e RTC used on outdated factor to allocute land and buwilding costs to 1ts
nonregulated activiies which understated this allocation and fanled Lo allocate any
land and building costs Lo 11s alfiliales

¢ The factor RTC uscd to allocate residual general and administrative costs to
affihates was nconsistent with the FCC's Part 64 Rules and understated the

allocation to affiliates

e  RTC expensed its enure software development costs im 1999, contrary to GAAP
(SOP 98-1), even thought the software would be used in future years

These improper allocation of cosls resulted in over carmings by RTC: 1n 1997, RTC's
rafe of reiurn was 10 77% 1nstead of the allowable 9 12%, i 1998, RTCs rate of return
wads 1F 86% mstcad ol the allowable 10 14%, and n 1999, RTC's rate of return was

[4 60% mmstcad of the allowable 10 55%



Washington Case Study
In 1995, U § WEST Communications {now Qwest) requested a general rate increasc
vl over $204 mullion based on traditional rate of return regulation from the Washington
Utihuies and Transportation Comnussion (“WUTC™} in 1996, the WUTC rejected the
proposcd rate mcrease and nstead odered Qwest to reduce its rates by 3915 million."
Among he relevant findings and disallowances made by the WUTC were

e  Costs related to a major restructuring program were disallowed because the
benefits Irom the progiam had not yct been realized and current costs far
exceeded benetits

» Corporatc image advertising costs were disallowed

e The company’s proposed jurisdictional scparation factors allocated excessive
costs to the itrastate junsdiction compared to histoncal trends

o WUTC disallowed Qwest’s bonuses, Team Awards and Merit Awards becausc
the standards uscd did not benefit ratepayers, especially i hight of the company’s
pooi service quality record

e The WUTC reyected Qwest’s attempt to use depreciation rates that the WUTC had
recently rejected

o Quwust pucchased procurement and warchouse services from an affiliate at prices
based on the affiliate’s costs plus a return These prices, however, cxeeeded the
market prices for such services

e The WUTC disallowed certain R&D costs paid to aftihates, as thew potential
benetits (o ratepayers could not be determined

e Certain payments 1o Qwest’s corporate parent were disallowed because they were
duphcative of functions the company performed tsctf, were not directly related to
regulated operattons, or were for corporate umage advertising

e The company failed to reflect the deferred tax effects of s sale of several
exchanges, sharing of excess carings, and flow through of the tax consequences

of 1ts pension asset. resulting i a sigiuficant overstatement of (s rate base

e  The company failed 1o synchronize the interest expense used in 1ts federal income
tax calcuiation with the WUTC's allowed weighted cost of debt
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Oregon Case Study

U S WEST Communications (now “Qwest™) was ¥cqu1rcd to submut a general rate

Nnmg 1o the Orcgon Public Utility Commussion ("OPUC™) prior to cxpiration of ity

Alteruative Form of Regulation ("AFOR™) at the end of 1996 1n its revenue requirement

fitling. Qwest requested an neecase of 328 milhon The OPUC made the following
findimgs .

¢ The OPUC disallewed a negative (debad) balance in Qwest’s cross bar and step-

by-step depreciation reserve accounts because the equipment had been retired 1n

1989 und a portion of the amount was due to cquipment that had been used 1n
Washmgton

e  Qwest laled o reflect the reduction m expenses 1t experienced as a result ol ts
sale of several exchanges

o The OPUC disallowed bonuses pasd to Qwest management and cxcculives
beeause these bonuses were paid for achicving corporate financial goals, which
benelited sharcholders, not ratcpayers

e The OPUC disallowed a significant portion of Qwest’s accrual for accident and
damage claims as the company had accrued amounts 1 excess of actual payments
durmng the test period

e he dircet costs of Qwest’s reengincenng program as well as extraordinary
expenses mcurred by the company duc to the disruption the program caused in the
company’s operations were disalfowed. as the benefits of this program had not
been realszed

Overall, the OPUC ardered Qwest to reduce wts revenue requicement by $97 2 authon



Idaho Case Study

In 1996, U § WEST Commumcations {now {“Qwest”) requested a gencral rate

inrease fonats price-regalated services of $38 mullion, a 58% 1ncreasc (Qwcest’s request

way later reduced to $15 milhon) from the Idaho Public Uthtics Comnussion (“I1PUC™)

The IPUC staft imitially recommended a rate decrease of $32 nullion, later adyusted the

decicase 1o approximately $20 nullion (many ssucs were scttled, typically by sphitting

. T N 1
the difference between the company and stalT positions) |

Based upon 1ts review of Qwest’s cost study, the IPUC made the following

observations

The company’s claim for payments to affiliates was reduced because many of the
payments were not for services related to the provision of basic local service

Telephone concesston and employec recogmtion cxpenses were reduced

A portion of corporate 1mage advertising was disallowed

The company should have amortized 1ts restructurings/rccnginecring cxpenscs
over §5 years rather than i onc ycar because the benefits of the restructuring and

reductions would be realized n the fulure

Qwest agreed (o lorgo its proposed claim for recovery of 1ts depreciation rescrve
deficiency

Costs related to nonregutated services, such as alarm monitoring, CPE and immate
services, were removed from the company’s revenue requirement

A substantial portion of Qwesl’s software capitul leascs were not refated to the
provision of basic local scrvice but rather supported CLASS and access scrveces.

