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I A!{ DELIGHTED TO BE HERE WITH YOU THIS MORNING. I WANT TO

THANK THE ACTA FOR THE INVITATION AND THE OPPORTT'NITY TO DISCUSS

SEVERAL ISSUES I{ITH WHICH T{E SHARE SIGNTFICANT MUTUAL INTEREST AT

YOUR THTRTEENTH ANNUAL CONFERENCE. AS yOU ALL l{AY KNOW BY NOW, MY

MAYOR, SHARON PRATT DIXON RECENTLY APPOINTED ME CHIEr OF STAFF AND

WITH A GREAT DEAL OF SADNESS I WILL BE LEAVING THE DTSTRICT OF

coLWBrA PUBLIC SERVICE COM!{ISSION AND, OF COURSE, r{Y POSTTION AS

CHAIRIT{AN OT THE NARUC COMMT'NICATIONS COMUITTEE. I PERSONALLY HAVE

EXTREMELY MIXED EIIIOTIONS ABOUT LEAVING REGUI,ATTON. I HAVE BEEN

CHATRU.AN OF THE COI{MISSION SINCE 1984 AND A COMI,TISSIONER SINCE

1980. AS A RESULT OF MY ELEVEN YEARS AS A REGULATOR IIVE HAD THE

OPPORTTJNITY TO WITNESS AND BE PART OF THE NEW, EVOLVING

TELECOMMITNTCATIONS I.{ARKETPLACE DRMN BY RAPID TECHNOLOGICAL

ADVANCES, NE!{ PROVIDERS AND THE DEPLOYI{ENT OF NEW INNOVATIVE GOODS

AND SERVTCES. I HAVE ENGAGED IN COI'NTLESS WARS AND BATTLES TO

PROTECT THE CONSIn{rNG PUBLIC. rN FACT, rT rS My UNDERSTANDING THAT

SINCE MAYOR DIXON MADE THE ANNOI'NCm{ENT, THE RBOCS HAVE BEEN

ENGAGED IN LTVELY CELEBRATION THROUGHOUT THIS NATION AND PERHAPS

THROUGHOUT THE WORLD T{HERE MANY OF THEIR SUBSIDTARIES ARE NOW

LOCATED. r WILL DEEPLY MISS REGULATION, HOWEVER, THB TECHNOLOGY



CONTTNUES TO EVOLVE AND THE BATTLE TO PROTECT RATEPAYERS CONTINUES,

wHrcH rs oNE oF THE REAsoNs THAT r AIrt HERE, wrrH you, ToDAy.

r HAVE BEEN ASKED TO SHARE SOME OF UY PERSPECTTVES ON USE OF

SEPARATE SUBSIDIARIES AS SAFEGUARDS AGAINST ANTICOMPETITTVE

BEHAVIOR BY THE REGTONAL BELL OPERATING COI{PANTES. I,AST YEAR OUR

COMMISSTON PUBLISHED A WHITE PAPER ENTITLED, IIFOR WHOM DO THE BELLS

TOLL? THE CASE FOR SEPARATE SUBSIDIARTES.'I T Ail HAPPY AND PROUD

TO SAY THAT THE PUBLICATION TURNED INTO A ''BEST SELLER,, AND

GENERATED CONSIDERABLE TNTEREST THROUGHOUT THE COT,NTRY.

I WILL' SHARE BRfEFLY I{ITH YoU SOII{E OF THE FINDINGS OF THB

COMMTSSfON STUDY' BIII FIRST, LET l{8 cM YOU THE GENESfS OF OttR

EFFORT.

DURfNG THE LAST sEssfoN oF coNGREss, THE REGToNAL BELL
OPERATING COMPANTES SUCCESSFULLY LOBBIED FOR THE TNTRODUCTION OF

SEVERAL BTLLS WHICH CALLED FOR THE ELIITIINATTON OF THE LINE OF

BUsrNEss REsrRrcrroNs ruPosED BY'THE It{oDrrrED FrNAL JUDGI,IENT THAT

CONCLUDED THE U.S. DEPARTI,TENT OF JUSTICE'S ANTITRUST SUTT AGAINST

AT&T rN 1984. UNDER THE ![FJ, As you KNow, THE REGTONAL BELL
oPERATTNG couPANrEs (RBocs) WERE PROHIBTTED FRot{ (1) Ir{ANuFAcTuRINc

