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SUDDY

A primary purpose of this rulemaking proceeding is to

establish a methodology for determining the productivity offset,

"X-Factor," in the Commission's price cap formula for local

exchange carriers (LECs). Recently, in the LEC price cap

performance review proceeding, the United states Telephone

Association (USTA) advocated a total factor productivity (TFP)

approach for measuring the LECs' X-Factor, and the Commission has

tentatively expressed a preference for the TFP method. USTA's

proposed model, however, is replete with a number of serious

methodological errors, and it sUbstantially understates the LEes'

actual rate of productivity. For this proceeding, Dr. John R.

Norsworthy, a nationally recognized expert on productivity

measurement, has developed, in collaboration with AT&T, a

detailed model of the LECs' rate of total factor productivity

growth for the period 1985-1994 (the Performance-Based Model).

The model shows that the productivity for the LECs' interstate

access services has grown at a rate of 7.3 percent per year.

The Commission should flatly reject USTA's version of a

total factor productivity model for several reasons. First,

contrary to the Commission's stated criteria, the USTA model

relies on data that are non-public and non-verifiable. AT&T's

Performance-Based Model, by contrast, relies solely on publicly

available data and fully documented procedures. Second, the USTA

model does not include the input price differential. As the
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commission has recoqnized, the input price differential for the

LECs is sUbstantial, and should be recoqnized in calculating the

X-Factor. USTA has used a specious statistical analysis to

conclude that the input price differential is~. According to

Dr. Norsworthy's analysis, USTA's failure to include an input

price differential results in an understatement of the LECs' X­

Factor in the amount of 2.54 percent.

Third, the USTA model improperly relies on total

company data, rather than on only interstate data. As Dr.

Norsworthy shows, changes in productivity for interstate services

can be reliably separated from total company productivity

changes. Indeed, the data conclusively demonstrate that

productivity has grown at a considerably faster rate for the

LECs' interstate services than for their other services, and

therefore USTA's failure to account for this difference results

in an additional substantial understatement of the LECs'

interstate X-Factor. Furthermore, when the Commission has

available a reasonable method for segregating interstate and

intrastate data -- as it does here -- the Communications Act and

an unbroken line of court decisions require the Commission to

determine the interstate data separately and regulate interstate

rates only on that basis.

The USTA model is riddled with numerous other errors,

and is based on a number of faulty assumptions. For example, in
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determining the LECs' long-term cost of capital, the USTA model

erroneously assumes that the cost of equity is the same as the

cost of debt, that the LECs have an all-equity capital structure,

and that the LECs have a fixed and optimal cost of capital. The

USTA model bases its depreciation on an outdated study that did

not even involve telecommunication equipment. And the USTA model

employs procedures that misallocate capital input to the LECs.

As a result, adoption of the USTA model would severely undermine

the LECs' incentives to invest in cost-minimizing technologies.

For these and many other reasons explained both in the AT&T

Comments and in Dr. Norsworthy's statements, the Commission

should reject USTA's proposed model and adopt the Performance­

Based Model. This latter model corrects the serious errors in

the USTA model, and utilizes economically valid procedures based

on accessible and verifiable data.

The Commission should also continue to permit the LECs

to choose between multiple X-Factors. It is recommended that two

X-Factor options be allowed. As shown in the Performance-Based

Model, the productivity growth over the period 1985-1994 for the

LECs' interstate access services has averaged 7.3 percent. The

Commission should establish an X-Factor that encourages the LECs

to maintain that level of productivity growth, and it should also

include a Consumer Productivity Dividend. The lower X-Factor

should be set at 7.8 percent, with a sharing requirement. The

higher X-Factor option should be set at 8.8 percent but would be
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exempt from any sharing requirement. Moreover, these X-Factors

should not be based on moving averages. Moving averages would

simply punish ratepayers by making them wait for the benefits of

productivity gains, while simultaneously creating pernicious

incentives for the LECs to attempt to influence the X-Factor

results through uneconomic investment.

