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REPCRT AND ORDER

On September 9, 1988, Southwestern Bell Telephone Company (SWB) filed a
petition pursuant to Section 392.361.1, R.S.Mo. (Cum. Supp. 1990), to classify

certain of its services as transitionally competitive. The Commission gave notice



of the petition. The Commission has granted intervention to the following

parties:

Competitive Telecommunications Association
of Misgouri (CompTel)

United states Department of Defense and all other
Federal Executive Agencies (DGD/FEA}

GTE North Incorporated

American District Telegraph Company (ADT)

AT&T Communications of the Southwest, Inc.

AT&T Information Systems, Inc.

Contel of Missouri, Inc.

Contel System of Missouri, Inc.

Webster County Telephone Company

American Operator Services, Inc.

Midwest Cellular Telephone Company

Com-Link 21 Inc. (now LDDS of Missouri, Inc.,
d/b/a LDDS Communications)

Kansas City Cable Partners

Midwest Independent Coin Payphone
Asscociation (MICPA)}

United Telephone Company of Missouri

ALLTEL Missouri, Inc.

MCI Telecommunications Corporation (MCI)

CyberTel Cellular Telephone Company

US Sprint Communications Company

Fidelity Telephone Company

McCaw Cellular Communications, Inc., subsequently withdrew as a party.

The Commission in its November 15, 1988 order also established a pro-
cedural schedule for this case. That procedural schedule was subsequently
modified by order issued March 7, 1989 and a protective order established.

On May 17, 1989 Commission Staff filed a motion requesting the Commis-—
sion clarify the scope of this case and modify the procedural schedule to allow
time for additional filings. On June 9, 1989 the Commission granted Staff’s
motion, canceled the existing procedural schedule and set a prehearing conference
for the parties to propose a new procedural schedule. On July 11, 1989 the
parties filed a proposed procedural schedule which provided for twe phases of pre-
filed testimony and hearings. Phase I would address cost methods and cross-
subsidization issues and Phase II would address classification of services, pric-
ing and above-the-line/below-the~line treatment of costs. By order issued

July 14, 1989, the Commission adopted the proposed procedural schedule.




On Aﬁgust 8, 1989, SWB withdrew its request to classify as transition-
ally competitive all services except two, Speed Calling and Billing and Collec-
tion. By order iessued September 5, 1989 the Commission added Call Control
Options, Selective Call Forwarding and Microlink I to the services for which
classification would be considered. These services were already classified as
transitionally competitive pursuant to the provisions of Section 392.220 and were
to be addressed in Cases No. TR-89-256 and TR-89-257.

Oon March 23, 1990, SWB filed a motion requesting the Commission suspend
the procedural schedule. The Commission postponed the filing of surrebuttal
testimony and ordered the parties to address SWB's motion at the March 27, 19%0
prrehearing conference. The Commission heard arguments concerning the motion and
moved the hearings in this matter from April 15, 1980 to May 10, 1990.

on April 20, 1990, SWB filed a motion teo withdraw its petition to
classify as transitionally competitive the remaining five services. This included
the canceling of the tariffs which classified Call cControl Options, Selective Call
Forwarding and Microlink I as transitionally competitive. On May 2, 1990 the Com-
mission issued an order granting SWB’e motion with regard toc Phase II of these
proceedinge but denying the motion with regard to Phase I. The Commission modi-
fied the procedural schedule to allow additional time for settlement negotiations
and for SWB to file surrebuttal testimony.

This matter was finally heard on November 1 through November 9, 1990.
Briefs were filed by various parties.

SWB filed a Motion In Limine requesting the Commission limit the briefs
to the evidence submitted. The Commission will deny the motion.

During the hearing SWB asked that the Commission take official notice of
certain documents used to cross-examiné Public Counsel witness Carver. The
pertinent parts of the documents were the dates each was issued or filed. SWB
filed a list of the dates by letter dated February 11, 1991. SWB in the letter
again asked that official notice be taken of the documents.
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As gtated at the hearing, official notice would be taken of the dates if
no party objected. No objections were filed so the Commission will take official
notice of the dates as listed in SWB’s letter of February 11, 1991. The Commis-
sion will not take official notice of the documents.

Exhibit No. 44 was reserved at the hearing for a late-filed exhibit for

the full answer by SWB to Staff data request No. 357. Exhibit 44 has been filed

and will be received into the record.

Findings of Fact

The Missouri Public Service Commission, having considered all of the
competent and substantial evidence upon the whole record, makes the following
findings of fact.

The Commission has regulated public telephone, now telecommunications,
corporations pursuant to the provisions of Chapter 392 since 1913. During this
period the statutes have required the Commission to set just and reasonable rates
for telephone sgervice. To fulfil this reguirement the Commission adopted the
traditional regulatory scheme of rate of return, rate base and expense calculat-
ions based upon an historical test year adjusted for known and measurable changes.

On September 28, 1987, the first major revisions to Chapter 392 since
1913 became effective. The new provisions are designed to provide the Commission
with additional flexibility to address the increase of competition in the telecom-
munications industry. The Missouri General Assembly indicated in Section 392.510,
R.5.Mo. (Cum. Supp. 1990) (all statutory references will be to R.S.Mo. (Cum. Supp.
1990) unless gpecifically indicated otherwise), the construction of the new pro-
visions. Specifically, the new provisions are to be construed to:

(1) Promote universally available and widely affordable
telecommunications services;

(2) Maintain and advance the efficiency and availability of
telecommunications services;

{3} Promote diversity in the supply of telecommunications
services and products;




(4) Ensure that customers pay only reasonable charges for
telecommunications service;

{5) Permit flexible regulation of competitive telecommunica-
tions companies and competitive telecommunications
services; and

(6) Allow full and fair competition to function as a substi-
tute for regulation when consistent with the protection
of ratepayers and otherwise consistent with the public
interest.