TELEPHoNE EQUTPI{ENT, (2) PRovrDrNG INFoRIT{ATroN sERvrcEs, AND (3)
PROVIDING LONG DISTANCE SERVTCE. IF THE RBOCS ARE ALLOWED TO

PROVfDE THESE SERVICES, THE QUESTION ARISES AS To wHAT SAFEGUARDS

ARE NECESSARY FOR lloNoPOLY RATEPAYERS (AND OTHER coMpETrroRs)
BECAUSE OF THE CLEAR ADVANTAGES THE RBOCS HAVE FROM THE JOINT
PROVTSIONING OF MONOPOLY AND COMPETITTVE SERVICES USING THE SAI.{E

INTEGRATED NETWORK. THE D.C. COMUTSSION STUDY ADDRESSES THESE

CONCERNS FROM A STATE REGUI,ATORY PERSPECTIVE, AND HAS DRAWN THREE



MAJOR CONCLUSTONS, EACH OF WHICH I WILL EI,ABORATE ON FT'RTHER. THEY

ARE:

1. THERE IS A NEED FOR STRUCTT'RAL SAFEGUARDS BECAUSE OF THE

INCREASING TREND TOWARD DIVERSIFTCATTON BY THE RBOCS

SINCE DIVESTITI'RE AND THE ECONOUICS OF PRODUCTTON OT

TELEPHONE SERVICES;

2. FULLY DTSTRTBITTED COSTTNG IIETHODS (SOMETTMES REFERRED TO

AS NoNsrRUcruRArJ sAFEGUARDs) Do Nor pRovrDE ADEquATE

PROTECTIONS AGATNST CROSS-SUBSIDIZATION AND PREDATORY

pRICINGi

3. SEPARATE SUBSIDIARIES HAVE A NI,II{BER OF ADVANTAGES IN

MTNTUIZING CROSS-SUBSIDIzATToN; AND IF SEPARATE

suBsIDrARrES ARE TUPOSED, THERE ARE A NUMBER OF NECESSARY

ADDITIONAL CONDITIONS WHICH ALSO I{UST BE I{ET.

r wrLL Now ET"ABORATE oN EACH oF TttEsE coNcLusroNs.

. SINCE DIVESTITURE, THBRE HAS BEEN A DRAIT{ATIC EXPLOSION IN THE

NUMBER OF NONREGUL,ATED SUBSIDIARIES OF THE RBOCS. FOR EXAI-{PLE, THE

BELL ATLANTIC COI{PANY GRSW FROI{ 17 NONREGULATED SUBSIDfARTES RfcHT

AFTER THE BREAK-UP, TO OVER 90 TN YEAR END 1989. THESE NONREGULATED

ENTITIES PROVIDE SERVICES IN A WIDE VARIETY OF I{ARKETS AND THEY

REFLECT A CORPORATE STRATEGY TOWARDS INCREASED DIVERSTFICATION AWAY

FROM THE TRADITIONAL CORE TELEPHONE BUSTNESS. ADDITIONAL E}IPTRTCAL

EVTDENCE rS REFLECTED rN THE TRrpLrNc, oN AVERAGE, OF THE GROWTH OF

THE RBOC I S CAPITAL EXPENDITURES ON NONTELECOMMT'NICATIONS ACTIVITIES

AND THE ACCOI{PANYING DECLINE TN THE SHARE OF THOSE EXPENDITURES ON

TRADITTONAL TELEPHONE OPERATIONS. RBOCIS REVENUES FROM



NONTELECOMMT'NICATTONS SERVTCES HAVE ALSO RrSEN OVER 50 PERCENT

STNCE DIVESTITURE.

THESE TRENDS II{EAN THERE IS AN EVEN GREATER OPPORTUNITY FOR AND

THUS RTSK OF CROSS-SUBSTDIZATION FROI,I UONOPOLY RATEPAYERS TO THE

NONREGUI,ATED SERVICES. IT ALSO I,TEANS GREATER OVERSIGHT

RESPONSIBTLTTY FOR STATE REGUI,ATORS WHO ARE CHARGED WITH PROTECTTNG

TH8 RATEPAYERS AND THE COI,TPANY TNTERESTS IN THE TRADTTTONAL

TELEPHONE LINES OF BUSINESS. THE RTSK OF ANTICOMPETITTVE PRACTICES

fS ALSO HEfGHTENED' GMN THE VAST NUII{BER OF NONREGULATED !{ARKETS

IN WHTCH THE RBOCS NOW APPEAR TO BE OPERATING.

