
K-rC used a n  otirdatcd taclor to iil locatc land and building co5t5 to 11s 

noiircSul'ilcd ac l iv i l ics  which uiidcrslalcd this allocation and h l c d  Lo ~Ilocatc any 
liiiid and building co51s 10 i ts  a l f i l i a lcs  

Tlic factor KTC uscd to allocatc residual gcncral and admiiustralivc costs to 
a l l i l i a k s  um iiiconsiwnt with the FCC's Part 64 Rulcs and undcrstalcd the 
i l l locatiwi IO affiliates 

RTC cxpciiscd i t 5  ciilirc soliw:ire dcvclopiiicii( costs iii 1999, contrary to GAAP 
(SOP 9X-I ), cvci i  tliouglil tlic sofiwarc would be uscd in future years 

Tlicsc impropcr al locati( in 01'coblj rcsiiltcd in over carnings by RTC: in 1997, RTC'S 

I d c  o f rc iurn n u b  I O  77% iii\lcad oft l ic  dlowablc 9 12%, iii 1998, RTC's ralc ofrct i i rn 

return was I I X b ' h  1i i~ic3d 01' 111~ ;Illuwablc I O  14%, and i n  1999, RTC's rate 

I 4  hO'!% Inslcad o f t h c  allowable IO 55% 
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Washingtoti Case Study 

hi 10')S. b S WEST Cotiiniuiitciitions (now Qwcst) requested a v p e r a l  ratc tiicrcasc 

0 1  o w  $204 int11toi~ bGi~cd oii tradilional ratc of rcturn rcgulalion rroin the Washington 

Illtlitic!, and Traiisportdion C'ninmi:,~ion ("WUTC') In  1996, the WUTC' rcjcctcd the 

p r o p o d  t i i lc iiicrciisc atid insleiid oidcrcd Qwcst to rcducc i ts rates by  $91 5 tni11ioii. 

~lmotig l l ic  rcIcv:iiil liiiding:, i d  dtsallow~uiccs niadc by thc WlJTC were 

I I  

C'u.;t\ related to it nlajor rcstrLicturiiig program were disallowed becatisc tlic 
hcnc:fit$ lioni tlic progtaiii hid iiol yct bccii rcalizcd and current costs far 
cxcccdcd hcnctils 

Corporate iiiiagc advertising costs wcrc disdlowcd 

The company's pIoposcd jurisdictional 5cparation factors allocatcd cxcess~vc 
c i ~ v  to Ihc rnlrarta(cjirrisdiclron cornparcd to hi\torrcal trcnds 

W U T C  disnllo\rcd Qwcst's honuscs:, Teain Awards and Mcr i t  Awards becatisc 
l l ic dandards uscd did not bciicfil ralepaycrs, cspccially 111 light of thc company's 
pool scrv~cc quality rccord 

Thc W U l C  lcjcctcd Qwcht's atrctnpl Io use depreciation rates that lhc WUTC had 
rccciilly rejected 

Qwsr pii~cJiiis~.d prwxr-cincnl x i d  warchousc scrviccs from an afflratc a t  prices 
bawd oii tlic affi l talc '~ costs plus a rcturn Thcsc prices, however, cxcccdcd thc 
iii i irkct prices for such scrviccs 

The W U T C  dtsdllowcd ccrtntii R&D costs paid to atfiliates, as thctr potcntiaf 
bcncfits IO ratepayer5 could not bc dctcrtnincd 

Ccrtatii paynicnt:, 10 QWC:,I'S corporatc p a r d  were dtsallowcd bccausc t l W  wcrc 
dupl tcativc of fuiiclioiis tlic cumpany pcrrorincd Itself, were tiot dlrcctly rclaled lo 
rcgulatcd opcrattoiis, or wcrc for corporatc iniagc advertrs~og 

Thc company tiailed to rcflccl Ihc dcfcrrcd tax effccts of i t s  %IC of X W r d l  

o l i t s  pension asset. rcs~illiiig in a sigiiificaiit wcrstatcinent of 11s ratc base 

Tlic company failed lo synchronize the intercbt cxpciise iircd in its federal incotiic 
t a k  calculation w i t l i  tlic WUTC's nllowcd \vcigIited cost of debt 

cxdiatigcs, sharing of cxccss carnings, and flow through of the tax consequenccs 



Oregon Case Study 

II S WEST C:ominutiicatioiis (now “Qwcst”) was rcquircd to submit a gciicral rate 

lilitig IO thc Orcgoii Public Uti l i ty (‘oniinission (“OPUC) prior to cxpiration oT i ts  

,Al luni~i l iv~!  Form of Rcgiilalion (.‘AkOR’) a1 tlic ciid of I996 In 11s rcvcnuc rcquircmcnt 

Iiltii;;. Qwcst rcqucsicd aii rricrcasc of $28 intlliori Tlic OPUC rnadc rhc Lbllowing 

tindings I’ 

The OPUC disil lowcd a iicgalivc (dcbil) balancc in Qwest’h cross bar aiid step- 
by-slcp Jcprcciahon rcx rvc  accounb hccausc the equipment had bccn retired in 
19x0 aiid a portion o f  I I I C  aiiiount wah due to cquipincnt that had bccn used in  
W a s  h tiigton 

Qwcsl liiilcd to i-ctlccl Ihc rcduclton iii cxpciiscs i t  cxpcricnccd as a rcsull or i ts  
siilc ofscvcral ckcliaiigcs 

Tlic OI’UC disallowed botiiiscs paid to Qwcst management and cxccutivcs 
b c u u w  these bonux5 wurc paid for x h i c v i n g  corporate f i i ia i ic ia l  goals, which 
bctlclitcd $harcholdcrs, not ratcpaycrs 

The OPUC disallowcd o significant portion oTQwcst’s accrual for accidcnt and 
damagc clait i ls a\ tlic cotnpnny had accrucd amounts 111 cxccss of actual paymcnls 
dutiiig lhc lcst period 

I‘hc dircct cost, of Qwcst’s reenginccriny program as well as cxtraordinary 
cxpcnscs tncurrcd by rhc company due to the disruption the prograin caused in  the 
coinpany’s operations wcrc disnllowed. as tlic bcncfits of thts prograin had no1 
bccn rcalizcd 

O ~ c r d l ,  the OPUC ordcrcd Qwc.1 10 rcducc its rcvciiuc rcquircnicnl by ?;97 2 milholl 



Idaho Case Study 

111 1906, U S WEST C'oinrnuiiications ( i i o ~ v  ("Qwest") rcqucstcd a gciicral ratc 

i i i c i c ~ i s c  liii its price-rcgiilalcd scrviccs oi  S3X inillion, 3 58% iiicrcasc (Qwcst's rcquesl 

\ \as lalcr rcduccd lo  S I S  iiiillioii) from the Idaho Public Utilities Coinmission ("IPUC") 

