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On January 11, 1993, the Commission ordered Brandenburg

Telephone Company, Inc. ("Brandenburg") to file comments stating

the reasons why it should not lower its rates to earn no more than

its authorized rate of return of 12.5 percent on equity capital and

10.08 percent on net investment. On May 4, 1993, the Commission

ordered Brandenburg to respond to Commission data request items

related to Brandenburg's comments which were filed March 31, 1993.
Brandenburg's responses were filed July 7, 1993.

Accordingly, the Commission finds the following are issues to

be resolved in this proceeding".

1. Whether it is appropriate to recognize some revenue

growth to bring test year revenues to an end of period level, given

that local service and access revenues have increased every year

during the period 1989 through 1992 and for the first quarter of

1993 annualized.

2. Whether concession service should be borne by the

stockholders and not the ratepayers of Brandenburg and whether the

concession service should be imputed to local service revenues to

recognize that it is the stockholders'esponsibility.



3. Whether advertising expenditures of Brandenburg conform

to the reguirements set forth in 807 EAR 5:016 which outlines the

criteria for including advertising expenditures in rates.
4. Whether director's fees paid to officers of Brandenburg

who also draw salaries should be disallowed in determining rates.
5. Whether legal and accounting expenses associated with

rate case proceedings should be amortized over a time frame which

approximates the interval between rate investigations.

6. Whether non-recurring, one time expenditures should be

considered in setting rates.
7. Whether Brandenburg's pro forms wage increase of 8297,914

effective October 28, 1992 is reasonable. Specifically, whether

this wage increase of approximately 10.3 percent is reasonable

given a Value Line estimate that the average compensation per hour

for non-farm labor would increase 4.26 percent for the period 1993-

1997. (March 26, 1993 Exhibit by Value Line at p. 9489.)
8. Whether speculative additions to telephone plant should

be included in Brandenburg's rate base at this time.

9. The anticipated construction time table for a new central

office.
10. Whether investments made in rural telephone bank stock

are sufficiently related to the provision of Brandenburg's service

to subscribers to be included in the rate base.

11. Whether it is reasonable to average "material and

supplies" and "prepaids" included in the net investment rate base

to recognize monthly fluctuations in these accounts and thereby



avoid including an amount that may not be representative of
Brandenburg's average investment during the test period.

12. The appropriate rate changes to implement any revenue

adjustments ordered by the Commission.

13. The appropriate capital structure and cost of individual

components including long-term debt, short-term debt, and the cost
of equity.

14. Whether Brandenburg's capital components should vary

siqnificantly from the industry averages as found in an article of

the April 1993 edition of Value Line which charted the composite

capital structure for the telecommunications industry for 1989

through 1998, showing that the equity component was 45 percent for

1992 and estimated it to be 44 percent for 1993, 43.5 percent for

1994, and 39.5 percent for the period to 1998. Brandenburg's Form

T for 1992 reflects a capital structure consisting of approximately

71 percent equity and 29 percent debt*

15. Whether this Commission could reasonably implement

reductions for Brandenburg similar to those discussed in a

management audit report and Pennsylvania Public Utility Commission

("PPUC") Order for a telephone company in Pennsylvania, North

Pittsburgh Telephone Company. A copy of the relevant portions of

the management audit report and PPUC Order are attached hereto and

incorporated herein.'

copy of the entire management audit report is available for
inspection at the Kentucky Public Service Commission's
offices.



IT IS THEREFORE ORDERED that:
1. Brandenburq shall, within 20 days from the date of this

Order, provide the names and gualifications of witnesses to address

each of the issues enumerated above.

2. Brandenburg shall appear at a hearing scheduled on

September 29, 1993, at 10:00 a.m., Eastern Daylight Time, in

Hearing Room 1 of the Commission's offices at 730 Schenkel Lane,

Frankfort, Kentucky.

3. Brandenburg shall give notice of the hearing in

accordance with the provisions set out in 807 KAR 5:011, Section

8(5).
4. Any reguest for an informal conference shall be made in

writing and filed within 20 days of the date of this Order.

5. Any request to reschedule the hearing is to be made in

writing and filed at least two business days prior to the date of

the scheduled hearing.

Done at Frankfort, Kentucky, this 18th day of August, 1993.

PUBLIC SERVICE COHNISSION

For the Commission

ATTEST

Executive Director
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Petition of North Pittsburgh Telephone
Company, Off ioe of Consumer Advocate and
ATBT ccemnmications of. pennsylvania< Inc.,
Reguesting Special Permission to Pile
Tariff Bupylements For Rate Reduction on
Less than Statutory Notice

R-912138

BY THE CCWKZSBZONa

la& v watts'afore As prsns4 sr% nn

On November 19, 1991, North Pittsburgh Telephone
company ( "North pittsburgh'r "company" ), the office of
Consumer Advocate ( "OCA" ) and ATa T Communications oi
Pennsylvania ( "ATILT" ), hezeinaf ter referred to as "Joint
Petitioners", iiled a Joint petition for Rate Reduction
reguesting special permission for Nozth Pittsbuzgh Telephone
Company to file, or cause to be filed, tariff supplements to
North pittsburgh's Iocal Tariff-Telephone pa. p.o.C. No* ll<
the Iennsylvania 'elephone Association' Toll Tariff-
Tslayhone pa. p.Q,C. No. 10, and the pennsylvania Teleyhone
Association's Access Tariff-Telephone Pa. P.U.C. No. 9c
providing for rate reduotions resulting in a net, annual
revenue decrease oi ayproximately 01,447~000, to become
~ffective on loss than ststutorF notice, on January li 1992.
On November 22, 1991< the Office of Small Business Advocate
filed a Statement In Suppcr0 of Jcint petiticn FOZ Rate
Reduction.



