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BACKGROUND: On February 17, 1995, U SWEST Communications, Inc.
(USWC or Company) in Docket No. UT-950200 filed with the Commission certain tariff
revisions designed to effect statewide a general rate increase of $204,613,922 over four yearsin
its provision of intrastate telecommunications services. By order dated March 8, 1995, the
Commission suspended the effective date of the tariff revisions pending investigation and
hearing as to whether the proposed rates are fair, just, reasonable, and sufficient. The Company
requested and received an extension of time to permit negotiations among parties and it waived
the suspension date for a further two weeks to accommodate the hearing schedule.

COMMISSION: The Commission rejects the Company's request for increased
rates and charges, and directsit to file tariffs to effect a decrease in rates of $91.5 million, which
is approximately 9.8% of the Company's affected revenues.
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PART ONE:
OVERVIEW

Thisis an important proceeding. It comes at a defining time for
telecommunications regulation in Washington state. It is among the longest proceedings the
Commission has heard in years. The Commission heard from 52 expert witnesses, received
nearly 800 exhibits, comprising over 10,000 pages of prefiled written testimony and
documentation. The record ran to more than 4,200 pages of transcript testimony over 23 days of
hearing, and 14 party intervenors participated in addition to the Company, Commission Staff,
and Public Counsel. The proceeding generated as much intensity as any other Commission
proceeding in recent memory.

The reason for thislevel of activity and intensity has been the nature, diversity,
significance and magnitude of the issues posited by the Company's general rate incresse filing. It
isimportant from a historical perspective because it isthefirst general rate casefiled by USWC
since 1982, and thus the Commission's first opportunity in that time to examine the Company's
overall operations. The Commission in February 1989 filed a complaint on its own motion
against the Company'srates. A settlement agreement resolved the complaint and resulted in a
$337.75 million rate decrease over five years. The agreement also ingtituted an alternative form
of regulation (AFOR) for the Company, which reduced the Company's regulatory burdens.! The
AFOR ended in December, 1994, and its termination was one of the ressons this case was filed.

This proceeding dso isimportant from a forward-looking perspective as well: it
considers policies and pricing that will carry USWC into the competitive environment mandated
by the federal government in the Telecommunications Act of 1996.2

For years, this state's statutory and regulatory telecommunications policy has
directed open markets and consumer choice, balanced by universd service concerns. This order
isakey part of thefoundation of a sustainable compditive marketplace. Because of its
importance, and the amount of money at stake, the case has drawn unprecedented interest and
participation by interested parties and the public. At public meetings, and through letters and
telephone calls, the Commission has heard from more citizens about this casethan any other. To
the members of the public who took time to express their views, we extend our appredation.

The details of the Commission's conclusions, and specific reasons for our
findings, are contained in this Order. In thisintroductory section we briefly summarize some of

RCW 80.36.135 authorizes the Commission to "waive such regulatory requirements under
Title 80 RCW for atelecommunications company subject to an alternative form of regulation as
may be appropriate to facilitate the implementation of this section[.]"” In adopting the plan, the
Commission found that the public policy goals of RCW 80.36.300 would be achieved; that the
goals delineated in RCW 80.36.135 would be met; and the conditions for approving the plan
contained in that statute would be satisfied.

The Federal Telecommunications Act of 1996, Pub.L.N0.104-104, 110 Stat. 56, to be codified
at 47 USC Sections 151, et seq. The Act will also be referred to in this document simply as "the
Telecom Act.”
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the policy principles that governed our decision and describe a number of significarnt issues.

POLICY PRINCIPLES

State telecommunications policy is governed by theRegulatory Flexibility Act,
which directs the Commission to preserve universal service, promote diversity in services, ensure
that competitive services are not subsidized by monopoly rates, and permit flexible regulation of
competitive telecommunications companies and services? The recent federal Telecom Act
federalizes that same policy. It beginsanew phase of competitive development in which
Congress envisions robust competition in all communications markets including, significantly,
the local exchange. The Telecom Act reserves substantial roles for state regulatory commissions
to effect such competitive devd opment.

Whether robust competition develops will depend on how the law isimplemented
at both the state and federal levels. Despite some limited competitive entry, USWCis till by far
the dominant player in its service territory for virtually all services. For consumersto have
competitive choice, the USWC network must be opened up at terms that are fair to both USWC
and new entrants. A key part of that process is determining the costs and fair prices for USNC's
services. This case, thefirst geneaa rate case involving USWC in over a decade, provides a
comprehensive review of the Company's overall operations. As such, it establishes a basdine
from which a sustainable competitive market can emerge

Il. ISSUES
In USWC'sfilings and in the evidence, several key issues emerged:

A. |sthe Company Entitled to More Revenues?

USW(C's general rate increase filing seeks approximately $205million ayear in
additional revenues, phased in over four years. It proposed approximately $95 million of that
total as an immediate rate increase. After reviewing the Company's operations and making a
number of factual, technical and legal decisions, the Commission finds that instead the Company
is over-collecting approximately $91.5 million per year. The Company will be directed to reduce
rates by that amount.

B. Are Residentid Rates Priced Below Cost?

Contending that residential rates are heavily subsidized, USWC proposed more
than doubling residential rates over 4 years, and charging rural ratepayers significantly morethan
urban ratepayers. Inthefinal year of the USWC proposal, urban raepayers would pay $21.85
per month for service and rural ratepayers $26.35. The current statewide average rate for the
serviceis $10.50.

USWC's own cost data -- which supports the cost study relied on by the
Commission -- shows that the incramental cost of local serviceislessthan $5 per month. Even if
the entire incremental cost of the "loop" -- the facilities needed for the connection between the

L. 1985 ch. 450, amended L. 1989 ch. 101, codified in various provisions in chapter 80.36
RCW.
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central office and the consumer's telephone which also carry long distance and specialized
services, such as voice mail, aswell aslocal service -- is allocated to the local ratepayer the price
coversthat cost. There simply isno local service subsidy.

USWC's own data show little cost difference between its rural and urban service
territories. The Commission directs the Company to eliminate extended area service surcharges
and establish a statewide residential rate of $10.50 per month, the average rate in effect today.
The $10.50 rate covers the cost of local residentia service and provides a substantial contribution
to shared and common costs.

Because USWC is overearning, the Commission is aso ordering a number of rae
decreases, for business rates, toll service, access service, and hunting service. This approach
targets rate reductions to services where the raes are the most above incremental cost.* Bringing
these rates closer to incremental cost should stimulate demand to the benefit of ratepayers and the
Company.

C. Competition

USWC argues that it needs to meet existing and impending competition with
sharply higher rates for residential customers, and lower rates for other, more competitive
services. While higher local rates ssmply are not supported by the record in this proceeding, the
Commission agrees that the Company needs pricing flexibility to respond to competition when it
appears. Asaresult, the Commission is authorizing the Company to file banded rates for any
service it chooses. Therate set in this order will be the top end of the band. The Company may
choose any level above incremental cost for the bottom of the band. Within that band USWC
may change prices on ten days notice to customers and the Commission -- exactly the same
notice as competitors are required to file. Thisflexibility gives the Company the ability to drop
prices where competition requires, while restraining its ability to raise the rates of captive
customers® Of course, the Company is aways free to propose increases in the rate capsiif it can
prove increased costs. The Commission retains jurisdiction to review the Company's use of
banﬂed ra(tj&e to assure that they are not used in an i mproper manner or inconsistent with the terms
of this Order.

D. Service Quality

The Commissionfinds that USWCis providing service that is substantidly worse
than that which the Company provided only afew years earlier, at the beginning of its AFOR.®

Incremental costs of a single service do not include any shared or common costs that the
Company is also entitled to recover. Overall, the Company's rates must be set above incremental
cost to avoid unlawfully taking its property.

The protection thus accorded captive customers will further the public policy goals enunciated
by the Legislature in RCW 80.36.300, especially:
"(4) Ensure that rates for noncompetitive telecommunications services do not
subsidize the competitive ventures of regulated telecommunications companies|.]"

It is unfortunate that the Commission's attempts to reduce the regulatory burdens on USWC
appeared to result in the violation of one of the most important conditions for approving an
AFOR, that it "[w]ill not result in a degradation of the quality or availability of efficient
telecommunications services[.]" RCW 80.36.135(3)(e).
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The Commission's frequent and consistent attempts to achieve improvement in service quality
have been unsuccessful. We find major problems with the Company's ability to install service
when needed and its ability to provide repair service when needed, caused in part by lack of
facilities and in part by restructuring and downsizing.

The Company's inability to meet its basic service obligations hurts individual
ratepayers and it hurts the state economy as awhole. This Commission has not micro-managed
USWC's re-engineering and restructuring efforts and does not intend to do so. We areconcerned
with results. To that end, we are ordering the Company to provide customer service guarantee
programs and reducing the Company's return on equity by 0.5% to the low end of the reasonable
range, to reflect the level of serviceit is providing and provide incentive for improvement. We
also are ordering improved service quality statistics reporting, and disallowing management team
and merit awards that are not clearly and directly linked to meeting service quality targes. When
the Company can demonstrate that it is providing adequate service, it may petition to lift any or
al of these requirements.

The Company has argued that it cannot invest in Washington state because of
uncertainty about its future ability to recover its capital investment. Ex. 101-T, p. 13. The record
in the case demonstrates this to be unfounded. Under the AFOR (January 16, 1990 to December
31, 1994),” the Company was authorized to earn an attractive 11% rate of retum, and it retained
excess profits of $77 million. At the same time, it was cutting investment and reducing staffing
levelsin the state Instead of re-investing its earnings in Washington Sate, the Company is
generating funds by dis-investing inthe state and failing to provide minmum levels of srviceto
the harm of its dtizens and econamy. In this Order we authorize the Company to recover its
proper costs of operating and to earn a market-based rate of return on its investment.

Our order does nat give USWC all itwants. Instead it gves the Comparny what it
needs. fair rates based on the Company's actual costs, greatly increased flexibility to lower
prices to meet market requirements, and meaningful incentives to improve service quality.

PART TWO:

SCOPE OF PROCEEDING

HEARINGS: The Commissionconducted sevendays of public heaings to
receive testimony from customers of the Company on the proposed rate increases in Port
Angeles, Tacoma, Vancouver, Seattle, Y akima Spokane, and Olympia. The Commission held
sixteen days of evidentiary hearingsin Olympiafor receipt and cross-examination of testimony
and exhibits of the parties to this proceeding. The hearings were held before Chairman Sharon L.
Nelson, Commissioners Richard Hemstad and William R. Gillis, and Administrative Law Judges
C. Robert Wallis and Terrence Stapleton.

Inthe "AFOR" program, an alternate form of regulation that the Company and the
Commission agreed to in 1990, the Company was freed of some regulatory constraints and
allowed to earn and keep in excessof its authorized return in exchange for sharing excess
earnings with customers as directed by the Commission. The customers sharelargely was
applied varioudly to refunds and to reduce accumulated depreciation.
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APPEARANCES: USWC was represented by Edward T. Shaw, Molly Hastings,
and Douglas N. Owens, attorneys, U SWEST, Inc., Sesttle, and Sherilyn Peterson and James M.
Van Nostrand, attorneys, Perkins Coie, Sesattle; Staff of the Washington Utilities and
Transportation Commission (Commission Staff) by Steven W. Smith and Gregory J. Trautman,
Assistant Attorneys General, Olympia; Public Counsel by Robert Manifold and Donald T.
Trotter, Assistant Attorneys General, Seattle; Washington Independent Telephone Association
(WITA) by Richard Finnigan, attorney, Vandeberg Johnson & Gandara Tacoma; GTE
Northwest, Inc. (GTE), by Richard Potter, A. Timathy L. Williamson, and Timothy J.
O'Connell, corporate counsel, Everett; PTI Communications, Inc. (PT1), by Calvin Simshaw,
corporate counsel, Vancouver; Electric Lightwave, Inc. (ELI), by Ellen Deutsch, corporate
counsel, Vancouver; AT&T of the Pacific Northwest, Inc. (AT&T), by Daniel Waggoner and
Gregory Kopta, attorneys, Davis Wright Tremaine, Seattle, and Susan Proctor, attorney, AT&T,
Inc., Denver, Colorado; MCl Communications, Inc. (MCI), by Sue Weiske, corporate counsel,
Denver, Colorado, Robert Nichols, Nichols & Hecht, LLC, Boulder, Colorado, and Clyde
Maclver, attorney, Miller, Nash, Wiener, Hager & Carlsen, Seattle; Sprint Communications
Company L.P. (Sprint) by LeslaLehtonen, corporate counsel, San Maeo, California; Department
of Information Services (DIS) by Roselyn Marcus, Assistant Attorney Genaal, Olympia;
Department of Social and Health Services (DSHS) by Ledlie Birnbaum, Assistant Attorney
General, Olympia; Department of Defense and Federal Executive Agencies (DOD\FEA) by
Sheryl A. Butler, trial attorney, Arlington, Virginia; Enhanced Telemanagement, Inc. (ETI), by
Gena Doyscher, external affairs director, Minneapolis, Minnesota; Northwest Payphone
Association (NWPPA) and Metronet Service Corporation by Brooks Harlow, attorney, Miller,
Nash, Wiener, Hager & Carlson, Seattle; American Association of Retired Persons (AARP) by
Ronald L. Roseman, attorney, Evergreen Legal Services, Seattle; and, Telecommunications
Ratepayers Association for Cost-based and Equitable Rates (TRACER) by Arthur A. Buitler,
attorney, Ater Wynne, Seattle.

Procedural History: On February 17, 1995, USWC filed with the Commission,
under Advice No. 2617-T, revisions to its currently effective Tariffs WN U-30, -31,-32, with a
stated effective date of March 21, 1995. The intended effect of the tariff revisionsis an annual
increase in the Company's revenue of approximately $95,301,836 for 1995; $22,602,847 for
1996; $46,785,542 for 1997; and $39,923,697 for 1998; thetotal annual revenue increase
requested, phased in over afour year period, is approximately $204,613,922. On March 8, 1995,
the Commission at its regularly-scheduled open public meeting suspended the operation of the
tariff revisionspending hearingsto determine whether the proposed tariff revisions are fair, just,
reasonable, and sufficient.

A March 14, 1995 Notice of Hearing set a prehearing conference for April 6,
1995, at which time procedural aspects of the proceeding were determined, including invoking
the discovery rule and establishing a schedule for prefiling and cross-examining testimony. The
Commission entered a Protective Order governing the disclosure of proprietary and confidential
information in this proceeding on April 24, 1995.

The Commission convened a prehearing conference on Ocober 12, which was
continued to October 17 and then to October 19, 1995, to receive oral argument on motions filed
by USWC and Commission Staff. At the prehearing conference USWC orally moved to
continue the hearing schedul e to permit the parties to engage in settlement discussions. The
Company and Commission Staff believed that settlement of someor all issues was possibleif the
parties were given adequate oppartunity to devote sufficient time and resources to mutually
beneficia resolution of issues.

An October 19, 1995 Order of the Commission granted USWC's oral motion
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stating "[w]e continue to believe that those directly affected by the outcome of matters before the
Commission are in the best position to protect their own interests through negotiation and
aternativesto litigation." The Order was premised upon USWC's agreement to catain
conditions which included proceeding with the public testimony hearing on service quality issues
in Olympia on November 9; adeadline for filing stipulations or a settlement agreemert;
extending the statutory suspension peiod; and filing supplemental testimony on costing iSsues.

A January 4, 1996 Order of the Commission resolved the outstanding motions of
USWC and Commission Staff. The Commission granted USWC'smotions to compd AT&T to
respond to data requests and to strike the testimony of AT& T witness Diane Toomey, but denied
its requests to exd ude certain issues raised by the Northwest Payphone Association and to
exclude "yellow pages' revenue from this proceeding. The Commission granted the Staff motion
to exclude certain depreciation changes from consideration.

