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Iiitroduction 

K,ilc of ircl i i i i i  icgti latioii, in one form or another, h a s  been ubcd since the late nineteenth century 
to SCI and coiislraii i  the earnings and price IcvcIs for ccononiically regulated companics In the 
litst t i l tccn year\, Iiowcvcr. 11 has bcci i  widely supplanted by alternative rnechanismb to set prices 
aiid coii lrol e;iriiiiigs of tclccoii i i i iui itcations carriers in t l ic  Unllcd Slates and many foreign 
CIILIIILI ics 111 particular, the FCC has adoptcd aIIcriiative forms o f  rcgtilation to, in  chronological 
(iidei. \ct intcrcxcliaiige carrier ralcs, inleistate access rates, and unbundled network element and 
~ r : i i i \ p ~ r t  aiid tcrtiii i iatioii charges, and cbtablish the high cost support payincnts for thosc 
rcgttlatcd caritcrs serving l l ie  vast majority of custonicrs in the U S State cominissioiis have 
also abaiidoiicd r i l le of ict t i i i i  regulation for thc most part, with only s ix conin i i~s ion~ continuing 
to  L I ~ C  rdtc or ic lu i i i  regulation f o r  the RBOCs in their s ta tes ’  At the FCC, the singlc exception 
to l l i i s  wI io Ics i~ lc  ;ibaiidoiimciit (it‘ rate of return rcgulation has been i t s  continued application lo 
the ilc\.clopmi.iil 01‘ l l i c  iiitcistiitc acccss rates cliatgcd and l l ic universal fund payments received 
b) s i i i~ i l l c i  ii icuiiihciil LEC‘s 

l l t i s  Ipapcr addrcsscs the infirmittcs, both lhcorclical aiid practical, or  rale or  return regulation 
tl i i i l  Iiavc bccn identified by the FCC ti1 Ihc past and suggests thal the time has come to 
coii i i i icncc ‘1 scriotis and coiiccrtcd cttort to dcvclop a forward looking econoiiiic cost (FLEC) 
model to dctcri i i i i ic thc universal service receipts for I tiral ILECs and, potentially, their interstate 
a ~ c e s \  r a t a  If; however, as been found in Ihc past, th is is dcciiicd iinpracticablc, the 
C‘oiiiiiitssion should, at ii minimum, cslablish coniprchcnsivc auditing standards and 
rcqt i t rc inci i~s over ILEC reporting o f  USF costs to cnsurc their accuracy and compliance with the 
applicable P a i l  32. 36, 54, 64 and 65 Rules Given the niagnittidc of the “unexplained” growth 
i n  payment\ I O  the ILECs’, the potential and iiiccntivcs for companics to overstate their USF 
eligible costs, and docuniciilcd abuse5 of the rate o f  return process in the past, additional scrutiny 
of cairicrs‘ USF reporting is essential to ctistirc the integrity o f t h c  high cost USF incchanisnis 

’I l ie  F‘cC’s Rejection of Rate of Return Regulation 

kcjr o b c i  f i l lccn years, t l ic FCC t ias bccn cvnlualing the efficacy of rate o f  return rcgulation as a 
[ool IO a c l i i w c  i t s  regulatory ohjcctivcs and has found i t  wanting in virtually a l l  instances Whi lc 
11  1, t i c i t  thc. iiitctit of t h i s  paper to provide a n  cxhawtivc history of the FCC’s findings and 
c ~ i i c l t t ~ i o i i ~  oii riilc of rcttirti rcgula~ion, i t  1s \vorth inotiiig some of the spccific infirmitieb the 
COI~II~II~S~OII I h s  rdciitificd 111 past proccedings bccausc thcsc remain relevant to this day I n  
pdrItcti1:ir. i i rai iy of the Coiiiinission’s spccil ic concerns over the lnccntives created by and tllc 
atlminiitraiion o t a  iatc o f rc l t i r t i  regtilatory rcgitnc have, as w i l l  bc discussed 111 a later section o f  
t h i s  paper, bcci i  boinc out by i i is tanccs in which compan~es have bccn found to have manlpulated 
lhc process foi l l ici i benefit 



T l i c  l i rst,  and i i i o ~ t  comprchcnsivc, cvalualion o f  ra te of rclurn regulation by thc Cominissioii 
w a \  conduclcd in the Price Cap proceeding in the l a te  1980s4, in which 11 replaced rate o f  relurn 

1111 price cap rcgulalion a\  the inccliaiiisin for overseeing the interstate ralcs charged, initially, 
by ATBrT and later tlic large [LECs 111 the Noticcs and Orders in this proceeding, tlic 
C‘oiiii i i ission laid out in considcrahlc detail i t s  findings on the problems created by tlic incentives 
‘iiid a~li i i i i i istratioii o r a  rate of rc lurn rcgtilatory rcgiinc P r i n c i p ~ l  among these wcrc 