The [PUC required Qwest to remove 20% of 1ts fiber investment from its rate
hase because u substantial portion of its fiber was unht

Because a staff audit revealed that that a portion of 1ts central office cquipment
was missing (1e, no lopger in service), the company was required to reduce s
central office mvestment

In the end, the IPUC requured the company to reduce its rates by $327,000

1



Vermont Case Study

In 1999, the Vermont Public Scervice Board (“Board™) imutiated a procceding to

develop the “Vermont Inceative Regulation Plan™ for Bell Atlantic-Vermont (now

“VervonT) The plan required Venizon to freeze rates for its regulated services over the

five-year hife of the plan while providing Verizon with pricing flexibiity for competitive

and new services Prior to implementing the plan, the Board investigated Verizon’s cost

ol serviccaevenue requiscment o ensurc (hat the company’s existing rates were just and

teasonable In its Order adopting the plan', the Board made a number of adjustments to

Verizon®s cosl of serviee, such as

The Board rejected Venzon’s proposed reduction 1n the amortization period from
20 years (the period the Board had previously approved at Venzon's request) to 5
years, as the company lad presented no compelling reason for the change

The company was not pemutted to recover its nonrecurring OSS costs related to
providing unbundled network elements as these costs had alrcady been recovered
1 wholcsale and retad rates

The Board rejeeled Vernizon’s proposed amortization of 1ts restructuring costs and
substituted an amount that also reflected Verizon’s meremental savings from ats
resfruclunng program

Because Verzon attempted to recover a portion of s net costs of its merger with
NYNEX, cven though 1t had previously claimed that the merger would result o
substantial savings, the Board rejected Vernizon’s cost estimate and substituted ils

own which reflected merger related savings

The Bourd rejected Verizon’s proposed amortization of merger related severance
costs, as 11 was a one lime, nonrecurnng cvent

The Board reduced Venzon's R&D costs Lo refleet the effect ol 11s recent sale of
Bellcore

Because the company could not explain why the cxpenses shown an its Nnancial
1eports were higher than its claimed rafe case cxpenses, 1t was required to reduce
1ts cosl ol service by the didference



e The company was nol atlowed (o tecover its costs of LNP unplementation
because the FCC had found these were interstate costs and had developed a
mechantsm tor their recovery

Bused upen these transgressions, the Board found that Venizon was over-carming by

apprasimaicly $25 muthon annually

The Vermont Board has also conducted 1ale inveshgattons of a number of smaller
HLECS morecent years While these proceeding have generally been resolved by stipulated
sclilements with no speerfic findings regarding the companies’ reveaue requircment
(ihings, in all cases the scttlement amount 1s less thun the amount claimed by the
company. m some cases considerably For example, Northland Tclephone Company of
Vermont requested a revenue requirement of $3,836,681 but settfed for $3,242,617, a
reduction of 155% ° Similarly, Ludlow, Northlield and Perkmnsville Telephone
Companies requested a revenue requirement of $4,364,332 while the stipulated amount
was $3.827.546. a reducuon of 13 3% ' And, Waitsficld-Fayston Telephonc Company

requested $13,122,618 but seitied for $11,462,618, a reduction of 12 6%



Conclusion
This brict review of state proceedings in which 1LEC revenue requirement/cost of

service [lngs were closcly serutimized strongly suggests that semular oversight of the cost
support submutted by 1ate ol 1cturn ILECS’ (o1 USF purposes would result i sigmificant
reductions in the size of the high cosi fund  Rate of return carciers have strong incentives
1o recover as much of their costs from 1egulated services as possible and, not surprisingly,
they act on these incentives, especially n the absence of a strong oversight (unction
And, with the prohferatton of umegulaled aftibales and scrvices in reeent ycars, the
opportumues for cost shifting and cross-subsidization have increased

Clearly, under rate of return regulation, [ILECs have the incentive to improperly
atlocale thewr costs m a manncer that allows them to reahize a financial windfall The most
common improper accounhing practices include the following

e Excessive charges from unregulated affiliates to regulated operations

s Under or no allocation of unregulated costs to unrcgulated operations

o Retired plant treated as shll moservice

e Dcpreciation and amortization costs 1 excess of allowed amounts

s Understated charges from the regulated operation to unrcgulated allihates

s Accounting misclassiticattons

o Overstated expenses and investment

These wnproper accounting prictices were uncovered 1m anticipated state commission
proceedings that the carricts knew would result i close scrutiny of these cost studies.
Because ILEC cost studhes submitted o NECA and the FCC arc not subject to much

scrutiny, the incentive and ability for carners to overstate their costs 1s sigmiticantly



mgher than m the state commussion cost study proccedings  Thesc problems could be

avoided by adopung a FLEC methodology as the basis [or high cost funding
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Rate of Return Regulation:
A Failed Model for Economic Regulation

