v2.hts

3 On August 15, 2001, the FCC granted an extension to SBC Communications of the deedline for filing the
independent auditor’ s report required by the SBC/Ameritech Merger Order from September 4, 2001, to
November 1, 2001.

14



Commission serioudy consder if it wants Qwest to operate under a shroud of secrecy for
that length of time.

Asprevioudy discussed, AT& T initidly proposed that an audit be conducted to
verify that al accounting safeguards are in place and operationa prior to Qwest LD’s
provison of long-distance service. This proposa would now apply to the new section
272 dfiliate, QCC. Such an audit iswel within the Commission’s supervisory powers,
and is certainly acondition it could impose prior to afinding of section 272 compliance if
the Commission believes that Qwest has not implemented the requirements of section
272, inwhole or in part.

Findly, Qwest satesthat it has gppropriate controlsin place to ensure
compliance.’® That isnot true. AT&T, in the course of its testing and thefiling of its
testimony, reported on numerous failures in interna accounting processes or compliance
with section 272 that were only corrected by Qwest after reported by AT&T. Some of
theseinclude:

1. Falureto accrue interest on billingsto QCC for a period from June, 2000 to

April 30, 2001.7
2. The Master Services Agreement did not include an interest component.”®
3. Failureto post to ARMISreport.”” It does not appear that this has been

corrected.

™ Quest Brief a 3 and 30.

> Quest Brief a 24. (“QC has calculated interest to be paid on al late-delivered invoices from the date on
which they should have been hilled, and the revised Master Services Agreement now reflects QCC's legd
obligation to pay interest for that entire period.”) AT&T Brief a 10.

78 Quest Brief at 23. (“QC failed to include an interest component in QCC’'s Master Services Agreement”).
AT&T Brief a 10.

" AT&T Brief at 11.

15



. Qwest LD transactions were moved from the current transaction section to the
expired transactions section effective December 31, 2000. Qwest claims that
this was a“mistake’ and subsequently corrected it.”®

. Cetification Statements. Qwest’s history of not being compliant with this
requirement is well documented and was not corrected until AT& T so noted
it."?

. Shared Employees. Inresponseto AT& T’ s discovery that many employees
were 100% dedicated from Qwest to QCC, Qwest ingtituted a new policy to
mitigate this practice®

. Failureto initidly compare payroll registers®! Asis discussed dsawherein
this Reply Brief, Qwest only conducted such an andlysis after AT&T cited a

lack of such andyssinitsinitia Multistate tesimony.

AT&T initsinitid testimony in the multiate proceedingsfiled in

September 2000, noted alack of evidentiary material, such as a comparison of a chart of

accounts or failure to compare payroll registers. It isinteresting to note that in recent

filingsin other sates’ section 272 proceedings, Qwest “fixed” these gapsin their

evidence of compliance and now proclamsthat “AT&T concedes’ or “AT& T

acknowledges’ that the BOC and section 272 affiliate have separate charts or compare

payroll registers. The Commission should not forget that the filing of Qwest has been

remedied in many respects because of the mattersraised in the first instance by AT&T.

78 Ex 1139T & 8. AT&T Brief a 18.

% Qwest Brief a 13, n. 50. AT&T Brief at 22.

80 Ex. 1139T at 23. Ex. 1156C at 152 (b), (d) and (f).
81 Quest Brief at 13.
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AT&T concedes nothing by acknowledging past deficiencies or gaps have been

addressed.

D. Section 272(b)(3) — I ssue 272-7

Qwest notes that it conducted an analysis of payroll registers of both entities and
found no overlap.®? What is conveniently not noted is that Qwest conducted this andlysis
inresponseto AT& T' s assartions that the section 272 affiliate and Qwest had not
compared payroll registers® Qwest’ switness also testified that she did not personaly
conduct the analysis, she merely “oversaw” it, and that it was done for the “section 272
afiliate” which may or may not include QCC.2* It is clear, though, that thereisno
evidence from Qwest that, for the years prior to the analyss, a payroll register andysis
was done to ensure that there was no overlap of employees between the BOC and the
section 272 effiliate.

Qwest cites to the multistate transcript for its statement that “AT& T has made no
claim to the contrary” regarding the existence of overlap of employees on the payroll
registers.®> Thisisadisingenuous and misleading assertion. Regarding the records that
Mr. Skluzak had access to, the employees names were blocked out and Mr. Skluzak
stated that this decision “raises an appearance of impropriety.”®® Rather than provide an
explanation for why these names were blacked out, Qwest instead focuseson AT&T's

absence of aclam.