To fulfil the goals and purposes stated in Section 392.530, revisions
were made to traditional régulation which allowed for classification of services
as either competitive or transitionally competitive (C-TC) and relaxed regulatory
oversight for services so classified. This relaxed regulatory oversight would
allow companies to file bands of rates for C-TC services within which rates could
be changed without notice, or, for competitive services, rates could be changed
with certain notice requirements. Additionally, for local exchange companies,
{LECs) which provide basic local exchange service, statutory safeguards were
enacted to ensure that the rates for noncompetitive (NC) services did not recover
any costs associated with LECs’ provisioning of transitionally competitive cor
competitive servicea. The safeguards are found in Section 392.400.

SWB was the first LEC to request classification of services as transi-
tionally competitive. The issue of classification was delayed, pending a determi-
nation of how SWB would comply with the requirements of Section 392.400. SWB
subsequently withdrew its request for classification, but the Commission ordered
the hearing on the requirements of Section 392.400 be held so these issues could
be addressed.

Section 392.400 has several subsections which, together, require the
Commission to establish procedures for determining the costs associated with C-TC
services and to ensure those costs are not recovered in rates charged for
NC services. Subsection 1 states that the Commiseion shall not allow or establish

any rate or charge for an NC service which in any way recovers the expenses,

investment, incremental risk or increased cost of capital associated with the



provision of C-TC services. This prohibition very clearly requires close scrutiny
of how rates for NC and C-TC services are established. The prohibition in this
subsection has been described as requiring that NC services not provide a subsidy
or cross-subsidy of C-TC services.

Subsection 2 requires the Commission to establish procedures, including
accounting procedures, to implement the prohibition in subsection 1. Testimony in
this case has focused on what is an accounting procedurae.

Subsection 3, as in subsection 2, requires the Commission to develop
procedures or methods for calculating costs to determine whether rates for any
telecommunications service offered by an LEC are equal to or above those costs.
Cost studies can be ordered by the Commission to make this determination.

Subsection 4 allows the Commission, in setting rates for NC services, to
include the revenue from C-TC services, but only if those revenues, in the
aggregate, exceed expenses plus a reasonable return on investment for C-TC
services in the aggregate. This subsection also allows the Commission to make a
determination at the time of classification whether to include the revenues and
costs of a C-TC service in the aggregate calculation. Parties have described this
last provision as taking a service below the line although the rates for the
service would still be subject to scme regulation.

Subsection 5 prohibits an LEC from pricing a C-TC service below the cost
determined by the Commission if the rate is not consistent with full and fair com-
petition. This subsection involves pricing of services and is therefore not
directly related to this proceeding. Subsections 6 and 7 also provide for pro-
cedures not directly related to this proceeding.

The statutory provisions described above provide the standards against
which the parties’ proposals in this case are to be tested. The Commission will
first summarize the proposals and then provide a resolution of those matters that

can or are required to be resolved in this case.




SBWB’'s Proposal

A summary of SWB'’s proposal is set out below,

PROCE

I. Primary Procedures

A. IUC (Incremental
Unit Cost Study)

- {procedures
already exist)

B. Stand-alone
test for local
service
- (precedures

already exist)

C. Contribution
analysis
- (procedures
already exist)

II. Secondary Procedures

A. DCF
- (current SWB
process)

B. CARTS
-~ (current SWB
process)

C. CAP
- (procedures
already exist)

PURPOSE

Costing tool for C-TC
gervices. Price will be
set to the market, but
above incremental cost
{thus assuring no
receipt of subsidy). The
excess over incremental
costs will contribute
towards recovery of
shared and common coste

To ensure the only
service guaranteed a
monopoly is not provid-
ing a subsidy to other
services

hAggregate test

Prospective test used
by SWB to test whether
the deployment of a new
service will exceed its
total costs (including
start-up) over time. The
Commission would use in
its above~the-line v,
below-the-line decision
{assessment of risk)

Historical report that
depicts annual results
for buckets of services

Should the Commission
decide to classify a
gervice as C-TC and
order it be taken below
the line, CAP procedures
will be utilized (uses
embedded direct costs
plus a negotiated con-
tribution level)

WHEN «-

PREPARED

Maximum
of every
3 years
or as
needed

Every
3 years
or as
needed

When
required

When a
service
is con~
gidered

Annually

When
regquired

SUBMITTED TO PSC

During general
revenue require-
ment cases for
C-TC services or
every 3 years and
when services are
initially classi-
fied

During general
revenue reguire-
cases or every

3 years

During revenue
requirement cases
or every 3 years

At time new
service is pro-
posed and tariffs
are filed reguest-
ing classification
ags TC or C

Annually or during
revenue regquire-
ment cases

During revenue
requirement cases
or socner if
necessary {(e.g.,
under an incen-
tive plan



As one can see, SWB proposes to rely primarily on incremental unit cost
studies to determine the cost of services classified as C-TC and to determine if a
subsidy exists. These cost studies will estimate the difference between the total
cost of production for a service as compared to the total cest not including the
new service, or could only compare the cost of one unit of increased production
versus the cost avoided by not producing the additicnal unit. These studies rely
on future estimates of additicnal costs and do not include jeoint or overhead
costs, nor do they include start-up costs.