The Commission conducted 16 days of evidentiary hearings, for cross-
examination of prefiled testimony and exhibits of the parties, on November 9, 1995, re-
convening January 8, 1996, and continuing for 15 days. The Commission was addressed by 52
expert witnesses, whose testimony required approximately 4,200 pages of transcript. The parties
were permitted to file separate and simultaneous briefs on rate design issues by February 23,
1996, and revenue requirement issues by March 1, 1996; parties were alowed to file answering
briefs no later than five days following each brief deadline. The Commission’'s Order is due not
later than Friday, April 12, 1996.

Hearings for Public Participation. The Commission scheduled seven public
hearings for receipt of testimony from members of the public as follows: Port Angeleson
September 25; Tacoma on September 26; Vancouve on September 27; Seattle on September 28;
Y akima and Spokane on October 2; and Olympia on November 9, 1995. The Commission was
addressed by nealy 115 individuals and many more atended the hearings to express ther
position on this proceeding by virtue of their appearance.

The Commission had anticipated the many citizens who spoke in opposition to the
level of the proposed rate increases, as well as the several who asked for fair treatment for the
Company's needs. What the Commission did not expect was the huge outpouring of citizens
decrying the poor service accorded them by USWC. These individuals rdated their experiences
with USWC missing appointments for service installation, in some instances repeatedly, or the
complete inability of USWC to deliver facilities to provide any service at all. Others described
their experiences with extended delays in restoring service following an outage. Elsewherein
this Order we discuss service failures experienced by Internet entrepreneurs, large companies,
and telecommunications company customers of USWC.

With either cause of poor service customers were frustrated with their
experiences attempting to contact USWC and seek information on the status of ordered service or
reports of service outage. Many customers described the similar experience of phone callsto
USWC being routed to different service centers in USWC's service area, sometimes during the
same phone call but each time with multiple calls seeking assistance, from Minneapolis to Salt
L ake City to Denver to Phoenix. And often they encountered service personnel who had no
record of their service order or request for repair service, no information regarding the nature or
cause of delays being experienced for either complaint, and who werethemselves frustrated and
simply unable to be of assistance.

USWC attended each public hearing with Company representaives from various
operational areas who met after the hearings with individual s expressing service complaints.

PART THREE:
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SERVICE QUALITY ISSUES

During the Commission's hearings for public testimony, conducted in seven cities
around the State, customers repeated three themes time after time: the inability to get timely
installation of service -- or in some instances, any service at all; delays experienced in getting
service restored following an outage; and oppositionto the magnitude of the proposed rae
increase. The Commission scheduled a special hearing session to address custome service
guality and sought information from top Company executives responsible for service.

This order segment begins with an overview of service quality problemsin this

state. Itisfollowed by adiscussion of the parties recommendations on customer service issues
and the Commission's decision.

l. Service Quality Problems

In January 1993, the Commission adopted rules establishing a minimum level of
service quality to be observed by td ecommunications companies providing servicewithin this
state’. These service quality standards and requisite service quality performance reports, when
coupled with other service requirements of Chapter 480-120 WAC,® are designed to ensure all
consumers of tdecommunications services in this state timely install ation and reasonable
continuity of service, uniformity in the quality of service furnished, and safety of persons and

property.

The Commission Staff became aware of a significant and disturbing trend in
service quality degradation for the Company beginning in 1991. The number of informd
service complaints reported to the Commission increased dramaically in the years 1992-1994,
and appear to beescalating to an dl-time high in 1995. These complaints largely address
inability to obtain service in atimely manner, and undue delay in restoring service outages.

The Commission Staff during this timeframe, principally through the
Commission's Consumer Affairs Section, diligently pursued not only resolution of individual
complaints but also sought to gain the attention and support through ever-escalating levels of
USWC's senior management in an attempt to revarse the trend. The Company congantly
reassured Commission Staff, in meetings and in written communications, not only of its
commitment to service quality, but of itsintention to resolve permanently its servicequality
problems. Ex. 102-T, pp. 17-19; Ex. 107, 108, 109. The Company has been delinquent on both
counts.

Commission Stdf believes its attempts over the past several yea's to negotiate
improvements in the Company's service quality informally and cooperatively havefailed. It
argues that the Commission must therefore take dfirmative steps to address service quality
issues, relieve the burdens on consumers engendered by poor service, and stimulate responses by
the Company which will permanently resolve service quality problemsin this state.

The Company's senior management has consistently pointed to unanticipated and
unforecasted access line growth for its service quality problems. Ex. 107, 108. However, the

On January 27, 1993, in Docket No. UT-921192, the Commission adopted WA C 480-
120-500,-505,-510,-515,-520,-525, -530,-535; the rules were filed with the Code Reviser on
February 26, 1993, and became effective on March 29, 1993.

Included among the more pertinent rules in this regard are WAC 480-120-041,
Availability of information; WAC 480-120-051, Availability of service--Application for and
installation of service; and WA C 480-120-086, Adequacy of service.




DOCKET NO. UT-950200 PAGE 13

testimony in this proceeding paints a picture of causes deeply-rooted in USWC's re-engineering
and restructuring efforts aimed at reducing costs (Ex. 102-T. pp. 16-17), and reduced investment
in Washington State infrastructure improvements (Ex. 101-T, p. 13, 11. 16-20).

USWC has undertaken simultaneously a massive re-engineering and restructuring
program to revamp and consolidate operations and reduce costs. The re-engineering effort
involves the design and implementation of new computer-aided systems and programs, replacing
paper and manual handling of information, to increase efficiency and create opportunities to
enhance productivity and expand the number of functions performable by one enployee during a
single customer contact.

This re-engineearing effort included the consolidation of service centers. This
consolidation resulted in significant reductions in this state of personnel familiar with the
intrastate network and facilities -- a 30% reduction in engineering staff in Washington in just two
years (TR 1007). The Company experienced significant errors when paper records containing
faulty inventory of facilities were manually posted to electronic daabases in the new systems;
Washington State records at the time of entry into the new databases were apparently poorer than
average, whichthe Company hopes to resolve in mid-to-late-1996. (TR 1007). Findly, these
new computerized systems, whilea significant technological |eap over former manual systems,
were intended to be atransitional step toward an even more automated engineering tool.
Unfortunately, this more sophisticaed tool was to come on-line in third quarter 1995, but its
complexity was so overwhelming the Company now projects an on-line date no earlier than
sometime in 1997. (TR 1029-1030).

The Commission believes the Company's restructuring and re-eng neering efforts
may well be appropriate in an emerging competitive environment. USNC has made tough
decisions and moved decisively to implement those decisions. The transition has been difficult
for all concerned -- the dislocated employees, the management struggling to bri ng new systems
and programs on-line with little lead time, the employees attempting to master the re-engineered
systems, at times with i ncorrect or inadequate information available to them, and in some
instances without sufficient training, and the customers experiencing newly re-trained employees
who with their inahlity to use the new systems successfully are as frustrated as the customers
who are getting no satisfactory resolution of their problems.

USWC's Washington Vice President Dennis Okamoto admits that the Company's
re-engineering effort has contributed to service quality problens. (TR 717-718). He also
acknowledges tha its employees are still on the "learning curve" in terms of mastering the newly
re-engineered systems, and that process may take up to another year to complete. (TR 714-716).

The Commission expects, as Company witnesses represented, that once the
"bugs' are eliminated, all systems are available, installed, operational, and in the hands of a
qualified and trained work force, USWC will provide and its customers will experiencethe level
of service to which they are entitled. The improvement however has yet to materialize.

The fact remans that USWC has failed to meet its minimum service obligations,
failed in dramatic and painful ways for all classes of its customers, and failed increasingly, year
after year.

USWC witness Dennis Okamoto testified that a hostile capital structure and
capital recovery environment in this state has led the Company to reduce its Washington
investment, and has led in turn to shortages of necessary facilities® The record confirms that the

Mr. Okamoto, in response to questions from AT& T, acknowledged that internal
competition for funds for capital investment purposes is keen, and that the payment of 100% of
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Company's capital investment has fallen in Washington and continues to lag 1992 levels. The
record shows that the Company earned a return of up to or exceeding 11% during the five years
of its alternative form of regulation (AFOR) and kept over $77 million in excess eamings. The
record also shows that the Company was significantly reducing its capital investment in this state
during those same years.

Commission Staff notes the Company's Form M Annual Report to shows that new
investment per year in Washington declined from $354 million in 1992 to $268 million in 1994,
adecline of $86 million. Ex. 125-T, pp. 9-10. USWC witness Okamoto testified that the
Company likely will have spent over $330 million on capital expendituresin Washington in
1995. TR 550. Thislevel still represents a decline over 1992 investment, before accounting for
inflation. The same Form M shows tha depreciation expense has increased from $226 million in
1992 to $301 million in 1994, a $75 million increase. Ex. 125-T, p. 9. To the date of filing of its
testimony in this case, Staff notes the Commission has authorized in 1995 additional adjustments
to the normal depreciation reserve accruals of more than $30 million.

Il. Held Orders and Service Interruptions

A. Complaint Levds

Commission Staff presented a study quantifying the number of informal service
complaints being filed against USWC, and the number of resulting Commission rule violations
from held order and service interruption complaints.

When compared to other local exchange companies (LECs) in the 1989-1994 time
period, USWC's growth in access lines was comparable to other LECsonly in 1991, and was less
than other LECs for the remaining yearsin the study period. Inall years but 1989 and 1990,
USWC service complaints and rule violations per 100,000 access lines far exceeded those of
other LECs. The Company did not subgantiate its representations that growth is the root cause
of its service quality problems. Ex. 103, 104, 105. Likewise, when compared only to itself in the
1989-1994 time period, USWC service-related complaints and rule violations show dramatic
growth, indicating not only service quality deterioration, but continuing deterioration of
unprecedented scale. Ex. 106.

Severa exhibitsillustrating trends in service quality identified in the Commission
Staff study are reproduced in this order.**

In January 1995, Mr. Okamoto committed to corrective actions aimed at
eliminating held orders and service interruption violations by April 1, 1995, reducing total 1995
complaints by 30% over 1994 levels, and reducing total 1995 rule violations by 75% in 1995.
The Company showed some improvement between January and April 1995, but in May through
August 1995, both total numbers of complaints and rule violations increased substantially. EX.
110, 111, 112, 113. Asof August 1995, held order and service interruption complaints were at

its dividend to the parent company, U SWEST, Inc., has resulted in substantial investment
overseas and domestically outside its service territory. Mr. Okamoto asserted that "[t]he
shareholders demand that managers of the business invest the capital dollars appropriately and
where they can get the best returng[.]" (TR 729-732).

Four of the exhibits are labelled "Rule Violations." However, this assessment is based
upon Staff's analysis of recorded complaints, and does not represent a determination by the
Commission after notice and an opportunity for hearing, that USWC has violated the
Commission's rules.
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their highest level and were continuing to increase rather than decline. Ex. 102-T, p. 21.
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B. Rule Violations

Service quality complaints involving held orders and service interruptions largely
reflect violations of two Commission rules. WAC 480-120-051 requires that if, prior to an
agreed-upon date for installation of service, it becomes apparent that service cannot be installed
as agreed, a company shall promptly notify an applicant of the delay and the reasons.
Commission Staff reports a significant increase in the number of informal complaints where
applicants are provided in-service dates by USWC, the installation is not completed as agreed,
and applicants are given no notice that the date will be missed nor an explanation why the
installation was missed.

WA C 480-20-520 requires that all reported interruptions of service shall be
restored within two working days, except interruptions caused by emergency situations
unavoidable catastrophes, and force majeure. Again, Commission Staff notes significant
increases in the number of informal complaints regarding restoration of service in the required
timeframe. Based upon customer complaints and Company responses to informal service
complaints, Staff believes failure to meet instadlation and repair obligations is dueprimarily to
reductions in technical and engineering work force. Ex. 102-T, p. 15.

A magjority of those testifying at public hearings around the state related personal
experiences with poor service quality -- repeatedly delayed installation of new service, often
without prior notice, and unreasonably delayed restoration of service outages. This testimony
tracks the nature of the service complaints received by the Commission during the preceding four
years.

C. Recommendations Addressing Service Quality Problems

A disagreement exists between the Company and Commission Staff over what
constitutes a"held order” resulting in arule violation. WAC 480-120-051(1) and (2) prescribe
for al local %xchange companies the explicit conditions for the installation of primary exchange
accesslines.

First, under its system of record-keeping, the Company reports to the Commission
the monthly total of orders held at agiven point in time. The Company asserts that once an order
is completed therecord is deleted. The information is not reportedin adetail that permits
Commission Staff to determine the length of time any individual order was held by the
Company. Thus, Staff cannot deermine, for example, that in aJanuary 31 report of 200 held
orders the Company also had 700 held orders between January 1 and January 29 that were held
longer than five working days but completed prior to the reporting date. Second, it isthe
Company's position that "primary exchange access' involvesonly the first line into apremise
and that additiond lines are not covered by the rule, despite the rul€e's clear directive that "up to

WAC 480-120-051 reads in part asfollows:

(1) As measured on a calendar monthly basis, ninety percent of alocal exchange
company's applications for installation of up to five residence or business primary exchange
access lines in any exchange shall be completed within five business days after the date of receipt
of the applications when al tariff requirements have been met by the applicant or subscriber. In
those instances where a later installation date is requested by the applicant or subscriber or where
specia equipment or service isinvolved, this time period does not apply.

(2) Ninety-nine percent of all applications for installation of primary exchange access
lines in any exchange shall be completed within ninety days after the date of receipt of the
applications when al tariff requirements have been met by the applicant or subscriber.
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five residence or business primary exchange access lines in any exchangeshall be completed
within five business days' when all other conditions of the rule are satisfied.

Commission Staff recommends that the Commission require USWC to provide
monthly service order reports which, at a minimum, include the following information by
exchange by class of service:

The number of all orders for primary exchange access lines
received in agiven month;

The total number of orders held beyond five businessdays,
identifying the number not requiring special equipment or service
and the number requesting a later in-service date; and,

The cumulative reporting of al held orders until serviceisinstalled
and in working condition.

The Commissionwill order the record-keeping and reporting requirements
recommended by Commission Saff. These measures will provide information sufficient to
permit verification of compliance with WAC 480-120-051 and afford the Commission the
opportunity to pursue enforcement for violations of that rule.

Commission Staff witness Spinks recommended that the Commission order
USWC to provide customers with cellular phone service when ordinary service cannot be
provided within 30 days. Specifically, if customers are required to wait more than 30 days for
service over Company facilities, the customer would be provided with cellular service, using a
carrier of the customer's choice, at the same rate the customer would pay for the Company's
service. The Company would pay the difference up to $150 in cellular service pe month.

Initsresponse to Bench Request No. 13, filed on February 12, 1996, USWC
informed the Commission that it had recently introduced a service guarantee program throughout
its 14 state service area. The program includes:

1. Service orders held over five business days, but less
than 30 calendar days, will receive an installation
credit of $31.00; the customer will also be offered at
no cost a Market Expansion Line/Remote Call
Forwarding service which includes assignment of
the new telephone number, a USWC calling card,
and adirectory listing;

2. For service orders held more than 30 calendar days,
Washington customers will receiveeither a credit
for Basic Exchange Service of $10.75 for month or
partial month the order is held, or acellular subsidy
payment of $105.00 for the first month and $75.00
for each additional month.

The Company indcated it would begn offering the new service guarantee program in
Washington on March 5, 1996.

The Commission will order implementation of a customer service guarantee
program along the lines of that voluntarily proposed by the Company, but with modifications, to
be effective immediately. Specifically, the program will include the following until modified or
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discontinued by Commission order:

1 For service orders for up to one residential and two
business primary exchange access linesin any
exchange not completed within five business days:
USWC will waiveinstallation charges, and credit
the basic monthly rate; provide at no cost Market
Expansion Line\Remote Call Forwarding service
which includes assignment of a telephone number, a
USWC calling card, and a directory listing; and

2. For service orders for up to one residential and two
business primary exchange access linesin any
exchange not completed within 30 cdendar days.
USWC will offer asubsidy payment for cellular
service at the rate of up to $150.00, less the
recurring monthly rate for the local exchange
service, for each month or partial month the order is
held (and provide a cellular telephone) or voice
messaging service or paging service or remote call
forwarding service at the customer's option.

