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Rate of Return Regulation:
A Failed Model for Economic Regulation

Introduction

Rate of return regulation, ir one form or another, has been used since the late nineteenth century
to set and constrain the carnimgs and price levels for cconomically regulated companies ' In the
last filtcen years, however, o has been widely supplanted by alternative mechanisms to sct prices
and control carnings of teleccommumications carriers in the United States and many foreign
countiies In particular, the FCC has adopted alternative forms of regulation to, in chronological
order, setinterexchange carrier rates, interstate access rates, and unbundled network e¢lement and
transport and ternunation charges, and estabhish the high cost support payments for those
regulated carniers serving the vast majority of customers in the US  State comimussions have
also abandoned rate of return regulation for the most part, with only six comimissions continuing
to usc rate of return regulation for the RBOCs i their states © At the FCC, the single cxception
to this wholesale abandonment of rate of return regulation has been 1ts continued application to
the development of the mterstate access rates charged and (he universal fund payments received
by smaller mcumbent LECs

This paper addresses the infirmities, both theoretical and practical, of rate of return regulation
that have been identified by the FCC in the past and suggests that the time has come to
commence a serious and concerted ctfort to develop a forward looking economic cost (FLEC)
model to deterniine the universal service receipts for rural ILECs and, potentially, their interstate
access rates [, however, as been found in the past, this 1s deemed impracticable, the
Commussion  should, at a muimimum, cestablish  comprehensitve  auditimg  standards  and
requirementts over LLEC reporting of USF costs to ensure their accuracy and comphance with the
apphcable Pait 32, 36, 54, 64 and 65 Rules  Given the magnitude of the “unexplamed” growth
in payments to the ILECs’, the potential and centives for companics to overstate their USF
chigibic costs, and documented abuscs of the rate of return process n the past, additional scrutiny
of carniers” USF reporting 1s essential to ensure the integrity of the high cost USF mechanisms

The FCC’s Rejection of Rate of Return Regulation

For ovar filteen vears, the FCC has been evaluating the cfficacy of rate of return regulation as a
ool to achieve its regulatory objectives and has found 1t wanting i virtually all instances While
it 15 not the mtent of this paper to provide an exhaustive history of the FCC’s findings and
conclusions on rate of return regulation, 1t 1s worth noting some of the spectfic infirmities the
Commission has identified m past proceedings because these remam relevant to this day  In
particular, many ot the Commission’s specific concerns over the ncentives created by and the
admnustration ot a rate of return regulatory regime have, as will be discussed 1n a later section of
this paper, been borne out by mstances in which companies have been found to have manipulated
the process for then benefit



The first, and most comprchensive, evaluation of rate of return regulation by the Commission
was conducted 1n the Price Cap procceding i the tate 1980s*, in which 1t replaced rate of return
with price cap regulation as the mechanism for overseemyg the interstate rates charged, mitially,
by AT&T and later the large [LECs In the Notices and Orders 1n thus proceeding, the
Comimisston laid out n considerable detal its findings on the problems created by the mcentives
and administration of a rate of return regulatory regime  Principal among these were

[ncenuive to Pad Costs - “(Rjate ot return regulation provides regulated firms with very
sttong incentives to pad thar rates, for essentially two reasons Fuirst, as a profit-
maxmugzer, the firm s led to adopt the most costly, rather than the most efficient,
mvestment stralegies because 1ts primary means of increasing dollar carnings under rate-
of-return constrants s to enlarge its rate base This 1s commonly known as the Averch-
Johnson cfteet  of rate of return regulation Sccond, since all operating cxpenses are
mcluded m a firm’s revenue requirement under rate of return, management has hittle
meentive to mintnize operating costs This 1s commonly known as “X-efficiency’ The
lirm’s sharcholders profit from the first phenomenon and the benefits of the second
redound to the tirm’s management In both cascs, however, consumers suffer because
these distorted imcentives increase the cost of doing business —and thus the rates
consumers must pay tor service™ The impact of this was clearly demonstrated by the fact
that, m 1990, “the Common Carrier Burcau has been able to identity and disallow over
$2 7 ballion in LEC access charges simee (985 °