l i icc i i t ivc  to Pad C o w ‘ ( R ) a t c  oi’ rclurn rcgulation provides regulated f i r m  with very 
>tiong i n c c n i v c s  to pad lhcir iatcs, for essentially two reasons First, as a profit- 
t i i ~ i ~ i i i i i ~ c r .  l l ic f i rm IS  Icd lo :idopt the most coslly, rather than the mosL efficient, 
iii\’chtiiicnl slralcgic\ bccausc i t s  primary means of increasing dollar earnings under rate- 
ot-rclt i in constraints is to ciilrirgc i ts rate base This is coinii ionly known as the Averch- 
Jul inwii  el-fcct o t  rate of rclurn rcgulation Second, since all operating cxpcnscs are 
i i icludctl i n  i i  lirtn’s rc\ci iuc rcqiiiremcnt tindcr rate of return, manageinent has l i t t l e  
i i icc i i l ibc to ~ i i i i i i i i i i ~ c  opcraliiig costs This I S  cominoiily known as ‘X-inefficiency’ The 
lirni’s \hareholders prolil iron1 lhc  first phcnomcnon and the benefits of lhc bccond 
redound to tlic tirin’s niaiiagcinciil In both cases, Iiowcvcr, consuincrs suffer because 
11icx distorted incentives increase the c o g  o f  doing business -and thus tlic rates 
coiisuiiicrs must pay tor scrvicc”’ The iinpacl ofthis was clearly demonstrated by the fact 
tha t ,  in 1990, “llic Common Carrier Bureau has becii able to identify and disallow over 
$ 2  7 billioii in LEC iicccss charges siiicc 1985 ”‘ 
Lack o t  lnccii l ivcs 10 Innovate - “The distorted cfticicncy iticcntivcs cstablislicd by ratc- 
of-return rcgulation iilso may liavc a i cgat ivc  cffcct on innovatioii Clearly, rate-of-return 
cstablishcs no i n c c i i ~ i v c  to ‘do thc hatnc old thing a bcttcr way’ - for cxainplc, b y  
providing tlic saiiic service ill lower cost - bccausc a carrier's reward for such iii i iovation 
i s  ‘i icdt ict io i i  in  i ts  dollar earnings Such regulalioii may well havc s imi lar  effects on 
i i i c c i i ~ i v c s  10 produce new producls and scrviccs The liinit on the ability oCa carrier to 
c x i i  iclt irn\ on risky iiivcstnicnts coniparable with siich risks, together wilh the potential 
th;it a i i  unsucccssful project will rebull i n  cost disallowancc, provide a reasonable b a s s  to 
coiicIudc that carriers have rcduccd inccnlivcs to undertake buch risks under rate-of- 
rclurii rcgulalioii At  best, ratc-of-rcturii rcgulation I S  ‘passivc’ vis-a-VIS innovation, 
ncil l ici Ibskxiiig i t  nor cncouragiiig i t  We tliiiik the public intcrcst I S  bcttcr scrvcd by the 
adoplioii olregulalory method., more attuned to htiinulatiiig innovation ’” 

Poienrial for  Cross-Stib\idirarioii - ”Carricrs subject to this (rate of rcturn) regulatory 
approach havc an i i icci i l i \ .c to shift sonic o f  the costs of providing unregulated 
coiiipc~itivc scrviccs lo rcgulalcd services, where Ihey can be recovered from ratepayers 
ralhcr t l ian the consumers of regulated scrviccs who rightfully bear these costs In  so 
doing, the carrier can increase i ts profits and siniciltancously disadvantage i t s  
coiiipclilors ’’* 
‘.(\Y)c disagrcc will1 those u h o  suggest that cross-subsid i~~t ion can be addressed easily 
tinder ralc-of-relurn rcgulatioii lhrotigh ‘activc and consistent ovcrsighl’. Such claims 
tiiidcrslalc the difficullics inlicrciit iii ovcrsighl activltles and ignore the long history o f  
l l tcse dit‘ficul1ii.s Concerns about diil‘crcnt kinds of cross-,jubsidiration ha\,c, 111 a very 
rc‘il ~ i i s c ,  doinii ia~cd fcdcral tc Icco i i i tnu~ i~cat~on rcgulatio~i s ~ n c c  tlie advent of 
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compctitton in the 195Os, and wcic dctcrinincd Lo bc so intractablc as to justtfy the 
d ~ i t c o i i i a n  coltillon ol’divcstit i ire ol’tlic Hell System Durins the past few years, o f  course, 
we I h v c  implcincntcd a numbcr o f  regulatory tcchntques to discourage cross- 
siibsidization bclwecn rcgtilatcd and iinrcgulatcd aclivilics and ~ m p r o v c  our oversight 
~apahi l t l ic . :  While thcsc steps w i l l  act  as a strong deterrent to cross-subsidization 
iictivilies, our policics and piogiatns can do no more than deter and attempt to detect such 
xt iv i I ics ,  they c;1111iut el iminate the powcr fd  inccntwc that ratc-of-return rcgttlation 
c?tablt\ l ics to engage in cross-subsidization ’”’ 
Aclmtnistr;ttivc Transparency - “(A)dmiiiistcring rate of return regulation i n  order to 
counteract llicsc i i i c c n t ~ v c ~  15 a dift icti l t and complex process, evcn when done correctly 
and well (S)tich icgul;itioii i s  built on the premise (hat a regulalor caii dctcrininc 
;iccur;i~cly what cost arc iicccssary to del iver scrvicc 111 practice, however, a regulator 
inncry I iavc difficully obtaining accur;itc cost iiiforinatioti as tlic carrier itself IS the source 
of itcarly a l l  the tnrorinalion vbout i t 5  cwts Fiirthcrinorc, no regulator has the resources 
LO rc\,icw i i i  detail thc thouwids o r  individual business j u d  iments a carrier makes bcfore 
it dccidcs, lor cxaiiiplc, to ins ta l l  a new switching system ’’ ik 

I licrc 15 iio i.\~idcncc to indicate, and considcrablc cvidciicc to tlic contrary, that rate o f  return 
r c p l a t i o n  a applicd to cst;iblish mivcrsal  scrvicc funding and interstate access rates for the 
rura ILFCs  voids ll ic ptiialls idciililied by [lie Comrnishion over a dccadc ago. The incenlive to 
pad colts, lack o C  incciitivcs lo innuvatc, potential for cross-subsidtzalion and lack of 
tr;tn\lxtrciicy o f t l i c  underlying cost data arc as itiitcli problems today as they wcrc then. 

111 \iibscqLicnr proceedings, the Commission Iias ieall irnied i ts rcjcction of rate o f  return 
rcgiilittioii , albcit \ v i~ I i o t~ t  tlic tlctailcd ana lys is  i t  undertook in the Price Cap proceeding I n  thc 
Local Coinpetition procccding, which cstabltshcd the pricing standards for unbundled nclwork 
i‘lctiiciits and tiitcrconncctioii, the Coininisston foutid that 

( A )  co\l-bascd pricing mcthodology based on forward-looking economic costs IS the 
iippioach l‘or selling priccs that best Curthers the goals of the 1996 Act In  dynamic 
coiiipctttivc tnarkcts, tirms take ac t ion  b a d  not on embedded costs, but on the 
rcl:itioiiship bctwccn market-dctcrtntncd priccs and forward-looking economic costs.. . 
New entrants diould make  their decisions whelhcr to purchase unbundled clcmcnts or 
build their own faci l t t ics b a d  on the relalive economic costs of thcsc options By 
contrast, because the coht of buildtng an elenicnt IS based on forward-looking economic 
cob is ,  i icw entrants i i i \~cs t i i i~ i i t  dccivoiis would be distorted if the price o f  unbundled 
~I~IIICI~IS wcrc based an cmbcddcd costs 

