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I.
INTRODUCTION

Q.
Please state your name and business address.

A.
My name is Betty A. Erdahl, and my business address is 1300 South Evergreen Park Drive Southwest, P.O. Box 47250, Olympia, Washington 98504.  My business e-mail address is berdahl@wutc.wa.gov
Q.
By whom are you employed and in what capacity?

A.
I am employed by the Washington Utilities and Transportation Commission (Commission) as a Telecommunications Regulatory Analyst.


Q.
What are your education and experience qualifications?

A.
I graduated from Washington State University with a Bachelor of Arts in Accounting, December 1988.  Before joining the Commission as an analyst in June 1991 I worked for two years as an accountant in the financial sector.  



Since joining the Commission, I have completed coursework in “Basics of Regulation” offered by New Mexico State University, Rate Making Process Technical Program, as well as a USTA class on Understanding Separations, Access Charges, and Settlements.  



As a Regulatory Analyst, I am responsible for auditing the books and records of regulated companies, analyzing cost of service studies, examining affiliated interest transactions, and making policy recommendations to this Commission.  In addition, I recommend rates to the Commission that allow for the appropriate revenue requirement, and prepare exhibits and testimony regarding these investigations for presentation before the Commission.  I also have worked on policy issues relating to payphone deregulation, number resources, local calling areas, and implementation of N11 pursuant to the Telecommunications Act of 1996.  

Q.
Have you testified before this Commission? 

A.
Yes.  I testified before this Commission first in Docket No. TG-920090, regarding affiliated interests of Waste Management, Inc.; in Docket No. UT-950200, regarding accounting adjustments in the general rate case filed by U S WEST Communications; in Docket No. UT-970066, regarding Toledo Telephone Company’s payphone access line rates; and in Docket No. UT-020406, a complaint case filed by AT&T against Verizon Northwest Inc.’s access charge rates.  I also prepared testimony in Docket No. UT-040788, regarding accounting adjustments in the general rate case filed by Verizon Northwest Inc.

II.
SCOPE OF TESTIMONY

Q.
What is the scope of your testimony?

A.
The purpose of my testimony is to address and make recommendations regarding affiliated interest contracts between Sprint Nextel (Sprint) and LTD Holding Company on behalf of United Telephone Company of the Northwest (United), and the overall earnings of United.  I will also present Staff’s recommendation for a provision of a quality of service guarantee program for Washington state customers.   

Q.
Please identify and describe the Sprint entities that are either involved in, or parties to, this case and how they are named in your testimony. 

A.
Sprint Nextel is a multi-billion dollar carrier.  United is an Oregon based local exchange company (LEC) that provides service to about 80,000 customers in Jefferson, Clallam, Yakima, Klickitat, Skamania, Grant, and Benton counties.  LTD (aka “SPINCO”) is a newly created holding company owned by Sprint Nextel and established to become the independent parent of United and all Sprint’s other LEC business units.  

III.
  SUMMARY OF TESTIMONY

Q.
Please summarize your testimony.

A.
As part of the spin-off of LTD from Sprint Nextel, contracts are being negotiated that will provide various services between Sprint Nextel and the new spun-off company (LTD or SPINCO).  These contracts are not negotiated at arm’s-length and therefore must be examined if LTD files a rate case during the duration of these contracts.  



Second, Staff has reviewed United’s recent earnings reports to the Commission.   Based on that review, which reflects decreasing access lines and revenue, Staff does not propose a rate case at this time.  A delay in filing a rate case will also reduce the likelihood that the costs of the spin-off, rebranding and any cost associated with the new affiliated interest contracts are passed on to local ratepayers in increased rates.  



Finally, Staff proposes a service guarantee program, similar to what is provided by other carriers in Washington state and similar to what Sprint currently provides its Nevada customers.

IV.
  DISCUSSION

A.  Affiliated Interest Issues

Q.
What is an affiliated interest?

A.
An affiliated interest is defined as ownership or holding direct or indirect ownership of five percent or more of the voting securities of any public service company engaged in any intrastate business in Washington.  It also covers every corporation or person with which the public service company has a management or service contract.

Q.
Is there a state law that governs affiliated interest transactions of regulated utilities?

A.
Yes, Washington’s affiliated interest law is contained in RCW 80.16.010.   

Q.
Why is it important to the ratepayers of Washington State that the affiliated interest contracts are examined and determined to be fair?

A.
The local ratepayers of United will not necessarily see a benefit due to the spin-off, nor should these captive customers of a regulated telecommunications carrier pay higher rates to cover any of the costs associated with the spin-off of LTD.  If LTD is locked into contracts that result in higher costs, these higher costs would eventually harm the viability of LTD and could lead to pressure on United to raise its rates in Washington state.  