Lack of Incentives to Innovate - “The distorted cfticiency incentives established by rate-
of-return regulation also may have a negative cffect on mnovation Clearly, rate-of-return
establishes no centive to “do the same old thing a better way’ — for example, by
providing the same service at lower cost — because a carrier’s reward for such innovation
1s d reduction in its dollar earnings Such regulation may well have similar effects on
incentives to produce new products and services  The hinut on the ability ol a carrier to
carn teturns on risky investments comparable with such risks, together with the potential
that an unsuccesstul project will result in cost disallowance, provide a reasonable basis to
conclude that carriers have reduced 1ncentives to undertake such nisks under rate-of-
return regulation At best, rate-of-return regulation 1s ‘passive’ vis-a-vis mnovation,
netther tostermg 1t nor encouraging 1t We think the public interest 1s better served by the
adoption ol regulatory methods more attuned to stimulating mnovation a

Potential for Cross-Subsidization - “*Carricrs subjcct to this (ratc of return) regulatory
approach have an ncentive to shift some of the costs of providing unregulated
compelitive services o regulated services, where Lthey can be recovered from ratepayers
rather than the consumers of rcgulated services who rightfully bear these costs In so
domg, the carmer can increase its profits and simultancously disadvantage its
competitors ™

“(Wie disagree with those who suggest that cross-subsidization can be addressed casily
under rate-of-return regulation through “active and consistent oversight’. Such claims
understate the difficultics herent 1n oversight activities and 1gnore the fong history of
these ditficultics Concerns about different kinds of cross-subsidization have, in a very
real wsense, domunated  fuderal telecommunication regulation smce the advent of




competinon i the 1950s, and were determined 1o be so intractable as to justify the
dracoman solution ol divestiture of the Bell System During the past few years, of course,
we o have mmplemented a number of regulatory  techniques 1o discourage  cross-
subsidization between regulated and unregulated activities and 1mprove our oversight
capabiliics While these steps will act as a strong deterrent to cross-subsidization
acuvities, our pohicics and programs can do no more than deter and attempt to detect such
activities, they cannot chininate the powerful mcentive that rate-of-return regulation
establishes (o engage in cross-subsidization ™’

e  Administrative Transparency - “(A)dministering rate of return regulation wn order to
counteract these incentives 1s a ditficult and complex process, even when done correctly
and well  (S)uch 1egulation 1s bullt on the prenuse that a regulator can determing
accurately what cost are necessary to deliver service In practice, however, a regulator
may have difficully obtaiming accurate cost information as the carrier itsclf 1s the source
ot ncarly all the information ubout 1ts costs Furthermore, no regulator has the resources
to review in detail the thousands of individual busmcsswd%’,ments a carrier makes before
it decides, lor example, to mstall a new switching system ™'

There 1s ne evidence to indicate, and considerable cvidence to the contrary, that ratc of rcturn
regulation as applied to establish umiversal service tunding and nterstate access rates for the
rural TLECSs avoids the pitfalls idenufied by the Commussion over a decade ago. The incentive to
pad costs, lack of mcentives (o mnovate, potential for cross-subsidization and lack of
transparency of the underlying cost data arc as much problems today as they were then.

In subsequent proccedimgs, the Commission has realfirmed 1ts rejection of rate of return
regulation |, albeut without the detailed analysis it undertook 1n the Price Cap proceeding  In the
Local Competition proceedig, which established the pricing standards tor unbundled network
clements and mtereonngction, the Comnussion found that

(A) cost-bascd pricing methodology based on forward-looking economic costs s the
approach lor selting prices that best furthers the goals of the 1996 Act In dynamic
competitive markets, firms take action bascd not on embedded costs, but on the
relationship between market-determined prices and forward-looking cconomic costs. ..

