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Introduction


The evidence in this case clearly demonstrates that switched access rates and local service rates of Missouri local exchange companies are “subsidy free.”   This case presents competent and substantial evidence that the often heard claim that access rates subsidize local service is but a myth.  This myth cannot stand the harsh light of the facts and dissolves under the weight of the evidence in this case. 

The evidence also demonstrates that no single cost methodology can answer the question of the most appropriate cost methodology for determining the cost of switched access for all purposes.  The PSC has many tools in its toolbox to evaluate the cost of telecommunications services.  But the choice of Total Service Long Range Incremental Cost (TSLRIC), Long Range Incremental Cost (LRIC), embedded, stand alone, or other costing methodologies is like the selection of the proper tool for the job at hand. The choice of the most appropriate costing technique depends on how the results will be used and the purpose of the study. The selection of the right tool for the job not only allows the PSC to complete the task, but also to complete it correctly.  The selection of the wrong tool (an inappropriate methodology) can produce results not intended.  Reliance on the wrong tool can produce incorrect results or outcomes that do not relate to the intended purpose.  If those wrong results are implemented, it can produce erroneous and unintended public policy decisions. 

 Just as the selection of the correct tool is important, the proper use of the right tool is equally important to produce appropriate and meaningful results. The directions for the use of the tool are vital to producing valid outcomes. The appropriate inputs and factual considerations, as well as the appropriate assumptions, must be used as prescribed if the cost study is to be valid and meaningful.

In this case to select a proper costing methodology to evaluate pricing issues of switched access service, the costs of facilities that are shared by that service and other services must be considered and included. Some form of fully distributed costing methodology is appropriate. If the purpose of the study is to simply determine whether a subsidy is present, then TSLRIC and stand-alone cost studies are appropriate. However, these cost methodologies provide little insight into pricing services at just and reasonable rates because they establish only price floors and price ceilings. 

Based upon this record, the question is now what should the Commission do with the results of the cost studies in this case.   In absence of evidence that local service is subsidized by switched access service, the Commission does not need to fashion some remedial action to “reform” switched access rates. There is no cost-based reason to start a docket to adjust switched access rates or to, using the buzzwords of the industry struggling to perpetual the subsidy myth, "rebalance local rates."  Without the "local service subsidy strawman" to blame for its competitive problems, the companies cannot justify reduction of access rates and the increase in local rates to offset the anticipated reduction in access revenue. In addition, based on the record, there is no evidence that switched access is unduly burdened with the support of the joint and common costs of the public switched network and, therefore, again there is no cost basis reason for Commission action.

The Commission should not take any specific action in this case to modify access rates.  The toolbox available in this case is inadequate to give the PSC all it needs to get the job done and done right.  If access rates are to be modified, then the PSC must follow the procedures for changing rates and cannot issue a blanket order to adjust rates for each local exchange company. There are specific statutory procedures for changing switched access rates for price cap companies under Section 392.245, RSMo 2000 and other statutory considerations.   For rate of return companies, the changes to switched access rates must be part of a rate case where all relevant factors are considered. Company specific, complete, and current data is essential if ratemaking and rate restructuring decisions are to be lawfully made.  There are also other key issues that relate to any "access reform," such as the flow through of access rate reductions by the interexchange companies, the impact on funding from the federal and state high cost Universal Service Funds, and the modification of local calling scopes to serve the communities of interest.  

Public Counsel suggests that the outcome of this case as indicated by the competent and substantial evidence on the record should be:

(1) a recognition and finding by the PSC that local service and switched access service are subsidy free; and 

(2) a recognition and finding by the PSC that one type of costing methodology is not applicable for all purposes and that the PSC refuses to endorse any particular method in absence of the identification of a specific purpose and in absence of the consideration of all relevant and material evidence and the law that applies to that purpose; and

(3) a finding by the PSC that so long as the price of a service falls between the TSLRIC cost and the SAC of a service then there is no subsidy; and,

(4) a finding by the PSC that in determining the costs of telecommunications services, one service should not be saddled with all the costs of the joint and common facilities used by all services; and,

(5) a finding that TSLRIC and stand-alone cost studies are appropriate to see if a subsidy exists, but recognition that the results of these studies provide little insight into pricing services at just and reasonable rates because they establish only price floors and price ceilings; and,

(6) a finding that "support" does not mean "subsidy" and that the PSC and the ratemaking authorities in the exercise of their sound discretion may take into consideration any reasonable factor or any valid public policy concerns when determining the appropriate level of support and contribution to joint and common costs; and,

(7) a finding that there is no cost-based reason or justification for altering the current switched access rates of the ILECs; and,

(8) a finding that there is no cost-based reason for excluding the CLECs from the application of the access rate cap that has previously been approved at the time of the issuance of CLEC certificates of authority.