82 Quest Brief at 13.
83 Ex. 1155T, 1 47()).
84 Ex. 1125T a 20.

8 Quwest Brief at 14.
86 Ex. 1125T, 147(f).
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Qwest failsto mention that QCC recruits employees for Qwest and the impact
such activity has as on the separateness requirement of this subsection.®”

Findly Qwest and QCC do not have separate payroll administration. Qwest
provides payroll administration for both entities®® As previoudly discussed, the FCC
looks to separate payroll administration as evidence of compliance®® Qwest will not
acknowledge this and, instead, prefersto focus on the fact that, athough separate payroll
administration is evidence of compliance, it is not a requirement.%® Although it may not
be arequirement, fallure to comply with this item further undermines the position that

Qwest and QCC are separate.

E. Section 272(b)(5) - I ssue 272-13

Qwest pats itsdf on the back for taking dmost 10 months to hill, accrue, pay for
and post 10 months of QCC transactions back to July 2000.>* QCC cannot claim that the
items were accrued properly and timely paid because it admitsit did not even know what
transactions took place.®? Furthermore, QCC admits that the bill for transactions during
the period was not submitted until May 2, 2001, and would not be paid until perhaps
May 24, 2001.%3

Qwest argues that, contrary to assartionsby AT& T, Qwest LD did not benefit

871d., 152(g).

8 Ex 1155T, 147 (j). Qwest Brief at 14.

89 Ex. 1155T, 144, n. 47.

% Quest Brief at 14.

11d., a 9- 10.

92 AT&T Brief at 11, n. 48.

93 Ex. 1105T at 23. Curioudly, in the Colorado proceedings, the QCC witness stated that the bill was
submitted May 31, 2001. No explanation has been given for the changein the billing date.
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from a“float”®* and states that “QCC does not receive extended payment terms.”®® QCC
did benefit from afloat and extended payment terms because none of the services
rendered by Qwest to QCC from July 2000 to April 2001 were billed until May 2 (or 31),
2001. Thissum did not include interest @ther. Interest was not included until AT& T
pointed out thisomisson. Qwest admits that the Master Service Agreement did not
incdlude an interest component.?®  Accounting controls, properly implemented and
maintained, should have captured these deficiencies. Asit was, Qwest did not correct the
interna control mafunction until after AT& T discovered it.

Qwest argues that these were * one-time hiccups in our processes’ because of the
merger and redesignation of the section 272 affiliate®” or nonchaantly characterizes
them as“some ddlaysin hilling.”®® First, these were actua transactions that Qwest
should have billed to QCC in atimely manner for services Qwest provided QCC. Part 32
accounting rules were never temporarily suspended during the merger or after it. Qwest
should have had no problem determining and billing for the services provided to QCC.
Once again, ether the internal accounting processes were not in place or there was a total
collgpse of them. Second, the redesignation of the section 272 dffiliate, according to
Qwes, did not take place until January 2001. Thisiswel after the merger was

completed and billings should have commenced, a a minimum, during the time period

94 Qwest Brief at 22.

%1d., a 22. Of course, the Qwest Brief fails to mention that thisis the policy only since May, 2001. See,
1005T at 24.

% Qwest Brief a 24, n. 125. The Master Services Agreement was not amended until July 18— 19, 2001 to
reflect the payment of interest. See also, Ex. 1139T a 11. Qwest statesthat its omission was
“inadvertent”.

9" WA TR at 5126.

98 Qwest Brief at 23.
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from January through the end of May. “Catch-up billing”®® is not a principle found under
GAAP.

Qwest states that Qwest LD satisfied the 10-day posting requirement, “ averaging
less than six days”'%° Thisassertionis not credible. Aswas discussed in the
introduction to this reply brief, Qwest LD failed to pogt to its Internet website for over

one year from 1997 to 1998.

F. Section 272(c)(2) - Issue 272-16

Initsbrief, AT&T referred to specific instances where Qwest failed to comply
with section 272(c)(2).1°* In addition, AT& T maintains that if the section 272 &ffiliate
falsto properly account for a transaction in accordance with section 272(b)(2), and the
BOC dso fails to properly account for the transaction, then the BOC hasfailed to comply
with section 272(c)(2).