I I  

Thc Coinmibsion went  on to claboratc 

W c  ;iic n o t  pcrsuaded by incumbcnt LEC argumcnts that prices for interconnection and 
unbuntllcd nctwork clcnictits i i iubl or should iiiclude . m y  difference between the 
ciitbcddcd cos15 they hiivc iiicurred to provide thosc cleincnts and thctr current econoniic 
coc ts  Ncitl icr a methodology [hat cstabll5hcs priccs for interconncction and acces5 to 
network clcii icnls directly on tlic cwts rcflccicd i n  the rcgulatcd books o f  account, nor a 
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pi icc ba\cd on forward-looking cost> plub an  additional ainount rcllecting cnibcddcd 
cosih, would hc consistent with tlic approach we iii-c adopting Thc substantial weight o f  
ccoiioii i ic coinnicn~ary iii tlic record suggests that an ‘cinbeddcd cost’-based pricing 
iiicthotlology would be pro-coiiipctilor-in t h i s  case the incumbcnt LEC-rathcr than  
prwcoinpclit ion Wc ihcrcfoic dcclinc lo adopt cnibeddcd costs as the appropriate basis 
o l ~ s c l l i n g  prices Cor intcrcoiiticclion atid access 10 network c lc i i ic i~ ts . i ’  

111 t h i h  piocccding, unlike (he Pricc Cap nnd Un iversa l  Service (discussed below) procccdings, no 
c\ccpl ioi i  io f o r w m l  looking ccoiioiiiic c o h t  (FLEC) bascd pricing requircmciits was inade for 
rui-ril ILECs 

F-iiililly, in cstabl i~hi i ig a univcrsi l  scrvicc support mcchaiiism for ion-rural carrlcrs, the Joint 
I h i r c l  (I3icr iil‘liriiicd by tlie C‘omniission) again found that thc applicalion o f  FLEC using a 
p i o x >  nioclcl LO cslablish \upport lcvcls would bcsl iiieel Ihc Act and the Conimission’s uii ivcrsal 
\LYLICC objcctivcs The J o i i i ~  Board statcd 

Wc coi iclud~. that scltii ig supporl a l  ibrward-looking ccoiioiiiic cost lcvcls will allow us to 
~ ~ i i s I r u c t  a t i n i ~ w s a l  scrvicc support iiicchaiiism (ha t  wi l l  prcscrvc and advaiicc universal 
s ~ . i v i c c  zind cncouragc cllicicncy Coiiipctitivc firms w i l l  providc scrvicc using an 
appro~iinalcly cl‘ficicnt IcvcI of rcsotirccs bccausc, in  thosc instanccs when revenues are 
1101 suf l ic icnt .  the wpport  i i i ccha i i i s in  will providc thc additional funds required lo 
iii;1iii~:iiii scrvicc 111 principlc, using cost estimates gcncratcd by proxy models is a 
I ciisonablc tccliiiiqtic for dc~crniining forwjard-looking costs Proxy models, because they 
arc 1101 based on ziiiy individual company’s costs, providc a compctitivcly neutral 
c s ~ i n i a t c  o f  the cost u f p i o \  ding supported services 1 3  

111 t h i s  procccdiiig, both thc Joint Board anti Coininmion indicalcd their intent eventually l o  base 
i i i i i vc rs i i l  :,crvicI: support for rural cart i c is  on forward-looking costs, but, bccausc “thc proposcd 
niodcls could no1 at thih tiii ic prcciscly iiiodcl sinal l ,  rural carriers’ cost”14, [lie Commission 
~ ~ t i l d  co i i t i ~ i~ i c  to iisc ;I sligli l ly modified vcrsion of tlic cxistiiig cnibcddcd cost-bascd 
i i i c c h a i i i ~ i i i s  ~ i i i~ i l  January I, 200 I Tlic Cnmiii ission found that this would providc sufficient 
t i i i i c  i o  dc\’clop a iiiodcl that would accumtcly prcdict rural carriers’ forward-looking economic 
i ~ ~ t s  N c \ c i ~ l i c l c s s ,  rhc Commission fiil ly rccogni7,cd the problenis with continuing to use an 
ciiibcddcd cos1 inechanisin l o r  rural ciirricrs, stating. 

We lind that the currciit support i i i ccha i i i s~ i i s  iicitlicr cnsurc that I L K S  arc operating 
clf icicnl ly nor cncouragc thcni to do so Indccd, by guarantccing carriers recovery of 100 
percent o t a l l  loop cmts iii c x c c s  o f  150 pcrccnt o f  thc national avcragc loop cost, the 
currciit high cost funding i i icc l iani~ins cffcctivcly discouragc efficiency Thus, we agree 
with CSE thal calculating high cos1 support bascd on cmbcddcd cost is contrary to sound 
ccoiioinic policy We conclude Ilia1 basing support on forward-looking economic cost or  
pcrliapt. coiiipctitive bidding w i l l  rcquirc telecorninunicatioiis carriers to operate 
~ i 5 c i ~ i i i l y  and w i l l  ii icilitatc i l ic  niovc io compciition in all tclccommunicatlons 
ii iLirhcl\ I 5  
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Nil: . !< i i i i t  Board l l ici i cslablislicd l l ic Rural Tiisk Force (RTF) to rccomincnd modifications to tlic 
hi$ io\l \ t ippur i  iiicchaiiisnis for rural carriers TIic RTF found lhal signilicanl anomalies 
ic\t i l icd wlicii tlic FC'C' syii lhcsis ( ~ p ~ o x y )  iiiodcl was applied to rural cariiers, including large 
d i f k i c n c c s  bctwcci i  i i iodcl results aiid actual data for lii ic counts. wire cciitcr areas, route niilcs 
of' oulsidc plant, Iypc of outside pl;iiil construction, COE invcstmcnt and other costs As a 
rchtill. l l i c  RTF rccomniciidcd l ha l  Ihc Cointnission continue to use a inoditicd cinbcdded cost 
i i i c c l i i i i i i ~ i i i  t i i i t i l  2006 to rlllow t i m e  to dcvclop a long term rural nicchaiiism that functions 
ctlicicntly. I S  bcttci coordiiiatcd with the iioii-rural iiiccliaiiisin, and effectively targcts supporl to 
I tiial carr ic is hcrving the Ihighcsl cost aicas The Commission subscqucntly adopted the RTF's 
lccommclldallon 