Local exchange service and switched access service are subsidy free

A constant refrain from the telecommunications industry over the last decade has been that local basic service is priced artificially too low and it is subsidized by switched access rates.  The interexchange companies have proposed "access reform" which is but a code phrase for lowering access rates and replacing the lost revenues to local exchange companies with increase in the prices for local basic service and the other local service products.  The rebalancing of local and switched access rates has been promoted as an impetus to the development of competition, reduced prices, and better service for consumers.  This rebalancing is always justified by the claim that local service is priced below its actual cost and that switched access rates subsidize these low local service rates.  

Throughout this period, Public Counsel has challenged this myth of the local service subsidy and challenged the industry to step forward with a valid and properly conducted cost study that provides competent and substantial evidence that access service subsidizes local service.  It has not been done.  The evidence in this case researched and presented by the Staff expert witness Dr. Ben Johnson and confirmed by Public Counsel expert witness William Dunkel provides proof that the subsidy claim is a myth without a factual basis and that those services are subsidy free. Finally, Public Counsel's challenge has been answered, and the answer is "no subsidy."

While the investigation into the existence or nonexistence of a subsidy was not the direct purpose of this case and not the primary focus of Dr. Johnson's assignment, his studies and their results present a clear and accurate picture of the economic landscape of the cost and price of local service and switched access. Dr. Johnson's schedules show that the overall access charges are below the stand-alone costs for every ILEC in Missouri (Tr. 331; Ex. 1, Johnson Direct, Schedule 2, p. 8-9 and Schedule 1, p. 10-11; See also, Ex. 9HC, Dunkel Rebuttal, Schedule WDA-2 for a summary of the rates, TSLRIC and stand-alone costs exactly as shown in Dr. Johnson’s exhibits).  

Dr. Johnson concludes that the ILECs are not "subsidizing basic local, or any other service" (Ex. 1, 17; p. 126). Under economic theory, a service is not producing a subsidy if it is priced at or below its stand-alone cost.  (Ex. 1, Johnson Direct, p. 16; Ex. 9, Dunkel Rebuttal, Sch. WDA-2; Ex. 12, Meisenheimer Direct, p. 8).  Dr. Johnson's stand alone study of access rates and current access prices revealed that "[I]n total, the existing rates generally do not exceed stand-alone costs, and thus one cannot say that IXCs have to subsidize other customers on an overall basis." (Exhibit 1, Johnson Direct, p. 126). Dr. Johnson's schedules show that the overall access charges are below the stand-alone costs for every ILEC in Missouri. (Tr. 331; Ex. 1, p. 10; Tr. 285-289)  The stand alone cost for access service represents the costs incurred if all the facilities used by that service were provided solely for that service and there were no shared delivery system or elements with any other product offered by the company.


At the other end of the cost study spectrum is the Total Service Long Range Incremental Cost.  TSLRIC measures the costs that a company incurs to provide access service based solely on the direct costs of providing the service without the cost of any shared, joint or common facilities and expenses.  If a service is priced at or above its incremental cost it is not subsidized. (Ex. 12, Meisenheimer Direct, p. 8).  Once again Dr. Johnson's study showed an absence of a subsidy. Dr. Johnson was not aware of any empirical evidence that local service receives any subsidy provided by switched access transport rates.  (Tr. 293)  The telecom companies provided no evidence to refute that statement.


Public Counsel supports the methodology employed by Dr. Johnson to demonstrate that the overall access rates were not subsidizing local service or any other telecommunication service.  Public Counsel believes the findings of “no subsidy” are consistent with the evidence and the results of the cost studies.  


The other parties in the case did not present competent and substantial evidence that demonstrated that Dr. Johnson's definition of a subsidy was contrary to economic principles. The parties did not adduce competent and substantial evidence that contradicted the findings and conclusions reached by Dr. Johnson on the issue of subsidies.

