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Introduction:

Q.       Please state your name and business affiliation:

A.                    John H. Gothard, Jr. I am employed by the Utah Division of Public Utilities
(Division), 160 East 300 South, Fourth Floor, Salt Lake City, Utah 84114.

Q.       How long have you been employed by the Division of Public Utilities?

A.                    Since January 3, 2005.

Q.       What are your current responsibilities?

A.        I am a Utility Analyst assigned to the Telecommunications Section. I am a member of
the audit team responsible for investigation of the instant application by Uintah Basin
Telecommunications Association, Inc., and UBET Telecom, Inc. (collectively the
“Company”).

Q.       What is your educational background, expertise and experience?

A.        I have a Bachelor of Science degree in accounting and finance and a Juris Doctor. I am a
Certified Public Accountant licensed in Utah since 1971 and in California since 1987. I
am also an attorney admitted to practice in Utah since 1993 and in California since 1992. My public accounting career included audit and tax matters for a national CPA firm, a
local CPA firm and as a solo practitioner. My legal career included complex civil
litigation, estate planning and tax matters. Immediately prior to joining the Division, I
was a solo practitioner attorney in Heber City, Utah. My resume is attached as Exhibit
DPU 11.1.

Q.       What is the purpose of your testimony in this case?

A.        I will discuss the Company’s diversion of *********** in assets from its regulated
operation to its unregulated wireless subsidiary; discussion of its bylaws governing its
operation as a cooperative and in particular the prohibition of any investment return on
capital credits; its payment of patronage refunds to members when it is losing money and
in default of its loan covenants; its hidden charitable contributions buried in operating
expenses by in-kind donations in the amount of ****** its failure to comply with the
statutory requirements concerning unclaimed capital credits; and the adjustments and
recommendations appropriate to these issues.

Loan to Equity Conversion:

Q.       How did the Company divert assets from its regulated operations to its unregulated
wireless subsidiary?

A.        *********************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************

Q.       Why do you object to this transfer?

A.        **************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************** At the time this resolution was implemented, the underlying reason, to restore
positive equity to UBET Wireless, suggested by the auditors had ceased to exist. The end
result is a substantial increase in the equity of the unregulated company at the sole
expense of the regulated company.

Q,       Did UBTA Wireless have a negative equity position at the end of 2004?

A.        No.
**************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************

Q.       Was the Board’s Motion carried out by the company?

A.        Yes.
************************************************************************************************************************************************************************************************************************************************************************************************************************************************************************ Q.How does this additional stock affect UBTA’s ownership interest in UBET
Wireless?

A.        It has no effect at all. UBET Wireless was already a wholly owned subsidiary of UBTA
prior to this transaction.
 
In other words they already owned 100% of UBET Wireless. Now that 100% interest is simply represented by more shares of stock. UBTA gained no
additional ownership, value or benefits by its receipt of additional shares from UBET
Wireless. *************************************************************

            ************************************************** The sole source of this
increase is the conversion of the loan from UBTA to UBET Wireless to capital stock. A marked
improvement in the balance sheet of the non-regulated company at the expense of the regulated
company.

Q.       Was there any detriment to UBTA from this transaction?

A.        Yes. Prior to the conversion of this *********** loan, UBTA held a valid creditors
claim against UBET Wireless. As a creditor, should UBET have been liquidated,
voluntarily or otherwise, the Company stood to receive a share of any proceeds, before
any payments to stockholders would take place. Now, as a stockholder, UBTA is dead
last in any distribution of funds from a liquidation of UBET Wireless. The loan asset,
with a fixed value arguably entitled to an annual interest return was forever changed to an
equity interest, subject to the risk of a decline in market value with no guaranteed return
in sight.

Q.       What is the practical effect of this transaction?

A.        UBET Wireless was already a wholly owned subsidiary of the regulated companies when
the loan was converted to capital stock. Essentially *********** of the regulated
company’s assets were irrevocably invested in non-regulated activities leaving the
Company in its present financial predicament.

Q.       Why is this important to point out?

A.        The Company is seeking $7.2 Million in USF in the instant docket. In his testimony at
page 6, near the end of the first paragraph, Bruce Todd states that “following the
acquisition of the Vernal, Duschesne and Roosevelt exchanges, UBTA and UBET
Telecom expended substantial resources to upgrade the quality of the facilities in those
exchanges. Those expenditures have depleted the capital and operating reserves of the
companies to the extent that neither has the financial ability to meet the requirements for
new capital projects.” [Emphasis added.] This begs the question: If the Company’s
capital was so depleted, what on earth was management doing when it loaned ***
******* to UBET Wireless?  Moreover: What on earth was management thinking when
it converted the *********** loan to additional stock in its already wholly owned
subsidiary?