TIic IPUC' statf initially rccoiniiiciidcd a rate decrease o f  $32 million, lnler adpslcd the 

d c c i c a w  ( ( I  q~pnixi in; i tdy 320 i i i i l l io i i  (many issucs wcrc scttlcd, typically by splitting 

l l ic dilTcrciicc h c ~ w c c i i  the cornpaiiy aiid ~ t a f F p o s ~ t ~ o n ~ )  11 

R a d  upon its rcvicw o l  Qwcst's cost study, the IPUC niadc thc following 

ohscr~~~ i t io i i s  

- The coinpany's ~ l a i i i i  for payinciits to affiliates was rcduccd because many o f thc  
payincnls wcrc iiot tor scrviccs rclatcd to the provision ofbasic local scrvicc 

Tclcpliiinc coiiccswiii and cniploycc rccognition cxpcnscs wcrc rcduccd 

A porlioii o f  corporalc i m q c  cldwrtising was disallowed 

Tlic coiiipany sliould have ; i i i iort i~cd i t s  rcstructurings/rccnginecring cxpcnscs 
ovcr 15 ycarh rallier than in  oiic year because tlic benefits of the rcstructuriog alld 
rcductions would bc 1~cali7cd i n  lhc Future 

QWCSI dgrccd to Ioigo its proposed claini for recovery of i t s  dcprccinhon reserve 
tlciic1cncy 

Cosls rclatcd to iioiircgulatcd scrviccs, such as alarni monitoring, CPE and iliinatc 

scr\ ices, wcrc rcinovcd hi in  the coinpuny's rcvciiuc rcquircmcnt 

A subsidntial portion ut' @vest's softwarc capital leases wcrc not rclated to thc 
piovisio~i o f  h a w  local scrvicc hut rathor supported CLASS and access scrviccs. 

Thc IPCIC' required Qwcst to rcinove 20% of i ts  fiber invcstnlcnt from i t s  ratc 
h s c  hzcausc il suhs~aiitial portion 0111s fihcr war unlit 

RCC~IISC J blaffaiidi[ rcvc;ilcd that that a portion of i t s ,  central office equipment 
\KI> i i i iwng (I c , 110 Icmgcr in scrvicc), the company \vas rcquircd to rcduce'its 
cei i tral oi l ice invcstniciit 

111 tllc ciid, ihc IPUC rcqiiircd the coinpuny IO rcducc i t s  rates by $327,000 



Vermont Case Study 

III I Y W .  lhc Vcririont Puh l~c  Service Board (“Board”) initiated a procccding io 

dew lop  the “Vcrmoiit I i iccntivc Kcgiilatioii Plan” tor Bcll Atlantic-Vcrnmont (now 

“kcri/~in”) The 1iIan rcquircd Vcriroii to frcczc rates for its regulated sc rv~ccs  over tlic 

l i \c-ycnr l~fc  o t t h c  plan \vh~Ic providing Vcruon wilh pricing f l c x ~ b ~ l ~ t y  for conipeliiive 

and iic\v s w i c c s  Prior to ~inplcmcnting thc plan, the Board invcstigafed Vcrizoii’s cost 

~ I ’ s c r ~ i c c ~ i c v c n u c  rcquircnicn~ lo c i i ~ u r c  lliat rhc company’s exisling rates wcrc just and 

icii~oii:ibIc 111 11s Order cidopi~ng tlic plan’“, the Hoard rnadc a number of adjiisliiients to 

Vcrimii’b cos1 ol‘scrvicc, sticli :is 

Tlic Board rcjcctcd Vcrizon’s proposed reduction in thc amortization pcriod froin 
2 0  ycars (ihc pcriod (lie Bonid had previously approved at Verizon’s request) to 5 
ycars, a h  the company liiid prcscnrcd iio compclling rcason for Ihc change 

Thc company was 1101 pcriiiillcd lo rccovcr its nonrccurring OSS costs rclalcd l o  
~prwiding uiibundlcd nctwork clcincnts as thcsc costs had alrcady bccn rccovcrcd 
111 wliolcsaL(c and remil rates 

-rhc Board rcjcclcd Vcriroii’s p r o p o d  anlortization or its restructuring costs and 
wbstitii~cd an iliiiount (hat a l so  rcllcclcd Vcri7on’s incrcmcnial bavlngs from its 
rcslruciuring pro- (’rani 

Rccauw Vcr-iroii attcniptcd IO rccovcr 3 port~on of 11s net co51s of its merger w ~ t h  
NYNEX,  cvcn though 1 1  had previously claimed that the mcrgcr would rcsult 111 

~ b s l a n i i a l  snv~nys,  h e  Board rcjcctcd Vcrizon’s cos1 cstlinatc and substituted 11s 
ow11 which rctlcclcd incrgcr related savings 

~ I C  Bodrd rejected Vcrizun’s proposed amortiration of mcrgcr related bcvcrancc 
c~is ls,  a?. 11 was a oiic Iiinc, nonrccurr~ng cvcnt 

The Board reduced Vcrizun’b R&D cohts lo reflect the ctf‘cct or 11s recent sale of 

Rcllcvrc 

B~‘L~ILISC t11c cornpuny could 1101 cxpla~n why the cxpcnvx shown in 11s financial 
icporlr wcrc Iiiglicr l l i i i n  11s clai i i icd ralc case cxpcnscs, i t  was rcquircd to reduce 
i t <  cos1 ofscrvicc by Ihc dilfcrcncc 

. 

12 



Tlic coiiipny %a> in01 ;illowcd to iccovcr its costs o f  LNP iinpleinenlahon 
bccausc ihc ECC had Ibund thcsc wcrc iiitcrbtatc costs and had devclopcd a 
i i icchai i tsi i i  for tlicir r c c w c r y  

Uuscd upon thc~c  Lranqqcssions, ihc Board found that Vcrizon was over-earning by 

'ippruxiiiiiiicly 623  iii11110n aiinually 

Tlic Vcrinont Boitrd ha\ a l s o  coiiduclcd iatc iiivcstigations of a nuinbcr ol'smallcr 

l l .FC ' \  i i i  rcccm yciiis Wlitlc tlicsc piocccdiiig have generally bccn resolved by stipulatcd 

~ c i i I c i i i c i i ~ s  wi th tio \pccil ic fiiidings rcgmling the coinpaiiics' rcveiiue rcquircnicnt 

Iiliiigs, i n  iill c a s x  ihc scttlcincnt mnoiiot is less than thc amount claimed by the 

Lonipany. III x ~ m c  c a m  con$idc.rably For cxemplc, Northland l~clephonc Conipany of 

l 'cri i i i int rcquchtcd a rcvcnuc rcquircmcn~ o f  $3,836,68 I but scttlcd for $3,242.61 7, a 

icduction 01- 15 5'% S~milarly, Ludlow, Norlhlield and Pcrkinswllc Tc lepho~~c  

('oiiipmies rcqiicstcd a rcvciiiic rcqiiircinciit of $4,364,332 whtle the stipulalcd an~ounl 

w a b  53.X27.54h. il rcducLion of I3 3% And, Wa~tslicld-Fayston Tclephonc Company 

rcqtichicd Sl3,122,618 but scltlcd f h r $ l  1,462,618, a reduction of 12 6% 

11, 

17 
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Conclusion 

Thi\ brtct review o f  state procccdings i n  whicli ILEC rcvcnuc rcquircincnticost of 