New entrants should make their decisions whether to purchase unbundled clements or
bulld their own facilities based on the relative cconomic costs of these options By
contrast, because the cost of buillding an element 15 based on forward-looking economic
costs, ncw entrants mvestment decisions would be distorted 1f the price of unbundled

It
clements were based on embedded costs

The Commission went on to elaborale

We are not persuaded by icumbent LEC arguments that prices for interconncction and
unbundled network clements must or should include any difference between the
embedded costs they have curred 10 provide those elements and their current economic
costs Nether a methodology that establishes prices for mterconnection and access o
network elements directly on the costs reflected n the regulated books of account, nor a



ptice based on forward-looking costs plus an additonal amount reflecting embedded
costs, would be consistent with the approach we are adopting The substantial weight of
ccononuce commentary in the record suggests that an ‘embedded cost’-based pricing
methodology would be pro-competitor—n this case the mmcumbent LEC—rather than
pro-competitton We therefore dechne to adopt embedded costs as the appropniate basis
of setung prices for interconnection and access to network clements. '

In this proceedimg, unlike the Price Cap and Universal Service (discussed below) proceedings, no
exeeption to forward looking cconomic cost (FLEC) based pricing requirements was made for
rural ILECs

Fially, i establishing a universal serviee support mechanism for non-rural carriers, the Joint
Board later alfirmed by the Commission) again found that the application of FLEC using a
proxy imodel o establish support levels would best meet the Act and the Commission’s universal
service objectives  The Jomnt Board stated

We conclude that sctting support al forward-looking economic cost levels will allow us to
construct a umversal service support mechaism that will prescrve and advance universal
seivice and encourage clficiency Competitive firms will provide service using an
appromimately elficient level of resources beeause, in those instances when revenues are
not sufficient. the support mechamsm will provide the additional funds required to
maintam service  In principle, using cost cstimates gencrated by proxy models 15 a
rcasonable techmque for determming forward-looking costs Proxy models, because they
arc not based on any ndividual company’s costs, provide a compctitively ncutral
estimalte of the cost of providing supported services

In this proceeding, both the Joint Board and Commission mdicated their intent eventually to base
universal serviee support for rural cartiers on forward-looking costs, but, because “the proposcd
modcls could not at this time precisely model small, rural carriers” cost™", the Commusston
would continue to usce a shightly modificd version of the cxisting embedded cost-based
mechamisms unul January 1, 2001 The Comnussion found that this would provide sufficient
tume to develop a model that would accurately predict rural carriers’ forward-looking economic
costs  Newertheless, the Comnussion fully recogmized the problems with continuing to use an
cmbedded cost mechanism for rural carriers, stating.

We find that the current support mechamisms neither ensure that ILECS arc operating
clhiciently nor encourage them to do so Indeced, by guarantceing carners recovery of 100
percent of all loop costs in excess of 150 pereent of the national average loop cost, the
current high cost funding mechamisms effectively discourage efficiency Thus, we agree
with CSE that calculating high cost support based on embedded cost 1s contrary to sound
cconomic policy We conclude that basing support on torward-looking economic cost or
perhaps  competitive bidding will require  telecommunications carriers to  operate
cr‘ﬁcwnl]l)q/ and wil facilitate the move 1o competition m all teiccommunications
markeis



The fomnt Bourd then established the Rural Task Foree (RTF) to recommend modifications to the
high cost support mechamisms for rural carriers The RTF found that significant anomalies
resulted when the FCC? synthesis {proxy) model was applied to rural carners, meluding large
diflerences between model results and actual data for ine counts. wire center arcas, route miles
of outside plant, type of outside plant construction, COE mvestment and other costs '© As a
result, the RTF recommended that the Commission continue to use a modificd embedded cost
mechanism unul 2006 to allow time to develop a long term rural mechanism that functions
cfliciently, 1s better coordimated with the non-rural mechamsm, and cffectively targets support to
tural carriers serving the lighest cost arcas The Comnussion subscquently adopted the RTE’s
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recommendation