Q.       How much of the Company’s capital did the loan represent?

A.        As of December 31, 2004, UTBA’s Total Members’ Equity was only ************.
 
Therefore this transaction represented *** of its Members’ Equity at December 31, 2004.

Q.        Is this transaction a prohibited subsidy of its unregulated affiliate?

A.        Yes, whether intrastate or interstate, which most certainly encompasses the services
provided by its wireless subsidiary.

            Utah Code Section 54-8b-6 provides:

“Prohibition on subsidization of telecommunications services. A
telecommunications corporation providing intrastate public
telecommunications services may not subsidize its intrastate
telecommunications services which are exempted from regulation or
offered pursuant to a price list or competitive contract under authority
of this chapter with proceeds from other intrastate
telecommunications services not so exempted or made subject to a
price list or competitive contract. Similarly, proceeds from intrastate
telecommunications services which are exempted from regulation or
offered pursuant to a price list or competitive contract as authorized
by this chapter may not subsidize other intrastate telecommunications
services not so exempted or made subject to a price list or
competitive contract.”

            Code of Federal Regulations 47 USC 254(k) provides:
 
“Subsidy of Competitive Services Prohibited: A telecommunications
carrier may not use services that are not competitive to subsidize
services that are subject to competition. The Commission, with
respect to interstate services, and the States, with respect to intrastate
services, shall establish guidelines to ensure that services included in
the definition of universal service bear no more than a reasonable
share of the joint and common costs of facilities used to provide those
services.”

 

Q.       How does this impact the Company’s request for USF funding?

A.        Utah Administrative Code, Rule 746-360-6 A 1 provides that “Each telecommunications
corporation receiving support shall use that support only to provide basic
telecommunications service and any other service or purposes approved by the
Commission.” In effect, the Company used *** of its capital to support its unregulated
wireless subsidiary rather than retain those funds to provide basic telecommunications
services. Arguably, had the Company not diverted its precious capital to its unregulated
wireless subsidiary, it would not be in the dire financial condition which it argues justifies
its application for $7.2 Million in USF support. With this application it effectively seeks
to replenish that diverted capital from the USF which is not a proper use of these funds.

Q.       Do you have any recommendations to the Commission regarding the Company’s
diversion of funds to its unregulated subsidiary?

A.        Yes. The Commission should order that the Company may not make any loans, equity
infusions or any other expenditures to its downstream affiliates and/or subsidiaries, either
directly or indirectly, in excess of $100,000 in any given year without first requesting and
receiving approval from the Commission for any such downstream investment and/or
loan in accordance with Utah Code Section 54-4-26.

Patronage Refund:

Q.       Is the Company proposing to pay patronage refunds?

A.        Yes. ****************************************************************

****************************************************************************** ********************************************************************************************************************************

Q.       How are the payment of patronage refunds determined?

A.        Typically, patronage refunds are returned to patrons out of earnings in a ratio that each
members’ patronage bears to the revenues that contribute to such earnings.

Q.       How are patronage refunds regulated, if at all, by law or otherwise?

A.        As a non-agricultural cooperative organized under the applicable Utah Statutes, the
payment of patronage refunds are governed by the cooperative’s by-laws. Article VIII of
UBTA Communications Amended By-Laws and Amended Articles of Incorporation
govern the Non-Profit Operation of the cooperative and contains the following relevant
provisions.
 
Section 8.1 provides that:

“The Cooperative shall at all times be operated on a cooperative non-profit basis for the mutual benefit of its members. No interest or
dividends shall be paid or payable by the Cooperative on any capital
furnished by its members.” [Emphasis added.]
 

This section is highly relevant to the Division’s position, discussed at length by Division

Witness, George Compton, that the hypothetical capital structure proposed by the
Company in this case is wholly inappropriate. The members do not expect nor, pursuant
to the Cooperative’s By Laws, are they entitled to any interest or dividends on their
capital.

            Section 8.2 provides:

“In the furnishing of services, the Cooperative’s operations shall be
so conducted that all members will through their patronage furnish
capital for the Cooperative. In order to induce patronage and to
insure that the Cooperative will be operated on a non-profit basis, the
Cooperative is obligated to account on a patronage basis to all its
members for all amounts received and receivable from the furnishing
of services in excess of operating costs and expenses properly
chargeable against the furnishing of such services. All such amounts
in excess of operating costs and expenses for services at the moment
of receipt by the Cooperative are received with the understanding
that they are furnished by the members as capital. The books and
records of the Cooperative shall be set up and kept in such manner
that at the end of each fiscal year the amount of capital, if any, so
furnished by
each member for services is clearly reflected and
credited in an appropriate record to the capital account of each
member, and the Cooperative shall within a reasonable time after the
close of the fiscal year notify each member of the amount of capital
so credited to his account; provided that individual notice of such
amounts furnished by each member shall not be required if the
Cooperative notified all members of the aggregate amount of such
excess from services and provides a clear explanation of how each
member may compute and determine the specific amounts of capital
so credited to the member’s account. All such amounts credited shall
have the same status as though it had been paid to the member in
cash in pursuance of a legal obligation to do so and the member had
then furnished the Cooperative corresponding amounts of capital.
[Emphasis added.]
All other non-operating margins, except those derived from
furnishing goods and services other than telecommunications and
information services, shall, insofar as permitted by law, be used to
offset any losses during the current or any prior fiscal year and, to the
extent not needed for that purpose, either:
(1) Allocated to its members on a patronage basis and any
amount so allocated shall be included as part of the capital to be
allocated to the accounts of the members in an equitable manner as
approved by the Board, or
(2) Used to establish and maintain on or more nonoperating
margin reserves not assigned to patrons or members prior to
dissolution of the Cooperative.”