3Q ~ 33 QftafPM PUC OSA

Under the Joint petition, all customer classes will
receive substantial rate decreases zesulting in approximately
the same percent reduction in revenue (about 9.5%) which will
enable all customers to benefit uniformly from the proposed
«avenue reduction. A breakdown of the change in annual
revenue by service classification is summaziaed belows

'HARQE ZH
awstllT. wvls Aanv assa

Y~AT. Awsvlnsa

ResidencsI
Basic Dial Tone Zine
Custom Calling

Rss. Subtotal

Business 1
Basic Dial Tone Line
Custom Calling

Bus ~ Subtotal

Total - Local
ts $IWItFYCA e

(8209,464)
(899I798)

143nv.~ael

( 8131,380)
( 825g050)

(8156g430)
IA44a Ass>

9 '8%

9.284

'Total - ZntzaLATA
Toll Service,

ant»sa 'Smm'mac

ZntraLATA CCLC
ZnterLATA CCLC

Total - Access

(8155~694)

(8575 288)
(8250g600)

AQA.AAA\

I ~ 81%

F 55%
9.64%

gRARD TDTAL RATR RsuuI.zlQR (Al .44v. 074'I

The Joint Petition includes a stay-out provision
whereby Mczth Pittsburgh vill not file a general rate
increase for a two year period, prior to Januazy 1, 1994,
with the exception of any futuze proceedings which would
zesult in mandatory rate changes due to legislative,
regulatory, tax or accounting changes not already implemented
as of the date of the filing of the Joint Petition.

Zn addition, ATILT has agreed in the Joint petition to
of9ez its Reach Out Pennsylvania intezLATA toll discount
service to North Pittsburgh's subscribers on the condition
that ths prpposed interLATA Carrier Common Line Charge is
approved on a "per access line pez month basis" ~
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we aze in agreemant with the Joint petitioner's and the
Offios of Small business hdvooate' oomsents that the
proposed Joint Petition «ill save the utility (and ultimatelyits customers) as well as Che Commission and the public
advocates the oonsidezahle expense that would be involved in
litigation over the zeus lenses of North Pittsburgh'
currant rates, The methodo).os of reduoinS rates, as
yroposed in the Joint Petition, Ls Ln 'aocozdanoe with our
zeasonin(( Chat all classes of oustomer ~ should benef it
unifozmlP from the proposed revenue reduotion. Therefore, we
shall Szant, the yzoyosed Joint Petition to the sntant
oontainecl Ln the y of this Opinion and Ozder.

'Ossian Tv nTRWIRAYA«

North Pittsburgh Telephone Cceyany' last general
rate increase beoame effeotive Oatobsr 1, 1S69. SLnoe
that time subsoriber growth and daolinin(( oapital oosts
have benefitted the C~'s eazninSs. The OOk beoame
oonoarned that North Pittsburgh has bean exyezisncinS
eazuinSs whioh exoeeded a reasonable rate of return on
cammon egad.ty, Zn order to avoid oostly litiSation, the
ocn and nTBT «yproaohsd North pictsbuzsh foz che puzyoss
of amicable'eyotiatinS the terms and oonclitions foz a
voluntarg zat ~ reduotion for North Pit tsburSh Telephone
Company' oustomers .

B ~ TNRNS BND CONDZTZONS OP JOZNT BRTTLERNNT PNTZTZON

The Joint Pe'CLCLoners aze zslzues till/ thclt 'the
Commission approve snd adopt the terms an4 oonditions of
Chs proposed Joint petition seeking annual intrastate rate
zsduotions Ln the amount of Sl,ii'V,213, without
modifioation, Speoifioally, the Joint petitioners aze
zelp1estin(( approval of the folio«in(( tenne and oondicionsl
1 ~ Grant permission for the fLiiny of ths folio«inc

tarL ff supplements I

(a) A Icosi Servioe Tariff 'Supplement to North
PLC tsburph' Looal Tarif N-Telephone Pa.
P.U.O. No. 11, as oontsinad Ln hppendix k
of Cha Joint POCLCiclnc whLoh oontaL11s zdCe
rsduotions for 1

(1) business and residenoe basic
monthly looai sezvioe rates) aude
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(2) various optional custom ceiling
service rates (Call Waiting r Call
Porwazdiny, 3-Na)t Calling, Syead
Ceiling and Xdenta Ring
Services).

These proposed rate reductions will result
in annual local revenue reductions of
$340,644 and $124,94S, respectively, for a
total annual local service revenue
reduotion of $465,692.

(b) A Toll . Taxif f Supplement to the
Pennsylvania Teleyhone Association's Toll
Tazif f-Telephone Pa. P.XL.C. No. 10< as
contained in Appendix S of the Joint
Petiticcl, Which contains rate reductions to
North

Pittsburgh�'s

intrsXATA toll rates g

resulting in an annual toll revenue
reduction Of $15$ ,694.

(c) An Access cllarge tarif f supy3emant to 'the
Pennsylvania Telephone Assoc%ation's Access

Tariff

f Telephone Pa. P,Q.C, No. 9 i as
contained in Appendix

' of the Joint
Petition, which .contains rate reductions
foz the xntzsxA3% and 'XnterXdLTA Carrier
Common Iine Charge ("CCLC") foz local
azohange companies and interezchange
compan1es < respectively, resulting iu an
annlla1 access revenue 'eduction of
SSSS,SSS. Xn addition, the XntezIATA CCXC
will be modified to, apply from .a "per
minute of use" basis to a "yez access line
yaz month" basis, whezeuycn ATa T also
agrees to offer its Reach Out Penna@i.vania
discounted 1nterxAIA toll plan to North
P~ittsbuzgh' oustomezs ~

2, Xf the terms of the Joint petition are approved,
North Pittsburgh will not, file a general rate
increase prior to JanuarF 1, 1994 ~ The Company also
will not seek any increases in its interxATA access
rates oz basic local exchange service rates prior to
January 1, 1994, with the ezception of any future
pre ceeclings resulting in mandatory zate changesresulting fzcm leyisiaQ.ve, regulator)L', tax or
account c es not already implemented as cf the
date of the filiny of the Joint petition. Also, the
OSA and ATaT agree not to .initiate a pzoceediny
against Nozth Pittsburyh yrior to Janus', 1994.
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3. Worth Pittsburgh requests that ths Caned.salon state
any order approving this Joint Battlement that

the Commission ri11 not initiate a yroasedinq prior
to January 1, 1994 which seeks a reduction ln North
Pittsburgh' Jurisdictional rates ~

ln addition to. tho above terms and conditions, ths
Joint petitioners have included the followihq etandardiesd
verbiage in tho Joint petitions