It is gpparent that the principles of GAAP apply (e.g., timeliness) to the BOC's
section 272 transactions when the transaction rules of Part 32 gpply. In section 272(c)(2),
the Act requires the BOC to account for al transactions with the section 272 affiliate in
accordance with accounting principles “ designated or approved” by the FCC. The FCC
has held that the BOC must comply with the Part 32 affiliate transaction rules to satisfy

section 272(c).1%? “GAAPisincorporated into the Commission’s Uniform System of

99 Ex. 1139T a 10.

100 O\yest Brief at 19.

101 AT& T Brief at 27.

102 application by Bell Atlantic New York for Authorization Under Section 271 of the Communications Act
to Provide In-Region, InterLATA Service in the Sate of New York, CC Docket No. 99-295, Memorandum
Opinion and Order, FCC 99-404 (rel. Dec. 22, 1999), 1415 (“ Bell Atlantic New York Order™). 47 CF.R.

§32.27.
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Accounts [Part 32] to the extent that regulatory considerations alow.”*%® Furthermore,
Part 32 sates that the BOC' s financia records shdl be kept in accordance with GAAP to
the extent permitted by Part 32.1%*

Thus, the BOC must comply with Part 32, and Part 32 incorporates the concept of
GAAP. In other words, both Qwest and QCC, whatever side of the transaction they are
on, must comply with GAAP, and depending on how atransaction is treated by the
companies, there may be aviolation of section 272(b)(2), section 272(c)(2), or both.

Asfar asAT&T can discern, Qwest’s proffer of compliance with section
272(c)(2) consists of astatement that “QC aso follows GAAP,”1%° and an assertion of
compliance with the FCC' s affiliate rules as confirmed by the Joint Cost Audit and the
FCC'sreview of Qwest’sARMIS data. Aswas admitted by Qwest in its testimony, the
Joint Cost Audit does not focus specificaly on the relationship between the BOC and the
272 dfiliate ' and the “ statement of compliance rendered by Arthur Andersen as part of
that audit is generd in nature” %’

Asto thereliance on the FCC' s review of ARMIS data, Qwest never providesa
rationd explanation in its testimony or brief for the failure to properly reflect afiliated

amounts with QCC in its ARMIS report beyond the $1.5 million in revenue received

from QCC that was reported.’®® There can be no dispute that Qwest failed to identify

103 Application of Bell South Corporation, BellSouth Telecommunications, Inc., and BellSouth Long
Distance, Inc., for Provision of In-Region, InterLATA Servicesin Louisiana, CC Docket No. 98-121,
Memorandum Opinion and Order, FCC 98-271 (rdl. Oct. 13, 1998), 1328, n. 1026, citing47 CFR. §32.1
(“BellSouth Louisiana Il Order™). 47 CF.R. §32.12.
104 47CFR 83212
105 Qwest Brief at 12.
igj Ex. 1125T & 37. Seealso, Ex. 1155T at 7 37(f), 42, 43, 119(c ), 122.

Id.

108 gee generally, AT& T Brief at 11.
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most of QCC's affiliated transactions and failed to implement a system of controls
designed to account for such in atimely manner.2%°

Qwed’ s assartion that it “has congstently complied with the FCC' s effiliate
transaction rules ....,” and “[t]he FCC' s reviews of QC’'s ARMIS reports have not
identified any discrepancies with respect to QC' s effiliate transactions in the past three
years’ issmply empty rhetoric.1'° Further, Qwest has admitted that its most recent
ARMISfiling (for the year 2000) is not accompanied by a report from its independent
auditors, Arthur Andersen.**! Thus, even less probative vaue can be placed on the
ARMIS annud report given the lack of any independent verification. Qwest may argue
that thisis not relevant, but it is indisputable that the FCC compares posted transactions

with the BOC's ARMIS report for evidence of compliance with section 272,112

G. Section 272(c)(1) - Issue 272-15

Qwest wishes to distill this section down to one issue™*® whether Advanced
Technologies (“AT”) was used to circumvent the requirements of this section. However,
asdiscussed in AT& T’ s brief, thereismoreto thisissue* AT&T has summarized its
position in the filed testimony.**® The Commission should especialy focus on those

paragraphs that illustrate how U S WEST was using a“ straw” non272 filiate to

109 By 1139T at 15—16. (“[N]o expenses were accrued as apayable to QCC because services being
provided by QCC had not yet been identified.”)

