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Witness ldentification

Please state your name and business address.
My name is Mike Ostrander. My business address is 527 East Capitol Avenue,

Springfield, lllinois 62701.

By whom are you employed and in what capacity?
| am currently employed as an Accountant in the Accounting Department of the
Financial Analysis Division of the lllinois Commerce Commission (“ICC” or

“Commission”).

Please describe your professional background and affiliations.

| received a Bachelor of Business Administration in Accounting from the
University of Notre Dame. | am a Certified Public Accountant and a Certified
Internal Auditor. | joined the Commission staff (“Staff’) in March 2006. Prior to
joining the Commission, | was employed for three years as a staff accountant in
public accounting, seventeen years in private industry with positions ranging from
accounting manager to corporate officer encompassing all areas of accounting
and internal auditing, and three years as controller of a law firm and software

company.

Have you previously testified before any regulatory bodies?

Yes. | have testified on several occasions before the Commission.
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Purpose of Testimony

Q.
A.

Please describe the proposed transaction.

Frontier Communications Corporation (“Frontier”), Verizon Communications, Inc.
(“Verizon”), Verizon North Inc. (“Verizon North”), Verizon South Inc. (“Verizon
South”) and New Communications of the Carolinas, Inc. (“NewlLEC”)
(collectively, the “Joint Applicants”) seek approval of a reorganization pursuant to
Section 7-204 of the lllinois Public Utilities Act (“Act”). Frontier is a publicly
traded company that owns several incumbent local exchange carriers in lllinois.
Frontier has entered into an agreement with Verizon to acquire the lllinois local
exchange operations of Verizon North and Verizon South with NewlLEC covering

the service areas served by Verizon South.

What is the purpose of your testimony in this proceeding?

My testimony addresses the compliance of the proposed reorganization of
Frontier with respect to Section 7-204(b)(2) and 7-204(b)(3) of the Act. | also
provide a recommendation to the Commission regarding its ruling on Section 7-

204(c) of the Act.

Compliance with Section 7-204(b)(2)

Q.
A.

Describe the requirements of Section 7-204(b)(2).
Section 7-204(b)(2) requires that, before approving a proposed reorganization,
the Commission find that the proposed reorganization will not result in the

unjustified subsidization of non-utility activities by the utility or its customers.
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How does the proposed reorganization impact the opportunity for Frontier
to unjustly subsidize non-utility activities by utility operations?

The proposed reorganization of Frontier does not impact the opportunity for the
subsidization of non-utility activities of Frontier by utility operations. There is no
change that will occur that affects the opportunity for Frontier to subsidize non-
utility activities by the utility operations. In direct testimony, Joint Applicants’
witness Daniel McCarthy testified that the proposed reorganization will not result
in the unjustified subsidization of non-utility activities by Frontier or its customers
in its current exchanges or in any of the Verizon exchanges (Joint Applicants’

Exhibit 1.0, p. 31).

By what means can the Commission be assured that Frontier will not
unjustly subsidize the non-utility activities by its utility operations?

Frontier is subject to the cost allocation requirements of 83 Ill. Adm. Code 711, its
cost allocation manual, and FCC cost allocation rules. The proposed transaction
will not change the existing cost allocation procedures or accounting methods, as

testified to by Mr. McCarthy (Joint Applicants’ Exhibit 1.0, page 32).

In addition, | recommend that Frontier be subject to the following conditions as
further evidence of compliance with Section 7-204(b)(2):

1. Commission Staff will be granted access to all books, accounts, records
and personnel of Frontier and all of their utility and non-utility affiliated
sister and subsidiary companies, as well as independent auditor’'s working
papers, to the extent permitted by the rules and policies of the
independent auditor;
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2. Frontier will continue to comply with 83 Ill. Admin. Code 711, Cost
Allocation Rules for Large Local Exchange Carriers; and

3. Frontier will conduct an annual internal audit to test compliance with
Section 7-204(b)(2) and 7-204(b)(3). The internal audit report will be
submitted to the Manager of Accounting of the Commission by March 31%
of each year and associated working papers will be available to
Commission Staff for review.

