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Q. Please state your name and business address. 1 

A. My name is Robert C. Schoonmaker, and my business address is P. O. Box 2 

25969, Colorado Springs, Colorado 80936. 3 

Q. Are you the same Robert C. Schoonmaker who previously filed Direct 4 

Testimony (dated May 9, 2011), Rebuttal Testimony (dated August 30, 2011), 5 

Further Rebuttal Testimony (dated March 23, 2012), and Further Rebuttal 6 

Testimony (dated May 25, 2012) in these dockets on behalf of the Illinois 7 

Independent Telephone Association? 8 

A. Yes I am. 9 

Q. What is the purpose of your testimony? 10 

A. I will respond to certain portions of the testimony of Staff Witnesses Jeffrey 11 

Hoagg, and Mary Everson filed on May 25, 2012.  In addition I will respond to 12 

portions of the testimony of the GCHC companies’ witness, Scott Rubins, also 13 

filed on May 25, 2012.  Finally, I will respond to the testimony of Mr. Richard 14 

Wolfe, witness for the Cable Television and Communications Association of 15 

Illinois (“CT&C”). 16 

Response to Mr. Hoagg’s Testimony 17 

Q. At Lines 20 – 89 of his testimony, Mr. Hoagg discusses the proposal you put 18 

forth in IITA Exhibit 3.2 as a proposed alternative to the summary 19 

recommendations that he had propounded on Lines 50 – 76 of his direct 20 

testimony.  Mr. Hoagg proposes, on Lines 69 – 83 of his May 25, 2012 21 

Rebuttal Testimony a revision to the first paragraph of IITA Exhibit 3.2.  22 
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What is your response to his proposed change in the language of that 23 

paragraph? 24 

A. The IITA and I are in agreement with the alternative language that he proposes for 25 

that paragraph.  I understand from his testimony that Mr. Hoagg is in agreement 26 

with the remainder of the proposal I put forth.  For purposes of clarity of the total 27 

proposal, I am including with this testimony IITA Exhibit 5.01 which provides the 28 

updated proposal encompassing the language change proposed by Mr. Hoagg.  29 

This proposal provides a recommended process for the Commission and the 30 

various parties to follow in concluding this proceeding with the revision of 31 

payments from the IUSF on an interim basis and a process to search for 32 

alternative methods to use in determining IUSF funding in the future and establish 33 

a revised longer term IUSF fund in a proceeding that would start no later than two 34 

years from the issuance of an order establishing the interim funding in this 35 

proceeding. 36 

Q. On Lines 91 – 122 of his testimony Mr. Hoagg criticizes some of your 37 

testimony and indicates that you have mischaracterized Ms. Everson’s 38 

testimony.  What is your response? 39 

A. I concede that the language I used might have been interpreted to indicate that I 40 

was saying that Ms. Everson was recommending the removal of physical facilities 41 

rather than the cost of those facilities.  That was not my intention.  I recognize that 42 

Ms. Everson was proposing the removal of costs, rather than physical plant.  A 43 

more appropriate rendering of my testimony at Lines 684-687 of my March 44 

rebuttal would be: 45 
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However, since the voice services and the broadband services use 46 
the same identical copper cables or glass fibers, if one was to try to 47 
remove the cost of the facilities that transport unsupported services, 48 
one would necessarily have to remove the cost of the facilities that 49 
transport voice services as well. 50 

Q. At Lines 124 – 163 of his May 25, 2012 Rebuttal Testimony, Mr. Hoagg 51 

responds to your testimony regarding the appropriateness of following FCC 52 

guidelines and rules regarding the support of facilities used jointly by voice 53 

and advanced services.  Do you have a further response to his testimony? 54 

A. I do not disagree with Mr. Hoagg’s statements in this response that the FCC 55 

positions are not binding on the ICC and that the ICC may have its own policies 56 

based on its specific statutory and other circumstances.  While I agree with him 57 

on this portion of his testimony, I disagree with his conclusions that the FCC 58 

positions are not relevant to the ICC and its potential determinations. 59 

 While the Commission did express certain concerns in earlier orders related to the 60 

IUSF, those comments were made in a substantially different environment than 61 

that which we find today where on a national basis1, and on a state basis, policies 62 

now strongly support the provision of advanced services such as capabilities for 63 

high-speed Internet service and advanced services.  These services are now much 64 

more broadly available than they were when the prior Commission orders were 65 

written and are also of much greater importance to end users than they were at 66 

that time. 67 

                                                           
1 See Connecting America:  The National Broadband Plan, Federal Communications Commission, March 
16, 2010.  See also the FCC Order. 
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 In the situation where both voice service and advanced services can be provided 68 

using the same facilities, I would think the Commission would want to provide 69 

IUSF support for such facilities which continue to provide supported voice 70 

services while also providing additional capabilities for providing the advanced 71 

services which are much more widely demanded and desired than they were 72 

several years ago.  In my opinion, such a position would not be in conflict with 73 

the Illinois statutes regarding the IUSF. 74 

Response to Ms. Everson’s Testimony 75 

Q. In her May 25, 2012 Rebuttal Testimony Ms. Everson identifies on Lines 153 76 

– 162 ten individual IITA companies that she asserts on Line 164 are 77 

Subchapter S corporations and are thus not subject to federal and state 78 

income taxes.  Is she correct in this assertion? 79 

A. No, she is not.  Seven of the companies which Ms. Everson identifies in this 80 

section as Subchapter S corporations are not.  These companies are Alhambra, 81 

Gridley, McNabb, Montrose, Moultrie, Viola, and Woodhull.  Of the list provided 82 

in Ms. Everson’s testimony only Cass, LaHarpe, and Leaf River are Subchapter S 83 

corporations. 84 

Q. Did Ms. Everson make Subchapter S adjustments on Staff Schedule 5.06 for 85 

other companies not listed on Lines 153-162 of her testimony? 86 

A. She did.  Staff Schedule 5.06 adjustments were also made to Grafton, Madison, 87 

New Windsor and Reynolds.  Of these companies, Grafton and Madison are 88 

Subchapter S corporations and New Windsor and Reynolds are not. 89 
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Q. In total how many companies which are not Subchapter S corporations did 90 