~c r \~ icc '  Iiliiigs wcrc closAy scruttiii7cd strongly suggcsts that simtlar ovcrsiglit ofthc cost 

wppori siibiiii l lcd by ia lc o1'1clur11 ILEC's' lor USF puiposrs would result in significant 

icdiicrtons iii t l ic size ofllic high cos1 fund Rntc ofrcturi i  carricrs have strong incentives 

to rccovci '1s iiiucli of thcir  cost\ Croni icgulatcd services as possiblc and, not surprisingly, 

ilicy act 0 1 1  thcsc inccnitvcs. cspccii~lly in i l ic absciicc o f  a strong oversight runction 

And. w i ~ l i  i l ic  prol i fcra~ion 01' uii icyul i i~cd a l l i l i a ~ c s  and services i n  rcccnt years, the 

~ i p p o r ~ i t i i i ~ i c ~  T w  cost \hit i l i ig and cr[i~s-subsidizatcotl llavc incrcared 

C'Ic:iily, utidci ralc of rctiirn rcgulation. ILECs have thc inccnfivc to impropcrly 

iillocit~c l l i c i i ~  COSIS in :I iiiaiiiicr rhiit allow> t I1c i~ to realize a financial wlndfall The ntost 

c( i i i in io i i  improper accoii i i~ing practiccs include thc following 

Erccssivc charges from unrcgitliitcd affiliates lo regulated opcrations 

Under or iio allocation olunregulatcd costs to unrcgulatcd opcratioiis 

Kctired plant trcaled as st i l l  iii scrvtcc 

Dcprcciatioii and ~ I ~ ~ O ~ I I L ~ I I ~ I ~  cost5 ti1 cxccss o ln l lowcd amounts 

Undcrslalcd chargcs from (lie regulated operation to unrcgulatcd aOiliatcs 

4ccoiiniiiig miscl~ssi t ic i i t io i is  

O\crs1alcd cxpciiscs aiid iiivcstniciit 

Thc\c iinpi-opcr accountins Ipractices were iiiicovercd i n  anticipated statc commlsston 

p ~ c ~ c ~ c ~ l t t i g s  t l i i i i  h e  carricis kticw wJould rcsult in closc scrutiny of thcse cost studies. 

Hccdusc ILEC cos1 sIudic) s~ibi i i i l lcd i o  NECA aiid lhe  FCC arc not subject to much 

icruttny. Ilir: i i icc i i t iv~'  ;ind h i l i l y  hi cilrricrs to ovcrstatc their costs IS stgntticaiilly 



h i g h  than iii Ihc stiitc coinmission cost study procccdings 

.i\oitlcd by adopting a FLEC mcthodology as tlic hasis Cor high cost t'uiiding 

T h e x  prohlcins could be 

I5  
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Rate of Return Regulation: 
A Failed Model for Economic Regulation 

Iiitroductiun 

L i t c  < i f  rc l i i i i i  iegtilattoii, in otic rorni or aiiothcr, has been used since thc late nineteenth century 
to SCI and coii5trdiii the carnings and price lcvcls for ccononiically regulated cornpanics I In Lhe 
I;tst tiilccn y c m ,  Iiowcvcr. 11 has bccn widely supplanted by alternative rnechanismb to set prices 
aiid ~oi i tn i1 c:irititigs o f  tclccoiiii i iuiiicatioiis carricrs in tlic Unitcd Slates and nuny  foreign 
counti ics In  pxticular, tlic FC‘C has adopted allcriiativc forms of rcyulattoii to, in  chronologtcal 
(iidci. wt intcrcxchatige carrier rates, inlctstatc access rates, and unbundled network elemelit and 
ir:itiyiort aiid tcrmitiatioii charges, mid csrablish the lugh cost support payincnts for those 
rcgulatcd cariicrs serving (lie vast majority of custoiiicrs in the U S State corninissioiis have 
olso ahaiidoiicd rite O S  t c t i i i i i  rcgulation for thc most part, v.*itli only SIX coniniissions continuing 
to L I ~ C  I‘itc of i c lu i i i  regulation Sor thc RROCs i t i  their states ’ At Ihe FCC, the single exception 
io l h i b  w l idcsa lc  ;ihandonmcnt o f  ratc of rcturii rcgulalioti has been i t s  continued application lo 
tlic d c ~ c l t ~ p n i ~ ~ i ~  of tlic i i i teist i i tc access rates cliaigcd and llic universal Sund payments received 
h) ~ i i i ~ i l l c t  incuiiibciit LECs 

T h t s  piipcr iiddrcsbcs the infirmilics, both Lhcorctical and practical, o l  rate or relurn regulation 
t l i d  Iiavc been idciitificd by thc FCC ti1 Ihc past and suggests that the time has come lo 
coi i i i i iwcc ‘1 scrious and coiiccrtcd cttort to dcvclop a forward looking rconoinic cost (FLEC) 
i i iodcl to dctcriiiiiic thc uiitvcrsal scrvicc rcccipls for iura1 I L K S  and, potentially, their interstate 
a c c c s  ratcs It; howcvcr, as bccn Sound in ~ h c  past, th is  IS dccincd iiripracticablc, the 
C ‘~~ i i i i i i i ss io i i  should. at a minimum, establish coniprchcnstvc audtting standards and 
rcquircinciits over ILEC rcporting of  USF costs to ensure their accuracy and compliance with the 
npplicahlc Pait 32. 36, 54, h4 and 65 Rules Given the niitgnttudc of the “unexplained” growth 
ti1 piyniciih 10 thc ILECs’, the potential and iiiccntivcs for coinpanics to overstate thcir USF 
ciigiblc ws l5 ,  and documciiicd abuse5 ofthc rate ofrcturi i  process in t l ic  past, additional scrutiny 
of c u r t c r h ‘  USF reporting is  cssctittill to ctisiirc the integrity ofthc high cost USF mechanisms 

‘I lie VCC’s Rejection of Rare of Return Regulation 

t -or  OICI l i l l ccn ycarh, tlic FCC has been cvnlualtng the cfficacy of rate o f  return rcgulatlon ab a 
tool IO i l c l~ t cvc  i t s  rcgiilatoty objectives and has found i t  wanttng ni virtually a l l  instances While 
i i  I, n o t  i l ic  i i r t ~ i i t  o f  tlitb papcr to provide an  cxhawtivc hlstory of the FCC’s findings and 
w i i c l u m i i \  UII raic o f  rciurii regulation, i t  i s  worth inoting some o f  the spccific lnfirmittes the 
C‘otniniwoti Ii i is rdciittficd iii past proccedings bccausc thcsc remain relevant to this day In  
p.irticul:ir. Inany of thc Coniiiitssion’s spccilic conccrns over chc inccntlves created by  and tllc 
a~ l i i i i i i t s t ra l~ i~~ i  ot’a tatc of return regulatory rcgiinc Iiavc, as wi l l  be discussed in  a later section of  
11115 papcr, bccn boinc out by i i istaiiccs in which companies have bccn found to have manipulated 
ll ic pniccss foi tlicit bcncfit 



