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 The Staff of the Missouri Public Service Commission (Staff) submits this Reply Brief in response to the initial briefs filed on December 13, 2002.  Support for the Staff’s cost study is clearly established in the testimony of Dr. Ben Johnson and in the Staff’s initial brief, however, the Staff wishes to respond to a few arguments raised by the parties.  Due to the lack of any legitimate and unbiased criticisms of the Staff’s cost study, the Staff recommends that the Commission proceed with adopting the cost study and further recommends moving onto the second phase of this investigation.

1.  Cost Methodology

As expected, the arguments in the initial briefs differ by company type in their choice of the appropriate cost methodology, and were predictable according to each company’s stake in the outcome of this case.  The Missouri Independent Telephone Group (“MITG”) and the Small Telephone Company Group (“STCG”) argued in support of an embedded cost approach by claiming that the Staff’s cost study fails to reflect each carrier’s actual costs.  It is likely that these parties would have raised this argument against the Staff’s cost study regardless of the type of cost study prepared by Dr. Johnson, so long as an embedded approach was not used.  In reality, economic cost modeling is routinely used “to predict what is likely to occur in the future, and what would likely occur under specified hypothetical circumstances.”
  Dr. Johnson’s direct testimony explains in great detail the balanced approach taken by the Staff and the resulting impartial outcomes.
  Dr. Johnson cautioned the Commission against identifying costs based “exclusively on a single “best” type of cost (particularly where the parties disagree about which type of cost is the “best” one to use).”
  

The STCG argues that in the Missouri Universal Service Fund case, Case No. TO-98-329, the Commission rejected forward-looking costs over embedded costs in its June 27, 2000 Order Establishing Technical Meetings.
  The STCG fails to mention the footnote appearing at the end of the language cited by STCG.  It appears that the Commission’s selection of embedded costs was due to the lack of an adequate model in June 2000 for calculating forward-looking costs.  The Commission left open the possibility that it would consider forward-looking cost models “at a later date, should there be reason to believe such models are sufficiently mature.”
  Dr. Johnson explains in his direct testimony that the forward-looking models used by the FCC, that were available to the Commission in June 2000, underwent extensive review and further development by the FCC.
 Had a sufficiently mature forward-looking cost study developed by Dr. Johnson in the present case been available to the Commission in June 2000, it is entirely possible that the Commission would have ordered the parties to use a forward-looking cost method for the Missouri Universal Service Fund workshops.  Furthermore, as testified by Dr. Johnson, the Supreme Court reviewed the use of the term “cost” in the Telecommunications Act for unbundled network elements and held that there is “a heavy presumption against any method resembling the traditional embedded-cost-of-service model of rate setting.”
  Dr. Johnson correctly concluded, “the Commission has even broader discretion to select the costing methodology which it believes is most reliable and useful in evaluating intrastate access costs.”

The STCG claims that the Staff’s cost models do not accurately and reliably identify the actual costs incurred by the rural ILECs in providing switched access.
  STCG argues that no consideration was given to the cost differences between the rural ILECs and the large companies.  This characterization is incorrect.  Dr. Johnson testified:

…the structure of our regression coefficients allows economies of scale to be considered - the estimated switch investment per line for carriers with small wire centers is higher than the analogous investments estimated for carriers with larger wire centers.  As well, when costs are developed on a per-unit basis (cost per minute) additional consideration is given to economies of scale and scope.  One indication of the fact that our regression-based cost estimates take into consideration differences in economies of scale and scope is the fact that both our transport costs and our switching costs are substantially higher per minute for the small ILECs than for SWBT (the carrier that serves the state’s largest urban areas and enjoys economies of scale and scope to the greatest degree).

STCG also criticizes the use of cost models in general due to their “ability to manipulate data to get a desired result from the study.”
  However, in the STCG’s own cost study appearing in the direct testimony of Robert Schoonmaker, Mr. Schoonmaker acknowledges that he also manipulated data from the FCC Part 36 and Part 69 cost studies to achieve a desired result.
  While the STCG is critical of the manner in which the Staff’s cost study can be adjusted to apply to a particular carrier, it is precisely this flexibility that allows the Staff’s cost study to be used 

consistently and uniformly to all carriers in order to avoid any carrier bias.  It appears the STCG is simply throwing every argument imaginable against the Staff’s cost study in an effort to derail the Staff’s attempt to accurately identify the actual costs of switched access, when the STCG’s true disagreement with the Staff’s approach is its use of forward-looking costs over embedded costs. 