Ms. Everson incorrectly identify as such and make an inappropriate 91 

adjustment for? 92 

A. In total, nine of the fourteen companies for which she made a Staff Schedule 5.06 93 

adjustment are not Subchapter S corporations. 94 

Q. Has Ms. Everson now acknowledged that the adjustments to these nine 95 

companies were incorrect? 96 

A. Yes.  I have attached as IITA Exhibit 5.02 Ms. Everson’s response to IITA Data 97 

Request 2.03 where she acknowledges that she is withdrawing the S-corporation 98 

adjustment that she made on each of the non-Subchapter S corporations.  She also 99 

indicates that she is withdrawing an adjustment to ADIT which she had made to 100 

Egyptian. 101 

Q. Had Ms. Everson previously made a Subchapter S tax adjustment for any of 102 

the IITA companies? 103 

A. Yes, in her August Direct Testimony she made adjustments for LaHarpe, Leaf 104 

River, and Madison telephone companies.2 105 

Q. Were there any indications in testimony as to whether those companies were 106 

the only Subchapter S corporations among the IITA group of companies? 107 

A. Yes, in my Further Rebuttal testimony filed in March, 2012 at Lines 802-808, I 108 

indicated that there were two additional companies that would be making 109 

adjustments to the effective tax rate since they were Subchapter S corporations.  110 

                                                           
2 Mary Everson Direct Testimony, Lines 124-143. 
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While I didn’t indicate it in that testimony, those two companies were Cass and 111 

Grafton.  The witnesses for these companies confirmed in the individual company 112 

rebuttal testimony filed on March 23, 2012 that these companies were Subchapter 113 

S corporations. 114 

Q. Were there companies beyond the Subchapter S corporations that made 115 

changes in their effective federal income tax rates in the company 1.01s that 116 

were filed with the March testimony? 117 

A. Yes.  As I indicated in my Further Rebuttal testimony filed in March at Lines 118 

34-35 and 936-951, a number of companies had low enough income levels that 119 

they would not be subject to the maximum corporate federal income tax rate and 120 

were adjusting their effective income tax rate in response to the testimony of 121 

Mr. Rubins.3 122 

Q. Should the Subchapter S adjustments that Ms. Everson made on individual 123 

company Staff Schedules 5.06 for those companies which are not Subchapter 124 

S corporations be eliminated? 125 

A. Absolutely.  There is no validity to these adjustments since they companies are 126 

not Subchapter S corporations.  As I indicated earlier, Ms. Everson has now 127 

agreed with this as shown by IITA Exhibit 5.02. 128 

                                                           
3 Further Rebuttal Testimony of Robert C. Schoonmaker filed March 25, 2012, Lines 936-961. 



IITA Exhibit 5.0 
Docket No. 11-0211 (Consol) 

8 
 

Q. Have you prepared an exhibit calculating the approximate impact of 129 

removing these adjustments? 130 

A. Yes.  IITA Exhibit 5.03 shows a comparison between the company calculated rate 131 

of return (ROR) deficiency and the staff calculated deficiency for these 132 

companies and Egyptian as shown in Ms. Everson’s schedules.  In total, the 133 

impact of the incorrect adjustment to these companies which are not Subchapter S 134 

corporations plus Egyptian reduced the staff indicated IUSF funding requirement 135 

by over $2.350 million dollars. 136 

Q. Let’s turn now to the five companies that are Subchapter S corporations, 137 

Cass, Grafton, LaHarpe, Leaf River, and Madison.  Assuming for the 138 

moment that the Commission did not allow any income taxes in the funding 139 

calculation based on income taxes paid by the shareholders, are the 140 

adjustments made by Ms. Everson correct based on that assumption? 141 

A. No.  There are two errors in Ms. Everson’s adjustments under the assumption that 142 

was posed.  First, Ms. Everson made a change in revenues for four of the 143 

companies equal to the amount of their imputed Accumulated Deferred Income 144 

Taxes.  Second, Ms. Everson did not recognize the Illinois replacement tax of 145 

1.5% which the Subchapter S corporations pay directly to the State of Illinois. 146 

Q. Let’s turn first to the revenue adjustment that you mentioned.  Can you 147 

briefly describe the entry that Ms. Everson made for the four companies and 148 

its impact? 149 

A. The revenue adjustment was made by Ms. Everson for Grafton, Madison, 150 

LaHarpe, and Leaf River, but not for Cass Telephone.  For each of these 151 
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companies, the adjustment is shown as a change in revenue on Line 16 of Staff 152 

Schedule 5.02 for each company.  In addition, on Staff Schedule 5.06 for the 153 

companies it is shown on Lines 13 – 15 of that Schedule, except for Grafton 154 

where it is shown on Lines 10-12.  On the Staff Schedule 5.06’s, Line 14 (or 11 155 

for Grafton) is described as “Revenues Associated with ADIT per Company” 156 

which refer to Line 12 (or 9 for Grafton) as its source which is the difference in 157 