T l i c  first, and i i i o ~ t  comprchciivvc, cvaluatioii o f  rate ot' return regulation by  the Commission 
wa\ conduclcd 111 the Price Cap proceeding in the late 19YOs', in which i t  replaced ratc o f  return 
wlh price cap rcgulation a\  the incchanisin k i r  ovcrseeiiig the interstate rates charged, initially, 
by ATBiT a i d  later tlic large [LECs 111 the N(iticcs aiid Ordcrs in this proceeding, tlic 
C'oinmission laid out i n  considcrahlc dctail i ts  fiiidings oii the problcrns created by tlic iocciitives 
<tiid administration o f a  rate of' rclurn rcgiil;itory rcgiinc Princip31 ainong these wcrc 

I i icci i t ivc to Pad C ' o u ' ( R ) a t c  01' rcturn rcgulatioii provides regulated firms with very 
>tiotig i ncc i i~ i \~cs  to pad lhcir iatcs, for esscntially two reasons First, 3s a profit- 
t~ i . i~ i i i i i~ .c r .  the f irm I S  Icd 10 ;idopt ttic iiiost coslly, rather than thc mas1 efficiciit, 
i i iwst i i icnl  slralcgic\ bccaiisc i t s  primary iiicans of increasing dollar earnings under rate- 
ut-rcluin coiistraints is to ciiliirgc i ls ratc base This is coininonly known as the Averch- 
Joh i i so i i  cl'fcct o f  rate oi" rclurii regulation Second, siiice all operating cxpcnscs are 
iiicludcd iii a lirin's rc\ciiuc rcquirciiicnt tinder rate of rcturii, management has l i t t lc 
iiicciiti\c to n i in in i i~c  opcraling co5ts This i s  coiiiinoiily known as 'X-inefiicieiicy' The 
f i rm's  h ~ r c h o l d c r s  profit iron1 the f i rst phciionicnon and the benefits of l l ic second 
rcdouiid to tlic tirin's iiiaii:igcinciit 111 both cascs, Iiowcvcr, consuincrs suffer because 
1Iic~c disrortcd iiiccntivcs incrcasc the cob1 o f  doing busiiicss -and thus t l ~  rates 
coiisuiiicrs inuht pay for scrvicc"' The iinpact ofthi5 was clearly demonstrated by  the fact 
that. iii 1900, "the C'oniinon C;irricr Bureau has bccn able to ldcnttfy and disallow over 
$2 7 bil l ion i n  LEC iicccss chargcs hiiicc 1985 "' 
Lack ot  lncciilivcs IO Innovate - "The distortcd cfficicncy incentives cstablishcd by  ralc- 
of-return rcy la t io i i  also may liavc a negative cffcct on innovation Clearly, rate-of-return 
c~tablishcs 110 incciitivc to 'do thc sainc old thing a bcttcr way' - for cxamplc, by  
providing tlic saiiic service ill lower cost - because a carricr's reward for such iiiuovation 
IS 'I ~c.duction in its dollar ciiriiiiigs Such regulation may well have siinilar eKects on 
I I I C ~ I I ~ I V ~ S  to produce new producls aiid scrviccs The limit on the ability oca carricr to 
c x i i  icturi i\ on risky invcstniciits coinparable with SLICII risks, together with the polenlial 
r h ; i t  ai i  unsucccssful project wi l l  rcbult  in cost disallowancc, provide B rcasonablc bass to 
coiicludc that carricrs have rcduccd incentives to undertake such risks under rale-of- 
rc l~ir i i  rcgulatioii At bcst, rate-of-rcturii regulation is 'passivc' vis-a-vis iniiovatioii, 
ncillici Ibstcriiig i t  iior encouraging i t  Wc think thc public intcrcst IS bcttcr scrvcd by thc 
sdoption o i  rcgulalory method\ iiiorc attuned to ~t in iu lat i i ig innovation "' 
roicnti:il for Cross-Siib~idiratioii - "Carriers subject to this (rate o f  return) rcgulatory 
approacli have an I I I C ~ I I I I V ~  to sh i f t  soiiic o f  tlic costs of providing unregulated 
coinpctitivc scrviccs 10 regulated services, where ~ h c y  can be recovered from ratepayers 
ratlicr than rlic coiisunicrs o f  regulated scrviccs who rightfully bear these costs In so 
doiiig, the carrier can iiicrease i ts  profits and siniultaiicously disadvantage 11s 

'.(\'J)c disagree with those I\ h o  suggest that CrOSS-slibSidiLJlion Cali be addrcssed easily 
tinder ralc-of-return rcgulatioii through 'active and coiisisteiit oversight'. Such claims 
uiidcrslntr: thc diff icull ics inlicrciit in  oversight activities and igiiorc the long history of 
llicse difficultics C'oiiccrns about dilfcrcnt kinds of cross-,jubsidization have, 111 a very 
r c J  !xiisc~ dorninatcd federal tclccoiiiinuiiic~ition rcgulatioii sincc the advent of 

colnpclllors ..x 
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compclition 111 thc 1950s, and wcic  dctcrinincd Lo hc so iiitractahlc as to justify thc 
di;icuiiiaii .;olulioii ol.divcstitiirc 01’thc Hell System Durins the past few years, of course, 
wc Iidvc iiiiplciiicntcd a iiunihcr o f  regulatory techniques lo discourage cross- 
siihsidization bcwecn regulated and unrcgulatcd ac~ivit ics and improve our oversight 
capahilitic.: While thcsc sicps %ill act as a strong dctcrrcnt to cross-subsidization 
x t iv i I ic5,  our policics and piogiains can do no niorc than dctcr and atlenipt to detect such 
:ictiviIics, they caiiiiul clii i i inatc the powcrlul incentive that ralc-of-return rcgiilation 
c~ tdd i \ l i cs  Io engage in cross-suhsidizatioii ’”’ 
-~ Arliiiiiiistrotiy~c Transparency - “(A)diiiiiiistcriiig ralc of return regulation in  order to 
couiitcract tlicsc iiiccnlivcs i s  a dift icult and complex process, even when done correctly 
and we l l  (S)uch icguliitioii IS  built on the prcinise t l ial  a regulator can dctcrininc 
;iccur;ilcly what cost arc ncccssary LO dclivcr scrvicc 111 practice. however, a regulator 
iii‘iy Iiavc dil‘licully obtaining accuratc cost information as tlic carrier itself IS the sourcc 
of t icarly a l l  the inkmiat ion :thou1 i t 5  costs FLirthcrinnrc, no regulator has the rcsourccs 
to review iii derail the thourands or individual business j ~ d  vncnts a carrier makes before 
11 i~ccic~ch, (or cxainplc, to i i i \ ta l l  a new switching system ’’I 8 

I licrc is nu c\idcncc to indicate, and considerable cvidciicc to the contrary, that ratc of return 
regulation iis applicd to cstahlisli tiiiivcrsal scrvicc funding and interstate access rates for the 
rum1 ILFCs ‘i\wids tlic piiialls idciilified by lhe Cornmuhion ovcr a dccadc ago. The incentive l o  
pad co>ts. lack oC incciitivcs 10 innovate:, potential for crabs-suhsidizalion and lack of 
Ir;in\prcncy r i f thc underlying cost data arc as nilicli problems today as thcy wcrc thcn. 