1. Other Service Failures

A. Large Customers

TRACER witness Bookey recounted service problems experienced by six large
USWC customers, mostly relati ng to provisioning of new digital facilities which he clams
generally takesfrom three to six months, but in many instances as long as one year. These
customers range from Fred Meyer Stores, which claimsevery retail storein USWC's service
territory has had significant problems, to the University of Washington which reports major
problems with 1) trouble reporting, 2) service orde processing, 3) ISDN and high capacity
service provisioning, and 4) engineering. Astroubling as the delay itself, for many of these
customers, is communicating with USWC service personnel who aredescribed as frustrated and
inexperienced, who are frequently rude, and either fail to call back or leave customers on hold for
long periods.

The placement of trouble calls to USWC which used to take a few minutes now
may take from 1/2-hour to days. Inexperienced customer service staff lack sufficient technical
knowledge to input trouble reports properly, resultingin faulty and insufficient information in
USWC's trouble ticket tracking system. When engineering staff discover inadequate or
inaccurate information, trouble tickets are closed and reported as a customer problem, requiring
customers to re-start the whole process with a new trouble report.

B. Internet Service Providers

The Commission held hearingsin seven cities around the state, and in all but two
cities the Commission heard from entrepreneurs attempting to launch or expand Internet service
provisioning businesses. Their experiences with obtaining Integrated Services Digital Network
(ISDN), T-1 savices, and othe relevant services and assistance from USWC were varied, but all
were unsatisfactory. The Company informed an applicant in Port Angdes that ISDN service
would not be available in the immediate future, if ever; while in Vancouver an applicant who was
told facilities and services were available to serve his proposed business |ocation was denied
facilities and service for so long that his venture capital had been exhausted and he faced the
prospect of bankruptcy, having never been connected to the network at the location from which



DOCKET NO. UT-950200 PAGE 20
USWC had guaranteed its network was capable of serving his needs.

The Commission heard similar stories of requests for ISDN and T-1 service being
met with indifference and delay in each of the other cities where Internet service providers
testified. The similarity of experience of such entrepreneursin al corners of the state from Port
Angelesto Y akima, from Vancouver to Seattle, and the similarity of complaints about USWC's
treatment of subscribers and attitude toward this growing segment of the economy is as
disturbing as the Company's held orders and rule violations.

The Company's goparent indifference and the undue delay experienced by these
start-up enterprises left one Internet service provider at the Olympia public hearing to speculate
whether USWC was intentionally repressing growth of new Internet service providersin
anticipation of USWC's own entry into thisline of business. USWC witnessOkamoto, in
response to a question from Commissioner Hemgad, indicated the Company would launch its
Internet service in six-to-nine months, but anticipated no facilities problems with the Company's
own service. (TR755). Chairman Nelson queried Mr. Okamoto for his reaction to the public
witness' speculaion about motive, and was told the Company was expeaiencing trouble
providing high capacity servicesto everybody, and the Internet providers have simply been
caught in this service faillure. (TR 770).

C. Telecommunications Company Customers

The telecommunications company customers of USWC dso presented testimony
on the deteriorating quality of the Company's services. AT& T provided testimony on two
standard measures of performance -- on-time delivery and drcuit failure rate -- for spedal access,
which it characterizes as the most readily quantifiable servicesto provide. Compaing USWC
with the other six Regiona Operating Companies (ROCs), the best service provisioner met
installation deadlines 99-100% of the time, depending upon the discrete service, while USWC
met its commitments 74-94% of thetime, again depending upon the service. AT& T "footnotes”
its statistics, first by noting USWC's steadily declining performance during 1995, and second by
commenting that where other providers may miss a delivery date by a day or two, USWC misses
by weeks, even months. In some instances, AT& T requests for service in January-February 1995
had not been completed in August when its testimony was filed.

AT&T suggests a fully competitive market is the best sdution to service quality
problems, arguing performance standards and service quality reporting serveonly to quantify not
resolve problens.

Electric Lightwave, Inc. (EL1) complained of six general problem areas with
USWC service provisioning: (1) use of asingle account representative, despite its growing
volume and complexity of service needs; (2) slow entry, sometimes up to days or even weeks, of
ELI ordersinto USWC's computerized service order entry systens; (3) insufficient experienced
personnel to complete installations on atimely basis; (4) inaccurate or incomplete facilities
database and physical installation problems; (5) service order tracking and status and update
reporti ;ll? (6) inability to engage in cooperative joint testing and failure to notify of completion
of installation.

ELI requests the Commission order USWC to modify its tariffsto provide service
creditsfor all ddayed service order installations.

The Commission will order USWC to implement a program of service credits for
al delayed service orders. We agree with ELI that, like the service guarantee program ordered
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above for customers of residence and business primary exchange access lines, the specialized
business customers and tel ecommuni cations company customers of USWC are entitled to
reasonable service order instdlation guarantees.

The Commission therefore will order USWC to implement the following service
guarantee program for all service order instdlations other than primary exchange access lines to
be effective immediately, until modified or discontinued by Commission order:

1 For all mutually agreed upon installation dates for
which serviceis not completed as ordered, or the
ordering party iseither not notified the serviceis
completed within 24 hours of installation or the new
date for the rescheduled installation prior to actual
installation, USWC will waive all non-recurring
charges for the service/s to be installed; and

2. For every three week period and partial period of up
to three weeks (i.e. 1-3 weeks; 4-6 weeks; 7-9
weeks; etc.) the ordered service/sis/are delayed,
USWC will waiveone month's recurring monthly
charge for the service/s to be installed.

V. Revenue Requirement Adjugnents

A. Lost Revenue Adjustment

Staff withess Beaton recommends an adjustment, as shown in Ex. 704, MLT-5,
for held orders during the test period; the amount of this adjustment is calculated using average
residential and business hills as demonstrated in Ex. 605-C. The adjustment increases test year
revenue by $510,241 and net operding by $325,593. Ex.114-T, p. 24. The adjustment is
premised upon the assumption that, had the Company not experienced extraordinarily high levels
of held orders during the test year, services would have been installed and generating revenue for
the Company.

USWC contests the adjustment. USWC witness Okamoto contends that the
Company currently meets minimum service quality requirements. Additionally, he contends that
arevenue reduction of $0.5 million further depresses funding of new infrastructure deployment
in Washington. Ex. 101-T, p. 7.

The Commission rejects the adjustment proposed by Staff. The current status of
record-keeping and reporting of held orders makesiit difficult to accept with confidencethe link
between an average month's hdd order number and loss of specific revenue. In addition, Ms.
Beaton does not offset asserted revenues with the costs associated with providing service.

B. Team and Merit Awards

Ms. Beaton aso proposes disallowance of part of the incentive pay associated
with the Company's Team and Merit Awards program. Specifically, she recommends
disallowance of that portion of the program for Customer Service Measurement (CSM)
amounting to a$1.3 million reduction in test year salary expense as shown in Ex. 670-C, RSA-
13. The adjustment is premised upon poor customer service related to deteriorationin overall
levels of service quality.
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The Commission's treatment of the Company's Team and Merit Award program is
discussed in specific detall in the revenue requirements section of this order.

C. Management Sdary Increase

Staff witness Spinks proposes to disallow recovery of test year and pro forma
management salary increases. Ex. 602-T, pp. 18-19. The adjustment as shown in Ex. 730-C,
MLT-25, would reduce salary expense by $7.6 million in recognition of the failure of Company
management to provide an adequate level of service quality. Mr. Spinks contends that the
Commission could provide an incentive to the Company to provide better levels of service by
allowing it to seek increased rates to recover salary increases once it demonstrates that service
has improved.

The Commission believes that the suggested adjustment is not sufficiently related
to the problem it is asserted to address. We therefore will not make this adjustment, in favor of
incentives aimed at the specific problem and designed to motivate the Company to address and
Improve service quality.

D. Equity Return Adjustment

Finally, Mr. Spinks recommends that the Commission adopt a return on equity at
the low end of the range of reasonableness found appropriate by the Commission. He states that
the Company, Commission Staff, and Public Counsel have testified to a range of return on equity
which represents the bounds of reasonableness on the overall cost of common equity for the
Company. Once the Commission establishes the appropriate equity return range of
reasonableness, he urges that the Commission esteblish areturn at the low point of therange in
recognition of the service quality degradation plaguing the Company and its customers. EX. 602-
T, pp. 17-18.

USWC opposes any Commission action in response to the Company's service
guality problems. Mr. Okamoto contends that, while the Company's high service standards have
slipped during its restructuring "to meet the reality and dynamics of afully competitive
environment,” it continues to meet minimum standards. Therefore, no " performance penalties’
in terms of arae of return adjustment are appropriate, especially where competitors are not held
to the same standards. Ex. 101-T, p. 15.

The Commission has held, in other instances, that it may review service quality in
setting a public service company's rate of return. The Commission inWUTC v. Alderton-
McMillin Water System, Inc.,”* found that the level, scope, and on-going nature of the company's
management and service quality problems argued for areturn on equity less than would be
appropriate for acompany providing adequate service. The Oregon Public Utility Commissioner
after noting complaints regarding substandard service, unreasonable delays in disposng of out-
of-service reports, and other service related problems established a telephone company's rate of
return in the lower ranges of the zone of reasonableness.** Other state public utility commissions
and courts have also held that service quality may be considered in setting a reasonabl e return on

equity.®

Third Supplemental Order, Docket No. UW-911041, August 31, 1992.
Re West Coast Teleph. Co., 27 PUR 3d (Oregon, 1958).

Re General Tdephone Co. of Ohio, 68 PURA4th 212 (Chio, 1985); Re Norfolk & Carolina
Tel. & Tel., 18 PUR4th 592 (N. Carolina, 1977); Re South Cy. Gas Co., 53 PUR4th 525
(Vermont, 1983); Pet. of Young's Community TV Corp., 442 A.2d 1311 (Vt., 1982).
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The Commission will adopt the Staff recommendation with regard to the
authorized return on equity, not as a penalty but as an incentive to improve customer service.
The Commission expected Company management to meet its commitment to resolve its service
quality problems and refrained from instituting proceedings and levying fines as service quality
continued to deteriorate. However, the Company has shown no willingness or ability to bring an
end to its customer service problems, and our patienceis at end. The rate caseconsideration of
service quality insetting a return on equity at the lowe end of the range of reasonablenessisa
well-established regulatory response to documented abuse of a Company's public service
obligation.

Commission Staff suggests, and we agree, that the Company may petition to have
its authorized equity return adjusted to midrange, and to have revenue requirement adjusted to
reflect the amount of the adjustment in thisorder. The Company will be expected to
demonstrate that its service quality in terms of held orders, in terms of missed or incomplete
appointments, in terms of repair service in compliance with rule, and in terms of customer
complaints to the Commission, all have returned to and remain steble at levels comparable with
the Company's experience prior to 1991 and consistent with other local exchange companies
within the State. The petition will be particularly persuasive if Commission Staff and Public
Counsdl joinin it.

The determination of the capital structure and the equity return component are

discussed in specific detail below. This adjustment decreases revenue requirement by $6.5
million.

PART FOUR:

RESULTS OF OPERATION

The parties propose, and the Commission accepts, that the period beginning
November 1, 1993 and ending October 31, 1994 be used as a test period for examining the
Company's operations. It isthe latest period for which information has been available
throughout the preparation for and processing of this proceeding. It has been used by all parties
asthe basis for their analyses of the Company's performance and condition.

In accepting thistest period, the Commission does not find that the relationships
that existed during the period are necessarily representative of the future. The Commission
considersin this order a number of adjustments that parties suggest to make the test period more
representative of future relationships. The Commission finds that the 12 months ending October
31, 1994, isthe appropriate test period for examination of the Company's operations for purposes
of this proceeding.

The Company starts with a portrayal of its operations and its property during the
test year in Exhibit 198. The Commission finds that the Exhibit 198 sufficiently reflects the
Company's actual property and operations during the test year to beregarded as the appropriate
starting point for regulatory analysis. It should therefore be accepted for purposes of this Order.

Numerous adjustments are proposed, and matters presented for andysis. We
group those' in the areas of adjustments to revenues, to operating expenses, those regarding

We follow the outline of issues prepared by the parties. The Commission commends the
parties, especialy the Company, Public Counsel, and Commission Staff, for producing the
agreed outline. The outline has assisted the parties in making effective presentations and assisted
the Commissionin the thorough and careful consideration of parties presentations.
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affiliated transactions, taxes; rate base, and determination of rate of return. In each discussion we
identify our decision's effect on rate base and operating results. At the conclusion of this Part of
the order, we display the resultsin tabular form to identify the major components of ratemaking
analysis: revenue requirement equal s the authorized rate of return times rate base, plus operating
expense.

l. Legal Standards

The ultimate determination to be made by the Commission in this matter
regarding the Company's rates and charges is whether the rates and charges proposed in revised
tariffsare fair, just, reasonable, and sufficient, pursuant to RCW 80.28.020. These questions are
resolved by estallishing the fair vdue of respondent's property in-service for intradate servicein
the State of Washington, determining the Washington intrastate adjusted results of operations
during the test year, determining the proper rate of return permitted respondent on that property,
and then ascertaining the appropriate spread of rates charged various custome's to recover that
return.

The purpose of arate proceeding isto develop evidence from which the
Commission may determine the following:

1. The appropriate test period, which is defined here as the most recent 12-
month period for which income staements and balance sheets are available. The ted period is
used for investigation of the Company's operations for the purposes of this proceeding;

2. The Company's results of operations for the appropriate test period,
adjusted for unusual events during the test period, andfor known and measurable events

3. The appropriate rate base, which is derived from the balance sheets of the
test period. The rate base represents the net book value of assets provided by investors funds
which are used and useful in providing utility service to the public;

4. The appropriate rate of return the Company is authorized to earn on the
rate base established by the Commission;

5. Any existing revenue excess or deficiency; and

6. The allocation of the rate increase or decreasg, if any, fairly and equitably
among the Company's ratepayers.

RCW 80.04.130 places the burden of proving that a proposed increaseis just and
reasonabl e on the public service company proposing such an increase.
. Revenues

The Commission'sfirst task in examining results of operation is to determine the
Company's adjusted revenues for the test period.

USWC's exhibit 198 reflects its actual revenues for the test period, separated for
Washington intrastate jurisdictional operations. Three adjustments are contested: one to give
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effect to a Commission-ordered rate reduction after the test year; one to impute revenues of the
Company's prior Y ellow Page operations; and one to reflect service quality concans. Other
decisions affect revenues and will be discussed in appropriate segments of the Order.

A. Revenue Levels RSA-3, C-1Y

The Company proposes adjustment RSA-3 to reflect arate reduction that the
Commission ordered in 1994, during the test period. Commission Staff witness Twitchell
accepts the Company's adjustment, and makes changes only to give effect to taxes and fees on
the pro formarevenues. The Company acceptsMr. Twitchell's revisions.

Public Counsel witness, Mr. Brosch, contends that adjustment RSA-3 to reduce
local revenues is an inappropriate pro forma adjustment because it does not consider offsetting
factors. He contends that increasing revenues more than compensatefor the decreased rates. Mr.
Brosch proposes adjustment C-1, which would increase local exchange revenues to an annualized
level based on the fourth quarter of 1994 rather than the adjusted test year figure.

The Company responds, through Ms. Wright, that Public Counsel's adjustment is
inappropriate. She states that the Company's proposed adjustments to revenue are consi stent
with prior Commission orders and that his adjustment is one sided, pointing out that the
adjustment does not annualize toll revenue, which she contends has shown a decline.