Accumulated Deferred Income Taxes between the Staff and Company exhibits. 158 

Q. Did any of the four companies make any reference in their testimony or 159 

schedules presented in this docket to “Revenues Associated with ADIT”? 160 

A. They did not.  This was apparently an assumption made by Ms. Everson. 161 

Q. On Page 3 of the individual company’s Schedule 1.01 which provides a 162 

detailed breakdown of operating revenues by category, is there any reference 163 

to “Revenues Associated with ADIT”? 164 

A. There is not, because there are not revenues associated with ADIT. 165 

Q. Does Ms. Everson in any way explain or defend this portion of the staff 166 

Schedule 5.06 for those companies? 167 

A. She does not. 168 

Q. What is your reaction to this adjustment? 169 

A. It is totally and completely inappropriate and shows a lack of understanding 170 

regarding the accounting for accounts 4100 and 4340 which total to the 171 

Accumulated Deferred Income Taxes under Part 32 of the FCC’s rules.  These 172 
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rules have been adopted by this Commission for use by telephone companies in 173 

this state. 174 

Q. Can you describe in greater detail why this adjustment to revenue is 175 

inappropriate. 176 

A. First, Account 4100 Net Current Deferred Income Taxes and Account 4340 Net 177 

Non-Current Deferred Income Taxes are balance sheet accounts which are used to 178 

accumulate the net impact of tax timing differences between tax calculations and 179 

regulatory book income tax calculations over a period of years.  Thus, the 180 

amounts in these accounts reflect amounts from a number of different years, while 181 

any income statement account whether revenues or expenses reflect amounts from 182 

only one year, not from many years.  From this standpoint alone, making a 183 

one-time adjustment to revenues based on an account balance that shows the 184 

accumulation of the impacts for a number of years is inappropriate. 185 

 Second, the deferred income tax accounts have no direct relationship to any 186 

revenue account and entries into and out of these accounts are specifically limited 187 

by Part 32 to entries between the two accounts or into Account 7250-Provision for 188 

Deferred Operating Income Taxes.  (See IITA Exhibit 5.04 for excerpts from Part 189 

32 describing these accounts.)  These deferred income tax accounts are related 190 

solely to operating income taxes and have no relationship to revenues. 191 
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 Third, there is no revenue account in Part 32 of the FCC’s rules into which 192 

deferred income taxes are recorded in any fashion.4  There are no revenues that 193 

are directly associated with deferred income taxes. 194 

 Each of these reasons applies equally to non-Subchapter S corporations and to 195 

Subchapter S corporations. 196 

Q. Is there another reason, given the position which Ms. Everson has taken in 197 

this case, why this adjustment would be inappropriate? 198 

A. There is.  Ms. Everson has taken a policy position that, because these corporations 199 

do not pay income taxes, their Schedule 1.01s should not recognize these income 200 

taxes.  The Subchapter S companies do not record income taxes or deferred 201 

income taxes on their books.  The amounts shown on Schedule 1.01 for the 202 

companies for deferred income taxes are amounts that are imputed based on the 203 

assumption that the company will be able to recover in their Schedule 1.01s the 204 

operating income taxes that are paid on the companies’ income by the 205 

shareholders.  If Ms. Everson’s proposed policy position is adopted, the amount 206 

of imputed deferred income taxes would be zero and thus, following her logic, the 207 

amount of the revenue adjustments would be zero for each company, not the 208 

amount she has assumed. 209 

                                                           
4 See the 5000 series of Accounts in 47 C.S.R 32.5xxx at http://ecfr.gpoaccess.gov/cgi/t/text/text-
idx?c=ecfr&sid=f785510ea910d6b2a7d70c99c6188c1c&tpl=/ecfrbrowse/Title47/47cfr32_main_02.tpl. 
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Q. Has Ms. Everson indicated that she would modify her position in regard to 210 

the revenue adjustments that she made in Staff Schedules 5.06 regarding the 211 

Subchapter S corporations? 212 

A. Yes.  Attached as IITA Exhibit 5.05 is Ms. Everson’s Response to IITA DR 2.06, 213 

in which she describes a revised adjustment for S-corporation taxes, but asserts 214 

that it “…must contain a corresponding adjustment to revenues…” with a 215 

rationale as to why she believes this.  In IITA Exhibit 5.06, her Response to IITA 216 

DR 2.11, Ms. Everson clearly indicates that her revenue adjustment needs to be 217 

revised, and that there should be a revenue adjustment calculated as “…the ADIT 218 

balance at the rate of return (9.34%).” 219 

Q. What is your reaction to her new position as stated in these data request 220 

responses? 221 

A. I am pleased to see that she recognizes that the initial adjustment she made is 222 

incorrect.  However, for most of the reasons that I annunciated above, I still 223 

believe that the new revenue adjustment that she proposes is inappropriate and 224 

incorrect. 225 

Q. What is the impact of Ms. Everson’s new proposed revenue adjustment? 226 

A. It incorrectly offsets the impact of removing ADIT from the rate base so that there 227 

is no revenue deficiency change from altering the rate base.  If one removes ADIT 228 

from the rate base, the normal impact is that the rate base increases (Schedule 229 

1.01, Line 5 and Line 13) and that the Target Net Operating Income increases 230 

based on the rate of return times the rate base. (Schedule 1.01, Line 25 which is 231 

Line 13 multiplied by Line 24)  Apparently Ms. Everson thinks that there should 232 
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be no change in the Adjustment to Achieve the Target Rate of Return (Schedule 233 

1.01, Line 26) when the rate base increases, so she proposes an increase in 234 

revenue (Schedule 1.01, Line 16) which increases the Net Operating Income 235 

(Line 22) thus offsetting the increase in the Target Net Operating Income. 236 

Q. Do you believe that this revised adjustment is appropriate? 237 

A. It is not.  If the amount of ADIT is reduced, which is a consequence of not 238 

allowing any income tax recovery for the Subchapter S corporations as she 239 

proposes, the rate base and the Target Net Operating Income should increase.  240 

