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I.
INTRODUCTION

Q.
Please state your name and business address.

A.
My name is Kathleen M. Folsom, and my business address is 1300 South Evergreen Park Drive Southwest, P.O. Box 47250, Olympia, Washington 98504-7250.  My business e-mail address is kfolsom@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 Senior Regulatory Telecommunications Analyst.  My participation in this case is on behalf of the Commission’s Staff (Staff).
Q.
What are your education and experience qualifications?

A.
I hold a Bachelor of Arts degree in Business Administration from Washington State University.  I also hold an MBA, with a concentration in Finance, from Portland State University.  



In April 1988 I began my career with the Commission, including providing expert testimony on issues related to the establishment of an authorized rate of return for GTE Northwest Incorporated (GTE-NW) in Docket No. UT-931591 and U S West Communications, Inc. in Docket No. UT-950200.  I have submitted testimony on issues related to transfers of property and merger issues regarding GTE Corporation and Bell Atlantic Corporation in Docket No. UT-981367 and regarding U S WEST Inc. and Qwest Communications International Inc. in Docket No. UT-991358.  Additionally, I was the lead staff in the review of the proposed merger of Portland General Electric Co. and Northwest Natural Gas Company, in Docket No. UG-011607.   I also provided expert testimony in the review of the sale of Qwest Dex in Docket No. UT-021120.  I was the lead staff on Verizon Northwest Inc.’s general rate increase request and provided testimony in response to the Company’s petition for $29.7 million in interim rate relief, Docket No. UT-040788.  I provided expert testimony in the review of the proposed merger of Verizon and MCI in Docket No. UT-050814.


In my capacity as a Regulatory Analyst, I have presented recommendations to the Commission on numerous security, affiliated interest, and transfer of property applications by various utilities.
II.
SCOPE OF TESTIMONY

Q.  
What is the scope of your testimony in this case?

A.
I provide testimony in response to Sprint Nextel Corporation’s (Sprint) application for approval of a transaction that will result in United Telephone Company of the Northwest (United) and Sprint Long Distance, Inc. (LTD Long Distance) being separated from Sprint to LTD Holding Company (LTD or Company).  I discuss in my testimony the evidence Sprint and United have provided related to the financial impact of the proposed separation and change of control on LTD and its subsidiary United.  I examine the potential risks associated with the proposed spin-off on United’s viability as a regulated independent local exchange company in Washington.
III.
SUMMARY AND RECOMMENDATION
Q.  
What is your recommendation regarding the proposed separation of United and LTD Long Distance from Sprint?
A.
Staff recommends the following: 
1.
The transaction should be approved only if it is substantially the same as proposed by the Companies.  LTD should receive the assets, cash, and debt projected in the application.

2.
Seven days prior to the actual separation, Sprint should submit to the Commission the final terms of the transaction.  This would include the actual amount of debt to be issued, the balance sheet, the list of assets and other documents showing the final terms and conditions of the transaction.  

Q.
If the transaction is approved, what is your recommendation regarding financial conditions that should be imposed on United? 
A.
United should be prohibited from providing cash to LTD or its affiliates when the parent company is in a condition of financial distress or likely to be in financial distress.  The provision of cash should be broadly stated to include the provision of loans, assumption of liability, or guarantee of debt of LTD or its affiliates and the payment of dividends to LTD or the repurchase of its shares from LTD.  These actions should be prohibited whenever any of the following conditions exist:

1.
The payment would result in a level of retained earnings for United that is less than the level on December 31, 2005;

2.
The market value of LTD’s common equity is less than the book value of LTD’s debt; 

3.
LTD’s bond ratings are less than investment grade rating; or

4.
LTD or any affiliate is in default or bankruptcy. 
IV.
financial issues
Q.
What was the scope of your examination related to financial issues?

A.
Sprint pre-filed testimony regarding the effect of the proposed separation on LTD’s financial standing, such as its future creditworthiness or bond ratings.  I examined a number of publicly available documents including bond rating announcements and financial statements.  I reviewed financial indices as they concern the proposed separated company (United) including rate of return, coverage ratios, and any immediate demands for new financing.  Finally, I read and studied the material contained in the responses to Staff and Public Counsel Data Requests.