The purpose of the internal audit will be to document the procedures
performed and conclusions to determine that cost allocations between
regulated and non-regulated activities are in compliance with Frontier's
cost allocation manual filed with the Commission and that the cost
allocation manual is correct and complete.

Please explain your rationale for the frequency of the submission of an

internal audit report and the objective of such internal audit.

The Commission currently requires that internal audits be performed on a routine

annual basis to insure that there is no cross subsidization of non-regulated

operations by the regulated operations of lllinois public utilities.

| propose that the Commission Order should include this condition as written
above. The description should indicate the purpose of the internal audit so that
there is no ambiguity as to what the internal audit should achieve. The internal
audit should document the procedures performed and conclusions to determine
that cost allocations between regulated and non-regulated activities are in
compliance with Frontier’s cost allocation manual that is filed with the

Commission and that the cost allocation manual is correct and complete.

What is your recommendation regarding the finding the Commission must

make regarding compliance with Section 7-204(b)(2)?
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| recommend that Frontier be subject to the above conditions in order for the
Commission to find that the proposed reorganization will not result in the
unjustified subsidization of non-utility activities by the utility or its customers as

required by Section 7-204(b)(2).

Compliance with Section 7-204(b)(3)

Q.
A.

Q.

A.

Describe the requirements of Section 7-204(b)(3).

Section 7-204(b)(3) requires that, before approving a proposed reorganization,
the Commission find that costs and facilities are fairly and reasonably allocated
between utility and non-utility activities in such a manner that the Commission
may identify those costs and facilities which are properly included by the utility for

ratemaking purposes.

How does the proposed reorganization impact the ability of Frontier to
fairly and reasonably allocate costs and facilities between utility and non-
utility activities in such a manner that the Commission may identify those
costs and facilities which are properly included by the utility for ratemaking
purposes?

First, | note that the realities of the modern telecommunications industry, such as
the fact that the same facilities are often used to provide non-competitive,
competitive, and unregulated services affects the feasibility of identifying the
costs and facilities which are properly included by the utility for ratemaking

purposes. However, the proposed reorganization does not impact the ability of
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Frontier to fairly and reasonably allocate costs and facilities between utility and
non-utility activities in such a manner that the Commission may identify those
costs and facilities which are properly included by the utility for ratemaking
purposes. There is no change that will occur that affects the method used by
Frontier to reasonably allocate costs between utility and non-utility activities. In
direct testimony, Mr. McCarthy testified that the proposed reorganization will not
impact the ability of Frontier to fairly allocate its costs and facilities between utility

and non-utility activities (Joint Applicants’ Exhibit 1.0, p. 32).

By what means can the Commission be assured that Frontier will
reasonably allocate its costs and facilities between utility and non-utility
activities?

Frontier is subject to the cost allocation requirements of 83 Ill. Admin. Code 711,
its cost allocation manual, and FCC cost allocation rules. The proposed
transaction will not change the existing cost allocation procedures or accounting

methods, as testified to by Mr. McCarthy (Joint Applicants’ Exhibit 1.0, p. 32).

In addition, | recommend that Frontier be subject to the following conditions as
further evidence of compliance with Section 7-204(b)(3):

1. Commission Staff will be granted access to all books, accounts, records
and personnel of Frontier and all of their utility and non-utility affiliated
sister and subsidiary companies, as well as independent auditor’'s working
papers, to the extent permitted by the rules and policies of the
independent auditor;

2. Frontier will continue to comply with 83 Ill. Admin. Code 711, Cost
Allocation Rules for Large Local Exchange Carriers; and
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3. Frontier will conduct an annual internal audit to test compliance with
Section 7-204(b)(2) and 7-204(b)(3). The internal audit report will be
submitted to the Manager of Accounting of the Commission by March 31%

of each year and associated working papers will be available to
Commission Staff for review.