Introduction

Ratc of return regulation, i one form or another, has been used since the late mineteenth ecntury
to sct and constrain the carnimgs and price levels for ccononucally regulated companies ' In the
last Fiftcen years, however, ol has been widely supplanied by alternative mechanisms to sct prices
and contral carmings of telecommumications carriers tn the Unuled States and many foreign
countiics In purticular, the FCC has adopted alternative forms of rcgulation to, in chronological
ordur. set interexchange carnier rates, interstate aecess rates, and unbundled network element and
transport and tcrmmation charges, and establish the Tugh cost support payments for thosc
regulated carniers serving the vast mygonty of customers in the US  State comnussions have
also abandoned rate of tetusn regulation for the most part, with only six commissions continuing
to use rate of return regulation for the RBOCs in therr states © At the FCC, the single exception
to this wholesale abandonment of rate of return regutation has been its continued application {o
the development of the mterstute access rates charged and the universal fund payments received
by smallet incumbent LECs

This paper uddresses the infirnutics, both theorctical and practical, of rate of return regulalion
that have been adentified by the FCC in the past and suggests that the time has come (o
commence a sertous and concerted ctfort to develop a forward looking economic cost (FLEC)
model to detcrmnne the universal service receipts for tural ILECs and, potentially, their interstate
access rates  [f, however, as been found in the past, this 1s deemed wmpracticable, the
Comnussion  should, at a nmumum, cstablish comprehenstve  auditing  standards  and
requirements over ILEC reporting of USF costs to ensure their accuracy and comphance with the
apphcable Part 32, 36, 54, 64 and 65 Rules  Given the magmtude of the “unexplamed” growth
mn payments 1o the ILECs', the potential and sncentives for compamies to overstate thewr USF
chigible costs, and documented abuscs of the rate of return process n the past, additional scrutiny
of coers” USF reporting 1s essential to ensure the integrity of the ugh cost USF mechamsms

The ¥FCC’s Rejection of Rate of Return Regulation

For over filteen years, the FCC has been evaluatmyg the cfficacy of rate of return regulation as a
ol o achieve its regulatory objectives and has found 1t wanting i virtually all instances While
it 1~ not the intent of this paper to provide an exhaustive fustory of the FCC’s findings and
cunclusions on rate of return regulation, 1t 1s worth noting some of the specific infirmities the
Comnusston has dentificd m past proccedings because these remain refevant to this day  In
particular, many of the Commission’s specilic concerns over the ncentives ercated by and the
administration of a 1ate of return regulatory regime have, as will be discussed 1 a later section of
this paper, been borne out by nstances m which companies have been found to have manipulated
the process for then benefit



The first, and most comprehensive, evaluation of rate of return regulation by the Commission
was conducted m the Price Cap proceeding n the late 1980s*, in which 1t replaced rate of return
with price cap regulation as the mechanism for overseemng the interstate rates charged, mitially,
by AT&T and later the large ILECs  {n the Notices and Orders i this procceding, the
Commussion laid out in considerable detarl us findings on the problems created by the incentives
and admunstration of a rate of return regulatory regime Principal among these were

e Incentive o Pad Costs - “(R)ate of return regulation provides regulated firms with very
strong neenlives fo pad thar rates, for essentially two reasons First, as a profit-
masanuzer, the firm s led (o adopt the most costly, rather than the most efficient,
mvestment strategies because its prumary means of increasing dollar carnings under rate-
of-return constramts s to enlarge 1ts rute base This 1s commonly known as the Averch-
Johnson efteet  of rate of return regulation Sccond, since all operating cxpenscs are
included 1 a tirm’s revenue requirement under rate of return, management has little
meentive to mimmuze operating costs This 1s commonly known as “X-mefficiency’ The
firm’s sharcholders profit [rom the first phenomenon and the benefits of the second
redound to the firm™s management {n both cases, however, consumers suffer because
these distorted incentives increase Lthe cost of domng busmess —and thus the ratcs
consumers must pay for service™ The impact of this was clearly demonstrated by the fact
that, i 1990, “the Common Carner Burcau has been able to identify and disallow over
$2 7 ballion i LEC uccess charges since 1985

o Lack of fncentives to lunovate - “The distorted cfficiency mcentives established by rate-
of-retuen regulation also may have a negative ettect on innovation Clearly, ratc-of-return
cstablishes no incentive to ‘do the same old thing a better way’ ~ for cxample, by
providing the same service at lower cost — because a carner’s reward for such mnovation
15 a reduction in s dollar carnings Such regulation may well have sumilar elfects on
meentives to produce new products and scrvices The hinit on the abihty ol a carrer to
carn teturns on nsky investments comparable with such risks, together with the potenual
that an unsuccessful project will result in cost disallowance, provide a reasonable basis to
conctude that carricrs have reduced incentives o undertake such risks under rate-of-
return regulation At best, rate-of-return regulation 1s ‘passive’ vis-a-vis innovation,
neither tostermy 1t nor encouraging 1t We think the public interest 1s better served by the
adoption of regulatory methods more attuned to stimulating innovation 7

e Potential for Cross-Subsidizaton - “Carricrs subject to this (rate of return) regulatory
approach have an incentive to shift some of the costs of providing unregulated
compelitive services lo regulated services, where they can be recovered from ratepayers
rather than the consumers of regulated scrvices who nghtfully bear these costs In so