Q.
Before you proceed with your analysis, please explain what the terms “shareholders equity”, “book value”, “enterprise value”, “leverage”, and “business risk” mean as used in your testimony.

A.
“Shareholders equity” is a financial term for the difference between a company's assets and liabilities -- that is, the value that accrues to the owners.  “Book value” is the amount of shareholder's equity on the balance sheet, or the accounting book value of the business outside of its market value or intrinsic economic value.  “Enterprise value” is the market value of equity plus total debt minus cash.


“Leverage” is the amount of debt used to finance a firm's assets. A firm with significantly more debt than equity is considered to be highly leveraged.  “Business risk” is associated with the variability of the cash flows of a firm.
A.  Post-Separation Organization
Q.
How does Sprint propose to spin off its local service operation?
A.
In its application, Sprint states that it plans to separate its wireline local operation into a stand-alone operation.  In connection with the separation, Sprint requests that the Commission approve the change of control of United and LTD Long Distance from Sprint to LTD.  LTD will be the ultimate corporate parent of United and LTD Long Distance.
Q.
How is the separation to be effectuated?
A.
LTD is a newly formed subsidiary of Sprint.  As described in the application, after the separation LTD will control United, LTD Long Distance, and Sprint’s other independent local exchange operations.  LTD will then operate independently with its own management team and board of directors.  The stock of United, other Sprint independent local exchange operations, and LTD Long Distance will be contributed into LTD as well as assets and liabilities related to the local wireline operations.  No assets of United will be sold or divested during the transfer of control to LTD. 
B.  Capital Structure and Dividend Policy
Q.
Post-separation, what is the expected debt level for LTD? 
A.
The post-separation debt of LTD is expected to consist of XXXXXXXXXX in existing debt and XXXXXXXXX in new debt for a total of $7.25 billion.
Q.
Did Sprint prepare a pro forma balance sheet for LTD, reflecting the impact of the transaction?

A.
Yes.   Company witness Glenn R. Daniel prepared an opening balance sheet for LTD in his highly confidential Exhibit No. ___ (GRD-3C), page 17.  The table below summarizes the major changes that will occur as a result of the spin-off.  

[image: image1.emf]LTD Pro Forma Opening Balance Sheet

a b c d e f

1($ millions) 6/1/2006 Parent  Cash Proforma

2 Estimated Debt Debt Dist. 6/1/2006

3  Cash & Equivalents

4  Other Assets

5  Total Assets

6  Total Current Liabilities

7

8  New Debt 

9  Existing Debt - Note to Sprint

10  Existing Debt - Other

11  Total Debt

12

13  Other Liabilities

14   Total non-current liabilities

15

16  Total Shareholders' Equity

17Total Liab. & Shareholder's Equity


Q.
Please describe the adjustments that are expected to be made to LTD’s balance sheet to give effect to the separation.

A.
LTD expects to incur XXXXXXXX in bank debt (XXXXXX in cash and debt).  LTD will also incur XXXXXXXXX in new notes (XXXXXXX in retained earnings).  A XXXXXXXX note to Sprint will be XXXXXX (XXXXXXX in cash) and a XXXXXXXXXXXXXXXXXXXXXXXXXXXX Sprint (cash XXXXXXXXX XXXXX in retained earnings).  After the separation, LTD is projected to have XXXXXXXX in cash and $7.25 billion in total debt.

Q.
After giving effect to the proposed adjustments to LTD’s balance sheet, what is LTD’s shareholders’ equity balance? 
A.
Company witness Glenn R. Daniel’s highly confidential Exhibit No. ___ (GRD-3C), page 17, indicates that LTD’s pro forma opening balance sheet will have XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX as of 6/1/06.  This results in approximately XXXXXXXX debt on LTD’s proforma balance sheet.
Q.
Post-separation, what is the expected dividend policy?