Although Western Wireless will contimue (o support mamtammg the status quo untl 2006, the
Company behieves it s tume for the Commussion and the Jomt Board to begm a concerted cftort
to develop a FLEC model that effectively and accurately estimates the cfficient cost of providing
supported scrvices for rural caricrs This ctfort could also involve a review of the existing
synthests model used for non-rural carriers and the 1nclusion of wircless costs 1o ensure a
cootdimated approach to umiversal scrvice funding for all segments of the wdustry  The
development ol a new FLEC model should commence as soon as possible because the process
will mevitably be controversial and 1cquire considerable time and resources (similar to the
process of developing the synthesis model)  However, Western believes that, due to advances n
modeling, mapping and geocoding techngues simcee the development of the synthesis model, the
problems 1in the application of that model to rural carriers identified by the RTF can potentially
be overcome

As was discussed above, the Comnussion has tully evaluated the effectivencss of and incentives
crcated by rate of return regulation and consistently found 1t wanting  These problems have not
been cured by the passage of ume  As will be discussed 1n the next section of this paper, in those
few publicly documented instances in which the Commussion (or the NECA) has been compcelled
to fully investigate the data reported by rate of return carniers, they have almost incvitably found
serious problems  Nonc of this 1s surprisig and provides further evidence of the need to
abandon rate of return regulation for all telecommumnications carriers.

Manipulation of the Rate of Return Process

Unsurprisingly, carriers frequently act on the meentives created by rate of return regulation  This
15 espectally fiue with respect 10 nterstate tercarrier compensation received by ILECs under
rate of return mechamisms, such as access charges, settlements, and universal service funding.
As 4 mechanism for collecting revenue, intercarrier compensation has a number of advantages
over the provision of retatl serviees, especially for smaller ILECs  the process is well established
and operates relatively automatically (through NECA, USAC and CABS), there are no
piatketng costs, ievenues are relatively unatfected by a company’s own customers’ demand
clasucriies. historically (at least untel the WorldCom and Global Crossing bankrupteies), there
were ety low Tevels of uncollecubles. and, the level of scrutmy of reported costs 1s relatively
low (cspecially in comparison to the scrutiny accorded n stale rate casc and show cause
proccedings)  Conscquently, rate of return [LECs have every incentive, and 1n many cascs the



ability, to maximize their revenuces from interstate access scrvices and the umversal service fund
and 1t appears they have donc so

There are a number of indicators that suggest rate of return [LECs have engaged 1n, or attempted
o cngage m, interstate revenue maximization over the years  For example, as was noted above,
the FCC m 1990 indicated that they had disallowed over $2 7 billion in LEC access charges
stnee 1985 under rate of return regulation " In addition, 1n 1ts Comments, Western identified an
mctease of over $191 million in the ILEC poition of the USF since 1999 that cannot be
explamed by regulatory changes (MAG, CALLS and RTF) implemented during that pCl‘lOd.zn
Further, AT&T, na recent ex parte liling, showed that rate of return carriers filing Form 492
Reports had expenenced intersiate overcarnings of over $218 nmullion n the 2001-2002 period,
tolowimg overearnimgs of approximately $92 nullion in 1999-2000 and $121 mullion 1n 1997-
1998 =" These indicators clearly show that carriers have acted on the incentives created by rate
ol rewarn tegulation and, apparently, mcreasingly suceessfully in recent years

There have been a number of instances i the relatively recent past in which rate of rcturn
carriers have been found to have wiolated or cgregiously manipulated the Commussion’s
accounung and costing rules m order (o maximize their nterstate revenues  While Western
beieves that these examples merely represent the tip of the 1ceberg, they are illustratrve of ways
m which cairners have acted on the incentives created by rate of return regulation  They also
provide some guidance on arcas in which the Commussion could enhance 1ts oversight of rate of
return carriers until it can implement a FLEC model for determining all carriers’ universal