domg. the carner can ncrease its profits and simultancously disadvantage us
W8

compeidors’
“(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 difficullies snherent 1o oversight activities and ignore the long history of
these difficulues Concerns about different kinds of cross-subsidization have, mn a very
real sense, domunated fuderal telecommunicauon regulation sice the advent of



competiion in the 1950s, and weie determined 0 be so ntractable as to justity the
dracontan solution ol divestiture of the Bell System During the past few years, of course,
we have mplemented a number of regulatory  techmiques to discourage  cross-
subsidization between regulated and unrcgulated activities and improve our oversight
capabihtics  While these steps will act as a strong dcterrent to cross-subsidization
activities, our policics and progiams can do no more than deter and attempt to detect such
activitics, they cannot chonnate the powerful incentive that rate-of-return regutation
establishes (o engage in cross-subsidization ™

o Adoynistrative Transparency - “(A)doinistermg rale of return regulation 0 order to
counteract these meentives 1s a difticult and complex process, even when done correctly
and well  (Shuch regulation 1s built on the premuse that a regulator can determine
accurately what cost are necessary o deliver service ln practice, however, a regulator
may have difficully obtaining accurate cost information as the carrice itscif 1s the source
of ncarly all the mlformation about 1ts costs Furthermore, no regulator has the resources
w review 1in detail the thousands of individual busmcsswd%_;mcnts a carrier makes before
it decides, lor example, to mnstall a new switching system !

There ts no evidenee to indicate, and considerable evidence to the contrary, that rate of rcturn
reaulation as applied to cstablish universal service funding and 1aterstate access rates for the
rural [LECs avoids the patialls identified by the Commussion over a decade ago. The incentive to
pad costs, lack of incentives {o mnvvate, potential for cross-subsidization and lack of
transparency of the underlying cost data are as much problems today as they werc then.

in subscquent proccedings, the Comnussion has teallirmed s rejection of rate of return
regulation |, alben without the detatled analysis it undertook in the Price Cap proceeding I the
Local Competiion proceeding, which established the pricing standards for unbundled network
clements and interconnection, the Comnussion found that

(A) cost-based pricing methodology based on forward-looking economic costs 15 the
approach Tor setting prices that best {urthers the goals of the 1996 Act In dynamic
competitive markets, firms rake action based not on cmbedded costs, but on the
rclationship between market-determined prices and forward-looking cconomic €osts. ..

New cntrants should make therr decisions whether to purchase unbundled clements or
bulld therr own facilities based on the relative cconomic costs of thesc aptions By
contrast, because the cost of building an element 1s based on forward-looking economic
cosls, new entrants nvestment decisions would be distorted 1f the price of unbundled

1t
clements were based on embedded costs

The Commission wernt on o claborale

We aic not persuaded by meumbent LEC arguments that prices for interconnection and
unbundied network ciements mwust or should include any differcnce berween the
cmbedded costs they have incurred 1o provide those clements and their current economic
costs Nerther a methodology that cstablishes prices for interconnection and access to
network elements dircetly on the costs reflecied in the regulated books of account, nor a



price 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
cconomic commentary ¢ the record suggests that an “embedded cost’-based pricing
micthodology would be pro-competitor—in this case the incumbent LEC—rather than
pro-competiion We therefore dechne to adopt embedded costs as the appropriate basis
of selting prices for interconnection and access to network elements. '

In this proceeding, ualike the Price Cap and Universal Service (discussed below) procecdings, no
eveeplion 1o forward looking economic cost (FLEC) based pricmg requirements was made for
rural ILECs

Finally, m establishing a umversal service support mechanism for non-rural carriers, the Jont
Board later atfirmed by the Commission) agam found that the application of FLEC using a
proxy model w estabhish suppart levels would best meet the Act and the Commission’s umversal
service objectives The Jomt Board stated

We conclude that sctting support al forward-tooking ccononuc cost levels will allow us to
construct a umiversal service support mechanism that will preserve and advance universal
seivice and cncourage cfficiency  Competitive firms will provide service using an
approsimately elficient level of resources because, 1n those mstances when revenues are
not sufficient. the support mechanism will provide the additional funds required to
mamntan service  In prnincple, using cost estimates generated by proxy models 1s a
1easonable technque for deterniming forward-looking costs Proxy models, because they
arc not based on any individual company’s costs, provide a competitively neutral
estimale of the ¢ost of providing supported services'

in this proceeding, both the Jont Board and Commussion indicated thesr intent eventually lo base
wiversal serviee support for rural carmiers on forward-looking costs, but, because “the proposed
models could not at this time precisely model small, rural carriers’ cost™", the Comnussion
would continue to usc a shghtly modified version of the existing embedded cost-based
mechamsms unul January 1, 2001 The Comnussion found that this would provide sufficient
tme 1o develop a model that would accurately predict rural carriers’ focward-looking economic
costs  Newvertheless, the Commusston fuliy recognized the problems with continuing to use an
embedded cost mechamsm {or rural carriers, stating.