According to Company witness Glenn R. Daniel’s highly confidential Exhibit No. ___ (GRD-3C), page 13, LTD estimates paying a full-year dividend to its shareholders of XXXXXXXX in 2007, with the dividend XXXXXXXX per year thereafter.  The dividend payment will be at the discretion of LTD’s board of directors and the payment can be modified at any time.
C.  Financial Capabilities
Q.
Did the Companies provide testimony regarding the financial capabilities of LTD and United after the separation?
A.
Yes.  Company witness Richard G. Pfeifer presents testimony regarding United’s financial strength post-separation in his highly confidential Exhibit No. ___ (RGP-1TC).  Witness Glenn R. Daniel provides testimony regarding the valuation of LTD undertaken by Houlihan, Lokey, Howard, & Zukin Financial Advisors, Inc. (Houlihan) in his highly confidential Exhibit No. ___ (GRD-1TC).
Q.
Please describe the Houlihan, Lokey, Howard, & Zukin Financial Advisors, Inc. analysis.
A.
Houlihan, Lokey, Howard, & Zukin Financial Advisors, Inc. (Houlihan) is an international investment bank that was asked to evaluate certain aspects of the separation of Sprint’s local wireline operations from a financial viewpoint.  The Houlihan report was filed as Company Witness Glenn R. Daniel’s highly confidential Exhibit ___ (GRD-3C).  Houlihan arrived at a valuation of LTD and analyzed financial information regarding the capitalization of LTD and its ability to pay its debts as they become due.  


The Houlihan analysis examined the fair value of LTD’s assets, whether the fair value of LTD’s assets would exceed its liabilities, whether LTD would be able to pay debts as they become due, and whether the capital remaining in LTD after the separation would be reasonable.

Q.
What did the Houlihan report conclude?

A.
The Houlihan report concluded that the fair value of the assets of LTD is in the range of XXXXXXXXXXXXXXXXXXX (Enterprise Value).  The estimated fair value of the assets exceeds the pro forma debt XXXXXXXXXXXXXXXXX of $7.3 billion.  It further concluded that LTD should be able to pay its debts as they become due while still re-investing in the business and paying dividends.  Finally, the report states that the capital remaining in LTD is not unreasonably small for the business in which it is engaged.  See Highly Confidential Direct Testimony of Glen R. Daniel, Exhibit No. ___ (GRD-1TC), page 8, lines 1-17.
Q.
What did the Houlihan report estimate, at the time of separation, would be the level of debt as a percentage of LTD’s total capital?

A.
The Houlihan report estimated that LTD’s debt will account for approximately XXXXXXXX of its capital.  This result was based on the relationship of total debt to enterprise value.
Q.
Does the estimated XXXXXXXXX debt and corresponding XXXXXXXXX equity reflect the proportion of debt and equity appearing on the balance sheet for LTD?
A.
No.  As I testified earlier, the LTD proforma balance sheet shows XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.  The Houlihan analysis first determines the enterprise value of the new firm (LTD) based on various methodologies.  The pro forma debt of $7.25 billion is then subtracted from the “market value” of the Enterprise to arrive at an equity value within the range of XXXXXXXXXXXXXXXXXXXXXX. Utilizing the midpoint of the “equity value” range results in XXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXX.

Q.
Does Staff have any concerns with the Houlihan analysis? 
A.
Yes.  Staff has several concerns.

· The Houlihan valuation utilized projected financial statement information for LTD that was supplied by LTD management and was not independently verified as to accuracy or completeness by Houlihan.
· The final terms and conditions of the transaction could change prior to the actual separation.    
· The book value of equity was not considered a relevant indicator for valuation purposes and therefore, Houlihan did not discuss it.  In contrast, the Commission sets the cost of capital based on book value debt and equity.
· The additional XXXXXXXXX in new debt results in a highly leveraged LTD XXXXXXXXXXXXXXXXXXXX which, along with LTD’s XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX may make it hard for LTD to weather any future financial difficulties if its capital expenditures, financial needs or future competitive harm prove greater than anticipated.
· LTD has committed to paying a XXXXXXXXXXXX dividend to its shareholders despite the addition of significant leverage to its balance sheet.
Q.
What actions could LTD take to create more safety in case financial difficulties occur?  