Unreasonable to exclude joint and common costs from the costs of switched access service


It is unreasonable to say that the cost of access service is governed solely on a TSLRIC basis.  From the perspective of a multi-product firm (such as a local exchange company) producing an additional service that can be successfully priced above its incremental costs is beneficial to that company.  This pricing gives the company an additional opportunity to recover some portion of its joint and common costs without imposing any additional burden for cost recovery on the company's other services.  (Ex. 12,  Meisenheimer Direct, p. 8).  From the perspective of a regulator, it is vital to include in the cost of access not only the direct facility costs and expenses that are uniquely associated with switched access, but also at least a reasonable allocation of the costs and expenses for those facilities that allow the company to provide multiple services, including switched access. Because the vast majority of the costs of the local exchange network are joint and common costs of shared facilities used by multiple services, the exclusion of those costs when establishing the cost of access and the rates for access would result in unjust and unreasonable rates. (Ex.12, Meisenheimer Direct, p. 4).


Legal authorities have condemned a pricing method that excludes the appropriate allocation of joint and common costs to each service that uses the shared network.  The United States Supreme Court ruled in Smith v. Illinois Bell Telephone Company,  282 US 133 (1931) that a telephone company cannot include and allocate all costs of the loop to just one service that uses that facility and ignore the actual uses to which the property is put. The Court held that it was unlawful and unreasonable pricing unless an apportionment is made so that the services using the exchange property do not bear an undue burden.  Public Counsel witness Dunkel highlighted similar rulings from other regulatory bodies and the FCC regarding the necessity of making an appropriate allocation for joint and common costs.  (Ex. 9, 10-14)


The Federal Telecommunications Act of 1996 also demands that all services share in the joint and common costs.  In Section 254 (k), Congress sought to prevent the telecommunications companies from shifting to the services that qualify for universal service support (local basic service) the costs that should be rightfully assigned to services that are not eligible for universal service support (such as access).  The statutory requirement is that the services included in the definition of universal service "bear no more than a reasonable share of the joint and common costs of facilities used to provide those services."  Section 254 (k).


Just as an TSLRIC study alone says nothing about whether or not a service is priced too high or too low, that type of study and pricing decisions based solely on such results say nothing about whether or not prices charged for a service are just, reasonable and equitable.  From the discussion above, for a regulator to find that prices for services are just, reasonable, and equitable, the regulator must require that the service recover its appropriate share of the joint and common costs with all the services that use the underlying facilities.  (Ex.12, Meisenheimer Direct, p. 9).  

The exact process for the proper apportionment and measure of the allocation of joint and common costs is not a simple mathematical process.  There are many factors for the PSC to weigh and consider.  Some of the factors that the regulator should consider is customer use of the service and the appropriate measure of that usage, the value of the service, the promotion of specific policy goals, such as the preservation and advancement of universal service, parity between rural and urban areas, reasonable local calling scopes to access communities of interest. (Ex. 12, Meisenheimer Direct, p. 9).  Incremental costs alone are not particularly useful to the decision-making process needed to reach sound economic policy and public policy outcomes.  

Support is not subsidy

As discussed above, the evidence shows that switched access and local service is subsidy free.  In the process of allocating the joint and common costs so there is a  contribution for each service’s fair share of the support of the shared facilities, the Commission may factor in public policy considerations in the exercise of its sound discretion.  The inclusion of costs above the TSLRIC, but below standalone costs, represent the service's support of the company's costs of and ability to offer and provide a multi-product menu to its customers via shared assets and shared costs.  This support does not translate “subsidy.”  Support is reasonably required and legally mandated to some degree. Support does not imply that the service is priced above the stand-alone cost.

Although switched access is priced above the TSLRIC floor that fact does not provide any evidence to justify that switched access should be reduced.  Prices are properly set above the “ floor” since that is how joint, shared and common costs are recovered in the real world.  For example, the TSLRIC floor cost for residential basic service of SWBT in Missouri is $1.98 line per month, and residential basic is priced well above that incremental cost.   Public Counsel presented evidence that SWBT’s residential basic rates are six to nine times the $1.98 residential basic TSLRIC.  (Exhibit 9, Dunkel Rebuttal, p. 7)  If all services were priced at their TSLRIC floor,  SWBT's residential basic rates would have to be greatly reduced. In the same manner, because residential basic local service is priced well in excess of its TSLRIC floor, there is no cost-based reason to increase that service's rate.