Q.
What precedent is there regarding the Commission’s authority to disallow or correct affiliated interest transactions that might otherwise cause harm to ratepayers?

A.
The Washington Supreme Court reviewed the Commission’s final order in U S WEST’s general rate case (Docket No. UT-950200) and stated the following:


RCW 80.16.030 authorizes the Commission to disallow unreasonable compensation to an affiliated company for purposes of rate making.
 

Q.
What is the rationale for the Affiliated Interest Statutes?

A.
The Court summarized the rationale for the Affiliated Interest statutes in the following manner:




The general rationale for the Commission’s authority to review transactions between affiliated companies is fear of collusion in the absence of arm’s-length dealings.  It does not matter under these statutes whether the utility paid the affiliate too much money for too little service or property, or whether (as here) the utility gave the affiliate something of far greater value that the affiliate paid for in return.  The effect in either situation is to give to the shareholders of the affiliate something of value at the expense of the ratepayers of the utility.
 

Q.
Are the contracts currently being entered into between Sprint and LTD negotiated at arm’s length?

A.
No.  LTD is today controlled by Sprint, and Sprint has not established any mechanism for the executives of LTD to make independent decisions that would protect the future interests of LTD and its customers.  This is confirmed by Sprint’s responses to Staff Data Request No. 42:  “Prior to the separation, the LTD Holding Company (“LTD”) directors’ fiduciary duties flow to Sprint Nextel Corporation (“SN”), its sole shareholder.”  LTD is not an autonomous legal entity.  

Q.
What contracts or agreements are being developed between Sprint and LTD?

A.
Sprint and LTD are preparing Transition Service Agreements (TSAs) and Commercial Service Agreements (CSAs).  TSAs will be in place for XXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.  CSAs are being negotiated with the intent, according to Sprint, to reach agreements that XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.  Sprint’s response to Staff Data Request No. 3, Attachment 3.1 provides a list of the current Transition Service Agreements (TSAs) and Commercial Service Agreements (CSAs) being negotiated.


Examples of TSAs, contained in Attachments 3.2 – 3.26, include but are not limited to:  XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.


The CSAs include XXXXXXXXXXXXXXXXXXX (response to Staff Data Request No. 2, Attachment B), XXXXXXXXXXXXXXXXXXXXX (response to Staff Data Request No. 2, Attachment A), XXXXXXXXXXXXXXXXX (response to Staff Data Request No. 3, Attachment 3.27), and XXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXX (response to Staff DATA REQUEST No. 3, Attachment 3.28).     

Q.
Does Staff have concerns regarding the Transition Service Agreements? 

A.
Yes, in part, Staff is concerned about recovery of XXXXXXXXX of the TSAs.  United’s Response to Staff Data Request No. 5 states:  XXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.
Q.
What is Staff’s recommendation relating to the recovery of the XXXXXXXXXX? 

A.
Staff believes the ratepayers should not bear the burden of such costs.  These are costs that would not otherwise occur if the spin-off were not taking place.  

Q.
Please explain the Commercial Service Agreements for wireless service.

A.
Sprint and LTD are entering into a XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.  

Q.
Has Staff reviewed a copy of the contract for wireless service?

A.
No, a copy of the contract has not been filed with the Commission.  Staff has reviewed the draft version of the term sheet provided by Sprint.
Q.
Is this contract in the public interest?

A.
No.  Page 2 of this term sheet addresses XXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.  

Q.
What is Staff’s recommendation regarding the XXXXXXXXXXXXXXXX?

A.
Local rates of United should not increase because of XXXXXXXXXXXXXX for services that would not be incurred by LTD, if it were not for the spin-off, because there is no added value to the ratepayers of the local telephone company.  

Q.
Why should the Commission be concerned about a contract between LTD and Sprint for wireless services, considering that these services are not regulated?

A.
A regulated local exchange company has an obligation to operate its business in a prudent fashion, including taking advantage of unregulated business opportunities that present themselves.  LTD has recognized that marketing of wireless services under its own brand name is a viable part of its business, even though it will primarily be a wire line local exchange company.  If LTD fails to take advantage of that opportunity – or does so on terms that relinquish all the economic returns to its previous parent – that would eventually hurt its ability to provide regulated services at the lowest reasonable cost.
Q.
Please describe the Long Distance Commercial Service Agreement.

A.
LTD is entering a XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.  

Q.
Is there a service commitment in this contract?

A.
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.
Q.
What is Staff’s recommendation regarding this agreement?

A.
The contract’s commitment, and potentially higher rates, could result in higher costs being incurred by LTD and passed on to United’s ratepayers.  Regulated ratepayers should not experience a rate increase because of affiliated contracts that are negotiated on behalf of United between its new and its former parent companies.    