SCrviIce !'CCCIPIS

Virgin Islands Telephone Company (VITELCQ) Interest Expense

In 1990, VITELCO Tiled a Request for Declaratory Ruling with the Commussion to resolve a
dispute with NECA (of which 1t was a member) over the treatment of interest expense in its cost
study  Atlantic Tele-Network Company had purchased VITELCO from ITT and borrowed
approstmately $100 million to linance the purchase, of which $60 million was recorded on
VITFLCO s books  VITELCO took the position hat 1t should not be required to deduct the
interest expense from ats return allowance for the purpose of determiming its federal income tax
expense for ratemaking purposes {(which would decrease its interstate revenuc requircment)  The
Commussion, however, disagreed, noting that the company’s regulated plant was pledged as
sccunity for the loan and upheld NECA’s interpretation of this issue. ™

Direct Assizvnment under Part 30

When the Comnussion replaced the Part 67 jurisdictional scparations procedures with Part 36 in
1987.7 1t allowed for the dircet assignment of certain plant costs to the interstate or intrastate
junisdiction o the tacility was used cxclusively to provide interstate or mtrastale scervices. A
number ot cariers began to use dircet assignment quite extensively, most of which were direct
asstgnments to interstate serviees, and the Commission was forced to clarnity that it intended a
relatively hmued role for direet assignment 1 the separations process S particular, the
Chesapeake and Potomac Telephone Company had attempted to construe an allocation of (runk
lesting expense 1t had developed as a permutted direct assignment and a number of carriers



ducctly assigned portions of corporate opcirations expensc rather than use the prescribed

allocation factor In cach of these mstances, the Commussion rejected the carriers’ position as a
N 2

misimterprelation of Part 30 =

NECA Andits of the RBOCs’ Conrmon Line Pool Reporting

The Commussion had Tound that the RBOCs had made some unusually large adjustments to the
NECA Common Lme (CL) Pool in December 1988 (shortly before they were permitted to cxit
the Common 1.ane Pool), adjustments apparently encouraged by RBOC members of the NECA
Board As a result, the Commussion ordered NECA to commussion an audit of the RBOCs’
reported adjustments to the CL Pool trom January 1988 through March 1989  The results of this
audit revealed misstatements or miscaleulations of mterstate costs and revenucs during this
period of $37 8 mullion for NYNEX, $23 2 milhon for Bell Atlantic, $22 8 million for
Amernitech, $16 2 mithon for US West, 59 7 nullion tor Southwestern Bell, $6 2 million for Bell
South and $3 4 mullion {or Pacific Bell  Most of these musstatements were found to have
benetited the companies at the expense of interstate ratepayers The audit uncovered a wide
range of violations of Parts 32, 36, 64, 65 and 69 of the Commission’s Rules and related
pohicies ™ Subsequently, cach of the RBOCs entered into Consent Decrees with the Commission
which required the carners o, depending on the individual carrier, make exogenous price cap
adjustments of up to $13 7 muillion (Bell Atlantic), conduct audits of thetr internal controls and/or
correct therr accounting practuices (o conform to the Commussion’s Rules 2

1997 Anmnal Access Tariff Filings-Cash Working Capital

In inveshigating the 1997 annual access tandl filmg of several rate of return carriers, the
Commussion identificd signiticant problems with the lead-lag studics used by these carriers to
develop the cash working capital component of the rate base  The Commission had cstabhished a
| 5-day standard allowance (1 ¢ revenues are collected, on average, 15 days after the payment of
cash cxpenses) which, when muluphied by average daily cash expense, produces the rate base
cash working capital allowance Carriers are, however, allowed to usc a longer net lag 1f
supported by a properly performed lead-lag study * The cash working capital of four carricrs
was based on net lag days far n excess of the standard allowance, ranging from 46 days for
Concord Telephone Company to 71 8 days for Pucrto Rico Telephone Company  The
Commission’s review of the companies’ lead lag studies revealed a raft of problems, including
large out-of-pertod or retroactive adjustments, outdated studies that failed to refleet current
operations, and nconsistent study periods  Consequently, the Commission ord{;"rcd all four
carriers to revert (o the 15-day standard allowance and provide refunds with interest *

