ORDER NO. 00-191

ENTERED APR 14, 2000
Thisis an electronic copy. Attachments may not appear.

BEFORE THE PUBLIC UTILITY COMMISSION

OF OREGON
UT 125/UT 80

In the Matter of the Application of )
U SWEST Communications, Inc., for ) ORDER
an Increase in Revenues. )

DISPOSITION: PORTIONS OF ORDER NOS. 96-183 AND 97-171
READOPTED

Thisis acompanion order to Order No. 00-190, entered this date. In that
order, among other things, we rescinded Order Nos. 96-183 and 97-171 in compliance
with the Stipulation, which we adopted as modified. In the current order, we readopt
portions of those orders. The readopted portions either explain methodology or are
unaltered by the Stipulation. This readopting order should be read in conjunction with
Order No. 00-190 for an understanding of all modifications to Order No. 97-171.
Appendix B to Order No. 00-190, Results of Operations, gives a synthetic overview of
the effect of all changes to and readoptions of Order No. 97-171.

In summary form, we set out below modifications to and readoptions of
Order No. 97-171, as aresult of adopting the Stipulation in Order No. 00-190.

a) Issuel, Test Year, pages 8-20, is readopted.

b) Issue 1b, Net to Gross Factors:
The discussion on page 9 of Order No. 97-171 is readopted.
The stipulated factors are weighted based on the revenue distributions used in
settlement of Issue 11, Refund Procedures.
The factors shown in Order No. 97-171, Appendix A, page 21, are readopted.
The weighted net to gross factors from Appendix B, Lambeth/2, Column 4, of
Order No. 00-190 are added.

c) Issue 2, Cost of Capital, the discussion on pages 20-37 of Order No. 97-171is
readopted.

d) Issue 3a, U SWEST Direct Yellow Pages Revenue Imputation (see Order No. 00-190,

Appendix B, Column 16), the discussion on pages 37-43 is readopted except:
USWC may continue to use the retention rate from UT 102, in effect since
Jdune 1992; and

Foreign directory revenues are removed from the imputation.
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Issue 3b, U SWEST Direct Yellow Pages Revenue Growth, the discussion on
page 43 is readopted, but the amount in Appendix A, Column 163, is amended to
reflect the $0.3 million reduction in growth due to exclusion of foreign directory
revenues and the change in retention rate. See Order No. 00-190, Appendix B,
Column 16a.

Issue 4, Affiliated Interests and Corporate Allocations, the Issue 4 adjustments at
pages 44-59 are readopted.

Issue 5, UP 96 Sale of Exchanges, the Issue 5 discussion at pages 59-62 is
readopted.

Issue 6, Operating Revenues, the discussion at pages 62-68 is readopted.

Issue 7, Employee Benefits, the discussion at pages 68-72 is readopted.

Issue 8, Operating Expenses and Taxes, the discussion at pages 72-83 is readopted
except as modified with respect to Issue 8f and Issue 8n. Issue 8o is added as
shown in Order No. 00-190, Appendix B, Column 59. See Order No. 00-190,
Appendix A, Paragraph 12.

Issue 8f, ORS 291.349 Income Tax Refund: Staff modified adjustments at

Issues 3 and 9 that affected taxable income. The Issue 8f discussion at

pages 72-73 is readopted, but the amounts in Column 42 of Appendix A to Order
No. 97-171 are amended as shown in Order No. 00-190, Appendix B, Column 42.
Issue 8n, PUC Fee Increase: The discussion at page 83 is readopted, but the
amountsin Appendix A, Column 49a, of Order No. 97-171 are amended as shown
in Order No. 00-190, Appendix B, Column 50.

Issue 9, Service Quality and Reengineering:

The findings regarding Issue 9a and 9b at pages 83-93 are readopted. In Order
No. 97-171, Appendix A, the revenue requirement consequences of these issues
are shown in Columns 50 and 51. In Order No. 00-190, Appendix B, they are
shown in Columns 51 and 52.

Issue 9c, Service Quality: Staff added Issue 9d, New Plant Investments and
Related Costs, for settlement purposes. That addition changed the revenue
requirement of Issue 9c. The discussion at pages 93-101 of Order No. 97-171is
readopted, but the amount shown in Appendix A, Column 52, of Order

No. 97-171 is amended to include the Issue 9d effects on the service quality
adjustment. The new amount is shown in Order No. 00-190, Appendix B,
Column 53.

Issue 9d, New Plant Investments and Related Costs: Staff added rate base and
related expenses to recognize investment made from May 1996 through
December 1998, as shown in Column 54, Appendix B to Order No. 00-190.
Issue 10, Final Test Y ear Separation Factors: Staff modified adjustments at
Issues 3a, 3b, and 9d for settlement purposes. Staff calculated the intrastate
effects of each adjustment on the final separation factors. The discussion at

page 101 of Order No. 97-171 is readopted, but the amounts shown in

Appendix A, Column 53 of that order are amended as shown in Order

No. 00-190, Appendix B, Column 56.

Issue 11, Refund Procedures: The discussion at pages 101 to 107 is readopted
except: 1) the interest rate is revised; 2) the refund ligibility date is updated from
May 19, 1997, to reflect the provisions of the Stipulation, Appendix A to this
order, starting at 3; 3) we update the date when the refund will begin, in
accordance with the Stipulation, supra; 4) we alow arefund for former
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customers; and 5) we alow temporary rate reductions and bill credits as provided
in the Stipulation.

Issue 11a, Amount of Refund: We revise the conclusions to allow refunds to be
based on an amount lower than the adjusted test year revenue requirement.

Issue 11b, Interest Rate for Refund: The interest rate for the refund shall be

8.77 percent.

Issue 11c, Distribution of Refund: We update the refund eligibility date from
May 19, 1997, to be consistent with the Stipulation, Order No. 00-190,
Appendix A, Paragraph 1.

n) Issue 12, Cash Flow; Issue 13, Business Valuation: These issues were combined
in Order No. 97-171 at pages 107-113. The issues were part of USWC's
argument that Staff’s proposed revenue requirement was unreasonable. Because
USWC agreed to a revenue requirement in the Stipulation, these issues are moot
and are not readopted.

0) Issue 14, Effect of UM 351 on access revenues. The discussion on page 114 is
readopted.

p) Ordering Paragraph 4f, at page 115 of Order No. 97-171: Distribution of the
Refund: This paragraph is readopted.

ORDER
IT IS ORDERED that:
1. Portions of Order No. 96-183 are readopted, as set out below.

Order No. 96-183. This order clarifies the refund procedures for potential
overearning during the period in which rates were interim following termination of the
Alternative Form of Regulation plan. Asaresult of the Stipulation adopted in Order
No. 00-190, the Resolution, Conclusion, and Order sections of this order are not
readopted. However, we do readopt the Introduction, and Discussion sections of the
order from pages 1-3 of the original Order, as set out below:

| nt roducti on

In response to reduced service quality by US
VEST Communi cations, Inc., (USWC), this

Commi ssion recently term nated the conpany’s
alternative formof regulation (AFOR) plan

aut horized in Order No. 91-1598. USWC
subsequently filed this Petition for
Clarification and Request for Ruling concerning
the interpretation of Order No. 91-1598 with
respect to the "procedures to be followed or the
rates to be charged by USWC in the event the
[AFOR] is termnated prematurely[.]" USWC
contends that, in determ ning whether a refund is
warrant ed, we nust review the conpany’ s actual
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earnings for the period during which interim
rates were in effect.

Staff filed a reply to USWC' s petition and

di sputes the conpany’s interpretation of the
refund provisions. It contends that the January 1
to Septenber 30, 1995, annualized test year, as
nodi fi ed by adjustnments ordered in pendi ng docket
UT 125, should be used to determine if the
conpany overearned during the interimrate
period. On July 11, 1996, USWC filed a response
to Staff’s reply.

Di scussi on

I n Novenber 1991, the Commi ssion offered USWC an
AFOR pl an under ternms and conditions set forth in
Order No. 91-1598. USWC accepted the offer, and
the AFOR was i npl enmented effective January 1,
1992.

Anong ot her things, Order No. 91-1598 cont ai ned
the nethod for determ ning the anount of refund
by USWC upon a premature term nation of the AFOR
The rel evant | anguage in that order provides:

The Conmi ssion finds that the [ AFCR]
stipulation should be nodified to include a
provi si on which protects USWC and its
custoners in the event the Plan is

term nated prematurely due to one of the

[ specified conditions.] W propose that

Par agr aph 10 shoul d be anended to incl ude
the foll ow ng | anguagel:]

* * * * *

(2) If the Conm ssion declares the plan
termnated, it may also order USWC to
refrain from maki ng any further changes in
rates or terns of price |listed services. * *
* The Conmmi ssion may also initiate an
investigation to deternine the rates and
ternms of service which should be placed in
effect on a permanent basis.

(3) Unless otherwi se ordered by the

Commi ssion, rates authorized under (2) of

t hi s subparagraph after the plan has been
term nated shall be considered interimrates
subj ect to refund. The anount subject to
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refund with interest shall be that portion
of USWC s earni ngs which the Conm ssion
finds have exceeded a reasonable rate of
return, conmencing with the date of the
order termnating the plan and ending with
the date that permanent rates are set and
are in effect. For purposes of determ ning
t he amount of the refund, the Comm ssion
shall not be bound by the provisions of this
par agraph or any other provision of the

Pl an.

* * % *x %

The amendnents proposed by the Comm ssion are
intended to renpbve any uncertainty regarding the
procedures to be followed in the event the Pl an
is prematurely nodified or termnated. The
changes will also prevent USWC from over or under
earning while proceedings are held to establish
new pernmanent rates. To clarify: Subparagraph
(2) provides that the Conm ssion may freeze the
rates charged by USWC at the levels in effect on
the date the plan is term nated. The Conmi ssion
woul d i kely choose this option if the Plan is
term nat ed because USWC s ear ni ngs have exceeded
the upper limts established in the Plan. * * *
Lastly, subparagraph (2) permts the Comm ssion
to initiate a separate proceeding to determ ne

t he permanent rates to be charged.

Subpar agraph (3) specifies that the rates in
effect fromthe date the plan is term nated until
the date new permanent rates are set shall be
interimrates subject to refund. A refund wll
take place only where USWC has been determ ned to
have been overearning. The anount of any refund
wi || equal the difference between the amount USWC
is actually earning and the anmount subsequently
found to be reasonable. Any refunds will accrue
interest at USWC' s authorized rate of return on
rate base.

Order No. 91-1598 at 27-29 (footnote omtted)
(enphasi s added).

Rel ying on the italicized | anguage, USWC cont ends
that, now that the AFCOR has been term nated, our
refund determ nati on nust be based on an

exam nation of the company’s actual earnings

5



ORDER NO. 00-191

during the period rates are interim Conpari ng
the process to a true-up of base earnings in an
application for deferral under ORS 759.200(4), it
argues that earnings cannot be adjusted for

di sal | owances i nposed retroactively, for
annual i zation of intra-period events, or
normal i zati on adjustnments for nonrecurring and
unusual events.

Staff disputes USWC s assertions and presents a
different interpretation of the |anguage cited
above. It contends that the anpbunt subject to
refund is equal to the difference between the
per manent rate | evel established by the

Conmi ssion and the current, interimrate |evel,
assum ng that the |atter anount of revenues is
greater than the former. It argues that the
Conmi ssion used the term"interimrates"” to refer
to the commnly understood nethod of refund
determ nation used in ORS 757.215(4) and

759. 185(4) .

2. Portions of Order No. 97-171 are readopted, as set out below.

Order No. 97-171. Thisisthe order in which the Commission determined
the revenue requirement for USWC. Appendix A to this order, Results of Operations, is
based on Appendix A to Order No. 97-171. References to Adjustments by number are to
this Appendix. Figures or notes that have changed in Appendix A to Order No. 97-171
have been blanked out in Appendix A to thisorder. For a summary of the effects of
readoption and of portions of Order No. 97-171 and the modifications to the conclusions
of that order mandated by the Stipulation adopted in Order No. 00-190, see Appendix B
to Order No. 00-190.

Appendix B to this order is the same Appendix B asto Order No. 97-171,
the First Stipulation. Appendix C, and Appendix D are also the same as the same
designated appendices to Order No. 97-171. Appendix E is not readopted.

Issue 1. Test Year. Thediscussion at pp. 8-20 of Order No. 97-171is
readopted.

| SSUE 1: TEST YEAR
Conpl etely Settl ed Issues:

| ssue la(2), Annualization Methods
(Adjustment 1). Staff and USWC agree
to start with total Oregon data
recorded during the 9 nonths ending
Sept enber 30, 1995, and add
annual i zing adjustnents, to estimte
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the last 3 nonths. See Appendi x B,
First Stipul ation, Paragraph 1la.

| ssue 1b, Net to G oss Factors.
Staff and USWC agree to use the
revenue sensitive factors shown in
Staff Exhibit 3, Lanmbeth 4, Col umms
d-f. See Appendix B, First
Stipul ati on, Paragraph 1b.

| ssues 1c-m(1l), Side Records and
Annual i zations (Adjustnents 2-13).
Except for USWC s inclusion of costs
related to switching assets that are
no longer in service (lssue 1n(2)),
Staff and USWC agree on the
annual i zati on of side records,
revenues, expenses, and rate base.
See Appendi x B, First Stipulation,
Par agr aph la.

| ssue 1n, Separations. Staff and USWC
agree on the intrastate factors to
apply to the base period and

adj ust nents. However, Staff and USWC
di sagree about the underlying
expenses, rate base, and taxes used
to conmpute the final factors (Issue
10). See Appendi x B, First
Stipul ati on, Paragraphs la, 25.

Di sputed | ssues:

| ssue la(1l): Test Year. The

Comm ssion "normal |y establishes
utility rates prospectively based
upon a test year reflecting the
restated and nornalized operating
results during such period. The test
year may be adjusted for abnormal or
nonrecurring itens and for known
changes occurring after the test
period' (Order No. 77-125). Staff and
USWC agree that "the purpose of a
test year is to be representative of
the period in which rates will be in
effect.” See Revised Staff Exhibit 1,
Lanbeth 17-19; USWC Exhibit 1, Inouye
15.
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Staff attenpted to deternmine on a
going forward basis the anmount of
revenue and the rate levels that are
necessary to provide USWC with the
opportunity to earn a fair return on
its investnent. Staff believes that
USWC s adjustnents to the annualized
test year are not sufficient to
represent the period when rates from
this docket will be in effect. USWC
has made adjustnments only for sone
events that will have occurred by the
time rates becone effective (May 1,
1996). Staff used the 32 nonth period
fromMy 1, 1996, to Decenber 31,
1998, to represent the period when
rates fromthis docket will be in
effect. Rates becane effective on

May 1, 1996, and Staff assunes that
USWC will file a newrate case in

time for newrates to becone
effective January 1, 1999.

Staff maintains that the purpose of a
rate case, whether it uses a historic
or a future test year, is to
determ ne whether the reported
results of operations are reasonably
representative of future operating
conditions. USWC contends that use of
a historic test year presunes that
the past represents the future. USWC
al so argues that forecasting nethods
are so conplicated and uncertain that
forecast adjustments should not be
applied to historic data. In past
orders, the Comm ssion has di sagreed
with USWC s argunent.

USWC di sagrees with Staff’s test year
and clains that Staff has

i nappropriately adjusted for changes
in operations that will occur (or
have occurred) after Decenber 31,
1995. The primary di sputes are about
pro forma adjustnents (including
forecasts and ot her estimtes) and
normal i zi ng adj ust nents, which
devel op or restore nornmal recurring
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cost and revenue rel ationshi ps
representative of the period when
rates fromthis docket will be in
effect. Normalizing adjustnments al so
renove unusual events, which Staff
bel i eves USWC s reengi neering program
is.

| ssue 1nm(2), Switching Assets
(Adjustnent 14a). Staff di sagrees
with the inclusion of costs rel ated
to switching assets that are no

| onger in service.

| ssue la(l): Test Year

A fundanental issue in this case is how the test
year shoul d be constructed. In Pacific Northwest
Bel | Tel ephone Conpany, UT 43, Order No. 87-406
at 11-12, we set out the purpose and
characteristics of the test year in ratenaking:

The starting point for setting rates is
either the results of operations for a

hi storical 12 nonth period or forecasted
results of operations for a future period.
The period chosen is called a "test year."

Results of operations are useful only as a
starting point because they normally

i nclude (1) expenses that will not be
incurred in the future, and (2) revenues
that will not be realized in the future.
Since the utility can be expected to
overearn if nonrecurring expenses are
covered by the recurring revenues
resulting froma rate increase,
nonrecurring expenses are elimnated from
consideration. To avoid underearni ngs,
nonrecurring revenues al so are excl uded.

Rat emaki ng i s done on a prospective basis.

Therefore, recurring increases in revenues

and expenses that are reasonably certain
to occur are added to the test year.

Anot her conmmon adj ustment in devel opnent
of the test year is annualization of
recurring revenues or expenses that begin
partway through the 12 nonth period. An

9
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exanpl e woul d be a new wage contract that
takes place in July of a January to
Decenber test year. By annualizing the
wage increase, the test year will reflect

that the higher wages will be in effect
for the entire 12 nonths of a future year.

USWC and Staff agree that the purpose of a test
year is to represent the period in which rates
will be in effect. They agreed to use historic
data as a starting point for devel opnent of the
test year for this proceeding. They agreed that
their starting point should be USWC s recorded
results of operations for the nine nonths ended
Sept enber 30, 1995. They further agreed that the
| ast three nonths of 1995 shoul d be estinmated and
added to the nine nonths of data to obtain an
annual i zed test year

Staff and USWC di sagree, however, about the

adj ustnents that should be nade to the annualized
test year to make it representative of future
operations. The adjustnments USWC proposes woul d
increase its revenue requirenment by approximtely
$23 mllion; Staff's adjustnents woul d decrease
USWC s revenue requirenment by approximtely

$100 mllion.
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Adj ustments to the Test Year. USWC has | argely
limted its test year adjustnents to events that
occurred on or before January 1, 1996, the
effective date for the newrates. Staff's
position is that USWC s proposed adjustnents are
not sufficient to nake the annualized test year
representative of the period during which rates
will be in effect.! Specifically, Staff believes
t hat :

USWC s future revenues will be
significantly higher than USWC cl ai ns.
See, e.g., Issues 3a and 3b (Yell ow
Pages i nputation and growth), 6c¢c (price
and contract changes since January 1,
1995), and 8] (access line growh).
These Staff adjustnents account for $57

mllion of the difference between
Staff's and USWC s revenue requirenent
esti mat es.

USWC s recurring expenses will be |ess

than USWC cl ains. This bears
particularly on |Issues 9a and 9b,

reengi neering and extraordinary
expenses, which account for $32 mllion
of the difference between Staff's and
USWC s estimated revenue requirenent.

Staff has recomrended both pro forma and
normal i zing adjustnents to the test year. Pro
forma adjustnents restate the test year to

i nclude the effects of changes that have occurred
or are reasonably certain to occur after the test
year.2 Directory revenue growth (Issue 3b) and
access line growh (Issue 8j) are exanples of pro
forma adj ustnents. Normalizing adjustnments
devel op or restore normal recurring cost and
revenue rel ationships representative of the
period when rates fromthis docket will be in

! staff used the 32-nonth period from May 1, 1996, through Decenber 31,
1998, for the period during which rates fromthis proceedi ng would be
in effect. USWC s rates became interimrates subject to refund on May
1, 1996, when the Comm ssion term nated USWC' s Alternative Form of
Regul ati on (AFOR) plan by Order No. 96-107. May 1, 1996, is therefore
the effective date for rates fromthis proceeding. Because USWC has
opposed many of the revenue requirement recommendations Staff has nmade
in this proceeding, Staff assunes that USWC will file for new rates to
be effective no later than January 1, 1999.

2 See Order No. 87-406 at 11.
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effect. In Issue 7e, for instance, Staff renoved
part of an accrual that will end soon after rates
in this proceeding go into effect. Sonme of
Staff's

adjustnents are for events that happened after
the historic test period (January 1 to Septenber
30, 1995). That is the case with Issue 6c¢, where
Staff annualized the effects of tariff, price,
and contract revisions USWC has nmade since
January 1995.3

USWC opposes Staff’s pro forma and nornmalizing
adj ustnments. USWC argues that it and Staff agreed
to a 1995 test year, and contends that Staff has
i nproperly made projections to August 1997. USWC
argues that the Comm ssion should largely ignore
changes in its operations that occur after the
end of the historic test year (Decenber 31,

1996). For instance, USWC objects to Staff’s
adjustnent for tariff increase effects (Issue
6¢C) .

USWC al so objects to adjustnments based on
forecasts, claimng that the Conm ssion does not
use forecasted test years or forecasts for
adjustnents to historic test year data. For this
reason, USWC objects, for instance, to test year
adjustnments to reflect revenues from access |ine
grow h (Issue 8j), what Staff contends are
nonrecurring expenses related to reengi neering
(I'ssues 9a and 9b), and cost savings from new

i nformati on managenent systens (lssue 8l).

USWC argues that adjustnents to test year data
are permtted only under limted circunstances:
"to renove abnormal events not expected to recur
and . . . to include the effect of known changes
in data which are expected to persist into the
future." Portland General Electric, UF 3518,
Order No. 80-021 at 24. In USWC s view, use of
recent historic test year data provi des the nost

3 Disputed pro forma adjustments include: |ssue 3b, U S WEST Directory
Growt h; Issue 4d2, Fax Services Growth; Issue 7a2, SFAS 106
Postretirenment Benefits; Issue 8b2, Other Payroll Changes; |Issue 8j,
Average Growth in Access Lines; and |ssue 8n, PUC Fee.

Di sputed nornelizing adjustments include: Issue 4dl, Fax Services;
I ssue 5a, UP 96 Sal e of Exchanges; Issue 6¢, tariff, Price, and Contract
Changes; Issue 8|, Information managenent systens; |ssue 91, Service
Reengi neering Costs; and |ssue 9b, Extraordi nary Expenses.
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accurate neans of estimating a utility’s
oper ati ons.

USWC proposes that adjustnents rmay be made to the
test year only (1) to annualize the effects of
specific events that occur during the test year
and (2) for known changes that occur after the
test year, but whose effects are reasonably
measur able. USWC mai ntains that the first type of
adj ust ment shoul d be nmade only for itens that are
not linked, logically and economcally, wth

ot her revenues, expenses, or investnents. That
caveat serves to mnimze interdependencies and
to maintain the match anong revenues, expenses,
and investnents in the test year. USWC takes the
second category of adjustnent to preclude

adj ust nents based on forecasting.

USWC al so chal l enges Staff’s proposed

di sal l onance of certain expenses (for instance,
| ssue 8a, Bonuses; |ssue 4a and 4b, Lease Rates;
| ssue 5a, UP 96 Sal e of Exchanges). USWC ar gues
that the Comm ssion may not disallow actually

i ncurred expenses unless they were inprudently
incurred, and no allegation of inprudence was
made with respect to these expenses.

Staff points out that USWC has been inconsi stent
inits position. USWC proposed adjustnents to the
test year to include an adjustnent for increased
depreci ati on expense (Issue 8g).% Staff argues
that this adjustnment reflects shortened asset
service life projections and resulting higher
depreci ation rates, based on forecasts of future
changes in tel ecomuni cations technol ogy. Staff
argues that USWC al so wi shes to include an

adj ustnent for the future adverse effects of the
orders in Comm ssion docket UM 351 (Issue 14).

Staff also takes issue with USWC s contention
that this Conmm ssion does not use forecasted test
years or forecasts for adjustnents to historic
test year data. Staff points out that through the
late 1970s and early 1980s, when the per unit

cost of electricity was rising, the Conm ssion
used present or future test periods rather than

“Staff agreed to this adjustment, which reflects the results of docket
UM 767. See Appendix B, First Stipulation, Paragraph 21.
13



ORDER NO. 00-191

hi storic test periods, and forecast adjustnents
to the test year to prevent the utility from
underearning during the period in which rates
were to be in effect.® Staff argues that USWC is
in the opposite position. That is, USWC is facing
i ncreasi ng revenues and stabl e or decreasing
ongoi ng expenses per access line. Staff believes
this fact explains why USWC urges the Conmm ssion
torely on historic data and make few adj ustnents
for the future.

Di sposition. The purpose of a test year is to
provide a basis for determning a utility’'s
revenue requirenent. Al test years are estimates
of future conditions for the utility. Wen, as
here, the test year is based on an historical
period, that period is nmerely a starting point
for determ nation of the revenue requirenent. The
Comm ssion nmust ensure that the historical period
is reasonably representative of the period during
which rates will be in effect. The point is to
prevent overearni ng or underearning during that
peri od.

USWC chal | enges nmany of Staff’s normalizing

adj ustments on grounds that they may distort the
rel ati onshi p anong i nvestnents, revenues, and
expenses. W have reviewed each of Staff’s
proposed nornmalizing adjustnents, issue by issue,
and disagree with USWC. W find that Staff has
been careful to match investnents, revenues, and
expenses for its proposed adjustnents. W wi |l
deal with these argunents as they arise in the
context of the individual issues.

USWC chal | enges many of Staff’s pro fornma

adj ust mrent s because they are based on forecasts.
USWC sets up a "known and neasurabl e" standard
for adjustnents to the test year data for future
events, and argues that that standard precl udes
use of forecasted adjustnments. W disagree. The
standard USWC proposes for pro forma adjustnents
is nore restrictive than the one we set forth in
Pacific Northwest Bell, UT 43, Order No. 87-406.
In that case we stated that because ratemaking is
prospective, "recurring increases in revenues and

Sstaff cites to Portland General Electric Co., Order No. 77-776 at 7;
Portl and General Electric Co., UF 3218, Order No. 76-601 at 4, 8.
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expenses that are reasonably certain to occur are
added to the test year." Id. at 11. The
"reasonably certain" standard, rather than the
"known and neasurabl e" standard, is the correct
one for judgi ng whether a given adjustnent is
appropriate. That standard does not preclude
forecasts. W use the sane standard to excl ude
nonrecurring revenues and expenses. W have
reviewed each of Staff’s proposed pro forma

adj ustnents under this standard. Moreover, we
note that USWC has proposed forecasted

adj ustnments of its own: the proposed depreciation
expense adjustnent and the adjustnment for the
future adverse effects of the orders in

Comm ssi on docket UM 351.

Finally, USWC argues that actually incurred
expenses may not be disall owed absent a finding
of inmprudence. W disagree. As we stated above,
in the section called "USWC s Burden of Proof
Argunent, " USWC nust show that its expenses are
reasonable for us to allow them as part of the
revenue requirenent cal cul ation.

Reasonabl eness of Staff’s Adjusted Test Year.
USWC contends that Staff’s test year adjustnents
are inproper because the results of Staff’s

adj ustments are unreasonabl e. USWC supports its
argunment with reference to its cal cul ati on of
Oregon revenue and expense per access |ine. USWC
submts Exhibits 156 (revenues) and 157
(expenses), which graph revenues and expenses per
access line from 1992 through 1995 and show
Staff’s 1997 projections. USWC s cal cul ati ons on
Exhi bit 156 show actual revenues in 1995 of $285,
while Staff’s cal cul ati on of revenue per access
line for 1997 is just under $300. USWC Exhi bit
157 shows 1995 expense per access |line at

approxi mately $233, while Staff shows 1997
expense per access |line at about $204. According
to USWC, the disparity between its cal cul ations
and Staff’s denonstrates that Staff’s results are
unr easonabl e.

Staff responds that USWC s exhibits are based on
unanal yzed recorded results of operations,
whereas Staff’s results are based on anal yzed and
adjusted test year results. Moreover, Staff
argues that USWC s actual 1995 Oregon revenue per
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access line figure reflects only $34.8 mllion of
US WEST Direct’s Oregon directory revenues,
while Staff’'s 1997 figure reflects $57.8 nillion
in directory revenues, the sumof Staff’s
reconmended adjustnents in |Issue 3a and 3b.

Further, Staff argues that its results are
reasonabl e because the di fference between USWC s
actual Oregon revenue per access line in 1995 and
Staff’s estimate for 1997 as depicted on USWC
Exhibit 156 is |l ess than 6% That equates to an
average revenue growm h of |ess than 3% per year
for 1996 and 1997. Staff argues that U S WEST
Direct’s Oregon directory revenues are increasing
by 7% or nore per year, and USWC s | ocal service
revenues are increasing by 7 to 9.5% per year.
USWC access lines are increasing by 3 to 5 % per
year, so Staff concludes that USWC s revenue per
access line is increasing several percent per
year. Therefore, Staff contends, Staff’s adjusted
test year revenues for USWC are reasonabl e.

As to expenses, Staff again argues that its
results are anal yzed and adj usted, whereas the
USWC figures have not been anal yzed, nornmali zed,
or adjusted for reasonably certain future
changes. Moreover, Staff contends, the recorded
expense figures on which USWC relies are subject
to change from events such as accounti ng changes
or changes in separation factors.

Staff prepared two exhibits to clarify the
pattern of expense growth. Based on evidence in
the record, Staff produced Appendices B and Cto
its opening brief. Appendi x B shows recorded and
adj usted test year expense per line on the sane
basis as USWC Exhi bit 157, but unlike USWC

Exhi bit 157, Appendi x B provides the recorded
results for 1989 through 1991 and sets the origin
to zero. Appendix Cto Staff’'s brief shows the
recorded and adjusted test year expense in total
rather than on a per access |line basis. Appendix
C shows conparabl e expense |levels from 1989 to
1991, a spike in expenses in 1992, perhaps
associ ated with the change in accounting for
retirenment benefits, and conparable results for
1992, 1993, and the test period.

16



ORDER NO. 00-191

Staff contends that its Appendices B and C show
relatively flat expense growth over time except
for a spike in 1992 and hi gher expenses in 1994
and 1995, the period with nonrecurring

reengi neeri ng expenses and extraordi nary
expenses.

USWC cl ains that sone of Staff’s adjustnents
doubl e count and overlap. Staff responds that it
hel d many neetings to coordinate its review of
USWC s case and that it nmade adjustnents wherever
it discovered errors inits calculations. Staff
asserts that USWC's claimis without nerit.

USWC al so clains that Staff did not take into
account increased expenses related to sone of its
revenue adjustnents. Staff contends that USWC has
not presented persuasive evidence to support

t hese cl ai ns.

Di sposition. W conclude that the results of
Staff’s adjusted test year and USWC s

cal cul ati ons on Exhibits 156 are not

i nconsi stent, given the gromh rates in directory
revenues and in access lines. Staff’'s gromh rate
assunptions are conservative conpared to the

i ncreases in Oregon directory revenues and | ocal
service revenues that Staff cites. Staff’s

expl anation of the difference between its

cal culations and USWC s i s persuasive.

W are al so persuaded by Staff’s explanation of
the difference between its expense projections
and USWC s recorded expenses. USWC s Exhi bit 157
i ncl udes nonrecurring reengi neering and
extraordi nary expenses in the test period (see
di scussion at Issue 9 below). Staff has
normal i zed and adj usted expenses to arrive at its
projection. W conclude that the disparity

bet ween revenue and expense figures that USWC
presents in Exhibits 156 and 157 does not prove
that Staff’s case is unreasonabl e.

As to USWC s argunent that Staff has double
counted or allowed overl aps of expenses, we note
that Staff has anended its testinony where errors
have been pointed out to it. W also note that
USWC al | eges doubl e counting with respect to

| ssues 6¢ and 8j, but that is based on a
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m sunder st andi ng of Issue 8j. See discussion of
that issue below. W are persuaded by Staff’s
defense of its cal cul ati ons.

I ssue 1m(2): Switching Assets

The step by step and crossbar equi pnent under

di scussion in this issue are el ectronechani cal
switching assets that were last used in

January 1987. The total Oregon step by step and
crossbar depreciation reserve accounts for these
assets currently have negative bal ances totaling
approximately $5.938 mllion. USWC s total Oregon
pl ant in service account also includes $243, 000
for this unused equi pnent. A negative

depreci ation account bal ance increases the rate
base on which USWC may earn a rate of return.

Staff argues that the step by step and crossbar
accounts were scheduled to be conpletely
anortized for intrastate purposes by June 30,
1989. Staff therefore proposes to reduce the
total Oregon rate base in this case by $6. 181
mllion, the sumof the negative depreciation
account bal ances and the $243,000 in the O egon
pl ant in service account.

USWC contends that the negative depreciation
reserves are largely due to unexpectedly high
costs of renoval of the equipnent. USWC adnits
that its negative depreciation reserve bal ance
shoul d be decreased by $2.236 million because
USWC charged Oregon for State of Washi ngton

recl amati on costs. USWC proposes to transfer the
remai ni ng negative depreciation reserve bal ance
to the digital switch reserve account.

Background. In 1985, the Federal Communi cations
Comm ssion (FCC) approved a 4.5 year anortization
of the step by step and crossbar accounts to
address i nbal ances in the depreciation account
reserves. FCC Order No. 85-656, 103 FCC 2d 185,
190- 191 and 220. The Order, at 190, notes that

t he Commi ssion and Pacific Northwest Bell (now
USWC) agreed that the anortization procedure
shoul d be used so the utility would have a chance
to recover its enbedded costs. The intrastate
anortization was scheduled to end by June 30,
1989.
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On January 13, 1989, M. Conrad, USWC s Director
of Capital Recovery, wote a letter to Comm ssi on
Staff that stated in part:

Based upon an anal ysis of year end

bal ances, it appears that the Step account
will be fully anortized, except for m nor
trueups, at the end of the schedul ed
anortization. For the Crossbar account
however, the additional six nonths of
anortization will likely create an
overaccrual situation of approximtely
$1M As you suggested, we will allow the
anortization to run its course, as

prescri bed, and true up any overaccrual in
year end 1989 business. This will allow us
to take into account any other entries,
such as gross sal vage and cost of renoval
that will be made during the year.

USWC argues that no explicit order or directive
mandated an earlier elimnation of the negative
reserve bal ances. USWC characterizes the FCC s
order as a guideline only, and contends that

M. Conrad’ s letter is open to interpretation. W
find M. Conrad’s letter clear enough. It
projects full anortization of the step by step
account except for mnor trueups and an
overaccrual in the crossbar account, which wll
be anortized and trued up at year end 1989. The
letter indicates that USWC was well on its way to
reducing or elimnating the negative bal ances in
t hese accounts. Instead, ten years after the

equi pnent was retired, these accounts still have
a negative bal ance of about $6.181 nmillion.

Di scussion. At issue here is not whet her USWC was
required to bring these account bal ances to zero
at the end of the schedul ed anortization period.
At issue is whether the approxi mately

$6.181 nmillion, |ess the msallocated

$2.236 mllion, should be included in rate base.
USWC is permtted to earn a return on rate base,
which is, with narrow exceptions, utility
property that provides the service for which
rates are charged. See Pacific Northwest Bel

Tel. Co. v. Sabin, 21 O App 200, 205 n. 4, rev
den (1975). These reserve bal ances relate to

pl ant that has | ong been out of service.
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USWC had nmany options for dealing with the
negative reserve bal ances in these accounts.