The other study SWB recommends to determine whether a subsidy exists is

the Stand-Alone Cost (SAC) study. This study is used to determine the costs for a

company ©f producing a service in isolation, that is, without producing other
services. SWB proposes to do an SAC study only for basic local exchange service
and, in fact, has performed such a study.

SWB's other proposed studies are recommended for backup.or additional
confirmation that no subsidy is occurring and to aid in the decision of whether to
take a service below the line. None of these studies allocates joint and overhead
costg. The Discounted Cash Flow (DCF) study does include start-up costs, while
the CAP study reflects all embedded direct costs, to which SWB would add a

negotiated contribution to joint and overhead costs.

Public Counsel’s Proposal

Public Counsel proposes the use of a Fully Distributed Cost (FDC) pro-
cedure for ensuring there is no subsidy from NC services to C-TC services. Public
Counsel recommends the FDC method be applied using a Cost Allocation Manual (CAM)
similar to the one developed by SWB for the Federal Communications Commission
(FCC). Public Counsel is not proposing that C-TC services be priced at FDC but

recommends revenue imputation where prices of C-TC services are not set to recover

FDC.




MCI’'s Proposal

MCI proposes the Commission adopt what it calls a "building block”
costing method. This method consists of the steps listed below.

(1) Selection of tentative prices for SWB’s basic residential
services based on social policy;

(2) Identification of the building block elements of SWB's
network;

(3) Categorization of the building blocks into bottleneck
monopely building blocks (for which there is no practical
alternative source besides SWB) and nonmonopoly building
blocks;

(4) Determination of types and quantities of bottleneck
monopoly and nonmonopely building blocke used to provide
each of SWB’s tariffed services;

(5) Compilation of incremental costs of each of SWB's NC
services other than basic residential and each of its
C-TC services by combining the incremental costs of the
bottleneck monopoly and neonmonopoly building blocks used
to provide those tariffed services;

{6) Projection of the revenues which would result from the
tentative prices selected for SWB’s basic residential
services in step 1, and from tentative prices which equal
the incremental costs compiled for SWB‘s remaining
NC services and its C-TC Bervices in step 5;

{7} Comparison of the projected revenues from step 6 to SWB’s
revenue requirement and

(a) if projected revenues exceed revenue requirement,
reduction of tentative prices selected for SWB's
basic residential services to eliminate such excess;
or

(b) if projected revenues are less than revenue require-
ment, addition of wvarious nondiscriminatory
"markups” above the incremental costs of particular
bottleneck monopoly building blocks and thereby
above the incremental costs of the NC services
(other than basic residential) and C-TC services
which use those bottleneck monopoly building blocks;

(8) Confirmation of the results of step 7 as prices for SWB's
basic residential services, prices for SWB's remaining RC
tariffed services, and price floors for SWB‘s C-TC
tariffed services.

MCI presents its building block method as an incremental cost approach

although SWB calls it an FDC approach. Basically the method constructs floors for
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C-TC services using the total long run incremental costs of building blocks of
SWB’'s network. These building blocks, MCI contends, are the elements of the
gervice provided by SWB and are different from the tariffed services. A tariffed
gervice would be made up of building blocks. Example: building blocks for use of
the local exchange switches just to switch would be: (1) duration of a call
(minute/second); (2) call setup {either call attempt or number of digits depending

on type of switch).

Staff‘'s Proposals

Staff did not take a position in this case. Instead, Staff presented
the two sidea of the issue, without compromise or attempt to reach a middle
ground.

Staff witness Curt Huttsell supports the use of the incrememtal cost
studies for services classified as C-TC and the SAC study for NC services to
determine whether NC services are subsidizing C-TC services. Huttsell agrees with
SWB and ties costs to price. He contends that price floors should be set for C-TC
services using Long Run Incremental Unit Cost (LRIUC). Incremental cost, Huttsell
states, is calculated by determining the magnitude of the ocutlay avoided or saved
by curtailing the quantity supplied, and one should attribute only those cutlays
that can be avoided or escaped to the cost of the service. This, of course, means
that expenditures which are considered fixed or overhead are not regarded as a
cost in incremental costing under Huttsell's proposal.

It is Hutfsell's opinion that any price at or above LRIUC is not preda-
tory because théy are not unprofitable in a competitive market. Huttsell states
that the time period utilized in an incremental cost study will affect its
reliability and so recommends that the time period should be "gsufficient to allow
complete accommodation of plant and equipment to any changes in output which it is
reasonable to expect will be realized, i.e., the time allowed between the
installation of the discreet [sic] addition to capacity and when that addition is
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expected to become fully utilized." Huttsell also states that the appropriate
increment ie a crucial component of the study. He recommends four considerations
in choosing an increment: (1) prospective volumes of service in comparison to
present volumes; (2) the rate a% which such prospective volumes are likely to be
reached over time; (3) the distribution of those prospective volumes over specific
time periods, i.e., time of day and day of week; and (4) the degree of unused or
underutilized capacity in the system. Finally, Huttsell would use the incremental
cost method for determining whether a service should be treated above the line or
below the line.