ACS of Anchorage Traffic Factors

In 2000, GCl (an Alaskan IXC and CLEC) filed a complamnt alleging that ATU, ACS
predecessor, had been counting ISP traffic as interstate, rather than intrastate, and counting only
a smgle dial cquipment minute (DEM) rather than two lor intraoffice local calls in deveioping 1ts
mterstate traffic sensitive access rates  This was n dircet contravention of establhished
Comnussion pohicies and resulted m ATU carnig a rate of return on its traffic sensitive services
ol over 32%, faman excess of 11s allowed rate of return of 11 25%. The Comnussion ruled



against ATU and awarded damages with interest > Subscquently, in December, 2001, n 1ts
Laridl” (iling m response o the MAG Order, ACS of Anchorage continued to use as its bascline
revenue requirement for this filing, the same revenue requirement 1t had used in 2000 1.e based
on (he tallic factors disallowed by the Commussion  Conscquenily, the Comnussion rejected
ACS’ ﬁ*JFd rates as umyust and unreasonable Lo the extent they were based on the unlawful traffic
[actors ”

Moultrie Independent Telephone Company Hiyh Cost Reporting

In 1997, Moultric Independent Telephone Company, a small rural ILEC 1n Ilhnors, transferred
ownership ol many of 1ts non-loop asscts to an alfihate and then leased them back at cost to the
telephone company, treating the lease cosl as an operating expensc and excluding the assel costs
from the 1ate base When Moultnie submitted 1ts 1997 cost study to the NECA| this trcatment
resudled moats high cost loop fund payments gomng from $15 per ycar per loop to $433, as
Moultnic’s accounting trcatment resulted ina much larger proportion of 1ts operating cxpenses
bemg assigned to the loop clement NECA iejected Moultric’s cost study on the ground that it
violated the Part 36 requirement (hat, when substantial amounts of property arc lcased back to a
company by an aftiliate for cost study purposes, the property should be treated as 1f 1t 15 owned
by the telephone company  The Commussion upheld NECA’s nterpretation and ordered
Moultric toﬂrcsubmll its cost studies reflecting the proper treatment of the sale-leascback
transaction =~

Clearly, carriers have acted on the incentives created by rate of return regulation m order to
maximize then interstate USE and acceess 1evenues  The examples cited above hikely represent
only those mstances in which the attempt o manipulate the process was sulTiciently blatant that
the NECA, interveners and/or the Commission stepped 1n to address and remedy the vielations
Other nstances hikely either reman undetected or are dealt with through the NECA/USAC
oversight functions  Unfortunately, the results of these organizations’ audits or reviews ol
carricrs” USF related data reporting are not publicly avatlable, so Western 1s unable to evaluate
the effectiveness ol these oversight [unctions

Enhancement of the USF Oversight Process

Wostern stiongly believes that high cost support for all carmers should be based on an
appropnately designed FLEC model to eliminate the incentives to pad costs, enhance efliciency
meenuves, chimmalte the potenual tor cross-subsidization and render the underlying input data
(ransparcnt to all partics, not just the ILECS  Nevertheless, Western commits 1o maintaining the
status quo through 2006 and recogmizes that such a model will take at least that long to devclop
Lintil that time, or 1f the cffort to develop a FLEC model for rural carmiers 1s ultimately deemed
feasible, Western believes that enhanced oversight of the cost and hne count data subnutted by

[TCs may go 4 fong way towards stemmtag the growth of the high cost fund

A number of tactors suggest that stronger oversight of the hrgh cost fund 1s necessary to enhance
the ansparency of the process and limit the potential for abuse:



o While NECA doces review rate of return carriers’ cost study and high cost fund
submussions, the scope and outcomes of these reviews are not made public
Conscquently, 1t 1s not possible Tor outside partics to evaluate the effectivencss of thesc
reviews and ther effeet on carners’ comphance with the Comnussion’s Rules and
policies