Under the accounting procedures in place when the
equi pnent was retired, dead or dying depreciation
account reserve inbal ances that were not materi al
(that is, not greater than 1% of current
depreci ati on expense) were to be charged to
operating expenses for the then current period.
Mat eri al amounts could be anortized if the
conpany proposed an anortization schedul e.
Therefore, any immterial negative reserve

bal ances in the accounts as of the end of 1989,

or later additions to those accounts, could have
been elim nated year by year, by charges to
ongoi ng expenses under accepted accounting
procedures. If the negative reserve bal ances were
material, USWC coul d have proposed an
anortization schedule during its 1991, 1993, or
1995 depreci ati on dockets.®

USWC has determ ned that the negative
depreci ation reserves result fromfour sources:

1. power equi prment reclassification;

2. directly charged cost of renoval expenses;
3. retirenent activity; and
4

. all ocated cost of renoval expenses.

We address each of these categories and determ ne
how t he anpbunts in question should be handl ed.

1. Power equi pnent reclassification. During the

| ast six nonths of 1989, USWC transferred power
and ot her support equiprment fromthe retired step
by step and crossbar accounts to the digita

swi tch account. This transfer occurred after the
step by step and crossbar account reserves were
to have been fully anortized under the agreenent
reflected in FCC Order No. 85-656. The step by

®The docket and order nunbers relating to those cases are, in order
UM 400, Order No. 91-1276; UM 694, Order No. 94-2064; and UM 767, Order

Pursuant to OAR 860-014-0050, we take official notice of

t hese orders.
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step reclassification was $.3 nmllion and the
crossbar reclassification was $1.1 million.’

The transfer itself is not at issue here.
However, the transfer increased the negative

bal ance in the step by step and crossbar
accounts. The increased negative bal ance could
have been dealt with in the trueup M. Conrad
foresaw for the end of 1989 or in the 1991, 1993,
or 1995 depreci ation dockets. The increased
negative reserve could al so have been handl ed as
part of the previously approved anortizati on of
t he i nbal ances in the accounts. The 1987 FCC
anortization of the remmi nder of the reserve
accounts took just two years; the O egon
anortization of the accounts was 4.5 years. |f
USWC had acted pronptly under procedures that
were available to it, the effects of the plant
equi pnent reclassification on the negative
reserves could have been elimnated | ong ago.

2. Directly charged costs of renoval. The second
source of the increase in the negative reserves
is labor and material renoval costs that were
directly charged to the step by step and crossbar
accounts from 1989 through 1992. These char ges,
whi ch anpbunt to $2.7 mllion and $1.2 million
respectively, were incurred in connection with a
cl eanup project to bring certain central offices
up to code and renove cut dead equi prent. The
1989 charges shoul d have been dealt with in the
1989 trueup. The subsequent years’ costs should
have been expensed, not added to rate base.

3. Retirenment activity. This category involves
plant retirenents for the step by step and
crossbar plant, which occurred through 1989 with
a clean up of records through 1991 and subsequent
years. The retirenents should have been dealt
with in a 1989 trueup or anortization. Subsequent
retirements due to record clean up should have
been charged to depreciation expense each year,

"A capital asset transfer occurred with respect to these accounts, but
USWC' s witness on this issue, Ms. Mil cahy, was uncertain as to when it
took place. The crossbar account began 1989 with a pl ant bal ance of
about $211,000. The January 1, 1989, crossbar asset account bal ance was
therefore not |arge enough to allow a plant transfer commensurate with
the reserve account transfer of $1.1 million that occurred during the

| ast six nonths of 1989.
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not added to rate base. The retirenment anpunts
should not be in rate base for purposes of this
case.

4. Al'l ocated costs of renoval expenses. USWC
admts that it nmade two accounting errors with
respect to this category of charge. First, from
1991 through 1995, it charged anmobunts to these
accounts that should have been allocated to other
accounts. Second, from 1989 through 1995, it

al | ocat ed Washi ngton reclamati on costs to O egon.
Those errors account for $2.236 mllion, and USWC
agrees that rate base should be reduced by that
amount. However, USWC argues that the remaining
$1.2 million in reclamation costs should be
assigned to the digital switch account.

We concl ude that USWC has not established that
such a transfer is appropriate. First, USWC
shoul d have witten off as depreciati on expense
the actual step by step and crossbar reclamation
costs. USWC coul d al so have expensed or anortized
t hose costs.

Second, USWC admits that the 1991-1995

recl amati on charges were not tracked to specific
equi pment. Because all the Oregon step by step
and crossbar equi pnment was renoved by 1989, we
cannot determ ne that any portion of these |ater
recl amation charges are related to equi pnent used
in Oregon. USWC has not shown these to be
reasonabl e Oregon costs.

Third, USWC s warehouse record keeping creates an
all ocati on problem The Portland warehouse where
the reclamati on occurred serves O egon and

Washi ngton, but did not allocate reclamation
costs by state. It is possible that other O egon
accounts, such as the digital swtch account,
have i nproperly been charged w th Washi ngton
expenses. The warehouse al so processed central

of fi ce equi pnent other than step by step and
crossbar equi pnent. Thus the reclanmation costs in
the years after 1989 |ikely involved these other
types of equi pment. The i nadequacy of USWC s
record keeping presents a reasonable |ikelihood
that the clained expenses are msstated due to
geographi cal allocation errors. Therefore, we
decline to assign the portion of the negative
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depreci ati on account reserve to a successor
account for purposes of this rate case.

Di sposition. In the past we have all owed
utilities to include unrecovered investnent in
prematurely retired plant in the cost of

repl acenent equi pnent. See, e.g., UM 528, Oder
No. 93-1678. The underlying basis for such

al l omance is that custoners are better off
because the dollars saved by prematurely retiring
pl ant are greater than the cost of building new
pl ant. See UE 88, Order No. 95-322 at 33. Here,
however, the conpany seeks to recover not capital
assets but renoval costs, particularly those that
accrued after an anortization.

We have al so recogni zed that a conpany may seek
adj ustnents in depreciation rates when an
unantici pated premature retirenment becones

i kely, to avert reserve deficiencies. See WM
204, Order No. 90-837. Here, however, USWC does
not assert that the step by step and crossbar
equi prent was prenmaturely retired. Instead, USWC
clains that the negative reserves are due largely
to high renoval costs. The renoval and

recl amation costs thus have nothing to do with

t he repl acement technol ogy or the accel erated
application of new technol ogy. Mreover, a
depreci ation reserve transfer should foll ow
capital assets that have been transferred to a
successor account, which is not the case here.

We conclude that it is inappropriate to include

t he negative depreciation account reserve

bal ances in rate base. This conclusion is
consistent with our prior decisions, as noted
above. None of our decisions permt a

depreci ation reserve account deficiency transfer
nmore than seven years after the conclusion of an
original anortization and nine years after the
assets were |ast used and useful. W therefore
disallow the $6.181 nillion anbunt of the
negati ve depreciation reserves. In permtting the
1985 through 1989 anortization of the step by
step and crossbar reserve inbal ances, we gave
USWC t he opportunity to address potential reserve
deficiencies in advance, as contenplated by UM
204 and Order No. 90-837. USWC had anpl e
opportunity to true up, expense, or anortize
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t hese accounts before now. USWC has not justified
transfer of the 1991-95 mi sall ocated reclanation
costs to other accounts. W find that USWC has
failed to establish that it is reasonable for it
to earn a return on these itens.

Issue 2. Cost of Capital. The entire section, pages 20-37 of Order
No. 97-171, is readopted:

Conpl etely Settl ed Issues:

- lssues 2 a-b, Cost of Debt and Capital
Structure. Staff and USWC agree to a cost of
debt of 6.98 percent with a capital structure

of 44.5 percent debt and 55.5 percent equity.
See Appendi x B, First Stipul ation,

Par agr aphs 2a-b.

Significantly Undi sputed I|ssue:
- Issue 2d, Interest Coordination (Adjustnent
15). Staff and USWC agree that interest

coordi nati on shoul d be conputed using the
wei ght ed cost of debt (3.1061 percent) tines
net rate base. See Appendi x B, First
Stipul ati on, Paragraph 2c.
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Di sputed |ssue:

| ssue 2c, Cost of Equity. USWC proposed a
return on equity of 12.5%in its original
filing. The conpany subsequently revised
its requested return on equity to 13.75%
That anpbunts to a return on rate base of
10. 74% Staff recomends a range of return
on equity of 10.2%to 12.9% wth 11.6% as
the mdpoint. Staff’s recomrendation
anounts to a range of return on rate base
of 8.77 to 10.27% The anounts of three

adj ust nents depend on the resol ution of
this issue:

| ssue 4a, Rent Conpensation Study
(Adj ust mrent 17)

| ssue 4e, Affiliated Interest Return Conponent
(Adj ustment 21)

| ssue 4h, Nonregul ated Costs Renpved in
Adj ust nrent 21 (Adjustnment 23a)

| ssue 2c: Cost of Equity

Rat emaki ng Standard: The rates the Comm ssion
sets in this case nmust provide the utility’'s

i nvestors an opportunity to earn a return that is
comrensurate with those earned in enterprises of
simlar risk and sufficient to enable the conpany
to attract capital. Dugquesne Light Co. v.

Barasch, 488 U. S. 299, 310 (1989); Federal Power
Commin v. Hope Natural Gas Co., 320 U.S. 591, 603
(1944); Bluefield Water Wrks & | nprovenent Co.

v. Public Serv. Conmin, 262 U.S. 679, 689-90
(1923).

Cost of Equity: The cost of equity capital, or
required return on equity, is the rate of return
expected by investors on alternative investnents
of equivalent risk. USWC and Staff were unable to
agree on the appropriate cost of equity capital.

USWC s original recommendation for the return on
equity was 12.5% In its rebuttal testinony,
filed in Cctober 1996, USWC updated its rate of
return recommendation to reflect the devel opnents
t hat have occurred in the tel econmunications

i ndustry and the financial markets since its
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direct testinony was filed. Those events are the
Tel ecommuni cations Act of 1996, which opened

| ocal telecomunications markets to conpetition,
and the FCC s Interconnection O der, which

i npl enented the interconnection provisions of the
Act. USWC argues that these events have increased
its risk and caused it to revise its cost of
equity estimtes upward. The updated testinony

al so adds a direct analysis of USWCG s stock. The
updated return on equity recomendation is

13. 75%

Staff’s recomendation is a return on equity of
11.6% or 10.2%if the Conm ssion accepts Staff’s
proposal of a service quality adjustnent.

Both USWC and Staff use the Di scounted Cash Fl ow
(DCF) and Capital Asset Pricing Mdel (CAPM

nmet hods to determne the cost of equity capital.
Staff and the conpany differ significantly on a

nunber of variables in each nmethod, however.

Di scount ed Cash Fl ow Met hod

The DCF nmethod is one standard way of determ ning
the cost of equity. This nethod assunes that a
firms current stock price is equal to the
present (that is, discounted) value of al
expected future dividends fromthe investnent.
The constant growth DCF nmet hod computes an
investor’s expected return on equity using
current stock price, the expected dividend in the
com ng year, and the expected growh rate of
future dividends. The basic constant growh DCF
formula is:

k =D/ P+ g,
where “k" is the cost of equity capital, "Di" is
t he expected cash dividend per share for the next
period, "P," is the current stock price, and "g"
is the expected long run growh rate in cash
di vi dends.

Al t hough Staff and USWC agree generally that the
DCF nethod is an appropriate tool to determne a
utility’s cost of equity, they disagree on sone
key issues. They disagree on the sanpl e of
conparable firnms and about the effect of the

Tel ecommuni cati ons Act and the FCC

| nt erconnection Order on stock prices.
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Tel ecommuni cati ons sanpl e, conparabl e conpani es,
and targeted stock. Both the DCF nodel and the
CAPM net hod i nvol ve applying a financial nodel to
data froma conpany or a group of conpanies. In
his opening testinmony, M. Cunm ngs, USWC s cost
of capital w tness, applies the DCF nodel to two
groups of proxies for USWC. a sanpl e of

t el econmuni cati ons conpani es and a sanpl e of
conpanies with risks thought to be conparable to
USWC' s. M. Cummings states that he uses data
fromtwo sets of conpani es because broader market
evidence Iimts the potential for error or bias

i nherent in using data fromjust one conpany. In
Novenber 1995, U S WEST, Inc., issued targeted
stock for its two nmain business groups,
Communi cati ons G oup (USWCG and Media Goup. In
his rebuttal testinony, M. Cunm ngs applied the
nodel to USWCG targeted stock as wel |.

Staff applied the DCF nodel to a sanple of 10
t el econmuni cati ons conpani es. M. Thornton,
Staff’s cost of capital witness, used this sanple
rat her than analyzing USWC itsel f because the new
USWCG financial reports and stock prices are not
conparable to the U S WEST, Inc., financial
reports and stock prices that existed before
targeted stock was issued. M. Thornton contends
t hat applying the CAPM and DCF nodels to sanples
of firmse in the same industry mtigates
measurenent errors that may arise in estimating a
single conpany’s return on equity in isolation.
M. Thornton s sanple conpanies include only
conpani es:

covered by Value Line in the

"Tel ecommuni cations Services |Industry”

revi ews,

that are primarily |ocal exchange

carriers,

t hat have not omtted an annual dividend

in the past five years,

whi ch Val ue Line forecasts conti nued
di vi dend paynents,

for which it was possible to cal cul ate
CAPM bet as, which neasure relative

ri ski ness, for consistency with

M. Thornton’s CAPM anal ysi s.
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Staff takes issue both with USWC s sel ecti on of
conpar abl e conpanies and with USWC s treatnent of
its tel ephone conpany sanple. The conparabl e
conpani es include, for instance, Anheuser Busch,
a brewer, can manufacturer, and thenme park
operator. Staff argues that USWC s conparabl e
conpani es are on average riskier than USWC

As to the tel ephone conpany sanple, M. Cunmm ngs’
final DCF estimate for his group of tel ephone
conpanies is 13.7% M. Cumm ngs originally

i ncl uded ni ne tel ephone conpanies in his DCF
estimates and determ ned a range of DCF estimates
for those conpanies of 7.5 to 15.3% wth an
average of 12.9% M. Cunm ngs then elim nated
the m ni rum and maxi num val ues of the popul ation
sanple to arrive at the truncated nean for the
sanmple, 13.3% M. Cunm ngs then elimnated four
conpani es fromhis sanpl e because they announced
merger intentions in April 1996, and conputed a
truncated nean on the reduced sanple to yield the
13. 7% figure. Because it derives froma truncated
mean, the 13. 7% figure is an average of only
three conpanies. Staff argues that thisprocedure
illustrates M. Cunm ngs’ tendency to bias
results upwards.

We share Staff’s concerns about M. Cumm ngs’
treatment of his tel ephone conpany sanple. W are
al so persuaded that M. Thornton’s group of

tel ecommuni cations firnms is nore simlar to USWC
than M. Cumm ngs’ group of other firns, that

M. Thornton’s reasons for not anal yzi ng USWCG
itself are sound, and that M. Thornton’s | arger
sanpl e of ten tel ecomuni cati ons conpani es does
nore to mtigate neasurenent errors than

M. Cumm ngs’ sanple of three. We therefore
conclude that Staff’'s selection of conpanies for
its application of the DCF nodel is preferable to
USWC s sel ection of conpani es.

Ef fect of Tel econmuni cations Act and

I nt erconnection Order. USWC argues that cost of
equity estimates should be updated to reflect
events since the conpany filed its direct
testinmony in Decenber 1995. Specifically, USWC
contends that the Tel econmuni cati ons Act of 1996
and the FCC I nterconnection Order have increased
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the risk to which USWC i s subject. M. Cunm ngs
testified that Regional Bell Operating Conpany
(RBOC) stocks were up 3.6% fromthe first of the
year prior to the passage of the

Tel econmuni cations Act in February 1996. Between
t he passage of the Act and issuance of the FCC
order in August 1996, RBOC stocks fell 12.1% At
the time M. Cunmi ngs prepared his testinony,
toward the end of Cctober 1996, RBOC stocks were
down 9.8% while the Standard & Poors (S&P) 500
stocks and the market index, were up 13.8%

Staff investigated M. Cumm ngs’s cl ains and
determ ned via statistical analysis that 76% of

t he change in RBOC stock prices after issuance of
the FCC order appears to be related to interest
rate changes, indicating that the drop in RBOC
stock prices was largely related to rising
interest rates. Staff further notes that the FCC
i nterconnecti on order has been stayed
indefinitely. Staff also states that the decline
in RBOC stock performance follows an
overperformance in the last half of 1995. Staff
cites a Merrill Lynch analyst’s report witten
after issuance of the FCC order:

RBOCs are down 10% as the market is up
7%this year. This year to date 17%
under performance of the RBOC group is
due nostly to the down trend in the
bond market (down 11% ytd) and the
group’s rally in the second half of
1995 (30%+ out performance of the S&P
500).

In rebuttal testinony, M. Thornton stated that

| oner RBOC prices may be due to expectations of
potentially | ower earnings and dividend growh
rates, not increased risk. M. Cunmm ngs replies
that anal ysts’ earnings growh rate expectations
for RBOC stocks are not significantly changed
from Septenber 1995 to Novenber 1996. M.
Thornton responds that the steady earnings growth
expectations for the RBOCs support his position
that risk has not increased due to the Act and
order.
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Staff also points out that M. Thornton’s

t el econmuni cati ons conpany sanpl e raw bet a,

cal cul ated fromdata through 1994, is .80;

M. Cummi ngs’ unadj usted beta for his

t el ecommuni cati ons conpany sanple cal cul ated from
data avail abl e through August 1, 1996, is .78.

AT&T cost of capital witness Carter al so argues
that the Act and the FCC order have not i ncreased
the risk of USWC stock. M. Carter bases his
conclusions on the facts that Value Line' s beta
and safety rank neasures of risk have not

i ncreased for the sanple tel econmuni cations
conpani es. Moreover, M. Carter points out that
USWC s provision of |ocal service will remain a
monopoly at | east at the wholesale level in the
near future. Finally, M. Carter notes that the
Commi ssi on has previously found that any increase
inrisk that m ght occur fromconpetition will be
reflected in the data underlying the DCF and CAPM
anal yses.

We conclude that there is no need to update
Staff’ s anal yses. W are persuaded that the 1996
Tel ecommuni cati ons Act and the FCC order have had
little effect on the riskiness of

t el econmuni cati ons stocks. Wth the stay of the
FCC order, we are persuaded that the risk
represented by conpetition will be slowin
appearing. W also find it plausible that

i ncreased interest rates and over perfornmance
account for nmuch of the fluctuation in RBOC
stocks from 1995 to 1996. Finally, we agree that
any increased risk fromconpetition will be
captured inthe underlying data used for the DCF
and CAPM anal yses.

Technical Differences between USWC and Staff in
t he DCF Mbdel : USWC and Staff have a nunber of
technical differences with respect to the use of
t he DCF nodel :

1. M. Thornton uses the annual DCF nodel,
whereas M. Cumm ngs uses an unadj usted
quarterly DCF nethod to neasure dividend
cash flows to the investor

2. To determ ne the current stock price
i nput, M. Thornton uses a spot price,

30



ORDER NO. 00-191

whereas M. Cumm ngs uses a two week average
of prices;

3. To estimate next year’s dividends,

M . Thornton uses Val ue Line s expectations
of dividends over the next 12 nonths,
whereas M. Cunmm ngs uses his own dividend
forecast; and

4. To estimate future dividend growh rates,
M. Thornton uses an internal growth
approach for his constant growth nodel and
uses Val ue Line historical dividend growth
for his nonconstant growth nodel, whereas

M . Cumm ngs uses short to internediate term
earnings growh forecasts as a proxy for
infinite dividend grow h.

1. Quarterly v. Annual DCF. USWC nodifies the
standard DCF nodel to account for quarterly

di vidend cash flows to the investor, as they are
actually paid out. Staff uses the nodel that
assunes dividends are paid once a year. USWC
argues that nodeling cash flows quarterly, as
investors receive them is nore accurate than
Staff’ s approach

Staff replies that the annual nodel is
appropriate in this case and cites UT 113, Order
No. 94-336 at 14-15, where the Conmi ssion dealt
with this issue and resolved it in favor of the
annual nodel .® Staff al so concedes that both
nodel s have shortcom ngs. The annual nodel does
not capture the quarterly paynent of dividends.
The quarterly nodel can correctly estimate an
investor’s effective required rate of return. But
Staff relies on an academi c article by Linke and
Zumnal t° to show that the quarterly nodel shoul d
not be applied to a regulatory rate base w t hout
a three step downward adj ustnent, which M.

Cumm ngs did not perform The adjustnent steps,
described in Linke and Zumnalt at 19, account for
the rei nvestnent assunption and for the

regul atory rate base to which the allowed return
on equity is appli ed.

8 W take official notice of Order No. 94-336 pursuant to OAR 860-014-

0050.

9 “Estimation Biases in Discounted Cash Fl ow Anal yses of Equity Capital
Cost in Rate Regul ation,” Financial Managenment, Autumm 1984.
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In defense of its use of the annual nodel, Staff
notes that the annual nodel can produce the
correct return on equity estimate, even w t hout
capturing the quarterly paynent of dividends,
assumng the utility reinvests its retained
earnings on a quarterly basis and earns on the

i ncreased investnent. Therefore, Staff concl udes
that the annual DCF nodel is appropriate for
begi nni ng of period ratenaking.

The current case is based on average of period
rat emaki ng. The end of period rate base here is
hi gher than the begi nning of period rate base.
According to M. Thornton, the annual DCF node
estimate nust be adjusted downward if applied to
an average of period rate base. Staff did not
make this adjustnment. Therefore its annual DCF
nodel is biased in USWC s favor.

USWC s quarterly DCF nodel al so does not take
into account the fact that USWC receives nonthly
revenues fromits custoners. That gives USWC t he
opportunity to reinvest its nonthly earnings and
to earn nore than its authorized return on
equity. Staff denonstrates that a nomnal rate
earned on a nonthly basis will produce the
effective (quarterly DCF) rate over a year when
applied to begi nning of nonth book values (rate
bases). Assuming that M. Cunm ngs’ 12.1%
quarterly DCF estimate for tel ephone conpanies is
correct, Staff argues that the estimate shoul d be
reduced to 11.5 % the nomnal return that would
earn the conpany 12.1% if conpounded nonthly
beginning with the original investnent. The

exi stence of nonthly revenues to USWC t herefore
al so requires a downward adj ustnent, which M.
Cumm ngs did not make.
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On review of the record and the argunents
advanced by USWC and Staff, we conclude that both
t he annual and the quarterly DCF nodels require
adjustnents to elimnate bias and error. USWC did
not adjust its quarterly nodel to account for the
application of the quarterly nodel to regulatory
rate base or for the nonthly recei pt of revenues.
Staff did not adjust its annual DCF nodel
downward to account for average of period rate
base. If it had, the higher return produced by
consi dering quarterly dividends woul d have been
nore than offset. Both the USWC and Staff DCF
approaches give too high a result, but we
conclude that Staff’s reconmmendation is the nore
reasonabl e approach in this docket.

2. Current Stock Price Input. There are two

subi ssues with respect to this dispute. First,
there is a question whether it is appropriate to
average stock prices over a ten day period or
choose a spot price froma single day; second,
there is an issue of whether the stock price
shoul d be updated to account for events that have
transpired since testinony was fil ed.

For the current price variable in the DCF nodel
USWC used an average of the daily closing stock
prices for the ten tradi ng days, Novenber 1 to
Novenber 14, 1995. M. Cumm ngs chose a ten day
average to guard against the possibility that the
sel ected stock price mght be anomal ous in
reaction to a news story or other external event.

M. Thornton chose the spot prices closing on
July 2, 1996, as reported in the July 3, 1996,
Wall Street Journal. Staff argues that the nost
current spot prices are the appropriate prices to
use for the P, termin the DCF nodel, because
under the efficient markets hypothesis as
advanced by nodern corporate finance theory,

t hose prices include all information incorporated
into historical prices, plus the nbost recent

i nformati on.

In UT 113, Order No. 94-336, we considered

whet her a spot price or an average of prices was
superior. W stated, at 13:
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Conceptual ly, the stock price to use is
the current price of the security at the
time of estimating the cost of equity. In
an efficient market, the current stock
price provides the best indication of
future prices. An efficient market inplies
that prices adjust instantaneously to the
arrival of new information. Therefore
current prices reflect the fundanental
econom ¢ val ue of the security.

Here, as in that docket, we conclude that Staff’s
nmet hod of cal culating stock price based on spot
prices is nore reasonabl e than averagi ng prices
because it is nore consistent with the theory of
efficient markets. W have al ready addressed the
probl em of updating stock price infornmation

under the discussion of risk fromconpetition
above.

3. Estimation of the Next Year’s Dividend. To
estimate next year’s dividends, the "D/" term of
t he DCF nodel, M. Cunmm ngs nmakes his own
forecast using historical dividends and expected
earni ngs grow h rates.

M . Thornton uses Val ue Line s expectations of

di vi dends over the next 12 nonths for the

"D term Staff took the ratio of DL to Py, the
current stock price, for each conpany in his
sanpl e and averaged the ratios to arrive at an
average required dividend yield of 3.5% Staff
asserts that its nethod is nore direct than
USWC s and that USWC s nethod is flawed in using
forecasted earnings growh to forecast dividend
growt h over the com ng year

Staff supports its position with the argunent

that near termearnings growh forecasts are
undul y influenced by earnings cycles, nmaking them
unreliable as predictors of earnings growth in
the long term Dividend growth is a function of
earnings growmh in the long term Near term

di vidend gromth nmay not even be related to near
termearnings growh, Staff argues, because
conpani es snooth di vidend paynents in the face of
earni ngs cycl es.



ORDER NO. 00-191

We are persuaded by Staff's argunent. The hori zon
for the earnings gromh forecast is too short and
is subject to the possible distortions of
earnings cycles. W find that Staff's approach to
estimating next year’s dividends is nore
reasonabl e, and adopt it.

4. Estimation of Future Dividend Gowh Rate. To
estimte the expected dividend growh rate, the
"g" termof the DCF nodel, M. Cummi ngs uses
Institutional Brokers’ Estimate System (| BES)
anal ysts’ expectations of earnings gromh one to
five years forward. His result is a 6%growh
rate. In support of his nethod, M. Cumm ngs
guotes froma research study that USWC provi ded
to Staff in response to a data request:

We have conpared the accuracy of four
nmet hods for estimating the growh
conmponent of the discounted cash fl ow
yield on a share: past growth rate in
earnings (KEGR), past growth rate in

di vi dends (KDGR), past retention growth
rate (KBRG, and forecasts of growth by
security analysts (KFRG. . . . For our
sanple of utility shares, KFRG perforned
well, wth KBRG KDGR, and KEGR fol |l ow ng
in that order

The superior performance by KFRG shoul d
cone as no surprise. Al four estinmates of
gromh rely upon past data, but in the
case of KFRG a |arger body of past data
is used, filtered through a group of
security anal ysts who adjust for
abnormalities that are not considered

rel evant for future grow h.°

Staff uses two different annual DCF nodels in its
anal ysis: the constant growth nodel and the
nonconstant growth nodel. In the constant growth
nodel, M. Thornton uses the internal growth
approach to estimate future dividend growh. This
approach is based on the observation that

di vidends grow by a firms book return on equity
(b) times the anmpbunt of equity retained in the
firm also called the retention ratio (r). The

0 pavid A. Gordon, Myron J. Gordon, and Lawrence |. Gould, *“Choice
anong Met hods of Estimating Share Yield,” The Journal of Portfolio
Management, Spring 1989, pp. 50-55.
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b * r growth nodel is based on a review of

hi storical data from Val ue Line, of which
investors are aware. The b * r approach is
appropriate if the retention ratio for a firmis
fairly constant and the market to book (M B)
ratio is expected to be 1.0. M. Thornton notes
that the retention ratio has been reasonably
constant in the tel econmunications industry, but
the MB ratio is well above 1.0, based on

i nvestors’ expectation that the

t el econmuni cati ons services industry will earn
substantially nore than its cost of capital.

To correct for this expectation, M. Thornton
added a second growh termto his b * r growth
rate range, the term"v * s." The variable "v
represents the fraction of funds raised from
common stock sales that accrues to old
sharehol ders. The variable "s" represents an
expected rate of increase in common equity from
stock sales. M. Thornton then adds his v * s
estimate to his b * r growh rate range to
calculate his constant growh rate range.

M. Thornton’s v * s estimate is 1.8% his b * r
gromh rate range is 2.6%to 8.9% Accordingly,
his range of DCF estinmates based on the constant
grow h approach are 7.9%to 14.2% which averages
to 11. 1%

The nonconstant growth DCF nodel estinmates

i nvestors’ forecasts of dividend growth and

al | ows expected annual dividends to grow at
different rates over tine. This approach allows
an anal yst to incorporate near termdividend
growh rates that are nuch |lower or higher than a
| ong run expectati on.

M. Thornton used two nonconstant anal yses to
estimate growh. Both are based on a finding that
di vidend growth in the tel econmunications

i ndustry has been relatively stable. Therefore,
M. Thornton forecasts future growth based on

hi storical dividend growth, using up to 19 years
of data.

For his first nonconstant growth anal ysis,

M. Thornton uses historical dividend growh as a
proxy for future dividend growh. Hs result is
9.3% For his second analysis, M. Thornton uses
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Val ue Line forecasts of dividend growth through
t he year 2000, and then uses historical dividend
growt h beyond that. His result using this nethod
is 9.2% The results average to 9.3%

M. Cumm ngs takes issue with Staff's nunbers in
its use of b * r growh rates. M. Cunm ngs notes
that Staff’s work papers show a | arge difference
bet ween the average historical b * r growth rates
from 1988 to 1995 and the forecasted b * r growth
rates for 1996, 1997, and 1999-2001. The nunbers
change from5.71% for 1988-1995 to 14.74% for
1999- 2001.

G ven such growh, M. Cumm ngs notes that Staff
provi des no expl anation why an average of 1988 to
1995 b * r growh rates would reflect investors’
expectations for future growth, and also calls

t he accuracy of the nunbers into question.

M . Cumm ngs believes that anal ysts’ forecasts
are a better proxy for future growh in dividend
cash flows than an average of historical growth
which M. Thornton uses in his nonconstant growth
nodel .

We conclude that Staff’s analysis of the growth
rate is nore direct than USWC's. Staff relies on
hi storic and forecasted dividend data, and USWC
relies on near and short term earnings growh
forecasts. Over a period of five years or |ess,
the growth in dividends paid by a conpany may not
al ways equal earnings growh, although it nust in
the long run. Staff’s general approach is, thus,
superior to USWC s.

To validate its nethod over Staff’'s, USWC relies
on a passage CGordon, Gordon, and Goul d, set out
above. This passage is too vague to serve as an
argunment in favor of its nethod in this case.

Mor eover, the conpany argues that it uses |ong
termforecasts of earnings in its analysis, but
the record indicates that it uses growh
forecasts only one to five years forward. W
conclude that Staff’s use of dividend data is
nore reliable than USWC s use of earnings data.

Staff perforned a constant growth anal ysis and
two nonconstant growth analyses to arrive at its

estimate for "g." Staff’s procedure was thus nore
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t horough and contai ned nore internal checks than
USWC s. USWC objects to the forecasted growth
nunbers in M. Thornton’s work papers, but does
not specify the basis for its objection. USWC
only notes that it questions why an investor’s
expectations woul d be based on past growmh rates
when future growh rates are greater. W believe
that Staff cured any potential flawin its inputs
by using a conbi nati on of several approaches to
determne its "g" estimate. We adopt Staff’s
ranges for the growh term

Fi nal DCF Range of Estimates. Staff’s final DCF
range of estimates is 9.2%to 14.2% wth a

m dpoi nt of 11.7% M. Thornton derived this
range by elimnating his I owest estimate (7.9%,
on the ground that he did not expect the cost of
USWC' s equity to be as |ow as that.

USWC s final DCF range of estimates is 12.6%to
13.7% and a point estimate for USWCG of 13.9%

DCF concl usion: Incorporating the dividend yields
and grow h termranges derived by Staff and
adopt ed above, the Conm ssion concludes that an
appropriate range for DCF is 9.2%to 14.2% wth
a mdpoint at 11.7%

Capi tal Asset Pricing Mde

The CAPMis a risk prem um anal ysi s that

cal cul ates the expected equity return by
estimating a risk free rate of return and addi ng
a risk premum Staff and USWC agree that the
basic CAPM fornul a is:

Expected return for a stock = risk free

return + (relative risk [beta] for the stock
* market risk premun.

The CAPMis a holding period nodel that requires
estimates of the risk free interest rate, the
relative risk, or beta, for a stock, and the

mar ket risk prem um over the assuned hol di ng
period. The anal yst nust select the hol ding

peri od. The hol ding period assunption dictates
consi stent estimation choices for the risk free
interest rate and market risk premium The CAPM
nodel expresses the average beta as 1.0.
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USWC and Staff disagree on each aspect of CAPMin
this case:

1. The assuned hol di ng peri od;

2. The risk free rate of return;

3. The estimate of beta, including the
propriety of weighting betas; and

4. The market risk prem um

1. The Assuned Hol di ng Period. The hol di ng period
is assuned prior to the determ nation of the risk
free interest rate and the market risk premumin
the CAPM nodel. The risk free rate is estinmated
with reference to the yields of U S. Treasury
securities. The yields for U S. Treasury
securities vary directly with the termof the
securities. Short termand internediate term
securities normally have a lower yield than | ong
term securities.

M. Thornton assunmes an intermnedi ate term hol di ng
period for his CAPM anal yses, in conjunction with
his use of internediate termU.S. Treasury
securities for his risk free rate of return

M . Thornton makes this choice of hol ding period
because he believes that the intermediate term
corresponds nore closely to the typical period
for which rates are in effect. In this case,
rates will likely be in effect from May 1996

t hrough Decenber 1998. Moreover, M. Thornton
believes that internediate term U S. Treasury
securities avoid both the volatility of short
termU S. Treasury bills and the risk prem a of
long term U. S. Treasury bonds.

M. Cummi ngs al so uses internediate term Treasury
securities as a risk free rate. However, USWC
also uses a long termrisk free rate in its CAPM
estimates. M. Cumm ngs chooses U.S. Treasury
security rates with three to thirty years’
maturity for his risk free rate; Staff argues
that that indicates an assuned hol ding period of
three to thirty years. According to Staff,

M. Cumm ngs’ attenpt to estinmate both
internediate termand | ong term market risk
prem a suggests assuned internedi ate and | ong
term hol di ng peri ods.
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M. Cummings testified that for

t el econmuni cations i ndustry stocks, the expected
hol ding period is |less than three years. He

di stingui shes between portfolio turnover and

i nvestnent horizon, noting that investors turn
over their portfolios every one to three years,
not every thirty years. He states that equity

i nvestors rebal ance their portfolios often but
have a long termfocus for their portfolio

i nvestnent. Therefore, he concludes that equity
i nvestors’ hol di ng periods do not have to be
thirty years long to use a thirty year U S
Treasury bond as a risk free rate.

In his direct testinony, however, M. Cumm ngs
equat es i nvestnent horizon and hol di ng peri od:
"In practice, however, common stock investnents
are actively traded in the capital markets,

i ndi cating that investors have relatively short

i nvestment horizons or expected hol di ng periods."

W conclude that M. Cummi ngs has inconsistently
assunmed conflicting holding periods. This

i nconsi stency biases his cost of equity estimtes
upward. Staff’s hol ding period assunption is nore
reasonabl e, because it is internally consistent
and because it tracks better than USWC' s with the
time the rates fromthis case will be in effect.

