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I. INTRODUCTION

Please state your name for the record.
My name is Paul Allen Hicken.
By whom are you employed and what is your business address?
I am employed by the Utah Department of Commerce, Division of Public Utilities (DPU).

My business address is 160 East 300 South, 4" Floor, Salt Lake City, Utah, 84114,
What is your position with the Division?
I am employed as an Analyst of Public Utilities.
Please summarize your educational and professional experience.
I received a Masters of Business Administration from Utah State University in 1985. |
am also a Certified Government Financial Manager. | was employed for nineteen years
with the Utah Office of Legislative Auditor General as a Performance Auditor. | have
been employed with the Division since June, 2005.
Have you testified before the Commission on prior occasions?
Yes on several occasions, most recently in June 2010 as DPU’s witness for the hearing on
USF Eligibility for Carbon Emery Telecom.
Please describe your participation in the Division’s review of Manti Telephone
Company (MTC).

I have been involved with the review of Manti’s operations and rate base pertaining to
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their USF eligibility since the initial application for state USF assistance in April 2008.

Il. PURPOSE AND SCOPE OF TESTIMONY
What is the purpose of your testimony in these proceedings?
My testimony addresses and summarizes several specific issues and conditions pertaining
to rate base, depreciation, expenses and allocations that were identified during the DPU’s

audit of Manti Telephone Company.

11l. BACKGROUND
The Division of Public Utilities (DPU) completed an audit of expenses, revenues, rate
base, and operations for Manti Telephone Company (MTC), pertaining to the application
for increased USF eligibility by the company. The audit was initiated in April 2008 and
delayed for several years because of inadequate accounting records. The audit was finally
completed to the extent possible in light of the access and records available in August

2012.

IV. SUMMARY OF ADJUSTMENTS
The adjustments discussed in this testimony are identified in the following section and
will be discussed in further detail in the body of the testimony.

¢ DPU 3.1 Rate base adjustments for non regulated activity
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e DPU 3.2 Expense adjustments for non regulated activity

e DPU 3.3 Rate base and depreciation adjustment for residual value

e DPU 3.4 Rate base adjustment for 2010 overstated labor

e DPU 3.5 Rate base adjustment for 2012 plant additions

e DPU 3.6 Rate base adjustments for redundant copper

e DPU 3.7 Expense adjustment for equipment lease from MTCC

e DPU 3.8 Expense adjustment for non company vehicles

e DPU 3.9 Expense adjustment for building leases from P&C Rentals

e DPU 3.10 Expense adjustment for yard storage lease from MTCC

1. DPU 3.1 Adjustment to rate base for non regulated activity.
Please explain the nature of this adjustment.
This adjustment removes a portion of the assets or plant associated with non regulated
activities.
Does MTC apportion a reasonable share of the joint and common costs to its
affiliates?
No, it does not. MTC makes little or no effort to equitably apportion costs to its affiliates
such as MTCC.
How does the DPU most commonly evaluate other USF recipients’ allocation of

costs?
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Most USF recipients keep records on costs as required by the FCC in order to receive
funds from the federal program. 47 CFR 64 has various requirements for tracking and
allocating costs. The DPU will generally review the records and make a recommendation
based in part of the data found therein.

Did the DPU conduct a similar review of MTC’s allocation records?

No. MTC claims it is exempt from the allocation subsection of Part 64 because it is an
Average Schedule company. MTC claims that its sister company, MTCC is a separate
corporate entity and technically not an “affiliate” of the MTC organization. Therefore
MTC does not track expenses for purposes of allocating costs like other USF recipients.
If this is the case, explain why DPU believes MTC is required to allocate a
reasonable share of joint and common costs to affiliates.

The DPU does not administer the federal program. The rules and requirements of the
federal program are set by the FCC. Whether MTC is an Average Schedule company and
whether it would therefore be exempt from the federal allocation requirements are beyond
the scope of the DPU’s evaluation of MTC’s request for Utah USF funds. This docket is
for the purpose of determining MTC’s eligibility for state USF funds — a different
program. The DPU, as administrator of the Utah USF program, believes that allocation to
affiliates — whether technical or affiliate by practice — is necessary as required by rule and
public policy. The Utah USF program requires that the funds be used to provide basic

telephone service only and that the funds may not provide a competitive advantage or
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disadvantage to any provider. The only reasonable application of this standard is to
require all telecommunication companies eligible to receive state USF funding to allocate
their investment between regulated and non regulated activities.