THE INTEGRATED NATT'RE OF THE NETWORK MAKES CROSS-SUBSIDTES

DIFFICULT TO DETECT AND II{ONTTOR. CT'RRENTLY, THE FCC REQUIRES THE

usE oF FULLY DTSTRTBUTED COSTTNG (FDC) METHODS TO ALLOCATE COSTS

BETWEEN REGUI.,ATED AND NONREGUI,ATED SERVICES AND TO DIVIDE THE

REVENUE REQUTREFIENT BETWEEN THE INTERSTATE AND INTRASTATE

JuRrsDrcrroNs' THE FDc l{ETHoDs, Hot{EvER, ARE Nor AN ADEQUATE
IINONSTRUCTURALN SAFEGUARD FOR PROTECTING AGAINST CROSS-

SUBSIDTZATION FOR SEVERAL REASONS.

; THAT IS, THE FDC-BASED COSTS

WHTCH ARE ALLOCATED TO A SERVTCE DO NOT CORRESPOND TO THE PRICE THE

SERVTCE WTLL COMMAND TN THE MARKETPI,ACE. THTS DTLEII{I{A ARTSES

BECAUSE THE LOCAL EXCHANGE COMPANY (LEC) HAS A CLEAR TNCENTTVE TO

ALLOCATE AS MUCH OF THE JOINT COSTS OF PRODUCING BOTH REGUI,ATED AND

NONREGULATED SERVTCES TO THE REGUI,ATED SIDE WHTLE ASSTGNING AS MUCH

oF rrs REVENUES AS POSSTBLE TO THE NONREGUT,ATED SERVTCES. THUS, rr



WOULD B8 IN THE INTEREST OF THE LEC TO OPERATE A NONREGUI,ATED

ACTTVTTY AT A LOSS (FROU THE TOTAL CORPORATTON PERSPECTTVE) AS LONG

AS THE REVENUES ASSIGNED ''BELOW THE LINE'' EXCEED THE SI}TI"ARLY

ASSIGNED COSTS.

TO ITS CREDIT, THE FCC ATTE!.TPTED TO ADDRESS THIS CONCERN IN CC

DOCKET 85-111, IN WHTCH IT ADOPTED THE PRINCIPLE THAT THE

COMPETTTIVE, NONREGUI,ATED ACTIVITY SHOULD BE RESPONSIBLE FOR THE

ECONOMTC VALUE OF rTS SEARE OF A JOTNTLY USED RESOURCE, I'NLESS A

PUBLTSHED TARTFF PRrCE EXTSTED FOR A crVEN SERVTCE. AS AN EXAI{PLE,

rN THE CASE OF A TR;ANSFER OF AN ASSET, THE NONREGUT,ATED ACTrVrry

WOULD BE REQUTRED TO PAY THE GREATER OF THE E!{BEDDED COST OR

EcoNoI{Ic VALUE. IN THEORY' THIS APPROACH HAs THE EFFECT oF

TRANSFERRTNG ALL OF THE BENEFTTS OF JOINT PRODUCTION TO THE

REGULATED ACTMTY. HOWSVER, fN PRACTICE, THE PRINCIPLE HAS BEEN

SUBSTANTIALLY ERODED BY THE FCC AND IT HAS BEEN IGNORED BY THE LECS

IN DESIGNING THEIR OWN COST ALLOCATION UANUALS AND PROCEDURES. FOR

EXAUPLE, THg LNCS, RATHER THAN TRANSFERRING ASSETS IN ACCORDANCE

WITH THE THEORY, HAVE CIRCT'WENTED THE THEORY BY TRANSFERRTNG THE

USE OF THE ASSET OWNED BY THE REGUI,ATED ENTITY TO THE NONREGUI,ATED

ENTITY. THUS' THE NONREGULATED ACTMTY IS PER!,IITTED TO ENJOY ALL

OF THE BENETITS OF JOINT PRODUCTION.

SECoND. AND RELATED To THE FIRST. THE FDC METHODS oVERALLOCATE

THE ALLOCATORS USED IN THE FDC

METHODS OFTEN ARE BIASED TOI{ARD THE TRANSFER OF COSTS TO THE

REGULATED SIDE OF THE BUSINESS. THIS PHENOMENON TS TLLUSTRATED IN

THE STUDY BY THE D.C. COMMISSION ON THE BASIS OF THE ALLOCATTON OF



AMERfTECHTS CORPORATE HEADQUARTER EXPENSES. THE EXAI.{PLE SHOWED HOW

APPROXTMATELY 9st OF THE CORPORATE HEADQUARTER EXPENSES WERE

ALLOCATED TO THE REGUI,ATED STDE OF THE BUSINESS EVEN THOUGH THE

REGUI,ATED ACTTVITTES MAY NOT BE THE COST-CAUSERS.