2. Risk Free Rate of Return. As noted above, the
CAPM requires an estinmate of the risk free rate
of return. Staff’s analysis assunes an

i nternedi ate hol ding period and relies on the
average of spot yields for internediate termU.S.
Treasury securities.!! Staff's risk free rate
estimate is 6.6 %

M. Cummings’ risk free rate is 7.09% He uses
thirty year U.S. Treasury securities for his risk
free estimate. Staff argues that M. Cunm ngs’
use of long termsecurities is inappropriate
because it is inconsistent with his hol ding

1 staff's intermediate termsecurities are five, seven, and ten year
securities. M. Thornton took the rates fromthe July 3, 1996, edition
of the Wall Street Journal, as noted in the DCF discussion above. The
rates averaged 6.66% Because this case is based on an average of
period rate base, which requires a downward adjustnment (see discussion
of DCF nodel above), M. Thornton adjusted the rate downward to 6.57%
then rounded to 6.6%
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period assunption, as noted above, because it
causes an upward bias in his market risk prem um
estimation for holding periods greater than one
year (see discussion at 3. below), and because

|l ong termbonds include a liquidity risk prem um
that nmust be extracted before they are used in a
CAPM anal ysis. M. Cunm ngs disagrees that a risk
prem um nust be extracted fromlong term bonds.

As di scussed above, the holding period assunption
shoul d be nmuch shorter than thirty years in this
case, where rates will likely be reexam ned in

| at e Decenber 1998 and the cost of capital wll
be reesti mated based on market conditions at that
time. An investor with a short holding period is
exposed to |l arge potential gains or |osses by
purchasing a long terminstrunment, because the
instrument will be sold before it matures. For
CAPM anal ysis, therefore, a U S. Treasury
security with a maturity greater than the assuned
hol di ng period should not be used as a proxy for
the risk free rate.

W agree with Staff that the long term Treasury
rate includes a liquidity risk premum?®? As

M. Thornton pointed out, it is possible to
correct the long term Treasury yield by
subtracting the liquidity risk prem um

M. Cunmings did not make this correction. W
conclude that Staff's risk free rate is the nore
appropri at e.

3. Beta. Beta is a neasure of that portion of a
conmpany’s risk that cannot be diversified away.
The market risk premumis nmultiplied by the
conpany’s beta to determi ne investors’ required
return above the risk free rate.

M. Thornton used the Fisher-Kam n regression
technique to calculate his beta estinate.'® He
estimated the beta of his sanple

t el econmuni cati ons conpanies to be .80, based on
data through 1994. (Wen he included 1995 dat a,

12 staff/ 4, Thornton/43, citing Brealey and Myers, Principles of

Cor porate Finance, 3d ed., McGrawHi Il Book Co., New York, 1988,

p. 184.

13 The Commi ssion has previously approved this beta cal cul ati on met hod.
See, e.g., Oder No. 94-336 at 25; Order No. 87-406 at 66; and Order
No. 80-634 at Appendi x, 21-22.
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the beta dropped to .72.) To arrive at his beta
estimate, M. Thornton regressed his sanple
conpani es’ stock returns mnus the risk free rate
on the New York Stock Exchange returns, also
mnus the risk free rate. The pertinent data for
beta estimation includes market portfolio
returns, conpany stock returns, and risk free
rates. M. Thornton used the Center for Research
in Securities Prices (CRSP) val ue wei ghted i ndex
of New York Stock Exchange stock returns as a
proxy for the portfolio returns and for data on
his sanple’s stock returns. M. Thornton drew his
risk free data from | bbotson Associ ates
publication, Stocks, Bonds, Bills, and Inflation
1995 Yearbook. Both CRSP and | bbotson data series
ran from 1926 through 1994.

To estimate USWC s beta, M. Cunm ngs uses daily
data, based on 219 tradi ng days. Val ue Line uses
five years of weekly data to estimate beta. The
shorter data frequency on which M. Cunmm ngs
relies biases his beta estimte upward.

M. Cumm ngs argues that he corrects for the
daily beta bias statistical problemby using the
D nmson and nodi fied Schol es-WIlianms regression
met hods. M. Cumm ngs chooses the S&P 500 as a
proxy for the market portfolio, and derives beta
estimates of .75 and .76 fromthat group of
conmpani es, wth an average of .76.

In keeping with the practice of Merrill Lynch,
whi ch wei ght raw betas 1/3 toward 1.0,

M. Cumm ngs adjusts his .76 average USWC bet a
toward 1.0, yielding a .84 beta. Then, in a
manner simlar to Value Line, which weights its
betas toward 1.06, M. Cumm ngs further rounds
upward to . 85.

Staff and USWC have a nunber of technical

di fferences involving the derivation of their
respective betas, but their raw betas are al nost
identical. The betas of Staff and USWC differ
because they enploy different nethods to adjust
their raw betas. M. Thornton takes an average of
t el econmuni cati ons industry stocks and does not
adj ust his average beta, arguing that use of the
i ndustry average renders adjustnent unnecessary.
USWC adj usts its beta toward 1.0, the average of
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all betas (or toward 1.06, using the Val ue Line
adj ust nent) .

We conclude that Staff’s tel ecommuni cations

i ndustry average beta is nore reasonable than a
beta adjusted toward the average of all betas or
toward an even hi gher standard, such as Val ue

Li ne uses. As Nobel |aureate econonmist WIlliamF.
Shar pe says:

I nformation of the type shown in Table 13-4
[industry average betas] can be used to
"adjust" historic beta val ues. For exanple,
t he know edge that a corporation is in the
air transport industry suggests that a
reasonabl e estinate of the beta val ue of
its stock is greater than 1.0. It thus
makes nore sense to adjust a historic beta
val ue toward a val ue above 1.0 than to the
average for all stocks.

M. Sharpe’ s support of the adjustnent toward

i ndustry average is borne out by enpirica

studi es that Staff has performed. Over a nunber
of years. M. Thornton testified that Staff has
concl uded that weighting public utility betas
toward 1.0 is inferior conpared to weighting
betas toward the average i ndustry beta.

Conversely, it makes nore sense to adjust a

hi storic conpany’s beta toward a val ue below 1.0
if it is in the telecomunications services

i ndustry, because the record reveal s that

t el ecommuni cati ons services conpanies are |ess

ri sky than the average stock. Thus, if any
adjustnment to the raw beta is appropriate, it
shoul d be toward the industry average rather than
toward a generic average of all stocks. Staff
points out that if M. Cunm ngs’ truncated

t el econmuni cati ons conpany sanpl e average relied
on raw betas, rather than betas adjusted toward
1.0 or 1.06, the average beta would be .78, |ower
than M. Thornton’s estinmate of .80. Because

M. Thornton’s sanple takes the average of

t el econmuni cati ons servi ces conpani es, we

¥ I nvestments, 2d ed., Prentice-Hall, Inc., Englewbod Ciffs, 1981,

p. 344.

43



ORDER NO. 00-191

conclude that no adjustnent to his raw beta is
necessary.

4. Market Risk Premium The CAPM nultiplies the
estimated beta by the market risk prem um which
nmust al so be estimated. To estimate the market
risk premum M. Thornton uses an unbi ased
estimati on net hod, whereas M. Cunm ngs uses a
met hod which he admts is biased upward for
hol di ng periods greater than one year.
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M. Thornton’s nethod assunes that the average
mar ket risk prem um over a |arge nunber of

hi storical internmediate termholding periods is a
reasonabl e estimate of the expected internedi ate
termmarket risk premum He estimtes the
average historical internediate term market risk
prem um by cal cul ating the difference between
expect ed conmpounded returns on the market
portfolio and the conpounded returns on the risk
free asset over an internedi ate period (the
hol di ng peri od assunption di scussed i n paragraph
1 above). In other words, the market risk prem um
is the difference in returns between an
investor’s two accounts, the one invested in the
stock market and the other invested in U S.
Treasury securities, over an internedi ate peri od.
The difference is then annualized.

M. Thornton used CRSP' s 1926-1995 New York St ock
Exchange/ AMEX/ NASDAQ return series as a proxy
for the theoretical market portfolio returns (a
sanpl e of approximately 8,000 stocks in his |ast
mont h of data). He used 1926-1995 data in
internediate term U. S. Treasury securities rates
from I bbot son Associ ates’ Stocks, Bonds, Bills,
and Inflation 1996 Yearbook to represent the risk
free rates over that period. M. Thornton used
two different series fromthe Yearbook: yield (ex
ante rates) and total returns (ex post rates). He
performed separate anal yses on each of the series
and generated two series of estimates. He then
separated his 1926 to 1995 data into hol ding
periods of five to ten years each, such that al
his data were used only once. He then cal cul at ed
the average rate of return difference between
hol di ng the market portfolio and holding the risk
free rate over the internmediate term Finally,

M . Thornton averaged the nmarket risk prem um
estimates for each of the holding periods. H's
estimate of the historical market risk prem um
using ex post U S. Treasury security returns is
5.8% of historical market risk prem um using

ex ante returns, 6.3%

M. Cunmm ngs uses an arithnmetic average approach
to market risk prema. H's estinmates are the
arithnmetic difference between annual stock
returns and annual bond returns. Al of

M. Cunmm ngs’ ex post nmarket risk prem um
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estimates are based on arithnetic averages of
annual data. The market risk premumrange in
USWC s rebuttal testinmony is 7.5%to 7. 7%for
intermediate termrisk free rates and 7.1%to
7.3%for long termrisk free rates. The ex post
and ex ante estimates are very close. USWC ar gues
that this indicates that the estinmation of the
mar ket risk prem umis sound.

USWC objects to the fact that Staff uses only
historical data to estinate the nmarket risk
prem um whereas USWC uses an average of an

hi storically derived (ex post) and current
expected (ex ante) market risk prem um USWC
argues that M. Thornton's range is biased
downwar d because his calculation is based on
di fferences of geonetric neans and the use of
bond total returns rather than bond incone
returns. USWC contends that the theoretical
literature and the provider of the data (Ibbotson
Associ ates), as well as investors in U S
Treasury bonds and the S&P 500 stocks, support
the validity of the arithmetic nean procedure.

Staff argues that M. Cummings’ estinates are

bi ased upward because, as he admtted on cross
exam nation, a nethod like his that relies on the
arithnetic average of annual data will produce an
upwardly biased estimate if the holding period is
assuned to be nore than one year. Staff rem nds
us that M. Cummings inplicitly assunes an
internediate termand | ong term hol di ng period by
his choice of risk free rates. Staff also points
out that M. Cummings admtted that Staff's

met hod i s an unbi ased estimator nethod.

Moreover, Staff takes issue with M. Cumm ngs’

ex ante market risk premum Ex ante has a
different neaning in M. Cunm ngs’ cal cul ation
than the yield that M. Thornton used as a term
of his analysis. M. Cummings uses the termto
mean a current market risk premum Staff points
out that M. Cumm ngs stated in his direct
testinony that the best estimate of the market
risk premum which varies over tinme around an
average or nean, is the average risk prem um over
the | ongest period for which data are avail abl e.
Nonet hel ess, M. Cumm ngs gives equal weight to
his ex ante anal ysis, which involves performng a
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DCF anal ysis on the S& 500 and subtracting
internmediate termor long terminterest rates.
Staff argues that M. Cunmm ngs’ application of
the DCF to the S&P 500 is inappropriate, because
he relies in the IBES short termand near term
earnings forecasts as proxies for indefinite
future growh. This choice skews his results
upward, Staff contends.

We are persuaded that M. Thornton’s nethod of
estimating the market risk premumis superior to
M. Cummings’. M. Thornton uses an unbi ased
estimator, as M. Cumm ngs admts. Appendix IV to
M. Cummi ngs’ direct testinmony (USWC Exhibit 14)
cites an article by Fuller and H ckman as the
source of an unbiased estimation procedure.?®

M. Thornton testified that the procedure in that
article is substantially the sanme as the
procedure he used in this case to estimte the
mar ket risk prem um

USWC argues that the theoretical literature
supports M. Cunmmi ngs’ position on the arithnetic
mean, but the articles included in his Appendix IV
indicate that if an anal yst has annual data and
assunmes a hol ding period of greater than one year,
t he anal yst shoul d conmpound returns over the
assuned hol di ng period before taking an average.
This is what M. Thornton did with his nonthly
data. M. Cunm ngs’ analysis biases his results
upward. We conclude that M. Cunm ngs’ results are
| ess accurate as an estimate of the market risk
premi um and adopt M. Thornton’ s esti mates.

CAPM concl usi on: W have adopted Staff's
recommendat i ons on each of the contested issues
in the CAPM anal ysis. Therefore, we adopt Staff's
CAPM cost of equity estimates. They are 11.2%for
the ex post U S. Treasury security returns and
11.6% for the ex ante (yield) returns. These
estimates average to 11.4%

Fl ot ati on Cost Adj ust nent

M. Cumm ngs proposes to adjust his CAPM and DCF
return on equity ranges upward by a factor of

15 “A Note on Estimating the Historical Risk Premum” Financial
Practice and Education, Fall/Wnter 1991, pp. 45-48.
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1.0115 to provide USWC with a return on estimted
hi storical stock issuance costs. Staff recognizes
that flotation costs are a necessary cost of

busi ness, but reconmends that issuance expenses
be recovered as an expense item not through an
increase in return on equity. Staff contends that
M. Cunmm ngs’ proposed approach inproperly gives
stockhol ders a one tine gain. Staff also
presented evi dence that USWC does not expect to
require |large anounts of new equity financing.

Di sposition. W consider stock issuance costs to
be expenses. Therefore, such costs nust be
included in rates when the expenses are incurred.
See Order No. 94-336 at 28. Recovery of past

i ssuance expenses in future rates woul d be
retroactive ratemaking. See id.; see generally
Letter of Advice dated March 18, 1987, to Charles
Davis, Public Uility Comm ssioner (OP-6076).

M. Cumm ngs’ proposal anpbunts to a perpetual
return on historical estimated i ssuance expenses.
Under regul atory schenes, bond costs are enbedded
and have fixed Iives. Common stock, however, does
not have a fixed life. Bonds are thus not

anal ogous to stock in this context. Approval of
the anortization of enbedded costs such as fixed
life bond expenses over the |ife of a bond does
not justify a perpetual return on estinmated

hi stori cal stock issuance expenses.

We note also that M. Cunm ngs’ flotation cost

adj ust mrent nmet hod has no basis in the financi al

or economc literature. The record discl oses that
when asked about support for his adjustnent

met hod, M. Cunmi ngs provided an article by

Bri gham and Gapenski di scussing the cost of

capi tal adjustnment nethod (which is al so what

M. Cumm ngs called his nethod). However,

M. Cummi ngs did not use the nethod prescribed in
t he Bri gham Gapenski article. The article

di scusses no adjustnment to the CAPMfor flotation
costs. M. Cummi ngs admtted that he had seen no
professional literature containing mathematica
proofs justifying the application of a flotation
cost adjustnent to the CAPM

Moreover, a flotation cost adjustnent is
internally inconsistent with the CAPM The CAPM
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assumes that transaction costs are irrel evant,
but flotation costs are transaction costs. For
t he above reasons, we reject M. Cumm ngs’
proposed flotati on cost adjustment.

Coverage Ratio

At Issues 12 and 13, below, we discuss the

i nplications of our decision on USWC' s cash fl ow
and busi ness val uation. However, we nust al so

di scuss here one aspect of USWC s argunent about
its viability in view of our decision.

M. Cumm ngs argues that Staff’'s case wll| cause
a negative pretax interest ratio for USWC

M. Cummi ngs supports his contention by

hypot hesi zing a stand al one entity, USWC O egon.
M. Cummi ngs prepared an exhibit, USWC Exhi bit
120, to denonstrate the effect of Staff’'s case on
USWC s pretax interest coverage ratio.

M. Cunm ngs states that bond rating agencies
calculate interest coverage as foll ows:
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Pretax Interest Coverage = Pretax |ncone + |nterest
I nt erest

Staff contends that this exhibit conpares an
unadj usted USWC test year with Staff’s adj usted
test year. Staff noreover points out that USWC s
cal cul ati ons do not account for USWC s proposed
$34.9 million US VWEST Direct revenue inputation,
any revenue requirenent adjustments due to the
sal e of exchanges to PTI, any revenue requirenent
adj ustnents due to extraordinary 1995 custoner
servi ce and nmai ntenance expenses, any adj ustnents
for tariff changes, or any adjustnents for

reengi neering savings. Thus, Staff argues, USWC s
Exhi bit 120 does not even reflect USWC s adj usted
version of the rate case.

Staff has conpared M. Cumm ngs’ pretax interest
coverage formula for the hypothetical USWC Oregon
under Staff’s adjusted test year after the second
stipulation, both before and after revenue

requi renent reductions. Staff argues that it is
clear that USWC-Oregon, if it were a stand al one
entity, would have a financially sound interest
coverage ratio. Staff notes that M. Cumm ngs
does not cal cul ate pretax interest coverage in a
manner consistent with the formula he provides,
which is set out above. Instead, he nerely

di vi des pretax net operating inconme by interest
expense.

Staff included an Appendix A to its Cost of
Capital brief in which showed the interest
coverage ratio calculations for Staff's fully
adj usted test year (including a 10.2% return on
equity), before and after a rate reduction. Staff
uses both the nethod M. Cunm ngs attributes to
bond rating agencies and the nethod he actually
uses in USWC Exhibit 120. Appendix Ato Staff’s
Cost of Capital brief denonstrates the foll ow ng
about pretax interest coverage ratios under
Staff’s case after the second stipul ation

Pretax Interest Coverage Before Rate Reduction

Rat i ng agency net hod: 9.02
USWC Exhi bit 120 nethod: 8.02

Pretax Interest Coverage After Rate Reduction
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Rati ng agency nethod: 4.88
USWC Exhi bit 120 nethod: 3.88

Staff points out that a pretax interest ratio
coverage of 4.88 places USWC- Oregon above the
Standard and Poor’s AA benchmark of 4.5 for

t el econmuni cati ons conpanies, and a ratio of 3.88
pl aces the entity within the A benchmark. Both AA
and A ratings are superior to nere investnent
grade ratings. Staff concludes that a 10.2%
return on equity, together with the rest of
Staff’s adjustnents, will allow the hypothetica
USWC-Oregon to maintain its financial integrity.

Di sposition. Staff’s argunents persuade us that
M. Cunm ngs’ pretax interest coverage ratio
exhi bit, USWC Exhi bit 120, does not reflect even
USWC s adj usted case. Mreover, as Staff points
out, M. Cumm ngs does not use the bond rating
agency formula to calculate interest coverage. W
find that Staff’s calculations in Appendix A to
its Cost of Capital brief are nethodol ogically
correct and denonstrate that USWC-Oregon, if it
exi sted, would have a pretax interest coverage
even after rate reduction sufficient to maintain
its financial integrity.

Concl usi on. Under Duquesne, the rates we set in
this case nust give USWC s investors an
opportunity to earn a return commensurate with
those earned in enterprises of simlar risk and
sufficient to enable the conpany to attract
capital. Based on the considerations set out
above, we find that Staff’s cost of equity
analysis is superior to USWC' s in neeting these
criteria. M. Thornton’s tel econmunications
conpany sanple better reflects the risk USWC
faces. M. Cunm ngs’ selection of conparable
conpani es are, on average, riskier than USWC. W
find M. Cumm ngs’ anal ysis biased upward.
Therefore, his analysis fails to neet the
Duquesne criterion of setting a return |ike those
earned by enterprises of simlar risk.

Further, we are satisfied that Staff’s
recommended return will maintain USWC s fi nanci al
integrity. Finally, we are persuaded that the
return is high enough to attract capital.
Therefore, we adopt Staff's recommendati on of
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10.2% to 12. 9% as the reasonabl e range of return
on equity. The m dpoint of that range is 11.6%

Proposal to Set Allowed Return at Low End of
Reasonabl e Range: After establishing a range of a
return on equity the mdpoint of which is 11.6%
Staff recomends a service quality adjustnment to
| ower the return on equity to 10.2% W adopt
this recommendati on. See di scussion at |ssue 9
bel ow.

Issue 3a, U SWEST Direct Yellow Pages I mputation. The discussion on

pages 37-43 of Order No. 97-171 is readopted except that USWC may continue to use the
retention rate from UT 102, in effect since June 1992; and foreign directory revenues are
removed from the imputation. The adjustment to the retention rate increases the annual
intrastate revenue requirement by $4.9 million.

| SSUE 3: U S WEST DI RECT DI RECTORY REVENUE | MPUTATI ON

D sputed |ssues:

| ssue 3a, US WEST Direct Directory

| mput ati on (Adjustnent 16). Staff and
USWC agree that the test year should be
adj usted but di sagree about the anmount
of the adjustnment and the nethod used
to calculate the inputation. Staff used
t he met hod and publishing fee rate
adopted in docket UT 85 to cal cul ate
revenues fromU S WEST Direct. USWC
used the $34.7 nmillion directory
revenue i nputation that was in the

UT 85 revenue requirenent.

| ssue 3b, US WEST Direct D rectory
Gowt h (Adjustnent 16a). Staff included
grom h at the | evel expected to occur
during the period when rates fromthis
docket are in effect. Staff and USWC
di sagree about the need for pro forma
adj ustnents (see Issue la, Test Year).
I f the Conm ssion includes Staff’s
adjustnent in the test year, the final
anount depends on the resol ution of

| ssues 3a, Directory Inputation, and
8, Access Line G owh.

| ssue 3a: U S WEST Direct Directory Revenue
| mput ati on
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Before the divestiture of AT&T, the |ocal Bel

t el ephone conpani es published and distributed

al phabetical and classified tel ephone directories
(the white and yel |l ow pages) within their service
territories. Historically, the publication of

t el ephone directories has been part of the |oca

t el ephone conpany’s service obligations, and the
revenues fromdirectory publishing and
advertising have been used to defray the
utility’ s revenue requirenent and maintain

af fordabl e | ocal tel ephone rates.
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After the breakup of AT&T, directory operations
remained with the | ocal tel ephone conpani es.
Since that tine, some of the Bell operating
conpani es, including USWC, have transferred their
directory operations to nonregul ated affiliates.
USWC s current directory publishing affiliate is
US WEST Direct (USWD), which was created in
1986. See Order No. 88-488, U 54, in which the
Comm ssi on aut horized USWC (whi ch was then known
as Pacific Northwest Bell, PNB) to enter into
vari ous publishing agreenents with USWD. But for
i nputation, the transfer of assets fromthe
regulated utility to a nonregul ated affiliate
woul d have diverted the publishing revenues from
rat epayers to sharehol ders.

USWD' s directory operation is highly lucrative.
The USWD directory domnated the field in 1988,
when the Conm ssion approved the publishing
agreenments, and USWD dom nates the field today.
Its revenue growth rate has consistently been
hi gh; see di scussion at |ssue 3b bel ow.

Li ke a nunber of other states, O egon opposed
this attenpt to transfer the assets of the

regul ated tel ephone conpany to nonregul at ed
affiliates wi thout custoner conpensation. W
reasoned that the value of the directories is
connected directly to the regul ated operations of
the |l ocal tel ephone conpany. The rel ationship

bet ween t el ephone service and yel | ow pages
advertising in the directories is synbiotic. As
we said in Oder No. 88-488, at 7:

[ T] he Commi ssion believes that the thing
of value which is being transferred, and
whi ch nmakes these Yell ow Pages different
and much nore val uabl e than others, is
their connection with the |ocal exchange
t el ephone conpany . . . . The distribution
of the classified advertising with the
necessary white pages by, with the

bl essing of, or in association with the
| ocal exchange conpany sets [the Yell ow
Pages] apart from any other classified
advertising efforts.
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We further reasoned that the |ocal exchange
conpany’ s position as incunbent

t el econmuni cations service provider was conferred
on it by the State of Oregon through the

Conmm ssi on. ORS 759. 020, 759.025. W concl uded
that the directory publishing rights,
opportunities, and profits are val uabl e assets
t hat have been derived by the | ocal exchange
conpany in connection with its state authori zed
position as a nonopoly or regul ated | ocal

t el econmuni cations service provider. In
considering PNB s publishing agreenents with
USWD, we stated (Order No. 88-488 at 8):

The Conmm ssion is not disposed to permt
the parent conpany to spin off the noney-
maki ng ventures of its operating
conpani es, one by one, thus increasing the
net revenues required to support | ocal
service. This is especially true when

t hose revenues result froma venture which
receives its value fromits close
association with the conmuni cations
services provided by the |ocal exchange
company.

Accordi ngly, when we approved the publishing
agreenents between PNB and USWD, we provi ded that
"the revenues which will be credited to PNB as a
result of the transfer will be based on the

di fference between the revenues received fromthe
publ i cation venture, and the reasonabl e costs of
publication.”™ Order No. 88-488 at 9. In that sane
docket (U 54), PNB represented that regardl ess
of the transfer of the directory publishing
operation to USWD, regul ated ratepayers would
continue to benefit from such publishing.

In other words, we have inputed to PNB, now USWC
directory revenues. This inputation |owers USWC s
revenue requirenent. In PNB's |ast general rate
case in Oregon, UT 85, we determ ned that

a level of directory publication expense
equal to [***]'® percent of USWD s [ Oregon]
net revenues is fair and reasonable for

16 The bracketed data are confidential.
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pur poses of this proceeding. The renaining
[****] percent of USWD' s [Oregon] net
revenues should be inmputed to PNB

| owering its revenue requiremnment by
$29.066 mllion. Order No. 89-1807 at 34.

| mput ati on of directory revenues to USWC is the
form of annual conpensation that was adopted by
the Comm ssion to renunerate the utility’s
ratepayers for USWD's use of their directory

rel ated assets. See Order No. 89-1807 at 28-42.
Those assets are USWD's right to publish
directories on behalf of USWC and the associ at ed
opportunities, goodw ||, reputation, and profits
that derived fromPNB s position as a regul ated
t el ecommuni cati ons service provider. In Oder

No. 89-1807, we determ ned that those assets

bel ong to USWC s r at epayers.

In UT 85, Order No. 89-1807, we adopted a revenue
retention ratio for determ ning the anount of
directory revenues to inpute to PNB. The ratio is
derived by determ ning directory expenses as a
percentage of USWD s net revenues (i.e., Qgross
revenues | ess uncoll ectibles) and then inputing

t he remai ni ng percentage of USWD s net revenues
(directory profits) to USWC. Order No. 89-1807 at
29-30. Also in Order No. 89-1807, we adopted a

4. 1% growt h adj ustnent for PNB, because "the

evi dence indicates that there is a substanti al

i kelihood that growth in directory revenues wl |
equal or exceed 4.1%in the foreseeable future.™
At 41-42.

In UT 80, Order No. 91-1598, we adopted an
Alternative Form of Regulation (AFOR) plan for
USWC. As part of the plan, the utility agreed
t hat

[it] will not challenge, through

| egislation or litigation, the

Conmi ssion’s authority to inpute Yell ow
Pages revenues for ratenaki ng purposes.
This agreenment is binding for the five-
year termof the Plan and for five years
after the end of the Plan. However, USWC
is not prohibited fromchallenging the

nmet hodol ogy and anmount of inputation after
the termof the Plan has expired.
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Order No. 91-1598 at 8-9. On May 1, 1996, the
Conmi ssion term nated the AFOR pl an by Order

No. 96-107. The five year post AFOR period during
whi ch USWC i s prohibited from chall engi ng our
authority to inpute Yell ow Pages revenues for

rat emaki ng purposes runs through April 30, 2001.

Despite this agreenent, USWC spent consi derabl e
time at hearing and in its briefs arguing against
the rationale for inputing Yell ow Pages revenues,
against the legality of such inputation given the
Tel ecommuni cati ons Act of 1996, and agai nst the
policy of inputation in the current deregul atory,
proconpetitive climte.
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W will not address USWC s argunents about the
rationale for Yellow Pages inputation. W believe
we have set out our argunents clearly in the
orders cited above. The directory publishing
assets belong to the ratepayers. The ratepayers
shoul d be conpensated for the profitable
enterprise that PNB transferred out of its

regul ated operations.

As to USWC s | egal argunents, we find themto be
not only direct challenges to the Commi ssion’s
authority to inpute Yell ow Pages revenues for

rat emaki ng purposes, in violation of the AFOR
provi sion quoted above; we also find themto be
incorrect. We address them sunmarily.

USWC argues that the Tel ecommuni cati ons Act of
1996 requires that universal service support
mechani sns be conpetitively neutral or they are
subj ect to FCC preenption. 47 USC 8253. The
record in this case does not indicate that Yell ow
Pages i nputation supports universal service
entirely. Instead, it shows that profits from
Yel | ow Pages are used to neet USWC s total
revenue requirenent. It is also premature to
claimthat USWC' s | ocal rates woul d be subsidi zed
illegally as a result of inputation, because the
Commi ssion w Il not decide on particul ar service
rates until the end of the rate design phase of
this case. Finally, USWC in its conments to the
FCC in FCC docket No. 96-98 raised the directory
revenue inputation issue. The FCC did not adopt
USWC s suggestion that state inputations of
directory revenues be preenpted. See FCC Order
96- 325 (the Interconnection Order).

Even if directory revenue inputation were

prohi bited by the universal service provisions of
the Act or by the provisions prohibiting barriers
to conpetition, which USWC al so argues, we woul d
not sinply allow USWC s sharehol ders to keep the
directory profits. Ratepayers would have to be
conpensated for the val uable intangible assets
(directory publishing rights, opportunities,
reputation) that USW has acquired in connection
wth USWC' s position as a regul ated

t el ecommuni cati ons service provider.
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USWC argues that it is unfair to use revenues
froman advertising business conducted by anot her
conpany, which never even appear on USWC s books,
to depress USWC' s retail rates. This plaint
ignores the historical relationship of PNB and
the directory assets, which we have determ ned
bel ong to ratepayers.

USWC contends that ORS 759. 050, the Conpetitive
Zone statute, prohibits directory revenue

i mput ation. USWC reasons that inputation creates
a subsidy of the utility’'s local residential

t el ephone rates, which will inhibit conpetitive
entry. We do not consider inputation a subsidy,
as we have stated, but conpensation for assets
that belong to ratepayers. Mreover, we note that
al t hough a nunber of potential conpetitors of
USWC in the | ocal exchange mar ket have intervened
in this docket, they have been silent as to the
detrinmental effects of directory revenue

i nputation on |ocal conpetition.

USWC asserts that ORS 759.030(5) prohibits
directory revenue inputation. This argunment was
considered and rejected by the Comm ssion in
UT 85, Order No. 89-1807 at 12-13, and will not
be addressed agai n here.

USWC mai ntains that directory revenue inputation
is prohibited by 47 USC 8254k. That section
provi des:

SUBSI DY OF COVPETI Tl VE SERVI CES
PROHI BI TED. A tel econmuni cations carrier
may not use services that are not
conpetitive to subsidize services that are
subj ect to conpetition. The [ Federal
Conmmuni cati ons] Comm ssion, wth respect
to interstate services, and the States,
Wth respect to intrastate services, shal
establish any necessary cost allocation
rul es, accounting safeguards, and

gui delines to ensure that services
included in the definition of universal
service bear no nore than a reasonabl e
share of the joint and common costs of
facilities used to provide those services.

This section does not apply to directory revenue
services, which are nonregul ated services legally
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subject to conpetition. USWC errs in relying on
Staff’s factual assertion that USW dom nates the
directory publishing industry in O egon.

Finally USWC argues that directory revenue

i mputation trenches on USWD' s free speech rights.
USWD, a separate entity fromUSWC, is not a party
to this proceeding. USWC has no standing to
assert USWD s rights here. Moreover, even if USWC
did have standing, the First Amendnent argunent
is neritless. USWC asserts that inputation, by
extracting a subsidy fromthe directory
advertising business, deters the exercise of the
expressive and creative activities in that

busi ness. The inplication is that absent

i nput ati on, USWD woul d nore aggressively increase
its Yell ow Pages revenues, concomtantly
exercising editorial creativity and the
expression of ideas. As we have stated many
times, inputation conpensates USWC ratepayers for
use of assets that belong to them If USWC feels
that this arrangenent inpedes its affiliate’s
creativity and expression, USWC and its affiliate
shoul d arrange for sone ot her form of
conpensation for ratepayers. The First Amendnent
does not contenpl ate unconpensat ed use of
another’s assets in the exercise of editorial
creativity or the expression of ideas.

In the present case, USWC proposes a directory
revenue i nputation anount of $34, 829,500 for the
test year. This is the anount the Comm ssion has
i mputed to USWC annual |y since January 1, 1992.
Staff, arguing that USWD's Oregon revenues have
grown substantially since 1992, recomrends an

i mput ati on anount of $[del eted text not
readopted]. Staff calculated this anount by
applying the [****] percent directory revenue
retention ratio approved by the Conm ssion in

UT 85 to USWD s 1995 Oregon net revenues of
$[****] .

USWC contends that the foll ow ng sources of
directory revenues should not be inputed to it:
sal e of advertising to non USWC subscri bers
(national advertisers); [deleted text not
readopted]; and recycling of directories. W
reject this argunent. These sources of revenues
exi st because USWC provi des | ocal
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t el ecommuni cati ons servi ce. Regardl ess who
purchases an advertisenent, the point is to sel
what ever is advertised to the subscribers of

USWC, who receive the tel ephone directory. The
value of the directory is directly linked to the
regul ated operations of the tel ephone conpany.
Revenues from [del eted text not readopted]
directory recycling also arise in connection with
USWC s directory publication and distribution
obligations as a regul ated tel ephone conpany.

[ Del eted text not readopted] USWD s financi al
wor ksheets for 1995 show that its Oregon net
operating revenues after expenses were greater
than Staff’s reconmended i nputation amunt.?’
Moreover, the factors relevant to the retention
rati o have either not changed or have inproved
for USWD in Oregon. USWD still dom nates the
directory publishing market, with nore than an
80% share. USWD' s rates for advertisenents have
i ncreased faster than the rate of inflation.
USWD' s Oregon revenues, net operating revenues,
and net incone have grown steadily since 1992 and
USWD s returns on equity are very high. [Del eted
text not readopted]

Issue 3b: U SWEST Direct Directory Revenue Growth. The discussion
on page 43 of Order No. 97-171 is readopted, but the amount in Appendix A,
Column 164, is amended to reflect the $0.3 million reduction in growth due to exclusion
of foreign directory revenues and the change in retention rate.

Staff recommends a directory revenue growth

adj ust nent [ del et ed text not readopted]to

Account 5230 (Directory Revenues) for the period
rates resulting fromthis proceedi ng are expected
to be in effect. This amount is 3.8% of the 1995
base directory revenue anount [del eted text not
readopted], which equals the 6.8%growth, figured
as a geonetric average, of USW' s Oregon net
directory revenues between 1992 and 1995, |ess
the 3% access line growh adjustnent Staff
advocates in Issue 8, Access Line Gowh. Staff
used August 31, 1997, the m dpoint of the 32

7 This assunes that a confidential anount in unspecified US WEST Inc.,
budget ed (not actual) expenses allocated to USWD's Oregon operations
were proper costs. There is sonme indication that USWD's Oregon costs
for 1995 may be inflated by unidentified “other general and

adm ni strative expense.” There is also some indication that USWD
underreported its Oregon revenues.
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mont h period when rates are expected to be in
effect, to calculate the directory growh
adj ust nent .