The adjustment is also inappropriate because, as I described above, it is totally 241 

inconsistent with Part 32 accounting procedures. 242 

Q. Turning now to the replacement tax issue you mentioned, can you describe 243 

why her adjustment is incorrect? 244 

A. Yes.  In her testimony, Ms. Everson gives no recognition to the 1.5% replacement 245 

tax which Illinois statute imposes on Subchapter S corporations directly and not 246 

on their shareholders.5  I pointed out this error in my March Further Rebuttal 247 

Testimony6, but Ms. Everson did not include an adjustment for the replacement 248 

tax.  This tax is imposed pursuant to 35 ILCS 5/201(d) as an additional income 249 

tax on corporate entities and should be treated as such and included as a 250 

recoverable income tax for Subchapter S corporations. 251 

                                                           
5 In my March 25, 2012 Further Rebuttal at Lines 797-801 I described this as a “new” tax.  I have since 
done further research on this tax and have found that it has been in place for a number of years. 
6 Ibid. 
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Q. Has Ms. Everson recognized that the replacement tax should be recognized 252 

for the Subchapter S Corporations? 253 

A. Yes.  Attached as IITA Exhibit 5.07 is Ms. Everson’s response to IITA DR 2.04 254 

where she agrees that the replacement tax should be used to calculate state taxes 255 

on the S-Corporations.  In this response she indicates that it should be at a tax rate 256 

of 6.5%, but the replacement tax rate itself is only 1.5%.  In the Schedule 1.01s 257 

and 4.01s provided by the individual company witnesses, the correct 1.5% rate 258 

has been used in calculating the appropriate income tax calculations. 259 

Q. Ms. Everson states in her testimony (Lines 178-180) that it is not relevant in 260 

this proceeding whether other industry bodies or regulatory agencies have 261 

allowed the imputation of income taxes for ratemaking purposes for 262 

Subchapter S corporations.  Do you agree with her assessment? 263 

A. No, I do not.  While I could agree that the Commission is not required to treat 264 

these companies in the same way as other regulatory bodies and industry groups 265 

do, I do believe that the decisions of these other bodies are relevant.  The 266 

ratemaking policy issues applicable to both the public and the companies are 267 

similar and the negative impacts of not adopting such tax treatment is similar in 268 

the situation of the companies in this proceeding to those in the other 269 

circumstances that have been mentioned.  Thus, I do believe that the policies 270 

adopted in other regulatory environments are very relevant to what the 271 

Commission should decide in this proceeding. 272 
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Q. Ms. Everson also indicates that the IITA has failed to consider the “double 273 

taxation” issue in its discussion of the Subchapter S tax issue.  Can you 274 

respond to this statement? 275 

A. Yes.  My first response is that as far as the corporation is concerned, there is no 276 

double taxation issue.  In the ratemaking process for a C corporation, the federal 277 

and state income taxes that are paid are recognized in that process.  Whether the 278 

company does or does not pay dividends, at what rate it pays dividends, and what 279 

tax rates are imposed on the shareholders of the company who receive dividends 280 

are not given any consideration in the ratemaking process.  It recognizes only the 281 

income taxes that are paid on the income that the company earns as a legitimate 282 

business expense. 283 

 Under the IITA proposal, the income taxes related to the income earned by the 284 

company would also be recognized in the rate making process and recognized as a 285 

legitimate business expense related to the income earned even though the tax bill 286 

is paid by the shareholders.  There would be no recognition in the process to the 287 

amount of distributions the company pays to its shareholders.  The income tax 288 

paid by the corporation, whether a C-corporation structure or a Subchapter-S 289 

corporation, on corporate income is an unavoidable tax consequence of operating 290 

the company.  The tax paid by shareholders for dividends paid from a C-291 

corporation is a second tier tax paid only if dividends are paid.  The payment of 292 

dividends is done at the discretion of the corporate entity.  The taxes paid by the 293 

shareholders on this second-tier income are not considered in the corporations’ 294 

rate making. 295 
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Q. Has Ms. Everson challenged the income tax allowances proposed for the C 296 

corporation IITA members? 297 

A. No, she has not.  Her proposed treatment of the Subchapter S corporations leads 298 

to a discriminatory income tax treatment based on the income tax elections made 299 

by the individual companies. 300 

Q. What is the comparison between the taxes paid by shareholders of a C 301 

corporation vs. a Subchapter S corporation? 302 

A. The shareholders of a C corporation only pay income tax on the dividends paid by 303 

the corporation whose shares they own.  If the corporation pays no dividends they 304 

have no income tax to pay.  Shareholders of a Subchapter S corporation pay their 305 

full share of the taxes on the corporations’ income regardless of whether a cash 306 

distribution is made to them.  However, they do not pay any tax beyond the tax on 307 

the income of the corporation.  Depending on the distribution policy of the 308 

company, they may have to pay taxes out of other resources or they may receive 309 

sufficient distributions from the corporation to pay the taxes and possibly have 310 

distributions beyond the amount of the taxes. 311 

Q. How do customers of regulated C corporations fare in a regulated 312 

environment in comparison to customers of a regulated Subchapter S 313 

corporation where the ratemaking process takes into account the income 314 

taxes paid by the shareholder on the income of the corporation? 315 

A. Generally, the customers of the Subchapter S corporation would be benefitted by 316 

the company being a Subchapter S corporation rather than a C corporation 317 
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because generally the composite tax rates of the shareholders are less than the 318 

corporate tax rates that the C corporation has to pay. 319 

Q. So even though the income taxes paid by the shareholders of the Subchapter 320 

S corporation are imputed in this instance in the ratemaking process, the 321 

customers are still better off than they would be if the company was 322 

organized as a C corporation? 323 

A. Generally that is true.  The shareholders are ultimately better off because they pay 324 

the tax only on the overall earnings of the company and do not have any 325 

additional taxes to pay related to distributions or dividends paid.  The customers 326 