THTRD. THE FDC }IETHODS IGNORE NONBOOK TRANSFERS. THE COST

ALLOCATION MANUALS (CAI,TS) OF THE LECS DO NOT IN ANY MATERIAL SENSE

ADDRESS NONBOOK TRANSACTIONS BETWEEN REGUI,ATED AND NONREGUI,ATED

ACTMTTES. THESE INCLUDE, BtII ARE NOT LII-IITED TO, EXCHANGES 03.

INFORIT{ATION, REASSIGNI,TENT OF PERSONNEL, ACCESS TO THE FORMIDABLE

TINANCTAL RESOURCES OF THE REGULATED UTILITY, AND ACCESS TO THE

TRADE!{ARKS, REPUTATION, ORGANIZATTONAL AND PHYSICAL UBIQUITY,

GOODI{ILL, AND OTHER TANGIBLE AND INTANGIBLE RESOURCES OF THE

REGUI"ATED UTTLITY AND I?S CORPORATE PARENT. AN EXAI{PLE OF THrS

PROBLEM TS THE TRANSFER OF CUSTOMER PROPRTETARY NETWORK INFORMATION

(CPNI) . WHEN A NEW RESIDENTIAL CUSTOITIER CONTAcTS THE LEC, SUCH

INFORMATTON AS THE CUSTOMER'S NAIIIE AND ADDRESS CAN BE GIVEN TO THE

NONREGULATED SrDE OF THE BUSTNESS (ItNLESS THE CUSTOMER SPECTFTCALLY

PROHTBTTS THE TRANSFER OF SUCH TNFORMATTON) AND THE SAI{E CUSTOMER

CAN THEN BE CONTACTED TO BUY A NONREGUI,ATED SERVICE SUCH AS VOICE

MAIL. YET, THERE IS NOTHING IN THE FCCIS COST ALLOCATION RULES

WHICH WOULD REQUIRE ANY FINANCIAL TRANSFER oR 'IPAYII{ENTII BY THE

NONREGULATED SIDE OF THE LECf S BUsINESS FoR THIS INFoRrr{ATrON.

INTEGRATTON TO CONSI'MERS OF REGUI,ATED SERVICES. WHEN

AFFORDED THE OPPORTI,NITY TO ENGAGE TN A NONREGUI,ATED

ACTIVITY ON A FULLY INTEGRATED BASTS WITH ITS REGUI,ATED

A LEC IS

BUSINESS

SERVICES,
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IT IS ABLE TO ABSORB I.IOST IF NOT PERHAPS ALL OT THE JOTNT COSTS OF