Bob Schallenberg, Staff’'s other witness, proposed the adoption of an
FCC-type CAM using the FDC method. Schallenberg states that FDC will prevent
subsidization because it focuses on actual, historical costs of a service, includ-
ing up-front or start-up expenses and investments, the incremental coste of the
gervice, the increased overhead incurred to support that service, and a predeter-
mined allocation of cost responsibility to that service to defray joint and over-
head costs.

Schallenberg regards the reliability of actual costs used in an FDC
method as superior to the cost estimates of the incremental cost method. If
actual data doesn‘t meet estimated data, a subsidy could occur, and therefore FDC
is necessary to detect this subsidization. Schallenberg believes the cost of a
C-TC service includes the start-up costs such as research, development, marketing
and trial, as well as shared costs, joint and overhead costs. Schallenberg
asgerts that shared costs range from 47.95 percent in 1984 to 53.23 percent in
1988 of SWB's total costs. To recover this through contribution, Schallenberg

contends, would require a 100 percent markup.

Other Parties’ Proposals

The other LECs which are parties to the case generally supported incre-
mental costing as the proper procedure or method to adopt to ensure rates for
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NC services do not recover any ceosts associated with C-TC services. They also
oppose use of the Stand-Alone Cost (SAC) study since it is costly and inconclusive
and they oppose the requirement of an FDC CAM as burdenscme and arbitrary. The
compahies' main point is that each company should be allowaed to develop its own
procedures for meeting the requirements of Section 392.400 and this case should
not be used as a mandate for any specific procedure.

CompTel, MICPA and ADT generally support the FDC method. They support
the need to recover shared costs anq say the incremental cost method is subject to
manipulation. These parties are dependent for their businesses on SWB services
and fear unfair competition if SWB rates are not set to recover shared costs.

Department of Defense and other Federal Executive Agencies (DOD/FEA)
supports incremental costing so that prices for SWB mervices will be competitive.
DOD/FEA is a large customer of SWB and supports competitive prices. DOD/FEA
believes incremental cost studies are appropriate for determining whether a

subsidy exists between NC services and C-TC services.

Commission’'s Decision

The procedural history of this proceeding indicates the complexity of
the requirements of the legislation enacted in 1987. It is SWB's position that
Section 392.400 is a codification of Commission policy established in Case
No. 18,309. Re: Southwestern Bell Telephone Company, 21 Mo. P.5.C. (N.S.) 397
{1977). Other parties contend that the procedures of 18,309 do not meet the
requirements of Section 392.400. No middle ground was proposed and the Commission
is left to interpret the requirements of Section 392.400 based upon very strong
and antithetical arguments. Although the parties may find the language of 392.400
rigid, the Commission finds it allows for some flexibility and, in fact, requires
flexibility because of the dynamic nature of the process of classification.

In fashioning a rational interpretation of the requirements of Sec—
tion 392.400, the Commission will not attempt to resolve all of the disputes
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between the parties. Some of the theoretical disputes probably cannot be resolved
and are only applicable if they are relevant to the statutory requirements.
Theoretical purity is not mandated by the statute and, as the evidence indicates,
is not a practical solution. The Commission’s goal is to interpret the statutory
provisions g0 that the purposes of the legislative enactments of 1987 can be
implemented within the boundaries established by the General Assembly.

The provisions of the 1987 legislation allowing for classification of
services of interexchange carriers as C-TC were implemented in 1989. Re: Investi-
gation for the purpose of determining the classification of services provided by
interexchange telecommunications companies within the State of Missouri,

30 Mo. P.S.C. (N.S8.) 15 (1989). The parties, after prolonged negotiations,
reached agreement on how to implement the statutory provisions., In contrast, LECs
have been reluctant to take advantage of the proviaions.‘ Even though the Commis-
gion coffered to reach a decision by December 31, 1989, this proceeding was delaved
and then proposed to be withdrawn. The reluctance of LECs to take advantage of
the reduced regulation permitted by the 1987 legislation is perplexing and
suggests a reluctance to leave the safety of the traditional regulatory environ-
ment or that there are few Bervices which are subject to sufficient competition to
warrant reduced regulation. Regardless of the reason for the delay, the Commis-
sion determined that it should address the provisions cof Section 392.400 so that
LECs would know what to expect if they do seek classification.

Subsection 392.400.1 is the cornerstone for the safeguarde established
in this section of the statute. Although the word "subsidy" is not used, this
subsection in effect prohibits any subeidy of C~TC services through the rates
charged for NC services. Subsection 2 requires the adoption of procedures which
will enable the Commission to ensure the subsection 1 prohibition is accomplished.
The decision concerning the appropriate procedures that will be used to determine
whether a subsidy is occurring will effectively answer the costing questions of
subsections 3 and 4. Since costs drive rates, the prohibition against NC rates
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subgidizing C-TC services must be addressed by determining what costing procedures
will detect a subsidy. The term subsidy, or cross-subsidy, is used here to mean
where the rates for one service recover more than the costs of that gervice while
the rates for another service provided by the same company do not recover its
costg.

How to determine the costa of a service, then, is the essential under-
taking for determining if a subsidy occurs. SWB suggests that it is economic
theory that should determine costs and that economic theory only loocks at incre-
mental costs. SWB's argument is that prices drive costs and prices should be
determined by the marketplace. Under economic theory, market prices must recover
incremental cost or they are not economic.