AI~Iiotigli Wcsicii i  LVirclc\s wil l  conIinuc lo support niai i i ta i i i ing the status quo until 2006, the 
('ompatiy hcliebcs 11 i s  tiiiic lor l l i c  C'oinniissioii aiid the Joint Board lo begiii a conccrtcd effort 
I O  dc\~c lop  a TLEC model thal crfcctivcly and accuratcly cst imatch Ihe efficient cost o f  providing 
\tipported sciv iccs for rural cariicrs This effort cotild also involve a rcvicw of thc existing 
byntlicsi:. inndcl tiscd Tor iioii-rural carriers and the inclusion of wirclcss costs lo  ensurc a 
iooicli i iatcd Jpproacli to tinivcrsul scrvicc funding for a l l  segments o f  the industry The 
tlcvclopnicnl uI"i i icw FLEC model should coinniciicc as w o n  as possiblc because the proccss 
\ \ i l l  inevitably bc controversial and tcqtiirc consitlcrablc hnic and rcsotirces (sinillar to the 
pi-occss utdcvc lop i i ig  the synthesis model) However, Westeru bclicvcs that, due to advances in 
i i ~ ~ ~ d c l i i i g ,  mapping and gciicoding ~ccl i i i iqucs siiicc the dcvclopincnt of the syntliesis model, the 
p ioh l c i i i s  in l l ic  application of 1ha1 model to rural  carrier5 identified by the RTF can potctitially 
be ~ i \ ' c l c o l l ~ c  

A b  \ \ as  discusscd above, i hc  Coni~n~ssion Iias fully evaluated the cffcctivcncss of and incentives 
cicakd by ralc of rcturii rcgulalion and coiisistcntly found i t  wanting These problems have not 
bccn curcd by tlic passage o f t i m c  As w i l l  be discussed in tlic ncxt section of this paper, in those 
l i w  publicly documented instances in which the Commission (or the NECA)  ha5 been conipcllcd 
IO l i i l ly invcsligntc tlic data rcporlcd by ratc of rcttirn carriers, they Ihave alinost inevitably rouiid 
~ ~ c r i o t i h  problems None o f  t h i h  i s  surprising aiid provides further cvidcncc o f  the need to 
cibciiidoii raw I)[ reiiirii regulation fo r  a l l  t c I cco i i~n i~~ i i~ca t~ons  carriers. 

Manipulation o f  the Rate ol' Return Process 

lJ i i~urpr i~i i ig ly,  carriers frequently iicl on tlic I I I C C ~ ~ I ~ C ~  created by ratc or return rcgulation This 
1 5  cspccially I iuc  w i th  respect 10 in~crstatc intercarrier compcnutlon rcccivcd by lLECs under 
ratc of r c h  11 incchaiiisin\, such as access charges, settlements, and universal scrvice runding. 
A s  'I ~iiccliaii isi i i  for collccting revenue, iiitcrcarrier coinpcnsat~on has a inumbcr o f  advantages 
oyer l l i c  provisioii at' retail scrviccs. cspccially for smaller JLECs tlic process IS well establishcd 
a t id  opcrcitcs rclativcly auloinatically (through NECA, USAC and CABS), tllcrc are no 
r,ia;kciing i ~ ~ s r s ,  ic\'cnucs rlrc relatively iiiiaffcctcd by a company's own cuhtomcrs' dcinand 
< I ~ I \ I I C I I I C ~ .  Iiislorically ( a t  l u s t  unti l the WorldCoin and Global Crossing bankruptcies), thcre 
\ \crc  \et! I w  l o c k  01- uncollccriblcs. and, the lcvcl of scruliiiy o f  reponed costs is relatively 
IOLV (cspccially 111 wnipa r i \o i i  to tlic sciui iny accorded in stale ratc case aiid sho- cause 
~prucccdings) Conscqiiently. ratc of rcturn ILECs liave every inccntivc, and in many eases thc 
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i i l ~ i l i ~ y ,  to i i iax in i i rc  their  rcvciiucs froin i i itcrsratc access ~ctviccs and Ihc universal service fund 
aiid 11 appcdrs they liaw done so 

Thci-c arc 21 niiinbcr of i i id icdtot5 that suggcst rate ofrcturn TLECs have engaged in, or attempted 
IC) ciigagc in, iiiIcr\liitc rcvciiuc i i i i x i i i i i za t i o i i  ovcr tlic years For example, as was noted above, 
Ihc FCC i i i  1990 indicated t l i a l  they had disallowcd over $2 7 billion in LEC access charges 
bi i icc 19x5 iii idcr rate o f  rcturri regulation I”  111 addition, i n  i t s  Comments, Wcstcrn idcntificd an 
i i ic ic i isc of ovcr $191 niillioii 111 the I L K  poition of the USF since 1999 that cannot be 
~xp1;iincd by i-cgiilatory changes (MAG, CALLS aiid RTF) implcnicntcd during that period.’” 
ru i ihcr .  A T X T ,  iii a recciil ex park  filing, showed [hat rate of rcturti carriers filing Form 492 
Rcpcvls l i d  cxpci iciiccd ii i lcrslatc ovcrcariiings of ovcr ‘62 I 8  million iii the 2001-2002 period, 
l i i l I t ~ i+ i i i ~  ovcrc i i i i i i~ igs of .ippiouiiniilcly $92 tni11ioii in 1999-2000 and $121 mi l l ion in 1997- 
I W X  ’’ T l i c s  indicators clearly show that carriers liavc acted on the iiiccntivcs crcatcd by rate 
oi I c ~ i i r i i  icgii1;itioii and,  apliaiciiLIy. ii icrcasiiigly s~icccssfiilly 111 rcccnt years 