» NLECA simply does not have sutficient staff to conduct stringent reviews/audits of all
cartrers” cost data Accordmg to its web site, NECA has only 48 “Member Serviees”
staff, the personnel responsible for cost study reviews, 1n its seven regional offices
Because these NECA  personnel also have other responsibilities and over 1,500
compamcsn recetve lugh cost support, 1t would be physically impossible for NECA to
conduct comprehensive reviews of all or even a significant number of carriers’ cost data
Further, USAC had only scven internal audilors and spent only a little over a nullion
dollars in ‘%002 on ¢xternal audit services for oversight of all the USF programs, not just
high cost

o  Given the composition of 1ts Board of Directors, 1t 1s unclear whether NECA s
sutficiently mdependent of rate ol return 1LEC mterests to support a strong oversight
function  OF 1ts fitftcen member Board of Directors, six are from Subset Three,
representing the smaller ILECs, the two Subset Two Directors, representing the nidsize
ILECs, arc from rate of return carniers that receive considerable USF (Century and TDS)
and, ol the five outside Directors, two are former RUS administrators and onc 1s from an
alliliate of a rate of return ILEC

e While the well publicized problems with the E-Rale programs have not yel spilled over
mto the high cost tund programs, these problems demonstrate that participants do act in
the incentives created by these programs and that the existing oversight functions have
not been adequate Lo curb the potential for abuse

In erder to enhance oversight of the high cost programs, Weslern recommends that the following
programs and policies be put in place

e Carriers” cost studies and other data submussions supporting their gh cost funding
should be made pubhcly available  Inasmuch as USF 1s cssentially a form of public
funding, the basis for this funding should be a matter of public record  The data available
would mclude Part 36 and 69 cost studies and supporting workpapers, the company’s Part
64 Munual and resulting regulated/nonregulated cost allocations, details of all alfiliate
transactions nvolving (he regulated telephone operation, financial statemcents for the
telephone company and all tts altiiiates, LSS and HCL calculations, and hinc counts. As
this 1s similar to the type of data provided by rate of return carricrs subject to the FCC’s
Tanfl Review Process and i state rate cases, there 1s ample precedent for making this
type of data avanlable for public serutiny - Carriers would have the opportunity to request
conlidentiahty for any data considered competiively sensitive Given that many of the
atcmpts to mantpulace the rate of return process discussed i the previous scection werc
fnstdentilied by parties other than the Commussion or NECA, this cxpansion of the
universe ol overseers” would facilitate the identilication of potential instances of abuse



e Theresults of any reviews of cost studies or other data submissions involving high cost
funding conducted by NECA or USAC over the past three years should be made publicly
avatlable  Tlhis would cnable outside parties 10 cvaluate the effectiveness of the existing
oversight process  Again, there 1s precedent for releasing such information, for example,
the FCC s release of the results of 1ts audits of the RBOCs’ continuing property rccords
("CPRs™) 1n 1999

e |f, as Woeslern suspects, teview of the mformation provided pursuant to the above
recommendations indicates that the existing oversight processes arc madequate to detect
many mstances of abuse, an enhanced audit/review process should be put m place This
process should have the tollowmy features

e Audits of the data underlying the high cost submuissions of every carrier receiving
“substantial amounts of USF would be conducted cvery three years, more
tequently 1of there were a significant inciease i a company’s year over ycar
funding requests The audits would encompass the previous three years of data
submissions

e The audits would be conducted by truly independent firms (1 ¢, public accountig
lirms, not consulting firms with other relationships with rural ILECs) following a
scope of work approved by the Commussion

e To cnsurc independence, the audit firm{s) would be sclected and supervised by
the FCC and/or USAC

e The audits would be conducted on relatvely short notice to cnsure company
records weren’t manipulated or falsified

e Companies would be required to provide tull access to their books and records
e The results ol the audits would be made publicly available

e Companics found to have violated the Commussion’s Rules and pohcics in their
submissions would not only be required to repay the amount of cxcess funding
recetved but would be subject to fines for significant violations ¢ g claiming more
than 110% of what they were duc In truly cgregious cases, the carrier would
become inehigible for future funding