10 Qwest Brief at 13.

M1 Ex. 1125T a 19, n. 8. (“[T]husthe audit engagement for the year 2000 will be combined with 2001 and
the report will beissued in 2002.”) Aswill be discussed below, thislag in timing is anadogousto the

crucid lag in any forthcoming biennid audit report.

112 Bel|South Louisiana |1 Order, 335.

113 Quvest Brief a 27.

114 AT&T Brief at 26.

115 By 1155T, 1126 et seq.
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cleverly circumvent the section 272 nondiscrimination rules*'® It is unassailable that
U S WEST LD was receiving favorable services from the then U SWEST viaAT. This
arrangement resulted in de facto discrimination in favor of the 272 effiliste. Qwest's
testimony that the services provided by AT “did not involve the BOC in any way,” is
wrong. 't

At the Colorado workshop, under questioning from AT& T, Qwest reveded for
the firg time that product design, planning or development services for Qwest and QCC
would be provided by Qwest Services Corporation (“QSC”), the parent of both entities.
Further, such services would not be required to be posted and made available to
unaffiliated parties''® The significance of thisis that Qwest's participation in the
planning, design and development of QCC’s offerings is subject to the nondiscrimination
requirements of section 272(c ) and, therefore, are required to be posted to the website
and made avallable. By shifting such servicesto another ffiliate, Quwest and QCC are
now able to participate in joint planning, design and development free of the strictures of
section 272. The Commisson should carefully weigh Quwest’ s strategy when tendering

its recommendation to the FCC.

H. Qwest’s Past History - Issue 272-20

Qwest earnesily argues that the Commission should not examine its (and

U S WEST’ s and the section 272 affiliates’) past history'*® and, once again, touts the

1% Ex. 1156C & 11129 (), (d), (f) and ().

17 Ex. 1139T & 28.

118 CO TR 84, 89-90 and 92. In itswritten testimony, Qwest and QCC gave theimpression thet joint
design, planning and development services would be posted and made available and certainly never
mentioned that QSC would provide such services. It should be further noted that the Colorado workshop
was held on July 24, 2001, and well after the Washington workshop.

119 Owest Brief at 33.
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biennia audit as a panacea for future protection against transgressions.*?° As has been
previoudy discussed, the FCC redidicaly might not receive abiennid audit report until
mid-2004, and possbly later if Qwest receives extensons. By then, any remedid action
by the FCC for noncompliance with section 272 might be of no consequence. Thus, the
Commisson is again cautioned not to place heavy rdiance upon Qwest’s arguments that
the biennia audit process will provide protection.*?*

Qwest garts with the premise that it meets dl requirements of section 272, and
concludesthat AT& T's arguments regarding the past areirrdlevant. Therefore, it argues,

AT&T isengaging in “character nation.” 12

Qwed’ s arguments are nonsensical
and itsad hominen conclusion is unwarranted. The FCC has stated that it must make a
predictive judgment about the section 272 affiliate’ s compliance with section 272123
QCC's own witness acknowledged that the Commission must review past history asa
predictive indicator of Section 272 compliance** Qwest wishesto keep past violations
in the dark and away from the Commission’ s scrutiny, arguing these violaions are
irrdlevant. However, asexplained in AT& T’ s brief, the violations of section 271 by the
BOC are contrary to the requirements of section 272.3%° But more importantly, the

violations reflect a decision by Qwest to test the boundaries of legdly acceptable

behavior and sheds light on Qwest’ s willingness to circumvent the requirements of

12019, & 35.

1217 theme of Qwest’sisto use the biennia audit asa“fallback”, or tofill gaps. See WA TR a 5140 (“It's
important to note that this proceeding is not the only place where 272 will be tested.”); 5142 (“we will
reaffirm our Section 272 compliance through thefirst biennid audit ...”); 5159 (“We have other auditsto
dothat. For ingtance, the biennid audit will specifically test for 272 compliance.”); 5166 (“ And then once
you have the 272 authority, there would be abiennid audit to ensure that that's, in fact, taking place.”)