This docket provides an example as to what might happen if the DPU were to simply
ignore the reality of the modern telecommunication industry. Today’s providers are
bandwidth businesses. Their affiliated businesses use the same facilities to provide voice,
internet and television services. The voice service uses only a small portion of the
bandwidth available on a modern line and provides only a portion of the total revenue
generated by selling services utilizing a single wire-line network. As can be seen by
MTC’s practices, the facilities are built to accommodate the spectrum of services
provided and by sharing the costs, the users of the facilities can operate economically.
Therefore it is reasonable to expect that the costs of the shared operations be allocated
between the various services. To ignore the other services would result in the USF funds
subsidizing the competitive activities of unregulated businesses. It would effectively pay
for the distribution network used by unregulated businesses and allow them access for
free at the cost of the USF. This would be unfair to other competing unregulated service
providers in that area, and treat non-allocating companies significantly differently from
other USF recipients without a valid justification or public benefit.

How do other regulated companies in the state treat non regulated activity and

transactions with non regulated affiliates?
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Most regulated telecommunication companies offer a combination of regulated and non
regulated services. They have affiliate organizations that offer different services but share
common resources. They routinely make allocations to non regulated activities for the
shared resources. They have Cost Allocation Manuals (CAM) that are very detailed and
are developed by considering cost causation factors. Typically they have specific
allocators that apply to specific parts of operations and general allocators for non specific
operations.

MTC claims to be a wholly regulated company with no non regulated activity. It is
completely separate from MTCC so there is no need for them to make allocations for
shared resources, plant and assets. The DPU has thoroughly reviewed the operations of
MTC and MTCC and believes that while MTCC may be a separate corporate entity on
paper, it is organized like an affiliate and it operates like an affiliate of MTC. There are
many shared resources and assets. MTC and MTCC use the same public phone numbers
interchangeably for purposes of customer service support. Clearly, the entities are not
unrelated and share significant resources. Further, both companies are run by members of
the same family. Consequently, all business transactions and operations are not arm’s
length. The broad sharing of assets, especially in light of close ownership of the two
companies, suggests many operational and transactional decisions affecting MTC are
influenced by factors relevant to MTCC.

Does Manti have a Cost Allocation Manual?
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Yes. Manti does have a Cost Allocation Manual which states the company will apportion
costs between regulated and non regulated activities using direct assignment for costs
incurred exclusively for providing regulated or non regulated services. For indirect costs
that cannot be directly assigned, cost causation factors will be used to allocate a share of
costs.

Does Manti follow their Cost Allocation Manual?

No. The DPU believes that Manti has not followed their CAM in all instances for costs,
revenues and assets. For example, we found several legal invoices that were billed to
MTCC for services that were clearly identified as non regulated, yet they were paid by
MTC. In another example, the central office in Sterling is a divided use facility. The
main floor is used to support phone service and the basement area is used for internet and
TV transmission. The facility is owned by MTC and it appears in MTC’s Continuing
Property Records (CPR). The property tax for this facility is paid by MTC. Although the
usage appears to be somewhat equally divided, we could find no indication that any
portion of this asset or the associated expense was allocated to MTCC. This facility was
not mentioned in the lease agreement between MTC and MTCC. However, it does appear
that MTCC pays |} to rent the basement of the facility. The DPU did not
perform an analysis whether this was a fair and reasonable rate, but the property tax and
utilities of this facility would be significantly more than what was collected in rent.

Another example is that MTCC uses MTC facilities, employees, and other resources at
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the main office in Manti for MTCC’s non regulated operations. Billing and collections for
regulated and non regulated services are conducted as a single operation by MTC
employees and from the MTC facility. Breakaway Wireless, an MTCC subsidiary also
operates out of the MTC central office. No allocations are made to the non regulated
company for the use of these resources. However, MTCC does pay || G for
Breakaway Wireless to use the facility. We could not determine if MTCC pays any
additional compensation for use of the MTC facilities but nothing else was mentioned in
the lease agreement between MTC and MTCC.

Is this rental arrangement a common method of allocating costs?

No, most companies in Utah make allocations to non regulated activity for shared assets
and costs.

Did the DPU try to formulate a reasonable allocation for Manti’s non regulated
activity?

Yes. This was a difficult task because MTC does not have adequate records and the
MTCC financial statements provided to the DPU do not appear to be credible for
purposes of evaluating apportioned costs for other USF recipients. However, these
financial statements offer the best data that was available to the DPU.