This Petition ls, conditioned upan ths
Commission's ayyzova1 without modifLcatian or
amendment. The Joint Petitioners aqrse that
this Agreement shall have no farce az effect
unless aocoptod and adopted Ln its entlzoty by
tho Cammisslon, except that this paragraph
shall be effective regardless af whether the
Petition ls ayprovsd snd adopted by tho
Commission. Any party may withdraw from this
petition if tho commyisslon doss not ayyravs
all of the terms and oondltlons thereof, If
the Cammisslan disapprovee any yaztlon of ths
Petition or modL fLes any term or provision
thereof, a Petitioner, Ln order ta withdraw
from ths Aqrssmsnt > must fils with ths
CammLsslon, and sarv ~ upon «ll parties, a
statement, that suah Petitioner ls withdrawing
from the Petition within live (9) business
days after the Commission enters an crdsr
re]satiny or modifying any term oz condition
thereof .
We believe that all of the above terms ar~

reasonable, with ths exaeytion of the condition contained
in paraqzayh 3, above, which requests "that the Commission
stats in any order ayyrovinq this settlemsnt that the
Commission will not initiate a yzaaesdinq yrlor to January1, 1994, which seeks a zeduotian ln the RPTC
furLediatlonal rates. " Xn auz oyinlon, lt would be a
dereliction af our statutory responsibility lf we were to
attempt to relinquish aur authority ta Ln*tiats a future
proceeding aqalnst a jurisdictional tsleyhans company,
The grantin9 of this request may cause future
comylioations and make lt dLffloult for the Ccaamlsslon to
aat on specific issues which may involve rate reductions
for North PLttsburqh Telephone Comyany, Therefore, we
shall orant all of the terms of the Joint petition with
ths exception of the third request stated above.



CD PROPOSED RATE RBDVCTXONS

A brief cU.scussian oi the pzoyosod rate zeciuations
ws vill allow foz each service classification followsc

?her% 1 4Pftc t4 alltSS

All residential and business customers will
sxysrisncs rats reductions in theix'onthly local dial
tons line rates undec ths Jaint Petition. All residential
one-party rates w111 bs reduced by $0.50 psr month and all
business ans-party rates will be reduced by $1.00 yor
month. Rates far all other grades of service (1.~.
residence hnd business Two-party, Pour-party, multi-party,
Rotary and PBZ Trunhs, Semi-Public and COCOT) will also bs
reduced by an amount in ths xange oi $0,20 to $1.50 por
monxh dspsncLing uyon tho service.

xn addition, the Joint petition calls far eats
rscLuctiano for some of ths optional austom calling
servioes (1.s. Call wa1ting, Call Parwarding 3 Way
Calling, Paa3cage Plan, 8-Cods Syeed Calling, 30 Cade Speed
Calling ancL Xdsnta Ring Service >/) . Ths Comyany is
yraposing that those serv1aos bo decreased by 33o whioh
will result in rats reductions ranging bstwoon $1.00 to
$4,00 psr month, doysnding uyon the sszviae.

We believe that ths prapossd reductions to local
service zatss are ~easonable. Xt. is hoped that the
proposecL rate reductions ta the optional austam oalling
ssxviass will increase ths penetration of subscribers to
those auotam calling services.

Mssaana wn11 aoruiaa %alas

Ths Joint petition also contains revisions ta North
Pittsburgh' intraLaTA toll sorviae xatss. These
revisions will result in xats increases and decreases in
tho toll rate mileage bancLs, These revisions were
developed by xeduaing ths Daytime additional minute x'ates
by $0.01 in the .first twa mileage rats bands, and altering
tho existing toll zats design so that ths Evening and
Right/Weekend rates will ho listed as rates rounded to tho
noazost penny zathsz than basing them on a disoauntod
percentage of Daytime toll rates as they azo presently
rated under the existing tariff . This altsxation to toll
xatss will essentially maintain ths existing 35% and 60%

A/ Xdsnta R1ng Sszv1cs is presently offored on a non-
tazif fsd tx'ial service basis iar Worth Pittsburgh'
austdxaszs, The company is establishing regulationsassoc1atsd w1th xdanta Ring servios in this petition
and is propasing reduced rates fox existing Xdsnta Ring
subscribers'
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discounts for Rvening and Nightlwsekend rates,
resyectively. Eo«ever, dus to tho rounding to the nearest
yenny, some rate mileage bands will have rates'increased
and some will have rates decreased by a fraation of a cent.

,which will result in an overall annual revenue zscluation
of appzox1matoly 9l55>994.

lanaaa aha>man

Ths Joint Zetitian also cc>ntains rate reductions to
access charges so that intezexchange carriers (i.s. ATf T>
RCZ> U8 Sprint> eta.) and local exohangs telephone
companies wi11 also benefit from the North Pittsburgh>s
revenue reduction.

8pocifically> ths Joint Petition proposes reductions
to the intsrzATA and intrazATA carrier common Line Charges
("CCLC") ~ Tho intraZATA CCL will. bs reduced from 90 ~ 0471
sr minute of uss to 90.0426 por minute of uso. Ths
ntszZATA CCL «ill bo reduced and changed izom a psr

minute of uss bas1s to a ilat rate psr aaaess line ysz
month basis> from $0.0471, por originating minute of uss
and 90.0367 por tezaknatkng minute of use, to 92.49 psr
access line yar month.

Alsa, it is important to note that North
Pittsburgh' customer ~ wil'1 bs abls to save additionally
on their intarZATh toll calls since AT!T has agreed to
offer its optional toll disoount plan entitled "Rsaah Out
Pennsylvania" upon ayproval oi the intezLATA CCLC
reduction. We shall oxpeat ATa T ta fi.lo a tarf ff
suyplsmant «hiah implements this agreement within ton (10)
days of the date oi entry of this Opinian snd Order.

Dos>>I 7TT C>«>AT.>>X'>hl>

Our review encl analysis oi tho Joint Potition indicatethat it doss not generally apysaz to bo unjust, unreasonable,
or contrary to ths yublic interest, As a result> we shall
grant th» Joint Petition> to ths extent, contained in this
Opinion and Order. Ec»>ever, this does not constitute a
dotszminat ion that tho Joint petition is reasonable or
prudent foz the yuryoses of determining gust and reasonablerates kn any future proceeding. Furthermore, the granting ofthis Joint petition is haze+ made sub]oat to subso>Zuent
audit and review) sos>>IDORR>

IT XS ORDRRRDs

1. That tho Joint petition filed by North pittsburgh
Telephone company> tho office of consumer Advocate, and ATCT
Communications of Pennsylvania on November 15> 1991>
providing for rote reductions resulting in an annual revenue



decrease of approximately 91,447,000, to beooms effective on
lees than statutory notice, on January 1, 1993 be, and hereby
ia granted, in part, to the extent oontainsd in ths body of
this Opinion and Order.