TIicic liavc bccn a nunibcr of instaiiccs in the relatively recent past iii which rate of rcturn 
ciirricrs liiivc bccii found to 1h:ivc violalcd or eycgiously manipulated the Commission’s 
i icco i in~ ing aiid custirig ri i lcs in order lo niaxiniizc their in~erstatc revenues Whtle Western 
hclicucs t l i r i i  t l icsc examples incrcly rcprcscnt the t ip oC the iceberg, they arc illustrative o f  ways 
111 u l i i c l i  c u r i c r s  liavc acted 011 the inccntives crcatcd by rate o f  return regulation They also 
pit)\ idc s m i c  guitliince oii a i m s  111 wl i ich the Cotntnission could ciiliance ils oversight of rate of 
r c t u ~ i i  c:irricis u n l i l  i t  cai i  i i i iplcincnt a FLEC inodcl for dctcrniining all camcrs’ universal 
s ~ ? \ ~ i c c  rcccipls 

L’irziii Isliiitdc Teleplione Compuirv (VITELCO) lnlerest ExlJCnSe 

111 1990, VITELCO lilcd a Request for Declaratory Ruliiig with the Coniniission to resolve a 
dispiiic wil l i  NECA (of\vhich 11 was a incmbcr) over the lreatmcnt of interest expense in i t s  cost 
widy Atlantic Tclc-Nclwork Company had purchased VITELCO froin ITT and borrowed 
approxiiii i i lcly $100 inillioii LO l inance tlic piirchasc, of which $60 inillion was recorded on 
\’l‘rFLCO’s books VITEL.C‘O took thc position lhal it should no1 be required to deduct tlic 
i i i tcrcsl  c x ~ i c i i w  from i t \  rcIiiri1 allowaiicc for the purpose of determining t ts Cederal income tax 
c q ~ c i i s c  Cor ratcinakiiig piirposcs (which would dccrcasc i t s  iiiterslale rcvctiuc rcqiiircment) Thc 
Coiii i i i issioii, lhmvcvcr, disagreed, i ioti i ig that Ihc company’s regulated plant was pledged as 
sccurity for the  Ioiiii aiid upheld NECA’s intcrprelalioti of this ISSLIC.~- 

Direct Asc.i~iittietn under Port 36 

iVhci1 thc i ‘uinmissio~i replaced the Par1 67 jurisdictional separations procedures with Part 36 in 
I9X7.’’ IT ‘~llowcd I h i  the direct assignment of certain plan1 costs to the interstate or intrastate 

j t i i  i s d i c ~ i o n  1 1  1111. tacility was used cxclusivcly 10 provide interslate or intrastate scrviccs. A 
i i i i i i i I icr of canicrs heg in  to tisc dircct assigniiicnt quite cxtcnsively, most of which were direct 
i i ~ ~ i g i i i n c i i ~ s  to iiitcrstale w v i c c s ,  and the Coiiiniissioii was forced to clari fy that il intcndcd a 
rclati\.cly I i i i i i~cd role for direct  assigninciit 111 tlic separations process 24 111 part~cular, the 
Chcsapcakc and Poloinac Tclcphone Company had a~tcmptcd to conslrue an allocatioi~ of lrunk 
i c s l ~ i i ~  cxpcnsc i t  liad dcvclopcd as a pcriiiittcd direct assign~ncnl and a number of carrlcrs 
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t l i i cc l l?  ; i \ \ i ~ i i c d  poilions of corpor,ilc opcialioiis cxpciisc rather than use Ihc prescribed 
: I~~oCdt io i l  fiiclur 111 each ol these in \ ta i iccs,  the Commission rcjcctcd the carriers' position as a 
i i i i s i i i ~ c , ~ i ~ ~ ~ i ~ i ~ ) n  of  Part 36 ?' 

KECA ,Aifdil,v d l h e  RBOCs ' Cuiiiinuii Line POOI Reporliitz 

l'hc Cominissioii had h i n d  that  tlic liBOCs had inadc sonic u i iuwal ly  large adjustments to the 
NhC'4 C'oiiinion Liiii: (CL) Pool iii Dcccnibcr 1988 (shortly before they wcrc permitted to exit 
t l ic Coiiiiiioii L i i i c  Pool), ad~i is t i i ic i i ts  apparcntly encouraged by RBOC members of the NECA 
B o a r d  As a icsult, the Cornmission ordered NECA to commissioii a n  audit of the RBOCs' 
reported x l j i ih l i i i c i i ts  to the C'L Pool froin January 1988 through March I989 The results of this 
audit rcbcalcd misstalcineii ls or i i i i sca lcu l i~ l ions o l  interstate costs aiid revenues during this 
pci i i id of $37 8 inil l ion for  N Y N E X ,  $23 2 mi l l ion  for Bell Atlanlic, $22 8 million for 
Ainci i lcct i ,  $16 2 inillion for US Wcht, S9 7 iiiillion for Soulhwcstern Bell, $6 2 ini l l ioi i  for Bell 
South a n d  53 4 ii1111ioii [or Pacific Bell Most o f  these inis,tatcincnta were found to have 
bci ic t i tcd tlic coinpanics at  the cxpciisc o t  interstate ralcpayers The audit uiicovcrcd a wide 
r.iiigc o f  violations o t  Parls 32, 36, 64, 65 and 69 o f  the Cominission's Rules and rclated 
politics "' Subbcqiiciil ly, each of tlic RBOCs cntcrcd into Consent Decrees wi lh  the Commission 

I i i c l i  required thc cariicis 10, dcpciidiiig oi i  I l ic  individual carrier, make cxogenous price cap 
a d j ~ i ~ l i i i c ~ i ~ ~  o t i ip  Io S 13 7 iii i l l ioii (Bell Atliintic), coiiducl audits of t l icir internal controls and/or 
cui rcct i l ic ir  accouiiii i ig piaciices 10 coiiforni to tIic ~o i i i i n iss ion 's  R U I C S  '' 
I997 Aiiiiiiul Acce.sc Tariff FiIinm-Cush Workiiiz CupiIal 