We find that the current support mechamisms nether ensure that ILECS arc operating
elficiently nor encourage them to do so Indeed, by guarantcemg carriers recovery of 100
pereent of alt loop costs in cacess of 150 percent of the national average loop cost, the
current lgh cost fundimg mechamsms effectively discourage cfficiency Thus, we agree
with CSE that calculating high cost support based on embedded cost 1s contrary to sound
cconomic pohicy We conclude that basing support on torward-looking economic cost or
perhaps  competitive bidding will require  telecommunications carrniers fo operate
ct‘ﬁc1cnlll¥ and will {acilvate the move 1o competition in gl telecommunications
markels



The ot Bouard then estabhished the Rural Task Force (RTF) to recommend modifications to the
mgh cost support mechanisms for rural carriers The RTE found that significant anomalics
resalied when the FOC? synthesis (proxy) modcel was applicd to rural cartiers, including large
dHflerences between model results and actual data for line counts. wire center arcas, roule nufes
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 cmbedded cost
mechanism unul 2006 to allow time to develop a long term rural mechamsm that functions
cfliciently, 1s better coordinated with the non-rural mechanism, and cftfectively targets support to
tunal carrers serving the lughest cost aicas The Commussion subscquently adopted the RTE’s
secommendation

Although Western Wireless will contimue to support maintainimg the status quo untl 2006, the
Company believes it ts time for the Comnussion and the Joint Board to begim a concerted cffort
to develop a FLEC model that effectively and accurately estinates the efficient cost of providing
supported seiviees for rurul cartiers This ctfort could also involve a review of the existing
syathests model used for non-rural carnicrs and the inclusion of wircless costs 1o ensure a
cootdimated approach to umiversal scrvice funding (or all segments of the industry  The
development ol a new FLEC model should commence as soon as possible because the process
will mevitably be controversial and 1equire considerable time and resources (sinnlar to the
process of developing the synthesis model)  However, Westera believes that, due to advances in
muodeling, mapping and geocoding techmques since the development of the synthesis model, the
problems w the application of that model to rural carnicrs dentified by the RTF can potentially
be overcome

As was discussed above, the Commussion has fully cvaluated the cffectiveness of and incentives
crcaled by rate of return regulation and consistently found 1t wanting  These problems have not
been cured by the passage of ime  As wall be discussed i the next seetion of Lhis paper, in those
few publicly documented instances in which the Commussion (or the NECA) has been compelled
to fully mvesiigate the data reported by rate of return carners, they have almost inevitably found
serious problems  None of this 1s surprismg and provides further evidence of the necd to
abandon rate of rewirn regulation for all telecommunications carriers. ’

Maniputation of the Rate of Return Process

Unsurpristngly, cacricrs frequently act on the mcentives created by rate of return regulauon This
15 espectally frue with respect 1o nterstate intercarricr compensation received by ILECs under
rate of retwn mechanisms, such as access charges, scttlements, and universal scrvice funding.
As a mechanism for collecting revenue, sntercarrier compensation has a number of advantages
over the provision of retal serviees, espeerally for smaller ILECs  the process i1s well established
and operates relatively automatically (through NECA, USAC and CABS), there are no
riarkeling costs, icvenues are relatively unaffected by a company’s own customers’ demand
clasticries. hustorically (at Ieast until the WorldCom and Global Crossing bankrupteics), there
were aety low levels of uncollecuibles. and, the level of scrutiny of reported costs 1s relatively
low (uspecially m comparison to the scrutny accorded n stafe rate casc and show cause
proccedings)  Consequently, rate of return ILECs have every incentive, and in many cascs the



abhity, to maximize therr revenucs from intersiate aceess scrvices and the umversal service fund
and 1t appears they have done so

There are a number of indicators that suggest rate of return TLECs have engaged in, or attempted
10 cngage 1n, Interstate revenue maxunization over the years  For cxample, as was noted above,
the FCC i 1990 indicated that they had disallowed over $2 7 bullion in LEC access charges
since 1985 under rate of return reguiation " In addition, 1n 1ts Comments, Western identificd an
mctease of over 3191 mullion in the ILEC pottion of the USF since 1999 that cannot be
cxpluned by regulatory changes (MAG, CALLS and RTF) implemented duning that period.™
lutther, AT&T, 10 a recent ex parle (iling, showed that rate of return carriers filing Form 492
Reports had expenenced interstate overcarmings of over $218 million i the 2001-2002 perod,
tallowing overearmings of approxunately $92 aullron in 1999-2000 and $121 mullien 1n 1997-
1998 *' These indicators clearly show that carriers have acted on the mcentives created by rate
ol return regulation and, apparently, creasingly successfully in recent years

Thete have been a number of mstances i the relatively recent past in which rate of rcturn
curriers have been found to have wviolated or cgregiously manpulated the Commussion’s
accounting and costing rules 1in order (o maxiuze ther mterstate revenues  While Western
behieves that these examples merely represent the tip of the 1ceberg, they are illustrative of ways
tn which caiviers have acted on the ncentives created by rate of return regulation  They also
provide some gurlance on arcas i wluch the Commmission could enhance 1ts oversight of rate of
retwn carncts untd 1t can woplement a FLEC model for determuning all carriers’ umiversal
SRTVICE receIpls

Virgin Islands Telephone Company (VITELCO) Interest Expense

In 1990, VITELCO filed a Request for Declaratory Rubing with the Comnussion to resolve a
dispute with NECA (of which 1t was a member) over the treatment of intcrest expensc m ats cost
study  Atlantic Tele-Nelwork Company had purchased VITELCO from ITT and borrowed
approaimately $100 million to (inance the purchase, of which $60 million was recorded on
VITELCO s books  VITELCO took the position that 1t should not be required to deduct the
mterest expense from its return allowance tor the purpose of determining its federal income tax
expense [or ratemaking purposes (which would decrcase its wnterstate revenue requirement)  The
Cammussion, however, disagreed, noting that the company’s regulated plant was pledged as
sceurity tor the loan and upheld NECA’s wterpretation of thus issue.