BOTH THE REGUI,ATED AND NONREGUI,ATED ACTIVITIES WITHIN THE ABOVE-

THE-LfNE REGULATORY REVENUE REQUIREIT{ENT. THE EXAI-{PLE GIVEN fS THE

DEREGUI,ATION OF' INSIDE T{TRE MAINTENANCE. IN THIS TNSTANCE, THE

COMPANY COI'LD OFFER ITS SUBSCRIBERS THE OPPORTI'NITY TO PI'RCHASE AN

INSIDE WIRE UATNTENANCE CONTRACT ON A NONREGUI,ATED BASIS. THIS

NONREGUI"ATED SERVICE IS SOLD THROUGH THE REGUI"ATED TELEPHONE

CoMPANYTS BUSTNESS OTFTCES, OFTEN DURTNG rHE VERY SAI{E CUSTOMER

CONTACT TN WHICH THE BASIC TELEPHONE SERVTCE TS BETNG ORDERED. THE

BILLING AND COLLECTION OF REVENUES FOR THTS NONREGUI,ATED SERVTCE IS

ALSO FULLY INTEGRATED TNTO THE IIIONTHLY BILLING ACTIVITTEs FoR THE

REGUI,ATED SERVICES. BECAUSE NO SEPAR;N,TE SUBSIDIARY IS INVOLVED,

THE COSTS ASSOCIATED WITH THESE FT'NCTIONS ARE ALLOCATED I'NDER THE

CAII{, RATHER THAN BEING EXPLICITLY CTI.ARGED FOR AS THEY woULD BE

UNDER A SEPARATE SUBSIDIARY I,TODEL OR AS THEY WOULD BE TF THE ENTITY

PROVIDING THE SERVICE WERE AN T'NAFFILIATED THIRD PARTY. T]NDER'THE

cAl!' THE INTEGRATED NONREGULATED TNSIDE WIRE I{AINTENANCE SERVICE

BEARS A I{INUSCULE SHARE OF THE AGGREGATE COST OF BTLLTNG AND

COLLECTIONS' FAR LESS THAN IT WOULD T'NDER A SEPARATE SUBSIDIARY

MODEL' AND CERTAINLY FAR LESS THAN WOULD BE PAID BY ANY COMPETITOR

DESTRTNG TO OFFER TTS OWN INSTDE WIRE MAINTENANCE OPTION USING THE

COMPANYIS BILLING.

WHTLE I HAVE UADE IT CLEAR THAT I PREFER SEPARJATE SUBSIDIARIES

TO ACCOT'NIING/ALLOCATTON RULES, I WANT TO STRESS THAT SEPARATE

suBsrDrARrEs BY THEIr{sELvEs ARE rNsuFFrcrENT FoR THE TASKs AT HAND.

TO CLARTFY THIS POINT, I SHALL NOI{ DESCRIBE THE ADVANTAGES OF



SUBSIDIARTES, AND NOTE THAT EACH ADVANTAGE I{UST BE ASSOCIATED WITH

ADDITIONAL SAFEGUARDS.

SEPARATE SUBSTDIARIES PROTECT THE Ii{ONOPOLY RATEPAYERS FROM

LOSSES ASSOCIATED WITH THE RISK OF FAILURES.

TITILITY COMPANIES DIVERSIFY INTO COMPETITIVE BUSINESSES IN

ORDER TO OBTAIN HIGHER PROFITS. HOWEVER, THE I.{ARKETS WHERE HIGHER

PROFITS CAN BE EARNED FEATURE HTGHER LEVELS OF RISK. THE SUPPLIERS

OF DEBT AND EQUITY FT'NDS TO THE HOLDING COI-{PANY WILL REQUIRE A

HIGHER RETT RN IN ORDER TO BE colr{PENSATBD FoR ACCEPTING THE HIGHER

RISK. THESE HIGHER LEVELS OF RETT'RN I{ILL BE REQUIRED FROI,I

ACTIVITIES THE HOLDING COUPANY IS ENGAGED IN T'NLESS THE RISK

ASSOCIATED WITH ONE ACTIVITY CAN BE SEPARJATED FROI{ THE RISK

ASSOCTATED I{ITH THE OTHER.

THE SEPARATE SUBSIDIARY STRUCTURE IS THE VEHICLE THAT CAN

SEPAR,ATE THE RISK OF THE UTILITY FRO![ THE RISK OF THE COII{PETITIVE

SERVICES. IN ORDER TO FULFILL THIS RESPONSIBILITY, THE SEPARATE

SUBSIDTARY VEHICLE I.IUST BE AUGI.{ENTED BY A SAFEGUARD REQUIREMENT

THAT EACH SUBSIDIARY MAINTAIN A SEPARATE CAPITAL STRUCTT'RE, THAT

IS, EACH SUBSTDTARY MUST RArSE ITS OI{N FttNDS IN CAPITAL MARKETS.

THESE FUNDS CONSIST OF BOTH DEBT AND EQUITY.

TWo REASONS FAVOR A SEPARjLTE CAPITAL STRUCTURE: (1) TO ENSITRE

THAT THE UTILITYIS RATES ARE NOT AFFECTED BY THE DIVERSIFICATION

AND (2',1 TO PROTECT THE INVESTI{ENT OF THE UTILTTY FROM THE FATLURES

OF OTHER SUBSIDIARIES OF THE HOLDING COII{PANY.

IF THE HOLDING COI{PANY WERE ALLOWED TO CONSOLTDATE ITS CAPITAL

STRUCTURE, IT COULD TAKE ADVANTAGE OF THE GOOD CREDIT OF THE



UTILITY TO FINANCE RISKY VENTT'RES. THE EFFECT OF THIS ACTION WOULD

BE TO RAISE THE COST OF DEBT TO THE UTILITY AND LOT{ER THE COST OF

DEBT TO THE OTHER SUBSIDIARY. THE HIGHER COST OF DEBT WOULD

INCREASE THE RATES TO TELEPHONE CUSTOI.IERS.