Mr. Brosch finds no reason to further adjust toll and access revenues. He
indicates that the primary toll carrier and sale of rural exchanges adjustments are appropriate and
that they properly adjust the toll access revenues. Hepoints out also that the Company's rete
base
is declining and that use of an average figure -- which he does not propose to change -- operates
to the Company's advantage.

The Commission finds that Mr. Brosch is most credible in his analysis and that
the revenue portrayal with his adjustment most accurately reflects the Company's ongoing
operations. The Commission agrees with Mr. Brosch that the use of the test year hasto be
balanced. The Commission cannot take one event, the rate reduction, out of the context of what
is happening in the entire operation. That is the purpose of a general rate proceeding. Itisour
primary duty to look at relationships among revenues, costs, and rate base as they relate to the
future. Ms. Wright's presentation does not reflect the Company's shrinking rate base. To the
extent that toll revenues are dropping, the Company did not submit an adjustment to reflect that,
and the falling rate base will tend to ameliorate it. The Commission reasons that, therefore,
Public Counsel's position should be adopted and both adjustments accepted.

B. Y ellow Page Imputation, SA-1 and C-3.

Before 1984, Pacific Northwest Bell, the predecessor in Washington Stateof US
WEST Communications, Inc., published its own telgphone directory, including Y ellow Pages.’®
Ex. 390-T, p.16. The publishing revenues and expenses were a part of the Company's results of
operation for regulatory purposes and constituted a regulatory asset of the Company. Effective

The numbers following each heading refer to the adjustments that are discussed in the
following section. The adjustments are shown both on the appended comparison table and on
the Commission's table of results of operation and rate base following the discussion of rate base.

For convenience, because USWC is the successor to PNB and USWD and MRG the
successor to Landmark, references using the current company's name shall be deemed to include
the predecessor entity if required in context because of the timing of events, and references to
MRG or USWD are interchangeable unless required by the context.
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January 1, 1984, directory publishing was placed in Landmark Publishing Company. The
publisher is now USWEST Direct (USWD), adivision of US WEST Marketing Resources
Group, Inc. (MRG). Between 1984 and 1988, the affiliated directory publisher paid annual
publishing fees to USWC, ranging inamount from $14.9 million to $40.5 million. The payments
ceased after 1988, according to USWC, " . . . because USWC recognized that there was no
operational or business need for acash payment to flow between thetwo US WEST companies.”
There is no indication that PNB or USWC received compensation other than the publishing fee
for the transfer of the directory business or that it received compensation for the termination of
the publishing fee. USWD isthe exclusive publisher of directories for USWC, which provides
billing and collection services exdusively toit.*?

In the Second Supplemental Order, Cause No. U-86-156, the Commission treated
the Directory asaregulatory asst and determined that the public interest requires the full
reasonable value of directory publishing be available to PNB for ratemaking purposes. It found
that the then-current publishing fee was not determined in an arms-length transaction with each
party seeking to maximize return, but deferred adjusting the value until alater time®

As a condition to the merger of PNB into USWC, all of the parties including
USWC agreed in asigned stipulation, presented to the Commission and approved, that if the
merger were approved, Y ellow Page revenues would be considered as though the merger had not
taken place.® The order provided that the Commission could modify the arrangement by afuture
order. The Alternative Form of Regulation (AFOR) agreement between the Commission and the
Company in 1990 contained an implicit directory imputation calculation.

US WEST opposes the revenue imputation. The Company did provide a
calculation consistent with the order in U-89-2698-F and U-89-3245-P. The Company
calculation yielded an adjustment which would increase operating income by $49.2 million.
Staff witness, Ms Strain, accepts the method usad by the Company but adjusts the inputs to
Staff'slevel for rate of return and net-to-gross multiplier. Her results would increase net
operating income by $50.6 million.

Dr. Selwyn for Commission Staff recommends that yellow page revenues be
allocated at $4.27 per residentid line per month tolower residentid rates. He also argues that,
because Y ellow Page imputations are intended to subsidize residential service, not USWC's
competitive advantage, and because alternative local operating companies (ALECS) may be able
to take the operating revenues such as toll, but will not be able to dent USWC control of
directory revenues, the Y ellow Page subsidy should be portable with the residential customer.
He does not explain how this portability would work.

Public counsel's witness, Mr. Brosch, proposes a revenue imputation
approximately $3.5 million larger at the NOI leve than Commission Staff's. Public
Counsel/ TRACER calculate the appropriate contribution at $4.76 per residential line, per month.

USWD also publishes one directory for customers in the Washington State territory of
one other Company.

The Company argues that this order did not become final for procedural reasons
involving the settlement of litigation. Whether or not we treat the order as "precedential," we
believe that it expresses a sound analysis and we accept and adopt the analysis as having
continuing validity.

The settlement agreement reads in part as follows:
6. Directory. A. USWC agrees that the fact of the merger has no legal impact
whatsoever on the issue of imputation of revenues to USWC for directory advertising. * * *
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Ms. Koehler-Christensen presented USWC rebuttal. Her testimony identifies the
level of contribution in current rates as $2.29 per line per month.

We are not convinced that Mr. Brosch's method is more accurate, but believe that
his approach to the calculation may have merit for the future. The Commission does believe that
revenues earned in the State of Washington should be allocated to the State of Washington. The
Commission will rgect Mr. Brosch's calculation in this proceeding, however, because of
concerns that amounts may be inaccurate.

The Commission finds that the Commission Staff method of calculating the
adjustment is proper. It issimpler and is more directly tied to the Company's information.
Because the imputation depends on rate of return, we have recdculated it using theaccepted rate
of return. The resulting dollar value of the adj ustment is $50,934,378 at the net operating i ncome
(NQI) level.

The Company repeats many argumentsin its brief that it raised, and the
Commission regjected, at the outset of the hearing when the Commission rejeded the Company's
motions to remove yellow page advertising revenues from consideration as a matter of law. The
Company also raises some new arguments. The Company cites no Commission or court decision
inany USWC jurisdiction or in any other jurisdiction that specifically accepts any argument that
USWC presents, but notes on reply that a Wyoming statute now forbids imputation.

The Company's aguments are as follows:

1 The Company argues that the advertising revenues are not earned by
USWC, which has transferred the directory publication to an affiliated company. These are
nonregulated revenues, it argues, and not only may the Commission not consider them, it excesds
its statutory authority and commits a dire constitutional violation by attempting to do so. It
argues that the Commission does nat seek to seize therevenues of other nonaffiliated publishers,
and therefore, taking the USWD revenues isimproper and discriminatory. USWC has no more
access to its affiliate's revenues, USWC argues, than to revenues of nonaffiliated publishers. It
stresses that the revenues are not for telecommunications services, which the Commission does
have the power to regulate.

The Commission rejects this argument. There is no seizure of revenues, which are
at al times entirely under the control of the affiliate and are never used or directed by the
Commission. Instead, for regulatory purposesin calculating performance the Commission
imputes the "excess' revenues to USWC results of operation. The Company agreed that the
merger would have no effect on imputation. The Commission finds the directory publishing
business to be aregulatory asset. Commissions have historically been authorized to impute
revenues from interrelated operations that have been transferred to affiliates, to prevent utilities
from taking profitable aspects and leaving captive utility customers with expenses of the
operation but with reduced offsetting revenues from related services.

2. The company argues that, under the decision in POWER v. WUTC, 104
Wn.2d 798, 711 P.2d 319 (1985), the alowable ratemaking formulais that the revenue
requirement equal s operating expenses plus the product of the rate of return times the rate base.
Because affiliates incomes are not any of those elements, says the Company, they may not be
considered in ratemaking.

The Commission regjects this argument. The POWER decision does not forbid
proper and lawful ratemaking adjustments in deriving the levels of expense, rate base, or rate of
return. Neither does it forbid reasonable and lawful adjustmentsin calculating the Company's
test period revenues -- a sum that is necessary in order to determine either the excess revenues or
the revenue deficiency that mug be met through rates to allow the Company to achieveits
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revenue requirement.

3. USWC argues that aregulated utility has the right to conduct a
nonregulated business. The Company cites several Supreme Court cases from the early years of
the twentieth century in support of its argument, and contends that the proposal to impute yellow
page revenues would violate that right.

The Commission does not disagree with the proposition that a regulated utility has
the right to condud a nonregulated business. The proposed imputation does not interfere with
USW(C'sright to conduct any business it wants, nor doesit interfere withits affiliate's right to
conduct any business. The USWC citations are irrd evant to the circumstances.

4, The Company argues that Wash. Const. Art. X11, Sec. 19 declares that
telephone companies are common carriers and subject to regulation. It contends that the proposal
regulates advertising, and notes that advertising is not included as a business subject to regulation
under the Constitution.

The Commission rejects this argument. The Commission exercises no jurisdiction
over advertising, which is not regulated in any way by this proposal. Only the utility is regulated
or affected, pursuant to statutory and Constitutional authority .

5. The Company argues that RCW 80.04.270 forbids the Commission from
considering revenues from the sale of merchandise as part of aregulated company's operating
revenues. Although US WEST argues that merchandise is not defined in the statute, it argues
that printed advertisements are clearly merchandise and within the terms of the statute.

The Commission rejects this argument. Merchandise includes all goods which
merchants usudly buy and sell 2 US WEST Direct is not a printing job shop, and the advertiser
is not purchasing any goods of any kind. The Commission finds that the advertiser is purchasing
the service of having advertisements printed and distributed to every telephone subscriber. The
advertiser has no property right in any printing, printed advertisements, or other physical
property as aresult of the advertisement. Thus thereis no sale of merchandise, and the statute is
Inapplicable.

6. The Company argues that the Commission's generd power to regulaein
the public interest or to approve affiliate contracts does not authorize imputation.

The Commissionrejects this argument. Theissue here is not contract approval; it
is accounting for income and expenses and assigning responsibility for the reasonable operation
of the utility and the Company's dealing with aregulatory asset. The Commission clearly has
authority to do that under its power toregulate in the public interest.

7. USWC argues that the company has not acquiesced or waived itsrights.
There was no rae case, proseauted to conclusion, in which imputation was an issue. Theorder in

U-86-156 was appealed but dismissed upon the agreement of both parties that the orders were not
final. No settlement temporarily acquiescing in imputation can be used as awaiver.

Whether or not the Company waived itsrights, it has accepted imputation as an

element of the AFOR. The dismissal of the order in U-86-156 does not diminish the forceof the
Commission's logic and the correctness of its analysis.

8. USWC argues that under the Telecom Act, universal service may only be

Black's Law Dictionary, 5th Ed. (1979), at 890.
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subsidized on an equitable and nondiscriminatory basis, and imputing income to USWC is
improper because there is no evidence subsidies are needed by all custome's including those who
may be millionaires.

The Commission rejects this argument. The proposal is not auniversal service
subsidy. It isaratemaking adjustment. Its purposeisto reflect funds that would be available to
the Company, but for Company action. In any event, the Commission findsin this Order that
existing rates for local exchange service do cover incremental costs of providing that service,
which thus needs no "subsidy", and the Commission does not attribute or "earmark” the directory
imputation directly to any class of customers. Therefore the subsidy argument is inapposite.

9. USWC argues that the Commission cannot explore whether USWC acted
reasonably in transferring the directory because management decisions belong to the Company,
not the regulator. It cites Missouri v. Southwestern Bell, 262 US 276 (1923) for the proposition
that regulated companies retain their management prerogatives.

The Commission rejects this argument. It is not interfering with management
prerogatives in any way. The Commission did not prevent company management from doing
anything. The Commission is making a ratemaking adjustment for excessive earnings that the
Company earned or could have earned or retained the right to eam, based on agreement and
historical precedent.

10.  The Company argues that nothing in U-86-156 or U-89-3524-AT decide
thisissue.

i) The Company contends that the arders do not address today's policy issues:
cross subsidization and harm to competition. The Commission regjects the argument. Theearlier
orders did not anticipate and do not address some current circumstances or policy issues. That
does not render them invalid. The Commission has thepower to modify earlier orders when it
believes doing so is appropriate, under pertinent statutes.

i) The Company argues that neither docket was a rate case and no finding in
those cases forecloses USWC from litigating the issue of subsidizing competitive and patentially
competitive telecommunications services with Directory income; the agreement is obsolete. The
Commission rejects the argument. That neither prior proceeding was a rate case appears to be
irrelevant. The Commission specificallly finds that the imputed revenues do not provide a
subsidy to any customers or class of customers. The agreement is not shown to be obsol ete.

iii) The Third Supplemental Order in U-89-3524 did not actually affect rates and
thus was not ripe for appeal on thisissue. The Commission rejects the argument. The
Commission disagrees that the order was not ripe for appeal; whether the order actually affected
rates would not determine whether it was appealable.®

IV) MRG gets listings on the same basis as other companies. The Commission

RCW 34.05.530 reads as follows: Standing. A person has standing to obtain judicia
review of agency action if that person is aggrieved or adversely affected by theagency action. A
person is aggrieved or adversely affected within the meaning of this section only when all three
of the following conditions are present:

(1) The agency action has prejudiced or islikely to prejudice that person;

(2) That person's asserted interests are among those that the agency was required to
consider when it engaged in the agency action challenged; and

(3) A judgment in favor of that person would substantially eliminate or redress the
prejudice to that person caused or likely to be caused by the agency action. (1988 ¢ 288 § 506).
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rgects the argument. MRG's access to listings and preferential or lack of prefarential status
regarding access to the listings are not the basis for this decision. The Commission is not
regulating MRG but is attributing revenues based on several grounds: the Company's foregoing
its ability to maintain a historically integrated operation benefiting ratepayers, its failure to secure
benefit for losing the regulatory asset, and its failure to secure compensation for the benefits that
MRG currently enjoys. MRG's current market advantage stems from its exclusive arangements
with USWC and not from its nonexclusive ability to secure listings.

v) USWC arguesthat it did not waiveany rights by conceding imputation until
further order because an agency does not have the power to definethe scope of its own authority
(Inre Consolidated Cases, 123 Wn.2d 530 (1994)). The Commission rejects theargument.
USWC had every opportunity to litigate and every right to appeal the Commission’s order in U-
89-3524-AT. It didnot, and it now concedes that the order provided that directory revenues will
be imputed unless and until altered by subsequent order.

vi) USWC argues that the agency gets its power from the legislature, "not from
extracting agreements from regulated companies on pain of denial of that to which they are
entitled by law." [Emphasis added; USWC Revenue Requirements bridf, p. 9] . The
Commission rgjects the argument. There is no evidence that the Commission or Commission
Staff or anyone else extorted something in away that was improper. On the contrary, the
agreement appears to have been entirely voluntary >

11.  USWC contends that the Staff iswrong, and the Tunney Act proceedings®
didn't set the policy that directory earnings should defray local service. The Tunney Ad case
was only to determine whether the consent decree was consistent with the public interest under
antitrust principles. The decision only contemplated that directory revenues would offset local
exchange costs, and did not authorize or require that to happen. The Tunney Act decision ruled
improper aprovision in the Modification of Final Judgment (MFJ) that Regional Bell Operating
OICompany (RBOCs) be excluded from directory publication. Other than that, the decision was

ictum.

The Commission rejects this argument. While the decision clearly did not
specifically order imputation, there is nothing in the decision that would support USWC's
position or indicateany judicial impediment to imputaion. On the other hand, imputation isa
logical and appropriate consequence of the decision.

12. The Company contends that Staff's suggestion that the Company be
required to pay competitors the amount of the imputation is beyond the Commission's statutory
power and illustrates the need to end imputation.

The Commission addresses all of the Company's arguments presented as to yellow page
revenue imputation, even though many of the arguments are repetitious of matters previously
argued and decided, and others are so patently silly that they insult the Commission's
intelligence. USWC's argument that in effect alleges extortion, however, is shocking and
outrageous. USWC presented not one iota of evidence supporting this claim. The Company's
record of litigation before this Commission and in the courts demonstrates clearly that it knows
how to secure redress speedily and successfully if it believes that its interests are adversely
affected. If extortion occurred, unbeknownst to the Commission, we call on the Company to
bring forward that evidence so investigation and possible prosecution can occur. Without that
evidence this accusation has no place in a professional presentation.