As the Commission recognizes in its Fourth Further

Notice of Proposed Bulemaking, a system of multiple X-Factors

will work properly only if the Commission retains the sharing

requirements. without sharing, the LECs would simply choose the

lower X-Factor, regardless of their actual productivity gains.

Thus, the Commission should continue to require sharing for LECs

that choose the lower X-Factor. On the other hand, sharing

should be eliminated for the LECs selecting the higher X-Factor,

as an incentive for those LECs to commit to higher productivity

growth. Further, the Commission should discontinue the low-end

adjustment for all X-Factors. The low-end adjustment has not

served the purposes for which it was intended, and, in any event,

a LEC could still seek a waiver of the price cap rules if its

economic circumstances truly threaten its ability to provide

service and attract capital.

As the Commission explicitly recognized in the First

Report and Order in CC Docket No. 94-1, a per-line formula for

the common line basket is "superior" to the current "Balanced
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50/50" formula. The Commission should now formally adopt this

acknowledged "superior" formula. without a per-line formula, the

common line charges would continue to bestow an unwarranted

windfall on the LECs, in effect rewarding them for gains properly

attributable to the interexchange carriers. In addition, the

Commission should maintain the rules relating to the treatment of

exogenous costs, as were adopted in the First Report and Order.

Finally, the Commission should conduct annual

performance reviews of the price cap LECs to consider new issues

relating to the system of incentive regulation, and it should

conduct a major LEC performance review every three years to

assess all aspects of the price cap system, including an analysis

and valuation of the X-Factor. These more intensive triennial

reviews should be coordinated with the LECs' tariff filing

requirements.
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Before the
FEDERAL COMMUNICATIONS COMMISSION

Washington, D.C. 20554

)
)

In the Matter of )
)

Price Cap Performance Review )
for Local Exchange Carriers )
--------------)

CC Docket No. 94-1

COMMIII'I'I OJ' HiT

Pursuant to the Commission's Fourth Further Notice of

Proposed Rulemaking,l AT&T Corp. (AT&T) hereby submits its

comments with respect to the designated issues concerning price

cap regulation for the local exchange carriers (LECs).

JI1'l'I.QDUC'l'O&Y STUpiD

The Commission's Fourth Further Notice instituted a

rulemaking involving four basic topics regarding the methods for

establishing the LECs' price caps, namely (1) the measurement of

the productivity factor (.i....JL.., "X-Factor") in the LEC price cap

formula; (2) the sharing and low-end adjustment mechanisms to be

applied in light of an individual LEC's level of experienced

earnings; (3) the appropriate common line formula to be utilized

in determining the price cap index for the LECs' common line

1 Price Cap Performance Reyiew for Local Exchange Carriers, CC
Docket No. 94-1, Fourth Further Notice of Proposed
Rulemaking, released September 27, 1995, FCC 95-406 (Fourth
Further Notice) .



basket; and (4) the treatment of certain costs beyond the control

of the LECs, known as "exogenous costs."

Although the original LEC price cap plan, adopted in

1990 and implemented at the beginning of 1991,2 had formulated

rules concerning the topics here under consideration, the

commission decided to consider in this proceeding further changes

of these rules, based on its evaluation of the price cap system

as implemented and its review of the LECs' performance under that

system. Fourth Further Notice, • 1. The Commission completed

the first phase of its performance review in March 1995, and

shortly thereafter released its decision thereon. 3 In the First

Report and Order in this docket, the Commission revised on an

interim basis several aspects of the LEC price cap plan dealing

with productivity, sharing, and exogenous costs.

In this Fourth Further Notice, the Commission directed

that "long-term changes" to the LEC price cap plan would be

determined in this rulemaking proceeding. Fourth Further Notice,

• 1.

