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I AI,T PLEASED TO ADDRESS YOU ON BEHALF OF THE NATIONAL

ASSOCTATION OF REGUT,ATORY AND UTrLrTy COMMTSSTONERS (NARUC) AND AS

CHAIRIT{.AN OF THE NARUC COII{II{T'NICATIONS COI{I,TITTEE. MOREOVER, I HAVE

BEEN ASKED TO DISCUSS A RECENT PUBLICATION BY THE DISTRICT OF

COLI'II{BIA PUBLIC SERVICE COMMTSSIoN ENTITLED, IIFoR wHoI,T Do THE BELLS

TOLL? THE CASE FOR SEPARATE SUBSIDIARIES.II I AI.t THUS WEARING A

NUMBER OF HATS THrS MORNTNG. crVEN THE TOprC, HOWEVER, rT SHOULD

BE MADE CLEAR THAT THE STUDY ON SEPARATE SUBSIDTARIES REPRESENTS

THE VIEWS OF THE DISTRICT OF CoLt[t{BIA PUBLIC sERvIcE COMMISSION AND

NOT THE NARUC MEMBERSHIP. THE STUDY I{AS NOT CONDUCTED IJNDER THE

AUSPICES OF NARUC.

IN ADDITION, ONE MORE CAVEAT MUST BE RAISED. THE DISTRICT OT

COLTIMBIA PUBLIC SERVICE COI,IMISSTON CI,RRENTLY HAS TWO PROCEEDTNGS

WHICH PRECLUDE M8 FROIT{ ADDRESSING SPECIFICALLY THE POTENTTAL TMPACT

OF FULLY SEPARATED SUBSIDIARIES ON COMPETITION FOR PAYPHONE

SERVICE. THE FIRST IS A RATE CASE WITH THE CHESAPEAKE AND POTOMAC



TELEPHoNE (F.C. NO. 850). THE SEcoND IS F.c. NO. 8L4, PHASE II,
A PROCEEDING ADDRESSING THE CRITERTA FOR JUDGING COMPETITION FOR

TELEPHONE SERVICES IN THE DTSTRICT OF COLUUBIA. HOWEVER, OT'R

COII{MISSION, IN FORMAL CASE No. 829, oN NoVH'IBER 13, 1985, ADoPTED

A POLICY OF CUSTOMER-OWNED PAY TELEPHONES AND ESTABLISHED RULES FOR

COI{PETITION WHICH I{OULD PROTECT CONSU!{ERS FROIT{ POOR SERvIcE

QUALITY. I EXPECT THEREFORE, THAT THE TWO CURRENT CASES WrLL

INCLUDE fSSUES RELATED TO HOW I{8LL THE CITRRENT SYSTn,I HAS BEEN

oPERATTNG AND WHAT REGULAToRY CHANGES, rF ANy, l,tAY BE REQUIRED.

AS A RESULT, I AM PRECLUDED FROI,! DISCUSSTNG THOSE ISSUES WITTI YOU

THIS MORNING.

I WfLL, HOV|EVER, GLADLY HIGHLIGHT THE FINDINGS OF THE D.C.

col,tMlssloN STUDY ON SEPARATE SUBSIDIARIES. BUT FTRST, LET ME GM
YOU A LTTTLE BACKGROI'ND ON THE GENESIS OF THE STUDY.

DURING THE LAST SESSIoN OF CoNGRESS, THE REGToNAL BELL

OPERATING COMPANIES SUCCESSFULLY LOBBIED FOR THE INTRODUCTION OF

SEVERAL BILLS WHTCH CALI,ED TOR THE ELII,TINATTON OF THE LINE OF

BUSTNESS RESTRTCTIONS IMPOSED IN THE MODTFIED FINAL JUDGMENT THAT

CONCLUDED THE U.S. DEPART!,TENT OF JUSTICEIS ANTITRUST SUIT AGAINST

AT&T IN 1984. ttNDER THE MFJ, AS YOU KNOW, THE REGIONAL BELL

oPERATTNG COMPANTES (RBOCS) WERE PROHTBTTED FROM (1) MANUFACtURTNG

TELEPHONE EQUTPMENT, (2) PROVIDING INFORMATION SERVICES, AND (3)