Q.
Please describe the commercial service agreement relating to XXXXXXXXXX XXXXX.

A.
The next CSA covers XXXXXXXXXXXXXXXXX (Attachment 3.27 to Response to Staff Data Request No. 3).  This agreement is for XXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.
Q.
Please describe the agreement for XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXX.

A.
The agreement relating to XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX is covered in Response to Staff Data Request No. 3, Attachment 3.28.  This agreement is for XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX. 

Q.
Does Staff have concerns regarding the commercial service agreements? 

A.
Yes.  The CSA providing long distance is XXXXXXXX, leaving Staff with the concern about whether LTD and its management will have flexibility to compete effectively after the spin-off.  Being locked into an agreement that is restrictive could harm LTD’s ability to compete with other long distance carriers.


While the CSA that covers XXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX. 
Q.
Is Staff concerned with any of the affiliated interest contracts between Sprint and LTD?

A.
Yes.  The residential long distance contract is for a relatively long period of time.  While this provides stability in rates to LTD, the rates and terms negotiated in this contract must be fair and should not hinder the flexibility or options allowing LTD to compete.  It is not clear whether these rates are fair.  Cost support for these rates has not been provided by Sprint.  

Q.
What is Staff’s recommendation regarding all affiliated agreements entered into upon the spin-off of LTD?

A.
Staff recommends that all affiliated interest agreements entered into upon spin-off of LTD be treated as affiliated interest transactions for the duration of these contracts.  Any amendment to these agreements should be filed with the Commission under its affiliated interest rules.  Sprint Nextel should provide cost data so that the Commission is able to apply the (a) lower of cost or market standard for affiliated interest transactions where LTD/United pays Sprint Nextel for services, and the (b) higher of cost or market standard for affiliated interest transactions where Sprint Nextel pays LTD/United in any future review of United’s local rates.



Staff further recommends that prior to the actual separation, Sprint or LTD should submit the final executed affiliated interest contracts to the Commission.  Staff has not had the opportunity to review actual contracts and is concerned that the terms and conditions may change and prove harmful to LTD and United.

B.  Overall Earnings of United Telephone Company of the Northwest

Q.
What are the overall earnings of United?

A.
According to quarterly reporting filed on a Commission basis, United is earning an XXX percent return on rate base on a Washington state basis for the 12 months ended December 31, 2004.  Staff Exhibit No. ___ C (BAE-2C) shows the Washington state rate of return in Col. E on line 61.   

Q.
Has Staff audited these reported numbers?

A.
No.

Q.
Does the reported rate of return include an imputation of revenues from the directory publishing business or any portion of the gain on sale of that business?

A.
No.  However, to include imputation of directory publishing revenue, as agreed to by Commission Staff and United in Docket No. U-89-3067-SI, would increase the reported rate of return.  
Q.
Is more current financial information available?

A.
Yes, quarterly reports have been filed with the Commission including the first two quarters of 2005.  However, Staff does not believe this to be the best financial information to consider because it includes transition costs relating to the spin-off and may also include costs associated with the Sprint Nextel merger.  It is more reasonable to consider the financial information for the year ended December 31, 2004.  

Q.
Did Staff consider United’s Washington intrastate earnings?

A.
Yes. The reported intrastate rate of return for the year ended December 31, 2004 is XXX percent (Exhibit No. ___ C (BAE-2C), Col. (g), line 61).  The reported interstate rate of return for the same period is XXX percent (Exhibit No. ___ C (BAE-2C), Col. (f), line 61).  However, Staff does not believe the reported intrastate result is correctly stated.  

Q.
Why does Staff believe the intrastate ROR to be incorrectly reported?

A.
The FCC in 1998 mandated a freeze in the separations factors used to allocate expenses and investment between intrastate and interstate operations.  The FCC did not freeze the corresponding revenues for interstate and intrastate services.  The FCC also subsequently determined that services providing access to the Internet are to be considered interstate services.  The result is that statements of interstate and intrastate results have become increasingly unreliable over time.  In particular, the FCC’s actions allow certain revenue to be booked as interstate revenue while associated expense and investment are booked to the intrastate jurisdiction, resulting in a higher reported interstate rate of return and a lower reported intrastate rate of return.  This problem exists for all regulated telecommunications companies and is not unique to United.

Q.
Does Staff recommend a rate case based on a current test year?

A.
No.  The overall rate of return for Washington operations is not excessive.  Staff has significant concerns about the structure of United’s rates, but the overall level of revenues appears to be reasonable relative to the company’s expenses and investment.  Moreover, the trend in United’s earnings appears to be negative, due to a decline in wire line and access charge revenue.  This is shown in Exhibit No. ___ C (BAE-3C).  Additionally, it is unclear how the spin-off of the local telephone companies will effect allocation of overhead and any cost cutting effort of LTD thereby effecting the overall financial situation of United.