Incremental costs are forward-looking and are based upon the addition to
a firm’s total cost when producing more of something as compared to not producing
the additional items. Stated in the negative, it is the cost savings that could
be realized if the service were discontinued or the additional portion not pro-
duced, keeping the level of production constant for all other services.

Incremental costs only include variable costs of production. This means
that expenditures which are fixed or shared are not regarded as incremental costs.
To be consistent throughout, the Commission will refer, in general, to all costs
not directly assignable as either indirect costs or shared costs. This will
include joint, common and overhead costs as used by the various witnesses. As
defined by SWB, joint costs are those in which the ratio of output to another is
fixed; common costs are those in which outputs can be produced in variable propor-
tions; and overhead costs are those that cannot be ascribed to a grouﬁ of
services.

Economists believe that costs are only relevant to price if they are
used in making a particular economic decision. Since overheads are fixed or sunk
and must be recovered whether a new service or additional unit ie produced or not,
economists consider them irrelevant. It is SWB’s position that these forward-
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looking incremental costs are all that are necessary to determine whether a
subsidy will occur. If the price of a service is above that service’s incremental
cost, then there is no subsidy to that service, according to SWB's witnesses.

Incremental cost studies attempt to estimate what will happen in the
future by forecasting future demand, expenses and investment. They do not rely on
historical data and they do not include most start-up costs. According to
economi¢ theory the only relevant costs are those that vary with the decision
being made.

Diametrically opposed to incremental costing and the economic theory of
costing is the Fully Distributed Cost (FDC) method. This method relies on
historical data to determine what costs are assignable to a service, and where
costs are shared and cannot be directly assigned, the FDC method would allocate
those costs by some formula or cost indicator. To implement the FDC method, a
Cost Allocation Manual (CAM) is develcoped. This manual details how costs are
assigned to each service and how shared costs are allocated to each service. The
CAM allocates or assignse costs to a service based upon actual historical data.

MCI has proposed a third method of determining coste which it has
described as a building block approach. This approach, though, applies either
incremental costing or fully distributed costing, depending on whom you believe,
to calculate the costs of each service. The building block approach is different
in the elemente it uses to determine costs, not in the underlying method of cost
assignment.

Based upon the evidence presented, neither incremental costing nor FDC
provides a practical remedy to the problem presented by subsection 1. Incremental
costing is based upon economic theory developed for competitive companies in a
competitive market. SWB is a mixed-mode provider; that is, it provides services
that are subject to varying degrees of competition as well as services for which
there is 1little or no competition. Under economic theory, SWB would price
services subject to competition using incremental costs and recover all shared
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costs from those services subject to little or no competition. This, of course,
is antithetical to the purpose of regulation and violates one of the purposes of
the new legislation, the promotion of universally available and widely affordable
telecommunicationg service.

In addition, incremental costing would only satisfy the subsidy prohibi-
tion if incremental cost studies were performed for all combinations of services.
William J. Baumol, who appears to have developed the theory upon which SWB's pro-
posal is based, describes this requirement thusly:

"It is possible for the prices of each of several competitive

products individually to satisfy the incremental cost

criterion and yet for several or even all of the firm’s

compatitive products to fail it as a group. ... To avoid this

difficulty, the criterion must be extended to require the

revenue of each service individually and for any combination

of auch services to yield revenues that at least egqual the

corresponding incremental costs."

William J. Baumol, Superfairness, The MIT Press (second printing, 1987), p. 115.

Baumol states further that "the subsidy requires not only that the
revenue of each product individually cover its incremental cost, but that the same
be true of each and every combination of the company’s outputs." Ibid., p. 116.
And, finally, Baumol concludes that the incremental cost test precludes the
failure of the firm to cover the costs since his teast demands that prices be such
that each and every combination of products provide revenues that at least equal
the combined incremental costs. Ibid., p. 132. A8 can be imagined, the number of
incremental cost satudies necessary to establish there is no subsidy under this
theory is overwhelming. Not even SWB could provide the atudies deemed theoreti-
cally necessary by Baumol.

The FDC CAM is also subject to theoretical as well as practical short-
comings. First, the evidence indicates that a CAM would take almeost two years to

develop and would be resisted by the LECs. Public Counsel proposes using the CAM

developed by SWB for the FCC as a guide, but the evidence indicates that the FCC
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CAM would have to be almost completely redone to meet the requirements of Missouri
operations.

The FCC CAM was developed to separate two groups cof services, regulated
and deregulated. For Missouri operatione the CAM would have to separate the costs
of any service classified as C-TC from NC services. Even if done in the aggregate
for all C-TC services, the CAM would require updating as additional services were
classified as C-TC. The CAM alsc would establish predetermined allocations of
shared costs, which would eliminadte any flexibility from the costing process.

Intuitively, SWB's SAC study proposal appears to be the best method to
determine whether a subsidy is occurring. An SAC study for each service should
determine if any service is being subsidized. SWB proposes to perform an SAC
study, and in fact has performed one, to determine whether basic local service is
receiving a subsidy. The theory is that if basic local service revenues do not
exceed the SAC study, then basic local service is not receiving a subsidy. The
stand~alone cost for a service is determined as if the company providéd no other
services. There are no shared costs and no economies of scale or scope.
Economies of Bcale are where the average cost of each unit decreases as the number
of units produced increases. Economies of scope are the advantages any company
enjoys when it produces more than one service which use some of the same raw
inputs.