2

3

Accordingly, the Commission has solicited comments from the

Policy and Rules Concerning Rates for Dominant carriers, 5
FCC Rcd. 6786 (1990) (LEC Price Cap Order), recon., 6 FCC
Rcd. 2637 (1991) (LEe Price Cap Reconsideration Order),
aff'd sub nom. National Rural Telephone Ass'n y. FCC, 988
F.2d 174 (D.C. eire 1993).

Price Cap Performance Review for Local Exchange Carriers, CC
Docket No. 94-1, 10 FCC Rcd. 8961 (Apr. 7, 1995) (First
Report and Order), petition for review pending, ~
Atlantic, et ale y. FCC, D.C. Cir. Nos. 95-1217, et al ..
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parties on a number of issues pertaining to the basic topics to

be considered for revising the price cap rules.

These Comments of AT&T, together with the Appendices,

respond to the issues and sub-issues delineated in the Fourth

Further Notice. 4 As an integral part of these Comments, there

are attached the statements of Dr. John R. Norsworthy, a

distinguished economist, noted writer and researcher on

productivity, and former Chief of the Productivity Research

Division of the U.S. Bureau of Labor Statistics, where he

introduced total factor productivity measurements into

governmental productivity statistics. s In his statements, Dr.

Norsworthy responds to the issues raised in the Fourth Further

Notice, discusses the pronounced deficiencies in the productivity

model previously submitted by the United states Telephone

Association (USTA), describes the basic structure of the

Performance-Based Model (developed in conjunction with AT&T) to

determine the total factor productivity of the LECs, and presents

4

S

In addition, the Commission has requested that the parties
herein respond to certain related issues raised in the
Commission's Second Further Notice of Proposed Rulemaking in
CC Docket Nos. 94-1, et al., released September 20, 1995,
FCC 95-393 (Second Further Notice). In particular, AT&T
responds to matters raised in Issues 19 and 20 (paragraphs
159-172) of the Second Further Notice. To assist the
Commission and interested parties, AT&T has appended a table
(Appendix D) indicating the pages of these Comments and the
Appendices that address the particular issues set forth in
the Fourth Further Notice and the Second Further Notice.

Appendix C hereto contains biographical data on Dr.
Norsworthy, together with his curriculum vitae.
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various data concerning his responses and the description of the

Performance-Based Model (Appendices A and B) .

Part I of these Comments addresses the major area to be

considered in this rulemaking proceeding -- namely, the

measurement and application of the productivity offset or "X­

Factor" in the LECs' price cap plan. As we show herein, there

are numerous and material deficiencies in the previously

submitted model of USTA proposing to calculate the X-Factor

according to the total factor productivity (TFP) method. The

USTA proposal, relying essentially on the study by Christensen,

Schoech, and Meitzen (Christensen study), is methodologically

unsound, is based on unreliable and unauditable data, utilizes

data not pUblicly available, and employs unsupportable and

erroneous assumptions. The USTA model, therefore, produces

results that sUbstantially understate the LECs' X-Factor for

interstate access, and the application of this model would be

repugnant to the very purposes of the LEC price cap plan adopted

by this commission.

Part I further describes the productivity model

sponsored by AT&T, which is vastly superior to the USTA model.

This Performance-Based Model, developed by Dr. Norsworthy in

collaboration with AT&T, applies the principles of the total

factor productivity method, and is fUlly consistent with the

general criteria enunciated by the Commission concerning the
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appropriate procedures for calculating the LECs' X-Factor.

Unlike the USTA model, the Performance-Based Model relies on

publicly available data, is based on well-documented and

supportable assumptions, and determines results based on

interstate only (not total company) data. The results under the

Performance-Based Model for the period 1985-94 show that the

correct X-Factor for the LECs' interstate access services should

be 7.3 percent.

Part I further discusses other issues related to the

implementation of the X-Factor adjustment in the LEC price cap

plan. As shown herein, the Commission should continue the

Consumer Productivity Dividend (CPD) at its present value for

inclusion in the X-Factor. Although a single X-Factor would most

closely replicate conditions the LECs would face in a competitive

market, it is recommended that the Commission continue to allow

at least two X-Factor options for election by the LECs to be used

in connection with the sharing provisions of the plan. At the

present stage of the development of the TFP approach for

measuring the X-Factor, it is also recommended that there be no

automatic updating mechanism (such as a moving average) until the

commission gains more experience in implementing the correct X­

Factor measurement procedures.

