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I. Introduction

The Staff of the Missouri Public Service Commission respectfully submits this initial brief regarding the Commission’s investigation into the actual costs incurred in providing exchange access service.  This brief will explain the goals of the investigation and the Staff’s approach in investigating actual switched access costs.  The Staff will also provide answers to several questions raised by the Commission regarding the investigation and the future of switched access rates in Missouri.  Lastly, the Staff will recommend a strategy for using the results of the Staff’s cost study to ensure that telecommunications companies charge reasonable access rates in the State of Missouri.  

The Staff believes that the Commission created this case into two distinguishing phases.  First, the Staff was directed to gather, compile and analyze data concerning all issues affecting exchange access service, particularly data concerning the actual costs incurred, and to present the Staff’s results to the Commission in the form of a contested case.  Second, the Commission seeks to “establish a long-term solution which will result in just and reasonable rates” for exchange access service.  The Staff’s investigation operated under the first phase as an investigation into exchange access issues, focusing on the actual costs incurred.  The Staff does not view this phase of the investigation as an attempt to establish or recommend a long-term solution and the Staff did not propose any changes to exchange access services.  Before moving from this investigation phase to an implementation phase, the Staff recommends that the Commission adopt the Staff’s cost study in its entirety as the actual costs of providing exchange access service.

II. Procedural History

This investigation stems from Case No. TO-99-596, In the Matter of the Access Rates to be Charged by Competitive Local Exchange Telecommunications Companies in the State of Missouri, in which the Commission questioned switched access rate caps found in stipulation and agreements used as a matter of standard practice when a competitive local exchange carrier (CLEC) petitioned to offer basic local telecommunications service in exchanges served by Southwestern Bell Telephone Company (SWBT).  In that case, the Commission concluded “the public interest would be best served by reductions in exchange access rates rather than by increases.”
  The following excerpt from the Commission’s Report and Order in Case No. TO-99-596 helps to explain a problem facing exchange access rates that encourages reform:

[E]xchange access rates have historically been set above cost and the excess earnings thereby realized have been used to effectively subsidize the cost of local telephone service. This situation was permitted in the days of traditional rate of return regulation because it was considered in the public interest to promote the goal of universal service, that is, basic local telephone service affordable by all. There was also testimony that earnings from access rates may still be in excess of associated costs and may consequently still serve to subsidize the cost of local telephone service. 

Case No. TO-99-596 provided the Commission with enough information regarding exchange access service to raise further questions and initiate further investigation to address all issues involving the service.  The Commission found that the record in Case No. TO-99-596 lacked detailed evidence concerning the costs of providing exchange access, and that the Commission would open a separate case to produce detailed evidence:

The present record does not include detailed evidence concerning the actual costs incurred in providing exchange access service.  Therefore, the present order is an interim solution addressing only the so-called “standard stipulation” as a barrier to market entry and as a competitive disadvantage to CLECs.  The Commission will establish a separate case in which to examine all of the issues affecting exchange service and to establish a long-term solution which will result in just and reasonable rates for exchange access service.
  [emphasis added].

On August 8, 2000, the Commission established the present case by issuing its Order Establishing Case and Adopting Protective Order (Order).  In its Order, the Commission stated that it established this case to investigate all of the issues affecting exchange access service.  The Commission stated that the case would take the form of an investigation in order to gather detailed cost information for the record.  Since exchange access is a service provided by ILECs and CLECs alike, the Commission made all certificated providers of basic local exchange telecommunications services parties to the case.  The Commission further directed the Staff as follows:

That the Staff of the Missouri Public Service Commission shall gather, compile and analyze such information as is necessary and useful, including particularly data concerning the actual costs incurred, to examine all of the issues affecting exchange access service in order to establish a long-term solution which will result in just and reasonable rates for this service and Staff shall file the results of its information gathering, compilation and analysis in this case.



In its Order Granting Clarification, the Commission clarified that the “Staff shall, as necessary in discharging its responsibilities…select and devise methodologies, engage consultants, and obtain information from other parties to this action.”  


The Staff issued a request for proposals (RFP) on February 22, 2001, seeking a telecommunications consultant to assist the Staff and the Commission with the investigation.  The Staff selected Ben Johnson Associates (BJA), in part, due to BJA’s experience in more than 400 regulatory dockets involving telecommunications and other utilities before the FCC and regulatory commissions in 40 states.  The Staff also selected BJA due to BJA’s particular experience examining and/or developing forward-looking costs, including rate design and policy recommendation experience.  In gathering the detailed cost information, one of the RFP performance requirements for BJA was the following:

The contractor shall provide a recommendation and supporting rationale for the type of forward looking cost study method that should be used for establishing prices for intrastate exchange access rates offered by each incumbent local telephone company and facility-based competitive local exchange company in Missouri.

In addition, the RFP directed BJA to identify the costs of exchange access as follows:

The contractor shall identify the cost of providing intrastate exchange access service for incumbent local telephone companies and facilities-based competitive basic local exchange companies in Missouri.  The appropriate cost should be identified in sufficient detail to establish an exchange access service rate structure for each company currently providing exchange access service in Missouri.  Such costs may be based on the existing exchange access rate structure or a different exchange access rate structure.

At the outset of the Staff’s investigation, the Staff encouraged all carriers to provide feedback on the Staff’s cost study approach.  Several parties voiced concern regarding the type of cost model that BJA intended to use in the analysis, and requested that BJA use a different model to calculate each company’s costs of switched access.  To accommodate the parties, BJA agreed to use several models proposed by other parties, which greatly increased the work needed to complete the investigation.  Throughout the investigation, the Staff continued to consult the parties that wished to actively participate in the case and provided these parties with preliminary results of the cost studies.


 On July 1, 2002, the Staff filed the results of its investigation in the Direct Testimony of Ben Johnson, PhD.  Pursuant to the Commission’s ordered procedural schedule, the Staff and other parties filed direct, rebuttal and surrebuttal testimony.  The Commission held an evidentiary hearing from September 9, 2002 to September 13, 2002.  At the conclusion of the hearing, the regulatory law judge directed the parties to brief the issues that were identified by the parties in the joint issue list filing.  The judge also directed the parties to address ten additional questions proposed by AT&T Communications of the Southwest (AT&T) in an earlier filing; to address the Commission’s authority to enlarge calling scopes; and to discuss a dispute over the Commission’s protective order.  These issues are addressed below.