An SAC study would be similar to a revenue requirement for a company
with only the services studied using hypothetical instead of historical costs. B&As
proposed by SWB, though, the SAC study would not fulfil the statutory prohibition.
SWB only proposes to do an SAC study for basic service. To ensure no subsidies
exist, SAC Btudies would have to be done on all NC services in the aggregate and
probably all C-TC services in the aggregate, not just basic local service. This,
of course, would require new studies each time an additional service was classi-

fied as C-TC. Theoretically, to ensure there is no subsidy received an SAC study
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would have to be performed for each service and every combination of services,
which would require a multitude of studies at some unexplored cost.

SWB witness Kaeshoefer admite that including many other services beyond
basic local service in an SAC test would not be practical. In addition, SAC
studies require the costing of a hypothetical system that does not exist, one that
may have different scales, use different facilities, reflect a different architec-
ture and perform different functions than any system that does exist. DOD/FEA
witness King sees these items as shortcomings of the SAC study that can enly
complicate regulatory proceedings. The Commission agrees.

The.building block method suffers the same infirmities as do incremental
cost and FDC since it seems to incorporate some of each method. Based upon MCI
witness Cornell‘s description of the procedures necessary to implement the build-
ing block method, it appears impractical, and perhaps inscrutable. To require SWB
to separate its operations into building blocks would be extremely complex and
time-consuming, and to implement this method, parties would have to pore over
every aspect of SWB's operations and attempt to agree on what the building blocks
are. Then SWB would be required to perform incremental cost studies, as described
by Cornell, on each building block and allocate all costs at the building block
level. In the context of SWB‘s system, this would be a monumental undertaking.

Since each of the methods proposed by the parties is deficient when it
comes to their practical implementation, the Commission reviewed thg methods and
procedures proposed to determine which, if any, would, in practical application,
ensure that subsidies do not flow from NC services to C-TC services. Any method
adopted should be readily available, meet the statutory requirements, and allow
SWB to seek classification of services which are subject to competitive pressure
as goon as practical.

The Commission believes the solution lies in separating two aspects of
SWB’'s operations. First, there are the existing services for which rates have
been set under traditional regulation and the policies established in 18,309. 1If
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an existing service is determined to be C-TC, there must bé some method for ensur-
ing all direct costs plus a fair proportion of indirect or shared costs are borne
by that service. As stated earlier, a CAM would allocate this cost, but that
allocation would not necessarily have any relationship to cost causation or the
use of shared facilities or overheads attributable to that service.

The Commission has determined that the Cost Accounting Procedures (CAP})
utilized by SWB in TC-89-14, et al., and proposed by SWB for below-the-line treat-
ment in this case is the most reasonable accounting procedure proposed to use in
calculating the cost of C~TC services. CAP will identify the embedded direct cost
of a service and is superior to the Cost Accounting and Revenue Tracking System
{CARTS) proposed by SWB. CARTS would look at families of services, which could be
mixed NC and C-TC, and even SWB’'s witness agreed that if a group of services did
not meet the CARTS test, it would not necessarily mean a subsidy was occurring.
Along with the CAP study for each existing service, SWB would have to provide a
proposed fair contribution to shared costs. This could be negotiated as it was in
TC-89-14, et al., or could be a contested issue before the Commission.

This combined procedure for determining the costs of an existing service
meets all of the statutory regquirements and is readlly available. CAP plus a
contribution is a practical solution to determining any subsidy. It includes both
direct and indirect costs. It allows a C-TC service to benefit from any economies
of scale and economies of scope while contributing to shared costs and allows the
Commission to see the costs associated with a service to determine whether the
service should be taken below the line. The CAP is based upon historical costs,
which the Commission finds is necessary to properly determine the costs associated
with existing services.

Even though no party proposed taking a C-TC service below the line, sub-~
section 4_1imits the Commiseion to one opportunity to make that decision, at the
time of claesification. CAP plus a fair contribution will enable the Commission
to make that determination.
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CAP, though, in its current form is not complete. SWB witness Farmer
recommends more comprehensive methods and procedures for CAP. Farmer is a senior
manager and a certified public accountant with the firm of Arthur Andersen & Co.
Farmer testified that CAP did not have the detailed criteria necessary to meet the
Attestation Standards included in the Stataménts on Standards for Attestation
Engagements issued by the American Institute of Certified Public Accountanta. SWB
will need to develop the detailed criteria beféra it proposes to classify an
existing service and use CAP to determine the cost associated with that service.

The Commission has determined that different proceduree should be
utilized in determining the cost of new services., Since the rates for new
services will not have been set under traditional regulation and costs of provid-
ing the service have not been booked, the Commission finds that an incremental
cost study plus the Discounted Cash Flow (DCF) study will provide a reasoconable
estimation of a new service’s costs. The incremental cost study for a new service
studies the entire service. The testimony indicated that SWB performs its
incremental cost studies in this manner for new services but does not for existing
services. The incremental cost study for a new service should look at entire
expected demand.

In addition to the incremental cost study SWB will be required to pro-
vide a DCF study performed for the new service. This study will include the
start-up costs such as research, development, marketing and trial. SWB utilizes
the DCF to determine whether to provide a new service and this information will
aid the Commission in determining whether to take a new service below the line.