Part II herein addresses the issues concerning the

sharing requirements. AT&T recommends that the commission
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continue to apply the sharing mechanism, along with two X-Factor

options, to create incentives for each LEC to select an X-Factor

appropriate for its economic circumstances. It is also suggested

that, as decided in the First Report and Order, the LECs

selecting the highest appropriate X-Factor option should not be

sUbject to the sharing requirement. On the other hand, it would

not be compatible with the purposes of incentive regulation for

the Commission to retain the low-end adjustment mechanism.

Instead, the Commission should examine, on a case-by-case basis,

the special circumstances of a LEC experiencing low earnings in

connection with its petition seeking waiver of the price cap

rUles, a request for declaratory ruling, or request for similar

relief.

Part III of these Comments responds to the issues

relating to the common line formula. It is shown that the

Commission should eliminate the existing "Balanced 50-50"

formula, which does not accurately track changes in common line

costs and consequently results in an unjustified windfall to the

price cap LECs. The "Balanced 50-50" formula should be replaced

with a per-line formula that provides an appropriate incentive to

reduce carrier common line rates.

Part IV of these Comments deals with the treatment of

exogenous costs under the LEC price cap plan. In this regard,

AT&T recommends that the Commission follow, on a long-term basis,
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the analysis and conclusions it approved in its First Report and

Order (tt 292-320). In particular, AT&T endorses the

Co.-ission's adoption of a standard that limits exogenous costs

to economic cost changes and thus denies exogenous cost treatment

for accounting rule changes that do not affect a carrier's cash

flow. Id. at ,t 293-302. Moreover, the Commission properly

determined that proposals as to whether a particular cost change

should be given exogenous cost treatment should not be resolved

on an ad hoc basis but rather in the same (or consolidated)

rulemaking proceeding to assure consistency in results. Id. at !

316.

Finally, Part V briefly addresses the Commission's

questions concerning the timing of the LEC price cap performance

review. Regardless of whether the X-Factor is adjusted

automatically and periodically (such as through a moving

average), there is a need to examine other aspects of the LEC

price cap plan on an annual basis. Moreover, a more intensive

LEC performance review by the Commission, together with its

consideration of further revisions in the applicable price cap

rules, should be scheduled to take place every three years.

I. TH. -.THODS roa KBA8URIBG TH. LICS' PRODUCTIVITY OFFSET, OR
"J-OC'l'O&." SHOULD II RIYISID.

Central to the issues to be determined in this

proceeding are the appropriate procedures to be used for

measuring the LECs' productivity offset or "X Factor." The
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commission has requested comments concerning the calculation of

the X-Factor by the total factor productivity (TFP) method or by

any other appropriate method. Further, the Commission has

solicited comments on related X-Factor issues, such as the means

of updating the X-Factor, the number of X-Factors in the plan,

and the relationship of X-Factor levels to sharing requirements.

Fourth Further Notice, ! 14.

In Part I herein, together with the attached statements

of Dr. Norsworthy (Apps. A and B) we respond to these areas of

inquiry. First, we consider the USTA proposal using the TFP

method that it previously submitted in this docket. Second, we

describe and provide details on a much more valid and reliable

application of the TFP method, known as the Performance-Based

Model. Third, we deal with the other issues related to the

measurement and application of the X-Factor in the LEC price cap

plan.