are better off because the taxes included in their rates are generally lower than 327 

they would be with a C corporation and because the shareholders are given 328 

additional financial incentives to invest in the company and the assets needed so 329 

the company can provide good service. 330 

Q. What is the likely impact of Ms. Everson’s proposal not to include any IUSF 331 

revenue recovery for amounts associated with income taxes of Subchapter S 332 

corporations? 333 

A. Certainly, the other advantages of being a Subchapter S corporation will be 334 

substantially offset by that regulatory treatment.  Such treatment may cause the 335 

company to revoke its S corporation election and revert to a C corporation in 336 

which case in the long run the customers will be required to pay a higher amount 337 

to the company from the IUSF or from other rates than they would under the 338 

treatment proposed by the IITA. 339 
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Q. In your March Further Rebuttal Testimony, you commented at Lines 760-340 

778 on a decision issued by the Federal Energy Regulation Commission 341 

(FERC) and quoted the FERC conclusion that income tax allowances should 342 

be provided to partnership interests and other similar legal entities (such as 343 

Subchapter S corporations) under certain conditions.  Can you provide 344 

further background on the decision? 345 

A. Yes.  I am attaching as IITA Exhibit 5.08 the complete policy determination by 346 

FERC on income tax allowances which it adopted on May 4, 2005 (“FERC 347 

Order”).  I had previously pointed out that FERC opened its investigation after 348 

receiving a remand of an order it had been issued from the U.S. Court of Appeals 349 

for the District of Columbia.  FERC had previously adopted the so-called 350 

“Lakehead policy” which the Court found was not supported by the arguments 351 

propounded by FERC in that case.  Basically the Lakehead policy gave an income 352 

tax allowance to a partnership that owned a portion of the public utility if the 353 

partnership was owned by a corporation, but not if the partnership was not owned 354 

by a corporation.7  While not identical to the situation in this case, it is certainly 355 

analogous where a tax allowance is allowed for a corporation that pay the tax 356 

liability, but under Ms Everson’s proposal, not for a corporation that passes the 357 

tax liability through to its owners.  In fact, in overturning the Lakehead policy 358 

FERC specifically recognized that: 359 

…Lakehead mistakenly focused on who pays the taxes rather than 360 
on the more fundamental cost allocation principle of what costs, 361 

                                                           
7 FERC Order, ¶2. 
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including tax costs, are attributable to regulated service and 362 
therefore properly included in a regulated cost of service.8 363 

 Ms. Everson is similarly focused on who pays the taxes in a Subchapter S 364 

corporation rather than on the regulated services those taxes are attributable to. 365 

Q. Did the FERC decision address the issue of whether the pass-through entity 366 

pays the taxes itself or not, and of whether such costs should be reimbursed 367 

as public utility costs? 368 

A. It did in this manner: 369 

 …some commenters assert that because a pass-through entity pays no cash 370 
taxes itself, this results in a phantom tax on fictional public utility income.  371 
However, the comments summarized in sections A and D of Part II of this 372 
policy statement demonstrate that this assumption was incorrect.  While 373 
the pass-through entity does not itself pay income taxes, the owners of a 374 
pass-through entity pay income taxes on the utility income generated by 375 
the assets they own via the device of the pass-through entity. Therefore, 376 
the taxes paid by the owners of the pass-through entity are just as much a 377 
cost of acquiring and operating the assets of that entity as if the utility 378 
assets were owned by a corporation.  The numerical examples discussed in 379 
sections A and D of Part II of this policy statement also establish that the 380 
return to the owners of pass-through entities will be reduced below that of 381 
a corporation investing in the same asset if such entities are not afforded 382 
an income tax allowance on their public utility income.9 383 

 Clearly after reviewing the numerous comments it received from some very large 384 

corporations impacted by these issues FERC found that it was appropriate (and 385 

the best policy alternative) to provide an income tax allowance for pass-through 386 

entities (such as partnerships and Subchapter S corporations) on the public utility 387 

income that was passed through to them. 388 

                                                           
8 FERC Order, ¶33. 
9 FERC Order, ¶33. 
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Q. As stated earlier, Ms. Everson indicated in her testimony that the IITA had 389 

not considered the “double taxation” issue.  Was the double taxation issue 390 

considered in the FERC Order? 391 

A. Yes.  It was one of the rationales originally proposed by FERC in defending the 392 

Lakehead policy and the Appeals Court of the District of Columbia specifically 393 

found the rationale unconvincing.10  In the FERC Order, FERC recognized the 394 

flaw in its initial rationale as follows¶: 395 

 In retrospect, it was the Commission’s failure to distinguish 396 
between first and second tier income that lead to the double 397 
taxation rationale that the Commission incorrectly advanced in 398 
Lakehead.  Dividends paid to the common stock investor and by 399 
the corporate investor in a pass-through entity are second tier 400 
income to such a common stock investor.  As such, an income tax 401 
is paid by the investor in addition to the corporate tax that is due on 402 
the first tier income.  In contrast, first tier income flows either to 403 
the corporation, a corporate partner, or individual partners (or LLC 404 
members) and is taxed at that level.  To the extent Lakehead either 405 
concluded or assumed that dividend payments and income, and 406 
partnership distributions and income, have the same ownership and 407 
income tax characteristics, this is simply incorrect as a matter of 408 
partnership and income tax law.11 409 

Q. Has this FERC policy decision been reviewed by a Federal Appeals Court? 410 

A. Yes.  Subsequent to the issuance of the policy statement I have been quoting, 411 

FERC addressed the court remand that led to the adoption of the Policy Statement 412 