A.
LTD could issue less debt and pay less cash to Sprint Nextel.  The book value capital structure would then be healthier with less leverage and provide more protection if future financial difficulties occur.  LTD could also lower its planned level of common stock dividends.
Q.
Does Staff propose any such actions regarding LTD?

A.
No.  While Staff is concerned about the level of leverage in the proposed transaction, we also recognize that this is a critical element of Sprint’s plan.  Under this plan, Sprint will extract considerable cash from the Independent Local Exchange Company (ILEC) business before disposing of it.  Staff recognizes that, from the perspective of the separated ILEC operation, the additional leverage results in a lower level of capital costs because debt typically has a lower cost rate than equity.  Rather than proposing that Sprint restructure the transaction to reduce the level of risk, Staff is proposing safeguards to reduce the possibility that United and its ratepayers will be harmed by the leverage of the parent company.
D.  Credit Ratings
Q.
Why is it important to analyze the credit ratings of the companies in anticipation of the separation?
A.
Credit ratings provide an indication of what independent analysts believe will be the effect of the separation on the separated companies’ general creditworthiness based on risk factors.  Credit ratings allow investors to easily differentiate credit quality with respect to a specific financial obligation.  A lower credit rating could result in an incrementally higher cost of debt.
Q.
What are the current ratings from Moody’s and S&P for Sprint Nextel and its subsidiaries?
A.
The current Moody’s and S&P bond ratings for Sprint and its subsidiaries were provided in response to Staff Data Request No. 26 and are shown in my Exhibit No. ___ (KMF-2).  Generally, Sprint and its subsidiaries receive investment grade ratings and are rated by Moody’s in the “Baa1 to A3” range and by S&P in the “BBB- to A-” range.  United does not have a credit rating on a stand-alone basis.  



Q.
Please explain the significance of maintaining investment grade ratings from S&P and Moody’s.
A.
According to S&P’s rating definitions, this means that obligations rated BBB exhibit adequate protection parameters.  Moody’s rating definitions provide that “Obligations rated A are considered upper-medium grade and are subject to low credit risk.”  Obligations rated investment grade are eligible for investment by institutions such as banks, insurance companies, and savings and loans associations.  
Q.
What are “CreditWatch” or “rating on review” actions?

A.
“CreditWatch” or “rating on review” actions recognize the potential that future performance may differ from initial expectations.  Ratings appear on CreditWatch when an event or deviation from an expected trend appears and additional information is necessary to evaluate the current rating.  
Q.
Have the ratings for Sprint or its subsidiaries been placed on CreditWatch?
A.
Yes.  On August 4, 2005, S&P stated that its ratings on Sprint Corp. and Nextel Communications Inc. remain on CreditWatch with positive implications.  S&P states “Upon completion of the merger between the two companies…we expect to raise our corporate credit and senior unsecured debt ratings on Sprint to “A-“ from “BBB-“.  At the same time, we expect to raise our corporate credit rating on Nextel to “A-“ from “BB+”.”  The new positive ratings for Sprint will, in part, incorporate expectations that Sprint Nextel will spin off Sprint’s local exchange business as an independent company (LTD) with a meaningful amount of debt to generate cash for Sprint Nextel.

Q.
Have the ratings for Sprint’s local telephone division also been placed on CreditWatch?
A.
Yes.  S&P CreditWatch implications on Sprint’s local telephone division have been revised from “developing” to “negative.”  S&P states “This action is based on industry-wide business-risk concerns about rising cable telephony and wireless competition that will make it difficult for this unit to obtain an investment grade rating as a standalone entity, regardless of the resulting capitalization.”


