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I.
INTRODUCTION

Q.
Please state your name and business address.  

A.
My name is Paula M. Strain.  My business address is 1300 S. Evergreen Park Drive S.W., P.O. Box 47250, Olympia, WA  98504.  My email address is pstrain@wutc.wa.gov.

Q.
By whom are you employed and in what capacity?  

A.
I am employed by the Washington Utilities and Transportation Commission as a Telecommunications Expert.  My participation in this case is on behalf of the Commission’s Staff (Staff).
Q.
How long have you been employed by the Commission?
A.
 I have been employed by the Commission for almost twelve years.

Q.
Have you prepared an exhibit that states your educational and professional background?

A.
Exhibit No. ___ (PMS-2) describes my educational and professional experience.  

II.
SCOPE OF TESTIMONY

Q.
What is the scope of your testimony?

A.
I am presenting testimony on behalf of Commission Staff on the appropriate regulatory recognition of the gain realized by Sprint Corporation (now Sprint Nextel Corporation) upon the sale of its directory publishing affiliate Sprint Publishing & Advertising, Inc. (SPA) to R. H. Donnelley Corporation. 
III.
SUMMARY OF TESTIMONY
Q.
Please summarize your testimony.

A.
In January 2003, Sprint Corporation sold its interest in SPA to a third party, R. H. Donnelley Corporation (Donnelley), for $2.23 billion dollars, and recognized a pre-tax gain of XXXXXXX in the first quarter of 2003.   None of this gain was allocated, distributed or assigned in any way to Sprint’s local telephone division, which includes United Telephone of the Northwest (United).  As part of the sale, United was required to agree that it would not compete with Donnelley by publishing a directory or selling directory advertising, for 50 years.   In so doing, United relinquished valuable publishing rights without compensation.  In order to ensure that United is compensated for these rights, Sprint Nextel should make a cash payment to United of XXXXXXX representing the Washington portion of the gain on the sale of the directory business.  Further, in order to ensure that United’s ratepayers receive benefit from the sale and relinquishment of the publishing rights, Staff proposes that United amortize to local revenues the amount of XXXXXXX for 10 years, which represents amortization of the gain on the sale that can be attributed to regulated operations of United.   
IV.
DISCUSSION 
A.  Background
Q.
Please describe the relationship of Sprint’s directory publishing affiliates to the Sprint local telephone companies prior to the sale of SPA. 
A.
Prior to the sale of SPA to Donnelley, Sprint Corporation owned 100% of the stock of DirectoriesAmerica, which owned Sprint Publishing & Advertising.  It also owned 100% of the stock of Centel Corporation, which owned Centel Directory Company.  Centel Directory Company owned a controlling interest in CenDon, L.L.C, and Donnelly owned a minority interest in CenDon L.L.C.



The Sprint local telephone companies, including United, are 100% owned or controlled by Sprint Corporation. Thus, prior to the sale of SPA, United and SPA were affiliated companies under RCW 80.16.
Q.
What services did SPA provide for United, and vice versa?
A.
SPA provided publishing and distribution services for United, and United provided subscriber listings to SPA.  
B.  Agreements Between SPA and United

Q.
Did United sign agreements regarding its directory publishing obligations subsequent to the sale of SPA to Donnelley?

A.
Yes.   United was a party to three agreements executed at the time of the SPA sale:  a Directory Services License Agreement; a Non-Competition Agreement and a Subscriber Listings Agreement.  I have attached these agreements to my testimony as Exhibit No. ____ (PMS-4), Exhibit No. ____ (PMS-5), and Exhibit No. ____ (PMS-6).
Q.
Please briefly describe the terms of the Directory Services License Agreement.
A.
This agreement is between SPA, Sprint Corporation, and the Sprint local telephone companies, including United.  The initial term of the agreement is 50 years.  Under this agreement, SPA will publish and distribute directories for the local telephone companies.  The local companies agree to purchase a minimum of $3 million in advertising each year from 2003 to 2006. 
Q.
Please describe the Subscriber Listings Agreement. 
A.
This agreement is also between SPA, Sprint Corporation, and the Sprint local telephone companies, including United.  Its term is 50 years or coterminous with the Directory Services License Agreement.  Under this agreement, the local telephone companies grant SPA a non-exclusive right to obtain subscriber listings and updates at the prices ordered by the FCC (4 cents per listing and 6 cents per update).   
Q.
Please describe the Non-Competition Agreement.
A.
This agreement is also between SPA, Sprint Corporation, and the Sprint local telephone companies, including United.  It too is for a term of 50 years, or coterminous with the Directory Services License Agreement.  In this agreement, the Sprint local telephone companies agree not to:  sell local advertising except in certain limited situations; produce or distribute directories in their service areas; or to advertise, promote or use the local telephone companies’ brand or affiliation, or allow a third party to do so.  If a local telephone company has to sell advertising to keep a customer, it must pay the net profits to SPA.  If actual net profit cannot be determined, the agreement requires the local telephone company to pay 25% of the sale price (or market price if greater) of the advertising to SPA.