Comparison of Missouri Access Rates to other state rates or to interstate rates

Any attempt to draw a valid conclusion on whether or not Missouri access rates are “too high” by a comparison with other states' access rates or interstate access rates is a futile exercise.   As Dr. Johnson and Mr. Dunkel testified, the access rates of other states have evolved as a result of many reasons and as a result of a variety of proceedings.  Rate making cases, over earnings investigations, negotiated settlement of such cases, state universal service fund support payments, and expansion of local calling scopes have had a role in the readjustment of switched access rates in other states. (Tr. 215, 292-293).  Prior to any attempt at comparison , the research must include an investigation of the local service rates and the calling scopes that those rates purchase as compared to Missouri local rates and calling scopes.   It is not a simple one rate to one rate comparison since there are many variables that must be factored in and adjustments made so that the points of reference are materially the same.

Comparison of Missouri access rates to interstate rates is not a relevant or enlightening investigation.  Interstate access rates have been heavily influenced by FCC policies that favor the carriers. (Tr. 480-481).   The FCC through its orders and rules have forced recovery of costs onto the basic local subscriber through such mechanisms as the Subscriber Line Charge (SLC).  This SLC has increased with the adoption of the CALLS plan and is scheduled for future increases.  Carriers are allowed to pass through via surcharges the assessment charges they incur for federal USF.  Other costs are passed through directly to the end user customer by separate charges without any cost basis and without a showing on how these pass throughs impact on the affordability of service.  (Ex. 13, Meisenheimer Rebuttal,  p. 5)

Cap on Access Prices Reasonable and Should be Retained

It is not unreasonable for CLEC access rates to be capped at the level the ILEC charges in the same territories.  The Commission has recognized the bottleneck geographic monopoly that the switched access provider has with this local exchange service.  With the cap, the ability of a CLEC to match the price of the ILEC is protected and the interexchange carrier is protected from price gouging by CLECs on termination of its customers' calls in CLEC exchanges.  Removing the access price cap would not be conducive to promoting the efficiency gains or the innovations which produce lower prices and a wider variety of services.  Higher rates for a bottleneck service does not promote efficient entry nor does it have any determinable beneficial effects on the telecommunications industry or the consumers.  (Ex.12, Meisenheimer Direct, p. 11; Tr. 491; 482).

Conclusion


The myth of access subsidizing local service has been exposed as an empty claim and should be rejected and dismissed as a specific finding in this case.  The evidence clearly shows that access and local service are subsidy free.  


This case also illustrates that the various costing methods available to the Commission are like tools in a toolbox.  The PSC must select the right tool for the right job and must operate that tool in the correct manner.  That is key to useful, valid, and meaningful results. It is only with valid results can the PSC hope to fashion valid outcomes that are reasonable and lawful.  This case shows that the purpose of the study and the use of the study is key to determining the proper type of study to select. The case also underlines the importance of identifying the appropriate inputs and assumptions underlying the study and collecting reliable data. 


The PSC should not tolerate any free riders and must insist that all services that use the shared facilities of the local exchange companies share in the joint and common costs of those facilities. Those parties, such as Sprint, who advocate a free ride on the shared loop facility for access service should be advised to pay their fair share. These parties do not deny that access service shares, uses, and needs the loop, but yet they propose that basic service support a 100% of the costs of the shared loop facility.  This position is unreasonable, unlawful, and contrary to sound economic and regulatory principles, and must be rejected.


In summary, this case shows that there is no cost basis for reducing switched access rates and no cost basis for "rebalancing' those rates by increasing local service rates.  This case cannot produce a template for the PSC to use for each company and each situation involving access rates or any other rates. (Tr. 483-485).  As painful as it may be, the answer is not a simple one. Since none of the access rates examined here are above the stand alone cost, the ultimate issue of what constitutes access rates that are "too high" becomes a matter of relative judgment and cannot be answered with an absolute number based on the evidence in this record.  (Tr. 289-291; 480).  The PSC should not take any action in this case to order the reduction of switched access rates or the rebalancing of those rates with local basic rates.
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