Staff argues that its directory revenue growh
adjustnent is reasonable in |light of USW s
consi stent record of directory revenue growth
since 1992 and of the forecasts of outside
financial analysts. Staff notes that USWD
continues to dom nate the directory publishing
markets in Oregon. In 1995, USWD s publi shing
revenues grew by 7% in second quarter 1996 they
i ncreased by 8% conpared to the sane period in
1995. For third quarter 1996 they increased 7%
over against the sane period in 1995. USWD al so
experienced a 4% increase in revenues per
advertiser. Finally, Oegon is one of the ten
fastest growing states in the nation, and USWC i s
facing strong demand for its tel ecomruni cations
services in O egon.
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USWC argues that Staff’s growth adjustnent is
onesi ded because Staff did not include any
expenses in the adjustnment. Staff responds that
directory expenses are factored into the revenue
retention ratio [del eted text not readopted],
which Staff has used in this rate case. The ratio
determ nes directory expenses as a percentage of
USWD' s net revenues. Only USWD's profits are
imputed to USWC. Staff notes that USWC di d not
prove that USWD s future expenses for O egon
directory operations will be greater than the
expense anounts factored into Staff’s revenue
retention ratio. As USWD's Oregon directory
revenues grow, the anmount of expenses
incorporated in the retention ratio increases by
a percentage of the revenue increase equal to 100
m nus the retention ratio.

We adopted a 4. 1% growm h adjustnment for PNB in
UT 85, Order No. 89-1807, because of substanti al
i kelihood that growth in directory revenues
woul d equal or exceed 4.1%in the future. The
same reasoning applies here. The evi dence
strongly points to continued growth for USWD
directory revenues. Staff’s proposal of 3.8%is
conservative given USWD's growh to date. W
adopt Staff’s proposed growth adjustnent. USWC s
argunent that Staff’s calculation failed to

i ncl ude expenses i s m staken.

I ssue 4, Affiliated I nterests and Corporate Allocations. The Issue 4
adjustments at pages 44-59 of Order No. 97-171 are readopted.

| SSUE 4: AFFI LI ATED | NTERESTS AND CORPORATE
ALLOCATI ONS

Conmpl etely Settled |Issues:

| ssue 4c, Strategic Marketing

(Adj ustnent 19). Staff and USWC agree
to restate expenses to recogni ze the
break up of Strategic Marketing.
Appendi x B, First Stipulation,

Par agr aph 4.

| ssue 4d(3), Affiliated Interest
Charges (Adjustnment 20b). Staff and
USWC agree to renove charitable
contributions, dues and nenbershi ps,
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| obbyi ng and certain other affiliated
i nterest charges. Appendix B, First
Sti pul ati on, Paragraph 5.

| ssue 4g(1l), Part 64 Still Regul ated
(Adj ustnment 23). The FCC deregul at ed
certain services and required bel ow
the line accounting. That is,

nonr egul at ed and nonoperating i ncone
anounts are shown bel ow t he net
operating incone |line on the incone
statenent. Sone of these services
remain regulated in Oregon. Staff and
USWC agree on anmounts to add back,
but di sagree about whet her revenues
shoul d be inputed to render these
servi ces revenue neutral

(I'ssue 4g(2)).

ficantly Undi sputed |ssues:

| ssue 4e, Affiliated Interest Return
Conmponent (Adjustnent 21). Staff and
USWC agreed to renove the rate of
return that USWC had recorded in
excess of the midpoint of Staff’s
rate of return range. For the final
adj ustnent, Staff and USWC agreed to
use the rate of return authorized in
this docket. The final anount

t heref ore depends on the resol ution
of Issue 2c, Cost of Equity.
Appendi x B, First Stipulation,

Par agr aph 6.

| ssue 4f, Headquarters Allocations
(Adjustnment 22). Staff and USWC agree
to (a) restate the test year to
reflect the corporate allocation
factors that becane effective

January 1, 1996, and (b) consider the
ef fects of the exchange sal es that
occurred after the devel opnent of the
factors that becone effective

January 1, 1996. The final anopunt
depends on the resol ution of disputed
expense issues. Appendi x B, First

Sti pul ati on, Paragraph 7.
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| ssue 4h, Nonregul ated Costs Renoved
in Colums 18-21 (Adjustnent 23b).
Staff’s test year is based on total
Oregon data subject to separations.
However, three of Staff’s adjustnents
contain small anounts of unregul at ed
costs, which Staff has renoved. Staff
and USWC agree that this adjustnent
shoul d be made if the Conm ssion
adopts Staff’s adjustnents in

| ssues 4b through 4e, affiliated
interests. Therefore, the final
anounts depend on the resol ution of

| ssues 4b t hrough 4e.

D sputed |ssues:

| ssue 4a, Rent Conpensation Study
(Adj ustnment 17). Staff and USWC agree
on this adjustnent except that USWC
di sagrees that the Comm ssion shoul d
di sall ow any costs related to square
footage. Staff and USWC agree to

repl ace the rent conpensation
carrying charge (a reduction to

M scel | aneous Revenues) with rate
base and expense anounts. The final
anount al so depends on the resol ution
of Issue 2c, Cost of Equity. In

cal culating the carrying charge, USWC
used an overall conpany achieved rate
of return of 10.81 percent. Staff
recommends using the m dpoint of the
aut hori zed rate of return range. The
final anmount al so depends on the
resolution of Issue 4b (UM 753 Lease
Expenses) and the final allocation
factors fromlssue 4f (Headquarters
Al |l ocations).

Staff nmade the follow ng adjustnents to
the July 1995 Rent Conpensation Study:

Renoved 3. 8958 percent of
t he headquarters,
centralized and cross
boundary amounts. This
percent age represents the
nonr egul ated portion.
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Adj usted the headquarters
and centralized rent
conpensation fl oor space to
refl ect a conposite anount
of 300 square feet per

enpl oyee.

Adj usted the headquarters
and centralized allocation
fact ors based on | abor
dollars to reflect the UP
96 sal e of exchanges to
Tel ephone Wilities of
Eastern Oregon, Inc.,

d. b.a. PTI Communi cati ons.

Adj usted the operating rent
anmounts to refl ect

adj ust nent s prepared by
Staff in Docket UM 753.

| ssue 4b, UM 753 Lease Expenses

(Adj ustment 18). Four | eases were
nmoved from docket UM 753 for
l[itigation in this docket, and Staff
has adj ust ed expenses accordingly.
Staff al so reduced | ease expenses to
reflect Order No. 96-179 in UM 753.

| ssue 4d(1) and 4d(2), Fax Services
(Adj ustments 20-20a). Staff argues
that fax services are regul ated

t el econmuni cati ons servi ces under the
Commi ssion’s jurisdiction. Staff
therefore restated revenues to

recogni ze the June 1, 1995, service
agr eenent .

Staff also increased the revenues to
reflect the | evel expected during the
period when rates fromthis docket
will be in effect. USWC consi ders
these fax services issues to be
growt h adj ustnents outside the test
year. Staff disagrees; it argues that
| ssue 4d(1) is a normalizing

adj ust nent .
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| ssue 4d(4), FCC License

(Adj ustment 20c). Staff restated the
test year to recover the value of an
FCC license sold by USWC. USWC

di sagrees with Staff’s adjustnent,
arguing that it was already included
in a rate case.

| ssue 4g(2), Part 64 Still Regul ated
Revenue | nputati on (Adjustnent 23a).
USWC di sagrees that revenues shoul d
be inmputed to render these services
revenue neutral. If the Conm ssion
includes Staff’s revenue inputation
adjustnent, then Staff and USWC agree
that the final anpbunt depends on the
resolution of |Issue 6¢, Tariff,
Price, and Contract Changes. The
final amount al so depends on

| ssue 2c, Cost of Equity.

| ssue 4a: Rent Conpensation Study — Excess
Bui | di ng Space

USWC has tel ephone operations in fourteen states,
of which Oegon is one. Wthin those states, USWC
houses headquarters and centralized enpl oyees
with nultistate job functions and duties. Because
of the multistate nature of the functions, USWC
must performstudies to allocate the associ ated
costs anong the states it serves.

Staff proposes to adjust USWC s state conposite
headquarters and centralized enpl oyee space

al l onance to 300 square feet per enployee.
Staff’s position is that building space expenses
shoul d be recognized in rates only if the
expenses are reasonable. Staff’s purpose in
maeki ng the adjustnment was to ensure that Oregon
ratepayers do not bear costs for excess buil ding
capacity. Staff’s adjustnent woul d decrease
USWC s proposed total Oregon rate base by

$2, 151,561 and total Oregon operating expenses by
$735, 484.

To establish its standard for square feet per
enpl oyee, Staff conpared USWC s rent conpensation
studies for 1992 and 1995. In its rent
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conpensati on study, USWC adjusts total building
costs to renmove nonadninistrative space.'® Staff
determ ned that USWC s square footage per

enpl oyee increased from309 in 1992 to 347 in
1995. Total enployees in the studied | ocations
decreased by 6,284 from 1992 to 1995, but the
nunber of headquarters and centralized enpl oyees
at the studied |ocations increased by 7,785
during the sane peri od.

Staff determ ned that the ratio of headquarters
and centralized enployees to total enployees in a
building is increasing, as is the square footage
per enployee. Staff concludes that with these

i ncreases, nore dollars are assigned to the
headquarters and centralized category for

al | ocation anong the 14 states. Staff argues that
the increase in square feet per enployee
indicates that there is idle capacity and the

fi xed costs associated with it are bei ng passed

t hrough for recovery in rates.

Staff notes that it selected 300 square feet per
enpl oyee as a reasonabl e anount because that was
approxi mately the anmount cal cul ated fromthe 1992
rent conpensation study and because it was a
conservative anmount, being nore than the Buil di ng
Owners Managenent Associ ation (BOVA)
reconmendati on of 250 to 270 square feet per

enpl oyee and nore than the Public Utility

Comm ssion building use of 278 square feet per
enpl oyee. Staff believes that because the 1995
study captures USWC s reorgani zati on and
downsi zi ng, the proposed adjustnent nore
accurately represents where USWC s buil di ng cost
level will be during the tine rates are in

ef fect.

USWC argues that the Conm ssion may not disall ow
t he expenses in question without a show ng that

t hey have been inprudently incurred. USWC notes
that Staff does not claimthat USWC act ed

i nprudently in acquiring or failing to di spose of
bui | di ng space. USWC maintains that it nade a

¥ To achi eve this, USWC deducts fromtotal usable space vertical
penetration (stairwells, elevator shafts), core areas (restroons,

| obbi es, corridors, mechanical roons), network equi pnment space, space
rented to affiliates, third-party | eased space, and conmputer space to
arrive at adm nistrative space.
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good faith decision to acquire space when it was
needed, and that it should now be allowed to

recover costs for idle building space just as it
is allowed to recover other tel ephone investnent.

USWC al so argues that Staff’s cal cul ati on of
square footage relies on USWC s rent conpensation
studi es, which were designed to allocate building
i nvest ment and | ease expense for space used in
providing service for nore than one state. The
data in those studies, USW maintains, were not
col l ected to neasure average fl oor space per

enpl oyee, and the studies do not use the BOVA
definition of usable adm nistrative space.
Therefore, USWC argues, Staff draws incorrect

i nferences fromthe study and nakes conpari sons
to external neasures that Staff cannot show to be
reasonably conparabl e. USWC contends that space
for parking and cafeterias is included in its
rent conpensation studies but not in the external
measures Staff uses, while contract enpl oyees and
enpl oyees of vendors are not included in Staff’s
cal cul ations, although they are present in USWC s
bui | di ngs. USWC argues that these factors result
in an overstatenent of the conpany’s space per
enpl oyee. USWC argues that, taking these factors
into account, its "usable adm nistrative space"”
is wthin Staff’s 300 square feet per enployee

st andar d.

USWC al so charges that Staff’s 300 square feet
per enpl oyee standard is arbitrary. Staff
responds that it did not set the 300 square foot
per enployee limt solely based on the Conm ssion
bui l ding or the BOVA standards. Staff used those
external conparisons only as guidelines. If it
had, the imt could have been 270 or 275 square
feet per enployee. Instead Staff set the limt at
300 square feet, which, it argues, accommbdates

t he existence of contract enpl oyees.

USWC notes that it provided actual data for its
maj or buil dings that should be used for this

anal ysis, rather than the inapplicable rent
conpensati on study. USWC asserts that its
affiliate Business Resources, Inc., (BRI) tracks
usabl e adm ni strative square feet for major
bui l di ngs, and this tracking shows the major
bui | di ng space per enployee to be 269 square feet
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in Septenber 1996. USWC Exhibit 75 sunmmari zes
BRI's results. This information, according to
USWC, is traced in a manner consistent with the
BOVA definition of usabl e space.

Staff contends that this exhibit omts m nor
bui | di ngs, which constitute about one third of
USWC s total headquarters and centrali zed

enpl oyee space. The average square footage per
enpl oyee in the 1995 rent conpensation study for
m nor buil di ngs exceeds the average for major
bui | di ngs by 48 square feet.® Staff argues that
USWC Exhi bit 75 does not establish USWC s
reasonabl e use of "m nor buil ding" space or that
its total conposite state building space is
reasonabl e.

Second, Staff notes that USWC Exhibit 75 contains
no conparison with July 1995. Staff points out
that a conparison of Exhibit 75 and the July 1995
rent conpensation study shows that headquarters
enpl oyees increased from 26,049 in 1995 to 31, 830
in USWC Exhi bit 75. Staff argues that the

i ncreased concentrati on of headquarters enpl oyees
in maj or buildings may have decreased the nmajor
bui | di ng square footage per enployee found in
Sept enber 1996.

Mor eover, Staff responds that USWC fails to
recogni ze that the initial basis for Staff’s

adj ust nrent was the conpari son between the 1992
and the 1995 rent conpensation studies. If the
studi es include any space that deviates from what
woul d be included under the BOVA standards, this
is largely irrelevant, Staff contends, because
the additional space would be included in both
the 1992 and the 1995 cal cul ations. Staff gives
wei ght instead to the increase in square feet per
enpl oyee, which it contends is attributable to
excess buil ding capacity.

USWC responds that the Comm ssion should give
nmore weight to Exhibit 75 than to the rent
conpensation studies figures. First, the company

19 According to Appendix Dto Staff’s Opening Brief, at 4, USWC s
response to Data Request 89, the 1995 buil ding study, indicates that
the maj or buil dings have a square footage per person average of 332,
while the mnor buildings average 380 square feet per person.
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argues that Exhibit 75 neasures according to BOVA
standards, so that it is clear what is included
and what is excluded. Second, USWC adds the 48
square feet by which the m nor buil dings exceed
the major building average in Staff’'s Appendix D
to the 269 square foot average for the ngjor
buildings in Exhibit 75 to arrive at an average
for the minor buildings of 317 square feet. USWC
then weights this figure, nmultiplying the major
bui | di ngs’ 269 square feet by 67% and the m nor
bui | di ngs’ 317 square feet by 33% which yields a
conposite 285 square feet per enployee.?°

Di sposition. W accept Staff’s cal cul ati on of

300 square feet of administrative space per

enpl oyee in headquarters and centralized
bui | di ngs as reasonabl e. However, we believe that
the record is unclear with respect to what the
rent conpensation studies include. Staff notes
that the figures do not include contract workers,
but argues that its 300 square foot figure is
conservative enough to accommbdat e such workers.
However, Staff does not answer USWC s contention
that the rent conpensation studies include space
for parking and cafeterias, whereas the external
measures do not.

Staff seenms to argue agai nst an adj ustnent based
on Exhibit 75 because during the test year the
square footage per enpl oyee in headquarters and
centralized buildings could have exceeded

300 square feet. However, as we stated in the

di scussi on of Issue 1A, the function of a test
year is to represent expenses during the tine
rates wll be in effect. Staff notes that the
1995 rent conpensation study captured a point at
whi ch USWC had not conpleted its plan to position
itself for conpetition. Therefore, we find it
appropriate to consider the 1996 data represented
by Exhibit 75. Not only do those data reflect a

| ater period, in which we nay assune that USWC
has progressed in its plan for conpetition; we

20 UsWC al so cal cul ates the minor building average square footage on a
percentage rel ationship. The rent conpensation study gives 380 square
feet as average for the mnor buildings, which is 14% greater than the
332 square feet for the major buildings. Applying the sane percentage
relationship to the BRI major buildings yields 308 square feet for the
m nor buildings. |If these figures are weighted by percentage, the
conposite is 282 square feet.
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al so have better assurances that those data
reflect only adm ni strative space.

Fol Il owi ng USWC s cal cul ati on of m nor and naj or
bui | di ng square footage per enployee, we concl ude
that USWC s average square footage per enployee
i n headquarters and centralized buildings is
under 300 square feet. USWC s rent expenses are,
therefore, reasonable and will be all owed.

W note that our decision on this issue is
limted to the facts before us. Were the use of
space changes, we will not automatically approve
conti nued expense. W approve the expenses in
this i ssue because we find themreasonabl e.

| ssue 4a and 4b: Lease Expense

Staff proposed adjustnents for various aspects of
USWC s | ease expense for certain identified
properties. USWC stipulated to each adjustnent
except for the one concerning the property called
"1201 Farnham " At issue is the allocation of
space at that property between

of fice/adm ni strative space and | ab/ conputer
space. The allocation is significant, because

| ab/ conput er space is nore expensive than

adm ni strati ve space.

From a consultant’s study provided by USWC, Staff
determ ned that the Farnham space shoul d be

all ocated roughly 80%to office use and 20% to
conmputers. Staff proposes to disallow $243, 013 of
| ease expense for this property on a systemw de
basis. The Oregon share of this disallowance is
approxi mately $20,000. USWC cl ains that these
percent ages should be reversed. Wth its reply
testimony USWC subm tted an exhibit, USWC

Exhi bit 79, which USWC al | eges shows the actual
configuration of the property. USWC argues that
Staff’s allocation of space should have been
revised in view of these actual data about the
bui | di ng’ s conposition. USWC contends that it is
arbitrary and capricious of Staff to ignore the
actual evidence of its second exhibit.

Staff responds that it took the first data USWC
submtted, the consultant’s study, to be actua
data with respect to the configuration of the
Far nham property, and that the second docunent
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USWC submtted conflicted with the first. Staff
further asserts that it had not had a fair
opportunity to analyze, verify, and possibly
normalize the data in the second document.
Moreover, Staff argues, Exhibit 79 was not
supported by any docunentati on.

Di sposition. W conclude that USWC s evi dence is
insufficient to show that the actua

configuration of the Farnham property is

dedi cated roughly 80% to | ab/computer functions
and 20% to adm nistrative functions. It is
reasonable for Staff to rely on the evidence USWC
first submtted, because Staff has not had a
reasonabl e opportunity to exam ne the second
docunent USWC subm tted, which conflicts with the
first. I'f USWC can docunent its new nunbers for

t he Farnham property, the | ease expense shoul d be
hi gher in the next rate case.

| ssue 4d(1): Fax Services

Staff reconmends increasing Account 5260,

M scel | aneous Revenue, by $137,200 to account for
revenues USWC receives from CSC Intelicom Inc.,
(CSC) in conjunction with the provision of
facsimle (fax) services. Staff takes the
position that fax service is a regul ated

t el ecommuni cati ons service and that USWC i s
jointly providing fax services with CSC

USWC argues that the Conm ssion has no
jurisdiction to regul ate fax services. The
conpany further argues that it is not providing
fax services but nerely providing marketi ng
support for CSC, which owns the hardware and,
according to USWC, controls the provision of the
servi ces.

USWC al so argues that Staff’s position on this
issue is inconsistent with the position it takes
on Issue 4g, Part 64 Still Regulated. Finally,
USWC argues that Staff’s adjustnent is
incorrectly cal cul at ed.

Service Provision. The contract between CSC and
USWC is a confidential exhibit (Staff 81). The
contract confirnms USWC' s claimthat CSC owns the
har dwar e i nvol ved in provision of fax services,

73



ORDER NO. 00-191

and USWC i s responsi ble for marketing. However,
the contract reveals that USWC i s al so
responsi ble for controlling significant aspects
of the fax service provided over its tel ephone
lines. We conclude, therefore, that USWC is
jointly providing fax service with CSC

Jurisdiction. Staff argues that the Conmm ssion
has jurisdiction over USWC' s provision of fax
servi ces because we have jurisdiction over the
service a utility provides. Staff cites to O der
No. 89-1807 (UT 85) at 9-13 (discussion of

Conmi ssion jurisdiction over directory revenues).

USWC argues that the Conm ssion has no
jurisdiction over the provision of fax services.
USWC argues that the FCC has deregul ated fax
services and that they should therefore not be
regul ated by the Commi ssion. USWC al so argues
that since fax services are generally not

regul ated by the Comm ssion, the fax services
USWC provides with CSC should al so not be

regul ated. USWC rebuts Staff’s argunent of
jurisdiction by arguing that the Conm ssion’s
conclusion that it had jurisdiction over
directory revenues in Order No. 89-1807 was based
on a finding that the directory was a facility
used in conjunction wth voi ce communicati ons.
USWC contends that there is no evidence in the
record that fax services are used in the same way
with reference to voi ce conmunicati ons.

We conclude that it is irrelevant that the FCC
has der egul ated provision of fax services. Unless
the FCC preenpts state regul ation, that
regulation remains a matter for the states. See,
e.g., the discussion of Part 64 Still Regul at ed,
bel ow.

The di scussion in Order No. 89-1807 does not rely
on a relationship between a service and voice
comuni cation for a finding of jurisdiction.
Instead, at 10, it sets out the definition of
"service" in ORS 756.001(12), which provides that
"service" shall be used "in its broadest and nost
i ncl usi ve sense and i ncl udes equi pnent and
facilities related to providing the service or
product." The order concludes that "the

Commi ssi on possesses authority over not only the
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provi sion of natural gas, electricity, tel ephone
messages, and the like, but also over those
ancillary services which are closely related to
the provision of public utility service." Id. The
definition of "tel ecommunications service" or
"service" in OAR 860-032-0001(10) supports the
position that we have jurisdiction over fax
services. That definition reads in part:
"‘[S]ervice neans two-way switched access and
transport of voice conmunications, and al
services provided in connection with such
services . "

Fax services are provided in connection with

t el econmuni cations services in that they enpl oy
tel ephone lines to transmt data. W concl ude
that we have jurisdiction over USWC s fax

servi ces.

Consi stency of Staff’s Position. USWC notes that
in Issue 4g, Staff inputed revenues equal to the
services’ costs to keep themrevenue neutral for
purposes of this rate case. USWC argues that fax
service is a Part 64 service and should al so be

revenue requirenment neutral. However, Staff did

not inpute costs for fax services.

Staff responds that its adjustnment in Issue 4g is
not a global adjustnent for all Part 64 Stil
Regul at ed services, but applies only to specific
services. This argunent is set out in greater
detail in the discussion of Issue 4g bel ow.

W conclude that Staff is correct inits
argunent. Staff has recommended i nputation of
revenues for five enhanced services that are
under earni ng. Fax services are not underearning
and are, therefore, not included in the Part 64
group of services in |Issue 4g.

Cal culation of Staff’s Adjustnment. USWC asserts
that the $137,200 inputation for fax services is
too hi gh because it does not include actual
costs. The conpany al so contends that the test
period is flawed, because it contains 20 nonths
rather than 12. Finally, USWC suggests that the
$137,200 may contain interstate revenues.
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Staff replies that USWC wi t ness Carl | nouye
stated on cross exam nation that the conpany had
not provided cost information to Staff on fax
services. Staff argues that the test period for
fax revenues is correct. Staff used USWC s fax
revenue estimtes for post-June 1995, 1996, and
part of 1997. Staff argues that the test period
is not overstated. In fact, Staff reduced the

| evel of 1996 and 1997 fax revenues in its

adj ust nent because USWC had failed to neet its
own revenue projections for 1995.

Staff notes that its adjustnent accounts for
interstate revenues because Staff uses a
separations factor to separate intrastate
revenues frominterstate revenues on al
adjustnents. Staff also notes that it used the
conpany’s own nunbers to cal cul ate the

adj ust nent .

Di sposition. W are persuaded by Staff’s
argunents. W conclude that the adjustnent for
fax services Staff has proposed is reasonable and
shoul d be accepted. The revenues from fax
services wll be inputed to USWC

| ssue 4d(2): Gowmh in Fax Services

G owt h Adjustnent. Staff recommends an increase
of $807, 100 to Account 5260 to account for growth
in fax services for 1996 and 1997. Staff points
out that it reduced the level of 1996 and 1997
fax revenues in its adjustnent because the
conpany had not net its revenue projections for
1995. USWC opposes a fax services growth

adj ustnent for the same reasons it opposes other
adjustnents to the test year. That is, USWC
argues that the adjustnent distorts the test year
by failing to include expense or investnent

i nvol ved in generating the revenues at issue.
USWC wi tness I nouye testified that because of its
di sagreenent with Staff over test year
construction, USWC did not intend to provi de cost
estimates for 1996 and 1997. Tr. 321-22.

Di sposition. W support Staff’s growth adj ustnent
for the same reason we support other growth

adj ustnents (see, e.g., discussion of Issue 3b
above and 8) bel ow). These adjustnents make the
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revenues representative of the tine that the
rates fromthis docket are likely to be in
effect.

USWC cannot both refuse to submt cost estimates
and conplain that Staff fails to include revenues
and expenses in its test year adjustnents. USWC
has the burden to show that its costs are
reasonable. ORS 759.180(1). Staff’'s growth
adjustnment is fair and reasonabl e and shoul d be
accepted. The revenues from fax service growth

w il be inputed to USWC

Filing a Tariff for Fax Services. USWC currently
offers fax services without a tariff. Staff asks
the Commi ssion to order USWC to file a tariff for
fax services and to properly record the fax
service revenues in the appropriate account.

Di sposition. In view of our conclusion that we
have jurisdiction over USWC s provision of fax
services, we conclude that USWC nust file a
tariff for its fax services and record its fax
service revenues in the appropriate above the
line account. If USWC wi shes to petition to have
fax services deregulated, it may do so pursuant
to ORS 759.030. %!

| ssue 4d(4): FCC License

Staff proposes a $448, 185 increase in total
Oregon m scel | aneous revenues to account for the
val ue of an FCC |license that USWC (then Pacific
Nort hwest Bell, PNB) sold to U S WEST Newect or
G oup, Inc., (NVG, an affiliated conpany.

In Order No. 90-1516, the Conm ssion approved a
sal e of paging service assets by USWC to NVG The
assets included an FCC |icense. Staff takes the

21 USWC argues that if the Commi ssion orders USWC to file a tariff for
its fax services, under the Equal Protection clause, we nust also order
the sane for the hundreds of other sales agents who do precisely the
sanme thing that USWC does with fax services in Oregon. W disagree for
two reasons. First, we have found that USWC is not nerely a sales
agent but a coprovisioner of fax services. Second, USWC is a regul ated
utility subject to Comm ssion jurisdiction over its telecomunications
services and services provided in connection with those services. See
di scussion at Issue 4d(1) above. That is not the case with the
hundreds of other sales agents operating in Oregon.
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position that Order No. 90-1516 did not place a
value on the FCC license, but left to "the next
rate case" the issue of valuation and ratenmaking
treatnent of the license. Staff has now

cal cul ated a value for the FCC |icense.

USWC t akes issue with Staff’s determ nation that
the value of the license should be part of UT 125
and with the calculation of the value of the

| i cense.

Order No. 90-1516 approving the transfer of
pagi ng assets from PNB to NVG contains a
stipulated settlenment with regard to the
transfer. The settlenent provides, in relevant
part:

1. Staff and ORCCA [ Oregon Radi o Common
Carrier Association] recomend that the
Commi ssi on approve both parts of PNB' s
application based upon PNB s agreenent
to conditions 2 through 7.
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2. PNB will transfer the paging assets to
NewVect or at net book val ue determ ned
as of the date of the Comm ssion O der
adopting the Settlenent Stipul ation.

3. Newwector will nmke an additional one

time paynment to PNB in the anmount of
$135, 400.

4. PNB wi Il recognize the $135, 400 paynent

it receives from Newvector on its books
of accounts as a liability.

5. The Conm ssion shall determ ne the
appropriate treatnent of this liability
described in No. 4 during PNB s next
rate case.

Order No. 90-1516, Appendix A at 2. The
Commi ssi on adopted the terns of the stipulation.

The sum of $135,400 in addition to net book val ue
of the paging assets represented the present

val ue of an annual paynent of $28, 443 for

10 years. $28,443 was Staff’s estimate of PNB' s
1989 net revenue fromthe pagi ng service;

10 years corresponded to the remaining life of
the existing assets. 1d. The purpose of the

$135, 400 paynent in addition to the transfer of

t he net book val ue amobunt was to conpensate the
utility for the potential |oss of revenue
resulting fromthe pagi ng asset transfer. Staff
argued that the two conponents, net book val ue of
t he assets and conpensation for potential revenue
| oss, gave a reasonabl e approxi mation of fair

mar ket val ue. 1d., Appendix A at 8 (testinony of
Staff witness E. M chael Mers). M. Mers
characterized this nechani smfor approxi mating
fair market value as one "by which the sal e of
the utility property which is the subject of

U 90/UP 53 is fair and reasonabl e and not
contrary to the public interest.” Id. at 7.

Staff argues that the $135,400 was nerely a

pl acehol der for the mninmal value of the paging
assets and was to be revisited in the next rate
case, at which tine a nore accurate value for the
FCC license woul d be substituted for the

pl acehol der val ue. Based on conversations wth
Staff nmenbers involved in the docket that
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resulted in Order No. 90-1516 (U 90), Staff

w tness Mari on Anderson concluded that Staff had
been unable to assign a fair market value to the
FCC |i cense, because no market information was
avail abl e. Therefore, he testified, the issue was
put aside to be dealt with later

Staff asserts that its calculation of the val ue

of the FCC license, while likely not correct, is
flawed due to USWC' s failure to provide necessary
information for the valuation to be accurately
conputed. Finally, Staff argues that UT 125 is
the "next rate case, " rather than UT 102, as USWC
asserts.

USWC argues that Staff’s proposed adj ustnment
woul d violate the ternms of the settlenent
agreenent set forth above. USWC argues that
according to the plain |Ianguage of the
settlenent, the only issue preserved for the next
rate case was the ratenmaking treatnment of the
$135, 400 paynment. USWC subnmits that that anount
may not be reevaluated and reset in this docket.
USWC points out that the radio |icenses
transferred in Order No. 90-1516 were
specifically listed in the application seeking
Comm ssi on approval ; the option of reeval uating
the FCC | icense was therefore not preserved by
silence. Moreover, USWC notes that in the first
par agraph of the stipulation, Staff specifically
recommends that the Conm ssion adopt both parts
of PNB's application. That recommendati on

i ncludes the FCC |icenses.

USWC points out that wwth Staff’s concurrence,
t he $135,400 was returned to ratepayers al ong
with approximately $4.9 million in Ball ot
Measure 5 property tax savings, as a one tine
refund in the January 1995 billing cycle.

Di sposition. According to M. Mers’ testinony in
support of the stipulated settlenent of O der

No. 90-1516, Staff believed it had found a
mechanismfor treating the transfer of paging
assets, which included the FCC |license, in a way
that was fair and reasonable and in the public
interest. Rather than being a placehol der val ue,
the order at 3 and M. Mers’ testinony show t he
figure to be the calculation of an inconme stream
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fromthe paging assets with the purpose of

repl aci ng revenues | ost due to the transfer. The
record shows that the paging assets were
careful ly valued. Order No. 90-1516 at 3.

We do not read either the stipulation or

M. Myers’ testinony to preserve the reeval uation
of the $135,400 in Paragraph 4. The agreenent
gives a liquidated amount for the liability

menti oned in Paragraph 5. The only undeterm ned
issue with respect to the asset transfer is what
ratemaki ng treatnent the anount is to receive.
Whet her UT 102 or UT 125 is the appropriate forum
for that decision is noot, since the issue was
resolved by a one tinme refund in 1995.

We conclude that Staff’s proposed adj ustnent
shoul d not be accepted.

| ssue 4g(2): Part 64 Still Regul ated

Part 64 refers to the FCC regul ations codified at
47 CFR Part 64, Subpart |, 8864.901 through
64.904. These regul ati ons govern the allocation
of costs between regul ated and nonregul at ed
activities. Oregon has adopted sim |l ar cost

al l ocati on standards at OAR 860-027- 0052 and

OAR 860- 035-0050. The all ocation of joint and
common costs between regul ated and nonregul at ed
operations under Part 64 is designed to prevent
regul ated ratepayers from supporting the costs of
provi di ng nonregul ated services. Services

pur chased by the nonregul ated operations fromthe
regul ated operations are purchased at tariffed
rates. The remaining joint and conmon costs are
all ocated, to the extent possible, on a directly
assigned or attribution basis. Only costs with
nei ther direct nor indirect neasures of
attribution, such as certain general office
expenses, are allocated on a general allocator,
whi ch is based on the expenses previously

al l ocated by direct assignnent or attribution.

Currently, enhanced services?® are subject to
Part 64 allocation. Part 64 deals with five

22 OAR 860- 035-0020(13) defines “enhanced service” as:
a service which enpl oys conputer processing applications that act
on the format, content, code, protocol or simlar aspects of the
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categories of enhanced services, only two of

whi ch concern us here: services that have never
been subject to federal or state tariff

regul ation, such as video dialtone, and federally
deregul ated services that remain regul ated by the
state jurisdiction.

The USWC services that are deregulated in the
interstate jurisdiction but still subject to
regulation in the state jurisdiction and subject
to Part 64 allocation are:

1. Protocol Conversion: converts data
transm ssion protocols in cases where

the originating protocol is different
fromthe term nating protocol

2. Custoner Di al ed Account Recording
(CDAR): allows custoners to identify
call billing details to various

cust oner assi gned account codes for
their own internal purposes.

3. Voi ce Messaging Service (VMS): allows a
custonmer to maintain a voice mail box
to record, save, and retrieve phone
nessages.

4. Video Dialtone Service (VDT) (currently
renamed Open Video Systens (OVS)):
provi des for broadband network
depl oynent for interactive video and
ot her nul ti nedi a custonmer services.

5. Planning for Enhanced Services:
enconpasses various planning and market
research activities but primarily
appears to target screenphone services
that allow the custonmer to take

advant age of advanced network call
handl i ng and nessagi ng feat ures.

Staff recomrends that the Conm ssion inpute
$3,377,859%% in total additional revenue for the

custoner’s transmtted i nfornmation; provides the customer with
additional, different, or restructured information; or involves
custoner interaction with stored information. .
23 staff originally recommended that the Commi ssion inpute $3,472, 397,
t hen recommended reducing that amount by $94,538 to elimnate double
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five categories of Part 64 services, in order to
render the five services revenue requirenent
neutral for purposes of this rate case.

Staff and USWC agree that under Part 64
attributabl e cost accounting nethods, these five
enhanced services individually and collectively
earn less than their costs. USWC and Staff al so
agree on the financial inpact of the services.