A. Tbe ueTA Model for calculatinq tbe X-Pactor Is .eplete
with substantiye IXrors and Should Not Be Adopted.

In this LEC performance review proceeding, and in

SUbsequent ex parte presentations, USTA introduced its studies to

calculate the X-Factor according to the TFP method. 6 Initially,

6 USTA commissioned two studies: one performed by
Christensen, Schoech, and Meitzen (Christensen study) and
the other by National Economic Research Associates, Inc.
(NERA). Because the Christensen stUdy described TFP in

(continued ... )
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the Commission indicated its preference for using the TFP

approach to compute the X-Factor in the future.? However, as

shown below, the USTA version of the TFP method is unsound,

contains numerous deficiencies, and produces results that

sUbstantially understate the LECs' X-Factor.

1. Th. U8TA .04.1 do•• Dot •••t the ••••Dti.l
crit.rioA that the c.lcul.tioD of the x-r.ctor
.hould be b•••d OD .cc•••ibl. ADd verifiable d.t••

At the outset of the Fourth Further Notice the

commission enumerated "essential characteristics" of the long-

term LEC price cap plan, among which is the criterion that the

calculation of the productivity offset or X-Factor should be

reasonably simple and "based on accessible and verifiable data."

Fourth Further Notice, ! 16.

Contrary to the Commission's admonition that the data

used to calculate the X-Factor should "be pUblicly available in a

timely fashion" (Fourth Further Notice, ! 17), the USTA model

makes extensive use of confidential, proprietary data that are

not accessible for pUblic scrutiny. Dr. Norsworthy gives various

( .•• continued)
greater detail, the Commission stated that it will focus on
that study for purposes of this rUlemaking. Fourth Further
Notice, ! 22. Accordingly, unless otherwise indicated,
AT&T's comments on, and references to, the "USTA model" are
directed to the Christensen study as previously submitted to
the Commission in this docket.

? First Report and Order, 10 FCC Rcd. at 9031 (! 155); Fourth
Further Notice, ! 25.
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exaaples of the reliance of the USTA model on non-public, so­

called "proprietary" information and the LECs' collection of data

according to unknown procedures (App. A at pp. 3-6).8 As AT&T

previously pointed out, the data necessary to measure TFP in the

USTA model are not compiled in the Automated Reporting Management

Information System (ARMIS) or other available pUblic sources. 9

Moreover, the methods and procedures employed by USTA to derive

its calculations are not disclosed, contrary to the Commission's

requirements. 10

The prevalence of inaccessible data and undisclosed

methods, which are essential ingredients in the USTA model,

severely hampers the Commission's ability to rely on "public

comments in the process of reviewing economic information."

Fourth Further Notice, , 18. Moreover, the unavailability of the

data used in the USTA model and its failure to specify and

document its compilation procedures undermine the Commission's

goal of ensuring the "auditability" of the calculations of the X-

Factor. Id.' 21.

8

9

10

In contrast, however, the Performance-Based Model, sponsored
by AT&T, is based entirely on pUblicly available data.

AT&T Comments in CC Docket No. 94-1, Jan. 31, 1995, p. 6.

SAA Second Further Notice of Proposed RUlemaking, CC Docket
No. 94-1, released September 20, 1995, ! 178; Fourth Further
Notice, , 148.
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2. A ..jor ••f.ct in the VITA aod.l i. it. oai••ioD
of the igput pric. 4iff.r••ti.l.

A critical -- and entirely unsupportable -- hypothesis

inherent in the USTA model is its assumption that the LECs' input

price differential, compared to input prices in the national

economy, is simply~. USTA's assumption is flatly contrary to

the evidence before the Commission showing a significant input

price differential between the LECs and the u.s. economy.

In the LEC Performance Review proceeding, Commission

economists Bush and Uretsky analyzed the data supplied in the

Christensen study, and used these data to report input prices for

telephone carriers and for the u.s. economy.ll Using these data

for the eight-year period (1984-92), Bush and Uretsky found that

the average annual input price differential between the LECs and

the national economy was 2.23 percent (~ during this period

u.s. input prices increased on average 3.95 percent annually; the

average annual increases for LEC input prices was 1.73

percent).12 Applying econometric methods to compare price

movements in the LEC and U.S. input prices, these researchers

concluded that there were significant differences between the

movement of telephone input prices before and after divestiture,

and that post-divestiture prices would be the most appropriate

11

12

"Input Prices and Total Factor productivity," by C. Anthony
Bush and Mark Uretsky, Appendix F, First Report and Order,
10 FCC Red. at 9213.