111 i i i vcs~igat i i ig  t l ic 1997 ;iniiual accchh tar i f f  liliiig of several rate o f  return carriers, the 
C'oniniissioii idciit i t icd significant problems with the lead-lag studies u w d  by lhesc carriers to 
develop the cash working capital coiiiponcnt of lhc rate base The Corninission had established il 
15-d:~) siandiiid allowaiicc ( I  c rcvciiucs arc collcctcd, on average, 15 days after the payment o f  
cilsli cupciiscs) whicli, wlici i nii i l t ipl icd by average daily cash expense, produces the rate base 
c d i  woik i i ig capital al louai icc Carriers arc, however, allowed to use a longer net lag i f  

wppor t c t l  by rl properly pcrfornicd Icad-lag study '* The cash working capital o l  lour  carriers 
w a s  hascd on net lag day, t'ar iii excess of llic standard allowance, ranging froin 46 days for 
Coiicord Tclcphoiic Company to 71 8 days for Pucrto Rico Telephone Company The 
C'oi i i i i i iss ion's review o f  Ihc companies' lead lag studies revealed a raft o f  problems, including 
Iaigc oul-or-pcriod or rctroadivc adjustiiicnts, outdated sludics that failed to rcflcct current 
opcrarioiis, iind iiiconsistcnt study periods Coiiscqucntly, the Commission ordered a l l  four 
c:irricr\ io rcbcrl lo l l ic I S-day \tantlard allowance aiid provide refunds with inlercst 

,412;)' fJ/'ArfchrU~C Truffic Fuclo,:s 

111 2000, GC'I (an Alaskan IXC' aiid CLEC) filed n complaint alleging (hat A T b .  ACS' 
prcdccccsoi. liad bccn countiiig ISP traffic as interstate, rather t h a n  intrastate, and counting only 
'1 u n ~ l c  dial cqciipiiicnt i i i i i i i i tc ( U E M )  rather than two for intraoffcc local calls in developing I ~ S  
111lcrsl:rtc Ir'ifl ic scnsitivc rlcccss rates This was in direct contravention of established 
Coinmission politic\ aiid rcsiillctl iii ATU cariiing a rate of rc lu r i i  011 its traffic sensitive scrviccs 
c) l '  over 32':;~ liii 111 cxccss of i t s  allo\vcd rate o f  rclurn o t  I I 25V'. The Commission ruled 
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agmiiht ATL and awarded damages with intcresl Subscqucntly, i n  Decembcr, 2001, in i t s  
lc i r i f l '  liling in icsponsc Lo l l i c  M A G  Ordcr, ACS of Anchorage continued to use as i t s  baseline 
rcvci i t ic  rccluircinciit for this tiling. IIic wine rcveiiuc rcqtiircnient 11 had uscd in 2000 ].e based 
oii Ihc liaflic l'iiclois disallowed by l l i c  C'oniinission Coiiscqrieiilly, the Coinmiss~on rcJcctcd 
AC'S' lilcd rd lcs 2.r unjust  arid iinrcosonablc lo tlic cxtciit they were based on thc unlawful traffic 
I;lclol~\ ) I  

~Miirrltril, Itrtleiiendmt T&ihine Coniimi Hiph Cost Repnrlinz 

111 1'197, Moiiltric Indcpciidcnt Tclcphonc Company, a small rural I L K  in Illinois, traiisferrcd 
onncrsl i ip of many  of i ts noii-loop asset\ to iiii aClilintc and then leased them back a t  cost to the 
~ c l c p l i o i i c  ccxnpaiiy, lrcati i ig tlic Iciisc cod  a:, ai1 operating experisc and excluding the assel costs 
t'roiii lhc iiilc base When Moul l r ic  d m i i t t c d  its 1997 cost study to the NECA, this treatment 
ic\t i l lcd i n  i t s  high cost loop fund payments going froin $15 per year per loop to $433, as 
hlotil~i IC's accounting Ircati i ici it rcsultcd iii a niuch largcr proporlion of i t s  operating expenses 
bcing ,issigricd to (lie loop clei~~ciit NECA Iejcclcd Moultric'h cost study on Lhe ground that 1 1  
viol,iicd t l ic  Par1 36 requirement (hat, when subslantial amounts of properly arc leased back to a 
co i i ip~ iny hy an affiliate for cos l  sttidy purposes, thc property should be trcatcd as if i t  I S  owned 
by 11111 tclcphonc company Thc Coii i i i i i~sioi i  upheld NECA 's  interpretation aiid ordered 
Aluultric tu r o u b i i i i l  i t s  cost bftidics rctlccliiig the proper treatment of the sale-leaseback 
I l ; l l l saCt lOl l  j2 

C'lcarly, u r r i e i s  have acted on the inccntivcs created by  rate of return regulation 111 ordcr to 
i i i r i ~ i i i i i 7 c  t l ic i i  iiilcrstatc USF and accc$\ icvciiucs The examples cited abovc l ikely represent 
on14 rhux in>lcliiccs in which tlic attciiipt to inanipiilate the process was sufficiently blatant t h a t  
the N t C A ,  intc'rvcners and/or the Coniiiiission stcppcd in lo address and remedy the violations 
0tIii.r in>liiiiccs likely ei l l icr  rcniaiii uiidclcctcd or arc dealt with through the NECAIUSAC 
o\crsight ftii ictioiis Unfoiluiiatcly, t l ic results of thesc orpni ra t ions '  audits or revicws O C  
carrier\' USF rclatcd dala reporting arc iiot  publicly available, so Westcrn IS unable to evaluate 
tlid cl'fcciivcnc\b 0 1 '  Llicsc ovcrsighl runctions 

Enhancenient o l  the USF Oversight Process 

\bcsrcrii stioiigly bclievcs that high co\t support tor all carriers should be based 011 a n  
i ipptopriatcly designed FLEC model to c l i i i i ina lc  the iiiccntivcs to pad costs, enhalice efficiency 
i i i ccn~ i \~cs ,  cli inii i i i lc the potcntial tor cross-subsiditation and render the undcrlying input data 
li;ii iqxirciit to all parties, no1 just the ILECS Ncvcrthclcss, Wcstcrn commits to maintaining the 
status qiio through 2006 and recognixs that  s i i ch  a model will take al least that long to devclop 
Llnl i l  that t i inc, or if the dl'ort to debclop a FLEC model for rural carriers IS ultimatcly deemed 
i i i fxs ib lc ,  Wc~tc r i i  bclicvcs I l lat  ciihanccd ovcrsight uEihc cost and l ine count data subni~l tcd by 
k-1 c ' s  iiiay go II long way towards stcriiiiiiiig tlic growth of thc high cost fund 