In w b q u c n r  pro~ccdinys, the Conimission h a s  ieall irnicd 11s rcjcction of ratc of return 
rcsiilaiioii . albeit witl ioiit tlic dctailcd analysis II undertook in the Pricc C a p  proceeding In the 
Local Competition procccding. which cstablishcd thc pricing standards for unbundled network 
dz i i i c i i t s  and iiitcrconiicctioii, the Commission found that 

( A )  co\t-based pricing mcthodology hascd 011 forward-looking economic costs IS thc 
iippioacli for selling priccs that hcsl furthers the goals of the 1996 Act  In dynainic 
coinpctitivc markets, f i r ins lakc actiui i  h a d  not on cinbedded costs, but on thc 
rcI:itioiiship hctwccn market-dctcrinincd priccs and fo rwad look ing  cconomic Costs.. . 
Ncw ciitraiits qhould makc their dccisions whelhcr to purchase unbundled clcrncnts or 
build their own f i lc i l i t ics b a d  on thc relative economic costs o f  thcsc options By 
coniriist, bccausc thc cost of building a n  clenicnt is bascd on forward-looking economic 
CO?IIS, iicw entrants iiivcstiiiciit dccisioiis would be distorlcd if the pricc of unbundled 
clciiiciits wcrc hascd (in cmhcddcd costs 

I 1  

nc Coininisioii w e n t  on to elaborate 

Wc a i c  110t persuaded by ii~cuiiihcnt LEC arguments t ha t  prices for interconncction and 
uiihuiitllcd nciwork clcniciits inus1 or should iiiclude .my differcncc betwecn the 
cnibcddcd cos15 thcy hiivc iiicurrcd i o  provide those cleinciits and their current econoniic 
c o w  Ncitlicr a methodology that cstahltshcs priccs for interconncction and access to 
nclwurk cleiiicnls directly on l l ic corts rcflcclcd iii the regulated books of account, rior a 
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piicc h c d  on forward-looking cosl?. plus an additional amount rcllecting cnibcddcd 
cosis. would bc consistcnl with tlic apliroacli wc iirc adopting The substantial weight of 
~ o i i o i i i i c  coinnicniary in  the record suggests that an  ‘embedded cost’-based pricing 
iiicthotlology would be pro-coinpelitor-in this case the incumbent LEC-rathcr than 
pro-coinpchlion We lhcrcfoic decline to adopt embedded costs as the appropriate basis 
ol.xl l i i ig prices Cor iiitcrcmincclion and access to network ~1eiiiciit~.~~ 

111 t l i i l  p i ~ ~ c c d i n s .  i inlikc thc I’ricc Cap and Universal Service (discused below) proceedings, no 
c\ccplion I O  Ibrw;irtl looking ccoiioniic cobt (FLEC) bascd pricing rcquircnicnts was made for 
r u r ~  ILECs 

F ~ i i ~ l I y ,  in ~ s t a b l i ~ h i h g  a uiiivcrziil scrvicc support mechanism for non-rural carriers, the Joint 
I h i r d  (Iaicr d l i r i i i cd  by the Coiiiniission) again found that the application of FLEC using a 
piox)  i i i ndc l  [ti i.slabli>h wppor l  lcvcls woiild bcsl nicer Ihc Act and thc Commission’s uiiivcrsal 
\c iv icc  o b p t i v c s  The Joiiii Board slated 

We coiicludc that scttiii:: supporl al  forward-looking ccoi~omic cost lcvcls wi l l  allow us to 
cuiis~ruct a tinivcrsal scrvicc support iiicchniiism [ha t  wil l  prcscrvc and advance universal 
sciv icc and cncouragc cl’iicicncy Compctitivc firms w i l l  provide scrvicc using an 
approxiinalcly cl’fiocnt I C Y C I  of resources bccausc, i n  those instaiiccs when reveiiues are 
1101 suflicicnt. the wpport iiiccliaiiisin wi l l  provide tlic additional funds required lo 
i i i r i i i i tain scrvtcc hi principlc, using cos:( cstiinatcs generated by proxy models IS a 
I c;ison:iblc tccliii iqtic for dctrnmining forward-looking costs Proxy models, because they 
arc iiot bascd on ;my individual company’s costs, provide a compctitivcly neutral 
c~t in i i l~c  o f l l i c  cost ol‘plo\ idiiig wpportcd services’’ 

111 i l i i s  procccding, both thc Joint Board and Commission indicalcd their inlent evcntually lo base 
i i i i i v c r ~ ~ I  hcrvicc support for rural cart ic is 011 forward-looking costs, but, bccausc “the proposed 
niodcls could not ut this t ime precisely iiiodcl smal l ,  rural carriers’ Ihe Commission 
would continiic 10 iisc a sl igl i l ly ii iodilicd vers ion of the cxisttng cnibcddcd cost-based 
nic‘cliaii i~ii is ciniil Jaiiuary I, 2001 Tlic Commission found that l l ~ i s  would provide sufficient 
I i inc io dcvclop a iiiodcl that  would accurately prcdict rural carriers' forward-looking economic 
w s t b  Nc:\ci ihclcs~, the Coniiiiissioii fiilly rccognizcd the problems with conlinuing to use an 
wibcddcd eo51 mechanism tor run1  c;irricrs, stating. 