            Section 8.3 provides:

“In the event of dissolution or liquidation of the Cooperative, after all
outstanding indebtedness of the Cooperative shall have been paid, the
outstanding capital credits shall be retired without priority on a pro
rata basis before any payments are made on account of property rights
of members. If, at any time prior to the dissolution or liquidation, the
Board shall determine that the financial condition of the Cooperative
will not be impaired thereby, the capital then credited to members’
accounts may be retired in full or in part. All such allocations and
retirements of capital shall be made by such method or basis, in such
order and with such priority as the Board of Directors, in its
discretion, determines to be in the best interest of the Co-op and its
members. [Emphasis added.]
 

Q.       Based upon your review of the Company’s By-Laws is the Company permitted to pay patronage dividends?

A.        No. As can be seen by the relevant sections quoted above, the Company’s By-Laws
contain no provision for the payment of patronage refunds. All of the amounts in excess
of operating costs and expenses are treated as though it was distributed to the members
who then immediately contributed the amounts back to the Cooperative as capital with no
actual exchange of cash ever taking place. Additionally, my review of the entire By-Laws
attached hereto as DPU Exhibit 11.5 reveals that patronage refunds are not authorized by
any other section of the By-Laws.

Q.       If they cannot receive patronage refunds are the members ever entitled to receive a
repayment or other distribution of their capital credits?

A.        Yes. Section 8.3 quoted above provides for the retirement of capital credits upon
dissolution or liquidation.

Q.       Is dissolution or liquidation of the Co-Op the only way that the members will ever
receive their capital credits in cash?

A.        No. Section 8.3 also permits the retirement of capital credits prior to liquidation or
dissolution, provided that “the Board shall determine that the financial condition of the
Cooperative will not be impaired thereby, the capital then credited to members’ accounts
may be retired in full or in part.” [Emphasis added.]

Q.       How would such a retirement of capital credits be determined?

A.        Once again, Section 8.3 of the By-Laws governs. “All such allocations and retirements of
capital shall be made by such method or basis, in such amounts and with such priority as
the Board of Directors, in its discretion, determines to be in the best interests of the Co-Op and its members.

Q.       What then is the standard for capital retirements?

A.        While the Board has considerable discretion, under the affirmative duty imposed upon it
by Section 8.3 of the By-Laws it can only retire capital credits when the “financial
condition of the Cooperative will not be impaired thereby.”


Q.       Does this distribution of “patronage refunds” impair the financial condition of the
Cooperative?

A.        Yes. The distribution of ******* to the members, after giving effect of the diversion
*********** of its capital surplus to its unregulated wireless subsidiary, depletes almost
entirely the remaining Retained Earnings of the Company. As of December 31, 2004 the
Company had ************ in retained earnings.
 
After deduction of the ***********
converted to “equity” in its already wholly owned, non-regulated wireless subsidiary and
the “patronage refund” of *******, there remains only ********* in retained earnings
that has not been effectively disposed of. Meanwhile, primarily at the expense of the
regulated Company, the unregulated wireless subsidiary now enjoys new found equity in
excess of *********. At the same time the Company was in violation of their loan
covenants due to the low level of equity on their balance sheet as discussed by Division
Witness, Wesley Huntsman.

Q.       How does the Company determine which capital credits to retire?

A.        Once again, the Board has considerable discretion. “The allocations and retirements of
retirements of capital shall be made by such method or basis, in such priority as the Board
of Directors, in its discretion, determines to be in the best interest of the Co-Op and its
members.” 
The key here is that any such allocation method must be “in the best
interests of the Co-Op and its members.”

Q.       Has the Company met the best interests test imposed upon the Board by the Co-Op’s By-Laws?

A.        No. Given the recent dissipation of the Company’s capital by conversion of the loan to
its non-regulated equity, its current default in the several loan conditions imposed on the
Company by the CoBank loans, and the Company’s admitted inability to “meet the
requirements for new capital projects”
 
any distribution at all to its members is hardly in
the Co-Op’s best interests.