United States v. Western Electric Co., 552 F.Supp. 131, 148 (D.D.C. 1982), Aff'd. sub
nom Maryland v. United States, 460 U.S. 1001 (1983).
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The Commission does not accept the Staff suggestion. It would appear to raise
substantial issues that are not necessary to decide and that the Commission does not choose to
addressin this proceeding.

13. The Company arguesthat Staff and Public Counsel/ TRACER arein error
in assuming that the future will forever replicate the past, and that the state has the power to seize
profits of non-utility affiliates.

The Commission rejects this argument. The Company mischaracterizes the
Commission Staff and Public Counsel/TRACER positions and the result of the proposed ection.
Neither never-ending imputation nor seizure of income is contemplated or attempted here. The
profits of non-utility affiliates are not touched in any way. They are merely imputed to USWC,
asis permitted by law.

14. USWC contends that MRG does not have a monopoly and its return isn't
inconsistent with competitive returns in the advertising business. It argues that thereis no
evidence that USWC's association with USWD leads people to advertise in the directory. The
directory does not use public right of way or eminent domain power of the utility. Imputation
conflicts with RCW 80.36.300, encouraging diversity of supply.

The Commissionrejects this argument. MRG's possession or lack of amonopoly
in the directory market does not appear critical to the imputation decision. The Commission
finds that USWC's association with MRG is a benefit to the directory, based on the testimony of
Staff and Public Counsel/TRACER witnesses and its mention as a benefit by more than one
"public" witness. No one is contending that the directory uses public right-of-way or powers of
eminent domain. No party is contending that the law of right of way or eminent domain support
imputation of directory revenues. Imputation has nothing whatsoever to do with diversity of
supply as it imposes no restrictions whatsoever upon diversity.

15. USWC contends that the proposal violates USWC's constitutional rights.
that Staff's proposal to pay customers of other carriersis confiscatory and that treating USWVC
differently and more harshly than other carriersis discriminatory.

The Commission rejects USWC's arguments. Staff's proposd to fund customers
of other companiesis not accepted. USWC istreated fairly, based upon USNC's unique
circumstances. Thereisno impermissible discrimination. See, Oregon P.U.C. v. Pacific
Northwest Bell Telephone Co., Docket UI-54, Order 88-488 (May, 1988).

16.  The Company contends that imputation contradicts the general purpose of
regulation, which isto simulate theresult of an unregulated market. An unregulated business
would never subsidize aless profitable line with a more profitable line.

The Commission rejects this argument. The Company cites only one of the
underlying principles of regulation. It isalso arecognized principlethat the Commission must
regulate in the public interest.®  Ultilities, operating as natural monopolies, may have the power
to operate for their own corporate interests, adversely to the interests of ratepayers. The

RCW 80.01.030 reads in part as follows. The utilities and transportation commission
shall:

(3) Regulate inthe public interest, as provided by the public servicelaws, the rates,
services, facilities, and practices of all persons engaging within this state in the business of
supplying any utility service or commodity to the publicfor compensation, and related ectivities;
including, but not limited to, . . . . telecommunications companies. . ..
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Commission is charged with protecting the ratepaying public. One of the Commission's functions
has been has been to protect customers of noncompetitive services from utilities' self-dealing.
Utilities may have the power to subdvide the integrated utility operations and divest for their
own organizational goals or profit dojectives any disrete, divisible, and potentially profitable
aspect of that operation. Imputation is entirely consistent with the purpose of regulation as a tool
to minimize adverse effects on such division and divestiture when those circumstances ocaur.

17. USWC argues that the Telecom Act says USWC must dlow resale at
wholesale rates, discounted from retail rates. This means, it says, that the imputation subsidy for
consumers would flow to the resellers who compete with USWC. Imputation denies USWC
equal protection.

The Commission rejects this argument. Imputation will not benefit resellers, as
the critical issue for resale is the spread (the difference between USWC's retail rate and the
wholesale rate & which areselle purchases it) and not the base on which the spread is
calculated. The Commission is not, in any event, "crediting" imputed sums to any class of

ratepayer.

18.  The Company argues that imputation hereis arbitrary and capricious. It
citesWUTC v. Washington Natural Gas Co., UG-920840 (4th Supp. Order), contending that
there, the Commission rejected Public Counsel's suggestion to attribute merchandising revenues
to regulated activities. The Company states that the Commission is arbitrarily treating USWC
differently from WNG.

The Commission rejects the Company's arguments. USWC miscites this order.
In the cited order, the Commisson was directing WNG to provide sufficient information to
assure the Commission that operations were segregated and ratepayers were not subsidizing
merchandizing operations. The Company has also cited, so is aware of, the statute preventing the
Commission from attributing merchandise sales revenues to regul ated operations.

Having found the appropriate calculation of the adjustment, and concluding that
the Commission has the power to make the adjustment, the final question is whether the
adjustment should be ordered.

The Company argues that it is inappropriate to subsidize exchange ratesin a
currently competitive market, and that the subsidy proposed by staff and Public
Counsel/TRACER will stifle any potential competition. The Company argues that USW Direct
does not have a monopoly, and identifies numerous other directories published in the state of
Washington. We have noted above tha whether or not thedirectory company has a monopdy in
directory marketing is not critical to the decision. We find that it certainly has advantages
through the relationship between these affiliates that other directory companies do not have. We
note Mr. Brosch's comment that no competitor for local exchange service has ever complained
about imputation. We find that imputation is not shown to affect adversely any competition for
local exchange service, although we commend USWC for being an advocate on behalf of
potential competition. We reiterate that in any event we do not attribute imputed revenues to any
customer class

In making this dedsion, we also condgder the unchallenged fact that thevast
majority of USWC's 15 jurisdictions also impute directory revenues. We note USWC's
concession on brief that the matter was decided in a prior order. We note (1) Mr. Brosch's
testimony that US WEST Direct grossed approximately a billion dollars and earned a return of
205% in 1994, (2) his contention that for Washington operations it earned 229%, and (3) his
contention that US WEST Direct's return on equity has exceeded 150% every year since 1989,
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when publisher fees ended. We find that the segregated US WEST Diredt operation did in fact
earn substantially more than the authorized utility rate of return on its investment.

We note that an integrated operation would consider those revenues from
ratepayers as a part of its operating income. Divesting that operation therefore hurts ratepayers
substantially, and should not be done unless protections are in place for ratepayers. Here,
imputation provides that protection.

Another analysis supports imputation, aswell. The divestiture of a money-
producing element of integrated operations so closely related to service without a return benefit
appears to have been manifestly imprudent. See, WUTC v. Puget Sound Power & Light Co.,
Docket Nos. UE-920433/920499/921262 (Consolidated), 19th Supp. Order (Sept., 1994). This
adjustment could also be supported on the basis of a prudence analysis

C. Service Quality

Service quality issues are addressed in Part Three of this Order.

ll. Operating Expenses

The next general areafor study is operating expenses, that is, an examination of
the Company's reported expenses in conducting its regulated operations. Ten different areas are
in dispute. These adjustments may also have a rate base component; when that is true the
adjustment will carry through to rate base in the accompanying table under the same adjustment
number.

A. Restructuring PFA-9

During the test period, the Company was conducting a four-year restructuring
program, reducing the size of its workforce and reducing the number of customer centers from
560 to 26. It expeds substantial savings from the program over time. Most of the costs rdate to
personnel downsizing -- costs of early retirement and severance. The Company took a one-time
pre-tax write-off of $880 million in 1993 relating to restructuring costs financial statement
purposes. The Company proposed, then withdrew, an adjustment for this activity.

Commission Staff and Public Counsel/TRACER propose adjustments. They point
out the experienced expenses do not represent the ongoing expense level and that the substantial
expenses of the program occur in itsfirst three years, while the savings are continuing. They
contend that it isimproper for ratgayersto pay theexpensesin rates, but not receivethe benefits
of lower expense levels. Commission Staff withesses Ms. Strain and Ms Erdahl propose that the
test year costs and benefits be netted and adjusted out of the test year. That would allow the
Company test year benefits. Public Counsel/TRACER witness, Mr. Caver, would remove the
test year costs but leave test year savings. Public Counsel/TRACER contend that the Company
proposal would not present any of theongoing savings to bederived from the restructuring costs
when benefits will exceed costsin 1997 and thereafter.

The Commission rejects the Company's position that no adjustment is appropriate.
The evidence demonstrates that during the test period, costs of implementing the restructuring
were greater than any benefits derived. Thisnet cost is embedded in the test year adual results.
The Company's stated purposes for the restructuring is to reduce costs and increase efficiency.
Thereis no evidence that efficiency and quality of service are inaeased. It isingppropriate to
include the net cost of restructuring in the test period when on an ongoing basis the Company
projects that there will be net savings with an internal rate of return greater than the
Commission's authorized return. Commission Staff's position, which treats results asif the
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restructuring did not take place, isfair. Public Counsel/ TRACERS position, which atempts to
leave net savingsin the test period, cannot be verified. Further, to the extent that savings exist in
the future, they will be present in the Company's results and if we continue traditional
ratemaking, shauld be returned to ratepayers through lower rates

The Commission accepts Commission Staff's adjustment PFA-9 and rejects Public
Counsel/TRACER adjustment relating to restructuring. This adjustment increases net operating
income by $11,408,953 and decreases rate base by $11,766,524.

B. OPEB Curtailment L oss, Adjustments PFA-10

The Company's proposed adjustment restates the effects of restructuring on "Other
Post Employment Benefits." Under Statement of Financial Acoounting Standards (SFAS) No.
106 of the Financial Accounting Standards Board, a Company is required to recognize a
curtailment loss or gain when the Company experiences any event which significantly alters the
expected years of future service of active participants. The present value of post-employment
benefitsis recorded as an expense at the time they are accrued, in order to reflect the Company's
long-term obligation. The obligation isvalued on the basis of statistical averages of employee
service before separation or retirement.

Because the restructuring program resulted in alarge number of early retirements
-- some 2,200 -- the average future service of Company employees dropped during the test year.
As aresult, the Company booked a curtailment lossin 1994. The Company proposes an
adjustment to reflect the curtailment loss during the test period.

Commission Staf and Public Counsel/TRA CER oppose the Company adjustment,
contending that the restructure is a one-time event and that savings from restructuring will more
than cover additional expense.

The Commission accepts the Commission Staff argument. It finds that the
restructuring is a one-time event and that restructuring savings will offset any additional costs. It
acknowledges, as the Company argues, that the Company is required to make the adjustment for
financial accounting purposes. In accepting the Commission Staff adjustment for restructuring,
above, we did acknowledge that savings would grow and expenses would fall, and that savings
would thus exceed expenses. That excess, we reason, offsets the proposed adjustment.
Therefore we rgject the Company's proposed ad ustment.

C. Jurisdictional Separations

Washington ratepayers are responsible only for Washington-related expenses and
costs. Becausethe Company opeates and uses itsfacilitiesin providing interstate
communication, the total costs associated with the Company's operation are allocated or
"separated” between Washington (intrastate) operations and the Company's interstate operations.
The Company results reflect the monthly allocations during the test period.

Commission Staff noted that during the 14 months of information available on the
record, intrastate all ocation factors trended downward and interstate factors trended upward.
Commission Staff contends that because the intrastate allocation factors aretrending downward,
the test period is nat representative of ongoing factors. They contend tha their review of Exhibit
722 clearly indicates that trend, which requires theincreased allocation of costs to theinterstate
jurisdiction.

The Company contends that thisis error, that there is no reason to support the
change except alower revenue requirement, and that use of atest period is designed to account
for such variations. They also contended in a data response that rather than trending, the
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separations figures are merdy "fluctuating.”

A test year is used to compare relationships over time for an accurate picture of
Company operaions. However, when the test year average is inaccurate, it is appropriate to
make such adjustments as needed to produce an accurate picture.

Here, Exhibit 722 clearly shows atrend rather than a fluctuation. The
Commission finds that the relationship between interstate and intrastate operations has changed,
and the relationship during the period that rates resulting from this proceeding may be expected
to be effectiveis more accuraely represented by use of the December figuresrather than the test
year monthly figures. The Commission Staff adjustment is accepted. This shows an increase to
net operating income of $6,805,250 and a decrease to net rate base of $35,722,831.

D. External Relations SA-11

This adjustment is made to remove expenses related to company corporae image
advertising and related External Affairs supervision. Commission Staff witness Mr. Hua
proposes to remove the corporate or image advertising that was not part of Staff's affiliated
Interest adjustment RSA-5. He dso proposes to disdlow an allocated share of the supervision in
the external relations department. Mr. Hua's original adjustment disallowed substantially more
of the costs in the nine categories in this department. He revised his adjustment based on
information that the Company eventually supplied.

Ms. Wright rebuts Mr. Hua's adjustment. She argues that public policy type work
functions are a necessity in aregulated environment. Her rebuttal testimony (pages 50-52) gives
adescription of costsincluded in each of the 9 categories. She states that only one category
should be removed from regulated results, and that the Company has removed those costs.

The Commission accepts the Commission Staff proposed adjustment to remove
the image advertising but not the allocated supervison. There appearsto be little contest as to
the specifics of the advertisements in question. Corporate imageadvertising is not shown to
benefit the ratepayers. It is appropriately disallowed in telephone rate cases?” The amount of the
adjustment to net operating income is $338,911.

E. Promotional Advertising, SA-8

In this adjustment, Commission Staff proposes to disallow $6.3 million in product
advertising, contending that the Company has failed to demonstratethat the advertisaments
generated more revenues thanthey cost.

The Company responds that this test has never been applied before. Citing an
order in WUTC v. Pacific Northwest Bell Telephone Co., Cause No. U-77-87, the Company
contends that the appropriate test remains whether advertising encourages the purchase of
services that provide a contribution above expenses. To the extent that it does so, saysthe
Company, it should be allowed.

The Commissionfinds that the advertising in question isdirected toward products
that will provide a contribution above expenses. Staff does not contend and has not argued that

See, e.q., Relllinois Bell Telephone Co., 156 PUR4th 121, 193-194 (1994).
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the advertisements were imprudent, unreasonable, wasteful, disproportional to revenues, or
flawed in any way -- only that the Company has not demonstrated that they worked by bringing
in more revenues than the ads cost.

We do not think that is the proper test. Revenues may be difficult to attribute;
results may not be immediate. The decisions from other jurisdictions cited by Commission Staff
do not support the principles for which they are urged, and the suggested standard is not shown
to be appropriate For these reasons, we reject the Commission Saff proposed adustment.

F. | nterconnection with | ndependents, PFA-11; C-2

This adjustment related to local exchange interconnection. The parties agreed that
the adjustment would be resolved by judicia review of Commission Docket No. UT-941464, and
the Company withdrew the adjustment.

G. Compensation |ssues

1. Wages and Salaries: RSA-1 and -2; PFA-1 and -2; SA-12;: B-2; C-11;
C-12; and C-14

The Company proposed several adjustmentsto payroll expense to pro form the
impact of wage or salary increases during or after the test period. Adjustment RSA-1 pro forms
the impact of wage increases during the test year for occupational (non-management) employees.
RSA-2 pro forms salary increases for management employees that were implemented during the
test period. PFA-1 pro forms the impact of awage increasefor occupational employees
subsequent to the test period. PFA-2 pro forms salary increases to management employees
subsequent to the test period. The Company's proposed adjustments pro form both the operating
expenses and therate base for these increases.

Ms. Erdahl, Staff's witness, states that the test period wages are not representative,
in that they contain excessive overtime and an abnarmally low level of capitalization. Ms.
Erdahl proposes adjustment SA-12 to decrease the level of overtime fromthat experienced
during the test period and to capitalize a greater portion of the total salaries incurred during the
test period, reducing test period operating expense. Ms. Erdahl 's normalized levels for overtime
and capitalization are based on atwo-year average for overtime and afour year average for the
capitalization percentage. Ms. Erdahl revised the Company's pro forma adjustments to give
effect to her overtime and capitalization adjustment.