PROVIDING LONG DISTANCE SERVTCE. IF THE RBOCS ARE ALLOWED TO

PROVIDE INFORMATION SERVICES, THE QUESTION ARTSES AS TO WHAT

SAFEGUARDS ARE NECESSARY FOR MONOPOLY RATEPAYERS (AND OTHER

COMPETITORS) BECAUSE OF THE ADVANTAGES THE RBOCS HAVE TROI,I THE



JOINT PROVTSION OF I'IONOPOLY AND COI.TPETITTVE SERVTCES USING THE SN.!E

INTEGRATED NETWORK. THE D.C. COM},IISSION STUDY ADDRESSES THESE

CONCERNS TROI.{ A STATE REGUI,ATORY PERSPECTIVE.

THE STUDY OF SEPARATE SUBSIDIARIES HAS THREE I{AJOR

CONCLUSIONS, EACH OF WHICH I WILL EI"ABORATE ON FT'RTHER. THEY ARE:

1. THERE TS A NEED FOR STRUCTI'RAL SATEGUARDS BECAUSE OF THE

INCRE"ASING TREND TOWARD DIVERSIFICATION BY THE RBOCS

SINCE DIVESTITI'RE AND THE ECONOI.IICS OF PRODUCTION OF

TELEPHONE SERVICES;

2. FULLY DISTRIBUTED COSTING I{ETHODS (SOMETIMES REFERRnD TO

AS NONSTRUCTTTRAL SAFEGUARDS) DO NOT PROVTDE ADEQUATE

PROTECTIONS AGAINST CROSS-SUBSIDTZATION AND PREDATORY

PRICTNG;

3. SEPAR,A,TE SUBSIDIARIES HAVE A NUII{BER OF ADVANTAGES IN

MINIIT{IZING CROSS-SUBSIDIZATION; AND IF SEPARATE

SUBSTDIARIES ARE III{POSED, THERE ARE A NI'MBER OF NECESSARY

ADDITTONAL CONDITIONS I{HICH ALSO MUST BE MET.

r WILL NOW DTSCUSS EACH OF THESE ISSUES IN TI'RN.

SINCE DMSTITURE, THERE nAS BEEN A DRAMATTC EXPLOSION IN THE

NWBER OF NONREGUT,ATED SUBSTDTARIES OF THE RBOCS. FOR EXAMPLE, THB

BELL ATLANTIC COMPANY GREW FROM 17 NONREGUI,ATED SUBSTDIARIES RIGHT

AFTER THE BREAK-UP, TO OVER 90 IN YEAR END 1989. THESE NONREGUI,ATED

SUBSIDIARTES PROVIDE SERVTCES IN A WIDE VARIETY OF I,TARKETS AND THEY

REFLECT A CORPORATE STRATEGY TOWARDS INCREASED DIVERSIFICATTON AWAY

FROM THE TRADITIONAL CORE TELEPHONE BUSTNESS. ADDITIONAL EUPTRICAL

EVIDENCE IS REFLECTED IN THE TRIPLING, ON AVERAGE, OF THE GROI{TH



OF THE RBOC'S CAPITAL EXPENDITURES ON NONTELECOMMT'NICATIONS

ACTIVITIES AND THE ACCOMPANYING DECLINE IN THE SHARE OF THOSE

EXPENDITURES ON TRADITIONAL TELEPHONE OPERATTONS. RBOC'S REVENUES

FROIT{ NONTELECOMI,IT'NICATIONS SERVICES HAVE ALSO RISEN OVER 50 PERCENT

SINCE DIVESTTTURE.

THESE TRENDS MEAN THERE IS AN EVEN GREATER OPPORTT'NITY FOR AND

THUS RISK OF CROSS-SUBSIDIZATION FROU MONOPOLY RATEPAYERS TO THE

NONREGUI,ATED SERVICES. IT ALSO MEANS GREATER OVERSTGHT

RESPONSTBILTTY FOR STATE REGUI,ATORS WHO ARE CHARGED T{ITH PROTECTING

THE RATEPAYERS AND THE COMPANY INTERESTS IN THE TRADITIONAL

TELEPHONE LINES OF BUSINESS. THE RTSK OF ANTICOIIPETITIVE PRACTICES

IS ALSO HEIGHTENED, GIVEN THE VAST NWBER OF NONREGULATED MARKETS

IN WHTCH THE RBOCS NOW APPEAR TO BE OPERJATING.