Id. at 9222. ~ also App. A at pp. 9-10.
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for use in the LEC price cap plan. Bush and Uretsky further

stated that: "we conclude that the input price differential is,

in fact, an essential component of the X factor to correct the

distortion in USTA' s own measurement of TFP differential. ,,13

Despite these findings by the Commission's economists,

in their studies for USTA both Christensen and NERA used specious

statistical logic to reach an erroneous assumption that there is

no difference between the movement of input prices for the LECs

and those for the national economy (aee App. A at pp. 6-17). On

this basis, USTA assumed that the movements in the u.s. input

price index could be used to represent movements in the LEC input

price index. The USTA assumption is not only unsupportable, it

is demonstrably incorrect. The Bush-Uretsky analysis plainly

demonstrates that the most likely statistical value for the input

price differential for the 1984-92 period is at least 2.2

percent.

Dr. Norsworthy calculated the input price differential

for 1985-1994, and determined it to be 2.54 percent. Unlike the

Bush-Uretsky analysis, which was derived from data in the

Christensen study, Dr. Norsworthy independently determined the

LEC-specific input prices for labor, material and capital and

applied them to the time period of 1985-1994. Thus, Dr.

Norsworthy concluded unequivocally that (a) an input price

13 10 FCC Red. at 9229.
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differential should be included in calculating the X-Factor used

for the LEe price cap plan, and (b) USTA was entirely wrong in

assuming that the input price differential was zero. (App. A at

pp. 6-22.)

3. Aao~her aajor defect in the V8TA .odel i. it.
reliance OD total coapany, rather thaD OD
inter.tate only. data.

Another pervasive infirmity in the USTA model is that

its analysis purports to measure total company productivity

growth for all the LEes' regulated services, rather than

productivity growth in the provision of interstate access

services. Thus, the USTA study includes productivity measured

not only for interstate access but also for intrastate and local

services. In the USTA model, interstate and intrastate

(inclUding local) productivity are not separately identified.

USTA's failure to separate between total company data

and interstate only data creates a severe bias in the

productivity results and sUbstantially understates the LECs' X-

Factor for interstate access (App. A at pp. 23-30, 72-77).

There is no reason to assume, as does the USTA model, that

productivity for interstate access is the same as for all the

regulated services provided by the LECs. Indeed, the data show

that the X-Factor for interstate access is significantly higher.

-13-



As Dr. Norsworthy found (App. A at pp. 23-29), there is

strong evidence that the rate of productivity growth in

interstate access far exceeds the rate of productivity growth for

all services offered by the LECs. This was also the conclusion

of the Commission in the LEC Price CAP Order, when it recognized

the necessity of separating interstate productivity measures from

intrastate (and local) productivity. The Commission pointed out

that its analysis showed that "the more rapid growth in

interstate usage results in higher apparent interstate

productivity growth" compared to intrastate. 5 FCC Rcd. at 6798

(! 92) (emphasis supplied).

Given the recognized differences between the growth in

interstate productivity and growth in intrastate productivity, it

is absolutely essential to measure separately the TFP for the

LECs' interstate services. Dr. Norsworthy demonstrates that the

productivity growth in the LECs' interstate services can be

separately measured, and thus a TFP model can be applied to

calculate productivity growth for these interstate services (App.

A at pp. 23-29, 72-77).