III. Argument

Switched or exchange access service is the offering of access to telephone exchange services or facilities for the purpose of the origination or termination of telephone toll services.     Switched access charges compensate the local exchange carrier (LEC) for long distance calls that originate or terminate on the LEC’s network.  The interexchange carrier (IXC) compensates the LEC for use of its network by paying originating access charges to the LEC serving the end user making the call, and by paying terminating access charges to the LEC that completes the call.  Access charges are not billed directly to subscribers, but are paid by the IXC to the LEC that provides the originating or terminating access to its network.  

The intrastate switched access rates charged by Missouri’s LECs has been a controversial issue for years.  This is, in part, due to the fact that on average, the intrastate switched access rates charged by Missouri’s LECs are 654% of the LEC’s interstate access rates for what is essentially an identical service.
  This discrepancy in rates, and the goal to eliminate implicit subsidies, greatly increases the significance of the Staff’s cost study and its value in achieving the Commission’s goal to establish a long-term solution, which will result in just, and reasonable rates for exchange access service.  

A. Issues from the Joint List of Issues

1. What is the appropriate cost methodology (i.e. TSLRIC, LRIC, embedded, stand alone, etc.) to be used in determining the cost of switched access?

In its Order Granting Clarification, the Commission granted the Staff significant latitude in selecting the appropriate cost methodology for the cost study.
  The Staff determined that a forward-looking cost methodology was the most appropriate cost methodology for this investigation. It is helpful to analyze more than one type of cost, however, to account for the relationship between current access rates and the underlying structure of the costs that are incurred.  The Staff’s cost study accomplishes this by utilizing a range of results, corresponding to different costing concepts.  More specifically, the Staff’s cost study developed stand-alone cost estimates, two different average (fully allocated) cost estimates, and total service long run incremental costs (TSLRIC).  The Staff’s cost study presents a range of results that makes use of the strengths of each type of cost estimate without having to rely upon a single cost estimate with its own single set of strengths and weaknesses.  Looking ahead to the next phase of the Commission’s investigation, the Staff’s approach will be very useful to the Commission in comparing costs to rates.  The use of these different cost estimates will allow the Commission to use a methodology that best estimates a minimum rate, a methodology that best estimates a maximum rate, and a methodology that determines the reasonableness of existing or proposed rates.
  These methodologies are discussed in greater detail below.

Stand-alone cost is the total cost of providing a particular item in a separate production process, without the benefit of economies of scope.
  The stand-alone cost studies prepared by the Staff focus on the actual costs of providing intrastate switched access service, assuming none of the shared cost burden is shouldered by other services.  Since many of the fixed costs of the network are attributed entirely to intrastate switched access service, the resulting cost per unit is far higher than in the other studies.
  Accordingly, the Staff’s stand-alone cost estimates establish a maximum level for potentially reasonable rates.  This is accomplished by estimating the cost of providing switched access service over a network that only carries this one type of traffic.  A stand-alone cost estimate addresses the problem of shared costs by analyzing the cost of providing intrastate switched access service on an isolated basis, thus excluding the additional costs which are normally incurred in order to provide local and other services over a shared network.
  

Just as the stand-alone cost estimate established a maximum level for potentially reasonable rates, the TSLRIC study establishes a minimum level for potentially reasonable rates. TSLRIC cost estimates are equivalent to what would result if one compared the total cost of providing every service excluding intrastate switched access, to the total cost of providing all services including intrastate switched access.  The difference between these two totals represents the incremental cost of intrastate switched access.  The TSLRIC study is limited to the costs that would be saved if intrastate switched access service were removed from the group of services, which are normally present on the network.  By excluding those shared costs that would remain unchanged because they are necessary in order to provide other services, the resulting cost estimates tend to be relatively low and are helpful to the Commission in establishing a minimum rate level.

It is important to note that when the Commission investigates a long-term reasonable solution to switched access rates, the stand-alone and TSLRIC cost studies are highly useful in determining whether switched access rates are subsidizing other services or are being subsidized by other services.  A service priced above its TSLRIC is not being subsidized because the service alone is covering its costs.  Conversely, a service priced below its stand-alone cost is not subsidizing any other service because the low price only covers the cost of that service. 

The last cost estimates in the Staff’s cost study, fully allocated (average total) cost, can be useful in evaluating the relative reasonableness of existing or proposed rates above the minimum and below the maximum.  Under the fully allocated approach, cost estimates are developed for a network that handles all types of traffic.  Since joint and common costs are normally recovered from users of all the various services that benefit from the shared costs, the shared costs should logically be spread to all of those services.
  For example, the cost of switching is typically spread over intrastate switched access service, interstate switched access service, basic local exchange access service and other services.
  The difficulty with this type of cost study is that the results depend very heavily upon the methods used in allocating shared costs to the various services.  The Staff accounted for this difficulty by developing two different versions of fully allocated cost studies, a “pro rata” and a “weighted” cost study, to illustrate the potential impact of varying allocation procedures.
  In the pro rata study, shared costs were attributed to intrastate switched access service in proportion to the volume of traffic typically carried over the facilities which give rise to the costs in question.  In the weighted study, more of these shared costs are attributed to intrastate switched access service since the historical cost allocation process gives greater weight to toll minutes than to local traffic.
  Not only are the fully-allocated cost estimates useful in evaluating the reasonableness of rate levels, but they are also “useful because they are conceptually similar to the fully allocated embedded cost studies which have historically been relied upon by the FCC and some state commissions in setting prices” and can be “directly compared with the embedded cost studies which have been offered by the small incumbent LECs.”

The combined result of using stand-alone, TSLRIC and fully-allocated cost estimates is a far superior method of determining the actual costs of switched access service than any single cost estimate.
  Relying entirely on a single cost estimate will not provide the Commission with the depth that the Staff’s approach provides, and will likely fall short of accurately identifying the actual costs of switched access services.