Direct Assienment under Part 36

When the Comnussion replaced the Part 67 junisdictional scparations procedures with Part 36 in
19877 1t allowed for the dircet assignment of certan plant costs to the inferstate or ntrastate
Junsdiction 1 the tacility was used cxclusively to provide interstate or ntrastale services. A
number of cariers began to use direet assignment quite extenstvely, most of which were direct
assignments to nterstate serviees, and the Commission was forced to clanfy that it intended a
relatively limuied role for diect assignment 1 the separations process = In particulat, the
Chesapeake and Potomac Telephone Company had attempted to construe an allocation of (runk
sling expense 1t had developed as a permitted direet assignment and a number of carniers



duneetly assigned portions of corporate opcrations cxpensc rather than usc the presenibed

allocation factor In each o these instances, the Commussion rejeeted the carniers’ position as a
. >

nusiaterpretation ot Part 36 »

NECA Andits of the RBOCs’ Caommoint Line Pool Reporting

The Commission had found that the RBOCs had made some unusually large adjustiments to the
NECA Common Lie (CL) Pool m December 1988 (shortly before they were permitted to exat
the Common Line Pool), adjustments apparently encouraged by RBOC members of the NECA
Board As a rcsult, the Commission ordered NECA to commussion an audit of the RBOCs’
reported adjustments to the CL Pool from January 1988 through March 1989 The results of this
audit reveated musslatements or miscalculations ol mterstate costs and revenucs during this
period of $37 8 maullion for NYNEX, $23 2 milhon for Bell Atlantic, $22 8 milbon for
Ametitech, $16 2 mullion for US West, $9 7 mullion {or Southwestern Bell, $6 2 mallion for Bel)
South and $3 4 nulhon for Pacific Bell  Most of these musstatements were found to have
benctited the companics at the expense of interstate ratepayers The audit uncovered a wide
range of violations of Paris 32, 36, 64, 65 und 69 of the Commission’s Rules and rclated
pahicics " Subscquently, cach of the RBOCS centered nto Consent Decrees with the Comrmussion
which required the carniers 1o, depending on the individual carricr, make exogenous price cap
adjustments ot up lo $13 7 nullion (Bell Atlantc), conduct audils oft1101r mturnal controls and/or
correet thewr accounting practices to conform to the Comnussion’s Rules ¥’

1997 Annnal Aceess Tariff Filings-Cash Working Capital

In investigating the 1997 annual access tanfl filmg of several ratc of rcturn carners, the
Commission identificd significant problems with the lead-lag studics usced by these carriers to
develop the cash workmg capital component of the rate base  The Commussion had cstablished a
[ 5-day standaird allowance (1 ¢ revenues are collected, on average, 15 days after the payment of
cash expenses) which, when multiphed by average daily cash expense, produces the rate base
cash wotking capital allowance Carricrs are, however, allowed to use a longer net lag f
supporied by a properly performed fead-lag study * The cash working capital of lour carricrs
was based on net lag days far 1 cxcess of the standard allowance, ranging from 46 days for
Concord Telephone Company to 718 days for Pucrto Rico Telephone Company  The
Commssion’s review of the companies” lead lag studics revealed a raft of problems, ncluding
lage out-of-period or retroactive adjustments, outdated studics that farled to reflect current
operations, and 1nconsistent study penods  Conscquently, the Commission ordcrcd all four
carrters to revert (o the 15-day standard allowance and provide refunds with 1nterest *

ACS of Anchorage Traffic Factors

In 2000, GCY (an Alaskan {XC and CLEC) filed a complamnt allegig that ATU. ACS
predecessor, had been counting ISP traffic as interstate, rather than intrastate, and counting only
a smgle dial equipment minute (DEM) rather than two for intraoffice local calls in developing 1ts
mterstate traffic sensttive access rates This was in drect contravention of established
Commssion pohcies and resulted n ATU carning a rate of return on 1ts traffic sensitive scrvices
ol over 32%, i o exeess of ts allowed rate of return of 11 25%. The Comnussion ruled



against ATU and awarded damages with interest - Subsequently, in December, 2001, in its
i) (thng m response o the MAG Order, ACS of Anchorage conttnued to use as its bascline
revenue requirement for this filing, the same revenue requirement 1 had uscd i 2000 1.6 bascd
on the tallic factos disallowed by the Comnussion  Conscguently, the Comnussion rejected
ACS’ ﬁ‘llcd rates as umgust and unreasonable to the extent they were based on the unlaw(ul fraffic
lactors ~