122 Qwest Brief at 33.

123 Bell South Louisiana I Order, 1321.

124 By, 1105T & 5,n. 2

125 AT& T Brief & 3- 4.
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section 271, and consequently, section 272(a).1?® Thisisan issue of character and is
highly relevant, considering the important goals of section 272 as expressed by the
FCC.*?

Qwest atempts to diminish the sgnificance of its section 271 violations by
arguing that its history of past violations hinged on the definition of “provide”*?® Ina
grictly legd sense, thismay betrue. The FCC had to determine if Quwest was providing
interLATA long distance service. The FCC noted:

During its own internd drategy sessons, U S WEST amilarly determined
that offering a package of servicesthat includesin-region, interLATA
service would afford it ameansto “[target] high vaue customers for
retention, winback and competitive response reasons...,” “[ijmprove

U S WEST vaue propostion in its toll markets by * packaging’

competitive intraLATA caling plans with acompelling long distance

offer,” and “ [ p] re-position customers for U SWEST Long Distance by
providing the convenience of one-stop shopping.” U SWEST stated
further inits marketing plansthat “[U SWEST' s] endeavor with Qwest
will initially allow [U SWEST] to become an interLATA carrier for
customers...” 1%

It is gpparent thet the internal Strategy sessons involved more than a semantical
discussion of the word “provide.” The United States Court of Appedls affirmed the
FCC's conclusion “that the disputed arrangements would give the two BOCs[U S WEST
and Ameritech| positions in the market for loca and long distance service that would
greatly advantage them once they became explicitly entitled to provide any long distance

service”*® The Court concluded that the FCC's approach -- to determine whether the

126 Qwest did not shut down the 1-800-4USWEST calling card program after the merger. Itsnew
management must accept some accountability for the subsequent finding that the program violated section
271.

127 5ee AT& T Brief a 2, quoting Ameritech Michigan Order, 346.

128 Qwest Brief at 34.

129 AT& T Corp. et al. v U SWEST Communications, Inc., File No. E-98-42, Memorandum Opinion and
Order, FCC 98-242 (rel. Oct. 7, 1998), 11 14 (footnotes omitted) (emphasis added) (“ FCC Order™).

130 y SWEST v FCC, 177 F.3d 1057, 1058 (D.C. Cir. 1999).
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BOC obtained a comptitive advantage, thereby reducing itsincentive to open the loca
market -- was reasonable,**!

Essentiadly, the Commission is making asimilar decison regarding section 272.
The FCC noted that the section 272 safeguards “are designed to promote competition.” 32
If the safeguards are not in place before Qwest obtains section 271 relief, competitors
may not “have nondiscriminatory access to essentia inputs on terms that do not favor the
BOC &ffiliate” %

Regarding Qwest's history of provisioning of section 271 services, it should not

be alowed to lay claim to its “good” history and disown the “bad.”

[1. CONCLUSION

Qwest continues to claim an unbroken chain of compliance with section 272 since
the Act was passed. This claim is not supported by the evidence. In fact, the evidence
contradicts Qwest’s clam.

It should be noted that many of the “mistakes’ and problems brought to light by
AT&T were corrected after AT& T raised the issues, not before. This adone suggestsa
lack of internal controls, processes, and training. Solving the problems after the fact does
not erase the history of these underlying deficiencies.

Findly, afuture section 272 Biennid Audit does not justify noncompliance.

Between audits, carriers may be discriminated againgt. The “float” issue provides a

1311d., a 1060. (“In order to determine whether aBOC is providing interLATA service within the meaning
of section 271, we must assess whether a BOCsinvolvement in the long distance market enablesit to

obtain competitive advantages, thereby reducing itsincentive to cooperate in opening itsloca market to
competition.” FCC Order, 137).

132 Ameritech Michigan Order, 1 346.
133 Id.

26



glaring example. Itisillogicd to assume that Qwest would alow anoneffiliated
interexchange carrier to go 10 months without a bill and not provide for interest in the
initid contract terms. Simply having QCC subsequently amend its contract and pay
interest does not “cure’ the problem because for 10 months QCC had a ditinct advantage
over other interexchange carriers. This sort of behavior exemplifieswhy it isimperative
that processes and internal controls are in place before section 271 relief is granted.
Qwest has not made an adequate showing of compliance with section 272,

The Commission should find that Qwest is not in compliance and in the future
will not comply with section 272.

Respectfully submitted this 14th day of September 2001.
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