To calculate the cost estimates described above, the Staff relied heavily, but not exclusively, on the FCC’s Synthesis model.  Through informal discovery requests early in the Staff’s investigation, the Staff asked the large ILECs to identify and provide copies of any cost models they anticipated using in this case.  SWBT, Sprint Missouri, Inc. d/b/a Sprint (Sprint) and GTE Midwest, Inc. d/b/a Verizon Midwest (Verizon) all provided the Staff with cost modeling tools they internally developed.  Initially, the Staff intended to rely entirely upon the FCC’s model.  At the request of these three ILECs that wished to use their own cost models, the Staff decided to reduce its reliance on the FCC model.  The Staff carefully analyzed the ILEC models and concluded that the Staff could not rely entirely on the ILEC models largely because they were not capable of estimating costs on a consistent basis across the entire state.
  The Staff ultimately used a combination of the ILEC models and the FCC model.  Where the ILEC models are insufficient, such as their inability to calculate loop costs, the Staff used the FCC model to calculate those costs.  The resulting cost study, therefore, applies the large ILEC’s carrier-specific models where appropriate, and uses the FCC model where the ILEC models fall short of accurately calculating costs.  

Dr. Johnson explains the attributes and the weaknesses of the FCC’s model in his Direct Testimony.  Dr. Johnson describes how the FCC developed its model by incorporating some of the strongest features of several other models, mainly the Benchmark Cost Proxy Model (BCPM), the Hatfied (HAI) models, and the FCC Staff’s model.
  The FCC model was designed to calculate the forward-looking economic cost of constructing and operating the network facilities and functions used to provide the services supported by the federal universal service support mechanisms.  By adapting the model to meet the objective of estimating the actual costs of switched access, Dr. Johnson developed a model to estimate the forward-looking economic costs of constructing and operating the network facilities and functions used to provide switched access services.
  

Specific strengths of the FCC model that are very relevant to this case include the FCC model’s ability to be uniformly applied to multiple carriers, and its improved ability to accurately estimate costs of cable network serving low density, rural areas.  This latter feature is essential to a switched access cost model, and is the best option available for estimating loop costs.
  Ultimately, the Staff used the FCC model to develop loop costs, and used portions of the ILEC cost models and inputs, with portions of the FCC model, to develop the Staff’s switching and transport cost estimates.
  For these reasons, the FCC model, and particularly its default inputs, offers a superior alternative to the carrier-specific models and inputs provided by the ILECs.
  The Staff’s modeling approach, therefore, can be applied to all LECs on a consistent and uniform manner.  Dr. Johnson testified:

Q. Why didn’t you develop costs per minute relying entirely on the models provided by the major ILECs?

A. We considered this approach, but ultimately rejected it. There were several problems with this option.  First, we were interested in developing cost results for all of the ILECs in the state, not just for the three largest carriers.  In addition to Sprint, SWBT and Verizon, we prepared cost estimates for Alltel and 37 other small rural ILECs.  None of the models offered by the three largest ILECs were capable of directly generating cost estimates for these smaller carriers, nor were the outputs capable of being easily extrapolated to fit other carriers.

Secondly, the methodologies used by SWBT, Sprint and Verizon were not consistent.  The value of any comparisons which might be made between the results of the three models would be greatly reduced or eliminated by the fact that there were so many differences in the way these carriers calculated their costs per minute…

In a generic proceeding of this type, it is important to maintain a reasonably high degree of consistency across the various cost studies…Otherwise, one carrier may appear to have lower costs than another for no reason other than differences in the approach used in developing the annual cost factors, or the process used in converting per-year amounts into per-minute amounts.

Thirdly, none of the models submitted by the LECs were capable of providing all of the specific types of cost studies we felt would be useful in this proceeding…

The Staff’s cost study is thoroughly researched and supported while avoiding the biases found in the models proposed by the various parties.  The cost study is both broad enough to apply to all Missouri carriers, while at the same time, tailored to the characteristics of Missouri.

2. Should the cost methodology (i.e. TSLRIC, LRIC, embedded, stand alone, etc) for determining switched access costs be uniform and consistent for all Missouri LECs?

The same methodology should be used in analyzing all of the state’s LECs, and this methodology should be applied on a uniform and consistent basis, using consistent inputs and assumptions to the greatest extent feasible, while also taking into account significant differences in the circumstances facing each LEC.  Dr. Johnson testified:

In our view, the ability to develop cost estimates on a uniform, consistent, basis was imperative in this investigation.  Without a reasonable degree of modeling uniformity, it would be impossible for the Commission to know whether differences in the estimated costs for various carriers were the result of differences in the underlying cost conditions facing those carriers (e.g. due to differences in customer density or terrain) or due to differences in the cost models used in developing the estimates.

Dr. Johnson also testified that one of the problems with cost modeling in a regulatory context is that the cost models and inputs developed by participants tend to reflect the biases or advocacy positions of those participants.
  The Staff is not implying that the ILEC models are purposely designed to put other carriers at a disadvantage, rather, they are likely designed in a manner most favorable to the company sponsoring the model without taking into account the model’s ability or inability to accurately estimate costs for other carriers.
  The Staff, on the other hand, was able to select among the available models for reasons not tied to a specific company’s interests.  Instead, the Staff selected the most accurate and unbiased modeling approach available for modeling the costs of switched access services.
  Maintaining consistency in how different company switched access costs are calculated avoids the certain objections that would occur if the modeling approach was inconsistent and resulted in biased outcomes.  

3. Should loop costs be included in the determination of the cost of switched access, and if so, at what level?

Loop costs should be included in the determination of the cost of switched access.  The local loop is the physical connection between the customer’s premises and the local network.  This loop is used to provide many services, including basic local, interstate long distance, intrastate long distance, custom calling, voice messaging, digital data and switched access.  The large ILECs have argued for decades that loop costs are exclusively attributable to local service.
  The Staff believes that loop costs are most properly viewed as a joint and common cost of local, switched access and other retail services since the loop is used to provide those services.  Even SWBT admitted that the local loop is used to provide a number of services, including switched access.  Tr. 656.

Dr. Johnson cites to several examples in his Surrebuttal Testimony where courts and regulatory agencies have attributed loop costs to more than a single service.  Dr. Johnson describes how this position is consistent with findings of the utility commissions in Pennsylvania, Washington, Colorado, Virginia, Illinois, Iowa, Florida, Louisiana, Minnesota, New Hampshire, Texas and Vermont.
  The Office of Public Counsel’s witness, Mr. William Dunkel, also testified that other state commissions reject proposals to attribute 100 percent of the loop to basic, and they usually find that a portion of the loop should be recovered from access.  Tr. 387.