Moultrie Independent Tefephone Company Hizh Cost Reporting

In 1997, Moultnie Independent Telephone Company, # small rural TLEC 1n Itlinots, transferred
ownership of many of its non-loop assets to an aflihate and then leased them back at cost to the
tclephone company, treating the [case cost as an operating expensc and excluding the assel costs
from the 1ate base When Moultnie submitted 1is 1997 cost study to the NECA, thss trcatment
wesulted i ifs hiph cost loop fund payments going from $15 per year per loop to $433, as
Moultne’s accounting treatment resulted m a much larger proporiion of 1ts operating expenses
bemg assigned to the Joap clement NECA rejected Moultric™s cost study on the ground that it
violated the Part 36 requirement that, when substantial amounts of property arc lcased back to a
company by an aftithate for cost study purposcs, the property should be treated as 1f it 1s owned
by the welephone company  The Commission upheld NECA’s aterpretation and ordered
Moultrie toﬂrcsubmll its cost studies reflecting the proper treatment of the sale-leascback
transacton ™~

Ctearly, carners have acted on the incentives created by rate of return regulation 1 order to
maximize then ierstate USE and aceess 1evenucs  The cxamples cited above hikely represcot
only thuse mstances in which the attempt o manipulate the process was sulficieatly blatant that
the NECA, nterveners and/or the Commission stepped 1n 1o address and remedy the violattons
Other mstances ikely edther reman undetected or are dealt with through the NECA/USAC
oversight functions  Unforntunately, the results of these orgamizations’ audits or reviews ol
carriers” USF related data reporting are not publicly avatlable, so Western 1s unable to evaluate
the effectiveness of (hese oversighl (unctionms

Enhancement of the USF Oversight Process

Western stiongly believes that high cost support for all carners should be based on an
appropriatcly designed FLEC model o climinate the incentives to pad costs, enhance efficicncy
meentves, chimimaie the potennal tor cross-subsidization and render the underlying input data
transparent to all partics, not just the ILECS  Nevertheless, Western commits to maintaiming the
status quo through 2006 and recogmizes that such a model will take at least that long to devclop
Until that tume, o 1f the ¢ffort to develop a FLEC model for rural carricrs 1s ulumately deemed
infeastble, Western believes that enhunced oversight off the cost and hine count data subnutted by

LTCs may o a lorg way towards stemmirg the growth of the high cost fund

A number of tactors suggest that stronger oversight of the high cost tund 1s necessary to enhance
the ransparency ot the process and hinut the potential for abuse:



o While NECA does review rate of return carriers’ cost study and high cost fund
subnussions, the scope and outcomes of these reviews are not made public
Conscquently, s not possible Tor outside partics to cvaluate the effectivencss of these
reviews and ther effeet on cariers’ comphance with the Commussion’s Rules and
pohicies

o NECA smmply does not have sufficient staff to conduct stringent reviews/audits of all
cartiers’ cost data Accordmg to its web site, NECA bhas only 48 “Member Services”
staft, the personnel responsible for cost study reviews, m its seven regional offices
Because these NECA  personnel also have other responsibilitics and over 1,500
companmics'' recerve hugh cost support, 1t would be physically impossible for NECA to
conduct comprchensive reviews of all or even a significant number of carniers’ cost data
Further, USAC had only seven internal auditors and spent only a little over a nullion
dollars in 3002 on external audit services for oversight of all the USF programs, not just
hieh cost

e Given the composition of 1ts Board of Directors, 1t 1s unclear whether NECA 15
sulticiently independent of rute of return 1LEC wnterests to support a strong oversight
function  Of 1ts tifteen member Board of Directors, six are from Subset Three,
representing the smalter ILECs, the two Subset Two Directors, representing the nudsize
ILECs, are from 1ale of return carriers that reccive considerable USF (Century and TDS)
and, ol the five outside Directors, two are Tormer RUS administrators and onc 1s from an
alliliate of a rate of return ILEC

o  Wlile the well publicized problems with the E-Rate programs have not yet spilled over
mto the high cost tund programs, these problems demonstrate that participants do act in
the incenbives created by these programs and that the existing oversight functions have
not been adequale (o curb the pateniial for abuse

Lt order to enhance oversight of the high cost programs, Western recommends that the tellowing
programs and policies be put in place

o Carrers” cost studies and other data submissions supporting their mgh 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 pubhce record  The data available
would melude Part 36 and 69 cost stuches and supporting workpapers, the company’'s Part
64 Manual and resulting regulated/nonregulated cost allocauons, details of all alfihate
transactions 1avolving (he regulated telephone operation, (inancial statements for the
tclephone company and all s aflibiates, LSS and #CL calculations, and Tinc counts. As
1his 15 siomlar o the type of data provaded by rate of return carriers subject to the FCC’s
Tarf Review Process and in state rate cases, there 1s amplc precedent for making this
type of data avarlable for public scrutiny - Carriers would have the opportunity to request
confidentiality for any data considered competitively sensitive  Given that many of the
auempts te mantpulate the rate of relurn process discussed n the provious section were
fust idenutied by partics other (han the Comnussion or NECA, this cxpanston of the
umverse of “overseers™ would facihitate the dentification of potential 1nstances of abuse



e Theresults of any reviews of cost studies or other data submussions mvolving high cost
funding conducted by NECA or USAC over the past three yeurs should be made publicly
available  This would cnable outside parties o cvaluale the effectiveness of the existing
oversight process  Again, there 1s precedent for releasimg such information, for cxample,
the FCC's selease of the results of its audits of the RBOCs’ continuing property records
(“"CPRS") n 1999 °