Staff does not reconmend a gl obal policy of

i nputing revenues for all Part 64 services. Staff
recommends addressing other services on a case by
case basis. The enhanced services for which Staff
recommends inputation in this docket are al
under ear ni ng, and each has a uni que context.
Therefore, we discuss the services one by one.?*

1. and 2. Protocol Conversion and CDAR Both of

t hese services appear to be noribund. Protoco
Conversi on was cancel ed i n Decenber 1995, and
CDAR is neither tariffed nor price |listed
currently. Both services involve mnim

revenues. Staff argues that it is unreasonable to
continue to support these dying services until
the next rate case, and recommends inputation to
render the services revenue requirenent neutral.

3. VM5. Revenue for this service is significantly
bel ow cost. However, VMS is the fastest grow ng
enhanced service. VM regulation is addressed by
the 1996 Tel econmuni cations Act and subsequent
FCC action. Section 260(a)(1) of the Act provides
that a | ocal exchange carrier "shall not
subsidize its tel enmessaging service directly or
indirectly fromits tel ephone exchange service or
its exchange access [service]."” In its Oder

No. 96-490, 91 39-45, the FCC concl uded that 8260
extends to the prevention of inproper cross
subsi di zation related to intrastate service.?®
Staff argues that the VMS revenue inputation it

counting of new USWC voi ce nmessage pronotions should we approve Staff’s
adj ust rent under Issue 6¢c. W approve Staff’'s 6¢ adjustment and use
the reduced figure here.

24 staff’s recommended inputation amount per service is confidential.
See Confidential Staff Exhibit 11.

%5 We take official notice of FCC Order No. 96-490 pursuant to

OAR 860-014- 0050.
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proposes will help USWC conply with the Act and
t he FCC order

4. VDT/ OVS. This service is in the planning and
devel opnent stages, with a successful trial
underway in Omaha, Nebraska. There is no Oregon
revenue and no Oregon tariff for this service.
Wthout a revenue inputation to render this
service revenue neutral for this rate case, Staff
argues that other services wll in effect pay the
test year VDT devel opnent costs in the anount
Staff proposes to inpute. This support would
continue until the next rate case.

The 1996 Tel ecommuni cati ons Act addresses OVS at

47 USC 8651 and 653. The FCC has published a Notice
of Proposed Rul emaki ng (FCC Order No. 96-214%°)
indicating its intent to apply Part 64 cost

al l ocation nethods to protect regul ated

t el econmuni cati ons services agai nst cost

m sal | ocations due to the provision of OVS by | oca
exchange carriers. In addition to the goal of
ensuring that rates are just and reasonable, the
FCC st at ed:

We al so seek to ensure, as mandated under
Section 254(k) of the 1996 Act, that

i ncumbent | ocal exchange carriers do "not
use services that are not conpetitive to
subsi di ze services that are subject to
conpetition."” Order No. 96-214 at 12.

Staff argues that the Comm ssion shoul d not
support the VDI/OVS venture with revenues from

ot her tel ecommuni cations services and rat epayers.
In the current environnent, Staff contends, it is
appropriate that this new venture stand al one.
The sinplest way to acconplish that, according to
Staff, is top inpute sufficient revenues to
render VDT revenue requirenment neutral for
purposes of this rate case. Staff argues that
this action would | eave the Comm ssion positioned
to respond to either federal preenption of

VDT/ OVS or to a USWC petition to deregul ate the
service wthout having to consider potenti al
ratepayer clains to profits fromthe service.

% W take official notice of FCC Order No. 96-214 pursuant to
OAR 860- 014- 0050.
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5. Planning for Enhanced Services. As is the case
with VDT/OVS, there is currently no Oregon
revenue for this service. Staff’s proposed

i mputati on anount is considerably |ess than for
VDT/ OVS, however. Staff acknow edges uncertainty
about the actual use of the service. If the
servi ce addresses only advanced network calling
features, then it would be directed at a still
regul ated service. On the other hand, if it
focuses ultimtely on screenphones, which are a
type of custonmer prem ses equipnment, then it is
preenptively deregul ated by the FCC. G ven the
uncertainty surrounding this service and its
absence of Oregon revenues, Staff reconmends
rendering it revenue requirenent neutral for
purposes of this rate case.

Staff argues in favor of inputing revenues from
these five services in order to prevent cross
subsi dy of these conpetitive services by services
that are not subject to conpetition; i.e., basic
servi ce.

USWC contends that Staff is inconsistent inits
position on inmputation. On the one hand, USWC
argues, Staff wants to inpute Yell ow Pages
revenues to USWC. USWC views this inputation as a
cross subsidy of basic service by directory
revenues. On the other hand, USWC maintains that
Staff justifies its recommended inputation in
this issue by saying it wishes to prevent cross
subsi dy of enhanced services by basic service.
USWC al so argues that it is unfair to select out
a group of services subject to conpetition and

i npute their revenues w thout subjecting al
conpetitive services to the sane inputation

met hodol ogy.

USWC al so objects to Staff’s proposed i nputation
of revenues for the Part 64 services, in part
because Staff applies the inputation on the basis
of a fully distributed cost nethod instead of an
i ncrenmental cost nethod. USWC argues that it is
bound to price its services at increnental cost
and Staff’s inputation nethodology is therefore
unfair.?’

27 USWC al so maintains that in Dockets CP1, CP 14, and CP 15, USWC s
conpetitors argued that the conpany should be prevented from having
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We find the inputation of Yell ow Pages revenues a
different matter frominputation of revenues from
t hese services to make them revenue requirenent
neutral for purposes of the rate case. As we

di scussed in Issue 3a, Yellow Pages inputation

gi ves ratepayers a benefit for the use of assets
that belong to them In our view, Yellow Pages
inputation is a solution to the historical

effects of divestiture and PNB's spinning off the
directory publishing affiliate. That makes Yel |l ow
Pages i nputation unique. W do not consider
Yel | ow Pages inputation a subsidy.

The inputation at issue for the five Part 64
Still Regul ated services is designed to prevent
subsidies flowi ng frombasic service to services
that are a) subject to conpetition and

b) underearning. Staff’s recomrended i nputation
is fair in two ways. It protects custoners from
paying rates that reflect costs of services that
are not paying for thenselves, and it shields
USWC from eventual clainms by ratepayers to
profits or devel opnment costs for these services.

USWC objects to Staff’s inputation nethodol ogy,
whi ch applies the inputation on the basis of a
fully distributed cost nethod. We find Staff’s
nmet hod reasonable for the foll ow ng reasons.
First, there is no Oregon total service |long run
i ncrenental cost or other neasure of increnental
cost for nonexistent services, such as Pl anning
for Enhanced Services, OVS, Protocol Conversion,

revenues granted in rate proceedi ngs that could be used to support
services subject to conpetition. USWC argues that the Comm ssion
rejected the conpetitors’ arguments and reiterated its obligation to
provide USWC with an opportunity to recover its capital and earn a fair
rate of return. Order No. 96-188 at 98. USWC appears to have taken an
argunment out of context. The passage in question refers to the
necessity of retaining a revenue requirenent for the |ocal exchange
carriers as long as rate regulation is still in effect. The passage
reads:

AT&T, MCl, and ELI argue that the concept of a revenue

requi rement has no validity in a conpetitive environnent.

Revenue requirement cal culation is necessary as |long as LECs are

subject to rate of return regulation. Although conpetition is

emerging in tel ecommunications, we continue to have a

constitutional obligation to regulate LECs in a manner that

provi des thema fair opportunity to recover their costs and earn

a reasonable return. Duquesne Light Co. v. Barasch, 488 US 299,

310, 109 S Ct 609, 102 L Ed2d 646 (1989).
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or CDAR. Second, the FCC accounting rules and our
own accounting rules provide that the fully

di stributed cost nethod should be used in
accounting for these services. 47 CFR Part 64;
OAR 860- 027-0052; 860-035-0050. Finally, we note
that Staff and USWC have stipulated to the
financi al inpact of these services.

We conclude that Staff’s inputation
recomendation is reasonable in principle and
applies the correct nethodol ogy. W accept
Staff’s recomendati on on | ssue 4g(2).

Issue 5, UP 96 Sale of Exchanges. The Issue 5 discussion at pages 59-62
of Order 97-171 is readopted.

| SSUE 5: UP 96 SALE OF EXCHANGES

Conmpl etely Settled |ssues:

| ssue 5b, Stipulation

(Adj ustment 25). In docket UP 96,
USWC agreed to use part of the gain
on the sale as a rate base reduction.
Staff and USWC agree on the
intrastate effects, but the total
Oregon anount depends on the final
factors in Issue 10, Final Test Year
Separation Factors. This has no

ef fect on revenue requirenent. See
Appendi x B, First Stipulation at

Par agr aph 10.

| ssue 5c, Effect on Property Taxes
(Adjustnent 26). Staff and USWC agree
to include the property tax savi ngs
resulting fromthe sal e of exchanges
to PTI. See Appendi x B, First
Stipulation at Paragraph 11.

Di sputed |ssue:

| ssue 5a, Sal e of Exchanges

(Adj ustment 24). Staff and USWC

di sagree on plant specific, plant
nonspeci fic, custoner operation and
corporate operation expenses.
Revenues, property taxes, rate base,
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and ot her expenses were stipul at ed.
See Appendi x B, First Stipulation at
Par agr aph 9.

In Cctober 1995, USWC sold 23 exchanges totaling
about 16,000 lines to Pacific Telecom Inc.
(PTlI). The Conmi ssion approved the sale in Docket
UP 96, Order No. 95-526. To nornumlize the test
year to reflect the financial effects of this
sale, Staff proposes a controll able expense
reduction of $3.030 million. This adjustnent

i ncl udes | abor expense reductions of $1.991
mllion and associ ated nonl abor expense
reductions of $1.039 million.?8

Staff’s approach to normalizing the test year
took three factors into account. First, in

anal yzing the financial inpact of the sale, USWC
estimated that the UP 96 controll abl e expense
reducti on woul d be about $3.0 mllion. Second,
Staff used informati on USWC provi ded during the
UP 96 docket to project controllable expense
savings fromthe PTlI sale at $2.998 mllion
Finally, Staff considered that USWC s Oregon

di rect enployee count in 1995 dropped by over

ei ght tinmes the nunber of enployees that Staff
estimted were saved due to the UP 96 sale.
Staff’s approach is set out bel ow

USWC s estimate of controllabl e expense
reduction. In developing its 1996 headquarters
all ocation factors, USWC conputed savings due to
the PTI sale. USWC estimated that UP 96 woul d
effect a $2.5 mllion reduction in plant

speci fic, plant nonspecific, and custoner
operations for ten nonths of 1995. USWC s

esti mate was based on average per |ine costs.
Annual i zed, this estimte cones to $3.0 mllion.

Esti mate of savings devel oped during UP 96. Staff
conpared USWC s savings estimate of $3.0 million
with Staff’s estimate of expense reductions in

other financial effects of the sale have been settled between
Staff and USWC. The parties disagree on the amobunts of adjustments for
| abor and associ ated nonl abor control |l abl e expense conponents in

Colum 24, Lines 9 (Plant Specific), 11 (Plant Nonspecific),

14 (Custoner Operations), and 16 (Corporate Operations) of Appendix A,
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the UP 96 case and found then nearly equal.
Staff’s estimate of $2.998 nillion was based on a
USWC fi nanci al nodel and infornmation provided by
USWC. In UP 96, USWC witness Carl Inouye
testified that Staff’s estimate of savings was a
reasonabl e estimate of the effect of the sale a
year or so after the sale. Staff argues that its
current estimate of UP 96 savings is thus
consistent wwth the figures USWC presented to
Staff during UP 96 and used in part to justify
the sale as being in the public interest.

Enpl oyee reductions. Staff’s $2.0 million | abor
reduction component of the UP 96 savings is

equi val ent to a reduction of 1.9 managers and
37.6 craft enpl oyees. These nunbers, Staff notes,
are conparable to the information provided to
Staff in UP 96. As part of its analysis, Staff
considered the overall loss of direct Oregon USWC
enpl oyees between Decenber 1994 and Decenber 1995
to hel p eval uate whether the estinmated | oss of

UP 96 enpl oyees was reasonable. Staff determ ned
that the actual direct enployee |loss in 1995 was
over eight tinmes the 40 enpl oyees attributed to
the UP 96 sale, and concluded that the

40 enpl oyee figure was reasonabl e or even
conservati ve.

USWC identifies its controll abl e expense savi ngs
fromthe sale of the 23 exchanges as being

$157, 207 (power costs of $107,057 and mai nt enance
costs of $50,000). USWC argues that its ongoing
expense | evel has not declined. It argues that
any further adjustnent, if allowed, ?® should be
limted to recognizing elimnation of four

enpl oyees, a reduction of $.226 million in |abor
expense.

The testinony of M. Inouye indicates that the

| abor expenses associated with the four enpl oyees
were the actual expense reductions associ ated
with the PTI transfer.3® But USWC witness M chae
Sol so, to whose testinony M. |nouye refers,
testified on redirect that his purpose in the

2 This characterization of USWC' s position is based on M. Inouye’s
written testinmony on UP 96 in this docket, which does not acknow edge
t he existence of the power and nai ntenance cost savings.

30 See us Exhibit 55, Inouye 111.
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rate case was to "identify the technicians that
were associated wth the sale of the exchanges.”
Tr 39. He identified six technicians, two of whom
wer e redepl oyed.

Staff argues that not only did M. Solso fail to
menti on the acknow edged power and mai nt enance
cost savings, or other savings such as plant and
mai nt enance record savings, clerical and support
staff savings, customer conplaint savings,
billing and coll ection savings, and fractional

t echni cal enpl oyee savings, he did not even
address all the technicians who served the sold
exchanges. Staff points out that the six
technicians identified by M. Solso were |ocated
at staffed wire centers in Burns, John Day, and
Heppner. O the remaining 20 wire centers in the
exchange, 15 were served by ot her enpl oyees.
Those 15 exchanges were responsi ble for nore than
half the lines sold to PTI. Additionally, Staff
notes that technicians from Herm ston, Baker
City, or Pendl eton sonetinmes backfilled even the
directly served exchanges because of illness or
vacat i on.

Staff also notes that USWC did not update its
1993 power cost information to 1995 for the

23 sol d exchanges, and did not include any power
costs for the Durkee or Merrill exchanges or
power for outside renote facilities.

In his prefiled testinmony, M. |nouye conpared
USWC "equi val ent enpl oyee” counts in

Sept enber 1995 (3,865) and Decenber 1995 (3, 891)
and suggested that these figures indicate that
Staff’s direct enployee reduction analysis is
unreliable. The 3,891 figure, Staff objects, does
not include changes in the Oregon all ocated
headquarters and centralized enpl oyee

cal cul ations due to the PTlI sale. The revised
factors incorporating the sale were not conputed
until January 1996. Staff points out that the
March 1996 headcount is the first quarterly

equi val ent enpl oyee nunber avail able after the
PTI sale that includes the inpact of the sale.
That nunber is 3,863, or 38 fewer enployees than
t he Decenber 1995 figure and 196 fewer enpl oyees
than the March 1996 figure. Staff argues that a
proper conparison of equival ent enpl oyee numnbers
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supports Staff’s estimate of UP 96 controllable
enpl oyee cost savings.

Finally, USWC contends that Staff’'s UP 96
adjustnent errs in using the USWC fi nanci al

anal yses that were based on "steady state
operations." Staff acknow edges that other
aspects of USWC s operations nay change, but
asserts that its proposed adjustnent fairly
captures USWC s savings on a going forward basis.
Staff argues that USWC s Oregon equi val ent

enpl oyee counts are falling. Staff also notes
that USWC s enpl oyee efficiency per access |ine
is inproving (down to 31.2 enpl oyees per 10, 000
access lines in third quarter 1996, conpared with
32.7 in third quarter 1995). Hence, Staff
contends, steady state assunptions for purposes
of a UP 96 adjustnent are fair and reasonable to
USWC.

Di sposition. Staff presents its proposed

adj ustnent as a nornalizing adjustnment to renove
fromthe test year expenses that, due to the sale
of 23 exchanges, USWC no | onger incurs. W find
such an adj ustment reasonabl e, and USWC does not
oppose such an adjustnent in theory, it appears.
The conflict is about how to neasure the effects
of the UP 96 sale. USWC objects to Staff’s

nmet hodol ogy on the ground that USWC s expenses
for network technicians, anong ot her categories
of expense, continue to grow.

We find that USWC s objection m sses the point of
Staff’s adjustnment. The growth in network
techni ci an expense, as an exanple, is necessarily
unrelated to the UP 96 sal e of exchanges. That

i's, exchanges that USWC no | onger owns cannot
possi bly account for increased network technician
expenses. USWC s objection that its overal
expenses are increasing in various categories
does nothing to address the question of howto
adj ust the test year to account for expenses it
wi Il not occur, due to the sale of exchanges to
PTI .

We conclude that Staff’s nethodol ogy for

cal cul ating controll abl e | abor and nonl abor
expense reductions due to the sale of exchanges
is proper. Staff used USWC' s own financia
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anal yses to conpute the costs savings. USWC s
argunents in this docket attenpt to mnimze the
costs, but we find them unpersuasive. Staff’s
proposed adj ustnment of reductions of controllable
| abor expenses of $1.991 million and nonl abor
expenses of $1.039 million are adopted.
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I ssue 6, Operating Revenues. The discussion at pages 62-68 of Order
No. 97-171 is readopted.

| SSUE 6: OPERATI NG REVENUES

Conpl etely Settl ed Issues:

| ssues 6a-b, EAS Conversion

(Adj ustment 27 [and Adj ustnent 28]).
Staff and USWC agree to include the
annual effects of 13 new extended
area service (EAS) routes, effective
Cctober 7, 1995, and 18 routes that
w Il be converted on Cctober 5, 1996.
See First Stipulation, Paragraphs 12-
13.

| ssue 6d, Swi tched Access Filing
(Adjustnment 30). Staff and USWC agree
to (a) restate the test year to

i nclude the final revenue requirenent
fromthe annual access filing that
was effective February 21, 1996, and
(b) add the effects of the 1996
Oregon Custoner Access Fund filing on
USWC s access expense. See First

Sti pul ation, Paragraph 14.

D sputed |ssue:

| ssue 6¢, Tariff, Price, and Contract
Changes Made after January 1, 1995
(Adjustnent 29). Staff adjusted the
test year to include the effects of
the many tariff and price |ist
filings USWC nade after the conpany
filed its testinony in Decenber 1995.
USWC di sagrees about the need for
normal i zing and pro forma

adj ust ments. See di scussi on under

| ssue la(1l) above. In addition, Staff
annual i zed the effects of tariffs

t hat USWC changed during January

t hrough Sept enber 1995. USWC

di sagrees with nost of the filings
Staff included in this adjustnent.
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| ssue 6¢ deals with revenue and cost changes
resulting from26 USWC tariff, price, and
contract change filings.3! Staff proposes a net
increase to |ocal revenues of $7.92 million and a
$.029 nillion net decrease to | ong distance
revenues.

The filings introduce new and revi sed services,

| ocal service contracts, rate increases, and

| ocal service pronotions. Staff argues that its
adj ust nent recogni zes the reasonably anti ci pat ed
changes to revenues, expenses, and capital costs
arising fromthe filings. Staff argues that the

i npact of the filings on USWC s operations during
the tine rates will be in effect is reasonably
certain and that Staff’s adjustnent accurately
reflects that inpact.

Settled Filings: Filings 7, 8, 10 (in part), 14,
22, and 24 are conpletely settl ed.

Partially Settled Filings: Filing 2: issue
of use of 1995 actual data has been renobved.

Filing 18: issue of double counting of revenues
has been renoved.

Filings 12 and 25: issue of mgration effects has
been renoved.

Filing 19: issue regarding elimnation of two
pronotions has been resol ved.

Areas of General Disagreenent: The Test Year

| ssue. USWC objects to nost of Staff’s

adj ustnents. USWC' s first class of objection has
to do with test year construction. USWC does not
object to post test year adjustnents in general,
but notes that volunme changes are usually not
adopt ed because they distort the relationship
anong expenses, revenues, and investnents.
Several adjustnents are annualizations of in year
vol une changes (sal es pronotions and new service
i ntroductions). USWC argues that Staff’s revenue
adj ustnents for filings 1, 2, 3, 5, 6, 9, 10, 11,
12, 13, 15, 17, 18, 19, 20, and 21 are flawed

31 The tariff filings, their effective dates, the annual revenues (from
USWC s wor k papers), annual expenses (also from USWC wor k papers),
nunber of days to add to annualize the test year, and annualized
adjustment after Staff’s final revisions are attached as Appendi x D and
i ncorporated herein by reference.
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because there is no accounting for the rel ated
expenses and capital costs.

Staff responds that it twice revised its
testinmony in express recognition of the original
testinony’s om ssion of some volune rel at ed
filing expenses and capital costs. Its revisions
wer e based on additional information and
corrections offered by USWC. Staff argues that
its anended testinony corrects for the

i nt erdependency problemrai sed by USWC. Staff

mai ntains that its final position properly
recogni zes the rel ati onshi p anong revenues,
operating expenses, and capital costs associ ated
with the filings.

Di sposition. In our discussion at Issue la(l), we
approved Staff’s post test year adjustnents as
reasonable. W do so again here. Staff’s

adj ustnments serve to nmake the test year
representative of the tinme when rates fromthis
docket will be in effect. Staff has nade
considerable effort to revise its adjustnents to
reflect volune related filing expenses and
capital costs. The record shows that after
conferring with the conpany, Staff w tness M.
Ball twi ce revised his adjustnments in the
conpany’s favor. W conclude that Staff’s
adjustnments to the filings do not distort the
test year as USWC al | eges.

Forecasted v. Actual Data. USWC s second
objection has to do with the fact that Staff
relied on forecasted infornmation when act ual
results were avail able, although Staff admtted
that actual results were avail able. USWC notes
that the test year already contains actua

revenue for the period the price change was in
effect. Therefore, USWC argues, Staff’'s test year
has a conbi nati on of actual and forecasted
revenue. USWC contends that the Comm ssion should
not rely on a forecast when actual information is
avai | abl e.

Staff responds that it properly chose to use
conpany supplied increnental costs (LRIC, or |ong
run increnmental costs) as a surrogate for
operating expenses and capital costs for each
filing. Staff al so used USWC i nformati on,
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provided with the filings, for its estinmate of
revenues. Staff points out that USWC s actual
data was unverified and presented late in the
rate case. Therefore, Staff used the increnental
costs.

Di sposition. USWC relies on a court case and a
nunber of cases from other comm ssions for the
proposition that the Conm ssion should not use a
forecast when actual information is avail able. 32
These cases do not resolve our issue. The issue
here is not whether actual data are preferable to
forecasted data. That nmay well|l be the case, as a
general rule. The issue is rather what it neans
to say data are available. |If USWC produces data
for Staff’s consideration so late in the day that
Staff has inadequate opportunity to verify and
possi bly normalize the data, they are not

avai lable for all practical purposes. Here, we
find that USWC produced its actual data too late
for verification. The actual data on these issues
were, therefore, not available to Staff.

We find the use of LRIC as a surrogate for
operati ng expenses and capital costs reasonable.
Staff acted correctly in using the best
information available to it. Mreover, Staff’s
wi tness M. Ball used conpany provided actual

hi storical data along with conmpany provided
estimates as the basis for his adjustnent.

Areas of Specific Disagreenent: Costs for

Filings 2 and 3. USWC contends that Staff did not
i nclude costs for filings 2 and 3. Staff replies
that USWC failed to include any costs in the work
papers it submitted in support of those filings.
Staff contends that its approach is therefore
consistent with USWC' s filings.

Di sposition. W conclude that USWC did not supply
cost data with its work papers. Therefore, USWC
may not now conplain that Staff did not include
costs for those filings. The conpany has not net

32 State Public Service Conmission v. M ssissippi Power Company,

429 So2d 883 (M ss.), cert. denied, 464 U S. 819 (1983); In re Mssouri
Public Service, 152 PUR 4'" 333 (1994); In re Janmi ca Water Supply Co.,
104 PUR 4'" 273 (1989); and In re Boston Edison Co., 53 PUR 4!" 349
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its burden of producing cost data to show t hat
its costs are reasonabl e.

Overlap with Issue 8j. Additionally, USWC asserts
that this adjustnent overlaps wth Staff w tness
Ed Morrison’s |Issue 8) adjustnent for average
growh in access lines. USWC charges that Staff

Wi tnesses were aware of the possibility of
overlap and distortion, but failed to coordinate
regardi ng I ssues 6¢c and 8j. The conpany argues
that this lack of coordination results in an

unr easonabl e overall final result for Staff’s
case. See discussion at |Issue la(l) above.

Staff responds that M. Ball’s predecessor as
witness on this issue, Jon WIlf, was part of a
group that included M. Mrrison and which net to
di scuss the various Staff adjustnments under
consideration at the earliest stages of the case.

According to Staff, after M. WIf left the

Conmi ssion, M. Ball took over his duties on this
case. M. Ball considered USWC s cl ai m of overl ap
with M. Mrrison’s adjustnment and was satisfied
that there was no overlap. M. Mrrison’s

adj ust nent was based strictly on access line
growh. M. Ball’'s adjustnment restates 1995
booked revenues, operating expenses, and capital
costs to appropriate test year |evels and then
identifies 1996 annual revenues, operating
expense, and capital costs associated with the

26 tariff filings on a prospective basis. Staff

al so points out that USWC does not explain how

t hese adjustnments overl ap.

Di sposition. As Staff has expl ai ned,

M. Mrrison’s and M. Ball’s adjustnments address
very different issues. USW has not expl ai ned how
t hese issues overlap. W are persuaded that they
do not overl ap.

Addi tional Argunent; Disposition. Finally, we
note that USWC summarily argues that Staff’s

adj ust nent annual i zes sonme in year events, such
as pronotions and new service offerings, while

i gnoring others. USWC concl udes that the

adj ustment i s unbal anced and shoul d be rejected.
This argunment is not devel oped and we cannot
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determne its reference. The argunent is
rej ect ed.

Filings with No Settled Issues: Filings 1, 3, 4,
5 6, 9, 10 (in part), 11, 13, 15, 16, 17, 20,
21, 23, and 26 are conpletely unsettl ed.

Pronmotional Filings. Filings 1, 5, 6, 11, 12, 15,
17, 19, 20, and 21 concern pronotional filings.
USWC argues that pronotions are short |ived and
that their effects should therefore not be
recognized in this rate case. USWC argues that
Staff adjusts the test year as if the demand were
present throughout the year, whereas, according
to USWC, Staff admits that pronotions do not
cause a pernmanent change in demand units.

Pronoti ons, USWC contends, have service |ives of
12 to 25.4 nonths. USWC points out that Staff

Wi tness Lance Ball testified that pronotional
activity would be relatively short |ived.

Mor eover, USWC argues that Staff has previously
taken the position that pronotions have a
specific tine frame. USWC refers to a Staff neno
dated April 23, 1992 to support its position that
changes due to pronotions are tenporary and
shoul d not be annuali zed. *?

According to Staff, its review shows that the
pronotions at issue represent an express company
action calculated to permanently change custoner
demand for service. Confidential Staff Exhibits
91 and 92 show that USWC expects certain
pronotion units to remain in service for 12 to
25.4 nmonths. Certain pronotions are designed to
have a |longer termeffect, as M. Ball testified:

In some revenue studies filed by U S WEST
to support its tariff filings, the conpany
forecasts revenues several years out. By
doi ng so, the conpany is apparently trying
to justify pronotions that are heavily

di scounted in the near term (with the
consequence of |ess near term revenues)

wi th higher revenue streans in the |onger
term Supplenmental Staff/32, Ball 3-4.

3 According to the meno, Appendix B to USWC's reply brief, “Pronotions
should be |linmted to 120 days per year for each service.”
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Di sposition. USWC is correct that Appendix B to
its brief sets a tine frame of 120 days for
pronotions. Thus it is accurate to say that
pronotions are short |ived. However, USWC
conflates the duration of pronotions thensel ves
with the inpact of pronotions. The record shows
that the desired inpact of pronotions, which USWC
projects in its pronotional tariff filings, is to
i ncrease demand for the pronoted service for a

| onger period than the period of pronotion. USWC
projects the effects of pronotions nentioned in
the record fromone to several years. W concl ude
that Staff is correct in assumng a long term
effect for pronotions and that Staff’s adjustnent
captures the reasonable financial effects of the
pronotions during the period rates will be in
effect.

Filings 25, 26. USWC asserts that Staff failed to
i ncl ude the economc effects of mgration between
services that the filings cause. That is, if a
filing results in a custonmer using a new service
rat her than an existing service, the effects of
the filing for the new service may be over st at ed.

Staff responds that USWC failed to include any
effects for alleged mgration in the work papers
it filed in support of filing 26. Wiere USWC wor k
papers identified cross elastic or mgration
effects for other services, Staff asserts that it
did incorporate all such effects as estinated by
t he conpany. Staff points out that USWC w t ness

| nouye testified that Staff incorporated
mgration effects for filings 12 and 25.

Di sposition. W are persuaded by Staff’s
argunents on the mgration effects of the
filings. Where USWC failed to provide information
on projected effects of mgration, Staff properly
worked with the information available to it.

Staff could not account for an effect USWC did
not identify. Where USWC provided i nformati on on
m gration or cross elastic effects, Staff

i ncorporated them W conclude that Staff’s
treatment of mgration or cross elastic effects
for the filings was correct.

Filing 16: Franme Rel ay Special Contract |ssues.
Frame Relay is a five year special contract that
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took effect in 1996. This filing accounts for

nost of the dollar differences between Staff and
USWC. Staff alleges that the difference is due to
several m stakes USWC made in cal culating the
costs, revenues, and rate base associated with
this filing.

Staff argues that USWC has front | oaded all of
the five year contract costs during the test

year, so that the conpany shows a net revenue

| oss of $7,233,482 for this contract during the
test year.®* Staff argues that it is inproper to
account for all costs in the beginning of a
contract, as USWC has done with filing 16. The
conpany shows enpl oyee rel ated costs of

$6.5 nmillion for the first year of the contract, ®°
but at the April 2, 1996, Public Meeting, USWC

i nformed the Commi ssion that it was dedicating
only 16 fulltime network technicians to the Frane
Rel ay project.3® Staff argues that USWC coul d not
be expending $6.56 nmillion for 16 enpl oyees the
first year of the contract and concl udes that the
contract expenses nust have been inproperly front
| oaded.

Staff al so asserts that USWC i ncorrectly used a
hi gher budgeted esti mate of expense as a basis
for its adjustnment in USWC Exhibit 72. That

exhi bit shows an expense of $7,625, 782 (the sum
of colums 7 and 8 on line 16). Staff Exhibit 96
shows that figure to be the total sumrequested
for 1996 for the Frane Relay project. USWC argues
that al though the figure appears in the colum
headed "requested,” and the figure in the col umm

headed "funded” is much |Iower, the $7.6 mllion
represents actual expenditures. That figure

i ncludes the $6.56 million enployee rel ated
costs.

Finally, Staff contends that USWC m scal cul at ed
the amount for “average total plant in service’
(ATPI'S) on USWC Exhi bit 72. The nethodol ogy to
calculate ATPIS is to calculate a nonthly average
for the TPIS and then average the nonths to

3 This figure is fromUSWC Exhibit 72, line 16, col. 10.

% See Confidential Staff Exhibit 96 at 8, lines 13-14.

% We take official notice of the mnutes of the April 2, 1996, Public
Meeti ng, pursuant to OAR 860- 014- 0050.
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determ ne the annual average. Staff argues that a
conparison wth confidential Staff Exhibit 96
reveal s that this anmount has not been averaged,
but rather represents the entire funded anount.
Staff contends that the average anount shoul d be
about one half the anmbunt USWC uses. The effect,
according to Staff, is to overstate the average
rate base adjustnent by alnost $4 mllion.

Staff argues that M. Ball’'s approach avoids the
errors that USWC commts. M. Ball shows a slight
positive net adjustnment to revenues of $159, 084
for filing 16. Staff’s conclusion, it argues, is
consistent with the position it took at the

April 2, 1996, public neeting and is consi stent
with the coments by the conpany’s representative
at that same neeting. Rather than front | oading
expenses, as USWC did, Staff contends that it
normal i zed total revenues, expenses, and capital
costs over the five year life of the contract.
Therefore, Staff believes its estinmates represent
t he average revenue, average cost, and average
margin over the Iife of the agreenent.

Di sposition. We find that for filing 16, USWC has
not shown that its costs are reasonabl e and has
not reconciled its statenent at the April 2,
1996, public neeting about the nunber of

enpl oyees involved in the Frame Relay contract
with the $6.56 mllion figure on confidenti al
Staff Exhibit 96. On the record before us we
cannot find that the $6.5 mllion are reasonable
costs. We also find its calculation of ATPIS
flawed, as Staff has argued. We concl ude t hat
USWC has front | oaded its contract expenses into
the first year of the contract. As Staff argues,
it would be inappropriate to include nore than
annual i zed expenses for the contract in the test
year. Staff’s adjustnent, on the other hand, is
reasonabl e and shoul d be accept ed.

Conclusion. Staff’s adjustnents to the 26 filings
involved in Issue 6¢c are reasonable and are
adopt ed.

I ssue 7, Employee Benefits The discussion at pages 68-72 of Order
No. 97-171 is readopted.
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| SSUE 7: EMPLOYEE BENEFI TS

Conpl etely Settl ed Issues:

| ssue 7b, AT&T Unfunded
Postretirenment Benefits Cost Sharing
(Adj ustnment 33). Staff and USWC agree
to restate expenses to include annual
rei nmbursenments from AT&T, which were
recorded in Decenber 1995. See
Appendi x B, First Stipulation,

Par agr aph 15.

| ssue 7c, Disability Pension Paynent
Trueup (Adjustnent 34). Staff agrees
with USWC s proposal to renove a
dupl i cate accrual. See Appendi x B
First Stipul ation, Paragraph 16.

| ssue 7d, Pension Accounting

(Adj ustment 35). Staff and USWC agree
to | eave the negative pension costs

i n operating expense, |eave the

rel ated accunul ated deferred taxes in
the rate base, and add the pension
asset to the rate base. See Appendi x
C, Second Stipul ation, Paragraph 4.

| ssue 7e, End of Conpensat ed Absences
Accrual (Adjustnent 36). Staff and
USWC agree to normalize expenses to
reflect an accrual that will end in
Decenber 1997. See Appendi x C, Second
Stipul ation, Paragraph 5.
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Di sputed | ssues:

| ssue 7a(1l), Statenent of Fi nanci al
Accounting Standards (SFAS) 106
Postretirenment Benefits

(Adj ustnment 32). Staff opposes USWC s
proposal to add a nonrecurring
Decenber 1995 accrual for a

curtail ment | oss associated with
restructuring and reconmends
continued anortization. The final
anount depends on whose adj ust nment
t he Conm ssion adopts. See |ssue
la(1l), Test Year. See al so Appendi X
C, Second Stipul ation, Paragraph 4.

| ssue 7a(2), Statenent of Fi nanci al
Accounting Standards (SFAS) 106
Postretirenment Benefits

(Adj ustnment 32a). Staff and USWC
agree that the rate base should
refl ect unfunded postretirenent
benefits but disagree about the
amount. The final anount depends on

whose adj ust nent the Comm ssion
adopts. See Issue la(l), Test Year.

| ssue 7a(1l): SFAS 106 Postretirenent Benefits
USWC and Staff have agreed on the anmpbunts for

t hi s adj ustnent but not on how the anpunts shoul d
be treated for ratemaking purposes.