The FCC’s model relied upon by the Staff includes loop costs in a manner that accounts for the differences in average loop lengths and differences in customer density per route mile. The FCC model locates customers, groups these customers into clusters, and then connects these customers to the network. 
  

4. What are the appropriate assumptions and/or the appropriate values for the following inputs:

Using the FCC’s model to calculate costs gives the Commission an advantage over other models since the FCC’s model provides unbiased default inputs.  These inputs were “developed through a very extensive review and comment process.”
  The Missouri carriers that are active in this proceeding may raise objections to the FCC model’s default inputs.  However, in many cases, the FCC default values will fall somewhere in the middle of the range of values preferred by the various parties.
  Objections from Sprint, SWBT and AT&T regarding the default inputs would not be surprising, since these carriers all participated in the proceeding in which the FCC developed the default values, and “none of these parties was completely satisfied with the outcome of the FCC’s deliberations.”

In developing the inputs for the Staff’s cost study, the Staff largely accepted the default inputs adopted by the FCC.  However, the Staff’s cost study modifies the FCC’s inputs in the following key subject areas to tailor the cost study to Missouri:  customer location data, customer line counts, the wire center data base including host/remote relationships, plant mix, sharing of trenching costs with other entities, sharing of structure costs between feeder and distribution cable, cost of capital, state and local taxes, and the depreciation rates applicable to copper cable and switching facilities.  Furthermore, to tailor the cost study and inputs to the specific characteristics of CLECs, four CLEC cost studies were conducted – two for facilities-based CLECs, and two for CLECs that rely entirely on unbundled elements rented from SWBT.
  

a. Cost of capital

As stated above, the cost of capital inputs were modified from the default inputs adopted by the FCC.  The Staff’s cost study uses a weighted cost of capital of 10% for Alltel, CenturyTel, Sprint, SWBT and Verizon, and a 10.75% weighted cost of capital for the smaller LECs.  

The FCC’s model includes default inputs of 8.8% for cost of debt (weighted by a factor of 44.2%) and 13.2% for cost of equity (weighted by a factor of 55.8%).  The Staff’s cost study modifies the FCC’s inputs to 7.5% cost of debt (weighted by a factor of 45%) and a 12% cost of equity (weighted by a factor of 55%) for Alltel, CenturyTel, Sprint, SWBT, and Verizon to arrive at the 10% weighted cost of capital.  For the small LECs, the Staff’s cost study weighted cost of capital of 10.75% based upon an 8.0% cost of debt weighted 45% and a 13% cost of equity weighted 55%.

Dr. Johnson developed these modified cost of capital inputs based upon a reasonable estimate of the cost of capital, consistent with sound cost-minimization assumptions.
  Dr. Johnson explained the inputs used in the Staff’s cost study:

Although there are numerous considerations involved in the choice of a debt/equity ratio, it is clear that within limits, a lower cost of capital can be achieved by increasing the use of the debt component and reducing reliance upon equity capital.  Since the cost of equity is generally higher than the cost of debt, and since interest is deductible for federal income tax purposes while the return on equity is fully taxable, it makes economic sense to maintain a relatively high debt level and a relatively low equity level, particularly where a firm is well established and it faces relatively mild business risks.  Of course, debt leveraging should not be so extreme that interest coverage deteriorates below an acceptable level and lenders become unwilling to provide debt capital to the firm.  A 45% debt ratio is consistent with an appropriate long-run economic costing approach, because it reflects the most efficient and cost-effective way of doing business.  To the extent some carriers rely to a greater degree on higher cost equity funds, the additional costs of this more conservative capital structure should not be reflected in long run cost study.

Dr. Johnson further explained how the 10% cost of capital is similar to the 10.36% cost of capital adopted by the Commission in Case Nos. TO-97-40 and TO-97-67, and how a 10% cost of capital is consistent with the decline in interest rates since those cases.
  The somewhat higher cost of debt and equity used for the other LECs “reflects the fact that these smaller carriers do not have as ready access to capital markets, and they face greater risks because they serve smaller, less diversified service areas.”

b. Switch discounts

The Staff’s cost study takes an approach towards switch discounts that considers many factors that impact the discounts given to switch purchases.  Actual vendor discounts should be used in the cost calculation, based upon the life cycle cost of the switch.  It should take into account both the initial switch purchase and purchases of equipment to accommodate growth.  Typically, deeper discounts are available for the purchase of new switches than the discounts that are available for the purchase of equipment to accommodate growth.
  Dr. Johnson testified:

[T]o be consistent with the basic tenets of a long run planning horizon, the study should include the cost of a new switch which is optimally matched to the current volume of output.  However, in order to reflect the actual cost of switching over the entire life cycle of the switch, consideration should also be given to the higher prices (lower discounts) which apply to subsequent purchases.

This approach, used in the Staff’s cost study, should be found by this Commission to be the most accurate method of accurately applying switch discounts.

c. Depreciation

The Staff’s cost study relies on the FCC default inputs for depreciation, except for digital switching investments and copper cable.  For switching investments, the FCC’s model uses a 16.1 year life despite the ILECs’ argument in favor of 10 or 11 year lives.  The Staff’s cost study did not adopt the ILEC’s 10 or 11 years because this is far shorter than the actual experience in the industry.  The Staff’s cost study uses a depreciation life of 12 years for switching investments, which recognizes that the current digital switches may be replaced by new technology (e.g. broadband) within a decade or may last up to 15 years with continuing software upgrades.