On August 26, 2005, Moody’s credit opinion continued to indicate that ratings of Sprint’s local wireline subsidiaries have a negative rating outlook.  Moody’s states “The ratings of Sprint’s local wireline subsidiaries have a negative rating outlook.  This reflects Moody’s expectation that when these subsidiaries are spun off in 2006, the newly independent company will increase its leverage substantially from current levels which will likely result in lower long term ratings.  Nonetheless, in Moody’s opinion the ultimate senior unsecured ratings of this independent local telephone company could very well maintain investment grade ratings.”
Q.
Is it inevitable that a bond rating downgrade will occur once a CreditWatch or “rating on review” action has occurred?

A.
No.  A CreditWatch listing does not mean that a ratings change is inevitable, and often a range of alternative ratings may be shown.  Conversely, a rating change may occur without a prior CreditWatch listing.  However, it is important to note that a lower bond rating is likely to result in an incrementally higher cost of debt to the issuer.
Q.
How are ratepayers affected by an increase in debt cost?

A.
As stated in the response to Staff Data Request No. 35, future financing for United, if needed, would be obtained by LTD.  An increase in LTD’s debt cost could be reflected in any future cost of capital calculation (and therefore rates) for United.
Q.
Please explain the “indicative rating” process.

A.
Corporations may approach the ratings agencies prior to the sale of a debt issue or in this case, prior to the separation of companies to request a rating.  That way, issuers can receive an indication of what rating to expect once the transaction occurs.
Q.
Has Sprint obtained an “indicative rating” for LTD from the major ratings agencies?
A.
Yes.  In response to Public Counsel Data Request No. 8, Sprint states that in May 2005 it presented several different financial scenarios to the ratings agencies.  Subsequently, the updated financial information contained in the application was only provided to the ratings agencies Moody’s and Fitch.  In July 2005, Moody’s and Fitch used that information to produce indicative ratings.     
Q.
What indicative rating was assigned to LTD by Moody’s?
A.
On July 13, 2005, Moody’s assigned an indicative investment grade credit rating of XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.
Q.
What indicative rating was assigned to LTD by Fitch?

A.
On July 12, 2005, Fitch assigned an XXXXXXXXXXXXXXXXXXXXXXXXXX XXXX to LTD.  XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.   

Q.
Did Sprint present information to S&P in May 2005 in order to receive an indicative rating?
A.
Yes.  However, Sprint did not provide S&P with the precise financial information contained in the application.  Instead, Sprint presented several different financial scenarios to S&P.  S&P used that financial information to produce an indicative rating for LTD on May 17, 2005.  



Based on the financial scenarios Sprint provided, S&P assigned XXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.
Q.
Why didn’t Sprint provide the updated financial information contained in the application to S&P?

A.
In its response to Public Counsel Data Request No. 8, Sprint states “The specific financial information contained in the application (e.g. debt, dividend levels) was not provided to S&P because Sprint believes S&P has adopted a negative outlook toward the entire LEC industry.”
Q.
Is Staff concerned with the indicative bond ratings assigned to LTD?

A.
Yes.  While the indicative bond ratings assigned to LTD by Fitch and Moody’s are XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.
E.  Analysis of United’s Financial Data
Q.
Did Staff review United’s financial statements for the years 2003 and 2004?

A.
Yes.  Company witness Richard G. Pfeifer Exhibit Nos. ___ (RGP-2), (RGP-3), and (RGP-4) provide a balance sheet, income statement and statement of cash flows for the year ended 2004.  The response to Staff Data Request No. 28 contains the same financial statements for the year 2003.
Q.
What do these financial statements show?

A.
For the period 2003 – 2004, United has experienced positive net income, positive cash flows, and has relatively low debt on its books.   The statement of cash flows shows that United is able to pay dividends to its parent company, is able to fund its construction needs, and can cover interest and principal payments on its debt. 
Q.
Please describe United’s current capital structure. 
A.
The response to Staff Data Request No. 44 provides the most recent audited capital structure for United as of 12/31/2004.  There is approximately 63 percent equity and 37 percent debt in United’s capital structure.  Compared to LTD, United’s capital structure is much less leveraged.