The DPU considered several factors trying to come up with a reasonable allocation
between regulated and non regulated services. Using a composite average of 5 different

ratios, the DPU came up with a non regulated cost allocation of |JJif There are many
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different methodologies to help align allocation of costs with causation and the DPU had
limited information, but some of the factors considered were: 1) line counts and customer
counts, 2) expense ratios, 3) revenue ratios, 4) asset ratios, and 5) payroll ratios. These
factors are summarized in DPU Exhibit 3.1. Customer counts were compared between the
regulated and non regulated services using the Local Service Detail report from March
2012. A comparison of customer counts provides a useful picture of the distribution of
services, which should be somewhat correlated to costs. This comparison showed
approximately JJJJll of the total customers received non regulated services. The next
comparison looked at costs of providing service. Operating expenses of both companies
were compared for YE 2011 using the projected MTC expenses from the application and
the MTCC financial statement.! This comparison between the two companies showed
about [l of total expenses resulted from non regulated services. The third
comparison looked at the revenues of both companies. Revenue is generated as a result of
costs and a revenue comparison gives a look at the proportionate value of the services
provided on the whole. The comparison of revenues between the two companies for the
same time period using the MTCC financial statement and the MTC application showed
about [l of total revenues came from subscriptions to non regulated services. Using
another source, the Local Service Detail report showed about [JJJij of total revenue billed

was attributed to non regulated service. A fourth comparison looked at assets for both

1 DPU was only provided unaudited MTCC financial statements.
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companies. This is another indicator of allocation based on distribution of plant assets.
The investment required to put plant into service is considered to be a necessary cost to
providing service. The comparison of plant assets for the two companies used the same
data. This comparison showed the non regulated assets to be about |JJij of the
combined total assets. The last ratio compared payroll between the two companies.
Payroll is a result of labor and is a commonly used indicator for cost of service. A payroll
comparison shows the percentage of cost of labor to provide services for both companies.
This comparison looked at payroll before taxes and benefits at EOY 2011 using the MTC
general ledger and the MTCC financial statement. This ratio shows about i of total
payroll was attributed to the non regulated services. To pick one comparison as the best
indicator of cost would unfairly skew the allocation, but when 5 indicators of cost are
considered collectively, this may provide a reasonable picture for allocation for costs. The
adjustment to allocate costs is shown in DPU Exhibit 3.2.

Are there other ways to calculate cost allocations?

Yes, there are other valid methods, but this was DPU’s best effort based on limited
information. Another alternative for the Commission would be to withdraw support under
Rule 746-360-3 until the information necessary to more accurately apportion costs can be
provided by MTC.

Does the DPU believe it is in the public interest to provide Utah USF funds to

companies that do not allocate costs to non regulated activities?
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No. Without proper cost allocations, USF payments would likely be unreasonably high.

DPU 3.3 Rate Base and depreciation adjustment for salvage value.

Please explain the adjustment for salvage value.

Under Generally Accepted Accounting Principles (GAAP), straight line depreciation is
calculated by taking the cost of the asset minus the estimated salvage and dividing by the
useful life of the asset. This method of straight line depreciation is again prescribed for
utility accounting in 47 CFR 32.2000 which says companies will depreciate on a straight
line basis the difference between net book cost and estimated salvage during the
remaining service life of the asset. Salvage value is the estimated value of an asset at the
end of its useful life. The useful life of each asset type is defined in a docket for each
company by the Utah PSC. This is the prescribed method of depreciation unless a
company has prior approval to use an alternate method by the Federal Communications
Commission. Manti has not followed this method of depreciation as outlined. After
reviewing its booked assets and depreciation as shown in the CPR detail, it is apparent
that depreciation is calculated at full book cost for the life of the asset. The effect of this
is that too much depreciation has been taken on some assets over the years. We estimate
that approximately - in depreciation was overstated. The DPU Exhibit 3.3 shows
how this was calculated. We started with the book asset cost and estimated a salvage

value then calculated depreciation based on the net value of the asset. For the purposes of
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this rate case, the adjustment puts the overstated depreciation amount back into rate base.
It also reduces the depreciation expense for 2011 by [JJJlif because if the depreciated
value was restored the expense cannot be taken. A contra entry for this amount was also

required to the depreciation reserve account.

DPU 3.4 Rate Base adjustment for overstatement of 2010 labor in CPR detail.
Would you please explain this adjustment?