» If, as Weslern suspects, 1eview ol the mformation provided pursuant to the above
recommendations indiicates that the existing oversight processes are inadequate to detect
many mistances of abuse, an enhanced aud/review process should be pul mi place This
pracess should have the following features

o Audits of the data underlying the hugh cost subnussions of every carrier recerving
“substantsal amounts of USF would be conducted cvery three years, more
ftequently 1f there were o significant increase 1n a company’s ycar over ycar
funding requests The audits would encompass the previous three years of data
submissiony

e The audds would be conducted by truly independent firms (¢ e, public accavatmg
firms, nof consulting firms with other relationships with rural ILECs) following a
scope of work approved by the Comnusston

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 relatively short notiee to cnsure company
records weren't manipulated or falsificd

s Companies would be required 1o provide tull access to their books and records
e The results of the audits would be made publicly available

e Companics found ro have violated the Commussion’s Rules and poheies in their
submusstons would not only be required to repay the amount of cxcess fundimg
received but would be subyect to fines for significant violations ¢ g claiming more
thur 110% of what they were duc In truly cgregious cases, the carrier would
become nehgible for future funding

Westen balicyes these audits should be as comprehensive as possible to ensure the integrity of
the high cost funding process While s not the mient of this paper to fully define the SCope of
work for the audit process, at feast the followmng types of 1ssucs should be reviewed

e Loop Counts — Arc all loops classified accurately (cspecraily those between the swatch
and ISPs and ISDN-PRY versus digital trunk lines)” Are subscriber line charges asscssed
correctly”?
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o nvestment Classificatons - Are only facihtics providing service 1n the siudy area
reflected i 1eported costs” Do the company’s CPRs and circuit counts support the
wsignnient of C&WF between the subscriber, exchange trunk, nterexchange and
host/remote categonies” Are remote switches and coneentrators appropriately classitied
according 10 RAO Letter 217 Are the costs of Class 4/5 swilches accuralely allocated
between the tandem und local switching calegones? Are DSL costs {ully captured and
asstgned Lo the appropriate categotics and Jurisdiction based on the speed and type the
services provided? Are all building costs, especially CO buildings, treated as such? Do
dircct assignments of investments or expensces conform to Comnussion policics?

e Parl 64 - Does the company mamtain and follow un up-to-date Part 64 Manual? Does 1t
conform to the Commussion’s prescribed cost allocation hicrarchy”? Arc adequate internal
cantrols in place? Is the general allocator appropriately developed and applied?

e Afliliate Transactions — Arc only recoverable cosis under the Part 65 Rules included n
management fees or other charges from unregulated affitiates (excluding items such as
acquisinon adjustments, lobbying costs, etc )” Are these chacges booked to the correct
Part 32 uccounts for the tuncuons provided by the affiliate? Do any salc and lease back
arrangemuents reflect the Part 36 substantial properly requirement?

o Accounting Classificationy — Arg costs, espectally those that would be subject to the HCL
Fund corporate cap, booked fo the correct Parl 32 accounts? 1s interest expense on debt
sccured by the asscts ol the tclephone company shown on the regulated books and
reflected in calculanon of lederal and state mcome tax allowances”? Is ilerest during
construction calculated correctly and retlected as a revenue requirement offsce?

o Cash Working Capial - [f the company does not use the 15-day standard allowance, does
it have a curent fead-lag study that follows the Commission’s prescribed policics and
practices” Do the mimmum bank balances retlect only compensauing bafances?

Western believes that ndependent audits of company reporling practices that address tssues such
as those 1denuficd above would produce high cost fund savings far i excess of the cost of the
audits themselves

Conclusion

The Commisson has cvaluated rate of return regulation i a varnety ol contexts over the last
fiticen years and consistently found that 1t fails to meet its regulatory objectives  The acentive
to pad costs. lack of mceanves to innovate. potential for cross-subsidization and lack of
anspatency remam fundamental and intiactable problems that have deficd solution  And, as the
cxamples provided in this paper demonstrate, companics have frequently acted on the mcentives
vicated and atiempled 10 manipulate the system to their benetit - Adoption of an eifecuve FLEC
modcl 1o develop all carriers” universal service costs and funding would enable the Comnussion
to abandon the farled rate of seturn mechantsm once and for ali Until such time as a rchable and
accwate FLEC mode! can be developed, or if that proves infeasible, until a viable allermative can
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be developed, more stringent oversight of the high cost funding and reporting process should be
instituted as proposed m this paper

I Rate of ietwim regulation s also 1eferred 1o as rate base/rate of return, revenue requirement and
ciihodded cost (at least sine the abandonnient of the Lan value standad of asset valuauon) regulation These terms
will be used inlerehanoeably hevemn
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