Most, if not all, of the shortcomings claimed by the parties of the various cost methods used in the Staff’s cost study are resolved by the Staff’s use of a combined stand alone, fully allocated and TSLRIC cost estimate.  Additionally, since most other parties are aligned with a single cost method, it should be expected that these parties would criticize the Staff’s cost study since the Staff uses a combination of methodologies. 

2.
Subsidy v. Support

The Office of the Public Counsel (“OPC”) asserts that switched access rates are “subsidy free” and that any subsidy claim is a “myth.”  The OPC uses this argument in an attempt to convince the Commission that the current access rates should be maintained.  Although the Staff is not recommending any changes to access rates at this time, OPC’s argument fails to address the problems with access rates as identified by Dr. Johnson.  Dr. Johnson testified as follows:

Q.
Can you comment further on the end office switching and transport rates in comparison to costs?

A.
Yes.  Pages 4 through 7 of schedule 3 demonstrate that for all of the Missouri carriers, the current intrastate switching rates substantially exceed the cost of providing this service, regardless of which type of costs are considered.  The fact that most of the existing switching rates exceed fully distributed costs by a wide margin, and they even exceed stand-alone costs strongly suggests this is an area where substantial rate reductions would be appropriate.  In each instance the rates being charged by these companies are also higher than their respective Pro Rata and Weighted fully distributed costs and 10 to 20 times the TSLRIC cost.


Similar conclusions can be reached with regard to the local transport rates, as shown on Pages 6 and 7 of Schedule 3.  This data shows that many of the carriers are charging more than 100% of the stand-alone cost of providing this service.  Similarly, the data reveals that the existing rates of many of these carriers exceed fully distributed cost by extremely wide margins.  In fact, none of the carriers currently have rates which are close to the fully distributed cost, even when using a weighted allocation procedure (which allocates a greater than pro rata share of costs to the switched access category).  Since the CLEC rates are similar to the ILEC rates, a similar pattern is shown for these carriers – their transport rates are currently set at levels which greatly exceed the forward looking cost of providing this function.

3.  
CLEC cap

Fidelity Communication Services I, Inc., Fidelity Communication Services II, Inc., Fidelity Communication Services III, Inc., and Fidelity Cablevision, Inc. (“Fidelity CLECs”) discuss the Commission’s cap on CLEC access rates.  The Fidelity CLECs seek an order from the Commission that allows the CLECs to charge any access rate, above or below the rate charged by the competing ILEC.  The Fidelity CLECs further seek to shift the burden of proof regarding those rates to any party, including the Commission, that dispute the reasonableness of the rates.
  However, since the CLECs retain the cost data regarding the rates the CLEC would charge, it would be nearly impossible for another carrier to meet its burden of proving that the CLEC is charging unreasonable rates.  The Fidelity CLEC’s “reasonable until proven otherwise” approach would appear to be entirely contrary to the objectives of this investigation.  By placing the burden on the CLEC (which possesses the relevant cost data) to show that a rate above the ILEC rate is reasonable, the Commission will not have to speculate as to whether a particular access rate is reasonable.  Whereas under the Fidelity CLEC approach, the reasonableness of the rate will be uncertain until challenged.

The Fidelity CLECs additionally argue that the CLEC should not be required to reduce its switched access rates if the competing ILEC reduces its rates.  The Fidelity CLECs claim that requiring the CLEC to match the reduction creates a situation in which “the marketplace may punish” the CLEC.  However, there is no marketplace for switched access service.  Switched access is a situational monopoly.
  The Staff does not agree with the Fidelity CLEC’s concern that the matching requirement will put them at a disadvantage.

4. Universal Service Fund

In the Staff’s initial brief, the Staff suggested that the Missouri Universal Service Fund (“MoUSF”) could be used as a possible solution to switched access rates if the Commission finds that reform is necessary.  In the initial brief of Southwestern Bell Telephone, L.P., d/b/a SBC Missouri (“SWBT”), however, SWBT claims that using the MoUSF high cost fund to lower switched access rates “would be funded primarily by SBC Missouri and its end users.”
  This argument is misleading because the MoUSF is a shift from implicit support to explicit support.  SWBT’s customers are already supporting the current switched access rate levels through toll rates.  And any claim that SWBT’s customers would pay the greater part of the fund is only an indication of the disproportionate market share enjoyed by SWBT.