Prior to 2010, the company was not keeping accurate timekeeping records for their
employees and there was no operational work order system to track work by projects.
These accounting weaknesses were pointed out by the Division shortly after the company
filed its initial application in 2008. The effect was that labor was listed in the CPR detail
without being associated with a specific project. Labor had to be estimated because there
were no time records to account for specific labor by employee or by project. In 2009, the
DPU reached a stipulation on the rate base which included the estimated labor. During
2010, a more accurate timekeeping system was initiated and a work order system was
started during the latter part of the year. A review of labor in the CPR detail shows that
prior to 2010, labor comprised about [l of the total assets. During 2010, capitalized
labor was recorded at above - of the total assets added during the year. This is shown
in the DPU Exhibit 3.4. Labor was still being estimated during 2010 because the work

orders were not fully operational.
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The adjustment brings the estimated labor down to the historical average of |||l
which is an adjustment that decreases rate base by [JJJJl}. There is also a corresponding
decrease to depreciation expense of [JJff and a contra entry of the same amount to

depreciation reserve.

DPU 3.5 Rate Base adjustment for plant additions during CY 2012.

Please explain this adjustment for the 2012 plant additions.

In the application, the company proposed to add [l of new assets and remove
I of assets during 2012. This proposed amount is shown in column H, line 38 of
revised exhibit 1, filed with the applicant’s direct testimony. The net addition to Property
Plant and Equipment (PPE) during the year would be || l]. The company’s
proposed adjustment to rate base was [}, which is the average of the total
additions. These plant additions were presented as ‘known and measurable’ additions to
the rate base, although it was not known when or if the assets would be acquired or
placed into operation. The DPU reviewed General Ledger (GL) accounts for the first 6
months of 2012 to determine the extent that any of these assets were purchased or put into
service. DPU Exhibit 3.5 shows a more realistic figure for known and measurable plant
additions for 2012 would be [} A corresponding adjustment was also made for
depreciation expense which was calculated at [JJJij instead of |l These

adjustments were based on MTC’s actual figures annualized from 6 months of entries in
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the 2012 GL.

DPU 3.6 Rate Base adjustments for redundant copper.

Please explain “redundant copper” and the details of this adjustment.

Manti Telephone is in the process of upgrading its copper network with a fiber network.
The copper network includes all the buried and aerial copper wire and cable that provide
phone service to the customers. The fiber network replacing the copper provides phone
and additional non regulated services with better speed and more capacity. The fiber
overlay is a parallel system that follows the existing copper to all the customers. When
the fiber overlay is complete, the copper will be disconnected and retired from the rate
base. In the meantime, the copper system is connected to some customers and the fiber is
connected some customers. Both networks are in service and both systems are part of
MTC’s rate base. The DPU believes that the fiber network is connected to a majority of
customers and consequently, the copper system is redundant and should be taken out of
rate base. The details of this adjustment are shown in DPU Exhibit 3.6. The DPU
learned that the fiber overlay is about - complete in Manti and - complete in
Ephraim. The weighted average is about |JJJlj of MTC customers are connected to the
fiber network. Therefore, this percentage or about || of the non depreciated
copper network should be removed from rate base for purposes of calculating USF. In

addition, a corresponding adjustment to depreciation expense during the test year should
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be taken in the amount of ||l

DPU 3.7 Expense adjustment for equipment leased from MTCC.

Please explain this adjustment.

MTC leases several pieces of equipment from MTCC on a monthly basis. The DPU could
not identify these types of equipment nor any terms in any lease agreements. The Cost
Allocation Manual simply indicated that MTC would lease heavy equipment from MTCC
which included a backhoe, a bucket truck and 2 trenchers. In addition to leasing MTCC’s
equipment monthly, MTC owns a backhoe, bucket truck and a trencher, which we found
included in the CPR detail, although not identified by serial number. During our onsite
review, we found invoices paid by MTC to MTCC for monthly leased equipment
specified as a backhoe for [l per month, a bucket truck for [JJlij per month and a
trencher for - per month. The monthly payments for leased equipment totaled -
per month or - per year. We were able to trace this total amount to the MTC
general ledger in the vehicle clearing account. In the clearing account we determined
that [l of this amount was spread to the plant under construction (PUC) account
and the remaining - was spread to various expense accounts. The amount spread to
the PUC account can be traced to specific work orders and theoretically the work order
will identify the equipment used. However, the amount spread to the expense accounts

could not be traced to any specific piece of equipment.
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When we inspected the warehouse space, we observed a backhoe with a flat tire which
appeared to have been not used for quite some time. We also observed a bucket truck that
was in need of repairs. We don’t know if these pieces of equipment were the ones leased
from MTCC or the ones owned by MTC. We asked for equipment logs or some sort of
equipment record to determine how often the equipment is used, but we were told that the
company did not keep records of equipment usage. We cannot determine if the owned or
leased equipment was used in the work orders but we gave credit for all charges in the
PUC account. However as shown in DPU Exhibit 3.7, we adjusted the expense for
I because there are no invoices from MTCC to MTC to document if the leased

equipment was actually used.