4 iiuiiibc'r ot'taclors siiggcst Ihat slroiigcr oversight o f  tlic high cost fund is necessary to enhance 
lhc Iiiinsparcncy ot.tlic process and limit the potential for abuse: 
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W h i l c  NECA docs rev iew rare o f  return carriers’ cost study and high cost fund 
siibniissioiis, Llic scope and oiitcoincs of thcsc reviews are not made public 
Conscqticiilly, 11 I\ nol possible (or outsidc parttcs to evaluate lhc cft‘ectivencss of thcsc 
r c ~ ~ i c \ v \  end tlicir eiTcct oii cari icrs’ coinpliancc with the Commission’s Rules and 
~ i O I I C I C \  

NI?C.A himply docs inol liavc sufficient s t a f f  to conduct btriiigcnl rcvicws/audits of all 
c i i i i i c i s ’  cos1 dalrl According to i t s  wcb b i l e ,  NECA has only 48 “Member Serviccs” 
51iiIl; llic pcrsoli i icl rcsponsiblc for cost study reviews, in its seven regional offices 
Becausc IIicsc NEC‘A pcrsonncl also havc other rcsponsibilitics and over 1,500 
companies rcccivc high cost support, i t  would be physically impossiblc for NECA to 
coiidrict coiiiprclicnsivc reviews of a l l  or cbc i i  il significant number ofcarriers’ cost data 
FiirIlicr. USAC had only x v c n  internal auditors and spent only a l itt le over a niillion 
doll‘irs iii 2002 o n  cxtcriirll ‘iudit s c r v i c h  Tor oversight o f  all the USF programs, not just 
hish cort 
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G v c n  l l ie composition o i  11s Hoard of Directors, i t  is unclear whethcr NECA is 
s u ~ i i c i c n t l y  indcpcndciit of rate o l  rcturii ILEC inkrcsts to support a strong ovcrsight 
tiinction Of ils tiftccn incmbcr Hoard o f  Directors, six are from Subset Three, 
rcprc\ciiling thc st i ia l lcr  ILEC‘s, the two Subset Two Directors, rcprcseiiting thc midsize 
ILkCs, arc froin i t i k  o f  re turn carriers that rcccivc considerable USF (Ccntury and TDS) 
aiid, uI‘tlic live outsidc Direelorb, two arc rornicr RUS administrators and otic is from an 
ai ’ l i l ia~c o fa ratc o f r d i i r n  I L K  

Wliilc tlic wcI I  ptiblicizcd problcinb with tlic E-Rate programs liavc not ycl  spillcd over 
into the high cost fund programs, thcsc problems dcmonstrale that parlicipants do act in 
Lhc i i iccntivcs created by thcsc programs and that the existing oversight functions havc 
iiot bccn adcqualc lo curb  the potcnlial for abuse 

Iii order to cnhancc ovcrsiglii or lhc high co51 programs, Wcslcrn recommends tha l  thc fo l lowing 
programs Jiid policies be put iii place 

Carriers. cost studies and ollicr data submissions supporting their high cost funding 
should bc made publicly avai lable Inasmuch as USF is csscntially a form o f  public 
hinding. Ihc basis for lhis hintling should be a niattcr o fpubl lc  record Thc data available 
wotild include Par1 36 aiid 69  cos^ bt~idicb aiid supporling workpapcrs, the company’s Part 
04 Mai iua l  aiid resulting rcgulatcd/nonregulntcd cost allocalions, dclailb o f  a l l  affil iatc 
~rmriicIioiis involving Ihc rcgtiliitcd tclcphonc operation, financial statements for thc 
tclcphonc company and all i ts  alliliatcs, LSS and fICL calculahons, and linc counts. As 
lh is is s imi lar  to tl ic ~ y p c  of data provided by rate o r  return carricrs subject to the FCC’s 
T ~ r i f T  Rc \~ i cw  Proccss and in state rate cases, there i s  amplc prccedent for making this 
type of dala i~vai labl l :  [or piiblic rcrutiny Carriers would havc the opportunity to request 
~o i i l idc i i t ia l i ty  fur  any data convdcrcd compcli l ively senbiltve Given that many o l  the 
i i l lcinpr\ to manipula~c the rille o r  rcltirn process dixusscd in the previous scction wcrc 
l i i s i  idcnlilicd by 1p;irtic:. other lliiin l l i c  Commission or NECA, this expansion of thc 
iiiii\mwc ol‘“ovcrsccis” would hci l i ta tc  [lie idcniification of potciitial Instances of abuse 



The  ie\ t i I ts  of any r e v i e w  oi‘cosr btudics or othcr data submissions involving high cost 
t’iiiidiiis conducted by NFCA or USAC over t l ic past thrcc years should bc inadc publicly 
au,iil,iblc This would ciiahlc outsidc parties io c v a l u a k  ihc effectiveness of the existing 
ovcl \ ig l i t  proccsa Again, there is picccdciit for releasing such information, for cxamplc, 
t l ic FC‘C’s i c l c a x  o f  thc rcsults of i t s  audits of thc RBOCs’ coiitiiiuing propcrty records 
(-cm,-’) I 999 ’’ 

11; as  Western suspects, i cv icw 01‘ tlic ii iforiiiation providcd pursuant to the above 
rc~oiiiiiiciidlltiotis indicatcs Iliiil the existing ovcrsiglit proccsscs arc inadcquate to detecl 
i i i i i i i q  i i i \ t i i i iccs of  nbusc, 911 cnhaiiccd audit/rcvicw process should be pu l  iii place This 
p r o c c v  \houltl l i lrvc ihc fcillowiiig L‘e3liiies 

Audit\ of tlic data uiidcrlyii ig tlic high cost submissions o f  cvcry carrier rccciving 
“substaiitial a i i iuunt \  01‘ USF would bc coiiductcd cvcry three years, morc 
l icquci i l ly i f  tlicrc wcrc a significani i i icieasc i i i  a company’s year over ycar 
funding rcqucak The audits would ciiconipaas tlie previous three years of data 
subiiiishioiis 

Thc a u d i k  \vould be conductcd by truly indcpciidcnt firms ( I  e ,  public accounting 
l ir i i is, no2 consulting firin\ with other rclationsliips wi th rural ILECs) rollowing a 
\cope of work appro\,cd by thc Coinniisaiou 