For copper cable, again the FCC model uses default depreciation lives that are greater than the lives proposed by the ILECs.  The FCC’s default depreciation lives for copper cable range from 20.61 years to 25 years, whereas the ILECs used substantially shorter lives in their models.  The question to ask is not whether copper cable will last a long time, but whether its useful life will expire in a short period of time due to technological and/or economic trends.
  Due to the inherent advantages that fiber cable holds over copper cable, Dr. Johnson testified that copper cable will likely become economically obsolete within the next few decades.
  Fiber cable continues to decline in costs, and can offer services that require more bandwidth than copper cable can provide.  Factoring in these trends and the uncertainties inherent in estimating the life of a facility, it is reasonable to assume that on a forward-looking basis, the depreciation of copper cable is likely to be shorter than fiber cable.  The Staff’s cost study accounts for this reasonable assumption, and uses a life of 17 years for copper cable and the FCC’s default lives of approximately 26 years for fiber cable.

d. Maintenance factors

The Staff’s cost study relies upon the FCC’s default maintenance inputs.  The FCC developed the inputs  “after reviewing extensive evidence and comments submitted by many parties.”
  The FCC’s inputs, when applied to the model, result in forward-looking plant-specific operations expense estimates.  

e. Common and shared costs

Since companies produce multiple services using many of the same resources and production processes, certain costs are common to the entire output of services while others are common to various subsets of those outputs.  Typical costs that are common to the entire output of the company include salaries, legal expenses, and audit expenses.  Common costs are not directly incurred by a single service, but it is difficult, if not impossible, to determine the relative importance of each contributing factor.  

The approach taken in the Staff’s cost study focuses on fourteen (14) Automated Reporting Management Information System (ARMIS) expense accounts and six (6) ARMIS investment accounts.  The Staff’s cost study accounts for the differences in retail and wholesale offerings and the differences between embedded and forward-looking long run costs, by applying a downward adjustment to the ARMIS data.  The downward adjustment accounts for embedded costs in the ARMIS data that would not be incurred on a forward-looking basis by an efficient carrier.  Furthermore, the ARMIS accounts include costs that are not required for switched access service. 
  

After considerable review of the ARMIS data. Dr. Johnson concluded that each cost study should include an allowance for common costs equal to 5% of current switched access revenues plus 20% of the estimated costs (prior to adding common costs).  Under this approach, a small portion of the common costs were included on a uniform basis in each of the stand alone, average/allocated and TSLRIC cost studies, while the major portion was estimated on the basis of total costs, thereby allowing the overall level of common costs to vary widely, depending upon the type of cost being studied.
  Dr. Johnson testified:

The approach I have used ensures that the level of common costs included in the stand alone studies substantially exceeds the level included in the average/allocated cost studies, and it also ensures that a very small, but non-zero estimate of common costs is included in the TSLRIC studies.  This follows logically from the fact that a firm’s common costs will increase slightly when an additional tariff element or service is added to the overall mix of offerings, but the incremental impact will be quite small.  By including an allowance for common costs based upon 5% of current revenues, I have taken this phenomena into account, and have provided an allowance for uncollectibles, billing and collection, tariff development and maintenance, and other common costs which tend to vary with revenues.

The technique and percentages adopted for common costs in the Staff’s cost study “realistically reflect the overall level of common costs, as well as the degree to which these costs differ when viewed as a stand alone, average, and incremental basis.”

f. Fill factors

Fill factors are estimates of the fraction of total plant that is actually being used.  Excessively low fill factors increase the cost per unit.  There should be enough spare capacity to provide operational flexibility, but not much more.  Dr. Johnson reviewed the fill factors that SWBT, Sprint and Verizon provided in their transport cost models and found that they were each using different approaches.  Fill factors should provide conceptual uniformity across the various studies, and should reflect an efficient level of spare capacity, consistent with a long run planning horizon. 

Fill factors consistent with this approach are used in the Staff cost studies, including 62% for fiber cable and 45% for the fixed and 97% for the variable portion of fiber electronics.  These fill factors are based upon economically efficient utilization levels.
  Dr. Johnson explains in detail how these fill factors were developed “using a simplified life cycle analysis, taking into account a wide variety of different fiber cable sizes, growth rates and other assumptions.”

g. Other major assumptions and/or inputs.

The appropriate values of all other assumptions and/or inputs are set forth in the Staff cost study.  The Staff will respond to the initial briefs of the other parties regarding any other assumptions and/or inputs when the Staff files its reply brief, if necessary.

5. Is the current capping mechanism for intrastate CLEC access rates appropriate and in the public interest?

The current capping mechanism for intrastate CLEC access rates is appropriate and in the public interest, as found by the Commission in Case No. TO-99-596 when the Commission concluded:  

Given the locational monopoly enjoyed by LECs in the present state of the industry, the general absence of alternative routes by which IXCs can complete calls, and the experience of jurisdictions where no cap on access rates has been imposed, the Commission concludes that a cap on exchange access rates is reasonable and necessary in order for the service to be classified as a competitive service and for the Commission to suspend or modify the application of its rules or certain statutory provisions. Section 392.361.6 provides that the Commission "may require a telecommunications company to comply with any conditions reasonably made necessary to protect the public interest by the suspension of the statutory requirement." The Commission further concludes that a cap on exchange access rates is reasonably necessary to protect the public interest and is consistent with the purposes and provisions of Chapter 392.

The Staff believes the CLEC access rates should be capped for the same reasons that the Commission capped the CLEC access rates in Case No. TO-99-596.  The lack of CLEC participation in this case indicates that the CLECs are comfortable with this conclusion as well.  Tr. 260.  Furthermore, the CLEC’s switched access costs are not dramatically different than the costs for the ILECs to provide the same service.  Tr. 261.

6. Are there circumstances where a CLEC should not be bound by the cap on switched access rates?

This issue is not thoroughly addressed by the pre-filed testimony since the current phase of this investigation is concentrated on determining the cost of switched access and not on the appropriate rates given what is learned about those costs. The evidence indicates that it is difficult and costly to develop carrier-specific cost data for each individual CLEC in the state. To the extent an individual CLEC provides cost studies, based upon the methodology adopted by the Commission, which demonstrate that its costs exceed those of the ILEC, it should be allowed to propose rates that exceed the cap.  The Staff’s cost study is useful in this regard, in that it can be used to compare the pattern of rates which are currently set based on the capping mechanism, and it can be used to determine whether the capping mechanism has been effective in keeping a reasonable relationship between rates and costs.
  In Case No. TO-99-596, the Commission concluded in its Report and Order that it would consider allowing CLECs to charge above the cap on a case-by-case basis, consistent with Section 392.185.

7. What, if any, course of action can or should the Commission take with respect to switched access as a result of this case?