DPU 3.8 Expense adjustment for non company vehicles.

What are the details of this adjustment?

The DPU found invoices during fieldwork showing that MTC paid invoices to the Utah
Tax Commission for registration, tax and licensing of [J] vehicles. Of these ]
registrations paid, onIy. vehicles were identified in the CPR detail of Manti Telephone
and the other ] were not included. The CPR detail lists a total of ] vehicles and we
documented registration for . of those plus another . vehicles not listed. This equates
to roughly- of the total vehicles identified that did not belong to MTC.

Vehicle registrations and other expenses that correspond to each vehicle’s use, such as
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gas, oil, repairs, tires, etc. are all collected to the Vehicle Clearing Account. Once they are
grouped to the clearing account, they are spread out to various expense accounts
according to the labor spread indicated on the timesheets of the employees using the
vehicles. It becomes extremely difficult to identify which expense belongs to a specific
vehicle when expenses are grouped in the vehicle clearing account. In the vehicle
clearing account there was approximately - of expense that could not be tied to
any specific vehicle. Since the registration expense from all vehicles was collected in the
clearing account, we estimated that about [JJlif belonged to the | vehicles that were not
part of MTC. Consequently we made this adjustment out of expense for | JJli}. The

details of this adjustment are shown in DPU Exhibit 3.8.

DPU 3.9 Expense adjustment for leased warehouse space.

Please explain this adjustment.

Manti Telephone leases warehouse space at two locations from P & C Rental. P & C
Rental is owned by || | | EEEEEEEE. the owners of MTC. The rental agreement is
renewable every 5 years and is effective until December 2014. The rental payment is
determined to be [l per month or |l per year. This payment is a net lease
which covers rent only. In addition, the renter pays for his own utilities and insurance.
The rented warehouse space was described in the company’s financial statements as

I souare feet. The cost works out to be about [JJlif square foot per month.
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During their fieldwork, the DPU inspected these two warehouses located at |||l
I (side the first warehouse, the center of the building
was walled off for personal use of the ||} 1eaving an approximately U-shaped
area that is leased to MTC. The total amount of space utilized by MTC was considerably
less than - square feet. After the field inspection, DPU received an email note from
Manti stating that there had been a mistake in the amount of leased warehouse space
stated in the financial statement. The amount of space leased should have been described
as - square feet of warehouse space. At this rate the cost per square foot is about
I per square foot per month.

In light of the fact that the lease was to a company with common ownership and the
square footage had been adjusted yet the lease rate did not change it was apparent that this
was not a typical lease arrangement. We investigated the reasonableness of the rate. We
contacted several realtors in Sanpete County for comparable prices. The nearest
comparable warehouse space was in Utah County and the rate was at - per foot per
month. Consequently we made an adjustment as indicated in DPU Exhibit 3.9. We felt
the rates were excessive, particularly given that one would expect higher rental rates in
Utah County than in Sanpete County. Further, there was only - feet of leased space

that was actually used. We allowed annual expense of ||l to remain |

and adjusted out [l of rental expense.
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359 9. DPU 3.10 Expense adjustment for yard storage lease.
360 Q: Please give the details of this adjustment.

361 A During the field audit, the DPU discovered invoices from MTCC billing MTC [l per

362 month for yard storage. There was no yard storage mentioned in the lease agreement
363 between MTCC and MTC. After reviewing records from the Sanpete County recorder’s
364 office, we could not find any property owned or registered to MTCC. However, we did
365 find a parcel used for yard storage which was identified as the pole yard. This parcel is
366 actually owned by and registered to MTC. Consequently this expense for yard storage
367 was adjusted for the annual amount of [JJilij as shown in DPU Exhibit 3.10.

368 This concludes my testimony on the above mentioned adjustments. | will be glad to

369 answer any further questions.
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	4. DPU 3.5 Rate Base adjustment for plant additions during CY 2012.
	Q: Please explain this adjustment for the 2012 plant additions.
	A: In the application, the company proposed to add $1,667,638 of new assets and remove $17,750 of assets during 2012. This proposed amount is shown in column H, line 38 of revised exhibit 1, filed with the applicant’s direct testimony. The net additio...
	5. DPU 3.6 Rate Base adjustments for redundant copper.
	Q: Please explain “redundant copper” and the details of this adjustment.
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	7. DPU 3.8 Expense adjustment for non company vehicles.
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