-1.0 ciisurc indcpciidciice, thc audit tirin(s) would he sclcctcd and supcrviscd by 
the FCC and/or USAC 

Thc a ~ i d i l s  would be coiiductcd 011 relatively short nolice to cnsurc conipaiiy 
records wcrcii’t iiilriiiptilalcd or falsiticd 

Companies wmuld be rcquircd to provitlc full access to their books and records 

The results o f t l i c  audiis would be made publicly available 

C‘onipanica round ro Ih;ivc violated thc Commission’s Rulcs and policics in their 
~tihii i issions wotild not only hc rcquircd io repay thc amount of excess fundiiig 
rcccived hut would hc subjccl to fines for sigiiificaiit violalions c g claiming morc 
than 110% of what they wcrc duc I n  l ruly cgrcgious cases, the carrier would 
hccoiiic i i ieligihlc for furuic hnding 

Wcatci i i  h:llc\cs tlicac audits h u l d  bc 21s coiiiprchciisivc as possible to cnsurc thc integrity of 
:\IC hgh C 0 5 I  itiiiding proccsb Wliilc i t  i h  not tlic intciii of this paper to fully define the hcope of 
‘xork (or tlic i i i i t l i t  process, at Icaai tlic follwving types o f  issues should bc reviewed 

Loor> (‘oui i ls ~ Arc ~ l l  loops classiticd accurately (cspccially those betwccn the switcli 
and ISPr and ISDN-PRI versus dig1131 t r u n k  lines)” Arc suhscrihcr lme charges asscsscd 
correctly" 
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l 11~c~t i i ie11 t  C l a s s i f i c i ~ t ~ o m  - Arc only Cicil i t ics providing service in the study area 
rcflccicd i n  icportcd coslb" Do Ihc compaiiy'5 CPRs and circuit counts support the 
as\igniiicnl o t  C'&WF bc thcc i i  the subscriber, exchange trunk, intcrcxchangc and 
lio>t/rciiiotc calzgurics') Arc rciiiotc switchcs and concentrators appropriakly classi f ied 
according IO RAO IxlIcr 21'' Arc the costs o f  Class 415 switchcs accurately allocatcd 
bclwccn Ihc t ~ n d c i n  a n d  local switching calcgorics'? Are DSL cost5 fully capturcd niid 
asugncd to the appropriate catcgoiics and jurisdiction based oii the spccd and type the 
x i v i c c >  provided" Arc a11 briilding costs, cspeclally CO buildings, treated as such'? Do 
Jircct as\igiiiiiciits o r  ~ ~ i v c \ ~ i n c ~ ~ t s  or cxpciiscs conform to Commission policics? 

~ Docs the company i i i a i i i t a i i i  and follow ail up-to-date Part 64 Manual? Does I t  
con forin lo the Comm~ssi~) i i 's  picscribed cost allociltion Iiicrarchy" Arc adequate intcriial 
CI)IIII~~I~ i n  place') Is ~ l i c  general a1loc;Itor appropriately developed and applred? 

AElil ialc Transaclioiis ~ Arc only recoverable costs under the Part 65 Rules ~ncluded i n  
iiianagcnicnt fees or other chargcs from unrcgulalcd af f i l iates (cxcluding ~ t c m  such as 
acquisition adjusliiiciits, lobbying cosls, ctc )" AI-c tlicsc charges booked lo the correct 
Part 32 accounts for the tunctioiis provided by the affi l iate? Do any sale and lcasc back 
arrLingcincnls rct lecl  llic Part 16 subst;~iiliaI properly rcquircnicnt'? 

Accuiiiiting C l a w l i c . k i m  ~ Arc costb, cspccially thosc thal wo~ i l d  be subject to tlic llCL 
Fund corpo1iirc cap, booked to the correct Par1 32 accounts? 1s interest expense oil dcbl 
scciirctl by the assets 01'  the tclcphonc coiiipaiiy shown on the rcgulatcd books and 
rctlcclcd iii calculation of kdcra l  and state incomc tax allowances? Is interest during 
con\lruction calctilalcd corrcclly and reflected as a rcvcnuc rcqtiiremcnt offset? 

Cash Working C a ~ i t a l  - I f t h c  company docs not use the 15-day htandard allowance, does 
i t  I i i ivc a cuircnt lead-lag study thal follows the Commission's prescribed policics and 
practiccs" Do the ~n i i i i i i l u in  bank balances rctlcct only compcnsaring balances? 

e 

\Vestern bclicvc5 that indcpciidciir audits ot'coiiipaiiy rcpor t~ i ig  practiccs that address issues such 
as thohe idciitiiicd above would piutliicc high cost fund savings far in cxccss or the cost o f  the 
alldl t S  tlleI11seIVc?l 

Conclusion 

~I he ( oiiiinission l ias evaluated rate o f  rclurn regulation in a variety of contexts over the last 
l i l i c cn  years and consistcntly round ihat i t fa i l s  to mcct i ts regulatory objcctivcs The incentive 
!$,, piid cosi \ .  lack OF incc~i~ivcs  to innovate. potential Tor cross-subsidization and lack of 
I:.III,JMICIL~ ICI I~~I I I  tttndaiiiciital aiid inliactablc problems that  havc defied solution And, as the 
cxc;~mpli.i pro\ it lcd 111 t h i h  paper demonwi le ,  coinpanics havc frequently actcd on the incentives 
Lic:iLcd a i d  al~cmplcd to inanipdaw the system to t l ic lr  bcnctit Adoptlo11 of a n  elrective FLEC 
modcl to dcvclop all carriers' i i i i i vc ru l  service costs and fund~ng would enable the Comm~ssion 
to abandon l l i c  iai lcd rate oficliirn iniechanism once and for a l l  Until such t lmc as a rc l~able and 
~ c t i ~ i i t c  F L K  modcl can be dcvclopcd, or if that prove5 ~nfcahible, until a viable altematlvc can 



bc dc\c lo l~ct l ,  niorc stringcnr ovcr\ igl i l  01' l l ic  high cost fuiiding and reporting proccss should bc 
i i i s l i t t i u x i  215 prupoxd  in t h i s  p p c r  



13 