THE INTEGRATED NATURE OF THE NETVIORK II{AKES CROSS-SUBSIDIZATIoN

DrFrrcuLT TO DETECT AND MONTTOR. CITRRENTLY, THE FCC REQUTRES THE

usE oF FULLV DTSTRTBUTED cosTrNG (rDc) It{ETHoDs To ALLocATE cos1s

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

REVENUE REQUIREX.{ENT BETWEEN THE INTERSTATE AND TNTRASTATE

JURISDTCTIONS. THE FDC I{ETHODS, HOWEVER, ARE NOT AN ADSQUATE

IINONSTRUCTURAL'' SAFEGUARD FOR PROTECTING AGATNST CROSS-

SUBSIDIZATION FOR SEVERAL REASONS.

FIRST' THE FDC UETHODS DO NOT ASSIGN TRUE ECONOI,TIC COSTS TO

THE NONREGUT,ATED sERvrcEs; THAT rs, THE FDc-BAsED cosrs wgrcH ARE

ALLOCATED TO A SERVICE DO NOT CORRESPOND TO THE PRTCE THE SERVICE

WILL COMMAND IN THE MARKETPLACE. THIS DILEMI,IA ARISES BECAUSE THE

LOCAL EXCHANGE COMPANY (L8C) HAS A CLEAR TNCENTTVE TO ALLOCATE AS



ItfUCH OF THE JOTNT COSTS OF PRODUCING BOTH REGUI,ATED AI{D

NONREGUI,ATED SERVICES TO THE REGUI,ATED SIDE I{HILE ASSTGNING AS I,IUCH

OF ITS REVENUES AS POSSIBLE TO THE NONREGUI.,ATED SERVICES. THUS,

IT I{OULD BE IN THE INTEREST OT THE LEC TO OPERATE A NONREGUI.ATED

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

AS THE REVENUES ASSIGNED 'IBELOW THE LINE'' EXCEED THE SII-{II.ARLY

ASSIGNED COSTS.

TO ITS CREDIT, THE FCC ATTEI.IPTED TO ADDRESS THTS CONCERN IN

CC DOCKET 86-111, IN WHICH IT ADOPTED THE PRINCIPLE THAT THE

COI{PETITIVE, NONREGUI,ATED ACTIVTTY SHOULD BE RESPONSIBLE TOR THE

ECONOI,ITC VALUE OF rrs SHARE Or A JOTNTLY USED RESOURCE, IINLESS A

PUBLISHED TARIFF PRICE EXISTED FOR A GIVEN SERVICE. AS AN EXAUPLE,

rN THE CASE OF A TRA,NSFER OF AN ASSET, THE NONREGUT,ATED ACTMTY
WOULD BE REQUIRED TO PAY THE GREATER OF THE EMBEDDED COST OR

EcoNoIt{Ic VALUE. IN THEORY' THIS APPROACH HAs THE ETFECT or
TRANSFARRING ALL OF THE BENEFITS OF JOINT PRODUCTION TO THE

REGULATED ACTMTY. HOWEVER, IN PRACTICE, THE PRINCIPLE HAS BEEN

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

rN DESIGNTNG THEIR OWN COST ALLOCATION I{ANUALS AND PROCEDURES. FOR

EXA}IPLE, THE LECS, RATHER THAN TRJANSFERRING ASSETS IN ACCORDANCE

I{ITH THE THEORY, HAVE CIRCT'WENTED THE THEORY BY TRANSFERRING THE

US8 OF TH8 ASSET OWNED BY THE REGUI,ATED ENTITY TO THE NONREGUI,ATED

ENTTTY. THUS, THE NONREGUI,ATED ACTIVITY IS PERMITTED TO ENJOY ALL

OF THE BENEFITS OF JOTNT PRODUCTION.