That within tsn {10) days after ths dats of entry cf
thia Opinion and Order, North pittaburyh Telephone Company
shall flie, or oauee to be filed, tarif f aupplementa ~ in
accordance with the Joint petition', to become effeotivs upon
at least one day'a notice.

3. That within tsn (10) days after the date of entry of
this Opinion and order, ATaT communications of pennsylvania
~hall file a tarii'f supplement which extends ite "Reaoh Out
Pennsylvania" toll discount calling plan to North Pittabur((h
Telephone Company' customers, to beoome effective upon at
least one day'a notice.

4. That a copy of this Opinion and Order bs served upon
North pit trburgh Telephone company, ATAT c~cationa of
Pennay1vania, the Office of Consumer Advocate, and the Offioe
cf Email Eueinsea Advocate ~

. ET TNE CONNXBSIONi

(EERI)

ch
Secretary

ORDER ADOPTEDs Deoember 19i 1991
ORDER ENTERED> December 20, 1991
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VII - FINANCE

A - BACKGROUND AND PERSPECTIVE

Prior to 1978, NPTC's capitalization consisted of a minority interest ($800,000 of 4
1/2 percent cumulative preferred stock issued in the late 1940's), common stock (none of
which has been offered since 1968), and long-term debt that was furnished by Penn Mutual
Life Insurance Company through a private placement. The Penn Mutual-furnished debt
imposed covenants that restricted NPTC's financial flexibility and hampered the Company's
ability to assume additional debt, As a result, the Company explored the possibility of
securing Rural Electrification Administration (REA) financing. The Company was
successful in obtaining a REA loan commitment through the Rural Telephone Bank and
used it to replace the private placement through Penn Mutual. NFTC has relied exclusively
on REA financing (and internally generated funds) ever since. The REA financing is at
extremely advantageous interest rates —6 1/2 percent although Rural Telephone Bank
investment requirements nudge the effective interest rate up to about 6.85 percent. It has
enabled NPTC to completely modernize its entire telephone network, By 1987, NPTC
exhausted the remaining unborrowed funds available to NPTC from the Rural Telephone
Bank under currently approved loans. These funds were not fully required to fund NPTC's
construction program because of positive cash flow resulting from strong earnings and
changes (accelerations) in NPTC's depreciation practices. This aggressive use of long-term
debt coupled with strong cash flow has created NFI'C's holding of over $13 million in
marketable securities by the end of 1987.

The diagnostic review indicated that NFI'C is earning actual rates of return on equity
(25 to 30 percent) that far exceed those achieved by most of the telecommunications
industry and rates that are much higher than those granted to other telecommunication
carriers in recent rate cases. This range of rate of return numbers reflects total rate of
return for both state and interstate operations. Allowed rates of return on equity in the 13.5
to 15.5 percent range have been typical in the last several years. Actual rates of return on
equity often tend to be several percentage points lower. NPTC's profltability in part stems
from the fact that its service territory is contiguous with important Pittsburgh commercial
centers and hence the Company's business and residential customers have natural social and
economic ties to Pittsburgh. Since none of the telephone calls placed from NPTCs service
territory to Pittsburgh proper are local calls (except for those customers opting for NPTCs
new circle calling plan), NFI'C enjoys an unusually high proportion of toll revenue. In fact,
toll revenue represents approximately 80 percent of NFI'C's total revenue stream.

North Pittsburgh Systems, Inc. was organized as a holding company and merged with
North Pittsburgh Telephone Company on May 31, 1985. The holding company was the
surviving entity and NFI'C became a wholly-owned subsidiary. In the merger, the common
stock of NPTC (par value $3.125 per share) was converted on a share for share basis into
common stock (par value $3.125 per share) of the holding company. NPSI stock was split
5-for-1 on December 11, 1986 and resulted in the current 3.76 million shares outstanding
(par value $,625 per share). While stock splits can effectively reduce the cost of acquiring
a round lot (typically 100 or 500 shares) and therefore potentially attract smaller investors,



stock splits gLI0 tend to obluscate earnings per share growth over an extended period of
time. This is true of NPTC and NPSI earnings since the stock split. Thc holding company
arrangement also no longer reveals stock ownership to the Pennsylvania Public Utility
Commission. The Form M requires operating companies to list their top 30 shareholders.
With the holding company structure, however, NPTC merely reports to the Commission that
its shareholder is North Pittsburgh Systems, Inc. (100 percent ownership), In 1984 the top
30 shareholders held nearly 30 percent of the outstanding shares.

The creation of the holding company added separation between regulated and
unregulated businesses. It also obscures the true profitability of NPTC. As a whollywwned
subsidiary of North Pittsburgh Systems, Inc., NPTC pays cash dividends to the holding
company. The holding company (NPSI), in turn, pays cash dividends to the common
shareholders. Not all of the cash dividends paid by NPTC to NPSI are passed on to thc
shareholders of NPSI. Exhibit VII-1 shows this process for the years that NPSI has been
in existence (1985-1987). The net effect is to effectively transfer cash from the regulated
entity (NFfC) to the unregulated entity (NPSI) and its unregulated whollywwned subsidiary
(Ffi). This process has already transferred nearly $5 million to NPSI in only three years.
The determination as to whether or not any or all of these funds should have benefitted
NPTC's ratepayers (which they didn't because of the transfer) or the NPSI shareholders
(which they did) was beyond the scope of the diagnostic review.

The methodology used to conduct the diagnostic review of the NFPC financial
function and practices is summarized below. It consisted of reviews of:

.~ NFI'C's existing capital structure and the Company's choice of financial
instruments (both debt and equity) in view of available alternatives. The relative
conservativeness (or aggressiveness) of NFfC's financial strategy was also
examined in light of NFI'C's (and perhaps more subtly NPSI's) business strategy.'

.o NPTCs historicai cash flow patterns and projected cash flows in light of planned
capital expenditures. We reviewed NFTCs efforts and long-term plans to
preserve ongoing access to both debt and eqbity capital.'

NFI'C's internal financial controls both organizationally and procedurally.
'v

"~ NPTC's management and control of working capital accounts such as accounts
receivable, accounts payable, and materials and supplies.