We find that the currciit support ~i iccl ia i i is i i is  ncitlicr cnsurc that I L K S  arc opcratlng 
c l f ic icn~ly iior cncouragc them to do so Indccd, by guarantccing carriers recovery of 100 
pcrccnt of a l l  loop co5ts 111 CXCCSF of 150 pcrccnt o f thc  national avcragc loop cost, the 
currciit high cost funding i~iccI ianisi i is cffcctivcly discouragc cfficicncy Thus, we agree 
wit11 CSE thnl calculating high cos1 support bascd on cmbcddcd cost i s  contrary lo sound 
c ~ o n o i n i ~  pollcy We coiicludc l l i a l  basing support on forward-looking economic cost or 
pcrliap:. competitive bidding w i l l  require telecoininunicatioiis carriers to opcratc 
~ i 5 c i ~ t i i l y  a n d  *ill t i c i l i i a ~ c  1110 niovc 10 coiiipclitioii in a l l  tc Icc~mmunicat ion~ 
in,irkcl\ 1 %  
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TIiL .l<)iiit l3u.ircl thcii cstablishcd l l ic  Ruiul Task Forcc (RTF) to rccoiiimcnd modifications to tlic 

Iiigli L'ov wppi i r i  mcchanisnis for rural carriers Thc RTF Cound thal signilicant anomalies 
i c w l i c d  wlicii the FC'C' >yiilhcsis (1pioxy) iiiodcl wah applicd to rural cariicrs, including large 
dirk iu i iccs bctwccn ii iodcl rcsults aiid actual data for l ine counts. wirc center arcas. route niilcs 
of ouls~dc plant, lypc ol' oulsidc pliiiil construction, COE invcstmcnt and other costs " As a 
rcsiiII. lhc RTF rccoiiinicndcd Ihal  I he Coininihsion continue to use a inoditicd cinbcdded cost 
i i i d i a i i ~ ~ i i i  i i i i t i l  2006 to al low tunc to develop a long term rural mcchaiiisrn that functions 
ct'licicntly. is bcttci coordiiiatcd with tlic inoii-rural incchaiiisin, and cffcctivcly targets support to 
i tiial carricis berviiig thc Iiiylic4 cost aicas The Commission subsequently adopted the RTF's 
rccomlncrldallon Ii 

~~I t l iougl i  Wcsicii i  W i rc l cs  wi l l  coiiIinuc lo support ~nanitainnig thc status quo until 2006, the 
( 'oml imy bcIicLcs 11 1s timc lor Ihc C'omniissioii arid tlic J o i n t  Board lo begiii a concerted effort 
I O  ~lc\:clop 2 rI..EC model [hac cTfcctivcly and accunrcly ~stinialcb the cfi icicnt cost of providing 
wpportcd suiviccs for rural cari icrb This c t k t  could also involve a rcwcw of thc existing 
synthesis iiiudel used Cor iioii-rural carriers and the inclusion of wirclcss costs lo ensure a 
tooicliiidtcd ~pproac l i  to universal service funding (or all segments o f  thc industry The 
dcvclopmcnt d ' i  i icw FLEC model should coinnic~icc as won as possible because the process 
itill i i i c~~ i tddy  be conlrovcr$i;il ;ind rcquirc considcmblc l ime and rcsources (siniilar to the 
process ofdcvcloping the synthesis model) However, Wcsrerii bclicvcs that, due to advances in 

iiwdcliiig. mapping and ycocoding tccliiiiqucs since thc development of the synthesis niodcl, the 
p i d ~ l c i n s  in i l ic application of that model to rural carriers idcntilicd by thc RTF can potentially 
be ~ l \ ' c l c ~ > ~ l l c  

A S  miis diwusscd above, the Commission lias ful ly cvaluatcd the cffcctivcncs of and incentives 
cicalcd by rate of return rcgulalioii and consistcntly found i t  wanting These problems have not 
been cured by the passage or t in ic  As wi l l  bc discussed in the ncxt section of this paper, in those 
few publicly documented instances i n  which the Commission (or the NECA) has been compelled 
io l i i l ly  invcsligatc tlic data rcportcd by ratc of return carriers, they have almost ~ncvitably found 
w r i o u s  problems None of th is  i s  sui~prisiiig and provides furthcr cvldcncc o f  the need to 
'ih,uidoii rate u( retiirii rcgulntion fiir a l l  tclccoii iniuii ie~tions carriers. 

Manipulat ion of the Rate nl' Return Process 

Ui~~urpi-i~inyly, carriers frcquciitly act oil tlic i ~ ~ c c ~ ~ t i v c ~  crcatcd by ratc of return rcgulauon This 
15 cspccially I iuc with rcspcct 10 inicrstatc intcrcarricr compcnsutlon rcccivcd by  ILECs under 
ratc o f  rctuin inccl iai i is im, such as access charges, settlements, atid universal service Cunding. 
As '1 niccliil i i isiii l o r  collccting rcvciiuc, iiitcrcarrier compcnuation has a number o f  advantages 
over tlic provision ot' retail xrviccs. cspccially Tor smaller lLECs the process IS well established 
atid opcratcs i-clativcly automatically (through NECA, USAC and CABS), thcrc are no 
r6,xkcting L w t s .  icvcnucs Jrc relalively uiiaffcctcd by a company's own  customcrs' demand 
~ ~ i s t i c i ~ i c ~ .  Iiislorically (at  l u s t  tint11 the WorldCom and Global Crossing bankruptcies), thcre 
ncrc \ c i y  Iun levels oT uncollcctiblcs. and, the lcvcl  of scrutiny o f  rcportcd costs i s  relatively 
l o w  (cspccidly 111 conipari\on to tlic ,ciuiiiiy accorded in stale ratc case aiid show cause 
procccdtngs) Conscqucntly. ratc of return ILECs have evcry incentive, and in many cascs the 
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a l~ l i i y ,  to iiiahiniizc tlicir rcvcnucs froin iiitcrsiatc access scrviccs diid thc uiiivcrsal scrvicc fund 
and i t  appears they l iavc done so 

Tlicrc arc a iiuirihcr of i n d i c r l t ~ r ~  that suggcst ratc o f  return lLECs liavc engaged in, or attcmptcd 
IC) ciigiigc in, iiiIcr\tilic rcvciiuc ~ i i ~ i ~ i i i i i ~ a ~ i o i i  ovcr tlic years For example, as was noted abovc, 
llic fCC i i i  1990 indicated that tlicy had disallowcd over $2 7 bi l l ion i n  LEC access charges 
aiiicc 19x5 iiiidcr rate ofrcturil rcgulation I‘) In addition, in i t s  Commciits, Wcstcrn idcntificd an 
i i i c i c a x  of ovcr $191 niillioii in llic I L K  poition or the USF since 1999 that cannot bc 
s\pl;iincd by ircgiilatory changc5 (MAC;, C A L L S  and RTF) implcnicntcd during that period.”’ 
ruithcr. AT&T, i n  a recciil ex p x l c  filing, showed (hat rate o f  return carricrs f i l ing Form 492 
Reperis h a d  cxpciicnccd intcrslatc ovcrcaniings of ovcr 16218 mill ion in  the 2001-2002 pcriod, 
l i ~ l l ~ r ~ ~  iiig ovcrcaiiii i igs d .ippioxirri;ilcly $92 millioii in 1999-2000 and $121 million in 1997- 
I W X  I ’  Thcs  indicators clcarly chow that carricrs liavc ackd on the iiiccntivcs crcatcd by rate 

0 1  rciiirii icgiil;itioii and, apliaciit ly. iiicrcasiiigly siicccssfiilly i n  rcccnt years 