SECOND' AND RELATED TO THE FIRST. THE FDC METHODS OVERi{LLOCATE

THE ALLOCATORS USED IN THE FDC
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METHODS OFTEN ARE BIASED TOWARD THE TRANSFER OF COSTS TO THE

REGUI.ATED SIDE OF THE BUSINESS. THIS PHENOMENON IS ILLUSTRATED TN

THE STUDY BY THE D.C. COI,TI{ISSION ON THE BASIS OF IHE ALLOCATION OF

AMERITECHTS CORPORATE HEADQUARTER EXPENSES. THE EXAMPLE SHOWED HOW

APPROXII{ATELY 95t OF THE CORPORATE HEADQUARTER EXPENSES WERE

ALLOCATED TO THE REGUISTED SIDE OF THE BUSINESS EVEN THOUGH THE

REGUI"ATED ACTIVITIES MAY NOT BE THE COST-CAUSERS.

THIRD. THE FDC I-{ETHODS IGNORE NONBOOK TRANSFERS. THE COST

ALLOCATION r.{ANUALS (CAI4S) OF THE LECS DO NOT rN ANY MATERTAL SENSE

ADDRESS NONBOOK TR,ANSACTIONS BETWEEN REGUI"ATED AND NONREGT'I"ATED

ACTMTIES . THESE INCLUDE, BUT ARE NOT LIMTTED TO, EXCHANGES OF

TNFORMATION, REASSIGNI{ENT OF PERSONNEL, ACCESS TO THE FORUTDABLE

FTNANCIAL RESOURCES OF THE REGUT,ATED UTILTTY, AND ACCESS TO THE

TRADEX.IARKS, REPUTATION, ORGANIZATIONAL AND PHYSICAL UBIQUITY,

GOODWILL, AND OTHER TANGTBLE AND TNTANGTBLE RESOURCES OF THE

REGI'I,ATED UTILITY AND ITS CORPORATE PARENT. AN EXAMPLE OF THIS

PROBLEI,T IS THE TRANSFER OF CUSTOMER PROPRIETARY NETWORK TNFORMATION

(CPNI). WHEN A NEW RESIDENTIAL CUSTOMER CONTACTS THE LEC, SUCH

INFORMATION AS THE CUSTOMERfS NAI.IE AND ADDRESS CAN BE GMN TO THE

NONREGULATED SrDE OF THE BUSINESS (tNLESS THE CUSTOMER SPECIFICALLY

PROHIBITS THE TRANSFER OF SUCH INFORMATION) AND THE SAttE CUSTOT{ER

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

MArL. YET, THERE rS NOTHING rN THE FCCIS COST ALLOCATION RULES

WHICH WOULD REQUIRE ANY FINANCIAL TRANSFER OR IIPAYITENTII BY THE

NONREGULATED STDE OF THE LECIS BUSINESS FOR THIS INFORMATION.

FOURTH, THE FDC METHODS T'NDERALLOCATE THE BENEFITS OF
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fNTEGRATION TO CONSUI,IERS OF REGULATED SERVICES. WHEN A LEC IS

AFFORDED THE OPPORTT'NITY TO ENGAGE IN A NONREGUI,ATED BUSINESS

ACTIVITY ON A FTILLY INTEGRATED BASIS WITH ITS REGUI,ATED SERVICES,

rT IS ABLE TO ABSORB I,IOST IF NOT PERHAPS ALL OF THE JOINT COSTS OF

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

THE-LINE REGIJI,ATORY REVENUE REQUIREX.{ENT. THE EXAMPLE GMN IS THE

DEREGUI,ATION OF INSIDE WIRE MAINTENANCE. IN THIS INSTANCE, THE

COI.TPANY COULD OTFER ITS SUBSCRIBERS THE OPPORTT'NITY TO PURCHASE AI{

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

NONREGUI,ATED SERVTCE IS SOLD THROUGH THE REGUI,ATED TELEPHONE

colt{PANYTS BUSTNESS OFFTCES, OFTEN DttRrNc THE VERY SAI{E CUSTOMER

CONTACT IN !{HICH THE BASIC TELEPHONE SERVICE IS BEING ORDERED. THE

BILLTNG AND COLLECTION OF REVENUES TOR THIS NONREGUI,ATED SERVICE

rS ALSO FULLY INTEGRATED INTO THE I{ONTHLY BILLING ACTIVITIES FOR

THE REGIII"ATED SERVICES. BECAUSE NO SEPARiATE SUBSIDIARY IS

INVOLVED, THE COSTS ASSOCIATED WITH THESE FT'NCTTONS ARE ALLOCATED

T'NDER THE CAI,T, RATHER THAN BETNG EXPLICITLY CHARGED TOR AS THEY

WOULD B8 T'NDER A SEPARATE SUBSIDIARY MODEL OR AS THEY WOULD BE IF
THE ENTITY PROVTDING THE SERVTCE WERE AN I'NAFFILTATED THIRD PARTY.