1 ~

~o The operations of each of the groups within the NFTC finance organization:.
Cost Accounting, Treasury, General Accounting, Revenue Requirements, Data
Information, and Payroll. Findings related to several of these groups are
contained in Chapter VI.

Vll - 2



PENNSYLVANIA PUBLIC UTILITY COMMISSION
MANAGEMENT AND OPERATIONS STUDY OF
NORTH PITTSBURGH TELEPHONE COMPANY

DIVIDENDS TO HOLDING COMPANY AND COMMON SHAREHOLDER

Dividends Paid By
NP1'C to NPSI

ea
~

ss.ve .aa
I

Retained For
NPSI Use

75.3%

I

Cash Dividends Paid
to NPSi Shareholders

$2 857 600

24.72

I
$939,660

UII5 $3,573.04o
I

99.1%

I
$3.541,920

0.9'8
$31,120

UIIIZ $7,038,400
I

49.2X

L $3.459.200

50'8%
I

$3,5r9,200

$14.408,720 $4.5so.ooo

souross: pApUc Form M, 1987 North p8tsburph systsms, inc, Annual Ropon; scG Analysis

$9.858,720
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B - FINDINGS AND CONCLUSIONS

(1) NPTC's Use Of Rural Electrification Administration Financing Is Annrooriate And
Should Be Continued

The Rural Telephone Bank long-term financing has provided NFI'C with a low-cost,
secure source of debt financing. The 35 year notes (initially set to mature in 2013 but
extended to 2019) have provided NPTC with the necessary funds and financial flexibility to
completely modernize its telephone system. The embedded cost of this debt—
approximately 6.85 percent once the Rural Telephone Bank capital stock investment
requirement is met —is considerably lower than that faced by other telephone companies
without access to REA financing.

Although NFI'C has already exhausted (in 1987) its authorized loan commitment, the
Company is attempting to preserve its access to REA financing. The REA has indicated
that there are no impediments to NFfC's seeking additional loan commitments. In the
interim, internally generated funds appear to be sufficient to satisfy all of NPTC's capital
requirements for at least the next five years. As such, NPTC's external debt financing
requirements over the reasonable financial planning horizon are minimal.

(2) NPTC's Caoital Structure Is Not Conservative Relative To Its Peers

NPTC is more highly leveraged than the typical telecommunications carrier. Exhibit
VII-2 shows the long-term debt to stockholders'quity (common and preferred) ratio of
NPTC relative to a panel of eight other telephone companies with Pennsylvania operations.
Only Brookville Telephone Company (193.0percent) and Contel Telephone Company of
Pennsylvania (129.2percent) were more highly leveraged than North Pittsburgh Telephone
Company (105.1 percent). Most of the other panel members —Denver & Ephrata
Telephone Company; Conestoga Telephone & Telegraph Company; Alltel Pennsylvania,
Inc.; Bell of Pennsylvania; Murraysville Telephone Company and United Telephone of
Pennsylvania had ratios of less than 80 percent. The median ratio of the entire
telecommunication carrier industry is 68 percent.

Looking solely at NFTC's lang-term debt to stockholders'quity ratio is somewhat
deceptive in assessing its financial aggressiveness. The magnitude of marketable securities
on NFf C's balance sheet tends to mitigate the potential risks associated with the Company's
aggressive capital structure. These marketable securities could be used to extinguish a
portion of NFI'C's outstanding long-term debt and therefore bring NFfC*s capital structure
to a more conservative position. Nevertheless, on pure measures, NPTC is highly leveraged.
Higher leverage always entails the assumption of greater financial risk in return for generally
higher returns on equity. Whether or not this higher leverage makes sense given NFTC's
fairly aggressive business strategy is also at question. Companies with aggressive business
strategies often adopt relatively conservative financial suategies so as to provide assurance
of long-term financial soundness. This is not of as much concern in NPTC's case because
of its very large marketable securities holding.
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PANEL COMPARISON - FINANCIAL LEVERAGE
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Source: PAPUC Form IH; SCG Analysis



NPI'C does not articulate a target capital structure. The Company does, however,
perceive itself to be pursuing a very conservative financial strategy. On conventional
measures alone, this is clearly not the case. In fact, were it not for the presence of the
marketable securities and NFI'C*s high profitability SCG would be concerned at NPXC's
aggressiveness in its capital structure.

(3) NPfC's Additional REA Financinus Over The Last Five Years Were Not Reouired
For Construction But Were Beneficial To NPTC and Fsneciallv To NPSI

Exhibit VH-3 shows NPI'C's sources and uses of cash over the last five years (1983
to 1987). Cash flow over the period was more than sufficient to meet all construction
expenditures and even support moderate dividend growth without the additional REA debt
financing obtained pursuant to the 197S loan commitment. Simply summing up the five-
year growth in cash equivalents ($S,010,000 over the 1983 to 1987 period) and comparing
this to the net issuance of additional long-term debt over the same period ($6,160,000)
clearly shows that the additional financings were not needed to fund construction or any
other of NPTC's investments over the period. The funds served primarily to build up
NPTC's large holding of marketable securities and to pay increased and even special cash
dividends to the holding company, NPSL A portion of these dividends were passed along
by NPSI to the shareholders as was shown in Exhibit VH-1. Had NFfC not elected to
assume the additional debt its balance sheet and capital structure would closely resemble
the more conservative nature of its peers (long-term debt to total shareholders'quity ratios
in the 65 to 85 percent range).

Nevertheless, the acquisition of this additional funding has clearly benefited NPIC.
The company has been able to regularly invest its excess funds at interest rates higher than
the 6.85 percent at which it has been able to borrow. It should be noted here that NFfC
has stated that every single dollar obtained from the REA has been invested in property„
plant and equipment. What is not stated is that internally generated funds were sufficient
to fund construction.