(the FERC Order) with a revised order responding to the remand based on the 413 

rationale in its policy statement.  This Order was appealed in ExonMobile Oil 414 

Corp. vs. F.E.R.C.  This case also was heard by the Appeals Court of the District 415 

                                                           
10 FERC Order ¶¶ 2 and 3. 
11 FERC Order ¶38. 



IITA Exhibit 5.0 
Docket No. 11-0211 (Consol) 

21 
 

of Columbia and the Court upheld the FERC order and the rationale adopted in 416 

the policy statement.12 417 

Q. Do you have any concluding comments regarding the attention the 418 

Commission should give to this FERC Order in arriving at a decision 419 

regarding the allowance of an income tax provision to the Subchapter S 420 

companies in this proceeding? 421 

A. While the Commission has the right and responsibility to make its own decision 422 

in this matter, the investigation conducted by FERC, the comments received, the 423 

alternatives considered, and the rationale for the FERC decision have been clearly 424 

reviewed and laid out in the FERC order which has been upheld at the federal 425 

appeals court level.   426 

 The rationale and circumstances relate to other public utilities including telephone 427 

companies and should provide substantial (and in my opinion convincing) 428 

guidance for the Commission in arriving at its decision on this issue in this 429 

proceeding. This Commission should disregard Ms. Everson’s proposed 430 

adjustments to eliminate the tax liability of the five S corporations. 431 

Response to Mr. Rubins’ Testimony 432 

Q. On Lines 116 – 188 of Mr. Rubins May 25, 2012 Further Rebuttal Testimony, 433 

a question is posed which states that Mr. Schoonmaker testified, “… that the 434 

FCC/USF  Order did not adopt Connect America Fund (“CAF”) funding 435 

                                                           
12 See ExonMobile Oil Corp. vs. F.E.R.C., 487 F3d 945. 
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that would provide support for broadband services or networks.”  Is that a 436 

correct statement of your testimony? 437 

A. My statement was “…for rate-of-return companies they did not adopt any CAF 438 

funding that would provide support for broadband services or networks.”13  The 439 

restatement of it in the question in Mr. Rubins testimony leaves out my specific 440 

reference to rate-of-return companies.  While Mr. Rubins points to various 441 

statements in the FCC Order where the FCC encourages the use of funding for 442 

broadband service, and even requires carriers to provide broadband services under 443 

certain circumstances, I believe my statement that the FCC did not adopt any 444 

CAF funding for rate-of-return companies remains valid.  The only CAF funding 445 

available to rate-of-return companies is the CAF ICC described in §51.917 of the 446 

FCC rules and referenced in §54.304.  This funding is provided to partially 447 

replace revenues lost because of the phase-down of interstate and intrastate access 448 

charges, not to provide additional funding for broadband.  In ¶1031 of the FCC 449 

Order it is acknowledge that rate-of-return carriers will receive CAF-ICC, as Mr. 450 

Rubins quotes on Lines 137-141, but he failed to continue that quote which also 451 

says that “…, such carriers will receive the remainder of their universal service 452 

support through existing high-cost support mechanisms, as reformed in the 453 

Order.”  The FCC thus clearly recognized that the only CAF adopted for rate-of-454 

return carriers is the CAF-ICC recovery mechanism and that consideration of the 455 

proposal for CAF funding for rate-of-return carriers was to be considered in the 456 

Further Notice of Proposed Rulemaking as described further in the ¶¶ 1032 – 457 

1043.  This supports my contention that the Commission should not adopt Access 458 

                                                           
13 Schoonmaker Further Rebuttal Testimony, March 23, 2012, Lines 116-118 (emphasis added). 
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for Broadband Service at this time but should wait until the FCC makes further 459 

determinations in its FNPRM regarding CAF broadband funding for rate-of-return 460 

companies. 461 

Q. On Lines 148 – 165 of his May testimony Mr. Rubins makes some additional 462 

comments regarding the allocation of regulated and non-regulated costs.  Do 463 

you have any response to his comments? 464 

A. First, his comment that he will be satisfied if the Staff can “…guarantee that 465 

absolutely no non regulated activities are being subsidized by IUSF,” (Lines 163 466 

– 164) is a statement raising the bar too high for the Staff.  One simply cannot do 467 

that using the current 1.01 procedure, nor could it be done by the Administrator or 468 

the Staff if Mr. Rubins’ proposal was adopted in its entirety.  Second, while Mr. 469 

Rubins use of an 18% factor may have illustrated how the issue could have been 470 

significant, as I discussed in my May 25, 2012 testimony, the simplistic approach 471 

he took, including the development of the 18% number from the highest results of 472 

the sample he had rather than the average of all the companies in the sample, to a 473 

complex issue shows the lack of validity of his approach in dealing with this 474 

complex issue. 475 

Q. At lines 187 – 192 of his testimony, Mr. Rubins discusses the number of days 476 

lag that NECA pool members have regarding their interstate access and 477 

interstate HCL, LSS, and ICLS revenues.  Is Mr. Rubins correct? 478 

A. He is not.  In each of these cases he indicates that NECA pays these amounts at 479 

the end of the current month and suggests that the lag would be only 15 days for 480 

them.  That is not correct.  NECA payments are made on the last day of the 481 
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succeeding month, not the current month so for all of these interstate payments 482 

the lag is at least 45 days. Attached as IITA Exhibit 5.09 (Proprietary) and IITA 483 