Thcic I iwc  hccn a nunibcr of instaiiccs in the relatively rcccnl past i n  which rate of return 
corricrb hiivc bccii found to li;ivc violaled or egregiously manipulated the Commission’s 
accouniing and costing rulcs in order 10 niax inwc their interstate rcvcnucs While Western 
hclicvcs Thai ilicsc. cxaniplcs incrcly represent the tip or lhe iccbcrg, they arc illuslrativc o f  ways 
i n  ul i i~l i  c i~ir icrs have aclcd on ttic incciitiveh crcatcd by ratc o f  return regulation They also 
pic)\ idc sciiiic guitlancc on nrcas iii which i l ic  Coinmission could ciiliance i t s  oversight of rate of 
rctiii i i c:irricib u n i ~ l  II caii iiiiplcnicnt a FLEC inodcl for dctcrniining all carricrs’ uiiiversal 
S L ~ l v I c c  rcccipts 

111 IYYU, VITELCO lilcd a Rcqucsl lor Dcclarelory Ruling with tlic Coniniission to rcsolve a 
dibpiiic wi l l i  NECA (of \+h ich i t  was rl incinhcr) ovcr thc treatment of interest expense in i t s  cost 
w d y  Atlantic Tclc-Nclwork Company had purcliased VITELCO froin I’M and borrowed 
i l p p r o ~ i i i i i i t ~ l y  $100 ini l l ioi i  IO linaiice tlic purchasc, of which $60 inillion was recorded on 
\‘ITFLC‘O’s hook5 VITELL’O rook the posilion that i t  should not be required 10 deduct the 
i~itcrc?.I cxpc i iw  from i t \  rciurn allowaiicc for tlic purpose o f  determining i ts federal income lax 
c x p c i i x  lor ratcinakiiig purpose.; (which would dccrcasc ~ t s  intersbate rcvciiiic rcqiiircment) Thc 
C‘oi~iiiiissioii. liowcvcr, disiigrccd, noting that the company’s rcxulatcd plaiit was pledged as 
scwrity for the loaii  and upheld NECA’s iiitcrprcialion ot‘rhis issue.?' 

\Vlicii ihc Cumniiszic~ii replaced the Par1 67 jurisdlctioiia~ separations procedures wi th  Part 36 in 
I987.” IT ,illowed lo1 the dircct assignment 0 1  ccrtain plant C O S ~ C  to the intcrstatc or intrastate 

JLiiibdiciioii 11- t l ic tacility was used cnelusivcly tu provide interstate or intrastate scrviccs. A 
i i i i i i ihcr of cai’iicrs begin to iisc dircct assigniiicnr quite cxtcnsively, most of which were direct 
~ ~ \ ~ i g i i i i i c i i l s  lo intcrstalc scrviccs, and l l ic  Comniission was forccd to clarit) that 11 intended a 
rcluti\.cly Iiiiiilcd role for dircct ;issignincnt i n  the separaiions proccss 2J 111 particular, thc 
Chcsl icakc atid Potoinac Tclcplione Coiiipaiiy had atkmptcd to constriic an alloc3tioii of lrunk 
icsling cxpcnzc i t  Iizid dcvclopcd as a pcriiiittcd dircct assignincnt and a number of carricrs 
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di iccl l? n \ \ i y icd   o oil ions of corportilc opcialions cxpcnsc rathcr than use the prcscribcd 
: I ~ ~ O C d l I O I l  ~iiclur 111 each oi thcsc In~ ta i l ccs ,  the Commission rcjcctcd lhc carriers' position as a 
i ~ i i s i i ~ ~ ~ ~ ~ p i c . ~ i i ~ i o n  U i  Part 30 '' 
,VEC,4 .Aitd;~.v uf i l ie  RBOCs ' C~intmoir Line Pool Renortinl: 

l'hc C u i n i i i i ~ s i ~ i i  had Ibun(l that  tlic RBOCs had iiiadc sonic unuwully large adjustinciits to the  
NI-.C'4 C'oinnioii L i i ic  (CL) Pool in Dcccnibcr 1988 (shortly before they were permitted to exit 
tlic Common ILiiic Pool), adjustiiiciits apparently encouraged by  RBOC members of the NECA 
Board As a icsull, thc Cornmission ordcrcd NECA to commission an audit o f  the RBOCs' 
reported xl jusl i i ic i i ts  to the C'L Pool froin January 1988 through March 1989 The results of th is  
audit rc:Lcalcd mi>slalcinciils or iiiiscalculalions 01' interslate costs and revenues during this 
pciiud of $37 X inillion for N Y N E X ,  $23 2 inillicin Ibr  Bell Atlantic, $22 8 mil l ion for 
Aiiiciitc.ch, $I6  2 inillioii Tor US Wcst, S 9  7 illillion for Southwestern Bell, $6 2 inillioii for Bell 
South and S 1  4 niillioii Cor Pacific Bell Most of thcsc inisstatcincnts were found to have 
hci ict i tcd the tompanics at the cxpcnsc 0 1  intcrblatc ratepayers The audit uncovcrcd a wide 
rmgc tit' violat ioi is ot' Parts 32, 36, 64, 65 and 69 of the Cominission's Rulcs and related 
pol i i ics  "' Subsqic i i t ly ,  cach of the RHOCs cntcrcd into Consent Decrees with the Commission 
\a IiicIi rcquircd t h e  car i ic is LO, dqxndiiig on lhc individual carrier, make exogenous price cap 
a d j i i ~ l l i i c n l s  ot'up to S I3  7 iiiillion (Bell Atliui~ic), conduct audits of thcir internal control3 and/or 
cuircci  ihcir accouiitiiig piacticcs l o  conform to the Cominission's Rulcs 

1997 Aniirtul Acce.+\ Tariff Filinm-Cusli Wurkiirr Cunilal 

In i i i vc \~ iga t i i i g  thc 1997 :iniiud accc~h tar in'  liling or scvcral rate of return carriers, the 
C'aniiiiission identified significant prohlcnis with llic lead-lag studics u x d  by lhesc carricrs to 
dc\vlop tlic cash working c;ipiliil coiiiponcnt o f  the ralc basc The Commission had established 3 

15-da) siandaid allo~aiicc (I c rc~cnucs arc collected, on average, I S  days after the payment of 
cadi  cupcnscs) whicli, whcii multiplied by avcragc daily cash cxpcnse, produccs tlic rate base 
c a d i  woikiiig capital allou:iiicc Carricrs arc, howcvcr, allowed to use a longer net lag if 