The cash dividends paid by NPfC to the holding company (NPSI) have grown rapidly
(38.5percent compound annual rate) over the 1983 to 1987 period. Exhibit VII-1 illustrated
that not all of this cash is reaching the common shareholder. The cash is exiting the
regulated entity and is therefore escaping the scrutiny of the Commission. Exhibits VHA
and VH-5 illustrate the NPI'C dividend growth in two different ways. All dividends are
shown as if the 5-for-1 stock split of 1986 had not occurred so as to not disguise the dividend
growth rate. Exhibit VH-4 shows the actual quarterly (and in 1985 and 1987 the special)
cash dividends paid by NFfC to NPSI. Exhibit VH-5 shows the summary by year. Taken
together, the exhibits illustrate the dramatic growth in dividends paid by NFfC to NPSL
Neither exhibit shows cash dividends paid by NPSI to the common shareholder. It':is
important to observe that large amounts of cash are being transferred to NPSI (an
unregulated entity) and in 1987 in amounts greater than NPTC's net income.
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EXHIBIT

VII'ENNSYLVANIA

PUBUC UTILITY COMMISSION
MANAGEMENT AND OPERATIONS STUDY OF
NORTH PITTSBURGH TELEPHONE COMPANY

NPTC CASH FLOW SCHEDULE

Cash Rows From Ooerstlno Activities

Net Income
Items not requiring cash currently:

4,107 4,825 5,522 4,551

Depreckttlon
Deferred income taxes-net
Change in inventory
Change ln accounts receivable
Change In accounts payable

5,100 4,347 4,565
452 422 31121'28) 22

(297) (512) (3,012)
(FBI}

6,139
1,256
(107)
2,505

7,11'7

85
(t,184}
lk5Kl

Net Cash Provided By Operating Activities 9.235 11,899 6,227 16,796 11,082

Cash Rows From Investlno Activities

Construction Expenditures (Plant Added) (4,110) (5,237) (4,205} (11,605) (5,710)

Other.

Investment In Rural Telephone Bank 142
Shares of Capital Stock of PTI
Pittsburgh SMSA Umlted Partnershlp
Miscellaneous physical property

(1,620) (2,000}
(697) (18) (36) (94)

Net Cash Used By Investing AclMtles (4,122) (7,631) (6,389) (11,576) (5,414)

Cash Rows From Rnanclno ActMtles

Issuance (Retirement of Long-Term-Debt) 1,727 (278) (299) 4,818

Net Increase in Cash and Temporary Cash
Equivalents Prior to DMdends %881

Payment Of DMdends To Shareholders
INPSI After 19841 (LZ5Q

KOK

(LQRQ ~ JXS!91 EQL41

Net Increase In Cash and Temporary Cash
Equivalents After DMdends 5,090 1,999 (4,294) 6,429 (1,214)

Source: PAPUC Form M; SCG Analysis
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QUARTERLY AND SPECIAL DIVIDEND HISTORY
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(4) An Allowed Rate Of Return On Eouitv Has Not Been Established For NFTC And
The Comoanv Has Been Earnina Returns That Are Much Higher Than Industrv
Averages

NPI'C has not had a rate case since 1969. As a result, its local service rates are
among the lowest in the Commonwealth (local service revenue represents about 20 percent
of NPTCs total revenue). The 1969 rate case did not set an allowed rate of return on
equity; it only established a rate of return on rate base which assumed a weighted average
cost of capital (WACC). Hence, an updated allowed rate of return on equity does not exist.

The determination and assessment of NPTC's actual rate of return on equity merits
discussion because two different regulatory jurisdictions are involved. The Pennsylvania
Public Utility Commission's purview extends to local rates and intrastate toll revenue. The
Federal Communications Commission (FCC) regulates NPI'C's interstate toll revenue. The
FCC has set an allowed rate of return on equity of 12 percent. An analysis of the intricacies
surrounding the basis and rationale for these rate of return on equity determinations is
beyond the scope of this study. What is important to observe is that NPTC is overearning
relative to industry norms regardless of the regulatory jurisdiction involved.

The magnitude of NPTC's recent rate of return on equity relative to its peers can be
seen in Exhibit VII-6. SCG examined the requested rates of return on equity in various
telephone rate cases around the United States over the past year and found that NPTC's
actual ROE was considerably higher than usual. The fact that NPI'C is so profitable
explains many of its financial actions over the past several years. It certainly creates
powerful incentives to expense (rather than capitalize) items and to increase depreciation
expense, which is what NPTC has done. It also creates an incentive to move cash as quiddy
as possible to an unregulated entity and to therefore avoid a potential regulatory initiative
to recapture excess profits and return associated savings back to the ratepayer. Whether or
not this should be pursued through a Pennsylvania Public Utility Commission proceeding
or a Federal Communications Commission proceeding is unclear. NPrC's reported rates
of return on equity would suggest that the bulk of the excess earnings are from operations
under FCC jurisdiction.

Potential ratepayer savings associated with NPTC being reduced to a level of typical
telecommunications industry profitability are enormous. Exhibit VII-7 is a simplified pro
forma income statement that we prepared to show the drop in revenue requirements
associated with a return of NPI'C to normal profitability. Revenue requirements drop 183
percent or $5,205 million per year.

Because NPTCs local rates are among the Commonwealth's lowest, SCG believes
that NPTC's toll revenue volume explains its high profitability. To simply assert that the
Company's local rates are low is misleading. It only derives 20 percent of its revenues from
local service. The Company's revenue and profit generator is toll calls.
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REQUESTED RETURN ON EQUITY IN RECENT RATE CASE VS
INDUSTRY IUIEDIAN AND NPTC ACTUAL
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NORTH PITTSBURGH TELEPHONE COMPANY

PRO EORMA OPERATING STATEMENT ASSUMING
INDUSTRY MEDIAhl RETURN ON EQUITY

g%
~ to
0 ~

C

Ooeratlnd Revenue

Less: Operating Expenies

Depreclailon

Earnlnas Befoie Interest arid Taxis

?mid

Less: Gross Receipts
Capital Stock
Other
State Income
Federal income
Investment Tax Credit

Incomi Avelibli For Return

hlorlh Pittsburgh Telephone Company
Operating Statement as of

June 30. 1998 fActusll

$28,)88

10,149

572
315

18
788

3,054

$7,139

Pro Forms Nonh Pittsburgh
Telephone Company OperaSng
Statement as of June 30, 1988
Assumlno 13.8Percern ROE

$22,983

10,149

460
315

16
429

',663

Revenue
Requirement
Dfffsrence

$5,205

$5,205

112

359
1,391
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PRO FORMA OPERATING STATEMENT ASSUMING
INDUSTRY )IIIEDIAN RETURN ON EQUITY

5919k: 1)

2)

3)

Income Available For Return was calculated so as to provkle a 13.8percent return on equity to the common stockholder.

The industry median return on equity was 13.8percent fn 198?according to Forbes magazine In Its January 11, 1988 issue.

Gross Receipts taxes were assumed to remain 2 percent of Operating Revenues.