In the past, USWC, |ike nost conpanies,

recogni zed the costs of providing postretirenent
benefits when they actually made the paynents.
This pay as you go approach was considered to
nmeet generally accepted accounting principles
when health care costs were not considered
material. As health care costs increased, the

Fi nanci al Accounting Standards Board (FASB)
reconsi dered how to account for postretirenent
benefits, benefits other than pensions (PBOPs),
and ot her postenpl oynent benefits. FASB concl uded
t hat conpani es should begin to accrue retiree
post enpl oynent benefits just as they accrue

pensi ons. In Decenber 1990, FASB issued SFAS 106,
“Enpl oyers’ Accounting for Postretirenent
Benefits other than Pensions.”
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SFAS 106 required USWC to recogni ze the

accumul ated obligation for PBOPs not recorded
during prior periods. SFAS 106 permtted this
obligation, called the Transition Benefit
obligation (TBO, to be anortized over 20 years
or less. For regulatory nonitoring reports, USWC
has been anortizing the TBO over 17.3 years (from
January 1, 1992 through March 31, 2009). For
financial reporting, USW nade a one tine
witeoff of part of the TBO in 1992. USWC s 1995
results of operations include PBOPs expenses,
both current period and the TBO anorti zati on.

USWC s reengi neering program caused the

term nation of around 9,000 enpl oyees who had
been included in calculating the TBO s 17.3 year
anortization. SFAS 106 requires USWC to recogni ze
the remai ni ng TBO of these enpl oyees as a one
time curtailment loss. That is, USWC is to
expense the curtailnment | oss when it becones
known. I n Decenber 1995, USWC recorded the
curtailnment |oss for regulatory accounting

pur poses, in conpliance with SFAS 106. As a
result of expensing the curtailnent |oss due to
reengi neering programtermnations, the remaining
amount of the TBO to be anortized is reduced.
Staff estimates that the 1995 curtail nment |oss
will reduce the recurring TBO anorti zation by
$.586 mllion per year.

Staff considered three options for the ratemaking
treatnment of the curtail nent expense:

1. Treat the curtailnment |oss as a
recurring expense (USWC s proposal);

2. Anportize the curtail nent | oss over the

remaining life of the TBO (Staff’s
proposal ); or

3. Renmove all the effects of the
curtailment loss fromthe test year

Option 1Jreat the curtailnment loss as a
recurring expense. USWC argues that the
curtail ment expense is one of several expenses
that will recur during the period Staff expects
rates to be in effect, but not over the entire
period. Others such expenses are conpensated
absences (Issue 7e), PUC fee (lssue 8n), and the
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Western Electric side record (Issue 1c(2)(a)).
For those costs, USWC argues that Staff suns the
expenses that will occur and spreads them over
the entire period when rates will be in effect.

For the current issue, USWC all eges that Staff
proposes to disallow the entire anount. USWC
asserts that it is unreasonable to assune, as
Staff does, that reengineering and curtail nent
expenses were never incurred. USWC al so asserts
that it is arbitrary to treat the curtail nent
expense differently fromthe ot her expenses
listed above. USWC recommends that the

curtail ment expenses be spread over the period of
rates, just as Staff has done with the above
costs.

USWC argues that it will record curtail nent
expenses in 1996 and 1997. The conpany is on
record wwth the Securities and Exchange

Conmi ssion (SEC) that the reengi neering program
to which curtail ment expenses are related, wll
continue through 1997. USWC i nforned the SEC t hat
a $210 mllion total curtail nent expense will be
recogni zed. The FCC required USWC to record the
$210 million as a below the |ine expense in
account 7360 and to bring that anount above the
Iine as enpl oyees | eave the conpany before the
end of 1997. As of the end of 1995,

$140.4 million of the $210 nmillion had been
recogni zed. The renai ning anount wll be

recogni zed in 1996 and 1997. Applying Staff’s
met hod to this renmaining anount, USWC believes
that the test year adjustnent should be an
increase in expense of $1.7 mllion.

USWC argues that the TBO nmust al so be restated in
Staff’s adjustnent. According to USWC, if Staff
restates the test year as if reengineering never
happened, then the 1994 curtail nent expense al so
never happened. Reengineering is a nulti year
programthat began before the 1995 test year. In
turning back the clock to the tine before this
program the 1994 TBO anortizati on should be
reflected in the test year. The 1994 TBO is

$.4 mllion higher than the 1995 TBO. This
amount, USWC cont ends, shoul d be added to the
test year if the Conm ssion adopts Staff’s
reconmendat i on.
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USWC proposes that for the purpose of determ ning
a refund and assum ng the Comm ssion uses 1995
financial data, the full amount of 1995

curtail ment expenses, about $5.6 million, should
be added to the test year. O herw se, USWC woul d
be required to refund earnings it did not

achi eve. For the purpose of setting going forward
rates, the spreading over the period for rates
shoul d be adjusted accordingly. In the
alternative, USWC proposes to use 1996 and 1997
actual levels for the test year expense.

Staff points out that USWC has not adjusted the
test year payroll costs for the curtailed

enpl oyees. |If USWC does plan to cut an additional
9, 000 enpl oyees during 1996-1998, the test year
shoul d be adjusted to reduce the anortization of
the TBO and to reduce payroll costs.

Staff argues that curtailnment |osses of this
magni t ude--i nvol ving 9, 000 enpl oyees--are
unlikely to recur each year during 1996, 1997,
and 1998, when rates fromthis docket will be in
effect. Probably reengineering wll take place

t hrough nost of 1996 and into 1997 (see Issue 9a
bel ow). The curtailnment cost will not recur in
all the nonths when rates fromthis docket wll
be in effect. Therefore, Staff argues, it would
be i nappropriate to include the curtail nment |oss
in the test year

Option 2-Anortize the curtailnment loss. Staff’s
recommendation is to anortize the curtail ment

| oss over the remaining 13.3 years of the TBO for
rat emaki ng purposes. This has no revenue

requi rement effect. Rates fromthis docket woul d
be set to allow USWC to recover the curtail nment

| oss through continued anortization.

Staff points out that if USWC experiences
additional curtailnment |osses of any size in the
future, this option would | eave the TBO
anortization expense unaffected and woul d
normal i ze expenses. Staff argues that this
treatnment of the curtailnment [ oss is consistent
with its treatnment of the conpensated absences,
Western Electric Side Record, and PUC fee issues.
That is, Staff spread those expenses over the

106



ORDER NO. 00-191

period rates fromthis docket will likely be in
effect. Here, Staff spreads the |oss over the
remaining life of the TBO

Option 3—Renpve the curtail nent |oss. Under
Option 3, the curtailment | oss would be treated
as a one tinme nonrecurring expense to be renoved
fromthe test year. The 1995 curtail ment | oss
W Il reduce the TBO recurring anortization
expense for total regulated O egon operations
subj ect to separations by $.6 nmillion beginning
in 1996. Option 3 would reflect this recurring
expense | evel and reduce total Oregon operation
expenses in the test year by $.6 mllion.

Di sposition. USWC proposes to include the
curtail ment expense related to term nation of
approxi mately 9,000 enployees in the test year.
Staff proposes to anortize the curtail nent
expense. We find USWC s proposal unfair to
ratepayers and Option 3 unfair to USWC. W el ect
Staff’s option of anortizing the renaining
expense. This option recogni zes the expense and
allows USWC to recover it w thout revenue

requi renent consequences.

| ssue 7a(2): Unfunded SFAS 106 Postretirenent
Benefits

In this adjustnment, Staff proposes to reduce rate
base for unfunded postretirenent benefits. Staff
notes that the Comm ssion has determined to treat
accunul at ed unfunded bal ances in postretirenent
benefits obligation accounts as rate base
credits. See Order No. 91-186 (UE 79) and O der

No. 91-1786 (UT 101).

USWC proposed a rate base adjustnent for

SFAS 106-to use the average 1995 unfunded

bal ance. Staff adjusted USWC' s rate base to
reflect an average |evel during the period to be
covered by the newrates fromthis docket. Staff
cal cul ated the average bal ance during the period
rates are likely to be in effect. Wth expense
and funding | evels staying constant indefinitely,
t he unfunded total regul ated Oregon operations
subj ect to separations rate base reduction wll
continue to grow by $418, 600 per year

i ndefinitely.
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USWC responds that the issue is whether the

Commi ssi on shoul d reduce the rate base by a
forecast of the Septenber unfunded benefits. This
issue relates to test year construction. If the
Conmmi ssi on does not adopt Staff’s forecasted
adjustnents that restate the test year to

August 1997, it should also reject this

adj ust nent .

Di sposition. W have decided in principle to
accept Staff’s forecasted adjustnents that
restate the test year to August 1997. W find
this proposed adjustnent consistent with those
adj ustments and conclude that it should be
accept ed.

I ssue 8, Operating Expenses and Taxes. The discussion at pages 72-83
of Order No. 97-171 is readopted except as modified with respect to Issue 8f and
Issue 8n.

Issue 8f, ORS 291.349 Income Tax Refund: In the companion order to the
current order, Order No. 00-190, Staff modified adjustments at I1ssues 3 and 9 that
affected taxable income. The Issue 8f discussion at pages 72-73 of Order No. 97-171is
here readopted, but the amounts in Column 42 of Appendix A to Order No. 97-171 are
amended as shown in Appendix B to Order No. 00-190, Column 42.

Issue 8n, PUC FeeIncrease: The discussion at page 83 of Order No. 97-171
is readopted, but the amounts in Appendix A, Column 49a, are amended as shown in
Appendix B to Order No. 00-190, Column 50.

| SSUE 8: EXPENSES AND TAXES
Conpl etely Settled Issues:

| ssue 8b(1), 1996 Cccupati onal Wage
| ncreases (Adjustnent 38). Staff and
USWC agree to include 1996

occupati onal wage increases. See
Appendi x B, First Stipulation,

Par agr aph 17.

| ssue 8b(2), Other Payroll Changes
(Adj ustnment 38c). Staff and USWC
agree to include 1996 payroll tax
changes. See Appendi x C, Second
Stipul ation, Paragraph 7.

| ssues 8c-d, Changes in Accounting—
SFAS 109 and 112 (Adjustnents 39-40).
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Staff supports USWC s requests to
adopt SFAS 109 and SFAS 112. SFAS 109
requi red changes in accounting for

i ncome taxes by 1993. SFAS 112

requi red changes in accounting for

t he enpl oyer’s obligation to provide
post enpl oynent benefits for forner or
i nactive enpl oyees, their
beneficiaries, and their covered
dependents by 1994. See Appendi x B,
First Stipulation, Paragraphs 18-109.

| ssue 8e, Ballot Measure 5 Property
Tax Savings (Adjustnment 41). Staff
and USWC agree to restate property
tax expenses to reflect a full year
at the final year’s tax rates
(1995/96). If the Conm ssion orders a
refund based on the revenue

requi renent established in this
docket, Staff recommends that USWC s
Measure 5 savings refund for May and
June 1996 be used to reduce the
anount of the UT 125 refund. See
Appendi x B, First Stipulation,

Par agr aph 20.
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| ssue 8g, Docket UM 767 Oregon
Depreci ati on Represcription

(Adj ustment 43). Order No. 96-117
approved new depreciation rates
retroactive to January 1, 1995. Staff
and USWC agree to restate the test
year to include one year’s effect of
the revised depreciation rates on
expenses and average rate base. See
Appendi x B, First Stipulation,

Par agraph 21.

| ssues 8h-i, Aircraft and Adverti sing
(Adjustnents 44-45). Staff and USWC
agree that aircraft and adverti sing
expenses in the test year are
reasonabl e and shoul d not be

adj usted. See First Stipulation,

Par agr aphs 22-23.

| ssue 8m Purchase Rebates

(Adj ustment 49). Staff and USWC agree
to restate the test year to renove
the effects of prior period rebates.
See Appendi x B, First Stipul ation,
Par agr aph 24.

Significantly Undi sputed I|ssue:

| ssue 8f, Oregon Revised Statute
(ORS) 291.349 Inconme Tax Refund

(Adj ustnment 42). Staff and USWC agree
to normalize the test year to reflect
periodic state incone tax refunds
recei ved by USWC under ORS 291. 349.
The final anount depends on the

resol ution of disputed issues. See
Appendi x C, Second Sti pul ati on,

Par agr aph 8.

Di sputed | ssues:

| ssue 8a, Team Perfornmance Awards and
Oficers’ Incentives (Adjustnment 37).
In conpliance with Conm ssion policy,
Staff renoved bonuses based on
corporate cash flow and earni ngs.
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USWC di sagrees with Staff’s

adj ustnent. USWC contends that Staff
has the burden to prove its proposed
di sal l owance is justified and
reasonabl e. Staff believes that the
conpany has the burden to show that
its costs are reasonabl e.

| ssue 8b(2), Other Payroll Changes
(Adj ustnents 38a, 38e, and 38f).

Adj ustnent 38a. Staff added 1996
managenent sal ary increases and
1997 occupati onal wage and
managenment sal ary i ncreases.
USWC agrees with the nechanics
of Staff’s adjustnment but

di sagrees about the need for pro
forma adjustnents. The final
anount depends on whose

adj ust nent the Comm ssi on adopts
as well as the resol ution of

| ssue 4f, Headquarters

Al |l ocati ons.

Adj ust nents 38e-38f. Staff

nodi fied the wage and sal ary
bases to renove the nonrecurring
wages rel ated to reengi neering.
USWC agrees with the nechanics
of Staff’s adjustnents but

di sagrees about the need for the
adj ustnents. See |Issue 8a and

| ssue 9a, Reengi neering. The
final amounts depend on whose
adj ustnents the Conm ssion
adopts and the resol ution of

| ssue 4f, Headquarters

Al'l ocati ons.

| ssue 8], Average G owth in Access

Li nes (Adjustnent 46). Staff adjusted
the test year to recognize that | ocal
revenues per access |line have been
relatively constant and that access
lines are growing. Staff increased

| ocal revenues by 3 percent to reflect
t he average | evel during the period
when rates fromthis docket will be in
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ef fect. USWC di sagrees about the need
for pro forma adjustnents. If the
Commi ssion includes Staff’s adjustnent
in the test year, the final anount
depends on the resolution of |Issue 6c,
Tariff, Price, and Contract Changes
Made after January 1, 1995.

| ssue 8k, Marketing Accrual Reversa
(Adjustnment 47). In its
preannual i zati on adjustnents, USWC
identified a reversal entry that is
part of a series of accrual entries and
actual clains paid for carrier

acci dents and danmges.

| ssue 8l , Information Managenent
Systens (Adjustnent 48). Staff
normal i zed costs by including the
ongoi ng expense savings for two
recently inplenented information
managenent projects (SAVER and bill
reformatting). USWC di sagrees about the
need for normalizing adjustnents.

| ssue 8n, PUC Fee (Adjustnent 49a)."
Staff expects the PUC fee to increase
from.20 percent to .25 percent for
assessnents due on and after April 1,
1997. USWC di sagrees about the need for
pro forma adjustnents. USWC al so

di sagrees that the change is probable.

| ssue 8a: Incentive Plans (Bonuses)

USWC proposes to include in the test year

$4 mllion in bonuses that were paid to its
managenment and executive enpl oyees in 1995 under
three incentives prograns: (1) Team Perfornmance
Award Plan (TPA); (2) Executive Short Term

I ncentive Plan (STIP), and (3) Executive Long
Term I ncentive Plan (LTIP).

Bonuses pai d under these plans were based on the
achi evenent of certain financial, business, and
corporate goals. The 1995 TPA bonuses were paid

" Issue 8n is now Adjustment 50 of Appendix B to Order No. 00-190.
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for nmeeting or exceeding goals regarding

(1) Earnings before Interest, Taxes,

Depreci ation, and Anortization (EBITDA); (2) USWC
Net Income; and (3) Business Unit Results &
Strategi c Measures, and Custoner Service. The
1995 STI P bonuses were paid for neeting or
exceedi ng goal s regarding (1) Financial
Performance (new product devel opnent, net incone,
EBI DTA); (2) Reengi neering Benefits; and

(3) Customer Loyalty. The 1995 LTI P bonuses were
paid for meeting or exceeding goals regarding

(1) increase in the price of USW stock; and

(2) stock dividend grow h.

Staff takes the position that these bonuses
shoul d be excluded fromthe test year because the
financial, business, and corporate goals on which
t he bonuses were based primarily benefited USWC s
shar ehol ders. Therefore, Staff reasons, the

shar ehol ders shoul d pay for the bonuses.

Staff notes that in the past, the Commi ssion has
not allowed a utility’s revenue requirenment to
i ncl ude enpl oyee bonuses that were based on the
utility's financial results of operations. See,
e.g., Pacific Northwest Bell Tel ephone Conpany,
UT 43, Order No. 87-406 at 42, where we st ated:

Only expenditures necessary for furnishing
utility service should be reflected in
rates. Portland General Electric, UF 3218,

Order No. 76-601 at 13; Cascade Nat ur al
Gas, UF 3246, Order No. 77-125 at 10.

Staff contends that USWC s base sal aries for
managenent and executive enpl oyees are
reasonabl e, but maintains that USWC has not shown
that the goals on which the bonuses were based
were justified by benefits to ratepayers. For

i nstance, Staff notes that although quality of
service deteriorated in 1995, the total TPA did
not decli ne.

Staff concludes that the performance goal s under
USWC s managenent incentive plans were designed
to benefit sharehol ders but were not in the
ratepayers’ interests. Staff argues that it is

i nappropriate for USWC s Oregon ratepayers to pay
for bonuses for the utility’'s managenent and
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executive enployees at a tinme when USWC s service
quality problenms in O egon have increased
significantly and when, as Staff believes, USWC
is overearning by $100 mllion. Including the
bonuses in the revenue requirenent in this
situation, Staff argues, would add insult to
injury for ratepayers.

Finally Staff notes that although it recommends
excl udi ng USWC s executive and managenent bonuses
fromthe test year in this case, in future rate
cases it woul d consider including enployee
incentive plans with goals that would benefit
bot h rat epayers and sharehol ders.

USWC argues that its overall Ievel of
conpensation, including bonuses, is not only
reasonabl e but is bel ow market. USWC ar gues t hat
Staff is asking the Conm ssion to preclude
recovery of expenses that the record shows were
actually incurred by the conpany, and that are
reasonabl e. USWC al so argues that excl uding
bonuses woul d amount to m cromanagi ng t he
conpany. 3’ That is, the Commi ssion woul d be
deci di ng what form conpensation of conpany
managenent shoul d t ake.

USWC further argues that paying market wage

| evel s including incentive conpensation is
necessary for the provision of utility service.

| f bonuses were elimnated, USWC poi nts out,

sal aries woul d have to be raised an equal anount
to attract enpl oyees. Therefore, USWC argues,
Staff’s proposed disallowance is arbitrary,
because it is based only on the manner in which
conpensation i s adm ni stered.

87 USWC argues that nost commissions follow the principle that “nmanagers
of a utility have broad discretion in conducting their business affairs
and in incurring costs necessary to provide services to their
custoners,” including conpensation decisions. Violet v. FERC, 800 F2d
280, 282 (1% Cir. 1986). USWC also cites two California cases that
advocate |l eaving the allocation of conpensation between sal aries and
incentives to the utility's discretion. |In re Pacific Gas and Electric
Co., 1992 W 438101 slip op at 46 (Cal. PUC); In re Southern California
Edi son Co., 130 PUR 4'" 97, 126 (1991) (“The Commission’s duty is to

aut hori ze reasonabl e expenses for enpl oyee conpensati on as a whol e,

wi t hout micromanagi ng the distribution of enpl oyee sal aries, wages, and
benefits.”).
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USWC mai ntains that Staff has never previously
chal | enged manager bonuses, and asserts that the
facts in UT 43, the case on which Staff relies,
are distinguishable fromthose in this case. USWC
contends that use of incentive pay is common in
t he i ndustry and encourages enhanced USWC

enpl oyee performance toward ratepayers. |f
Staff’s proposal is adopted, USWC maintains, it
wll send a signal to the conpany that it should
not try to provide financial incentives for

enpl oyee performance.

Finally, USWC argues that the Comm ssion shoul d

al l ow recovery of bonuses to prevent
discrimnatory treatnment of USWC in a conpetitive
envi ronment. USWC notes that its nmgjor
conpetitors rely on incentive pay to conpensate
their enpl oyees. According to USWC, this

i ndi cates both that the practice of offering
incentive pay is w despread and that the

Conmi ssi on should all ow USWC s bonuses because to
do so woul d be conpetitively neutral

Di sposition. The record shows that USWC s base
sal ari es before bonuses are within a reasonable
range, as is USWC s conpensation i ncl udi ng
bonuses. Because its conpensation is reasonable
conpared to the market, USWC concludes that its
expense for nmanagenent and executive bonuses is
reasonabl e. USWC confl ates two separate issues.
The | evel of overall conpensation is reasonable
conpared to the market. That does not determ ne
whether it is reasonable to ask ratepayers to
fund bonuses with the declared goals of USWC s
i ncentive plans.

USWC is correct in stating that Order No. 87-406
(UT 43) does not preclude recovery of incentive
pay |inked to financial performance. The

di sal | owance in that case occurred because the
proposed conpensati on was based on the
performance of the utility’'s parent, not the
utility itself. Still, the principle that Staff
guotes fromthat order is our policy: “Only
expendi tures necessary for furnishing utility
service should be reflected in rates.” O der
No. 87-406 at 42.
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We di sagree that submtting USWC conpensati on
expenditures to scrutiny is mcromanagi ng;

rather, it is our role as regulators to determ ne
t he reasonabl eness of USWC s cl ai med expenses. On
review of the stated goals for the incentive
prograns at issue, we note that some of the goals
on whi ch bonuses were awarded deal w th earnings,
net incone, financial performance, reengineering
benefits, and stock prices and dividend grow h.
These goal s benefit sharehol ders rather than

rat epayers.

Two of the goals deal with custoner service and
customer loyalty. In view of the problens USWC
has had with custoner service (see discussion at

| ssue 9c below), we agree with Staff that it is

i nappropriate to award bonuses for performance in
this area.®® We point out that here our decision
deal s with bonuses for nmanagenent and supervi sory
personnel. W do not nean our comments to reflect
negatively on front |ine enployees, who have done
wel | under a difficult set of circunstances.

Under the circunstances of this case, we concl ude
t hat USWC has not shown that its incentive plans
are reasonabl e expenses for the provision of
utility service. W note that our disallowance is
not based on the manner in which conpensation is
adm ni stered but on the purpose for which the
bonuses are awarded. W also note that this

concl usi on does not prevent USWC from payi ng
bonuses; it nerely dictates that bonuses be paid
fromfunds that would go to sharehol ders, not
from funds provided by ratepayers. Therefore, we
do not believe that the resolution of this issue
pl aces USWC at a conpetitive di sadvant age.

W |imt the findings on this issue to the facts
before us. If in a future rate case USWC subm ts
enpl oyee incentive plans wth goals that woul d
benefit both ratepayers and sharehol ders, we will
i ncl ude those expenditures in revenue

requi renent.

| ssue 8b(2): Other Payroll Changes

38 USWC appears to argue that Staff raises the argunent of disallowance
based on service quality issues for the first time in its brief. This
is incorrect. See Revised Staff/1 Lamnbeth/65.
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In this adjustnent, Staff proposes to add the
effects of wage rate changes for 1996 and 1997 to
the 1995 test year. USWC agrees with the
mechani cs of Staff’s adjustnent but di sagrees
about the need for pro forma adjustnments. See

di scussion at Issue la(l) above. The final anount
of this adjustnment depends on whose adj ust nent
the Comm ssion adopts as well as the resolution
of Issue 4f, Headquarters All ocations.

USWC inplies that Staff’s adjustnent treats
reengineering as if it had not happened, while
including the effects of wage rate changes. Staff
responds that its adjustnent is to elinmnate from
wage and sal ary bases nonrecurring wages rel ated
to reengineering. It has calculated its pay

i ncreases on a wage base that excludes wages
related to reengi neering and extraordinary
expense. Termnated jobs will not be repl aced.
Therefore, wage adjustnments shoul d not be
conput ed for nonexistent enpl oyees.

We have determ ned that pro forma adjustnents are
appropriate to cause the test year to represent
the period for which rates fromthis docket wl|
be in effect. W are persuaded by Staff’s
argunent that its adjustnent nmakes the test year
nore representative of that period than it would
be without the adjustnment. Therefore, we accept
Staff’s adjustnent for the effects of wage rate
changes for 1996 and 1997.

| ssue 8e(2): Ballot Measure 5 Property Tax
Savi ngs

This issue is addressed by the First Stipulation,
Par agraph 20. Staff and USWC agree that if we
order a refund in this docket, the refund should
be reduced by the Measure 5 refund for May and
June 1996. W adopt this recomrendati on.

| ssue 8): Average G owth in Access Lines

At issue here is a pro forma adjustnment (see

di scussion of Staff’s proposed adjustnents at

| ssue la(l) above). As we stated previously, the
purpose of a test year is to represent the period
in which rates will be in effect. Therefore, to
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avoi d overearning or underearning by USWC duri ng
that period, we add to the revenue requirenent
recurring increases in revenues and expenses t hat
are reasonably certain to occur, and exclude
nonrecurring revenues and expenses. Pacific

Nort hwest Bel | Tel ephone. Co., UT 43, Order

No. 87-406 at 11.

Staff proposes to adjust the test year to
recogni ze USWC s continued access |line growth and
the associated growth in revenues. Staff has

i ncreased USWC' s revenues by 3% per year to
reflect gromh in access |ines.

USWC s Position. USWC argues that Staff’s
adjustnent is for growh in revenue per access
[ine. USWC contends that Staff has not carried

t he burden of showing that this adjustnent is
“known and neasurable.” USWC argues that Staff’s
sol e evidence of an increasing trend in O egon
intrastate | ocal revenue per line is a graph of
nonthly revenues per line for the period

January 1994 to Septenber 1995 (Staff Exhibit 36,
Morrison 3). The graph for that short period
showed a slightly increasing slope. USWC cont ends
that the data are deceptive, because Staff

Wi tness Ed Morrison selected a snall tine period,
excluding later as well as earlier data that
refute his hypothesis. USWC charges that Staff
had earlier and |ater data on revenue per access
line, which it ignored and which woul d break
Staff’s upward trend in per line revenue growh
USWC s position is that 1995 | ocal revenue per
line is approximately the same as it was in 1992.
USWC concl udes that per |ine revenues are, at
best, flat.
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USWC mai ntains that its evidence al so shows that
| ocal revenue per Iine would be declining
significantly w thout USWC s new pronoti ons and
services. USWC al so notes that over the next
several years there will likely be downward
pressure on revenue per line, given resale. The
Tel econmmuni cations Act of 1996 and the

Conmmi ssion’s certification of |ocal service
provi ders are causing great changes in the

t el econmuni cations industry, according to USWC,
maki ng USWC' s revenue highly uncertain. USWC
charges that Staff considered none of these
factors in developing its revenue forecast

adj ust nent .

USWC al so argues against Staff’s claimthat
expense per line is declining. USWC contends that
Staff’s sol e evidence of decreasi ng expense per
lineis M. Mrrison’ s graph (Staff 36,

Morrison 3). This chart, USWC points out, is
based on nornalized data. If one includes

depreci ation, access expense paid to independent
t el ephone conpani es, and property taxes, it is

cl ear that expenses per |ine are not decreasing.
USWC asserts that Staff achieves its declining
expense trend by normalizing depreciation expense
Wit hout justification, continuing access expense
reductions and Ball ot Measure 5 property tax
reducti ons, which have been fully reflected in
the test year and whi ch have ended. USWC ar gues
that intrastate expense has, in fact, been
increasingly slightly on a per |ine basis.

USWC al so argues that Staff could not describe
any steps to ensure that it bal anced expenses and
revenues associated with its proposed adj ustnent.
Staff al so nade no effort to show that the

currul ative effect of its adjustnents is
reasonabl e and does not distort the test year.
USWC asserts that it provided positive evidence
that Staff’s proposed adjustnents overlap and
create test year distortion.

Since revenue per line is flat, USWC contends,
Staff’s proposed adjustnment 8] to increase |ocal
revenue per line overlaps with Issue 6c.
According to USWC, given Staff’s failure to prove
that expense per line is declining, Staff’s
adjustnents in Issues 8/, 9a and 9b, and 5a
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create a distorted test year by causing test year
expense per line to decline significantly bel ow
the historic trend.

USWC cites the overall result of Staff’s proposed
adj ust nent to underscore how unreasonable Staff’s
proposed adjustnment is. According to USWC, Staff
forecasts that between 1995 and 1997, USWC s
revenues will grow by $37.7 mllion while
expenses will decline by $30.5 million. This
results in a net revenue gain of $68.2 million, a
profit margin of 18.4% or a 50% i nprovenent over
1995. According to USWC, Staff al so projects that
during the sane period, access lines wll

i ncrease by approxi mately 74,000 |ines and that
increase will conme at a negative increnental

cost.

Finally, USWC argues that Staff fails to include
a conparabl e adjustnent for forecasted changes in
toll and access revenues, where revenue per |ine
has been declining. For the two year period from
1993 to 1995, USWC contends, toll and access
revenue declined by approxi mtely $15 per |ine.

I f the Conmm ssion were to adopt forecasted | ocal
revenue growth, it should al so adopt an

of fsetting adjustnent for forecasted decreases in
toll and access revenues. An expense adj ustnent
related to access line growh would al so be

war rant ed, as would an adjustment for the effects
of conpetitive entry.

Staff’s Position. Staff responds that USWC has

m scharacterized the nature of Staff’s

adj ustnent. The adjustnent is for average growth
in access |lines, not revenue growh per |line
Staff notes that this m sunderstandi ng expl ai ns
why USWC asserts that Staff’s revenue adjustnents
in lIssues 8 and 6c overlap. Staff’s revenue
adjustnment in Issue 8] is based on the quantity
of USWC access |lines. The adjustnment in Issue 6¢C
is based on revenue; that is, it reflects changes
in USWC' s tariffs, prices, and contracts. Staff
asserts that these adjustnents do not double
count revenues. M. Morrison testified that he
did not nake an adjustnent for the growth in
revenues per |ine, because revenues associ ated
with new filings were covered by M. Ball in

| ssue 6cC.
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Staff’s revenue adjustnent to the annualized test
year consists of approximately $24 mllion. The
adj ust nent recogni zes USWC s conti nued access
line growth and the associ ated revenues. Staff
proposed its adjustnment because USWC s Oregon
intrastate access |lines have grown steadily in
nunber since 1988. Staff believes that its
estimate of continued average growth of 3% per
year while rates fromthis docket are in effect

i s conservati ve.

Staff notes that Oregon is one of the ten fastest
grow ng states in the nation in terns of

popul ation. USWC provides 1.2 mllion access
lines in Oregon. As of February 1996, USWC was
receiving nearly 36,000 service requests nonthly
from custoners wanting new or additional |ines.
Staff points out that that USWC al so i ntroduces
new servi ces and products, which expands the

| ocal telecomunications markets. USWC s 1996
revenues from services such as Caller ID, Cal
Waiting, and data networking services increased
50% or nore over 1995. There is also a grow ng
custonmer demand for existing services, such as
second residential lines. Staff cites the record
to show t hat USWC experienced a gromh rate of
nore than 30% in additional residential access
lines for the 12 nonths ending in Septenber 1996.

In response to USWC' s contention that the

Tel ecommuni cati ons Act of 1996 jeopardi zes the
stability of USWC' s | ocal revenue per access
line, Staff notes that current growh figures set
out above belie that argunent. Staff al so points
to the followng data in the record:

In 1995, USWC experienced a

4. 2% increase in access lines and a
6.8% increase in |ocal service
revenues over 1994.

For first quarter 1996, USWC
experienced a 4.8% increase in access
lines and a 9% increase in | oca

servi ce revenues over the sane period
in 1995.
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For second quarter 1996, USWC
experienced a 4.9% i ncrease in access
lines and a 9.6%increase in |ocal
service revenues over the preceding
12 nont hs.

For third quarter 1996, USWC
experienced a 5.1% increase in access
lines and a 9.3%increase in |ocal
servi ce revenues over the preceding
12 nont hs.

USWC i s al so generating strong growh
in revenues from val ue added services
such as Caller ID Call Waiting,

Voi ce Messagi ng, and data networ ki ng
servi ces.

Staff points out that its proposed 3% gromh rate
is substantially |l ess than the increases noted
above. Staff also notes that because USWC s | ocal
service revenues are increasing at a higher rate
than its access lines, its |ocal service revenues
per line are al so increasing.

USWC has argued that, because of energing
conpetition, Staff’s revenue adjustnent for
access line growh should be offset by reductions
of $8.4 mllion in its local Oegon service
revenues and $2.3 nmillion in toll revenues. Staff
argues that these forecasted revenue reductions
are based on incorrect assunptions. USWC assunes
that it will |ose 9 percent market share to
resale conpetition in 1997. That is, access |lines
that would be sold at retail to end users wll
beconme whol esal e access lines sold to resellers.
USWC projects a confidential percent of those
lines to be residential access lines. Staff
argues that this assunption is dubious. Staff
argues that few, if any, conpetitors have pl ans
to market | ocal exchange services to residential
custonmers in the near future. Therefore, Staff
contends, USWC s forecasts about the inpact of
conpetition on its revenues during the period
when rates will be in effect are greatly
over st at ed.
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Staff asserts that USWC s revenue reduction
forecasts al so contain other incorrect
assunptions. For instance, USWC used $12 as the
monthly rate for its unbundl ed | ocal |oop (also
call ed the basic network access channel, or NAC).
By Order No. 96-283, however, the Conm ssion
revised the nonthly rate for USWC s basic NAC
from $11.95 to $16. Order No. 96-283 at 10-11;
Appendix C at 1. Staff notes that USWC al so used
a 25% whol esal e discount for its retail services
and products, whereas USWC has neither given nor
offered that |arge a discount to any conpetitor
in O egon.

Di sposition. USWC s m sunderstandi ng of this

i ssue has | ed the conpany to argue agai nst a
position that Staff has not taken. Trends in

aver age revenue per access |line and average
expense per access line are not at issue in this
adj ustnent. At issue is whether the nunber of
USWC access lines is growing at a rate that
justifies an adjustnent to revenue requirenent to
recogni ze that grow h.

The record contains strong evidence that USWC
access lines are growing at a rate well| above the
3% adj ust ment Staff proposes. It is reasonably
certain that this growh rate will continue
during the tinme rates fromthis docket are in
effect. *°The record al so shows that USWC revenues
fromlocal access are increasing at a rate above
the access line gromh rate.

W are al so persuaded by Staff’s argunment that
the conpetition USWC foresees will be slowto
devel op. W& cite UM 351, Order No. 96-283 at 6:

As we have previously stated, the revenue
| oss scenari os advanced by the [l oca
exchange carriers] incorporate nunerous
assunptions regarding the timng and rate
of conpetitive entry, the nunmber and type
of product offerings, custonmer wllingness

39 USWC again asserts that the standard for accepting adjustnents to the
test year is that the changes be “known and nmeasurable.” As we

di scussed at
adj ust ment s
her e.