WHEN DMRSTFICATTON LEADS TO FArLttRE, THE EFFEC? ON THE

UTILITY CAN BE CATASTROPHIC. THE EXN,TPLE OF ARIZONA PUBLTC SERVTCE

AND rTS PARENT HOLDTNG COMPANY, PINNACLE WEST CAPITAL CORPORATION,

CLEARLY DEI'{ONSTRATES THTS PROBLW. PINNACLE I{EST PURCHASED

MERABANK, WHICH NEEDED AN II*IMEDIATE CASH INFUSION oF $507 MILLION

DUE TO SUSTAINED REAL ESTATE LOSSES. BECAUSE OF THESE PROBLEMS,

PINNACLE WEST'S STOCK WAS GIVEN THE LOWEST POSSIBLE SAFETY RATING

By vAr,uE LrNE, AND ARIZONA PUBLIC SERVTCETS ACCESS TO THE CAPTTAL

I,IARKETS WAS SERIOUSLY IMPAIRED.

SEPARATE SUBSIDIARIES I,TAKE IT TASIER TO DETECT ANY CROSS-

SUBSTDIZATTON T{HICH !,TIGHT OCCUR THROUGH PROCURE!{ENT PRACTICES.

A MAJOR BENEFIT OF THE DIVISION Otr' REGUI,ATED AND I'NREGUINTED

BUSINESSES INTO THE SEPARATE SUBSIDIARIES STRUCTT'RE IS THAT IT

EXPOSES THE REI,ATIONSHIPS AI,TONG THE COMPONENTS OF THE HOLDING

COI4PANY. IF A T'NREGUI,ATED SUBSIDIARY PRODUCES A GOOD OR SERVICE

THAT THE REGUT,ATED SUBSTDIARY pttRCHASES, TIIE OPPORTTTNITY rOR CROSS-

SUBSIDIZATION EXISTS. BY REQUIRING THE REGUI,ATED SUBSIDIARY TO

PURCHASE PRODUCTS FROM THE I'NREGUI,ATED SUBSIDIARY, THE HOLDING

CO},TPANY CAN IMPROPERLY I,TAXIUIZE ITS OVERALL PROFITS.

THE ASSOCTATED SAFEGUARD IS THE RIGHT TO ESTABLISH RULES

GOVERNING AFFTLIATE TRANSACTIONS. SUCH RULES ARE NEEDED BECAUSE

TJNSUPERVISED HOLDTNG COMPANIES T{ILL DEVELOP RULES AND PROCEDI'RES



THAT FAVOR IN-HOUS8 BTryING TO THE DETRIMENT OF COMPETITION.

EXAIr{PLES OF SUCH RttLES TNCLUDE THE REQUTREUENT FOR COMPETTTTVE

BIDDING ON ANY I,ARGE PURCTI.ASE OR A LIUIT OF 50 PERCENT OF ANY

EQUIPMENT TYPE PURCHASED FROM AFFILIATE VENDORS. TH8 PURPOSE OF

THESE RULES rS NOT ONLY TO REDUCE THE COST FOR TI{E RATEPAYERS, BUT

ALSO THROUGH THE CREATION OF A LEVEL PLAYING FTELD, SUPPORT THE

MARKET I{ECHANISI.{.

SEPARATE SUBSIDIARIES FACILITATE THE MONITORING OF

INTRACORPORATE TRANSACTIONS AND ELIUINATE THE NEED TO DEVELOP

ACCOTJNTING RULES }IHICH PROHIBIT THE TRANSFER OF COSTS TO

RATEPAYERS. USING ACCOT'NTING RULES TO SEPARATE COSTS BETWEEN

REGULATED AND IJNREGUI,ATED ACTIVITIES NECESSITATES THE DEVELOPMENT

OF RULES AND THE AUDITTNG OF APPLICATIONS OF THE RULES. ANY

PROPOSED SET OF RULES GOVERNING A PARTICUI"AR ACTIVITY ALT{AYS

APPEARS REASONABLE. HOWEVER, ALL RULES MUST BE BASED ON CERTATN

ASSUUPTTONS. FOR EXAI,IPLE, SHOULD USAGE BE MEASURED AT THE PEAK OR

ON A 24 HOI'R A DAY BASTS. THE CHOICE OF MEASURE|I{ENT STANDARD WILL

SHTFT COSTS AI,IONG THE sERvIcEs THAT UsE THE sAIt{E EQUIPMENT.