The first course of action recommended by the Staff is to adopt the Staff’s cost study as an effective method for calculating the actual costs of switched access service for all Missouri carriers.  In its Order, the Commission ordered the Staff to “gather, compile and analyze the necessary information” regarding switched access “and to present its results to the Commission within the context of a contested case.”  Since the Commission chose a contested case format for the Staff to present the results of its investigation, the Staff believes it would be appropriate for the Commission to first resolve the contested issues and determine whether the Staff’s cost study is an effective method for calculating the actual cost of switched access.  This will allow the Commission to proceed to the next phase of this case, which is to “establish a long-term solution which will result in just and reasonable rates” for switched access service.

The second course of action recommended by the Staff is for the Commission to initiate a second phase of this case to determine whether the current switched access rates are just and reasonable, taking into consideration the actual costs incurred, and to explore all possible solutions if the Commission determines that rate adjustments are necessary.  Dr. Johnson testified that the cost study produced enough prima facie evidence to prove the existence of a problem with the current level of access rates, and that a subsequent proceeding is appropriate to further explore the access rate problem.  Tr. 268.

B. Questions Raised by AT&T


During the evidentiary hearing, the regulatory law judge directed the parties to address ten questions raised by AT&T in a January 9, 2002 filing.  AT&T’s questions essentially seek to clarify the Commission’s jurisdiction over switched access rates in light of the different statutory treatment of CLECs, price-cap regulated ILECs, and rate of return regulated ILECs.  AT&T’s questions also aim to clarify whether ILECs can voluntarily reduce or restructure their own switched access rates.  Those questions are addressed below.

1. Does the Commission have the jurisdiction to direct an ILEC regulated under “price-cap regulation” pursuant to Section 392.245 RSMo 2000 to reduce its switched access rates?

This question is not clearly answered in the Missouri statutes.  The Missouri Legislature appears to have concluded that market forces will eventually lower access rates instead of by action of the Commission.  An argument can also be made, however, that the Commission retains the authority to declare any unjust and unreasonable rate charged by a telecommunications carrier to be unlawful, including switched access charges.  Both arguments are explored below.

In theory, price caps encourage a carrier to improve its efficiency in order to reduce its costs.  Once the cap is set, the carrier can retain as profit the difference between the caps (or the rate if lower than the cap) and the cost of providing the service.  Price-cap regulation is defined in Section 392.245.1 as the “establishment of maximum allowable prices for telecommunications services offered by an incumbent local exchange telecommunications company, which maximum allowable prices shall not be subject to increase except as otherwise provided in this section.”  Section 392.245.4 addresses changing an ILEC’s maximum allowable prices for basic local services and exchange access services.  It states that these prices shall be annually changed by one of two inflation adjustment methods. Section 392.245.11 also outlines a procedure that allows an ILEC to annually increase the maximum allowable prices for non-basic telecommunications services by up to eight percent.  The price cap statutes are silent, however, on the Commission’s authority to change the ILEC’s rates in addition to the methods outlined in the statutes.  It could be argued that this lack of express authority to alter price cap company rates indicates that the Legislature did not intend to give the Commission such authority. 

It is also possible that the statute was written under the assumption that once a rate is found to be just and reasonable, that the rate will remain just and reasonable indefinitely.  In Section 392.245.1, the statutes states “the commission shall have the authority to ensure that rates, charges, tolls and rentals for telecommunications services are just, reasonable and lawful by employing price cap regulation.”  The Staff has previously argued that this sentence implies that by employing price cap regulation, the Commission will ensure just, reasonable and lawful rates.  In Case No. TT-2002-447, the Staff argued “the legislature appears to have consistently indicated that the rates charged through the price cap mechanism are, by definition, just and reasonable.”
  


A hurdle for an argument in favor of the Commission having the authority to reduce a price cap regulated ILEC’s rates, is the exemption from Section 392.240.  The exemption in Section 392.245.7 states “a company regulated under this section shall not be subject to regulation under subsection 1 of section 392.240.”  Section 392.240.1 states that whenever the 

Commission finds that a company’s rates are unjust and unreasonable, the Commission shall determine the just and reasonable rates “with due regard, among other things, to a reasonable average return upon the value of the property actually used.” Even if the Commission were to conclude that a price cap regulated company’s access rates were unjust and unreasonable, the exemption from 392.240 appears to preclude the Commission from establishing a new cost based rate.  No other provision in the statutes appears to guide the Commission on how to establish new rates once the Commission determines that the current rates are unjust and unreasonable.  One may conclude that by exempting 392.240.1 from price cap regulation, that the Commission is precluded from reducing a price cap regulated company’s rates.  


An argument in favor of the Commission’s authority to reduce a price cap regulated ILEC’s rates arises under Section 392.200.  Under Section 392.200.1, all charges made by any telecommunications company are required by law to be just and reasonable:

392.200.1. Every telecommunications company shall furnish and provide with respect to its business such instrumentalities and facilities as shall be adequate and in all respects just and reasonable.  All charges made and demanded by any telecommunications company for any service rendered or to be rendered in connection therewith shall be just and reasonable and not more than allowed by law or by order or decision of the commission.  Every unjust or unreasonable charge made or demanded for any such service or in connection therewith or in excess of that allowed by law or by order or decision of the commission is prohibited and declared to be unlawful. [emphasis added].

If the Commission determines that a particular rate is unjust or unreasonable, the charge is declared to be unlawful under 392.200 and the company is prohibited from charging the unlawful rate.  Therefore, if the Commission determined that a particular switched access rate was unjust and/or unreasonable, the rate would become unlawful and prohibited under Section 392.200.  This section does not distinguish between price-cap companies and non price-cap companies, rather, it applies to any telecommunications company and it applies to all charges.  Accordingly, if the Commission were to determine that a price-cap regulated company is charging a switched access rate that is unjust and unreasonable, it appears that the price-cap regulated company is prohibited from charging the unlawful rate.