5. Cost of Capital

SWBT would like this Commission to believe that the appropriate value for cost of capital for SBC Missouri is 12.19 percent.  However, the Commission previously rejected SWBT’s 12.19 percent recommendation in Case No. TO-2001-438, and instead ordered a weighted average cost of capital of 10.32 percent.
  The Staff supports a 10 percent cost of capital for SWBT in the present investigation, which is consistent with the Commission’s previous findings.

6.  
Protective Order

SWBT spends a considerable portion of its initial brief arguing against changes to the Commission’s standard protective order.  The problems surrounding the protective order were made obvious to the Staff in this proceeding, and the Staff recommends changes that will give greater access for parties wishing to fully participate in further Commission proceedings, without compromising a carrier’s right to maintaining the confidentiality of its data.  SWBT prefers to have the ability to pick and choose the parties with which it will enter into “separate, supplemental nondisclosure agreements” to allow access to confidential data.  The Staff believes that the Commission should control the dissemination of confidential data, rather than a carrier that could restrict access to data that may or may not fall under the Commission’s definition of confidential.  Allowing a carrier to restrict access could encourage a carrier to withhold information for no purpose other than to prevent an adverse party from fully preparing its case before the Commission.  By implementing requirements for the release of confidential data, the Staff believes the Commission can maintain carrier confidentiality while also allowing all carriers an opportunity to fully represent their interests.

7.
Conclusion

The parties that wish to maintain the current switched access rates recommend that the Commission take no further action in this case.  OPC argues that there is no cost based reason for reducing or rebalancing switched access rates.
  These arguments do not recognize, or do not choose to recognize, the many issues brought before the Commission that are impacted by switched access rates.  While some of the problems surrounding high switched access rates have 

been raised in this case, others have not been raised since this case has been focused on identifying the cost of switched access and has not explored related access problems.  One such issue that was recently brought before the Commission was a deposit requirement requested by local carriers to protect the carriers from interexchange company (“IXC”) bankruptcies.  If ILECs receive less support from IXCs, the ILECs will be less susceptible to potential harm if and when an IXC declares bankruptcy.  Obviously there are many factors involved in this problem, but since some ILECs receive a very substantial portion of their intrastate revenue from access, they are dependent upon the continued existence of large IXCs.  Another issue that could impact the reliance on access was brought before the Commission in recent SBC Long Distance tariff filings that proposed “buckets” of long distance minutes, with a low per minute rate for additional calls, structured much like many plans currently offered by cellular phone providers.
  As the Staff pointed out in its recommendation dated December 11, 2002, the disparity in access rates between SBC and non-SBC exchanges made obvious by this filing creates a trend towards “an ever-widening geographically deaveraged gap between SWBT exchanges and the rest of the state,” which gives IXCs a disincentive to serve statewide.  IXCs may be serving rural exchanges for purely political reasons since high rural access rates may make serving in these areas unprofitable, and from a purely profit motivated perspective it would not be entirely surprising for IXCs to cease serving rural Missouri given the current disparity in access rates.  These are just two more examples of the extent to which high access rates are potentially creating greater problems than might be currently understood without further investigation.  

Throughout this proceeding, SWBT has argued that the purpose of this case is to address the access cap on CLECs.
  Even SWBT now concedes that there may be an issue with access that should be addressed.  In its initial brief, SWBT encourages the Commission to “investigate ways to reduce these high switched access rates to incent more carriers to serve rural areas.”

Many carriers have argued that the Commission could not implement access reform on all Missouri carriers under the current statues.  The Staff is not as willing to concede that the Commission, which is the sole agency responsible for ensuring reasonable rates and the continued availability of affordable telecommunications services, is entirely helpless in achieving its stated goal of establishing “a long-term solution which will result in just and reasonable rates for exchange access service.”  As discussed by AT&T in its initial brief, the Commission overcame similar issues in eliminating the Primary Toll Carrier plan.
  In that case, the Commission created an innovative method that was tailored to the specific carriers and that allowed each carrier to eliminate the plan while also achieving revenue neutrality.  It is this type of innovation that may be necessary in addressing switched access issues in Missouri should the Commission determine that reform is necessary.
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