I'NDER THE CAII{, THE INTEGRATED NONREGUI,ATED INSIDE WIRE MAINTENANCE

SERVTCE BEARS A II{INUSCULE SHARE OF THE AGGREGATE COST OF BTLLING

AND COLLECTTONSi FAR LESS THAN TT WOULD T'NDER A SEPARATE SUBSIDTARY

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

DESIRING TO OFFER ITS OI{N INSIDE WIRE I.{AINTENANCE OPTION USING THE

COMPANYIS BILLING.

WHTLE I HAVE I.TADE IT CLEAR THAT I PREFER SEPARATE SUBSTDIARIES



TO ACCOITNTTNG/ALLOCATTON RULES, r WANT TO STRESS THAT SEPARATE

SUBSIDTARIES BY THEIi{SELVES ARE INSUFFICIENT FOR THE TASKS AT HAND.

TO CLARIFY THIS PofNT, I SHALL NOW DESCRfBE THE ADVANTAGES OF'

SUBSIDIARIES, AND NOTE THAT EACH ADVANTAGE }TUST BE ASSOCIATED WITH

ADDITIONAL SAFEGUARDS.

SEPARATE SUBSIDIARIES MAKE IT EASIER TO DETECT ANY CROSS.

SUBSIDIZATTON WHICH I-{IGHT OCCI'R THROUGH PROCI'REI,IENT PRACTICES.

A I{AJOR BENEFTT OF THE DIVISION OF REGT'I,ATED AND DEREGUI,ATED

BUSINESSES INTO THE SEPARATE SUBSIDIARTES STRUCTI'RE IS THAT IT
EXPOSES THE REI,ATIONSHIPS AI,TONG THE COMPONENTS OF THE HOLDING

COMPANY. IF A DEREGUI,ATED SUBSTDIARY PRODUCES A GOOD OR SERVICE

THAT THE REGULATED SUBSTDIARY PURCHASES, THE OPPoRT('NITY FOR CROSS-

suBsrDrzATroN ExrsTs. By REQUTRTNG THE REGUT,ATED SUBSTDTARY rO

PTRCHASE PRODUCTS FROM A DEREGUT,ATED SUBSTDTARY, THE HOLDTNG

COII{PANY CAN SUBSTDIZE ITS DEREGUI,ATED SUBSIDIARY AND INCREASE ITS

OVERALL PROFITS.

THE ASSOCIATED SAFEGUARD IS THE RIGHT TO ESTABLISH RULES

GOVERNTNG AFFILIATE TRANSACTIONS. SUCH RULES ARE NEEDED BECAUSE

T'NSUPERVISED HOLDING COI.{PANIES WILL DEVELOP RULES AND PROCEDT'RES

THAT FAVOR IN-HOUSE BUYING TO THE DETRIMENT OT COUPETTTTON.

EXAI,IPLES OF SUCH RULES INCLUDE THE REQUTREI.{ENT FOR COMPETITM

BIDDING ON ANY LARGE PURCHASE OR A LII,IIT OF 50 PERCENT OF ANY

EQUIPI,TENT TYPE PT'RCHASED FROM AFFILIATE VENDORS. THE PI'RPOSE OT'

THESE RULES IS NOT ONLY TO REDUCE THE COST FOR THE RATEPAYERS, BUT

ALSO THROUGH THE CREATION OF A LEVEL PI,AYING FIELD, SUPPORT THE

I'{ARKBT I.{ECHANISM.