This would only apply to price cap companies, however, if Section 392.200 also applies to price cap companies.  There is no exemption from 392.200 in the price cap statutes.  In fact, Section 392.245.4(5) states that any change to the ILEC’s rates under Section 392.245 must also be consistent with the provisions of Section 392.200.  And Section 392.245.11 again states that an ILEC may change its rates so long as it is consistent with Section 392.200.  The Legislature intended to subject a price cap regulated carrier’s rates to Section 392.200, which subjects all telecommunications companies to the requirements of the section without exception.  Had the Legislature intended to prevent the Commission from declaring a price-cap regulated company’s rates unjust and unreasonable, it could be argued, the Legislature would have created that exception in the statutes, and most likely in either Section 392.200 or 392.245.  Such is not the case.  However, if one accepts the argument that a price cap regulated ILEC’s rates are, by definition, just and reasonable, Section 392.200.1 would not apply because the Commission would lack the authority to declare a price cap regulated ILEC’s rate unjust and unreasonable.


The uncertainty surrounding the Commission’s authority over price cap regulated carriers is not new to the Commission.  In Case No. TT-2002-447, discussed above, the Commission considered a tariff filing by Sprint for a rate increase under the price cap statute.  In that case, the Staff argued that the rates charged under “the price cap mechanisms are, by definition, just and reasonable.”  The Commission addressed this issue and held:

The first sentence of the Price Cap Statute provides that “[t]he commission shall have the authority to ensure that rates…are just, reasonable and lawful by employing price cap regulation.”  This sentence is ambiguous.  It could mean that price-cap regulated rates are, by definition, “just, reasonable and lawful.”  Or, it could simply serve to introduce the subject matter and purpose of the Price Cap Statute.  The Commission does not need to answer this question…

The Staff agrees that the price cap statutes create an ambiguity in regard to the just and reasonableness of a price cap regulated ILEC’s rates.  For this reason, the answer to the question of whether the Commission has the authority to reduce the access rates of price cap regulated ILECs cannot be answered with certainty.  The Commission’s authority may remain unclear until the Legislature clarifies its intent or until the statute is interpreted after a challenge in state court.  Perhaps the best way to clarify the intent of the statute is through amending the language of the statute.  If the Commission wishes to pursue this course of action, the Staff recommends that the Commission not only seek to clarify the intent of the statute, but that the Commission request whatever change is needed to allow the Commission to pursue its goals of ensuring just and reasonable switched access rates.  If the Commission wishes to reduce the switched access rates of the price cap regulated ILECs without requesting that the Legislature amend the price cap statue, the Commission may want to pursue other means, such as through the Missouri Universal Service Fund, through expanded calling scopes, or any other solutions not yet considered.

2. Does the Commission have the jurisdiction to direct an ILEC regulated under “price-cap regulation” pursuant to Section 392.245 RSMo 2000 to restructure its switched access rates?

This question encounters the same ambiguities as the previous question in that the Commission’s authority to order changes to a price cap regulated ILEC’s rates is unclear because it was not specifically addressed in the statutes.  The theory behind restructuring is that a rate can be decreased, at no loss to the company, by increasing another rate to recoup the losses from the rate decrease.  This “restructuring” accomplishes the decrease at no loss in revenues to the company.  Under price caps, however, restructuring of rates may not be possible.  Section 392.245.1 states that the “maximum allowable prices shall not be subject to increase except as otherwise provided in this section.”  The Commission may be precluded from increasing other rates for price cap regulated ILECs to offset the access reduction losses, unless the increases stay below the maximum allowable prices.  

3. May an ILEC regulated under “price-cap regulation” pursuant to Section 392.245 RSMo 2000 voluntarily reduce its switched access rates?

The Staff believes that an ILEC regulated under price cap regulation may voluntarily reduce its switched access rates.  Section 392.245 only prevents an ILEC from voluntarily increasing its rates above the cap, and makes no mention of a carrier’s ability to voluntarily reduce its switched access rates.  Since reducing access rates is an express goal of the price cap statutes, allowing ILECs to voluntarily reduce their switched access rates would be consistent with that goal.  Such changes must be consistent with Section 392.200, and must be achieved by seeking tariff approval as required under Section 392.245.4(5).  Section 392.245.8 specifically states that an ILEC is not precluded “from establishing its intrastate access rates at a level lower than one hundred fifty percent of the company’s interstate rates for similar access services.”

4. May an ILEC regulated under “price-cap regulation” pursuant to Section 392.245 RSMo 2000 voluntarily restructure its switched access rates?

An ILEC regulated under price-cap regulation may voluntarily restructure its switched access rates under Section 392.245, subsections 8, 9 and 10, which allow a price cap regulated ILEC to restructure its access rates in the manner prescribed.  No other voluntary restructuring is specifically allowed under the statutes, although an ILEC can voluntarily restructure rates that stay under the cap.  A price cap regulated ILEC is precluded from voluntarily restructuring its rates outside of the authority provided in Section 392.245 if restructuring would increase prices above their caps since the “maximum allowable prices shall not be subject to increase except as otherwise provided in” Section 392.245, subsections 8, 9, and 10.

5. Does the Commission have the jurisdiction to direct an ILEC regulated under rate of return regulation to reduce its switched access rates without conducting a full rate case?

The Commission does not have the jurisdiction to direct an ILEC regulated under rate of return regulation to reduce its switched access rates without conducting a full rate case.  Section 392.240 allows the Commission to determine the just and reasonable access rates for rate of return regulated ILECs, but only after a hearing “with due regard, among other things, to a reasonable average return upon the value of the property actually used.”  Under Section 386.270, all rates fixed by the Commission are prima facie lawful and reasonable until found otherwise. 

6. Does the Commission have the jurisdiction to direct an ILEC regulated under rate of return regulation to restructure its switched access rates without conducting a full rate case?

The Commission does not have the jurisdiction to direct an ILEC regulated under rate of return regulation to restructure its switched access rates without conducting a full rate case.  Section 392.240 allows the Commission to determine the just and reasonable access rates for rate of return regulated ILECs, but only after a hearing “with due regard, among other things, to a reasonable average return upon the value of the property actually used.”

The Staff should note that a decision of the Cole County Circuit Court, while not precedential, should be mentioned since it may apply to this question and question 5 above.  On January 27, 2000, in Case Nos. 19V018901082 and 19V019901098, the Circuit Court concluded that when the Commission subjects a public utility to a substantial revenue reduction without conducting a rate case, that “the Commission must provide the utility, at the utility’s election, with revenue neutrality (i.e. keep them whole).”
  This implies that the Commission could restructure or reduce access rates so long as the change is revenue neutral.