oNcE THE RULES HAVE BEEN ESTABLTSHED, rT rS NECESSARy rO

AUDIT THE COMPANTES TO ENSI'RE THAT THE RULES ARE BEING APPLIED

PROPERLY. HOWEVER, THE GENERAL ACCOUNTTNG OFFTCE, OF THE FEDERAL

GOVERNIT{ENT, rN rTs LATEST REPORT, [TELEpHONE COMKJNTCATTONS:

CONTROLLTNG CROSS-SUBSTDY BETWEEN REGULATED AND COMPETITIVE

SERVTCES, ] SHARPLY CRITICIZED THE FCC FOR ITS FAILTIRE TO CONTROL

CROSS-SUBSTDIZATION THROUGH THE USE OF ITS COST ALLOCATION METHODS.

THE REPORT STATED: NTHE LEVEL OF OVERSIGHT THE FCC IS PREPARED TO
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pRovrDE wrLL NoT, rN TIIE GAOrS OPTNTON, PROVTDE TELEPHONE

RATEPAYERS OR COI.IPETITORS POSITIVE ASST'RANCE THAT FCC RULES AND

pRocEDURES ARE pROpERLy CONTROLLTNG CROSS-SUBSTDY.il I{OREOVER,

JUDGE GREENE, IN HIS RECONSIDER"ATION OF THE UFJ JUDGIT{ENT

RESTRICTIONS, AI,SO RAISED QUESTIONS REGARDING THE ABILITY OF THE

FCC TO CONTROL AND I.IONITOR ABUSES IN LIGHT OF ITS REDUCED STAFF

RESOI'RCES. IHE NOTED THAT rfrN 1980, THE FCC HAD AN AUTHORTZED

cErLrNG OF 2 , LO3 EI'PIpYEES,. THIS HAD FALLEN BY L987 TO 1, 855

E!{PLOYEES AND THE COI,TUISSTON !{AS APPARENTLY SHORT BY 120 H.IPLOYEES

oF EVEN THAT LOWER CEILING.T| I

THE ASSOCIATED SAFEGUARD IS THE RIGHT OF THE FCC AND STATE

COI{!{ISSIONS TO REVIEW AFFILIATE INTEREST TRANSACTIONS INCLUDING NOT

ONLY THE PttRcHASE AGREEIT{ENTS AND CONTRACTS PRIOR TO EXECUTION, BUT

ALSO THE BOOKS AND RECORDS OF AFFILIATES. THIS ATITHORITY IS

ESSENTIAL EVEN TN THE REGUI,ATORY ENVTRONIT{ENT OF SEPARATE

SUBSIDIARIES BECAUSE SEPARATE SUBSIDIARIES DO NOT REDUCE THE

INCENTIVE OT THE PARTIALLY REGUI,ATED FIRU TO INCREASE ITS PROFITS

THROUGH COST SHIFTING. SEPARATE SUBSIDIARIES ONLY PROVIDE A BRIGHT

LINE THAT CAN BE SEEN IF THE REGUI"ATOR HAS THE RIGHT TO LOOK.

ACCESS TO THE BOOKS AND RECORDS OF AFFILIATES IS VIRTUALLY

IMPOSSIBLE TODAY WITHOUT AFFILIATE INTEREST LEGISI"ATION.

LAST YEAR, THE NEt{ YORK PUBLIC SERVICE COMI,IISSION AND THE FCC

USED THETR LEGISI,ATIVE AUTHORITY TO TNVESTIGAfE AFFILIATE

TRANSACTIONS TO AUDIT TH8 REI,ATIONSHIP AI,TONG NYNEX I S REGULATED AND

T'NREGULATED SUBSIDIARIES. AS T{E ALL KNOW BY NOW NYNEX HAD

ESTABLISHED THE I'IATERIALS ENTERPRISES COMPANY (l,tECO) FOR THE
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PURPOSE OF REDUCTNG THE COSTS OF PURCHASING GOODS AND SERVICES FOR

ITS REGULATED COIi{PANIES. HOWEVER, INSTEAD OF LOWERING THE COSTS,

MECO RAISED THE COSTS. FOR EXAI-{PLE, I-{ECO ACCEPTED A $574,000 BID

TO REUOVE SWITCHES AND CHARGED NEI{ YORK TELEPHONE $832,00o FOR THE

REI,IOVAL WITHOUT PROVIDING ANY ADDITIONAL SERVICE.