During the agreement term (50 years) and for two years after it expires, the local telephone companies agree to not recruit or hire any SPA employees, and SPA agrees to not recruit or hire employees from the Sprint local telephone companies.  This restriction is for five years after expiration in the case of company officers.  
Q.
Does the Non-Competition Agreement provide the Sprint local telephone companies any monetary compensation in exchange for their agreement not to compete with Donnelley?
A.
No.  
Q.
Did Sprint Corporation receive compensation from Donnelley under the Non-Competition Agreement?
A.
Yes, indirectly through the Stock Purchase Agreement.    The Non-Competition Agreement (Exhibit No. ___ (PMS-5), at page 1, contains two recitals that acknowledge the value associated with the Non-Competition Agreement:
D.
Sprint Parent and Sprint LTD acknowledge that the agreements and covenants contained in this Agreement are essential to protect the benefits that Buyer [Donnelley] expects to receive pursuant to the transactions contemplated by the Stock Purchase Agreement; and 

E.  
Sprint Parent and Sprint LTD acknowledge that the agreements and covenants contained in this Agreement were a material inducement to Buyer’s agreement to enter into the Stock Purchase Agreement and the other agreements contemplated by the Stock Purchase Agreement.

As stated above, the Stock Purchase Agreement resulted in Sprint Corporation receiving over $2.2 billion dollars when it sold its directory business to Donnelley.
Q.
Has Sprint Corporation assigned or paid any of the proceeds of the sale to any of the Sprint local telephone companies?
A.
No.
Q.
Is any such payment or assignment contemplated as part of the spin-off of the local telephone companies from Sprint Corporation?

A.
No.   When the local telephone companies are spun off and made a part of LTD, none of the proceeds from the sale of the directory business, including the sale of publishing rights and rights to compete, are intended to go to United or any of the other Sprint local telephone companies.  All of the profit from selling the directory business will therefore remain with Sprint Nextel.
Q.
After the spin-off, will United or LTD be allowed to publish its own directories and sell advertising, or to contract with a third party to do so?
A.
No.   According to the Non-Competition Agreement and the Directory Services License Agreement, the Sprint entities that signed the agreements, including United, will continue to be bound by them.  These restrictions also extend to any entity that purchases LTD, or purchases United local telephone operations from LTD, in the future. 
  

C.  Staff Recommendation
Q.  
How should Sprint Nextel ensure that LTD is fairly compensated for the rights it is signing away with respect to directory publishing operations?
A.
Sprint Nextel should distribute the amount of the entire gain to LTD, and ultimately to United, in the spin-off.   In terms of the Washington piece of the transaction, Staff recommends that the Commission, as a condition of the spin-off, require Sprint Nextel to make a cash payment to United of XXXXXXXXX, which represents the Washington state portion of the gain calculated on the directory sale (Exhibit No. ___ (PMS-3HC). 
Q.
Is it appropriate for United’s ratepayers to receive benefit from the sale of the directory business? 
A.
Yes.  As part of the sale, United was required to relinquish its rights to publish its own directories, or to negotiate appropriate fees with Donnelley for the exclusive publishing and distribution rights Donnelley received, and for United’s 50-year commitment not to compete with Donnelley in the directory publishing business.   While United never owned the physical assets that are used in producing the directories, it did possess the right to decide who should publish and distribute its directories.   The ability to publish and distribute the “official” directories to United’s ratepayers, and to sell advertising in those directories, has value because of United’s status as the dominant local service provider in its serving areas.  United gave away its publishing rights only because it was required by its parent to do so.  A stand-alone company acting in a reasonable manner would not have done so.  Therefore it is unreasonable to expect United’s ratepayers to pay for its failure to obtain fair value for these rights.  United’s ratepayers should therefore be compensated when those rights are sold to a third party like Donnelley.
Q.
How does Staff recommend that United’s ratepayers be compensated for the publishing rights they have relinquished?
A.
Staff recommends that United amortize to revenues the amount of XXXXXX in any future rate proceeding filed by United for a 10-year period.   
Q.
Do United’s current rates include recognition of any adjustment for directory publishing?
A.
Yes.  The most recent WUTC proceeding involving United was a Commission Staff investigation into United’s local rates, Docket No. U-89-3067-SI.  In an informal settlement of that case between Commission Staff and United, the company agreed to recognize imputation to revenues of XXXXXXX, which is incorporated into United’s current rates.  
Q.
Have you prepared an exhibit showing how you calculated the amortization amount Staff recommends?