Moreover, the USTA proposal to measure the LECs' TFP

for their interstate access services solely on the basis of total

company data, without considering separately determined

interstate data, contravenes the Communications Act and

applicable judicial decisions. The measurement of the
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productivity factor for interstate services based on changes in

total company revenues and costs (including those for local and

intrastate services) would violate provisions of the

Communications Act requiring a separation between the interstate

and intrastate jurisdictions. As the Commission noted in the

Fourth Further Notice (! 63), "the commission's jurisdiction is

limited by section 2{b) of the Act." section 2{b) makes it clear

that "nothing in this Act shall be construed to apply to or give

the Commission jurisdiction with respect to (1) charges,

classifications, services, facilities, or regulations, for or in

connection with intrastate communication service .... " 47 U.S.C.

S 152 (b) .

Indeed, the landmark decision of the Supreme Court in

smith v. Illinois Bell Tel. Co. established the doctrine that the

"separation of interstate and intrastate property, revenues, and

expenses of the Company . is essential to the appropriate

recognition of the competent governmental authority in each field

of regulation.,,14 Therefore, "under the Smith analysis as

adopted by Congress," there must be some determination by which

the federal authorities regulate interstate rates "based on the

carrier's property apportioned to interstate usage. " 15 The

14

15

Smith v. Illinois Bell Tel. Co., 282 U.S. 133, 148 (1930)
(emphasis supplied).

Crockett Telephone Co. v. ECC, 963 F.2d 1564, 1572-73 (D.C.
Cir. 1992). See also Illinois Bell Tel. Co. v. FCC, 883
F.2d 104, 114 n.9 (D.C. Cir. 1989) {characterizing the Smith

(continued ... )
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Supre.. Court has made clear that the Commission must apportion

interstate and intrastate costs if there is a "reasonable" basis

for such an apportionment: "While difficulty in making an exact

apportionment of the property is apparent, and extreme nicety is

not required," reasonable measures to apportion costs and

revenues between the interstate and intrastate jurisdictions are

"essential. "16

Given the fact that there are reasonable procedures to

measure separately the LECs' interstate productivity growth and

the productivity growth for the LECs' intrastate and local

services, there is no justification to rely on the LECs' total

company data to represent their interstate TFP. The

communications Act and the jUdicial decisions make it mandatory

15

16

( ... continued)
decision as the "landmark case in which the Supreme Court
held that maintenance of the proper division of regulatory
power between state and federal communications authorities
requires estimation of the value of property used to provide
intrastate and interstate services, respectively. such an
allocation of exchange plant between intrastate and
interstate jurisdictions, according to the Court, ensures
the confinement of conflicting regulatory tribunals to their
proper spheres"{citations omitted».

smith, 282 U.S. at 150-51; see also Crockett, 963 F.2d at
1566. In smith, the state regulatory agency had assumed
that all exchange property should be allocated as costs of
the intrastate jurisdiction. The Court remanded the case.
Although it acknowledged the difficulty of apportionment,
the Court stated that "it is quite another matter to ignore
altogether the actual uses to which the property is put. It
is obvious that, unless an apportionment is made, the
intrastate service to which the exchange property is
allocated will bear an undue burden .... " I..d.....
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to determine TFP for the interstate services on a separately

apportioned basis.

Furthermore, USTA's failure to separate between total

company data and interstate only data produces a serious bias in

the interstate productivity results and thus SUbstantially

understates the LECs' X-Factor for their interstate access

services. As shown by Dr. Norsworthy and previously recognized

by the Commission, there is compelling evidence that the rate of

productivity growth in interstate access far exceeds the rate of

productivity growth for the intrastate and local services.

Therefore, the use of total company data (Which are weighted

heavily with intrastate and local data) creates a pronounced

downward bias in the X-Factor for the LECs' interstate services,

and permits them to charge artificially high interstate access

rates. As a result, the charges for the LECs' interstate access

services would bear an "undue burden" which the Supreme Court

found to be unlawful in Smith. 17

In sum, because the LECs' productivity for interstate

access services differs markedly from their productivity for

intrastate and local services, the Commission must use separated

data "to ensure that interstate rates remain just and

reasonable." s..tul Fourth Further Notice, '63. The USTA model

relying on total company, rather than interstate only, data to

17
~ Smith, 282 U.S. at 148-51.

-17-