IN ADDITION, THE GENERAL COUNSEL OF THE NEI{ YORK PUBLIC

SERVICE COM},TISSION INVESTIGATED THE COMUISSION I S PROBLE!{S IN

REGUI,ATING THE REI,ATIONSHIP BETWEEN NYNEX AND NEW YORK TELEPHONE.

rN A REPORT JUST RELEASED, TH8 GENERAL COI'NSEL MADE SEVERAL

RECOMII{ENDATTONS WITH REGARD TO AFFTLIATE INTEREST TRANSACTIONS.

FTRST, THERE IS A NEED TO ENHANCE THE AFFILIATE INTEREST

LEGISLATION SO THA? THE COI.{IfiSSION AND ITS STAFF' CAN OBTAIN II{ORE

DETAILED INFORIT{ATrON. SECOND, THE REPORT NOTED THAT THERE SHOULD

BE AN ADDITIONAL REGUI,ATORY PROCEEDING WITH RESPECT TO NEW YORK

TELEPHONE COMPANY BECAUSE OF THE NEED TO INVESTIGATE THE I,TORE

CoMPLICATED TNTRjACORPORATE TRANSACTIONS. THTRD, THE REPORT CALLS

FOR AN AUDIT OF NEW YORK TELEPHONE'S INTERNAL AUDIT PROCEDT'RES AND

THE NEED tO PROTECT WHISTLEBLOWERS. FOIRTH, AND PERHAPS II{OST

PROVOCATIVE, THE REPORT RECOUMENDS CHANGING THE CORPORATE STRUCTURE

OF NEW YORK TELEPHONE AND NYNEX IN ORDER TO PREVENT FUTURE PROBLEMS

WITH AFFILIATE INTEREST TRANSACTIONS. AI{ONG THE POSSTBLE CORPORATE

STRUCTURES THAT SHOULD BE EVALUATED, THE REPORT RECOMI,IENDED, IS THE

COMPLETE DIVESTITURE OF NEW YORK TELEPHONE COI{PANY FROM NYNEX.

DMSTfNG NEW YORK TELEPHONE FROU NYNEX IS IN lr{Y Ir{IND AN IDEA

wHosE TrME HAS FTNALLY COME AND AN rDEA THAT r PROPOSED, RATHER

FLIPPANTLY, SEVERAL YEARS AGO. THIS BRINGS I{E TO MY CONCLUDTNG POTNT.
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coNcREss rs rN A DrLEx.tltA rN rrs BFFORT To CREATE A

COMPREHENSIVE TELECOMMUNICATTON POLICY. THERE HAS BEEN A

TREI,TENDOUS AMOT]NT OF TT!{8, MONEY AND HI'UAN RESOURCES SPENT ON THE

l{FJ DEBATE AND yET THE rssuEs REI.{ArN uNREsoLvED. I HAVE BEEN A

REGULAToR Now FoR 11 yEARs, TEN oF wHIcH r HAVE sERvED oN THE

COMMUNTCATTONS COU}TTTEE AND AS YOU KNOT{ HAVE PI,AYED AN ACTTVE ROLE

IN THE EVOLUTION OF COI,TMUNICATTONS POLICY. I HAVE OTFERED

coNGREss (oN BEHALF oF NARUC) , THE Fcc (oN BEHAT,F oF D. c.
RATEPAYERS) AND JUDGE GREEN (ON BEHALF OF US ALL) l{y oBSERVATTONS,

THE NEED FOR STRENGTHENED REGUI,ATORY OVERSIGHT AND II{Y T'EARS AND

CONCERNS . AND HAVE SEEN EACH OF THESE BODIES T'NABLE TO EFFECTUATE

POLTCY DUE TO THE PRESSttREs BROUGHT TO BEAR. THERETORE, r HAVE NOW

CONCLUDED THAT THE ONLY VIABLE SOLUTION AND ALTERNATE IS IN TACT,
DTVESTITURE TT. PERHAPS IT IS NOW TTUE FOR ALL OF THE REGIONAL

HOLDTNG COMPANIES TO DIVEST THE!{SELVES TOTALLY FRO!,I THE LOCAL

OPERATING COMPANIES I{HICH WOULD LEAVE THE OPER;ATING COMPANIES

STRTCTLY IN THE BUSINESS OF PROVIDTNG TRANSPORT SERVICE FOR ALL
USERS.

THANK YOU.
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