I ssue la(1l) above, the correct standard for these
is that they be reasonably certain. That standard is net
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to change carriers, and changes in the
overall market demand for

t el ecommuni cati ons services. W do not
think it is productive to engage in such
specul ation, especially when conpetition
for many services has not even begun in
the event of a significant inpact on
revenues, a [l ocal exchange carrier] may
seek imedi ate revenue relief in the form
of an interimrate increase.

Finally, we agree with Staff that USWC s
projections with respect to the cost of the
unbundl ed NAC and the discount rate for whol esal e
services and products are m staken. W are al so
satisfied that Staff has refuted USWC s argunent
about doubl e counting and overl ap between

| ssue 8) and |ssue 6¢c.

We conclude that Staff’s pro forma adjustnment to
recogni ze USWC s continuing growmh in access
lines is reasonable to keep USWC from over ear ni ng
and shoul d be accept ed.

| ssue 8k: Marketing Accrual Reversa

Staff reviewed acci dent and danmge cl ai ns accrued
and paid by USWC and recomended a $529, 375
decrease in total Oregon operating expenses.
Staff’s adj ustnment represents the actual |evel of
clainms paid during the historical period, January
t hrough Septenber 1995, annuali zed.

USWC mai ntains a reserve account to recogni ze the
acci dent and damage clains that will likely be
filed against the conpany. During the test

peri od, USWC accrued $833, 000 per nonth to the
account for a nine nonth total of $7,497,000. The
conpany paid out $2,743,000 fromthe reserve for
the sane period. Staff adjusted for

annual i zation, for Oregon’s share, and for the

di sparity between the anounts being accrued and

t he actual anpounts paid.

USWC objects to Staff’s adjustnment and requests
that the amount of clains paid for the last three
mont hs of 1995 be included. These nont hs show an
additional clains paid amobunt of $6,582,000. USWC
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argues that its analyst erred in the first
response to Staff’s data request, and asks that

t he Conmi ssion consider the entire year’s data on
accrual s and cash paynents.

Staff responds that USWC previously indicated
that the January to Septenber 1995 | evel of paid
clainms is representative of the ongoing | evel of
clainms. Staff also contends that the data offered
by USWC for clainms paid for the last three nonths
of 1995 are highly inconsistent with confidential
clainms paid data for 1994 and 1996. Therefore,
Staff considers USWC' s data for the last three
nmont hs of 1995 unreliable or unrepresentative of
clainms likely to be paid in the future.

We concl ude that the additional clains paid
amount of $6,582,000 is not representative of
clainms likely to be paid during the tine rates
fromthis docket are in effect. W accept Staff’s
adj ust nent .

| ssue 8l: Information Managenent Systens

This i ssue concerns two adjustnents to USWC' s
revenue requirenment to reflect the reduced
expenses due to two recently conpl eted

i nformati on managenent projects: (1) SAVER tine
reporting and (2) bill reformatting. Staff
proposes a decrease of $1,185,365 in total Oregon
operating expense to account for these savings.

SAVER Ti nme Reporting. This is a project that now
al l ows certain USWC outside plant personnel to
spend less tinme conpleting work tinme reporting
cards. The project was inplenmented in Oregon
during the fourth quarter of 1995. Staff i ncluded
t he savings achieved by this project, although it
was i nplenented after the historical test period,
because that was consistent with Staff’s

nmet hodol ogy of recogni zing such events. Staff
calculated its adjustnent of $492,827 from

i nformation provided by USWC

USWC argues that Staff’s adjustnment double counts
expense reductions and distorts the test year.
First, USWC charges that Staff makes no test year
adj ustnents for increased expenses, and then,
when Staff proposes to adjust the test year for
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specific productivity inprovenents, it counts
expense reductions again. USWC argues that Staff
proposes no adjustnment to operating expenses due
to growth. USWC contends that 1996 nmi ntenance
expenses increased rather than decreasing.

Mai nt enance expense, whi ch SAVER woul d i npact,
was higher in 1996, the tinme period when SAVER
was in effect.

Staff responds that USWC failed to recogni ze that
SAVER (like bill reformatting) was inpl enented
before the tinme rates are likely to be in effect.
Therefore, it is appropriate to recognize this

hi storical productivity inprovenent. Staff notes
that it has all owed USWC a reasonabl e | evel of
ongoi ng expense to nmake further informtion
managenent productivity inprovenents.

Di sposition. W conclude that Staff is correct in
its response to USWC s doubl e counting argunent.
Because SAVER was i npl enented before the tine
rates fromthis docket became effective, it is a
hi storical event that will reduce expense during
the rate period. If maintenance expense is
increasing, as USWC al |l eges, that is due to
factors other than SAVER Staff’s adjustnent is
appropriate and shoul d be adopt ed.

Bill Reformating. This adjustnent concerns

post age savi ngs. USWC estinmates that changes to
its billing statenent will result in postage

savi ngs of seven cents per residential bill. The
billing project was inplenented in the second
gquarter of 1996. Staff argues that the effect of
this programis known and neasurable. Staff
contends that it should be recognized as an
adjustnent to the test year. Staff calculates the
Oregon portion of this savings to be $692, 538.

USWC obj ects to this adjustnent because it is
based on an estinmate. USWC proposes an adj ust nment
of $156, 420 i nstead, asserting that Staff’s

adj ustnent is too high.
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Staff responds that the estimate is specific to
bill reformating and that it cones fromthe
conpany. Staff points out that USWC s recommended
adjustnent is also an estimate. It is based on
total conpany postage expense that has been

all ocated to Oregon and is not specific to bil
reformating. USWC' s anal ysis reflects other
causes for expense changes, such as the weight of
bill inserts. Further, the anounts included in
USWC s anal ysis represent nore than just savings
attributable to residential bills. Mreover,
USWC s analysis fails to account for the fact

that the bill reformating project was inplenented
in different states during different tines,
because it relies on total conpany anounts.

Di sposition. W conclude that Staff’s adjustnent
shoul d be adopted. It accounts for reasonably
certain reductions in expense arising fromUSWC s
bill reformating project. The anount underlying

t he adjustnent comes from USWC, so the conpany
shoul d not be heard to conplain of its
reliability.

| ssue 8n: PUC Fee | ncrease

In the adjustnent, Staff proposes to add the
effects of a projected 1997 increase in the PUC
fee. Wiether this adjustnment is accepted or not
depends on whether we adopt Staff’s forecast

adj ustnents that restate the test year to

August 1997. We do adopt Staff’s forecast

adj ustnents; therefore, this adjustnent should be
accept ed.

Issue 9, Service Quality and Reengineering. The findings regarding

Issue 9a, 9b, and 9c at pages 83-93 of Order No. 97-171 are readopted.

Issue 9c, Service Quality. Staff added Issue 9d, New Plant Investments

and Related Costs, for settlement purposes; see the companion to this order, Order

No. 00-190. That addition changed the effect of I1ssue 9c on USWC' s revenue
requirement. The discussion at pages 93-101 of Order No. 97-171 is readopted, but the
amounts shown in Appendix A, Column 52, are amended to include the Issue 9d effects
on the service quality adjustment. The new amount is shown in Appendix B to Order
No. 00-190, Column 53.
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| SSUE 9: SERVI CE QUALI TY AND REENG NEERI NG
D sputed |ssues:

| ssue 9a, Service Reengineering
Costs (Adjustment 507). The
recorded data include |arge

servi ce reengi neering costs. Staff
normal i zed the test year as if
servi ce reengi neering had not
occurred. USWC di sagrees about the
need for this adjustnent, claimng
that it is a disallowance. Staff
bel i eves these are nonrecurring
costs that should be normalized to
properly state USWC s ongoi ng cost
structure. See Issue la(l), Test
Year .

| ssue 9b, Extraordi nary Expenses
(Adj ustment 51%). Staff renoved
extraordi nary customer service,
cable and wire facilities,
reported trouble testing, and pole
mai nt enance expenses that will not
be part of USWC s ongoi ng cost
structure. Staff has excl uded
accel erated pol e testing expenses
fromthis adjustnent. USWC

di sagrees about the need for
normal i zing and pro forma

adj ust nents. See di scussion at

| ssue la(1l) above.

| ssue 9¢, Service Quality

(Adj ustment 52%). Due to continuing
service problens, with no quick
solutions in sight, Staff
recommends using the | ow end of
the return on equity range

(10.2% . USWC di sagrees with
Staff’s adj ustnment.

" Issue 9ais now Adjustment 51 of Appendix B to Order No. 00-190.

# | ssue 9b is now Adjustment 52 of Appendix B to Order No. 00-190.

" Issue 9c is now Adjustment 53 of Appendix B to Order No. 00-190.
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| ssue 9a: Service Reengi neering Costs

Background. USWC s reengi neering program
officially began in Septenber 1993. It was
schedul ed to end three years |ater but was
extended and will now end in 1997. U S VWEST
Communi cati ons G oup descri bed the reengi neering
plan recently as follows:*°

The Conmmuni cations Goup’s 1993 results
reflected an $880 million restructuring
charge (pretax). The related restructuring
plan (the “Restructuring Plan’) is
designed to provide faster, nore
responsi ve customer services while
reduci ng the costs of providing these
services. . . . The Communi cati ons G oup
has consolidated its 560 customer service
centers into 26 centers in 10 cities and
pl ans on reducing its work force by
approxi mately 10, 000 enpl oyees. Al
service centers are operational and

supported by new systens and enhanced
system functionality.

The Restructuring Plan is expected to be
substantially conplete by the end of 1997.
| mpl enent ati on of the Restructuring Plan
has been inpacted by the growth in the
busi ness and rel ated service i ssues, new
busi ness opportunities, revisions to
system del i very schedul es, and
productivity issues caused by the major
rearrangenent of resources due to
restructuring. These issues will continue
to affect the timng of enployee

separati ons.

The Conmuni cations Group estinmates that
full inplenmentation of the 1993
Restructuring Plan will reduce enpl oyee
rel ated expenses by approxi mately

$400 million per year.

40 Source: U S WEST Conmmuni cations Group, 1995 Financials, Management’s
Di scussi on and Anal ysis of Financial Condition and Results of
Operations, p. 6. In this passage, the reengineering plan is called
the restructuring plan.
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The consolidation involved in USWC s

reengi neering programincluded custoner service
upgrades (also terned resystematization by
several witnesses); enployee effects such as
termnation, relocation, hiring, and increased
overtine; and real estate transactions.

As the passage fromthe Comruni cations G oup

Fi nanci al s above indicates, USWC established an
$880 nmillion reserve account for the

reengi neeri ng program expenses and charged such
expenses to the reserve under the SEC s gui dance.
The conpany al so set up an internal governance
conmmittee to adm nister the actual financial
accrual for SEC purposes. The comm ttee was
created to ensure that only reengi neering program
expenses, as defined by accounting rules, were
charged to the reserve. \Wen the reengineering
program was i npl enented, USWC s enpl oyees were
instructed to charge certain expenses to the
reserve. To help track these charges, USWC nade a
change to the indicator in the responsibility
code to identify the reengi neering program costs.
USWC instructed its enpl oyees to charge
nonrecurring expenses, not ongoi ng expenses, to
the reserve. USWC wanted to separate business as
usual costs fromreengi neering program costs so

t hat reengi neering costs could be audited (Staff
Exhi bit 76).

Staff’s Proposed Adjustnment. Staff argues that
for the period January through Septenber 1995,
USWC s costs were substantially higher than for a
normal period. That period coincides with the
peak of the reengineering inplenentation period.
The costs in the reengi neering period included a)
nonrecurring costs to inplenment reengineering
(I'ssue 9a) and b) extraordi nary expenses
resulting fromthe novenent of work functions,
the introduction of new work processes, and the
wor k di sruption caused by reengi neering

i npl enentation activities (lIssue 9b).

Staff proposes a $33, 840, 141 decrease in USWC s
total Oregon operating expense due to USWC s
servi ce reengi neering program This anobunts to a
decrease of $25.6 nmillion in intrastate revenue
requi renment. The costs involved in this

adj ustnent are the costs USWC incurred to
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i npl enment reengi neering (e.g., system

devel opnent, enpl oyee rel ated costs, and support
costs). Staff asserts that reengineering is a
uni que change in USWC s busi ness practices that
entails |arge nonrecurring costs and equally

| arge forecasted future savings. Staff argues
that it is unlikely that USWC wi |l undertake
anot her reengineering plan of this type in the
foreseeable future. Therefore, Staff argues that
these are nonrecurring costs and shoul d be
removed fromthe test year

Staff’s Method. To calculate the effects of the
reengi neeri ng program on the ongoi ng cost
structure of the conpany, Staff reviewed USWC s
results of operations. As detailed above, USWC
had i npl enented procedures to identify and
separate reengi neeri ng expendi tures from busi ness
as usual expenditures. Staff calculated its
servi ce reengi neering cost adjustnent anmount by
renovi ng nonrecurring costs to establish an
appropriate recurring cost level. To do so, Staff
normal i zed the historical period to appear as if
USWC had not undertaken its reengi neering
efforts. Staff renoved the reengineering costs
incurred during the historical test period.

Staff used the information recorded by functional
category under the Uniform System of Accounts,
codified at 47 CF. R 32, to understand the type
of expenses being charged to the reserve and to
ensure that USWC s renmi ni ng expenses represent ed
a reasonabl e ongoi ng | evel .

Staff woul d have recommended renovi ng any

reengi neering related savings realized during
that period. However, Staff believes that USWC
did not realize such savings during the

hi storical period. To deal with future savings in
cal cul ating the service reengi neering cost

adj ustnent, Staff recommends an offset. Staff
argues that during the historic test period, USWC
made reengineering related capital investnents in
anticipation of savings. To establish the cost

| evel that would have occurred in the absence of
reengi neering, Staff exactly offset the

reengi neering capital costs in the test period
with a portion of future savings.
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The portion of future savings involved in the
offset is relatively mnor conpared to

antici pated savings fromthe program USWC
estimates that 1998 reengi neering savings wll be
$400 mllion (see the Comunicati ons G oup

Fi nanci al s, above). Staff figures the O egon

al l ocation of that ampunt at a conservative

8 percent or $32 mllion. Staff points out that
apart fromthe portion allocated to offset

capital costs, USWC shareholders will receive the
remai ning future savings until rates are reset.

Staff maintains that its exclusion of

reengi neeri ng expenses fromthe test year results
of operations | eaves USWC with a reasonabl e | evel
of ongoi ng expense. To check the reasonabl eness
of the ongoing |level of expense for the conpany
after Staff’s reengi neering adjustnent, Staff

revi ewed the expense trend for the five accounts
with the nost significant reengi neering expense
during the test period. These five accounts
represent over 75 percent of the reengineering
expense that was renoved fromthe historica
period. Staff then conpared the account bal ances
for these five representative accounts from prior
years to the sanme five accounts for the test
year. These conpari sons showed that USWC still
had a reasonabl e | evel of ongoing expense after

t he reengi neering program adj ust nent.

USWC s Position. USW opposes this adjustnent,
arguing that the reengi neering costs are
recurring and that reengineering is a generic,
ongoi ng program USWC al so argues that there is
no basis in law or fact to disallowits prudently
i ncurred expenses and investnent related to
restructuring to inprove efficiency. USWC al | eges
that Staff has not proved that the expenses it
recommends di sall ow ng are nonrecurring, and has
not proved that they anount to $33 mllion.

USWC asserts that uncontradi cted evidence shows
that test year |evels of expense and investnent
for the costs at issue are representative of
historic trends and are expected to conti nue.
USWC argues that Staff bases its proposed

di sal | omance on accounti ng docunents, yet
concedes that accounting docunents cannot prove
t hat an expense i s nonrecurring.
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USWC points out that the expenses at issue
consist primarily of two major itens, enployee
separations and systens devel opnent and upgrade.
Many of these costs were incurred to inprove

exi sting systens and processes. USWC ar gues that
it has a long history of incurring expense to
upgrade its systens, consolidate operations, and
downsi ze work force. These sane expenses were
ongoi ng at approximately the sanme |evels before
t he present reengi neering programwas announced.
USWC contends that it submtted substanti al

evidence that restructuring efforts will continue
to be a significant ongoi ng expense, although
they will not always be called reengineering.

USWC al so argues that its consolidation and
systens devel opnent efforts are not conpl eted.
USWC cannot mai ntain service or conpete in the
mar ket place w thout continuing systens

devel opnent. Thus, the conpany argues, these
expenses will recur. Further, historic data
denonstrate that downsi zing the work force does
not result in expense reductions, because of wage
i ncreases and new hires in other areas. In
addition, the conpany argues that reduced
expenses achi eved by reengi neering are of fset by
inflation and changes in other areas of
oper ati ons.

Mor eover, USWC contends that process

i nprovenents, systens devel opnent, and
consol i dati on of business offices have inproved
operations to benefit Oregon ratepayers. For

i nstance, business office access has inproved.

Finally, USWC argues that Staff’s testinony in
ot her areas of the case contradicts its position
on this issue. In Issue 8f, Inconme Tax Refund,
Staff relied on historic trends to support its
contention that an event was recurring. USWC
asserts that for that issue, the historic trend
was substantially | ess supportive of a recurrent
event than the historic trend of expenses
associated with restructuring. USWC accuses Staff
of being result oriented and using historic
trends when it woul d reduce revenue requirenent
but ignoring themwhen it would increase revenue
requirenent.
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USWC proposes headcount data--that is, data
regardi ng the nunber of people it enploys at
particular time periods--rather than accounting
data to indicate the appropriate expense | evels.
USWC uses this argunment in three ways:

1) USWC argues that Staff’s overal

proj ected decline in expenses is
tantanmount to the departure of 1,600
Oregon enpl oyees (when there were only
3,786 Oregon equi val ent enpl oyees at
the end of Decenber 1995);

2) the levels of enployee paid exits
under the reengi neering programare the
same as prior to the reengi neering
program show ng that the reengineering
programis recurring; and

3) enployee levels did not increase in
1994 and 1995 during the reengineering
program peri od.

Di sposition. W conclude that USWC s service
reengi neering program represents a fundanental
change in the way USWC delivers service. The
program i nvol ves substantial consolidation and
novenent of enpl oyees as well as devel opnent and
i npl enentati on of conputer systems. USWC has
consol i dated 560 service centers into 26 and is
reducing its work force by approximtely 10, 000
enpl oyees. This is a major and uni que program
that is not likely to recur. W base our

concl usi on on the Communi cati ons G oup Fi nancial s
passage above, the statenments of several USWC

W tnesses that the programw |l end in 1997, and
the fact that USWC naintained its accounting
records to separate reengi neering charges from
busi ness as usual. W also note that the record
contai ns these conments from pp. 24-25 of USWC s
bookl et of comments to the 1995 NARUC Sunmer
Committee Meetings in San Francisco:

As announced in Septenber 1993, the
conpany expects a total of 9,000 jobs to
be elimnated by 1997. . . . W anticipate
that by August, 1995, about 95 percent of
the people with jobs in the new

reengi neered centers will be working in
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them . . . W re on target for conpletion
of reengineering in 1997. Al of the 26
reengi neered centers are open.

W find USWC s attenpt to downplay the inportance
and reliability of its accounting information
unper suasi ve. USWC was required by federal law to
accurately maintain the information Staff used to
i sol ate reengi neeri ng expenses. Staff properly
relied on USWC' s accounting data and information
fromits investigation to determ ne that the
reengi neering costs were nonrecurring and to

cal cul ate the anount of the disall owance.

Staff’s adj ustnment does not ignore the

reengi neering program as USWC charges, but
renoves the nonrecurring costs fromrevenue

requi rement. However, Staff allows USW to of fset
the renoved costs by retaining virtually all the
savi ngs the conpany estinated would arise from
the reengi neering program This is a generous
approach. In the past (Order No. 92-1562), the
Comm ssi on approved a settl enment agreenent that
renoved the nonrecurring inplenentation costs and
included all savings arising fromthat
nonrecurring event.

USWC argues that the reengi neering program wl |
not result in expense reductions because of wage
i ncreases and new hires in other areas,

i nfl ation, and changes in operations. These
factors are not specific to reengineering but are
costs that face any conpany. Staff’s adjustnment
does not affect cost increases not associ ated
with the reengineering program W note that USWC
projects $400 nmillion of savings in 1998

associ ated with the reengi neeri ng program (see
Communi cati ons Group Financials passage above).

USWC argues that Staff took a different position
with regard to recurring and nonrecurring events
in Issue 8f. We disagree. The incone tax refund

involved in that issue is an intermttent event,
not a one tinme occurrence such as the

reengi neering program

USWC argues that we should rely on its historical
headcount data rather than on its accounting
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records to judge the costs involved in the

reengi neering program Headcount data is a poor
substitute for accounting data, for the follow ng
reasons. First, USWC is not able to account for
changes in enpl oyee levels, |eaving a residual of
2,051 unexpl ai ned enpl oyees in 1995. Second,
headcount anal yses are difficult to nmake because
of changi ng enpl oyee status (full tine to part
time and back). Third, they are suspect because
USWC recently has been required to use extensive
overtine and contract | abor. USWC al so relies on
a data systens organi zati on headcount that is
subj ect to change fromreorgani zati ons, such as
the dismantling of its technol ogi es division. And
fourth, headcount information does not reflect
the separation of regulated and nonregul at ed
expenses under Part 64.

Staff gives an exanple of why it considers
headcount information unreliable. USWC cl ai ns
that Staff’'s projected decline in expenses is
tant amount to the departure of 1600 Oregon
enpl oyees. That figure is cal cul ated using the
conpari son of expense per line shown in USWC
Exhibit 64. USWC fails to consider that
substantial operating expenses underlying its
exhibit do not relate to headcount.

We conclude that the reengineering programis a
one tinme event, not an ongoing effort as USWC
asserts. The consolidation of 560 service centers
into 26 centers will not take place again.
Staff’s adjustnment follows the Comm ssion policy
of renmoving nonrecurring costs fromthe test year
to establish an appropriate recurring cost |evel.

W are persuaded that Staff’s reliance on the
reengi neering accounting data that USWC kept
pursuant to federal |aw was reasonable. USWC s
alternati ve headcount data are unpersuasi ve.

136



ORDER NO. 00-191

Staff is correct in stating that savings fromthe
reengi neering program affect the recurring cost

| evel. Staff took the conservative approach of
recogni zing only the future savings that offset
the capital costs in its adjustnment. Staff based
its recognition on savings estimtes provi ded by
USWC. W are satisfied that Staff’s adjustnment

| eaves USWC a reasonabl e ongoi ng | evel of expense
during the tinme rates will be in effect. W find
Staff’ s adj ustnent reasonable and adopt it.

| ssue 9b: Extraordi nary Reengi neering Rel ated
Cost s

| ssue 9b addresses the extraordi nary expenses

i ncurred by enpl oyee groups that experienced work
di sruption during the inplenentation period. The
groups include enpl oyees that charge the
foll owi ng expense accounts: custoner services
operations and customer accounting operations
(custoner services), cable and wire facilities,
and reported trouble testing. It al so addresses

t he extraordi nary expenses associated with the
correction of pole safety violations. Staff
recomends reducing USWC s total Oregon operating
expense by $8, 995, 203 to account for these
extraordi nary expenses, because these costs w |
not recur at the same high level during the tine
rates set in this case will be in effect. That
results in an intrastate Oregon revenue

requi renent reduction of $6.6 mllion.

Unl i ke the reengi neering program expenses

(I'ssue 9a), USWC did not track these

extraordi nary expenses to specified accounts.
Staff reviewed USWC financial statenents to
determ ne that reengineering inplenentation
resulted in extraordi nary expenses. Staff then
conpared USWC expenses in prior periods with
those fromthe test period. USWC s financi al
records show hi gher costs during the

reengi neering inplenmentation period. Staff
assessed i nformation concerning inplenmentation

i ssues that USWC faced during the historical
period, such as resolving conputer systemerrors,
dealing with shortages of enployees in
megacenters that resulted in technician hold
time, trying new procedures and then reverting to
prior procedures, revising procedures, and
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extending the length of the inplenentation
period. This information provided specific
exanpl es of the causes of higher costs during the
hi storical period.
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Staff stresses that the problens USWC encount ered
in inplenmenting the reengi neering programwere
not due to rank and file enpl oyees. |nstead,
USWC' s front |ine enpl oyees have perforned
admrably in a difficult work environnent. The
problens stemin |large part from deci sions nmade
at the corporate |level by USWC executi ves.

Staff contends that the expenses recorded during
the historical period January through

Sept enber 1995 were affected by activities that
wll not be a part of USWC s ongoi ng cost
structure, particularly reengineering

i npl enent ati on expenses and pol e nai nt enance
expenses that are higher due to USWC s response
to safety concerns. Staff normalized those costs
based on a nore representative period, to reflect
USWC s ongoi ng cost structure. USWC s financia

i nformation supports the view that the test
period includes nonrecurring expenses associ at ed
wi th reengineering inplementation. In the latter
part of 1994, reengineering inplenentation began
to accelerate. As outside plant technicians were
af fected by reengineering inplenentation, cable
and wire facilities expenses began to increase,
and USWC s service quality experienced a further
decl i ne.

Staff points out that reengi neering caused a
decline in productivity, including conmputer
errors, shortages of enployees in negacenters
that resulted in technician hold tinme, and
changes in procedures. USWC al so | ost expertise
when approximately 1,000 enpl oyees decided not to
rel ocate. USWC underestimated how nany peopl e
woul d choose to | eave the conpany. USWC
transferred or term nated | ocally based

engi neers. USWC field technicians have been
required to work substantial anpunts of overtine.
USWC has depl oyed substantial nunbers of out of
state and contract personnel who may be

unfam liar with USWC s Oregon outside plant.
Staff believes that the field technicians have
performed adm rably under difficult situations.
However, it is normal that such situations,
particularly prol onged periods of overtine,
result in |owered productivity.

139



ORDER NO. 00-191

The productivity issues related to reengi neering
directly affected custonmer services, cable and
wire facilities, and reported trouble testing
expense. Staff believes that other work functions
such as plant adm nistration and engi neering were
al so affected by reengi neering inplenentation
activities. The accounts associated with the
[atter two work functions were nore difficult to
anal yze than the others, because of the clearing
of capitalized amounts fromthose accounts and
the | evel of nonrecurring reengi neering

i npl enent ati on expenses in the account bal ances.
Staff therefore el ected a conservative approach
and limted its adjustnent to custoner services,
cable and wire facilities, and reported trouble
testi ng expenses.

Staff obtained USWC s records for the three
categories of custoner services, cable and wire
facilities, and reported trouble testing
expenses. Staff first selected a period (January
t hrough June 1994) as representative of ongoing
expense | evels. This was a period during which
wor k functions were not affected by

i npl ement ati on of the reengi neering program
Staff then normalized the January through June
1994 expenses to recogni ze an August 1994 wage
increase and |ine gromh between this period and
t he period of January through Septenber 1995.
Staff conpared the normalized 1994 data with the
1995 data to determ ne extraordi nary 1995 wage
and ot her expense anmpunts and then cal cul ated
benefit effects based on extraordi nary wages.
Finally, Staff renoved the abnormally high
expenses fromthe test period.

Staff believes that the all owance for wage and
line growmh increases is nore than adequate for
expected cost changes. Staff did not try to

adj ust the all owance downward for expected
factors such as productivity increases and the

| evel of fixed expenses (those that do not vary
with changes in line volune). Staff allowed for a
| arge i ncrease even though expenses in general,
dependi ng on type and circunstances, may be | evel
or even decl i ni ng.

Staff considers the nature of the expense
i ncrease to be tenporary. The additional expenses
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are primarily overtine and contract |abor, not
per manent enpl oyees. USWC is trying to nodify
systens and rel ocate personnel at the sane tine.
It is usual for costs to be higher during this
type of inplenentation period and then return to
normal |evels. According to Staff, the problens
USWC i s experiencing can be corrected, and it
appears that USWC is taking nmeasures to correct
them The higher costs are related to decisions
and reengi neering inplenentation activities
directed at the corporate | evel rather than being
related to an increase in the nunber of USWC

per mnent Oregon enpl oyees or the performance of
Oregon enpl oyees.

As with Issue 9a, Staff perforned a

reasonabl eness check to determ ne whether its
adj ustment for extraordi nary expenses |eft USWC
Wi th an appropriate ongoi ng expense |evel. Staff
determ ned that its adjustnent allows a
reasonabl e upward increase in the adjusted

cat egori es.

Staff al so asked USWC to explain the sharply

i ncreasi ng expenses. USWC argues that its

i ncreasi ng expense trend is due to USWC s
response to service quality problens. Staff does
not credit this argunent. Staff attributed the
trend to reengineering inplenentation, which it
consi ders the underlying cause, as opposed to a
decline in service quality and USWC s response to
it, the synptons. Staff points out that the
increase in service conplaints the Comm ssion
recei ved from USWC customers coincided with the

i npl enentation of reengineering during the latter
hal f of 1994. Service quality did not inprove
over the course of the historical period.

USWC gave Staff two expl anations for the expense
i ncrease that, according to Staff, nerited
further consideration. First, USWC indicated that
“custoner services other expenses” was i ncreasing
due to an increase in postage costs. Staff

| owered its adjustnment to account for the
recurring nature of the postage cost increase.
Second, USWC nade an accounting change in the
second half of 1994 to classify certain |ocating
costs associated with construction activities as
expense rather than as capital. Staff did not
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attenpt to normalize for this accounting change
because of sone uncertainties. That is, unless
prior capitalized charges were reclassified from
capital to expense, ratepayers are incurring
capital costs for prior locating as well as
expenses for current |ocating. Al so, due to the
effects of reengineering and the |ack of
financial data, Staff had trouble determ ning a
proper ongoing | evel of expense associated with

t hi s change.

Staff argues that USWC i ncurred extraordi nary
expenses during January through Septenber 1995 to
address pol e safety issues. In March 1994 the
Commi ssi on approved an agreenent between USWC and
Staff to elimnate pole safety violations

(UM 640). During 1995, USWC continued to correct

t hese safety violations. USWC conducted a public
safety inspection of all USWC poles in the state
and accel erated the detail ed inspection and pol e
strength testing to 20 percent per year rather
than the nornmal 10 percent per year. Staff
recomends excl udi ng the extraordi nary pole

mai nt enance costs associated wth USWC s
correction of pole safety violations.

To cal cul ate the adjustnment associated with pole
safety issues, Staff excluded expenses associ at ed
with the one tinme public safety inspection of al
USWC poles in the state and reduced detail ed

i nspection and pole strength testing expenses
fromthe accelerated rate of 20 percent per year
to the normal rate of 10 percent per year. Staff
al so amended its adjustnent to reflect the
partial settlenent of the pole safety violation

i ssue. See Staff Exhibit 84.

USWC asserts that Staff has presented no evi dence
to support its proposed adjustnent, while USWC
has produced substantial evidence to disprove
Staff’s clainms. Expense |evels for 1996
denonstrate that ongoing |levels of maintenance
expense are substantially higher than test year

| evels. The increase is due in part to the

i ncreased nunber of network technicians since the
end of the test year, a 26%increase from 898
techni ci ans enpl oyed in Oregon in Septenber 1995
to 1,134 in August 1996. USWC notes that it has
added these technicians in response to Commi ssi on
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concerns about adequate service in Oregon. USWC
al so uses its new network technical data as an
argunent against Staff’s service quality

adj ust nent (Il ssue 9c).

USWC al so charges that Staff failed to present

evi dence denonstrating that reengineering had the
dol l ar effect on expenses that Staff clainms. USWC
points out that Staff’s proposed adjustnent is
tant anmount to renoving 180 network technicians
fromthe payroll. USWC al so argues that Staff’s
adj ustnent distorts the test year.

Staff responds that USWC has not shown that its
recent enploynent of over 200 network technicians
justifies increasing the overall cost level in
the rate case. Staff argues that the Conm ssion
shoul d not rely on headcount data; it is
unreliable and subject to m suse (see discussion
at |Issue 9a above). Staff also notes that these
data were introduced for the first tinme in USWC s
reply testinony. The data are unverified, and
Staff asserts that verification would be
difficult and tinme consum ng. Moreover, the

rel evant inquiry is how the new hires inpact
overal | expense levels. Staff notes that inits
brief, USWC clains that all these technicians are
enpl oyed in Oregon, but USWC w tness Carl Inouye
does not nmake that claimin his testinony. Thus,
Staff argues, the record does not establish that
all or any of these technicians are working in
Oregon. The duties of these network technicians
are also unclear. If they are involved in
construction, their cost is a capital item not
an operating expense. Nor is there evidence in
the record as to how | ong these enpl oyees w ||
stay in Oegon. Staff notes that USWC has

depl oyed out of state enployees in the past.

Di sposition. For the reasons given above, at

| ssue 9a, we reject USWC s headcount argunents.
We conclude that USWC s network technician
figures are unverified and therefore do not
accept themto refute Staff’s argunent.

We find that Staff’s adjustnent properly renoved
extraordi nary nonrecurring expenses associ ated
with problens in inplenmenting the reengineering
program W find that the adjustnment was
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reasonably cal cul ated and | eaves USWC an
appropriate | evel of ongoing expenses. W al so
find Staff’s adjustnment with respect to pole
safety violation corrections reasonable. W
conclude that Staff’s adjustnent should be
adopt ed.

| ssue 9c: Reduced Service Quality

As we stated in Order No. 96-107, at 1:

During the past four years, U S WEST has
experienced a severe increase in service

quality problens, relating to both
custoner service and techni cal service.

The deterioration in USWC s service quality began
during the tinme when USWC was operating under an
AFCR approved by the Comm ssion in Order No. 91-1598.
The AFOR was an incentive based plan designed to give
USWC pricing flexibility and an opportunity to earn
hi gher rates of return within a broad range. The
Commi ssi on approved the AFOR plan “contingent upon
USWC s conpliance with the quality of service
standards as of April 1, 1991.” Order No. 91-1598

at 22. Staff certified that USW satisfied that
requirenment. 1bid.

USWC represented, and we expected,

that [this] incentive-based regulatory
approach adopted in this order should
notivate USWC to i nprove efficiency,
nmoderni ze its infrastructure, and provide
services which neet the challenges of the
changi ng tel ecomruni cati ons environmnent.
These benefits will be achi eved w thout
sacrificing . . . the quality of service
t hat Oregoni ans have conme to rely on.
| ndeed, the new regulatory framework will
benefit custoners by providing rate
stability for essential services, the
potential for revenue sharing, inproved
service quality, and continued access to
state-of-the-art tel econmunications
servi ces.

Order No. 91-1598 at 1, 30.

Qur expectations have not been net. Between
April 1991 and October 1995, trouble report rates
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increased in 66 of USWC's 77 Oregon wire centers.
In sonme instances, these trouble reports nore

t han doubl ed. Further, trouble report rates in 49
of USWC' s Oregon wire centers increased from

Cct ober 1995 levels in 1996 (average of March,
April, and May 1996). USWC held orders for
primary lines in Oregon have risen from an
average of 66 per nmonth in 1991 to 172 in 1995
and to 261 in July 1996. USWC's primary held
orders del ayed nore than 30 days have risen from
an average of 23 per nonth in 1994 to 35 per
month in 1995 to 107 in July 1996. USWC has al so
experienced problens with other nmeasures of
service quality the Comm ssion uses. These are
detailed in the Staff report attached as Appendi X
Ato Oder No. 96-107 term nating USWC' s AFOR.
Finally, the nunber of conplaints received by the
PUC Consuner Services Division regardi ng USWC s
service has increased by a factor of ten, from an
average of 23 per nonth in 1991 to 228 per nonth
during the first six nonths of 1996.