Exhibit 5.09 (Public) are copies (the public one is redacted) of the LaHarpe 484 

Telephone Company’s monthly settlement statement from NECA for December, 485 

2011.  This statement is illustrative of the statements that other IITA participating 486 

member companies receive from NECA.  Page 2 of the Exhibit clearly indicates 487 

that the data is based on the November, 2011 data month, but that payments are to 488 

be made at the end of December.  Most companies have billing cycles that end 489 

between the 15th and 25th of the month in order to issue CABs bills by the end of 490 

the month, so most companies would have an additional 5 to 15 days lag beyond 491 

the 45 days.  Mr. Rubins did not mention intrastate access billing which would 492 

also be in the range of 45 to 55 days lag in billing. 493 

Q. On Lines 201 – 222 of his testimony, Mr. Rubins comments on the lack of 494 

adjustments made by the IITA companies in regards to LSS and ICLS.  Can 495 

you offer further comments on this testimony? 496 

A. Mr. Rubins would have one believe by his testimony on Lines 208 – 216 that my 497 

only rationale for not making this adjustment was that the IITA instructions didn’t 498 

call for it to be made.  While I offered that as one rationale, Mr. Rubins ignored 499 

the other two rationales that I provided on Lines 1061 through 1067 of my 500 

testimony.  The second reason that I offered there, was that the current payments 501 

for LSS and ICLS were based on estimated 2009 costs, as opposed to HCL 502 

payments made in 2009 which were based on 2007 costs (a two-year lag).  Thus 503 

the LSS and ICLS reported during 2009 are based on the test year data, while for 504 



IITA Exhibit 5.0 
Docket No. 11-0211 (Consol) 

25 
 

HCL, payments related to the test year data are not made until two years later, 505 

2011.  It is this difference in the data years that led the IITA to not recommend 506 

any LSS or ICLS adjustments be reflected, since the 2009 amounts were already 507 

based on 2009 data (although estimated). 508 

Q. On Lines 223 - 234 Mr. Rubins makes additional comments about the rate of 509 

return used by all the parties except GCHC in this proceeding.  Do you have 510 

any additional comments? 511 

A. I would note, as I did in my previous testimony, that not only did the two 512 

stipulating parties agree to this rate of return, but that the Staff had not at that 513 

time, and has not since then, indicated any objection to that rate of return.  Based 514 

on Mr. Rubins’ statements one would think this would satisfy him.  However, 515 

apparently Mr. Rubins believes that rate of return is too low since the Schedule 516 

1.01s that the GCHC companies filed used an 11.21% rate of return rather than 517 

the 9.34% return used, accepted, or not objected to by the remainder of the 518 

parties. 519 

Q. Mr. Rubins offers further observations regarding Corporate Operations 520 

Expense on Lines 259 – 276.  Do you have any further comments? 521 

A. I have previously explained in my earlier testimony some of the reasons why 522 

corporate operations expenses may vary for a company from year to year, and 523 

between companies of the same size.  Those observations would provide some 524 

explanation for the variation in Corporate Operation Expense among the 525 

companies.  I would also note that the Staff of the Commission has had available 526 

to it through responses to data requests propounded by Mr. Rubins and by the 527 
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Staff a significant amount of detail regarding Corporate Operations Expenses and 528 

has made, in some cases, adjustments that the Staff witness felt were appropriate. 529 

Response to Mr. Wolfe’s Testimony 530 

Q. On Lines 14 – 15 of his testimony, Mr. Wolfe indicates that C&CA is an 531 

association of “…video, voice, and broadband service providers…”  Is there 532 

a particular group of such providers that C&CA really represents? 533 

A. According to the C&CA web site in its “About” tab, general members of the 534 

association are “…cable system providers…”14 535 

Q. On Lines 82 – 95 of his testimony, Mr. Wolfe provides a short summary of 536 

the arguments and positions taken by the National Cable Television 537 

Association (NCTA) over the past years.  Do you have any comments 538 

regarding his summary? 539 

A. I do.  It is, as he admits, a vastly simplified view of a complex situation.  The 540 

positions that NCTA have taken have focused on and been based primarily on 541 

analysis and views related to the largest providers in the country that provide 542 

service in the metropolitan areas where the large portion of cable TV customers 543 

reside.  It appears to me from their comments that the term “subsidies” refers to 544 

the difference between the extremely low rate NCTA believes is appropriate and 545 

the rates companies charge with next to no reference to what the cost of service 546 

really is, particularly in rural areas. 547 

                                                           
14 www.ctil.com/about  on June 22, 2012. 
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Q. Is Mr. Wolfe’s testimony regarding the desirability of parity between 548 

intrastate and interstate rates consistent? 549 

A. No, it is not.  At line 93 he states that, “CT&C supports bringing access charges to 550 

parity.  It is simply rational.”  However, at Line 15 and through a significant part 551 

of the remainder of his testimony he is arguing that originating access should not 552 

be addressed in this docket and brought to parity as the IITA and AT&T propose. 553 

Q. Mr. Wolfe also expresses his frustration about not understanding why 554 

intrastate rates should not be at exactly the same level as interstate rates 555 

because he believes that the costs of the services are likely the same.  Are 556 

there reasons why there are differences between intrastate rates and 557 

interstate rates even if the costs are the same? 558 

A. There are a number of reasons.  Most relevant to this proceeding, almost all of the 559 

IITA companies participate in the NECA tariff at the interstate level.  By doing 560 

so, their costs are averaged with hundreds of other companies around the country 561 

to develop an average interstate rate for the pooling companies.  Most of these 562 

companies receive settlement payments from NECA above the interstate revenues 563 

that they bill to carriers indicating that their interstate rates are lower than their 564 

actual company costs.  If intrastate rates are based on the individual companies’ 565 

intrastate costs, it would thus be rational that the intrastate rates would be higher 566 

than their interstate rates because there is no pooling and averaging of their 567 

intrastate costs. 568 

Q. Mr. Wolfe cites to the direct testimony of Mr. Zolnierek and Mr. Hoagg in 569 

lines 131 – 149 and in lines 224- 236 in support of his position and in 570 
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opposition to the IITA position.  In your review of the later testimony of Dr. 571 