The purpose of the internal audit will be to document the procedures
performed and conclusions to determine that cost allocations between
regulated and non-regulated activities are in compliance with Frontier's
cost allocation manual filed with the Commission and that the cost
allocation manual is correct and complete.

Please explain your rationale for the frequency of the submission of an

internal audit report and the objective of such internal audit.

The Commission currently requires that internal audits be performed on a routine

annual basis to insure that there is no cross subsidization of non-regulated

operations by the regulated operations of lllinois public utilities.

| propose that the Commission Order should include this condition as written
above. The description should indicate the purpose of the internal audit so that
there is no ambiguity as to what the internal audit should achieve. The internal
audit should document the procedures performed and conclusions to determine
that cost allocations between regulated and non-regulated activities are in
compliance with Frontier’s cost allocation manual that is filed with the

Commission and that the cost allocation manual is correct and complete.

What is your recommendation regarding the finding the Commission must

make regarding compliance with Section 7-204(b)(3)?
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| recommend that Frontier be subject to the above conditions in order for the
Commission to find that the costs and facilities of Frontier will be fairly and
reasonably allocated between utility and non-utility activities in such a manner
that the Commission will be able to identify those costs and facilities that are
properly included for ratemaking purposes in compliance with Section 7-

204(b)(3), to the extent feasible in the telecommunications industry today.

Finding Regarding Section 7-204(c)

Q.

Describe the ruling the Commission must make to be in compliance with
Section 7-204(c).

The Commission shall not approve a reorganization without ruling on 1) the
allocation of any savings resulting from the proposed reorganization; and 2)
whether the companies should be allowed to recover any costs incurred in
accomplishing the proposed reorganization and, if so, the amount of costs

eligible for recovery and how the costs will be allocated.

How does Frontier propose to allocate any savings resulting from the
proposed reorganization?

Frontier has estimated $500 million in annual savings on a company-wide basis
being realized in 2013 with lesser amounts to be expected in earlier years (Staff
Data Request JZ 2.07). According to the Joint Applicants, savings on an lllinois-
specific basis have not been determined by Frontier and the timing and actual

amount of any such savings in lllinois would be speculative at this point in time
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(Joint Applicants’ Exhibit 1.0, p. 41). Frontier believes that any savings allocated
to regulated intrastate local exchange services will be offset by the investment to
upgrade the acquired network facilities (Joint Applicants’ Exhibit 1.0, p. 42), used
towards investment in a greater availability of services, including broadband, and
will offset revenue losses associated with lost access lines (Staff Data Request

JZ 3.02).

Do you agree with the Company’s proposal on the allocation of any
savings resulting from the proposed reorganization?

The Company appears to be saying that what savings are allocated to the
regulated intrastate jurisdiction would reduce costs when setting rates for the
regulated intrastate jurisdiction. The issue that may arise in that proceeding to
set rates would be the allocation methodology to be used to allocate the savings
to the regulated intrastate jurisdiction. This issue would be litigated in that

proceeding.

Are the Joint Applicants proposing to be allowed to recover any costs
incurred in accomplishing the proposed reorganization?

Mr. McCarthy testified that the Joint Applicants are not seeking in this
proceeding, nor will they seek in any other proceeding, to recover any costs
Frontier may incur in accomplishing the proposed reorganization (Joint

Applicants’ Exhibit 1.0, p. 42).
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Do you agree with the Joint Applicant’s proposal for the recovery of any
costs associated in accomplishing the proposed reorganization?

Yes.

What is your recommendation regarding the ruling the Commission must
make regarding Section 7-204(c)?

| recommend that the Commission rule that: (1) the allocation of any savings
resulting from the proposed reorganization would flow through to the costs
associated with the regulated intrastate operations for consideration in setting
rates by the Commission; and (2) the Joint Applicants will not be allowed to
recover any costs incurred in accomplishing the proposed reorganization in

future rate proceedings.

Conclusion

Does this question end your direct testimony?

Yes.
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