SEPARATE SUBSIDIARIES FACILITATE THE II{ONITORING OF

INTRACORPORATE TR,ANSACTIONS AND ELII.{INATE THE NEED TO DEVELOP

ACCOUNTING RULES WHICH PROHIBIT THE TRANSFER OF COSTS TO

RJATEPAYERS. USING ACCOI}NTTNG RULES TO SEPARATE COSTS BETWEEN

REGULATED AND DEREGULATED ACTMTfES NECESSITATES THE DEVELOP!{ENT

OF RULES AND THE AUDITING OF APPLICATIONS OF THE RULES. ANY

PROPOSED SET OF RULES GOVERNING A PARTICUI,AR ACTIVTTY ALWAYS

APPAARS REASONABLE. HOWEVER, ALL RULES II{UST BE BASED ON CERTAIN

ASST'I{PTIONS. FOR EXAIT{PLE, SHOULD USAGE BE MEASURED AT THE PEAK OR

ON A 24 HOUR A DAY BASIS. THE CHOfCE OF MEASIIRS.IENT STANDARD WfLL

SHIFT COSTS AII{ONG THE SERVICES THAT USE THE SAI.{E EQUIPMENT.

oNcE THE RULES HAVE BEEN ESTABLTSHED, IT IS NECESSARY TO

AUDIT THE COII{PANIES TO ENSURE THAT THE RULES ARE BEING APPLIED

PROPARLY. HOWEVER, THE GENERAL ACCOI'NTTNG OFFTCE, OF THE TEDERAL

GOVERNIT{ENT, rN rTs r,ATEsT REPORT, TELEpHONE COMMUNICATTONS:

CONTROLLING CROSS-SUBSIDY BETWEEN REGUI,ATED AND COUPETITIVE

SERVICES, SHARPLY CRITTCIZED THE TCC FOR TTS FAILURE TO CONTROL

CROSS-SUBSIDIZATION THROUGH THE USE OF'ITS COST ALLOCATION UETHODS.

THE REPORT STATED: ''THE LEVEL OF OVERSTGHT THE FCC IS PREPARED TO

PROVIDE WTLL NOT, IN THE GAO'S OPINION, PROVTDE TELEPHONE

RATEPAYERS OR CO!,IPETITORS POSITIVE ASSURANCE THAT FCC RULES AND

PROCED{'RES ARE PROPERLY CONTROLLING CROSS-SUBSTDY. '' I{OREOVER,

JUDGE GREENE, IN HIS RECONSIDERATION OF THE UFJ JUDGI'I8NT

RESTRICTIONS, ALSO RAISED QUESTIONS REGARDING THE ABILITY OF THE

FCC TO CONTROL AND !,TONITOR ABUSES IN LIGHT OF ITS REDUCED

RESOIJRCES. HE NOTED THAT rIN 1980, THE FCC HAD AN AITTHORTZED



CEILING oF 2,Lo3 EIIPLoYEES; THrs HAD FALLEN BY LggT To 1,855

EII{PLOYEES AND THE COMI,TISSION WAS APPARENTLY SHORT BY 120 EII{PLoyEES

OF EVEN THAT LOWER CEILING.I'

THE ASSOCIATED SAFEGUARD TS THE RIGHT OF THE TCC AND STATE

COMMTSSTONS TO REVTEW AFFILIATE TNTEREST TRANSACTIONS INCLUDING NOT

ONLY THE PI'RCHASE AGREEIT{ENTS AND CONTRACTS PRIOR TO EXECUTION, BUT

ALSO THE BOOKS AND RECORDS OT AFFILIATES. THIS AUTHORITY IS NEEDED

EVEN TN THE REGUI,ATORY ENVIRONII{ENT OF SEPARATE SUBSIDTARIES

BECAUSE SEPARJATE SUBSIDIARIES DO NOT REDUCE THE INCENTIVE OF THE

PARTIALLY REGULATED FIRIT{ TO INCREASE ITS PROFITS THROUGH CoST

SHITTING. SEPARATE SUBSIDIARIES ONLY PROVIDE A BRIGHT LINE THAT

CAN BE SEEN TF THE REGUI.,ATOR HAS THE RTGHT TO LOOK.

ACCESS TO THE BOOKS AND RECORDS OF AFTILIATES IS VIRTUALLY

MPoSSIBLE ToDAY wrTHoUT AFFILTATE INTEREST LEGISLATToN.

RECENTLY, THE NEW YORK PUBLIC SERVTCE COMMISSION AND THE TCC

HAVE USED THETR LEGISI,ATIVE AUTHORITY TO INVESTIGATE AFFTLIATE

TRANSACTTONS TO AUDIT THE RELATIONSHIP AUONG NYNEX'S REGUI,ATED AND

T,NREGUI,ATED SUBSIDTARIES. NYNEX HAD ESTABLISHED THE MATERIALS

ENTERPRTSES COMPANY (MECO) FOR THE PURPOSE OF REDUCTNG THE COSTS

OF PI'RCHASING GOODS AND SERVICES FOR TTS REGT'I,ATED COI,IPANIES.