The Commission will not decide at this time whether a contribution to
shared costs should be required of a new service. Once the incremental cost study
and DCF are provided, the decision whether a contribution to shared costs is
required can be made when classification is regquested.

To ensure the incremental cost study and DCF study have provided a
reasonably accurate forecast of the costs asscciated with a new gservice, SWB shall
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be required to provide a CAP study for the new service three years after the
service is tariffed. The CAP study will provide a check on SWB’s study methods
and can be used to adjusﬁ the rates set for the new service, if necessary. Any
adjustment based upon the difference between the CAP study and incremental and DCF
study can be resolved either through negotiations or by Commission decision. A
reasonable contribution to shared costs should be an element in that process.

The procedures established by the Commission in this proceeding should
enable SWB to enter the competitive market for new services while ensuring no
subsidy exists between NC and C-TC services. The distinction between existing and
new services is reasonable since existing services have been priced under tradi-
tional regulation and the policies of 18,309, and so are completely intertwined in
SWB’'s rate structure with the focus on total revenue reguirement, not subsidy and
flexible pricing.

The incremental ceost studies provided by SWB under 18,309 have been
shown to have faults and they have not been the long run incremental cost studies
reguired by 18,309. The evidence indicated that a long run incremental cost study
has not been performed by SWB since 1983. This indicates that other factors were
utilized to calculate costs and no attempt was made to guard against any subsidy.
Prices were set to allow SWB to recover its revenue requirement and basic local
rates were priced residually. There was no flexibility in pricing and no reduced
regulation. The Commission could not reasconably, under these circumstances and
when faced with the prohibition in subsection 1, allow SWB to set price floors for
C-TC services using 18,309 methods. Section 392.400 is not a codification of
18,309, and 18,309 procedures do not meet the reguirements imposed by this sec-
tion.

The Commission’s decision is also a signal to other LECs that existing
procedures may be sufficient to meet the requirements of Section 3%92.400. Those
procedures, though, for existing services must calculate the embedded direct costs
of an existing service and provide a fair alleocation of shared costs or propose a
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reasonable negotiated contribution to shared costs. Por new services LECs should
provide a study showing not only the incremental costs of the entire service but a
study which inc¢ludes the start-up costs.

As can be seen from the appreoach of the Commission to the iasues, there
has been no attempt to resolve all of the controversy or disagreements raised
regarding incremental cost or FDC. Where relevant, those disputes left unresolved
will be addressed once claaaif;cation is sought, The Commission has approached
the issues presented in or@er to meet the shared goals of the provisiona of
Chapter 392 enacted in 1987, reasonable and fair prices and regulatory flexibility
for services subject to competition. The Commission has rejected blind reliance
on economic theory for practical solutions. The classification of sexrvices as
C~TC will be a dynamic process and only a flexible system such as the one
established in this order can meet the needs of such a process. Whether SWB and,
eventually, other LECs find this solution to their benefit, only time will tell.
The Commission, though, has fashioned procedures which it believes will allow

classification to begin and still fulfil the requirements of Section 392.400.

Conclusions of Law

The Missouri Public Service Commission has arrived at the following
conclusions of law.

In 1987 the regulation of telecommunications services and companies was
modified significantly. The new provisions were designed mainly to reduce regula-
tory oversight for services found to be either competitive or transitionally
competitive. Telecommunications companies could seek classification of any
services as either competitive or transitionally competitive except for basic
local telecommunications service. If the Commission found that the service was
subject to sufficient competition to justify a lesser degree of regulation, it
could grant competitive or transitionally competitive status to the service.
Other companies with the same or substitutable service could then request
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classification of their services and if a company proposed a new service, it could
designate the requested classification and have the classification go into effect
within 60 days, unless otherwise ordered by the Commission.

Purguant to this statutory scheme, companies with C-TC services could
operate with reduced regulatory oversight. This includes the ability to either
change prices within a band of rates or, for competitive services, change rates
with limited notice, Sections 392.510 and 392.500, respectively. Tariffs still
have to be filed, but changes in rates could be made either within a band or with
notice.

LECs, which provide basic local telecommunjications service, may always
have noncompetitive services, but could seek classification of services other than
-basic as either transiticonally competitive or competitive. The General Assembly,
though, to ensure that noncompetitive services, such as basic, do not support the
LECs’ C-TC services, enacted the provisions of Section 392.400. These provisions
were the subject of this proceeding.

Subsection 1 of 392.400 prohibits rates for NC services from recovering
the expenses, investment, incremental risk or increased cost of capital associated
with the provision of C-TC services. The statutory language prohibits the
recovery through NC rates in any way, directly or indirectly, of the costs of C-TC
services. This language eliminates a reliance on only incremental costing to set
rates for C-TC services. Incremental costs do not include indirect costs or
shared coste of a company. Whether forward-locking or actual costs, rates for a
C-TC service must include some part of the shared costs of SWB. Although this
interpretation may not comport with economic theory, the language is not
ambiguous. C-TC services which share in the economies of scale and scope of an
LEC must contribute fairly to the joint, common and overhead costs of the LEC.

The statutory language does not direct a CAM type allocation nor a
reliance on historical costs either. Predetermined allocations of an FDC CARM are
also impractical and lack the flexibility inherent in regulation of C-TC services.
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The rigid accuracy of a CAM or the involved process necessary to develop a CAM is
not practically suited for requlation of C-TC services. Allocation of shared
costs can be flexible as long as each C-TC service provides a reasonable and fair
contribution to shared costs. This does not need to be a predetermined alloca-
tion.