Q.
What cost of capital are you using in assessing the reasonableness of United’s earnings?

A.
Staff is using a cost of capital of 7.88 percent.  This is calculated using Sprint’s own assessment of the weighted average cost of capital of the local telephone operation that is being spun off in this transaction (Redacted Exhibit GRD-3, Page 63).

C.  Quality of Service

Q.
Which Commission rules govern the quality of service provided by telecommunications companies in Washington?

A.
Telecommunications companies are subject to the service quality reporting requirements in WAC 480-120-439; performance standards for installation or activation of service contained in WAC 480-120-105; response time standards contained in WAC 480-120-133; trouble report standards contained in WAC 480-120-438; network performance standards contained in WAC 480-120-401; and repair standards contained in WAC 480-120-440.

Q.
Briefly describe the areas of service quality the Commission monitors for telecommunications companies.

A.
The Commission currently monitors missed appointments, installation of basic service, trouble reports, trunk blocking, switching, repairs of out-of-service interruptions or impairments, and complaints.  

Q. 
 Which telecommunications companies are required to report monthly service quality performance?

A.
The current rule requires that Class A companies report the information required in WAC 480-120-439 monthly.  Class B companies need not report as required in WAC 480-120-439(1).  The classification of a company as Class A or Class B is determined by the percentage of state access lines – a company with 2 percent or more of the state access lines is a Class A company, and a company with less than 2 percent of the state access lines is a Class B.  As of July 1, 2005, the 2 percent benchmark equates to approximately 76,500 access lines.

Q.
Is United required to file service quality reports with the Commission?
A.
Yes, United is a Class A company.

Q.
Did Staff review United’s service quality for this proceeding?
A.
Yes.  Staff reviewed United’s monthly service quality reports for the most current 12-month period - September 2004 through August 2005.

Q.
How would Staff characterize United’s recent service quality record?
A.
Generally, United meets the service quality benchmarks established by the Commission.  However, United did not meet the benchmark of 100 percent for the 48-hour or the 72-hour repair requirements in the 12 months reviewed by Staff.  The Company’s average was 98.92 percent of out-of-service interruptions repaired within 48 hours, and 94.73 percent of service impairments were repaired within 72-hours.    Nor did the Company meet the 100 percent benchmark for installations in 180 days (May 2005).
Q.
What does the Commission consider to be a service quality complaint?

A.
A service quality complaint is a customer complaint related to the Commission’s service quality standards.  The Commission counts complaints related to quality of service, delayed service, and network congestion.  In order to more fairly compare large and small reporting companies, the Commission calculates a percentage based on the number of service quality complaints per 10,000 access lines.  
Q.
Did the Commission receive any service quality complaints relating to United?

A.
No.  
Q.
Does United offer its Washington customers any guarantee of timely and professional installation and repair service?


A.
No.  In contrast to some other carriers in Washington that were compelled to implement such a guarantee program, or offered one on their own initiative, United has not offered any such guarantee.  

Q.
Does Staff recommend the Company offer such a program to its Washington customers? 

A.
Yes.  Staff believes that adoption of a service guarantee mechanism would help protect customers from the possibility that the corporate changes caused by this transaction will lead to a decline in service quality.  The Company provides a quality service guarantee in Nevada, which is arguably its most competitive service territory.  It is reasonable for the Company to do as well for its Washington state customers.  The Nevada provision gives an automatic credit of one month’s local basic service to customers for missed repair or installation commitments.  Staff recommends that United include language in its tariff defining a missed appointment and provisions for automatic payment to residential and business customers for missed appointments, as provided to customers in Nevada.  The tariff sheet that describes the service guarantee in Nevada is attached as Exhibit No. ___ (BAE-4). 

Q.
Why does Staff believe that automatic credit or refunds should apply to missed appointments?

A.
The automatic credit or refund for a missed appointment is to compensate customers for their time.  United provides a four-hour window during which the customer must be physically present at the site of installation, requiring that customer to take time away from work to be at the appointment; and a business customer will postpone business start-up due to missed appointments or may lose business due to delay of repairs.  

Q.
Does this conclude your testimony?
A.
Yes.

� US West Communications, Inc. v. Utilities and Transp. Comm’n, 134 Wn. 2d 74, 92-93, 949 P.2d 1337.


� Id., at 94 (citation omitted).





TESTIMONY OF BETTY A. ERDAHL

          Exhibit No. ___ THC (BAE-1THC)

Docket No. UT-051291

Page 22