Ms. Erdahl aso proposes to exclude team and merit awards from base wages used
to calculate RSA-1 and -2 and PFA-1 and -2. She argues that these payments are discretionary.
She identifies previous Commission orders excludi ng bonuses from base wagesin pro forma
calculations. Finally, she proposes to exclude the rate base impact of the Company's proposed
pro forma adjustments. Commission Staff arguesthat it isinappropriate to pro formrate base,
citing prior Commission order on the topic.

Public Counsel/ TRACER sponsored withess Carver. The witness objectsto the
Company's presentation on the basis that it isimbalanced. He contends that the Company pro
forms wage rae increases when total payroll costs are declining. Asaresult, he proposes to
reject the Company's PFA-1 and -2 adjustments. He also would reject the rate base impact of
adjustments RSA-1 and -2. As does Commission Staff, he contends that the rate base
adjustments pro form the effects of "costs" that will never exist. Finally, he proposes
adjustments C-11 and -12, to annualize the last quarter of 1994 payroll in lieu of the Company's
pro forma payroll.
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The Company contends that the Commission Staff and Public Counsel/TRACER
adjustments are arbitrary and capricious, and offered without evidence to support normalization.

The Commissionin general accepts the Company's presentation on these
adjustments. The Commission rgects Commission Staff's proposed adjustment to decrease
overtime and increase the capitalization percentage. AsMs. Wright testified (Ex. 154), the use of
overtime is a management tool. There appears to be no contention that the Company misused
that tool. Further, thereisno evidence that the increased level of capitalization, if appropriate,
would correspondingly result in lower wage expense.

The Commission also rejects Public Counsel/ TRACER proposed annudization
adjustments. TheCommission is nat convinced that the end of the year employment is
representative of the ongoing level of employment in this proceeding, and believes that the
Company presentation reflects a satisfactory relationship.

The Commission does accept Commission Staff's proposal to remove bonuses
from base wages in the calculation of pro formawages. The bonuses are discretionary, and are
not certain at any level. Further, as discussed later in this Order, the Commission rejects the
Company's Team and Merit Awards.

Finally, the Commission agrees with Commission Saff and Public
Counsel/TRACER that it isinappropriate to pro form rate base for the wageincrease. Such pro
forma rate base adjustments would increase rate base for anounts that will never be incurred.
Such pro formarate base adjustments would result in increases to the entire rae base for
increases in the unit cost of the components. This type of restatement would run counter to the
industry's actual historical experience of declining costs.

The Commission has recal culated the pro forma payroll adjustments based on the
above discussion, as follows: Adjustment RSA-1 decreases NOI by $1,972,844; Adjustment
RSA-2 decreases NOI by $747,663; Adjustment PFA-1 decreases NOI by $3,381,860; and
Adjustment PFA-2 decreases NOI by $1,482,081.

2. Compensated Absence Adjustment, RSA-12

The Compensated Absence adjustment has to do with paid leave, such as sick
leave. The Company books estimated figures monthly, then makes true-up adjustments to make
the test year accurate. In this adjustment, the Company proposesto adjust the test year expense
to the actual amount incurred during that year. Commission Staff contests the adjugment,
contending that it is selective and to the ratepayers detriment. Commission Staff argues that the
monthly accrud amounts represent a more appropriate "going forward" amount. Staff adjusts
test year expense to thislevel.

Here, the Commission accepts Ms. Wright's representation that the true-up
adjustments are accurate, and accepts the test year employment level as sufficient for regulatory
purposes. The Commission accepts this Company-proposed adjustment, which reduces NOI by
$390,000.

3. Team and Merit Awards/'TPA, RSA-13

a Team Awards
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During the test period, the Company awarded employee bonuses called Team
Performance Awards based on Company performance. The total award was based on customer
service measures; quality indicators; Company net income; and business units. During 1994, no
payment was made for the service quality component. The Company, through Ms. Wright,
proposes adjustment RSA-13 to restate this expense to the level paid for the test period.

Commission Staff proposes to disallow the team and merit awards. Ms. Erdahl's
presentation makes it clear that a portion of the awards were accrued for customer service and
quality indicators(Ex. 670); Commission Staff witness Beaton proposes that these amounts
should be disallowed. The remaining $5.9 million allocated to Washington intrastate operations
are awarded based on USWC netincome and business unit results (see Ex.662, p. 25). Ms
Erdahl states that these awards, based on USWC results, do not benefit the Washington

ratepayer.

Commission Stdf argues that the Company has not demonstrated that the events
that raise net income benefit the ratepayers. Commission Staff states that net income and
customer service are often at cross-purposes with each other, and point to their contention that
service quality is deteriorating.

The Company contends that the disdlowance should berejected becauseit is
contrary to the evidence; contrary to well-established precedent; and contrary to sound
compensation practices. USWC witness Paul Gobat contended that the Team and Merit awards
are an integral and significant portion of management wages for USWC. He states that USWC
compensation is reasonable -- in fact, lower than the market average. He states that awards based
on net income are beneficial to ratepayers, and that 50% of the scheduled awards were based on
quality indicatorsand customer savice. Ms. Wright also addresses this issue and presents a
sample of how the team awards are granted. She states that goals rd ated to net income are
beneficial to ratepayers because the increasein net income is created by employees working to
reduce costs, and reduced costs result in reduced need to increase rates.

The Commissionfinds that the team and merit awards have not been shown to
benefit the ratepayer, and accepts the Staff-proposed adjustment. As the Company notes, award
programs have been accepted as proper expenses for raemaking purposes by this and other
public utility commissions. This Commission has observed that management should have the
flexibility to reward good performance and productivity increases’® and has accepted a program
that it observed was not perfect.® In the latter proceeding, however, the Commission gave a
clear message asto its view of the purpose and structure of an allowable plan:*

The Commission does agree with Staff that some of the
(Washington Natural Gas Company) incentives fall short in terms
of sending employees the message that the purpose of the program
isto encourage improved service The Commission believes,
however, that the Company can do afar better job in the future of
creating incentives and setting goal s that advantage ratepayers as
well as shareholders. Such goals might include controlling costs,
promoting energy efficiency, providing good customer service, and
promoting safety. Plans which do not tie payments to goals that
clearly and directly benefit ratepayers will facedisallowance in
future proceedngs. (Emphasis added.)

WUTC v. Pecific Power & Light Co., Cause No. U-86-02 (1986).
WUTC v. Washington Natural Gas Co., Docket No. UG-920840, 4th Supp. Order (1993)

Id., page 19.
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In the USWC plan, only a portion of the incentives were directly tied to service or
service-related elements. The service goals were not met and that portion was not distributed.
The income-rdated portion, however, was met and exceeded. What is particularly objectionable
about this plan is not only that the financial incentives were independent of the service
incentives, but the program was constructed so that, if the Company exceeded the stated financial
goals by only 8%, employees could "replace” all of the bonus that they would "lose" for failure
to achieve customer service goals (Ex. 189, fourth and twelfth pages).

As the Commission noted in the Washington Natural Gas order cited above, there
isapotentia tension between service quality and earnings. A firm can concentrate on finandal
elements so heavily that it can lose sight of the importance of providing customer service. Ina
public utility service, where many customers have no reasonably substitutable alternatives, the
Commission must substitute for the competitive market in assuring that customer service remains
apriority to the business. Financid goals are at beq avery crude way to measure specific
efficiencies that employees can accomplish.

The Commissionfinds that the Company's team award plan is not acceptable
because, with a structure alowing financial rewards to eclipse customer service failures, it sends
the message to employees that service quality is much less important than financial performance.
This provides motivation to choose cost saving measures that unduly compromise service
guality. The Company plan fails to tie payments to gods that clearly and directly benefit
ratepayers. The Company's service quality clearly failed to mee acceptable standards during the
test period, as discussed above, while the Company exceeded its financial goals. Whether or not
the structure of team awards contributed to this circumstance, it is certainly consistent with the
circumstance.

Problems with the plan could be corrected in many ways, including the payment
of financial performance awards only after service quality goals are met; tying the amount of
awards for other indices to service quality performance; or tying financial-based awards not to
the bottom line but to objective employee performance that promotes both efficiendes and
customer service. For this proceeding, the Commission accepts the Commission Staff
adjustment.

b. "Merit" Awards

Commission Staff's proposed adjustment also would disallow merit awards
granted to individual employees.

Merit awards to individual employees, which are clearly based on the evaluation
of employee performance upon appropriate standards, should not ordinarily be second-guessed or
micromanaged by aregulator. The use of merit awards and the fairness of their distribution are
matters for the Company to decide and for which it will ordinarily reap the positive and the
negative consequences. Here, however, Commission Staff callsinto question the standards by
which the awards are granted.

The Company presented little evidence about those standards, and there may be
inconsistencies within that evidence. Commission Staff notes that Ex. 221 defines merit awards
using the same criteria as are used to define the team awardsin Ex. 189. Ex. 190 does not
distinguish between criteriafor the two. Ex. 189 states at page 2 that a portion of the team
performance award constitutes "discretionary payouts for individual employees’ and the segment
entitled "salary adjustments" at page 4 of the attachment to Ex. 189 is the fourth page of a Team
Performance Award brochure for employees. The information we have of record, therefore,
indicates that the criteriafor merit awards are the same as the ariteria for the team awards -- or
that "merit" awards are a portion of the Team Performance Awards and thus entirely dependent
upon the criteriawe have identified as faulty. Because we have disallowed team awards for the
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use of improper standards, we accept the Commission Staff adjustment and disallov merit
awards on the same basis.

The effect of the team and merit awards adjustment is to increase NOI by
$6,384,966.

4. Benefit Expense, RSA-14

This Company-proposed adjustment restates test year expense levels for true-ups
made in November and December, 1994. Commission Staff opposes the adjustment, contending
that test year capitalization is not representative. Staff also objects to the Company's restatement
of rate base in this adjustment because, Staff contends, it isinappropriate to pro form rate base.
Because we have accepted the Company's capitalizaion adjustment, and because the two are
related and riseor fall on the same analysis, we accept the Company's adjustment here. We also
accept the rate base portion of the adjustment, noting that the adjustment is restating and not pro
forma.

5. Other Post Employment Benefits (OPEB), RMA-8

This Company-proposed adjustment restates test year OPEB expenses to reflect
this Commission's prior adoption of accrua accounting during 1988 and 1989. The Company's
expense level is based on the amortization of the transition benefit obligation over 17.3 years
based upon the recommendation of the Company's actuary. Mr. Twitchdl for Commission Staff
proposes to extend the term of the amortization to 20 years. He contends that the 20-year period
Is consistent with SFAS 106. Staff also suggests that because of the early retirements during
restructuring, the working lives of remaining employees will be longer, and calendar 1994
figures are more representative of post-period employment.

The Commission accepts the Company proposal. Although the Commission Steff
concerns may have merit, the Company has presented sufficient evidence of record to support its
adjustment and the Commission Staff proposal lacks sufficient specific evidenceto support it.
The adjustment increases NOI by $97,331 and decreases rage base by $7,036,298.

H. Requlatory Fee RSA-17-9; SA-9

The Commission Staff proposes Adjustment SA-9 to pro form the Company's
regulatory fee to the rate case level and the current regulatory feerate. The Company challenges
the Staff proposal, contending that Commission Staff proposes selective true-ups and that the
monthly accruds were reasonable when booked. On rebuttal, the Company does propose a small
adjustment to correct test year posting errors.

The Commission accepts the Commission Staff proposed pro forma adjustment.
It reflects the proper treatment for rate casecalculation, asit will best reflect the relationship
between revenues and expenses going forward, and thus constitutes a better basis on which to set
rates. The effect of this adjustment isan increasein NOI of $178,182.

l. Amortization of Debt Call Premiums, PFA-8

The parties agree, and the Commission finds, that thecost of call premiums paid
when the Company retired high-interest funded debt is a proper expense for ratemaking purposes.
The Company agrees that this expense may be recovered dther through the Company adjustment
or, as the Commission Staff suggests, through the use of long term debt rate reflecting the
expense.

The Commissionfinds it more appropriate to include the amortization of these
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expenses in calculating the cost of long term debt. The Commission therefore accepts the
Commission Staff adjustment and will recalculate the long term debt cost rate consistent with the
Commission Staff suggestion to include this expense.

J. Capital Recovery, PFA-6, B-3, C-15

This adjustment relates to depredation rates. The Company has tried to relitigate
recently-decided and litigate soon-to-be decided depreciation mattersin this proceeding, and the
Commission hasdeclined to do so. The Company chdlenges that refusal, contending that it
illegally harms the Company.

The Commission acknowledges that the use of accurate depreciation raesisan
important element of ratesetting. The Commis3on reiterates its prior rulings, however, that it
need not relitigate the recently-decided depreciation methodology and rates that the Company
sought to support in this proceeding with virtually the same evidence -- word for word -- that the
Commission considered in the just-completed interconnection proceeding.

The Commission has also noted that the triennial represcription of lives, involving
the Commission, the FCC, and the Company, is underway. It is aconsideration of some
depreciation elements. Upon conclusion of the represcription process, the Commission will
consider adjusting rates if doing so is procedurally appropriate and consistent with regulatory
principles.

The Commission sees no reason now to reverse its prior rulings on this matter.

We do note that Commission Staff has prepared apro forma adjugment to
implement the depreciation rates found appropriate in Docket No. UT-940641. The Company
does not contend that Mr. Spinks' calculation isin error. The Commission will adopt
Commission Staff"s pro forma adjustment to depreciation expense and accumulated depreciation.
;he effect of the adjustment is an increasein NOI of $5,049,375 and an increasein rate base of

1,165,240.

V. Affiliated Transactions

A. Genera Considerations.

The Company purchases a number of services from companies that are affiliates.
Affiliated interest transactions have long been subject to particular scrutiny in utility regulation,
both in this state andin other jurisdictions. A company might be tempted to divert functions to
unregulated affiliates so that stockholders might earn a higher unregulated return from the
affiliate than they might from aregulated entity, with ratepayers consequently responsible for
higher expensesthan might be experienced in an integrated regulaed company. Courts also
point to the lack of an arms-length relationship between contracting affiliates, and the resulting
temptation to avoid hard bargaining that might be available in a competitive environment.

In Washington State, the Commission has consistently used RCW 80.16.03C* to

The statute reads as follows (emphasis added):
80.16.030 Payments to affiliated interest disallowed if not reasasle. In any proceeding,
whether upon the commission's own motion or upon complaint, involving the rates or practices
of any public service company, the commission may exclude fromthe accounts of such public
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protect ratepayers from possible harm from affiliated transections. The regulated company bears
the burden of demonstrating that the payment is a reasonable amount; if it does not do so, or if it
does not show the caost to the affiliate of rendering service, the Commission isinstructed to
disallow payment.* The standard for areasonable priceisthe lower of the competitive market
price or the affiliate's costs plus afair return.®

This record presents evidence regarding affiliated transactions with Marketing
Resource Group (MRG), to which the Company sells billing and collection services, publisher
products, and directory placement at public pay stations; Business Resources, Inc. (BRI), from
which the Company purchases procurement, warehousing, and delivery sarvices, with Bellcore
and USWEST Advanced Technologies (USWAT), from which it purchases research and
development; and with US WEST, Inc. (USWI), from which it purchases various management
services.

B. Marketing Resource Group, SA-4 and C-4

The Company receives revenues from an agreement with MRG for services that it
provides: billing and collection, publisher products, and directory placement at pay phones. It
records some of the revenues that it receives for this service -- cost, including areurn -- as
operating income. However, when revenues exceed costs, it records the excess revenues below
the line, not considering them as income for purposes of regulation.