A.
Yes.   Exhibit No. ____ HC (PMS-3HC) is a schedule showing the calculation of the directory sale gain that is attributable to Washington and the amount of amortization that results.  The annual amount is computed as the future value of the total Washington gain over 10 years at a discount rate of 7.88 percent.  This discount rate is based on 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).

Q.
The Commission approved a sale of Qwest’s directory business in Docket UT-021120.  Should the Commission follow the same approach with SPA that it adopted in the Qwest case?

A.
Not necessarily.  The Commission made clear in its decision in the Qwest case was an effort to cope with difficult circumstances, which it characterized as “grim.”  (10th Supplemental Order, para. 40)  Sprint was not and is not on the verge of bankruptcy, and it is not “saddled with the consequences of having been acquired by a company that through a combination of apparent mismanagement, alleged misdeeds, and unfortunate timing, has been, to use the vernacular, ‘run into the ground.’”  Moreover, the approach adopted in Docket UT-021120 was the product of a settlement.  As with any settlement, it represented a compromise of positions and, crucially, a willingness by all settling parties to accept the result.  One reason the Commission accepted the Qwest settlement was that to do so eliminated the risk of litigation.  (10th Supplemental Order, para. 54).  
Q.
In the Qwest settlement, a portion of the gain was attributed to the company.   Are there reasons, other than the fact that the Qwest allocation was a settlement, why in this case is it appropriate to attribute 100 percent of the gain to ratepayers?
A.
Yes.  In the Qwest case, the Dex sale transaction included business activities that were not associated with publishing and distributing the local telephone company directories.   In contrast, the directory operations that were sold to Donnelley appear to be limited to the publication and distribution of local telephone company directories which is related entirely to regulated operations.   Therefore it is appropriate to attribute 100% of the gain to ratepayers in this case. 

Q.
Is a cash distribution, and recognition in revenues of directory operations appropriate in this case, where the directory publishing business has never been owned or operated by the regulated local telephone company?
A.
Yes.   As I explained earlier, Sprint’s local telephone companies might not have owned or operated the directory publishing business, but the directory business benefited from its close association with the local telephone companies, which enhanced its value at the time it was sold to Donnelley.  Furthermore, amortization in revenues will result in compensation to the local telephone companies for the publishing rights and ability to compete that they surrendered as part of the sale. 

Q.
Has the Commission previously recognized revenues or gains from directory operations as appropriate in ratemaking proceedings?  

A.
Yes.  The Commission has required recognition of directory operations in various forms in numerous WUTC decisions involving transactions among affiliates.  With respect to directory publishing affiliates, the Commission has required imputation of directory revenues for Qwest and its predecessor U S West, and for Verizon’s predecessor companies GTE Northwest and Continental Telephone Corporation.  The Commission also approved a settlement of a general rate case involving Continental Telephone Corporation which included recognition of a gain on the sale of the directory publishing affiliate of Continental Telephone Corporation.  It is important to note that neither GTE Northwest and Continental Telephone Corporation ever owned or operated their own directory publishing businesses; in both cases, the directory publishing functions were performed by an affiliate.
Q.
If the Commission approves a rate rebalancing as part of this proceeding, how should the amortization of the gain on sale of SPA be recognized in United’s rates?
A.
The treatment of the gain amortization for purposes of a rate rebalance is addressed by Staff witness Timothy W. Zawislak.

Q.
Does this conclude your testimony?

A.
Yes.  

�The stock sale to Donnelley included both Sprint Publishing & Advertising and CenDon  L.L.C.  For purposes of this testimony, the acronym SPA is used to refer to both Sprint Publishing & Advertising and CenDon.


� Exhibit No. ___ (PMS-5), pp. 4-5; Exhibit No. ___ (PMS-4), pp.22-23.
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