The Commission believes its decision to require a CAP study plus con-
tribution for existing services satisfies the prohibition in subsection 1.
Embedded direct costs plus a contribution to indirect costs developed for each
service allows for the flexibility required to meet competition but ensures, in a
practical manner, that indirect costs are recovered by all services. As more
services are classified as C-TC, the aggregate test will allow for more flexi-
bility. There is no magic formula for assigning shared or indirect costs. For
all costs not directly assignable a decision must be made as to the proper cost
allocation factor. Even after costs are assigned by cost allocation factor, there
will be residual costs which must be assigned.

The use of CAP also fulfils the requirements of subsection 2, which
requires that procedures, including accounting procedures, be established to
implement the prohibition in subsection 1. CAP is an accounting procedure. It
will be used to establish the costs for existing services and as a check of the
costs calculated using incremental costs and the DCF for new services. Since the
Commission has adopted a procedure which all parties agree is an accounting pro-~
cedure, the question of whether an incremental cost study is an accounting pro-
cedure need not be addressed.

Subsection 3 requires the Commission to establish appropriate methods
for calculating the costs of providing any telecommunications service and whether
the rates for the service are equal to or greater than the cost calculated. This
subsection could be interpreted to require an LEC to perform a cost study for each
of its services. The Commission, though, believes it is more reasonable to view
the traditional ratemaking process as meeting those costing requirements for
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NC services. For gervices classified as C-TC the procedures established to meet
the requirements of.subaections 1 and 2 can be used to meet the costing require-
ments in this subsection.

This interpretation will limit the number of cost studies which an LEC
must prepare and also leaves to another proceeding, if necessary, how to calculate
the costs of basic local service. Whether to treat the local loop as a shared
cost or incremental to basic service is an issue which may need to be addressed in
the future but which is unnecessary to decide in this case.

The procedures established by the Commission in this proceeding can also
be used to determine whether a C-TC service should be treated in aggregate cal-
culations required by subsection 4. The Commission only has one opportunity to
make the decision and must have the necessary costing information to reach a
reasonable decision. Short o©of deregulating all services except basic local
service, the only logical solution according to Alfred Kahn, the Commission must
determine for each C-TC service whether costs and revenue should be included in a
revenue requirement calculation.

The statute mandates that the Commission exercise its discretion to
ensure that the rates of NC services do not recover any costs associated with C-TC
gervices, The Commission has adopted procedures in this ecase to fulfil that
obligation. The Commission concludes that procedures established in this order
meet the statutory requirement and comply with the intent of the provisions of
Chapter 392 enacted in 1987. After the long delay in implementing these new
provieions, LECs are encouraged to take advantage of the reduced regulation where

appreopriate.

IT I8 THEREFORE ORDERED:
1. That Southwestern Bell Telephone Company shall file a Cost Account-

ing Procedure study plus a propeosed level of contribution when it seeks to
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classify a service existing on the effective date of this Report And Order as
competitive or transitionally competitive.

2. That Southwestern Bell Telephone Company shall file an incremental
cost study and discounted cash flow study when it seeks to have a new service
pursuant to Section 392.220, R.S.Mo. (Cum. Supp. 1990), classified as competitive
or transitionally competitive.

3. That Southwestern Bell Telephone Company shall file a Cost Account-
ing Procedure study within three (3) years of the effective date of any tariff
which classifies a service as competitive or transitionally competitive pursuant
to Section 392.220, R.S.Mo. (Cum. Supp. 1990), as authorized in Ordered para-
graph 2 in this Report And Order.

4. That late-filed Exhibit No. 44 be hereby received into evidence.

5. That official notice be hereby taken of the dates provided by
Southwestern Bell Telephone Company in its letter of February 11, 1991.

6. That the Motion In Limine filed by Southwestern Bell Telephone
Company be hereby denied.

7. That all other motions or objections not specifically ruled on be
hereby denied and overruled.

8. That this Report And Order shall become effective on the 17th day
of September, 1991.

BY THE COMMISSION

Rreut Stenit-

Brent Stewart
Executive Secretary
(S EAL)

Steinmeier, Chm., Mueller, Rauch,
MeClure and Perkins, CC., concur
and certify compliance with the
provisions of Section 536.080,
R.S.Mo. 1986.

Dated at Jefferson City, Missouri,
on this 28th day of August, 1991.
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CAM
CAP
CARTS
Comptel
C-TC
DCF

DED/FEA

FCC
FDC
IucC
LEC
LRIUC
MCI
MICPA
NC
SAC
SWB

TC

GLOSSARY

American District Telegraph Company

Competitive

Cost Allocation Manual

Cost Accounting Procedure(s)

Cost Accounting and Revenue Tracking System
Competitive Telecommunications Association of Missouri
Competitive or transitionally competitive

Discounted Cash Flow

United States Department of Defense and all other Federal
Executive Agencies

Federal Communications Commission

Fully Distributed Cost

Incremental Unit Cost

Local exchange company

Long Run Incremental Cost

MCI Telecommunications Corporation

Midwest Independent Coin Payphone Association
Noncompetitive

Stand-Alone Cost

Southwestern Bell Telephone Company

Trangitionally competitive