Zolnierek and Mr. Hoagg, are they currently opposed to the revised 572 

proposals that the IITA have offered in testimony? 573 

A. It appears to me from their testimony filed in May, that they are generally in 574 

support of the IITA proposals for an interim fund to be established based on the 575 

data that has been presented by the IITA, the IITA participating member 576 

companies, and Frontier and are not supporting alternative proposals.  These later 577 

proposals of the IITA specifically implement Dr. Zolnierek’s recommendation 578 

that Mr. Wolfe quotes on Lines 230 – 236. 579 

Q. Mr. Wolfe’s first reason for opposing the reduction of access rates to parity 580 

in this proceeding is outlined on Lines 115 to 123 and is summarized by 581 

stating that the Commission should wait until the FCC acts on this issue.  Do 582 

you agree with him? 583 

A. I do not.  While Mr. Wolfe seems to believe that the FCC will ultimately provide 584 

a transition for originating access and a reasonable recovery period, a review of 585 

the FNPRM on this issue raises questions about whether this will be true or not.  586 

One of the proposals is to push off the transition of originating rates for rate-of-587 

return companies until 2020 and then accomplish it in two years.15  The FCC also 588 

suggests that it might simply defer to state commissions and let them deal with it 589 

completely.16  These proposals do not suggest to me that simply waiting until the 590 

FCC acts is the best solution.  If the Commission adopts the proposed transition to 591 

parity for originating rates, it will, at least, have taken one step toward moving 592 

                                                           
15 See FCC Order, ¶1299. 
16 See FCC Order, ¶1302. 
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originating access rates toward bill and keep which the FCC has stated it will 593 

ultimately require.  Under the proposal of the IITA and the Staff regarding 594 

establishing the fund as an interim fund with another proceeding to be started in 595 

two years, the Commission can, in that proceeding, further evaluate what steps 596 

should then be taken in regard to originating access. 597 

Q. Mr. Wolfe’s second reason, espoused in lines 125 – 149, is a concern that the 598 

IITA companies are attempting to maintain the revenues that intrastate 599 

access currently provides.  What are your thoughts regarding this concern? 600 

A. In this proceeding, the companies have provided for Commission review the 601 

Schedule 1.01s which give the Commission evidence regarding what revenues are 602 

needed for the companies to continue to earn the agreed-upon rate of return under 603 

the statutory provisions related to rate-of-return regulation in conjunction with the 604 

revisions to the IUSF.  This appears to be consistent with Mr. Wolfe’s comments 605 

on Lines 157-160 and 184-201 regarding the FCC establishment of a “Total Cost 606 

and Earnings” test to determine need.  In fact, the companies are demonstrating 607 

that need in this proceeding.  Thus, the companies are not asking for more than 608 

they are entitled to under a rate-of-return regulatory statutory construct which 609 

continues to exist in Illinois.  This showing provides the Commission adequate 610 

assurance that the companies will not be unjustly compensated by this 611 

mechanism.  The interim nature of the fund, as proposed by the IITA and the 612 

Staff, will give the Commission another opportunity to review the fund and its 613 

operation in a relatively short period of time. 614 
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Q. Mr. Wolfe seems to suggest that the FCC’s adoption of an ARC charge and 615 

the CAF-ICC recovery mechanism should give the companies sufficient 616 

recovery for originating access.  Do you agree with this assessment? 617 

A. Those mechanisms are designed to deal with the reductions that the FCC is 618 

imposing in regard to terminating access charges and are designed to support 619 

those elements only.  The CAF-ICC recovery mechanism is not designed to 620 

recover any reductions from originating access charges.   621 

SUMMARY OF IITA FUNDING REQUEST 622 

Q. Given the responses made in the individual company testimonies to issues 623 

raised by the Staff witnesses in their May, 2012 testimony, are you providing 624 

an updated summary of the amount of IUSF funding now requested by the 625 

participating IITA companies? 626 

A. Yes.  My particular interest is in updating the requested funding by the IITA 627 

member companies.  However, to provide a schedule that summarizes all the 628 

funding requested by parties, I am including Frontier’s request, as I understand it, 629 

from their testimony as well.  Since the IITA and the Staff agree that the GCHC 630 

companies have not provided appropriate support for their request, I have not 631 

included those amounts. 632 

Q. Are you providing a single exhibit to show the requested funding? 633 

A. No.  I am providing two separate exhibits.  IITA Exhibit 5.10 is an Exhibit that 634 

shows the funding as the IITA proposes it with the requested approval of the 635 

Commission of an appropriate income tax allowance for Subchapter S companies.  636 

The Exhibit shows a requested IUSF funding amount of $19,597,737 for the IITA 637 
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companies and Frontier combined.  As I understand the individual participating 638 

member testimonies, this is the only major issue where there is a difference 639 

between the Staff and the IITA in regard to the funding amount. 640 

 The second Exhibit, IITA Exhibit 5.11 shows the funding amount that would 641 

result from a Commission decision denying the income tax allowance for 642 

Subchapter S corporations, but would correctly account for that policy, avoiding 643 

the two errors that I discussed earlier in this testimony that Ms. Everson made in 644 

her calculation of this scenario.  Specifically, this shows the impact of denying the 645 

income tax allowance without any revenue adjustment related to ADIT and with 646 

an appropriate calculation of the 1.5% replacement tax.  This would result in total 647 

IUSF funding of $18,865,207 for the IITA companies and Frontier combined. 648 

Q. Does this conclude your surrebuttal testimony? 649 

A. Yes, it does. 650 