Commission Staf and Public Counsel/TRA CER would make adjugments to
consider the below the line revenues for ratemaking purposes. The Company challenges the
adjustments and defends its approach, contending that it is merely following accounting practices
established by the Federal Communications Commission (FCC) that the Commission has
adopted.

Commission Staff and Public Counsel/TRA CER contend that the requirement to
use FCC accounting for book purposes does not govern accounting analysis for rate of reurn
regulatory practices, noting that the FCC rules do not constrain USWI from incurring costs for
image advertising, lobbying, and charitable contributions. Public Counsel witness, Mr. Brosch,
noted that the services are part of MRG's costs and are deducted from the imputation, so should
be reflected asincome to USWC. (Ex. 390-T, p. 111)

The Commissionfinds no facts, no rationale, and no atations of authority, to
indicate that the Company's accounting practice is appropriate for ratemaking purposes.
Accounting for book purposes, even pursuant to rules that the Commission has established or
adopted by reference, does not control accounting for ratemaking purposes. WAC 480-120-

service company any payment or compensation to an affiliated interest for any services rendered
or property or sarvice furnished, as above described, under existing contracts or arangements
with such affiliated interest unless such public service company shall establish the

reasonabl eness of such payment or compensation. In such proceeding the commission shall
disallow such payment or compensation, in whole or in part, in the absence of satisfactory proof
that it is reasonable in amount. In such proceeding any payment or compensation may be
disapproved or disallowed by the commission, in wholeor in part, unless satisfactory proof is
submitted to the commission of the cost to the affiliated interest of rendering the service or
furnishing the property or service above described.

RCW 80.16.030.

WUTC v. Washington Natural Gas Co., Docket No. UG-911236, Third Supp. Order
(Sept., 1992).
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031(2)* All the revenues from MRG for those functions should be considered above the line
revenues for ratemaking purposes. The revenues relate to aformerly proprietary function, a
regulatory asset, that the Company transferred without compensation. Under the Company's
proposed treatment, the ratepayers would not only be deprived of the revenues from earnings, but
also deprived of the full benefit of payment for services it formerly performed for itself, thus
losing twice. The Commission accepts Commission Saff's calculaion of the adjustment,
virtually identical to that of Public counsel/Tracer, increasing NOI by $1,052,896.

C. Business Resources, Inc. (BRI), SA-7

USWC purchases procurement, warehousing, and delivery services from BRI.
Commission Staff contends that alternative services are available from other vendors at a much
lower cost than USWVC paid to BRI. It calculated theaffiliate's costs plus afair retum, and it
considered the price of aterndive resources based upon Company studies. In proposing its
adjustment SA-7, it used estimates of market price based upon a 1988 Company study. It
proposes an adjugment of $2,374,375 to net operating income based upon its analysis.

USWC challenges the adjustment, contending that the underlying information that
Staff usesis out of date and, in any event, that it is entitled to consider non-cost factors such as
the affiliate's track record and its understanding of Company procedures. It notes that the
Commission as aState agency isentitled to consider non-cost factarsin its procurement.

The analogy with Washington State procurement requirements is not well-taken.
The issue isnot whether the Company is entitled to enter a contract with an entity other than the
lowest bidder. The Commission acknowledges that the Company can lawfully enter a contract
for services with virtually whomever it chooses -- in most circumstances with limited
Commission review. That isamanagement prerogative with whichthe Commissionisloath to
interfere. The question hereis not entry of a contract, but allowance of expenses for ratemaking
purposes. The contention that BRI is better because of its history with the Company is entitled to
little weight because any contractor might be expected to develop atrack record and
understanding of Company proceduresif given the opportunity. The Company provides no
objective evidence demonstrating BRI's superiority or justifying the additional expense. Nor, as
the Company appearsto alege, is the issue whether BRI overcharged USWC.

Instead, the issue is the financial consequences of such a contract and whether
payments under the contract are reasonable by the objective standard stated above®* Here, we
find that the Company has not demonstrated that the payment is reasonable under pertinent
standards.

The Company challenges use of the 1988 study as outdaed, contending that it
failsto provide an accurate picture of market prices and that its 1990 study is better.
Commission Staf responds, and we find, that the 1990 study is flawed and appears to contain
double loadings. Therefore, it should be excluded.

The Commission accepts the Commission Staff use of the competitive bids for
purposes of pricing the affiliated interest transaction.*® The Commission finds the testimony of

WAC 480-120-031 reads in part asfollows:
The accounting rules for book and recording purposes do not dictate intrastate
ratemaking.

Commission Staff does not allegethat the contradt payments are imprudent.

Use of comparable prices requires considerable judgment. Comparable prices are based
on estimates that the Company gains from businesses who may ook at the relationship between
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Ms. Strain credible in support of this adjustment.

In conclusion, because the transaction is with an affiliate, the Commission may
look to the lower of the affiliate's costs or the market price for comparable services to establish
the reasonableness of the charges. Here, the credible information as to market pricesis the 1988
study and Ms. Strain's testimony. USWC contends that it is entitled to recognition of higher
payments because it believes BRI provides better service than alow bidder might, but it provides
little evidence beyond conclusory statements that BRI knows a great deal about USWC's
business. The burden of proof to justify affiliated interest transactions is higher than such bare
alegations.

D. Research and Development, SA-7, C-6, C-7, and RSA-10

No party challenges the generic propriety of research and development expenses
for the Compary's operations. It must continually look to the future and to its need to maintain
its position as aleader in technology, both as an element of its service to present customers and
as an element of its preparation for afully competitive environment.

Theissue instead is whether and to what extent ratepayers should fund the
activities. Courts have acknowledged the appropriateness of disallowing projects that are
unlikely to provideratepayer benefit®” or have required a strong showing of benefit to ratepayers
in the near future and have categorically disallowed "fundamental research."*® The parties ook
to specific elements of the transactions with the two R& D suppliers, Bdlcore and USWAT to
determine whether the item should be allowed or disallowed.

Commission Staff notes that the Company allocated costs between regulaed and
unregulated adivities by the size of the entities and not the purpose or benefit of the project.
Commission Stdf reviewed the payments, and proposes to disallow many of the expenses and to
expense others over their useful life. Staff proposes to disallow 50% of the costs of a number of
research projects which, it argues, have deliverable commonalities. Staf criteriafor decision
included whether an individual project had benefit to Company operations that are now
deregulated or that provide no perceived benefit to current ratepayers for regulated tariff service.
(Ex. 631-T, p. 17).

Public Counsel/TRACER witness Mr. Brosch, disausses the costs associated with
research and development by USWC affiliates U S WEST Advanced Technologies (USWAT)
and Bell Communications Research, Inc. (Bellcore) on page 63 of histestimony. The projects he

removed dealt with multimedia services, future video, and broadband and wirdess network
technologies. As does Commission Staff, he finds that many of the projects undertaken by these
affiliates do not have current raepayer benefits. Many of the prgects either extend to
nonregulated activities or relate to services far beyond the potential of current telephone
technology. His disallowance proposals suggest that if at some future time the Company can
demonstrate that these projects do benefit ratepayers, they should be allowed to request recovery
of the costs with interest. A side record would be kept to track potential future recovery. As
documentation he provides Exhibits 394, 395 and 396 to show descriptions of the contested
projects. On rebuttal, he states that his adjustments on Bellcore, USWAT, and the parent vary

USWC and BRI, as well as the history of the contractual relationship, and percave that they have
no realistic chance of securing USWC 's business.

See, Re USWC, 142 PUR 4th 1, 29-31 (Utah P.S.C., 1993.
See, Re AT& T Communications, 107 PUR4th 381 (La. P.S.C., 1989).
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from staff's mainly on the basis of scope. He believes his position to be more conservative than
that of Commission Staff.

Public Counsel/TRACER argue that research and devel opment costs should be
recovered only if reasonable. They identify four issues that must be resolved to determine
reasonableness: |sthere amismatch of cost and benefit? Do unregulated operations benefit? Is
there subsidization of business risk? and, Is the research unsuccessful? Public Counsel refer to a
Utah order, which required deferral of certain portions of these costs.

USWEST citesWUTC v. Puget Sound Power & Light Co., 74 PUR 4th 536, 576,
577 (1986) for the proposition that there is necessarily alag of time, perhaps years, between the
investment in research and development and the realization of benefits, and that the Commission
considers research and development investment to be socially beneficial, valuable toratepayers,
and pertinent to the Company's needs. USWC contends that it issimilarly situated. The
Commission disagrees. Differences include the relationship between the contracting parties -- in
the Puget case the research was provided by a non-affiliated entity, EPRI (Electric Power
Research Institute). Factors aso include the nature of the industries; at the time of the order,
electric companies were fully regulated and there was no hint that elements would be
deregulated. Here, many aspeds of telecommunications are deregulated, others are subject to
substantial deregulation, and the future appears to hold the promise of additional deregulation.
The Commission finds, as pointed out by both Commission Staff and Public Counsel/TRACER
withesses, that it isavery real concern that telephone company ratepayers of regulated services
could be charged for research benefiting only the Company or users of deregulated services.
While the Commission still subscribesto the basic principlesin the Puget order, and will alow
costs for projects that appear to have value for ratepayers, the language in Puget cannot be
uncritically applied to justify any expense, however unrelated to regulated operations.

The Company contends that it isimpossible to determine now what activities
might be deregulated in the future by the legislature; that al but afew are now regulated; and
that all of the research will be beneficial to ratepayers. It contends that the deferrd suggested by
Public Counsel/TRACER is unauthorized by law and that future recovery isillusory because
single issue ratemaking and retroactive ratemaking are not permitted.

The Commission accepts the Public Counsel/TRACER approach to both Bellcore
and USWAT. We prefer it to Commission Staff'ssimilar approach because it is more clearly
documented and offers long-term opportunity for recovery. We find no legd bar to using aside
record for potential recovery. We find that it is specific asto project, so that benefit will be
simple to determine. The approach will allow the Company to recover the costs of many projects
immediately and will allow the full recovery of all deferred projects that prove beneficial to
regulated operations -- in amanner that is not retroactive ratemaking, but that allows recovery on
a prospective basis when benefit is determined. USWC does not demonstrate that the goproach
isimproper, and side records may, as here, be entirely appropriate for ratemaking purposes.

Accepting the Public Counsel/TRACER adjustment C-6 increases net income by
$606,000. Public Counsel/Tracer adjustment C-8 increases NOI by $286,000. Finally, as part of
Public Counsel/TRACER presentation, we adopt the company proposed adjustment RSA-10,
which increases NOI by $711,913.

E. USWEST, Inc., Adjustments RSA-5A, RSA-5B, and C-8

USWEST, Inc. (USWI) isUSWC 's parent and an dfiliate of USWC. USWI
provides substantial management services to USWC and USWI'sother subsidiaries. Aslisted in
Mr. Brosch's testimony, Ex. 390-T, page 39, the services include shareholder services; exeautive
management; treasury; legal; strategic marketing; strategic planning; corporate finance; and
accounting.
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USWI chargesUSWC for the sarvices that it provides. USWC has recorded these
charges as operating expenses, and in adjustment RSA-5 it proposes to true up expenses
occurring within the test year but recorded afterwards.

Commission Staff contends that some of the amounts that USWC paysto USWI
are improper for ratemaking purposes. Ms. Erdahl does not object to the Company's adjustment,
but modifiesit to eliminate charges for certain functions provided by USWI: executive
management, human resources, public relations, and strategic planning. Shecontends that the
USWI executive management and human resources services overlap functions performed by
USWC management (Ex. 272 and 273) that are needed only because USWI is running many
corporate entities. It contends that USWI's focus is on the integration of USWC with the USWI
"family" and that if USWC were a company standing aone, those functions would not be
necessary. TheCompany has its own executive management and public relations departments,
Staff argues, and if USWC were an independent company the USWI functions would be
unnecessary. Functions performed by USWI arelargely related to unregulated operations,
competitive services, support of the parent corparation itself, or ae simply not needed because
USWC hasits own staff able to perform the functions. In addition, Commission Staff has also
proposed disallowance of strategic planning involving all USWI subsidiaries and focusing on the
future of USWI policy positions nationally and internationally, largdy in non-regulated areas,
and costs related to corporate image advertising and public relations because the Company has
not provided sufficient information to demonstrate that any amount of corporate image
advertising benefits ratepayers

On behalf of Pubic Counsel/TRACER, Mr. Brosch proposes adjustment C-8 to
disallow executive management and image advertising costs. He also notes redundanaes but not
exact duplication of functions between the two affiliates. Instead, Public Counsel/ TRACER
contend that the holding company imposes some costs that would not be necessary if there were
no holding company and that USWC hasn't demonstrated that some of the USWI costs are
appropriate for intrastate regul ated operations. Mr. Brosch provides alist of services provided by
USWI to USWC and states that costsof the new, fast-growing, non-regulated business should
not be included in rates for regulated services. He discusses the Regulatory Impact Review
(RIR) that was performed in connection with the 14-State Regiond Oversight Committee
(composed of state commissioners and staff in USWC's service territory), indicating that the
review was not intended to take the place of regulatory oversight and did not make
recommendations. Public Counsel/TRACER aso argue that allocations based on relative
affiliate size shifts costs inappropriately to regulated operations because much of the USWI focus
is on non-regulated activities. Public Counsel/TRACER contend that the institutional or image
advertising failsto provide a direct and primary benefit to the regulated subsidiary.

USWC argues that the Commission Staff and Public Counsel/ TRACER
adjustments areinappropriate. It contends that the Commission Staff and Public
Counsel/TRACER positions are based on duplication of functions, and urges that thereisno
duplication. USWC aso contends that the image advertising does promote the growth of the
business and therefore should be alowable.

The Company arguments do not directly address the Commission Staff and Public
Counsel/TRACER positions. Based on the evidence, the Commission finds that the USWI
functions are not entirely duplicative of USWC functions, but that there is substantial overlap
and that the challenged USWI functions are directed principally toward "family-wide"" matters
rather than USWC issues. USWC has not demonstrated that the overlapping services are
reasonable charges to the regulated subsidiary or that they are charged in proportion to the
benefits received by the regulated subsidiary. If USWC were a nonaffiliated company, it does
appear from the credible testimony of record that those functions could be performed by USWC
existing staff or would be unnecessary.
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Neither is the Commission persuaded that the costs of image advertising is
appropriately borne by ratepayers. The Company contended as to a prior issue, and the
Commission agreed, that the appropriate test remains whether advertising encourages the
purchase of services that provide a contribution above expenses. Here, there is no evidencethat
the corporate image expenses meet that test. The Commission believes that the Commission
Staff proposed adjustment more accurately removes inappropriate costs, and the Commission
accepts the Commission Staff proposed adjustment, which increases NOI by $1,232,375.

V. Taxes

A. Recalculation of Sharing Adjustment, RMA-9, B-4

The Company operated under an alternate form of regulation or AFOR for severd
years. One element of the AFOR was the sharing of excess earnings. Under that program, the
Company and ratepayers shared the benefit of excess eamings according to a prearranged
formula. The process was called Sharing and the ratepayer interest was called Sharing Dollars.
The Commission designated the distribution of the ratepayer share, and during 1990, 1991, and
1993 used a portion as a credit to depreciation. Under the AFOR settlement, the Company was
required to credit accumulated depreciation for an equal portion of the Compary's share of excess
earnings.

Company witness Ms. Wright proposes adjustment RMA-9, Sharing Adjustment,
to give effect to the disposition of sharing dollars through the depreciation reserve for the sharing
ordersfor 1991 and 1992. Her proposed adjustment includes an offset to accumulated
depreciation for accumulated deferred taxes. The Company adjustment does not include sharing
dollars allocated to accumulated depreciation for 1993.

Commission Staf witness, Mr. Twitchell, discussesthe sharing adjustment. His
adjustment modifies the Company's adjustment in two respects. First, he includes the 1993
sharing order, which had not been resolved at the time of the Company's filing. The Commission
finds this a proper fro forma adjustment to give effect to the 1993 distribution of sharing dollars.
The Company did not accept this adjustment but included only 1991 and 1992 sharing results in
its presentation and did not address the issuein its brief. Including the 1993 sharing distribution
is an appropriate pro forma adjugment and the Commission acceptsiit.