Q.       Do the patronage refunds proposed by the Board meet the standards for a proper
refund of capital credits?

A.        In my opinion, definitely not. The financial condition of the Company does not warrant
any refund of capital credits. Neither does it appear that such a refund (the method of
which is unknown since the Company objected to and refused to respond to DPU Data
Request 3.23) is in the best interests of either the Co-Op or its members. As discussed
more fully by Division Witness, Wesley Huntsman, the Company is currently in default
of numerous financial conditions of its loans from CoBank.

Q.       What should the Commission do about these patronage refunds?

A.        If not yet paid, the Commission should order that no such patronage refund be paid since
the Company’s By-Laws do not permit such a distribution. Neither should a retirement of
capital credits be permitted based upon the impairment of the Company’s financial
condition standard imposed by the Company’s By-Laws.

Q.       What should the Commission do about the retirement of Capital Credits?

A.        Once again, the Commission should order that no retirement of capital credits shall be
permitted unless and until the Company has cured all of its loan defaults and has met all
conditions imposed by its lenders with respect to its equity requirements. Additionally,
no further capital credit retirements should be permitted without express application to,
and approval by, the Commission of the payment of any such capital retirements so long
as the Company is receiving any support funds from the USF.

In-Kind Contribution:

Q.       Did the Company propose to make charitable contributions that were not fully
disclosed in its application?

A.        Yes. ******************************************************************

**********************************************************************
***********************************************************

Q.       Are contributions allowed in rate making?

A.        No. The commission has ruled on numerous occasions that charitable contributions are
not to be bourne by rate payers and must be a below the line deduction chargeable to the
equity holders.

Q.       Are you proposing any adjustment for this undisclosed charitable contribution?
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A.        Yes. I have prepared and presented an downward adjustment to plant specific operations
in the amount of ******* before application of the State Allocation Factor of 0.682845.

Q.       Why did you choose plant specific operations as the place for this downward
adjustment?

A.        ************************************************************************
**************************************************************************************, it seems most appropriate that the types of resources used would be most similar to the resources the Company would employ in plant specific operations. I should point out that although materials are cited among the in-kind contributions, I have chosen not to make any adjustment to rate base materials and assume the Commission
will admonish the Company to assure that all such materials donated to the Roosevelt
*********** project are properly accounted for as a contribution when they are used in
that project.

Unclaimed Capital Credits:

Q.       Why do you believe that the Company has failed to comply with the statutory
requirements concerning unclaimed capital credits?

A.        Utah Revised Code Section 54-3-26 provides:

“Each electric and telephone cooperative shall: (1) retain capital
credits given to customers of electric and telephone cooperatives in
this state that remain unclaimed for a period of three years after the
end [sic] the year in with the credit is given; (2) use the monies
retained solely to: (a) assist low-income persons to pay their utility
bills; and (b) provide scholarships to local graduating high school
seniors; (3) establish guidelines based on factors such as income or
special needs to determine persons who qualify; and (4) submit copies
annually to the Public Service Commission of (a) the Cooperatives
guidelines; and (b) amounts and disposition of retained capital credits
by individual recipients.”
 

During our on site audit, I requested copies of the Company’s guidelines and annual
reports to the Commission. The Company was unable to produce any such guidelines or
reports and I was led to believe by Karl Searle comments that, in fact, such guidelines and
reports did not exist. DPU Data Request 3.24 requested copies of all documents that
detailed and supported the Company’s compliance with the aforementioned statute. The
Company objected to the request and failed to respond thereto. After investigation I was
informed by Commission staff that no such annual reports have been filed with the
Commission by the Company as required by the Statute.

Q.       Why do you believe it is important to point this out?

A.        This is essentially an unfunded liability which affects the Company’s financial condition. As of December 31, 2004 the Company’s equity accounts reflect balances of *******

            ********************************************************************

********************************************************************
************************************************************* The total of
these two accounts is *********** which may only be expended in accordance with the
aforementioned statute. In effect these are trust funds which may not be used by the
Cooperative for any other purpose other than that dictated by the statute. If you consider
these amounts in the calculus involved above in my discussion of the Company’s
impairment of its capital in connection with the proposed “patronage refunds” the
Company’s remaining available retained earnings enters negative territory in the amount
of ******************************************

Q.       What do you propose that the Commission do about this?

A.        I believe the Commission should order the Company to fully comply with the statute and
bring all required reports up to date. Depending upon the information contained in these
reports, the Commission may also want to order the Company to segregate funds
sufficient to meet its obligations under the statute given the lack of management control
evidenced in this case as more fully discussed by other Division Witnesses.

Q.       Does this conclude your testimony?

A.        Yes.
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