HOI{EVER, INSTEAD OF LOWERING THE COSTS, MECO RAISED THE COSTS. FOR

EXAI{PLE, MEco ACCEPTED A $szE,ooo BrD To Rm{ovE st{rrcnEs AND

CHARGED NEw YoRK TELEPHoNE $832,000 FoR THE REMoVAL wrTHotlr

PROVIDING ANY OF THE SERVTCE. MECO Pt'RCHASED CIRCUIT BOARDS FOR

NYNEX. THESE BOARDS COULD HAVE BEEN PURCHASED FOR APPROXIIT{ATELY

$5O, BUT MECO CHARGED THE OPERATING coMPANIES Szg eLUS HANDLIN6.
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rN ADDITTON, THE GNNERAL COTJNSEL OF THE NEW YORK PUBLIC

SERVICE COMII{ISSTON INVESTIGATED THE COMMISSTON I S PROBLE!,IS IN

REGI'I,ATING THE REI,ATTONSHIP BETWEEN NYNEX AND NEW YORK TELEPHONE.

rN A REPORT JUST RELEASED, THE GENERAL COUNSEL I'{ADE SEVERAL

RECOI,III{ENDATIONS WITH REGARD TO AFFILIATE INTEREST TRANSACTIONS.

FIRST' THERE IS A NEED TO ENHANCE THE AFFILIATE INTEREST

LEGTSI,ATION SO THAT THE COMMISSION AND ITS STAFF CAN OBTATN MORE

DETATLED TNFORMATTON. SECOND, THE REPORT NOTED THAT THERE SHOULD

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

TELEPHONE colt{PANv BEcAUSE oF THE NEED To rNVEsrrcATE THE MoRE

CoMPLTCATED TNTRACORPORATE TRANSACTTONS. THTRD, THE REPORT CALLS

FOR AN AUDIT OF NET{ YORK TELEPHONE ' S TNTERNAL AUDIT PROCEDI'RES AND

THE NEED TO PROTECT I{HTSTLEBLOWERS. FO['RTH, AND PERHAPS MOST

PROVOCATIVE, THE REPORT RECOMMENDS CHANGING THE CORPORATE STRUCTURE

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

WITH AFFILIATE INTEREST TRANSACTIONS. AMONG THE POSSIBLE CORPORATE

STRUCTI'RES THAT SHOULD BE EVALUATED, THE REPORT RECOMMENDED, THE

COMPLETE DIVESTITT'RE OF NEW YORK TSLEPHONE COMPANY FROI{ NYN8X.

SEPARATE SUBSIDIARTES PROTECT THE II{ONOPOLY RATEPAYERS FROM

LOSSES ASSOCIATED WITH THE RTSK OF FATLURES.

UTILITY COMPANIES DTVERSIFY INTO COMPETITIVE BUSINESSES IN

oRDER TO OBTATN HIGHER PROFTTS. HO!{EVER, THE MARKETS WHERE HIGHER

PROFITS CAN BE EARNED F'EATIJRE HIGHER LEVELS OF RISK. THE SUPPLIERS

OF DEBE AND EQUITY FT'NDS TO THE HOLDING COII{PANY WILL REQUTRE A

HTGHER RETIJRN IN ORDER TO BE COMPENSATED FOR ACCEPTING THE HTGHER

RISK. THESE HIGHER LEVELS OF RETURN WILL BE REQUIRED FROM
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ACTIVITIES THE HOLDING COI,IPANY TS ENGAGED IN UNLESS THE RTSK

ASSOCTATED WITH ONE ACTIVITY CAN BE SEPARATED FRO},T THE RISK

ASSOCIATED WITH THE OTHER.

THE SEPARATE SUBSTDIARY STRUCTTJRE IS THE VEHICLE THAT CAN

SEPARATE THE RTSK OF THE UTILITY FROM THE RISK OF THE COMPETTTIVE

SERVTCES. rN oRDER TO FULFTLL THrS RESpONSrBrLrry, THE SEPARATE

SUBSTDIARY VEHICLE MUST BE AUGMENTED BY A SAFEGUARD REQUIREI{ENT

THAT EACH SUBSTDTARY UATNTATN A SEPARATE CAprrAL STRUCTnRE, THAT

rS, EACH SUBSIDIARY MUST RAISE ITS OWN FttNDS IN CAPITAL II,ARKETS.