Western behicyves these audits should be as comprehensive as possible to ensure the mtegrity of
the high cost funding process While 1t 1s not the mient of this paper to fully define the scope of
work for the audit process, al least the following types of 1ssues should be reviewed

¢ Loop Counts — Arc all loops classified accurately (especially those between the switch
and ISP~ and ISDN-PRI versus digital trunk Lines)? Are subscriber line charges assessed
correctly”

[0



o limestment Classifications — Are only Jacihties providimg scrvice in the study arca
reflccted n reported costs” Do the company’s CPRs and cireuit counts support the
assignment of C&WF between the subsenber, exchange trunk, interexchange and
host/remote categories” Are remote switches and concentrators appropriately classified
according 1o RAO Lelter 217 Are the costs of Class 4/5 swatches accurately allocated
between the tandem and local switching categories? Are DSL costs fully captured and
assigned o the appropriate catcgories and jurisdiction based on the speed and type the
services provided? Arc all building costs, especially CO buildings, treated as such? Do
direct assignments ol mvestmients or expenses conform to Commssion policies?

e DParl 64 — Does the company maintain and follow un up-to-date Part 64 Manual? Does it
conform to the Commussion’s prescribed cost allocation hierarchy” Are adequate internal
controfs m place? Is the general allocator appropriately developed and applied?

¢ Affihate Transactions — Are only recoverable costs under the Part 65 Rules included n
management fees or other charges {from unregulated atfihates (excludimg 1ems such as
acquisiion adjustments, lobbying costs, ete )? Are these charges booked to the correct
Part 32 accounts for the tunctions provided by the affiliate? Do any sale and Icase back
arrangements reflect the Part 36 substantial property requurement?

o Accounting Classifications — Arc costs, especially those that would be subject to the HCL
Fund corporate cap, booked to the correct Part 32 accounts? 1s interest expense on debt
sceured by the asscts of the telephone company shown on the regulated books and
reflected in caleulation of federal and state income tax allowances? Is interest during
construction calculated correctly and retlected as a revenue requirement offsct?

o Cash Working Capital — [f the company does not use the 15-day standard allowance, does
it have a current lead-lag study that follows the Commission’s prescribed policics and
practices” Do the mimimum bank balances reflect only compensating balances?

Western believes that mdependent audits of company reporting practices that address issues such
as those identificd above would produce high cost fund savings far in excess of the cost of the

audits themselves

Conclusion

The ¢ ommussion has cvaluated rate of return regulation in a variety of contexts over the last
fificen years and consistently found that 1t fails to mecet its regulatory objectives  The incentive
o pad costs. Jack of incentives to innovate. potential for cross-subsidization and lack of
fanspatency renraim fundamental and innactable problems that have deficd solution  And, as the
examples provided m this paper demonstrate, companics have frequently acted on the incentives
created and attiempted o mampulate the system to their benefit - Adoption of an etfective FLEC
modcl to develop all carriers” uiversal service costs and funding would enable the Commission
to abandon the failed rate of return mechamism once and for all - Until such time as a rehiable and
accuate FLEC modcl can be developed, or if that proves infeasible, until a viable alternative can
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be developed, more strimgent oversight of the high cost funding and reporting process should be
mnstrtuted as proposed m this paper

I Rate of return regulation 1s alse 1eferred 1o as rate base/rate of return, revenue requirement and
cintbedded cost (at [east smee the abandenment of the lan value standard of asset valuation) regulation These terms

will be used mierchangeably heremn
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