4) Capital Stock taxes were assumed to stay constant.

5)

6)

7)

8)

9)

Other taxes were assumed to stay constant.
I

State Income taxes were assumed to remain 8.9 percent of Earnings Before Interest and Taxes.

Federal income taxes were assumed to rema)n 26,7 pneicent of hamlngs before Interest and Taxes

Investment Tax Credit was assumed to stay constark.

Operailng Expenses and Depreckttlon do iiot changi

o<
IQ V

sources: IJPTO Data Request i DR 1k, PAPUO foim N Woi)ses, Jaebiry 11.1968.



(5) Internallv Orenerated Funds Will Be Sufficient Tn Satisfv NPTC's Construction
Exnenditures And Other Anticinated Investments Over The Next Five Years

At current profitability levels NPTC will not require external financing over the next
five years. The Company's construction program will not be as extensive now that the
digital conversion effort is nearing completion. Increased depreciation expense has been
contributing to strong positive cash flow. The increase in depreciation expense over the
1984 to 1987 period amounted to $2.77 million per year. A portion of this escalation is
attributable to the early retirement (due primarily to technical obsolescence) of assets that
were replaced during the digital conversion. Another part of the depreciation expense
increase is due to NPTC's shortening of the estimated useful lives of certain classes of
assets. Exhibit VII-8 indicates these trends. It shouid be noted that these trends have been
common throughout the telecommunications industry.

NPTC is in a fairly enviable position with respect to many of its peers with respect
to its overafl financial and strategic position. It already possesses an extremely modern
network that should require fewer resources to maintain than the one it replaced. The
Company's high profitability and shortening of the useful lives of assets {which increases
depreciation expense) have provided and could continue to provide strong positive cash flow.

(6) Internal Control And Managerial Oversight Of Disbursement Are Annrnoriate

All NPTC disbursements require the approval and signature of a Company officer.
Disbursements over $5,000 require two offlcer's signatures and are generally reviewed by
the President as well. The Company Treasurer routinely reviews all major invoices. This
level of attention and separation of approval authority is appropriate and is indicative of
adequate internal control of disbursements.

There is a minor opportunity for improvement with the signature authority {buying
level authority) afforded NP1C's Supply Supervisor, but this issue is discussed in the
Chapter VI.

(7) NFI'C's Investment In The Pittsburgh SMSA Limited Partnershio Continues'To
Consume Cash

NPTC holds a 3,6 percent equity stake in the Pittsburgh SMSA Limited Partnership,
The Partnership's purpose is to provide cellular telephone service to the greater Pittsburgh
metropolitan area. The topography of the Pittsburgh area has presented unanticipated
technical problems (primarily reception-related) and these difficulties have required the
Partnership to install additional equipment.

Thus far, the Partnership (which includes Bell Atlantic and Alltel) has not been a
financial success. The NPTC equity in undistributed net losses of the Partnership was
$190,000 and $117,000 for 1987 and 1986, respectively. Perhaps more significantly, the
Partnership continues to require additional cash. Simply maintaining the 3.6percent stake
required additional NFL capital infusions of $94,000 and $36,000 in 1987 and 1986,
respectively.
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PENNSYLVANIA PUBLIC UTIUTY COMMISSION
MAhlAGEMENT AND OPERATIONS STUDY OF
NORTH PITTSBURGH TELEPHONE COMPANY

DEPRECIATION ANALYSIS

Plant Account

Buildings

Balance on Percent of Total
12/31/86 Depreciable
(in 000'a) Plant 1982

5 3,931 5.97 50 Years

1983 1984 1985 1986
Average Service Life Of Depreciable Plant

1967

30 Years

Central Office
Equipment

25,692 38.5 18 15 Years 10 Years

Station Connections 2,649 4.0 11,76 6.87Years

Psy Stations 406 0.8 16

Pole Lines 3,377 6.1 20

Aerial Cable i4,90k 22,4 30

14

20

Underground Cable 1,263 1.9 35 20

Burled Cable 5,375 B.I 25 20

All Others (Vehicles,
Furniture, Etc,)

TOTALS

8,995

866,590

13.5

100.0E

N/A

Notes: I) ln no instance did NPTC lengthen avcragc service lives.
2) Decreasing average service lives increases depreciation expense,

increases cash flow. and decreases net income,
3) Decreasing average service lives (increasing depreciation expense)

lowers near-term return on equity (ROE).
$) The table only shows service life changes.

Sourc9: PAPUC Form M; SCO Analygis





NPTC's initial and ongoing participation in the Partnership is indicative of NPTC's
strategy to be a full-line provider of telecommunication services. NPTC believes that it
must be able to offer its customers a full array of services to reduce the possibility that a
competitor gains a foothold in NPTC's service territory. SCG believes that this business
strategy is generally sound and therefore believe NFI'C's continuing investments in the
Pittsburgh SMSA Limited Partnership are appropriate subject to some final investment limit
and the reasonable prospect of reaching a break-even point in a certain timeframe.

(8) Use Of Workina Canital Can Be Imornved

NPTC's ability to control the growth of accounts receivable has been affected by the
Commission's Chapter 63. As explained in Chapter VI, SCG believes that signiflcam
opportunities exist to modify existing customer deposit and customer late charge policies
such that overall accounts receivable performance improves.

NFI'C attempts to limit its overall materials and supplies investment (inventory) to
less than $1,000,000. The Company*s ability to achieve this target has been mixed, in part
because inventory control responsibility is too widely dispersed. Furthermore, lower-level
personnel that highly influence inventory levels (through sparing philosophies, safety stock
levels, etc,) do not have specific dollar limits to guide their decisions. As a result, SCG
believes that the discussion of the NFI'C Supply function (described in Chapter VI) will

improve the Company's ability to control and possibly reduce its inventory investment level.

The cash flow schedule presented in Exhibit VII-3 illuminates NFI'C's cash flows.
This analysis indicated that there have been wide variations in the magnitude of accounts
receivable and accounts payable. These variations are not attributable to the Company's
core telephone operations but rather to other receivables and payables. They are related
to transactions between NPTC and the unregulated subsidiaries of NPSI.