THESE FTNDS CONSIST OF BOTH DEBT AND EQUITY.

Two REASONS FAVOR A SEPARATE CAPTTAL STRUCTIIRE: (1) To ENsTJRE

THAT THE UTILITY'S RATES ARE NOT AFFECTED BY THE DIVERSIFICATION

AND (2') To PRorEcr rHE rNvEsrl{ENT oF THE urrl,rry FRoM THE FATLI REs

OT OTHER SUBSIDIARIES OF THE HOLDING COI{PANY.

IF THE HOLDTNG COI.{PANY WERE ALLOWED TO coNsoLIDATE ITs CAPITAL

STRUCTI'RE' IT COULD TAKE ADVANTAGE OF THE GOOD CREDTT OT THE

UTILITY TO FTNANCE RTSKY VENTT'RES. THE EFTECT OF THIS ACTION WOULD

BE TO RAISE THE COST OF DEBT TO THE UTTLITY AND LOWER THE COST OF

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

TNCREASE THE RAI|ES TO TELEPHONE CUSTOMERS.

WHEN DTVERSTFTCATToN LEADS TO rArLttRE, THE EFFECT ON THE

UTTLITY CAI{ BE CATASTROPHTC. THE SXAMPLE OT ARIZONA PUBLIC SERVICE

AND rrs PARENT HOLDTNG COMPANY, PTNNACLE WEST CAPTTAL CORPORATTON,

CLEARLY DHI{ONSTRATES THTS PROBLEI{. PINNACLE WEST PURCHASED

MERABANK, wHrcH NBEDED AN rMI.{EDTATE cAsH rNFUsroN oF $soz MrLLroN
DUE TO SUSTAINED REAL ESTATE LOSSES. BECAUSE OF THESE PROBLEI{S,
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PINNACLE WESTIS STOCK WAS GIVEN THE LOWEST POSSTBLE

By VALUE LrNE, AND ARrzoNA PUBLTC s8RvrcE's AccEss

SAFETY RATTNG

TO THE CAPTTAI,

MARKETS T{AS SERIOUSLY IMPAIRED.

IN CONCLUSION, IT IS THE POSITION OF THE DfSTRICT OF COLUI'{BfA

PUBLIC SERVICE COMUISSION THAT THE TRENDS TOWARD COMPETITION AND

INCREASED DIVERSIFICATION IN THE TELECOMMT'NICATIONS INDUSTRY

CONTRIBUTE TO AN EVEN GREATER NEED FOR THE LECS TO USE STRUCTURJLL

SEPAR,ATIONS SUCH AS SEPARATE SUBSIDTARIES TO MTNII,TIZE CROSS-

SUBSTDTZATION BETWEEN REGUI,ATED AND T'NREGUI,ATED SERVICES. I,IOREOVER,

ACCOI'NTTNG METHODS AS PROTFERED By rH8 FCC ARE CLEARLY TNADEQUATE

IN DETECTING I'NI,AWFUL CONDUCT AND HENCE INHIBIT THE DEVELOPMENT OF

SUSTAINABLE MARKET col{PETITIoN. IN coNTRAsT, THE SEPARATE

SUBSTDIARY REQUIRE!,TENT, IN CONJT'NCTTON WITH REGUI,ATORY AGENCTEST

RIGHT TO ACCESS THE BOOKS AND RECORDS OF AFFILTATES AND THE OTHER

SAFEGUARDS I HAVE MENTIONED TODAY, CAN FACILITATE COMPETITION AND

THEREBY INCREASE THE AVAII"ABILITY OF SERVTCES TO CUSTO!{ERS AT LOWER

PRICES. ANYTHING LESS, AND I EI,TPHASIZE 'IANYTHING'' WILL CLEARLY NOT

BE IN THE PUBLIC TNTEREST, AND THEREFORE, IS CLEARLY T'NACCEPTABLE.

THANK YOU FOR YOT'R ATTENTTON AND THE OPPORTT'NITY TO BE WITH

YOU THIS I{ORNING.
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