Q.
How does United currently obtain capital and what is its plan for obtaining capital in the future?

A.
According to the response to Staff Data Request No. 34, United’s cash generation is sufficient to provide internal funding for continuing operations.  The response to Staff Data Request No. 35 states that United has no current plan to obtain external financing or issue equity.  “Future financing, if needed, would be obtained by LTD Holding Company.”

Q.
What impacts on United, if any, will occur as a result of the proposed separation?
A.
It is possible that United will be exposed to more risk due to the highly leveraged nature of LTD.  LTD has committed to paying a XXXXXXXXX dividend to its shareholders despite the addition of significant leverage to its balance sheet.  If more cash is needed to continue to pay those dividends or because predictions regarding capital expenditures, financial needs and future competitive harm are greater than anticipated, it is likely LTD would look to the healthy cash flow of its operating companies for relief.  United could be required to provide additional funds to LTD through a greater dividend of its net income or retained earnings or by making a special cash distribution.
Q.
Are there ways to protect ratepayers from the additional financial leverage utilized by LTD?
A.
Yes.  The Commission can require, as a condition of its approval of this transaction, that LTD adopt “ring-fencing” mechanisms that provide more protection of United and its ratepayers from increased financial risk.  Ring-fencing is designed to separate the regulated operating company (United) from other unregulated sister companies within LTD’s holding company structure (affiliates) and from the unregulated parent (LTD).  These ring-fencing mechanisms cannot provide the level of protection that would exist if United were an independent company with its own publicly traded securities, but they can reduce the likelihood that business or management failures at the parent company level would harm the regulated company.
Q.
What is your recommendation regarding ring-fencing mechanisms that should be imposed in light of the proposed separation?
A.
United should be prohibited from providing cash to LTD or its affiliates when the parent company is in a condition of financial distress or likely to be in financial distress.  The provision of cash should be broadly stated to include the provision of loans, assumption of liability, or guarantee of debt of LTD or its affiliates and the payment of dividends to LTD or the repurchase of its shares from LTD.  These actions should be prohibited whenever any of the following conditions exist:
1.
The payment would result in a level of retained earnings for United that is less than the level on December 31, 2005;
2.
The market value of LTD’s common equity is less than the book value of LTD’s debt; 

3.
LTD bond ratings are less than investment grade rating; or

4.
LTD or any affiliate is in default or bankruptcy. 

V.  MECHANISM FOR FINAL APPROVAL
Q.
Please explain why you are recommending that LTD submits the final terms of the transaction for approval by the Commission.

A.
This transaction is different from most that the Commission reviews, in that it does not result from a specific purchase and sale agreement or other legally binding document.  Even though the transaction will ultimately result in publicly traded shares of LTD stock, the Company has not yet prepared a Securities and Exchange Commission registration statement for those shares.  Sprint has asked the Commission to approve a planned transaction, but it remains free to change that plan.  Staff is specifically concerned that Sprint will decide, after it receives all necessary regulatory approvals, that the financial markets would permit the company to extract even more cash by increasing the level of debt placed on LTD.  The Commission should approve a “specific transaction” and should not allow Sprint to change the terms of that transaction without the approval of the Commission.

Q.
What mechanism for final approval does Staff propose?

A.
Staff recommends the following:

1.
The transaction should be approved only if it is substantially the same as proposed by the Companies.  LTD should receive the assets, cash, and debt projected in the application.

2.
Seven days prior to the actual separation, Sprint should submit to the Commission the final terms of the transaction.  This would include the actual amount of debt to be issued, the balance sheet, the list of assets and other documents showing the final terms and conditions of the transaction.


If the final terms are consistent with the terms proposed by the Companies in their application, the Commission should give its final approval.
VI.
CONCLUSIONS
Q.
Please summarize your conclusions.

A.
Staff concludes that the highly leveraged capital structure of LTD will likely be an issue in a future rate proceeding.  Staff believes that the recommended ring-fencing mechanisms are necessary to increase the level of separation between United and LTD.  These mechanisms will reduce the likelihood that United’s ratepayers will be harmed by the financial risk of LTD’s capital structure.
Q.
Does this conclude your testimony?
A.
Yes.
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