Second, Mr. Twitchell did not give effect to deferred taxes as the Company
proposed. Commission Staff argues that the proposed adjustment to accumulaed deferred taxes
IS not in accordance with previous Commission orders. Staff points out that nothing in the
AFOR agreement, or in any of the Commission orders dispersing excess profits, indicates any
intent by either the Commission or the Company to offset the adjustments to accumul ated
depreciation with an adjustment to the accumulated deferred tax balance

Public Counsel/TRACER witness Carver proposes Adjustment B-4to accomplish
the same functions as the Commission Staff proposal. Public Counsel/TRACER agree that one
of the adjustmentsis needed in order to preserve the ratepayer benefits of the Sharing
proceedings. They point out that no Commission order "directed" a deferred tax adjustment
associated with the Sharing proceedings, and argue that therefore there is no violation of the Tax
Code. They urge, if the Commission rejects the proposed adjustments, that it establish a
regulatory liability account not requiring normalization, or that it revisit the Sharing proceedings
and consider direct refundsin lieu of depreciation credits.

The Company contends that the sharing orders and the AFOR settlement simply
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do not address tax consequences, and contends that it must be included now because failure to do
so would violate federal law and because ratepayers are not harmed by the partial offset of
deferred taxes.

The Commission agrees with Staff that it is appropriate to pro form the effect of
the 1993 Sharing dollars into the calculation. However, the Commission must conclude that
there should be atax effect given to these adjustments. The Commission is, however, concerned
that the Comparny's presentation in previous proceedings does not disdose the full nature of these
adjustments to accumul ated depreciation.

In fact, in two documents of which official notice is taken, a Commission Staff
report and a USWC response that led to the 1991 Sharing Order, the following exchange
occurred. In Commission Staff's Additional Comments in Responseto the Commission's June 6
letter to parties, at page 5, the Commission Staff set out an amortization chart showing the
amortization of the depreciation sharing dollars. The chart does not reflect a deferred tax offset.
If adeferredtax offset were made, the figures on the chart would be incorrect.

In USWC 'sresponse to the Commission Staff comment, the Company at page 6
acknowledges that the Commission Staff proposal would limit the Company to an 11% rae of
return. However, as proposed by Commission Staff, the Company's return may well have been
held below 11%. The sharing dollars represent the excess revenues, not the excess net operaing
income. As such, flow-through just to the depreciation expense without a tax offset would have
reduced the Company's earnings below the 11%

Consequently, it appears that it is appropriate to offset the accumulated
depreciation with deferred taxes. The Commission recal cul ates this adjustment based on Ex.
164. The effect of the adjustment is a decrease in rate base of $31,035,616.

B. Sale of Rural Exchanges, PFA-7; SA-6

In Docket No. UT-940701, the Commission accepted a settlement agreement
involving the sale of 28 rural exchange properties formerly operated by USWC in Washington
State. One element of the settlement was USWC 'spledge to credit depreciation reserve with
$16.6 million.

USWC proposes a pro forma adjustment, PFA-7, to give effect to both the
removal of the now-sold exchanges and to recognize the disposition of the gain as agreed to in
the settlement agreement. One part of adjustment PFA-7 would pro form an offsetting amount
for accumul ated deferred taxes to the accumul ated deprecidion credit of $16.6 million. Thisis
similar to USWC's proposal regarding the Sharing Dollar depreciation adjustment. USNC
contends that the Internal Revenue Code requires the taxes to be recorded in this manner for
ratemaking purposes.

Commission Staff opposes the adjustment. It contends, through Mr. Zawidlak,
that the settlement agreement does not mention and does not contempl ate this offset.
Commission Staff argues that the Company's proposal would deprive ratepayers of the benefit of
the bargain that the Commission approved. Public Counsel/TRACER urgethat the Commission
adopt the same approach to this adjustment that it adopts to the Sharing adjustment, next above.

The Commission finds that the circumstances presented here differ from those of
the Sharing order. Here, although we have an order that contemplates no offset, we have no
pleadings that indicate parties intent. We have no subsequent orders, and the remedy, effecting
the proper tax treatment, is more easily accomplished.

The Company suggests that the credit to the depreciation reserve is the result of a
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charge to depreciation expense. Thus, per tax regulations, it is necessary to credit deferred taxes
and as aresult decrease accumulated depreciation and accumulated deferred taxes. However, the
Company adjustment does not show an amount for deferred tax expense The lack of entries
associated with depreciation expense is explainable in that the credit to the reserve was by
agreement in the settlement, and as with the gain on the sale of the exchanges, is not part of the
pro formaadjugment. Thisisnot tosay, however, that the depreciaion is not related to
operations. The sameis not true for the deferred taxes. The stipulation made no mention of
creditsto deferred taxes. The Company's failure to pro form thedeferred tax aredit is
inconsistent with its position that the deferred taxes must be recognized for this depreciation
entry.

While the Commission is not certain whether Commission Staff's postion would
violate the tax code, the Commission will accept the Company's contention in this proceeding.
The Commission however, will complete the adjustment and include the credit to deferred tax
expense.

The Commission is concerned that the Company negotiated the settlement on the
gain on the sale of rural exchanges without revealing the full expected tax consequences of its
position, failing to disclose or to make adjustments when timely, then taking no responsibility for
consequences when tax implications of the agreement becameclear. The Company has an
affirmative obligation to disclose such matters to regulators.

The effect of this adjustment isto increase net operating income by $4,210,071
and decrease rate base by $43,542,000.

C. Pension Asset RSA-16

In prior years, the Company over-accrued sums for futurepensions, resulting in a
pension asset. The Commission Order in Docket Nos. UT-930074/930307/931378 ordered that
the Company prospectively flow through the tax consequences of the pension asset. The
Company as part of adjustment RSA-16 proposes to remove the previously-deferred taxes from
the rate base. USWC contends that the previously deferred amounts were flowed through in the
sharing proceedings in 1993 and 1994, and that Commission Staff accepted the entries.

Commission Staff contends that thisis an adjustment without substance, arguing
that there were no sharing dollars available in 1994. The Company, urges Commission Staff ,
affords no bendfit to ratepayersin this adjustment. Commission Staff proposes instead to pass
the benefit of the taxes back to ratepayers over three years, merely making them whole, and
preventing the inequity of allowing the Company to benefit from its own booking errors.

The Commission finds that the situation before us results from a Company error,
namely, the Company's previous deferral of amounts that should have been flowed through. The
Commission finds that it is appropriate to correct it, as suggested by Commission Staff.

Further, the commi ssion order in dockets UT-930074, et al., stated ths
conmi ssion will continue to offset rate base by the unanortized deferred taxes as
the pension asset.... In either case, ratepayers are given full credit for the

recogni zed in rates, which has not been paid or obligated to the federal gover nm

The Conmission will adopt in principle Mr. Twitchell'sadjustment regarding the
deferred taxes associated with the pension asset. That treatment is consistent with the referenced
order and with WAC 480-120-031, which requires flow through of these tax benefits. The
Commission is aware that the Company did flow through the tax benefits associated with the
year 1993 in the sharing proceeding. Therefore, the Commission will only amortize the deferred
taxes accumulated through 1992, i.e., $19.4 million on an i ntrastate basis as deter mined from
Exhibit 323. Asaresult the Commisson rejects the Company's proposed rate base adjugment to
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remove the entire deferred tax of $22.1 million, and instead revisesit to $9,137,758. This
amount represents the removal of one year's amortization and the ng amounts accrued on the
booksin 1993 and 1994.

Review of thisisaue leads the Commission to greater concern about the filingsin
the Sharing proceedings. The fourth page of Exhibit 323 isalisting of the uncontested
adjustmentsin the 1993 sharing proceeding. On line 16, the adjustment RA-19 Pension Asset
Tax Effect shows an increase to rate base of $22.2 million. If this $22.2 million is the deferred
taxes of the pension asset, then this adjustment isin direct violation of the excerpt quoted above,
which required the deferred taxesto be treated as an offset to rate base

D. System X Deferred Tax Difference, RSA-16

The Company's separated results of operation contain a current item designated
System X deferred Tax difference. M. Twi tchel |, a Conmi ssion Staff w tness, proposes to
remove the item He states that he asked the Conpany for an explanation of this
the Conpany was unable to explain sufficiently what these taxes were. Thus, M.
proposes to renove this item

Commi ssion Staf f argues that this itemis included in the Conpany's te
calcul ation for regul at ed operations sinply as a plug to bal ance the separated i
with the total Conpany level. The Conpany provides no reconciliation of total re
to regul at ed net operating income. Wthout such a denpnstration, Staff reconmenc
ampunt not be al | owed.

Ms. Wright on rebuttal blames Mr. Twitchell for the disagreement, cont endi ng
that his failure to understand this accounting entry should be no reason to disal
She states that theitemisabaancingline. She saysthat taxes arecalculated on atotal basis,
monthly, and that the balancing line is needed for system X because there is atiming difference
between the unregulated calculation and the total calculation. The system X istherefore simply a
self-correcting entry made to balance the total income tax expense. She further explains that the
large $6 million amount was for the most part aresult of the November 1993 balandng, which
reflected a September 1993 depreciation represcription.

The Conpany argues that the Staff admts that it does not know whet her
adj ustnment is appropriate. They argue that taxes are calculated in total for US
al l ocated to the various regul atory identifications, including unregul ated. The)
detail fromeach of the units is not synchronous. They point out that the line i
balancing line used in the allocation due to the asynchronous detail, and that it
correcting. The najor portion of the system X itemwas recorded in Novermber 199:
with a September 1993 entry associ ated with depreciation represcription.

Commission Staff, through Mr. Twitchell, asked for details of the calculation that
would enable him to check it. He did not receive the requested information -- except the
explanation that it was a figure inserted to make cal cul ations balance.

On brief, the Company runs through its calculation and states that because the
four regulatory separations processes governing the calculation are not synchronized, it is
necessary to insert afiller that the Company calls a"reconciling adjustment.” The Company
supports the number with the contention that it is reasonabl e because the taxes removed are
proportional to total company taxes as deregulated products are to company total income. The
Company on brief again accuses the Commission Staff of "lack of understanding”. The
Company contends that lack of understanding is not substantial evidence that would support the
Commission Staff position.
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The Commission finds that the Company's explanation isinsufficient to allow
independent calculation of its adjustment. It finds that the Company inserted the number to make
the results balance. It finds that proportionality of the tax is not sufficient to verify the number,
as taxes are not shown to be a constant proportion to revenues. The Conpany provi des no
evi dence that the tax cal cul ation for the regul at ed operations, absent this bal ar
i ncorrect.

Further, Exhibit 158 refers to an unusually large entry in Septenber I
when coupled with the asynchronous tax cal cul ations bet ween regul atory units, cal
entry in November 1993. September 1993 is outside the test period, and test yeal
up such anmobunts are not properly representative of test year expenses.

The Commission concludes that the Company has not met its burden of
supporting this adjustment, and that it should be disallowed. Thisisa part of Adjustment RSA-
16.

E. Federal Income Tax True-Ups, RSA-7 and RSA-17/00P-4

The Conpany proposes these two adjustnments to adjust the test year exf
out of period entries. RSA 7 adjusts the test year for an entry in the books mac
the test period but reflective of the test period costs. RSA 17/00P-4 renoves a
booked during the test period but reflective of 1992 costs.

Comni ssion Staf f objects to the Conpany's cal cul ati on of these two adj
in two respects. First, Staff observes that the Conpany allocates the current t:
true-ups at 41.9%to intrastate. M. Twitchell argues that these anmbunts should
consistently with the underlying revenue and expense, approximately 72% which w
simlar to the all ocation of other tax elenents. The Conpany does not explain w
a di screpancy in the various allocators. It argues that it is difficult at best
under Il yi ng revenues and expense. The Commrission will adopt Staff's position on f
because t he Conpany fails to explain the discrepancy.

The second difference that Conmi ssion Staff argues is that the deferre
adjustnents related to pre-test year results should not be included in rate base.
contends that the Saff is making an inappropriate adjustment because all prior adjustments
should be reflected in the account for end-of-period calcul ation.

Here, the Commission finds that the Company is correct. Using the end-of-period
totalsis appropriae, and the balance sheet is unaffected by the difference between an entry in
1992 and those in 1993.

F. Tax Effect of AFUDC, RMA-3

This Conpany-proposed adjustnment is i ntended to restate the test year
and depreciation expense associ ated with Allowance for Funds Used During Constr uc
(AFUDC) accrued in a side record related to short term Constructi on Work in Progi

Commission Staff proposes to offset the Company's adjustment with deferred
taxes based upon its theory that depreciation of AFUDC must generate aredudion in deferred
taxes. The Company responds that in order to have atax effect of depreciation there must be
revenue. It cites Ms. Wright's testimony that nonoperating revenues generated these deferred
taxes, and it reasons that because the deferred taxes were "below the line", depredation of the
AFUDC cannot generate above-the-line deferred taxes. The Commission finds that the
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Company's explanation is correct.

The Commission accepts the Company's adjustment to its side record, which drew
no objection, and finds that the Commission Staff-proposed adjustment to deferredtaxesis
inappropriate.

G. I nterest Synchronization, C-16.

Public Counsel/TRACER witness Carver proposes an interest synchronization
adjustment, generally referred to as pro formadebt in prior Commission orders, to pro form the
effect of the Commission's authorized weighted cost of debt on the Company's Federal Income
Tax (FIT) expense. His adjustment determines alevel of pro formainterest by multiplying his
pro forma rate base times Mr. Hill's weighted cost of debt.

Mr. Carver notes the absence of an interest synchronization adjustment in Staff's
case. He statesthat it isimportant to adjust the interest expense effect on o the level of interest
that the ratepayer isrequired to pay through the rate of return.

Staff accepts this adjustment in principle, with one modification. That
modification istoinclude interest on CWIP as part of pro formainterest. Public
Counseal/TRACER accept the Commission Staff revision for the inclusion of CWIP in the
calculation.

The Company argues that it is inappropriate to use a hypothetical capital structure

and therefore it isinappropriate to make a pro forma adjustment to interest. The Conpany' s

ar gunent appears groundless. Even the Conpany's original wei ghted cost of debt
a capital structure and cost of debt fromone point in tinme and not exactly equa
aver ages. Furt her, as M. Carver testified (TR 2416-2417), USW had unanmorti ze
tax credit on its books during the test period. Investnent tax credits are not
base, as are accurul at ed deferred taxes. USW as an "option 2" conpany under ta
is allowed to earn its authorized return on the unanortized portion of these cre
to be equal to the overall return found appropriate by this Conmmission. As M.
the regulator is allowed to synchronize the tax benefits of the assuned interest
USW.. Therefore, in order to represent correctly the tax benefits of interest t«
ratepayers, and allowed by current tax regulations, the Commi ssion accepts M. C
proposed adjustnent. The Comm ssion has recal cul ated this adj ustnent based on tl
this record, and the effect is an i ncrease to NO of $4, 925, 548.

Commi ssion Staf f proposed to include CWP in the cal cul ation of pro fc
interest. The Conm ssion notes that there is no testinony supporting Staff's no
Comi ssion is aware that in many previous orders CWP was included in the cal cul
ext ent conmpani es were not required to capitalize interest for tax purposes. As |
evi dence to support this nodification in this proceeding, it follows that the Col
exclude CWP fromthe cal cul ati on.

Excl uding CWP fromthe cal cul ation rai ses the concern of how tax bene
interest on construction will be flowed through to the ratepayers. In this proce
Conpany will be aut horized to normalize the tax benefits of interest associated \
they exist, by accruing AFUDC on projects when interest is not capitalized for te
the authorized return net of tax rather than at the authorized return. This ist
to calcul ate the allowance for funds used to conserve energy (AFUCE) for Puget S