(9) NPTC's Cash Management Practices Are Aonrooriate

NFI'C uses Pittsburgh National Bank (PNB) for its payroll accounts, general accounts
and a retail lockbox operation. NFI'C has had a banking relationship with PNB for many
years. Over 90 percent of NFfCs total revenue is paid by mail through the retail lockbox
operation at PNB. All receipts are cleared daily and are deposited to NFI'Cs account.
NFI'C also deposits all collections from its Business Office (in Gibsonia) on a daily basis.

On the cash disbursement side, NFI'C builds up its cash balances to meet quarterly
outlays such as Federal Income Tax Payments, Pennsylvania Income Tax Payments and REA
interest payments. Additional balances are built up for large annual items such as the
Retirement Plan deposit. Cash is placed in short-term vehicles such as certificates of
deposits, bankers'cceptances and the like through PNB at maturities which coincide with
anticipated disbursement times. Other known items are posted to a rolling schedule which
indicates the magnitude of upcoming outlays.
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(10) NPTC Does Not Develop Or Use Annual Ooeratinns And Maintenance Budaets

Operations and maintenance (0&M) budgeting is a critical managerial control
process. An O&M budgeting process should be closely linked with a Company's profitability
planning. O&M budgeting is generally performed after specific profitability targets are set.
These profitability targets establish and set limits on what expenditure levels ought to be to
achieve the desired profitability. In most companies, therefore, an O&M budget helps to
control ongoing outlays such that profitability will be sufficient to ensure long-term success.

A well-conceived and effective O&M budgeting process should instill a cost control
awareness down to lower levels of an organization. Ideally, supervisors should be held
responsible for keeping those costs that they have control over within certain targets.
Perhaps more importantly, the 0&M budgeting process chanhels available resources to
areas that are planned in advance.

NPEC does not employ an O&M budgeting process. The Company believes that its
key managers are able to provide sufflicient control over expenditures without one. N PIC
is extremely profitable, and the Company enjoys strong positive cash flow, a situation that
has in all likelihood reduced NFL's sense of urgency to institute more stringent controls.
Nevertheless, SCG believes that NPFC needs to introduce an O&M budgeting process
particularly in view of the Company's continued growth and the increasing level of
competition in the telecommunications industry.

(11) Overall. NPI'C's Revenue Planning Function Is Aonrooriatelv Structured

An effective Revenues Organization should be structured to effectively plan, manage,
and control the Company's different revenue streams. This role is becoming increasingly
importam as the distinctions between the load, toll, and access revenue streams

continue'o

blur and the relationships between the revenue streams make their forecasting and
tracking more difficult. NPTC's revenue planning organization activities include the
development of revenue plans and objectives; the tracking and analysis of the local, toll and
access revenue streams; the monitoring of jurisdictional financial performance in concert
with Finance; and regulatory relations. An organization chart of NP1 C's Revenue Planning
function is shown in Exhibit Vll-9 on the following page. Responsibility for analyzing and
monitoring all revenue streams, regulatory response on revenue streams (pro forma or
actual), and any review coordination with other TELCOs, NECA or the interexchange
carriers resides in the same organization.
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ORGANIZATION OF REVENUE PLANNING
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C - RECOMMENDATIONS

Evaluate Lowering Rateoaver Service Co«t«Bv Reducinu The Costs To Customers
Of Service. And Particularlv ToH Service. To Customers (Ref. Finding 4)

There are many different ways to address NPTCs overearnings situation, a detailed
analysis of which was beyond the scope of this study. Without intimate knowledge of the
many NPTC revenue streams, and the costs associated with sustaining them, meaningful
revenue reduction recommendations are very difficult to formulate. The situation is further
complicated by the fact that two different regulatory jurisdictions are involved. Nonetheless,
the level of NPTC's earnings argues for lower ratepayer costs.

NPTC has characterized itself as a "toll machine", a characterization that appears
accurate and that identifies where the bulk of revenue reduction should occur. The
following recommendation is based on this situation and is but one way to begin to correct
the fact that NPTCs ratepayers are providing the Company's with aggregate revenues that
far exceed industry norms.

NPTC should conduct a study to evaluate and document the effects of offering
services such as the Extended Area Service, The Circle Calling Plan, or other services at a
significantly reduced rate. The plan ought to be revenue negative, which would help restore
NPTC's earnings to normal levels. It would also avoid a complicated and lengthy rate
proceeding.

Expansion of the number of customers experiencing reduced toll costs would have
extremely positive customer satisfaction effects. In its own customer service surveys NPTCs
customers have consistently expressed discontent with the Company's limited free local
calling area. A bold move by NPTC to offer a much lower cost toll service would further
bolster the Company's image, stimulate additional growth, and relieve ratepayers and
partially correct NPTC's overearnings situation.

Establish Both Time And Resource Limits Regarding NPTC's Continuing Investment
In The Pittsburtth SMSA Limited Partnershio (Ref. Finding 7)

By December 31, 1987, NPTC had invested nearly $1,044 million in the Pittsburgh
SMSA Limited Partnership. Because of continuing Partnership losses, the book value of
NPTC's investment stood at $494 thousand at the end of 1987, Nevertheless, NPI'C believes
that the Partnership is viable and that additional investments will be recouped. The
Company should establish its thresholds, in both time and investment, at which it intends
to reassess that conclusion.

Improve Use Of Workina Caoital (Ref. Finding 8)

Recommendations regarding the use of working capital are included in Chapter VI
because working capital use is largely affected by NPTC departments other than Finance,
and working capital improvement opportunities are best discussed in the context of the
departments best-suited to effect the improvement. As a result, potential accounts
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receivable improvements are discussed in the findings and conclusions regarding the Service
Department, and potential materials and supplies improvements are discussed in the Gndings

and conclusions regarding the Supply Administration group.

Develoo And Implement An Annual Onerations And Maintenance Budgeting Process
(Ref. Finding 10)

NFfC should develop and implement an OEM budgeting process. This process
should include the creation of distinct cost centers throughout NPFC. These cost centers
should closely parallel organizational alignment. All foreseeable NFIC labor, contract
labor, consumables, materials and supplies, and administrative expenses over the upcoming
year should be identi6ed and quanti6ed. Managers should be held responsible for budget
performance on those expense items within their controk Monthly reporting of actual
expenses relative to budgeted expenses should be provided and a variance reporting
requirement should be used to explain ail variances outside of a specified band.

NFI'C could develop a workable OEM budgeting process in about one year. NPTC
should plan to implement the OdtM budgeting process repordng around January 1990. This
would require that budgets be prepared in the Fall of 1989.