7. May an ILEC that is regulated under rate of return regulation voluntarily reduce its switched access rates without filing a full rate case?

An ILEC regulated under rate of return regulation may voluntarily propose to reduce its switched access rates without filing a full rate case, as allowed under Section 392.220.  However, the Commission retains the authority to subject the company to a full rate case under Section 392.240.

8. May an ILEC that is regulated under rate of return regulation voluntarily restructure its switched access rates without filing a full rate case?

An ILEC regulated under rate of return regulation may voluntarily propose to restructure its switched access rates without filing a full rate case, as allowed under Section 392.220.  However, the Commission retains the authority to subject the company to a full rate case under Section 392.240.

9. Does the Commission have the jurisdiction to direct a CLEC to reduce its switched access rates?

The Commission does have the authority under Section 392.240.1 to direct a CLEC to reduce its switched access rates.  However, Section 392.240.1 is routinely waived for CLECs as allowed under Section 392.361.5.  Section 392.240.1 is the section that grants the Commission the authority to impose rate changes on telecommunications carriers.  If necessary to protect the  

public interest, the Commission can reimpose the application of this waived section on CLECs after a finding that the lesser regulation previously authorized is no longer in the public interest or no longer consistent with the provisions and purposes of Chapter 392.  See Section 392.361.7.
  

10. Does the Commission have the jurisdiction to direct a CLEC to restructure its switched access rates?

The Commission does have the authority under Section 392.240.1 to direct a CLEC to restructure its switched access rates for the same reasons the Commission can direct a CLEC to reduce its switched access rates.  If necessary to protect the public interest, the Commission can reimpose the application of this waived section on CLECs after a finding that the lesser regulation previously authorized is no longer in the public interest or no longer consistent with the provisions and purposes of Chapter 392.  See Section 392.361.7.

C. Calling Scope Authority


An additional issue that the Commission directed the parties to address concerns the Commission’s authority to enlarge calling scopes for purposes of access charge reform.  The underlying theory is that by expanding calling scopes, calls that were considered toll and subject to access charges would now be considered local calls and not subject to access charges.  This would not necessarily reduce access rates, but would reduce the number of calls subject to access charges.  During the evidentiary hearing, several witnesses testified that customers in areas with small calling scopes would be willing to pay higher monthly rates for their local service if, in return, the customer’s calling scope expanded to include the customer’s “community of interest.”  Tr. 256, Tr. 394-402.


Before further exploring whether this is a viable option for resolving access charge problems in Missouri, the Commission’s authority to expand calling scopes should be addressed.  Section 392.200.7 states:

The commission shall have power to provide the limits within which telecommunications messages shall be delivered without extra charge.

This section gives the Commission the authority to set calling scopes by determining the limits within which a call is local and does not incur charges beyond the customer’s local monthly charge.  In addition, Section 386.020(4) defines basic local telecommunications service as follows:

…two way switched voice service within a local calling scope as determined by the commission comprised of any of the following services and their recurring and non recurring charges…[emphasis added].

Accordingly, it is the Staff’s opinion that the Commission has the authority to alter calling scopes for purposes of access charge reform.  If the Commission wishes to pursue this concept further, a second phase of this case could determine the extent of the calling scope expansion and the impact that expansion would have on access charges.  The Commission could also explore issues surrounding loss of access revenues and the extent to which carriers could agree on compensation mechanisms between carriers to account for the loss in access revenues.

D. Protective Order


The last issue that the Commission directed the parties to address concerns the Commission’s protective order adopted by the Commission in its Order.  The cost information gathered by the Staff is being used to calculate the cost of exchange access service that interexchange carriers pay local carriers for “access” to the facilities of the local carrier’s network.  Since interexchange carriers, such as AT&T, pay local carriers, such as SWBT, for exchange access service, both companies have a considerable stake in the outcome of this case.  Accordingly, the Staff believes it is essential that both local and interexchange carriers have an opportunity to analyze and respond to the Staff’s cost study.  Unfortunately for the interexchange companies, all of the exchange access cost information is in the hands of the local carriers. Compounding this problem is the fact that local carriers such as SWBT have labeled practically all cost information provided to the Staff as “Highly Confidential” under the standard protective order adopted by the Commission.  This creates a disadvantage for interexchange carriers seeking to verify the costs of exchange access service that is the focus of this investigation.

The Staff was hopeful that the parties could enter into agreements that would allow disclosure of Highly Confidential data to interested parties with the understanding that the disclosed data would not be used outside of the case.  For whatever reason, the parties appear to have been unsuccessful in reaching such agreements.  This is not entirely surprising since exchange access service is, and has been for some time, a contentious issue among Missouri’s telecommunications companies.  In order to successfully resolve this issue, all parties with an interest in the outcome of this case should be fully heard.  AT&T is among the many parties with a critical interest in how the “actual costs incurred” is ultimately decided.  Allowing parties such as AT&T to review the cost studies used in this case will help achieve the purposes of the case. The Staff supports a modification to the protective order.


The evidence produced during the evidentiary overwhelmingly indicated that very little of the information labeled highly confidential in this case would be damaging to carriers if released.  Most of the numbers labeled highly confidential are of very little value to another competitor and would have very little, if any, adverse impacts.  Tr. 276, Tr. 425.

IV. Conclusion

This brief is mainly a response to the criticisms that have been brought against the Staff’s cost study.  By presenting this case to the Commission in this manner – discussing random issues regarding switched access – the focus of this case may become blurred.  To fully understand the work contained in the Staff’s cost study, and the supporting rationale for the methods chosen, the direct testimony of Dr. Johnson should be thoroughly studied.  As stated earlier, the first course of action recommended by the Staff is to adopt the Staff’s cost study as an effective method for calculating the actual costs of switched access service for all Missouri carriers.  The second course of action recommended by the Staff is for the Commission to initiate a second phase of this case to determine whether the current switched access rates are just and reasonable, taking into consideration the actual costs incurred, and to explore all possible solutions if the Commission determines that rate adjustments are necessary.  The possible solutions include: rate adjustments under the existing statutes; petitioning the Legislature for changes to the statutes that will allow the Commission to further its goals; using the Missouri Universal Service Fund to achieve access charge reform;
 expanding calling scopes; and perhaps other solutions not yet explored.
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