USWC Oregon Vice President Chuck Lenard indicated
to the Conm ssion at the March 27, 1996, speci al
public neeting that USWC is unlikely to be able
to restore its service quality to the pre- AFOR

| evel s soon. Service quality inmprovenent will
take considerable tine. M. Lenard al so indicated
that USWC s service quality problens were due in
| arge part to the condition of USWC s network
infrastructure. Mreover, M. Lenard told the
Commi ssion that USWC has capacity problens in
Oregon because the conpany underestinmated the
dermand for USWC servi ces.

Staff believes that it is unlikely that USWC wi | |
be able to renedy its service quality probl ens
during the tinme when rates fromthis docket wll
be in effect. Staff therefore recommends that we
adopt the Iow end of Staff w tness John
Thornton’s return on equity range to reflect the
reduced | evel of USWC s tel ecomruni cati ons
service quality. Staff notes that if USWC
restores its service quality to April 1991
levels, it would be appropriate to use the

m dpoint of Staff’s return on equity range to
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determine USWC s revenue requirenent.? Staff
argues that this condition is reasonable, because
the highly reliable digital technology in USWC s
network today naekes it easier for USWC to provide
the level of service it provided in April 1991.

Staff recomends that the Conmm ssion take the
following actions with respect to Issue 9c:

1. Use the low end of Staff’s

reasonabl e return on equity range in
determ ning USWC s revenue requirenent.

2. Oder USWC to restore service to
April 1991 |evels.

3. Order USWC to continue providing
nmont hly service reports specified in
the AFOR agreenent until its service
has been restored to April 1991 |evels.

4. Adopt USWC s April 1991 service

| evel s as the reference points for the
| evel s of service that would justify
using the mdpoint of Staff’s return on
equity range in determ ning USWC s
revenue requirenent.

USWC opposes Staff’s proposed adj ustnent. USWC
mai ntains that it has been investing at record

| evel s and has added service technicians to neet
t he new service requirenents. USWC al so cl ai ns
that it has inproved service levels in Oregon. To
illustrate this claim USWC points out that 80%
of calls into custoner centers have consistently
been answered within 20 seconds since

Oct ober 1995. USWC al so notes that access to
repair centers has inproved, the percentage of

m ssed comm tments has declined, and repair cycle
times are down.

41 W recently adopted new service quality standards for Oregon’s |ocal
exchange conpani es (Order No. 96-332, anending OAR 860-023-0055). In
light of these new standards, Staff recommends that the Comm ssion use
the mddle of its return on equity range in determ ning USWC' s revenue
requirement in the future, if the utility’s service neets or exceeds
the standards in the anended rule.
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USWC argues that Staff’s reliance on the

April 1991 service quality standards is

m spl aced. Those standards, USWC argues, were
rel evant only as benchmarks in Order No. 91-1598
establishing the AFOR. Therefore, USWC cont ends,
the limted purpose for which the April 1991
performance | evels are relevant is no | onger
applicable. USWC naintains that it has al ready
been penalized for falling below the April 1991
service quality levels by term nation of the
AFOR, which cost it its pricing flexibility and
the ability to earn at higher |levels. USWC argues
that if the Conmm ssion adopts Staff’s
recommendation, it will be penalized again and
will continue to be penalized as long as rates
fromthis docket are in effect.

USWC al so believes that Staff has unfairly
singled out USWC for the requirenent that service
be kept at April 1991 levels. USWC contends that
this selective creation and application of the
law only to USWC is akin to a bill of attainder
US Const. Art. |, 810, and violates USWC s ri ght
to equal protection of the |aw.

Mor eover, USWC contends that the April 1991
performance | evel s were the hi ghest ever achieved
by the conmpany, and are therefore not a
reasonabl e basis for evaluating current and
future service quality. USWC argues that there is
no evidence that the April 1991 | evels produce an
appropriate |l evel of service. Staff al so proposes
service |levels that nust be achieved in nine
categories before USWC will be allowed to earn at
the mdpoint of the return on equity range.
Currently, USWC notes that there is no standard
as to five of the nine categories. The levels are
defined only as those achieved in April 1991.

Four of the nine neasurenents were not reported
to the Commission in April 1991, however, so
there was no basis to conclude that USWC net them
then. As to those neasurenents that were
recorded, USWC did not achieve themin

April 1991. In alnost all instances, the levels
of service described by Staff are higher than
USWC was actually achieving in 1991.

USWC argues that Staff proposes to adopt in this
proceedi ng the standards by which to neasure the
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conpany’s perfornmance and to apply those
standards retroactively so as to penalize the
conpany for failing to achieve them USWC

consi ders this an obvi ous exanple of an ex post
facto action, which is prohibited by Article I,

8 10 of the U S. Constitution. USWC al so argues
that there is no conpetent evidence on which to
assess a rate of return penalty. USWC argues t hat
there is no suggestion in the record that USWC
failed to neet the service standards set forth in
the Commission’s rule. USWC al so asserts that the
Comm ssion may not inpose a penalty for service
quality without a known service quality standard.
State ex rel. Uilities Commin v. Carolina Wter
Serv., Inc., 439 S.E. . 2d 127 (N. C. 1994).

USWC al so mai ntains that the Comm ssion has no
statutory authorization to penalize a utility by
denying it a rate of return which Staff would
otherwi se find appropriate. Staff has recommended
an 11.6%rate of return but for service quality
considerations. USWC cites several cases that
hold that quality of service cannot |awfully be
used as a factor to reduce a utility s rate of
return. 42

USWC contends that specific neasures are already
in place to address any service quality problens.
Order No. 96-107, which term nated the AFOR
prescri bed the specific nmeasures that USWC nust
undertake to inprove service quality. These
measures include inplenentation of USWC s
cellul ar tel ephone | oaner program and an out of
service credit. Those provisions, USWC beli eves,
address the specific service quality issues and
provi de focused relief to affected custoners.
USWC has offered to nake the existing program
permanent until the next rate case. USWC argues
that penalties should directly benefit those who
have been inconveni enced, as USWC s current plan
does. USWC al so argues that Staff’s proposed
penalty woul d deprive the conpany of the
financial resources it needs to achieve further
service quality inprovenents.

4 South Central Bell Telephone Co. v. Utility Regul atory Conmi ssion,
637 S.W 2d 649, 654 (Ky. 1982); Florida Tel ephone Corp. v. Carter,
Fla., 70 So.2d 508, 510 (Fla. 1954); In re Ceneral Tel ephone Co.,
652 P2d 1200 (N.M 1982).
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Finally, USWC argues that Staff has shown no

rel ati onshi p between the anount of the
recommended penalty and the nature of service
quality concerns. USWC cites South Central Bel

Tel ephone Conpany v. Utility Regul atory

Commi ssion, 637 S.W2d 649, 653 (Ky. 1982) for
the proposition that it is arbitrary and

subj ective to inpose a penalty grossly

di sproportionate to docunented service
deficiencies. Here, USWC contends that Staff has
identified technical nonconpliance only in three
smal | exchanges. USWC al so contends that custoner
calling volunes do not correlate with service
quality. USWC argues that the proposed adjustnent
is based on conplaints by only 1% of its
custonmers. USWC recomends that we reject Staff’s
proposed service quality penalties.

Di sposition. ORS 759. 035 provides:

Every tel econmunications utility is
required to furnish adequate and safe
service, equipnent and facilities, and the
charges made by any public utility for any
service rendered or to be rendered in
connection therewith shall be reasonable
and just, and every unjust or unreasonabl e
charge for such service is prohibited.

ORS 756. 040 enpowers the Comr ssion in part
as foll ows:

(1) . . . [T]he comm ssion shall represent
the custoners of any public utility or

tel econmuni cations utility and the public
generally in all controversies respecting
the rates, valuations, service and al
matters of which the comm ssion has
jurisdiction. In respect thereof the

conmm ssi on shall nake use of the
jurisdiction and powers of the office to
protect such customers, and the public
general ly, fromunjust and unreasonabl e
exactions and practices and to obtain for
t hem adequate service at fair and
reasonabl e rates.

(2) The commi ssion is vested with power
and jurisdiction to supervise and regul ate
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every public utility and
tel econmuni cations utility in this state,
and to do all things necessary and

convenient in the exercise of such power
and jurisdiction.

As these provisions nmake clear, we have authority
to set service levels and establish reasonable
rates for that service. W also have authority to
set rates to reflect the level of service a
utility provides. As the Oregon Court of Appeals
held in Garrison v. Pacific Northwest Bell, 45 O
App 523, 531 (1980), “[r]ates, service |levels,
and the renedy for . . . service failures are

i nseparable.” See al so West Coast Tel. Co.,

27 PUR 3d 489, 497 (OPUC 1958) (OPUC held that a
t el ephone conpany’s i nadequate service justified
a rate of return “in the |ower range of the zone
of reasonabl eness”).

USWC clains that its service substantially neets
the standards in QAR 860-023-0055 (1995).
Therefore, USWC argues, no rate of return

adj ust mrent shoul d be made based on service

consi derations. W disagree. Qur service quality
rul e was based largely on technical standards.
Custoner service problens are at the heart of
USWC s current service quality problens. W
anended the rule by Order No. 96-332, because
sone of the technical standards in it were

out dat ed and because it did not contain inportant
customer service standards.

Qur service quality rule is not our only redress
for poor utility service, however. As the
statutory provisions above and the Garrison case
make cl ear, the reasonabl eness of rates depends
in part on the quality of service that the
utility provides. W find that USWC' s revenue
requi renent should reflect the | ower |evel of
service the utility is currently providing.

USWC argues that it is inappropriate to hold the
conpany to the April 1991 standard for service.
USWC argues that the only rel evance of the
service quality as of that date is to neasure
service quality in ternms of the AFOR Again, we
di sagree. W approved the AFOR pl an because we
expected it to result in long range benefits to
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ratepayers: inproved efficiency, nodernized
infrastructure, and the provision of services
that neet the chall enges of the changing

t el econmuni cati ons environnment. W expected those
benefits to accrue w thout sacrificing service
quality. Order No. 91-1598 at 1, 30. As a
condition for granting the AFOR, we asked USWC to
mai ntain the quality of service it was providing
in April 1991.

| nstead, Oregon ratepayers are now worse off than
they were in 1991, and perceive thenselves to be
worse of f than they were in 1994. That is an

unr easonabl e outconme. Technol ogy has inproved in
the meantine. We consider it a reasonable
condition to ask USWC to bring service quality to
the level of April 1991 in order to use the

m dpoint of Staff’s return on equity range in
determ ni ng USWC s revenue requirenent.

USWC cl ains that there have been materia

i nprovenents in its service quality. USWC cites
i nproved access to custoner and repair centers,
fewer m ssed commtnents, and shorter repair
cycle tines. W commend USWC for these

i nprovenents, but note that other indicators of
service quality are dismayi ng. W quote from
Order No. 96-339 at 1-2:

Order No. 96-107 term nated USWC s
alternative formof regulation (AFOR)

pl an, and the order al so adopted a
stipulation that addresses USWC s service
quality problens regarding held orders for
primary and additional access lines, and
delays in restoring access line service to
cust oners.

There has been no substantial inprovenent
in USWC' s service quality in these regards
since the date Order No. 96-107 was
entered (April 24, 1996), based upon
custonmer conplaint information received by
t he Conm ssion. Conplaints from USWC
custoners continue to cone to the

Comm ssion’ s Consuner Services Division at
an alarmng rate. Conm ssion records show
that USWC custoners are as dissatisfied
with the conpany’s service now as they
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were in April 1996, that the custoners are
| ess happy with USWC service now t han they
were during cal endar year 1994, and that
USWC service is perceived to be
significantly worse than that provided by
other utilities regulated by the
Conmmi ssi on.

USWC has entirely too nmany held orders. In
April 1996, the conpany had 283 primary

hel d orders. In Cctober, the primary held
order figure rose to 366.

For the second and third quarters of 1996,
USWC was cl earing approximately 80 percent
of its out of service reports within

48 hours. In recent weeks, the figure has
been 50 to 70 percent. Historically, the
per centage of reports cleared has dropped
when Oregon’s rainy season begi ns because
of wet cabl es cracking, which may explain
the nost recent drop. Comm ssion Staff
bel i eves that the service restoral
standard shoul d be that at | east

95 percent of all reports are to be
cleared within 48 hours. Because of the
cabl e probl em descri bed above, USWC i s
unlikely to be close to conpliance with
that standard for at |east several nonths.
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USWC nentions that it is unnecessary for the
Commi ssion to “penalize” it by choosing a return
on equity at the |ow end of the range, because

t he Conmi ssion has service quality remedies in

pl ace. See Order No. 96-339. W respond that the
nmeasures in that order are renedial. USWC has had
anpl e notice that we expect its service quality
to inprove, not nerely that we require it to
provide redress for the synptons associated with
its poor service.

USWC cites several cases holding that a

comm ssion may not inpose a penalty for poor
service in a rate case. See Footnote 45 above. In
South Central Bell, the Kentucky Comm ssion was
enjoined fromreducing the utility’s rate of
return because of alleged poor service. The

Kent ucky Suprene Court found that a reduction in
what was originally determ ned to be an adequate
rate constituted a penalty beyond the scope of
the Commi ssion’s authority. This holding is
simlar to the holding in the Florida case and

t he General Tel ephone case.

The present case is distinguishable on three
grounds. First, the cases cited are state court
cases. In our state, the Oregon Court of Appeals
has reached a different concl usion about the

rel ati onshi p between rates and service, as the

| anguage from Garrison quoted at the begi nning of
this section shows.*® Second, in the present case
Staff has reconmended a point within a reasonabl e
range of return on equity. Any rate within the
range i s adequate to allow USWC to earn a
reasonabl e return on equity. Therefore, USWC s
argunents that the |l ow end of the range will not
permt it sufficient funds to inprove its network
are groundl ess.

Third, the choice of the | ow end of the
reasonabl e range is not a penalty. It is not
puni shment for failure to neet service
expectations in the past. As USWC noted, early
term nation of the AFOR was the consequence of

4 USWC argues that this case is not on point because the court found
that the utility had not violated the “adequate service” statute. The
point is, however, that the court, in making its determ nation,
articulated the principle that rates and service are interrel ated.
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USWC s failure to neet the April 1991 service
quality standards. That issue is resolved.

Rat emaki ng, however, is prospective in nature.
See, e.g., Order No. 87-407 at 11-12. Staff’s
proposed adjustnent is al so prospective. Staff
determned that “USWC is unlikely to restore its
service quality to pre-AFOR | evel s during the
period in which rates resulting fromthis
proceeding will be in effect.” Staff/7, Birko/1,
3, 6-7, ; Staff/8, Birko/4-5; Staff/42 and 43;
M. Lenard’ s comments at the March 27, 1996, PUC
special public neeting (officially noticed

Tr 15-16.) Qur reduction in the return on equity
i s based on our understanding that USWC s service

during the period when rates will be in effect
Wil be less satisfactory than it was six years
ago.

USWC argues that we cannot choose the | ow point
in the range of reasonable return on equity
because there is no known standard bel ow which
USWC s service quality has fallen. Carolina Water
Serv., Inc., supra. Throughout the term of the
AFOR, we held up USWC s own April 1991 service
qual ity achi evenent as the standard which it nust
nmeet. In Order No. 96-107 term nating the AFOR,
we again stressed to USWC the inportance of
inmproving its quality of service. That order
specifically directed the conmpany to continue to
file the nonthly technical service quality
reports that it had filed under the AFOR That
order originally foresaw continuing the reports
until OAR 860-023-0055 was anended, but the

Commi ssi on subsequently extended the period of
time during which USWC nust file the reports
required indefinitely (see Order No. 96-338 at 4,
Ordering Paragraph 4).

We believe this is a reasonable and known
standard to continue to apply. It is reasonable
because USWC had al ready met that standard before
the AFOR was inplenented.* It is known because we
have repeatedly held it up as the standard of
servi ce USWC nust neet, both during and since the

4 USWC argues that it did not actually neet the April 1991 service
quality standards. Staff certified that it did neet those standards.
See Order No. 91-1598. USWC s assertion that the certificati on was
false is a collateral attack on that order and is inappropriate in this
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AFOR. USWC s ex post facto argunent therefore
fails.

As to USWC s equal protection argunent, the
conpany has not shown that other, simlarly
situated conpani es have received different
treatnment. USWC argues that it is subject to a
standard that is not applied to other

tel ecommuni cations utilities, the April 1991
standards. The history that |ed to approval of
USWC s AFOR, devel opnent of the service quality
st andards under the AFOR, term nation of the
AFOR, and continued inposition of the AFCOR
service quality standards is unique. As we state
below, in future rate cases, USWC will be held to
the sane set of standards that govern service for
all teleconmunications utilities, those set forth
in OAR 860-023-0055. For purposes of this rate
case, we look to the April 1991 standards to
assess USWC s performance because of the AFOR and
USWC' s agreenment to that set of standards under

t he AFOR

USWC contends that Staff’s proposed adjustnent is
grossly disproportionate to the consequences,
because it is based on conplaints by 1% of the
conpany’s customers. USWC s argunent m sses the
point. First, we have no way of know ng how many
custonmers who receive inadequate service fail to
conplain of it. Second, and nore inportantly, the
conplaints indicate problens with USWC s

t el econmuni cati ons system and delivery of service
that may adversely affect the systemas a whol e
and Oregon’s infrastructure. Cost cutting,

enpl oyee reductions, and USWC s reengi heering
program have reduced USWC s ability to maintain
1991 service levels at a tinme when the utility is
experiencing rapid growth in the demand for its

t el econmuni cati ons services. USWC s rat epayers,
present and potential, can expect to be adversely
af fected by delays in providing access lines or
service repairs.

We conclude that Staff’s proposed adjustnent in
the return on equity to 10.2% i s reasonable. The
adj ustnent reflects USWC s reduced quality of
service, which is not likely to be renedi ed while
rates fromthis docket are in effect. Staff also
asks us to order USWC to restore service to
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April 1991 levels and order USWC to continue
provi ding nonthly service reports specified in
the AFOR agreenent until its service has been
restored to April 1991 | evels. Under O der

No. 96-339, USWC is already required to provide
t hose service reports for an indefinite period.
It would be redundant to include such a nandate
in this order

Further, Staff requests that we adopt USWC s
April 1991 service levels as the reference point
for the level of service that would justify using
the m dpoint of Staff’s return on equity range to
determ ne USWC s revenue requirenment. W decline
to do so. The 1991 service levels are an
appropriate neasure in this rate case for USWC s
failure to provide adequate service. In future
rate cases, however, we will judge USWC s service

quality by anmended OAR 860-023-0055 (see Order
No. 96-332). If USWC neets the standards in the
new rule, we will find it appropriate to choose
the m dpoint of a reasonable range for USWC s
return on equity.

Issue 10, Final Test Year Separation Factors. The discussion at
page 101 of Order No. 97-171 is readopted, but the amounts shown in Appendix A,
Column 53, are amended as shown in Appendix B, Column 56, Order No. 00-190.

| SSUE 10: FI NAL TEST YEAR SEPARATI ON FACTORS
Significantly Undi sputed I|ssue:

Adj ust nent 53°. Staff and USWC agree
that the intrastate separation
factors used to initially separate
the test year should be nodified to
include the effects of the sale of
exchanges to PTI and the EAS
conversions. The final factors depend
on the resolution of all disputed
expense adjustnments. See Appendi x B,
First Stipul ation, Paragraph 25.

Issue 11, Refund Procedures. The discussion at pages 101-107 of Order
No. 97-171 is readopted except: 1) the interest rate is revised to 8.77 percent; 2) the
refund eligibility date is updated from May 19, 1997, to reflect the provisions of the
Stipulation adopted as modified in Order No. 00-190 (see Appendix A to that order);

" Issue 10 is now Adjustment 56 of Appendix B to Order No. 00-190.
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3) we update the date when the refund will begin, in accordance with the Stipulation,
supra; 4) we allow refunds to former customers; and 5) we alow temporary rate
reductions and bill credits as provided in the Stipulation, supra.

Amount of Refund: The discussion on pages 101-107 of Order No. 97-171is
readopted, but we revise the conclusions to allow refunds to be based on an amount lower
than the adjusted test year revenue requirement. See Appendix A to Order No. 00-190.

| SSUE 11: REFUND PROCEDURES — PROCESS

D sputed |ssue:

Staff believes that USWC shoul d make one
time, lunp sumcredits on custoners’ bills.
USWC shoul d not nake refunds for toll usage,
but the conpany shoul d nmake refunds to
access service custoners. USWC wants to
phase the refund into rates and make no
refund to access service custoners.

Staff and USWC have not agreed on the refund
procedures or on how to cal cul ate the refund.

I f the Conm ssion orders a refund based on the
revenue requirenent established in this
docket, Staff recommends that USWC s Measure 5
savi ngs for May and June 1996 be used to
reduce the amount of the UT 125 refund. These
savings were included in the refund USWC made
to customers in January 1996.

| SSUE 11: REFUND PROCEDURES — BASI S OF REFUND

[ Del eted text not readopted.]
Compl etely Settled Issue:

Staff and USWC agree that the refund shoul d
be reduced by the Measure 5 refund that
related to May and June 1996. ($.9 mllion,
| ssue 8e, Ballot Measure 5 Property Taxes)

D sputed Adjustnents (which Staff woul d
i ncl ude but USWC woul d excl ude):

Staff and USWC di sagree about the basis of
the refund. Staff believes the refund shoul d
foll ow Conm ssion Order No. 96-183.
Therefore, it should be based on the total
revenue requirenent established in this
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docket, *® except for the Ballot Measure 5
refunds for May and June 1996.

USWC argues that the refund should follow
Order No. 91-1598 and be based on act ual
earni ngs. USWC agrees that sone adjustnents
shoul d be nmade to the test year before

cal culating the refund but three types of
adj ust nents shoul d generally be excl uded:
estimates and forecasts, inputations, and
di sal | omances of recorded data.

Estimates and Forecasts. Many adjustnents in
this proceeding are based on estimated
revenues and expenses that Staff expects
USWC to achi eve during the period when rates
are in effect. USWC clains that estimates

and forecasts should be ignored in a refund
cal cul ati on. However, the stipulated test

year includes three nonths of estimtes,

whi ch the conpany woul d include in
calculating a refund. USWC woul d al so
include the estimated effects of pending

sal es of exchanges on allocation factors
(I'ssue 4f) and the estimated effects of
docket UM 351. [Del eted text not readopted.]

| mput ati ons. According to USWC, these

adj ustnments [del eted text not readopted]
remove or add inputed anounts and,

t herefore, should be ignored in the refund
cal cul ati on. However, the conpany does not
exclude US WEST Direct directory revenues
(I'ssue 3a) fromthe refund cal cul ation. The
conpany agreed to the inputation of Yellow
Pages revenue in Order No. 91-1598, UT 80.

Di sal | owances of Recorded Data. According to
USWC, these adjustnments [del eted text not
readopt ed] woul d i npose retroactive ratemking
if they are included in calculating the
refund. USWC does not exclude the floor space

adj ustnent (included in Issue 4a) fromthe
cal cul ation

% |In Order No. 96-183 at 4, the Conmi ssion concluded that “the anpunt
subject to refund by USWC is equal to the difference between the
permanent rate | evel established in pending docket UT 125 and the
current interimlevel, assumng that the |latter anount of revenues is
greater than the forner.”
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Total Adjustments to Include in the Refund

Cal cul ati on (where the anpbunts depend on whose
adj ustnments are adopted): [Deleted text not
readopted.] The anounts depend on whose

adj ustnents are adopted in Issues 1 through 10
and 14.

If we order a refund in this proceeding, Staff
reconmends that we inplenent it as foll ows:

1. The refund should be nmade within 60 days

after the Commi ssion i ssues an order
directing USWC to nmake a refund.

2. The refund should be nade as a one tine,
ump sumcredit on custoners’ bills.

3. The refund should be nade to custoners of
USWC as of the refund date.

4. There should be no refund for tol
servi ce.

5. Interexchange carriers (1XCs) who are
access service customers of USWC shoul d
recei ve refunds based on the imedi ately
preceding the refund date. In the aggregate,
the portion of the total refund that should
be distributed to I XCs shoul d be cal cul at ed
using the ratio of USWC's Oregon intrastate
access revenues to total intrastate revenues
subject to refund, as determned in this

pr oceedi ng.

6. The rest of the refund shoul d be

distributed to | ocal service custoners, on a
per line basis, in the follow ng rati os:

G oup Current Rati o**
Rat e

Resi dent i al $12. 80 1.00 Al residential service
i nes

Bus. Sinple $30. 87 2.40 Busi ness sinple |ines
and busi ness neasur ed
i nes

Bus. Conpl ex $34.77 2.70 O her busi ness,

swi tched service |ines,
i ncl udi ng conplex, DD
trunks, |SDN, PAL,

sem public
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Centrex varies 1. 00 Al'l Centrex type lines
Private Line $9.80 0.75 Ref und per NAC
(basi c)

**Each ratio is approximately equal to the ratio of
the current rate for the service to the rate for the
residential group.

USWC generally agrees with Staff’s
recommendat i ons. However, USWC argues that no
refunds should go to the I XCs because they have
al ready recei ved permanent rate reductions over
t he past four years.

Staff disagrees with USWC s position on refunds
to I XCs. Staff recommends that any refund be

di vi ded anong groups of custoners approxi mately
in proportion to the total revenue USWC recei ves
from each group. The | XCs’ proportionate share
woul d reflect the rates they paid over the

12 nonths preceding the refund. Further, despite
periodic rate adjustnents for access service, the
| XCs may still be paying higher rates than what
the Comm ssion ultimately determnes is
reasonabl e.

USWC contends that Order No. 91-1598 requires the
consi deration of “actual earnings” in determ ning
refunds. The order discusses the refund
procedures to be followed or the rates to be
charged by USWC in the event the AFOR is

term nated prematurely.*® The Conmi ssion
prematurely term nated USWC' s AFOR by Order

No. 96-107. That order provided that “U S WEST' s
rates for services [from May 1, 1996] shall be
considered interimrates subject to refund with
interest.” 1d. at 3.

USWC filed a Petition for Carification and
Request for Ruling on May 31, 1996, asking the

4 The order provides, at 28-29:
Subpar agraph (3) specifies that the rates in effect fromthe date
the plan is term nated until the date new permanent rates are set
shall be interimrates subject to refund. A refund will take
pl ace only where USWC is determ ned to have been overearning.
The amount of any refund will equal the difference between the
anount USWC is actually earning and the anount subsequently found
to be reasonable. Any refunds will accrue interest at USWC s
aut horized rate of return on rate base.
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Comm ssion to clarify that any refund woul d be
cal cul ated using USWC s actual earnings during
the interimrate period. On July 16, 1996, the
Conmi ssi on i ssued Order No. 96-183, which

concl uded that the anmobunt subject to refund woul d
be “equal to the difference between the permanent
rate | evel established in pending docket UT 125,
and the current interimlevel, assunm ng that the
| atter anmount of revenues is greater than the
former.” Id. at 4. The Comm ssion stated that the
refund procedure would be simlar to that used in
ORS 757.215(4) and 759.185(4). Id. On

Sept enber 16, 1996, USWC filed a Petition for
Reconsi deration, which was denied in O der

No. 96-86. USWC has filed a judicial appeal of
this order and of Order No. 96-183. USWC argues
that the Comm ssion erred in its application of
Order No. 91-1598 by determining that the refund
woul d not be based on what USWC is actually
ear ni ng.

USWC al so argues that because Staff has used
forecasts in its proposed adjustnents, the

adj ustnents bring future revenues into the
current time period as if they were being earned
now. USWC argues that the forecasted adjustnents
di stort the refund anobunt because a refund will
be based on a forecast, as opposed to actual
earnings as specifically contenplated in O der
No. 91-1598; and because sone or all of the
earnings are not forecasted to occur until after
the period that rates are interim they are not
subj ect to refund.

According to USWC, using forecasted adjustnents
nmeans that the Comm ssion has no way of know ng
if earnings are ever actually achieved. The
presunption of Staff’s forecast adjustnent is
that USWC woul d pay ratepayers the refund now for
future revenue grow h or expense reduction, and
over the period of rates would “earn” the refund
back. USWC argues that this is inaccurate. Under
Staff’s approach, the refund would be paid on
earnings projected to occur after rates are no

| onger interimand subject to refund. The

Comm ssi on has no assurance that Staff’s
forecasts will cone about. Additionally, USWC
argues, ratepayers would receive interest on the
refund of earnings that USWC woul d be presuned to
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achi eve. This interest would never be earned
back. USWC argues that this is unreasonable.

USWC al so argues that inputed amounts are anounts
not actually earned and that they should al so be
excluded fromthe refund cal cul ati on. Moreover,
USWC contends that including disallowd recorded
data in the refund cal cul ation constitutes
retroactive ratemnmaking.

USWC proposes that the Commi ssion shoul d handl e
any refund anounts that may be due to custoners
in the formof phasing in rates. If the

Comm ssion adopts its proposal, USWC argues that
interest should cease to accrue as of the date of
the Commi ssion’s order in this phase of the
docket .

Di sposition. [Deleted text not readopted.]

W reviewed each estimate and forecast that we
adopted to ensure that it was reasonably certain
to occur. Qur reasons for adopting adjustnents of
this sort to the test year are di scussed under

| ssue la(1l) above. In brief, these reasonably
certain adjustnents serve to nake the test year
representative of the period during which rates
fromthis docket are likely to be in effect.

Mor eover, we note that USWC has proposed
forecasted adjustnents of its own: the proposed
depreci ati on expense adjustnent and the

adj ustnent for the future adverse effects of the
orders in Comm ssion docket UM 351.

In Issue 7e, Staff Adjustnent 36, Staff renoved
part of an accrual that will end soon after rates
in this proceeding go into effect. Staff

considers this a normalizing adjustnment, but USWC
argues that it is an inputation. W consider this
a normalizing adjustnment designed to nmake the
test year representative of the period when rates

fromthis docket will likely be in effect. USWC
al so argues agai nst the inputation involving Part
64 Still Regul ated services (Issue 4g(2)). W

consider it fair to order a refund of i nputed
revenues in this case for the sanme reason we
consider the inputation fair. The inputation
makes these services revenue requirenent neutra
and prevents subsidies flowi ng fromregul at ed
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services to those that are subject to conpetition
and under ear ni ng.

USWC cont ends that including disallowances of
actual expenses in the refund anount constitutes
retroactive ratemaki ng. USWC s argunent is not
wel | taken. As the Oregon Court of Appeals
recently stated:

Ret roactive ratenaki ng occurs when past
profits or |osses are incorporated in
setting future rates. Pacific Northwest
Bel | Tel ephone Co. v. Katz,

116 Or App 302, 311 (1992).

In other words, retroactive ratemaking is a way
of truing up faulty projections as to earnings or
expenses. That is not the case here. W are
dealing here wwth interimrates subject to
refund. We have determ ned that USWC s revenues
shoul d be reduced by approxi mately $[text del eted
not adopted], on average, throughout the period
when rates fromthis docket will be in effect.
Until the rate design order in the case is
entered, the refund nechanismw || address the
necessary revenue requirenment reduction. Once the
rate design order takes effect, rates wll

reflect that reduction. In both cases, we are
maki ng prospective reductions. W are not going
back in time to capture past overearnings. USWC
objects to including disallowances in the refund.
Those anmounts were included in the revenue

requi renent reduction. Once that determ nation
was nmade, logically they should be included in
the refund as well.

For the refund procedure, we adopt Staff’s |unp
sum refund proposal. W believe that nore of the
rat epayers who contributed to USWC s over earni ng

will receive a refund in that manner than if we
phase the refund through rates. Interest on the
refund will accrue until the refund is paid.

[ Del eted text not readopted.]

W find it reasonable that | XCs receive a refund
as well, for the reasons Staff gives. W also
adopt Staff’s recommendation that any refund be
di vi ded anong groups of custoners approxi mately
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in proportion to the total revenue USWC receives
from each group.

[ Del eted text not readopted.]

We adopt Staff’s proposed distribution of the
refund on a per |ine basis, set out above. If the
refund anmount shoul d exceed a custoner’s bill in a
given nonth, then the refund credit shall be
carried forward into the next nonth.

I ssue 14, Effect of UM 351 on Access Revenues. The discussion on
page 114 of Order No. 97-171 is readopted.

| SSUE 14: EFFECT OF UM 351 ON ACCESS REVENUES

Di sputed |ssue:

USWC argues that the effect of Order
No. 96-188 (dated July 19, 1996, in
docket UM 351) is a revenue

requi renent issue. Staff believes
this is a rate design issue.

On Novenber 1, 1996, the Comm ssion issued O der
No. 96-283 (UM 351), which revised certain
aspects of an earlier order in that docket, Order
No. 96-188. Under the revised rates in O der

No. 96-283, Staff estimates that the UM 351
revenue inmpact on USWC is currently $1.9 mllion.
USWC agrees with this figure.

The revision to Order No. 96-188 dropped the
estimated revenue inpact from$8.5 nmillion to the
current figure. The current revenue inpact

esti mte may change further, due to new cost
studies filed in conpliance with Order No. 96-284
(UM 773, the cost study docket). Staff recommends
that this revenue inpact and any rate arbitrage

i ssue be addressed in the rate design phase of

UT 125.

Di sposition. W conclude that Issue 14 is an

i ssue appropriate to the rate design phase of
this case. W have adjusted the rate design phase
of this proceeding to coordinate with new costs
arising fromUM 773. During rate design, Staff
and USWC can address the UM 773 costs and align
the rates so that any arbitrage issue is
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elimnated. At this point, the ultimte revenue
i npact is unknown, so it would be premature to
deal with the revenue inpact issue here.

Ordering Paragraph 4f: distribution of the refund. This paragraph, at

page 115 of Order No. 97-171, is readopted.

4. The revenue reduction [del eted text not
readopt ed] shall be refunded as foll ows:

* * *x * *

f. The remai nder of the refund shall be

distributed to | ocal service custoners, on a
per line basis, in the follow ng ratios:

G oup Current Rati o**
Rat e

Resi dent i al $12. 80 1.00

Bus. Sinple  $30.87 2. 40

Bus. Conpl ex $34.77 2.70

Centrex vari es 1.00

Private Line $9.80 0.75
(basic)

Made, entered, and effective

Al residential service
i nes

Busi ness sinple |ines
and busi ness neasur ed
i nes

O her busi ness,

swi tched service lines,
i ncl udi ng conplex, DD
trunks, |SDN, PAL,

sem public

Al'l Centrex type lines
Ref und per NAC

Ron Eachus Roger Hamilton
Chairman Commissioner
Joan H. Smith
Commissioner

A party may request rehearing or reconsideration of this order pursuant to ORS 756.561. A request
for rehearing or reconsderation must be filed with the Commission within 60 days of the date of
service of this order. The request must comply with the requirements in OAR 860-014-0095. A
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copy of any such request must aso be served on each party to the proceeding as provided by OAR
860-013-0070(2). A party may apped this order to a court pursuant to applicable law.
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