.iuppt~rlcd by a properly pcrlornicd lad-lag study '* The cash working capital or lour carriers 
was hnscd oii iict lag day5 l i r  iii cxcess of llic standard allowance, ranging from 46 days for 
Concord Tclcphoiic Company to 71 8 days for Pucrto Rico Telcphonc Coinpany The 
C ' ~ ~ ~ i ~ i i n ~ s ~ o ~ i ' s  rcvicw o f  thc coiiipanics' lcad lag studics rcvcaled a raft o f  problems, including 
laigc' out-or-pcriod or rctroacllvc adju~tiiicnts, outdated studics that failed to rctlcct currenl 
opcr~tiuns, and inconwtcnt study pcriods Coiiscqucntly, the Conimisslon ordcrcd all four 
c a r r i c i ~  i o  r c w r l  lo I l ic I S-d:iy \t;lndard allowancc and providc refunds with inlercst 

,j 12;s' itf'Anclriiru*.c Traffic Fac1or.r 

111 2fJUU, GC'l (a11 Alaskan IXC' and CLEC) filed n cornplalnt alleging that ATC. K S '  
pwdcccssoi. liad bccn countiiig ISP traffic 2s iiiterstafe, rathcr than intrastate, and counting only 
'1 sinslc du l  cqtiipiiicnl iiiiiiiitc (DEM) rathcr that] two Tor intriioffce local calls in dcvcloping its 
iiitcrst:itc t r~i f l ic  xns i l i vc  acccss rates TIm was in direct contravention o f  established 
C'oinini~scon po l i c ic~  and rcsultctl in A I 'U  carniiig ;I rate ot'rclurii 011 its traffic sensitive scrviccs 
01. over 32'56, h i  111 c x c c s  of it\; alloivcd rate o f  return o t  I I 25%. Thc Commission rulcd 
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agmiibt A X  arid awarded damagcs with intcrcsl 'I) Subsequently, iii December, 2001, in its 
Llirill. l i l iny i n  icsponsc to tlic M A G  Ordcr, ACS of Aiichoragc continued to use as i t s  baaclinc 
rcvciiuc rcquircincnt lor  this tiling. llic w n c  revenue rcqinrcnienl it had uscd in  2000 1.e based 
011 lhc I i a l k  r X l o l S  disallowed by Ihc C'oniiiiission Coiiscqueiilly, the Coinmisslon r c p t c d  
A('S' lilcd rdlcs urijust arid utircasuriablc lo llic cxtciit tiicy wcrc based on the unlawlul traffic 
I;lcror~\ ) I  

8Meiiltric Irrilc!i~.l,mclr.n/ Ti4et~himc Coiripiiti p Hirh Cosr Re/wr/ing 

111 1097, Moultric Iiidcpcndciil Tclcphoiic Company, a small rural I L K  in Illinois, transferred 
n u  ncrihip of  many of its nuii-loop a w t \  to iiii a l l i l i a lc  and thcn leased them back a t  cost to the 
tclcplioiic coinluny, Ircatiiig tlic Iciisc cob1 as aii operating expensc and excluding the assel costs 
lroiii the iiiic base Whcn Moultric wbinittcd ils 1997 cost study to tlic NECA, this trcalnienl 
ii.wllcd iii i t s  Iiigh cost loop fund payments g:"ing froin $15 per year per loop to $433, as 
hlouhi ic's accuuntiiig Ircatniciit rcbultcd iii a much larger proportion of i t s  operitmg expenses 
bung ,issrgricd to i l ic loop clcrnciit NECA rejcclcd Moultric's cost study on the ground that i t  
viol.iicd thc Part 36 rcquircmcnt (hat. wlicn subslantial amounts of property arc lcased hack to a 
coli ipmy hy i i i i  aHili;irc for cost study purposrs, the property should be treated as if i t  IS owned 
by tlic tclcplionc company Thc Commiasion uphcld NECA's interpretation and ordered 
Moultric to r c d x i i i l  i t s  cost bfudics rctlccting the proper trcatmcnt of thc sale-leascback 
I s i l i l s a C t l u l l  32 

C'lcarly, cdrrieis havc acted on the iiiccntivcs crcatcd by rate of rcturn regulation 111 ordcr to 
iiiri\iriii7c Ihcii inicrstatc USF and acccs  iuvciiucs The cxamples citcd above likely reprcscnt 
onl) thusc insluices i n  which IIic attcnipt to inai i ipulak the process was sufficiently hlalant that 
the N t C A .  intcrvcncrs and/or the Coinmission stcppcd in lo addrcss and rcmcdy the violations 
Othcr iiisliulccb Iikcly eillicr rcii i i i i i i  uiidclcctcd or arc dcalt with through thc NECAIUSAC 
o\ crsight lui ict ioi is Unt'oitunatcly, t l ic results ut. these orgaiiirations' audits or revicws OC 
cai-ricr\' USF rclatcd daia reporting arc not  publicly available, so Western IS unablc to evaluate 
1 1 1 ~  crkccivcnc\s o f i h c s c  ovcrsighl runetrow 

Enhancement 01-the USF Oversight Process 

\l.cstcrii d iony ly  bclicvcs that high co\t support lor all carriers should be based oil an 
;ippiopriatcly ilcsigncd FLEC model 10 cliimnalc Ihc incentives to pad costs, enhaiicc efficiency 
iiicciiiivcs, cliiniiii i lc Ihc putunual tor cross-suhsidiration and render the underlying input data 
~ i ; i i i ~p~ i r c i i t  to :dl parties, not just tlic ILECS Ncvcrthclcss, Wcstcrn commits 10 maintaining the 
statu5 quo throush 2006 and rccognizcs that such a model wi l l  takc at least that long to dcvclop 
Lli i l i l  that timc, or i f  the c f b t  to doc lop  a FLEC model for rural carrtcrs I S  ultimatcly dcemcd 
iiiffiisiblc, Wchtcril bclicvcs lliilt ciihanccd oversight u l t l i c  cost and line c o m t  data subnultcd by 
L-I c'z may y o  ii long way towards s~criiiiiiiig tlic growth of the high cost fund 

4 iiuiiihcr of factors suggest I h d  stroiigcr uvcrsighl of the high cost fund i s  necessary to cnhencc 
lhc Iiiiiisparcncy o f t l i c  proccss and limit llic pulcntial for ahusc: 
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Wli i lc  NECA docs rcv icw raw o f  rcturn carriers' cost study and high cost fund 
stibniissioiis, ll ic scope and outcomes of tlicsc reviews are not made public 
Coiiscqucnlly, i t  I\ not p o s ~ b l c  Tor outsldc partics to cvaluatc the crt'ectivencss of thcsc 
r c L ' i c w  and ilicir elTcct oii cari icrs' compllancc with the Coniniission'a Rules and 
I~oIIcIc\ 

NECA uiiiply docs no1 Iiavc sufficient staff to coiiduct htriiigcnt rcvicws/audits of a l l  
c i i i i i c i s '  cost d a h  According to 11s w b  siic, NECA lias only 48 "Membcr Scrviccs" 
rlall; IIic pcrsoiiiicl rcspoiisiblc for cost study rcvicws, in i t s  seven regional offices 
Because IIicsc NECA pcrsonncl also havc othcr rcsponsibilitics and over 1,500 
coiiipanicr rcccivc high cost support, i t  would be physically impossiblc for NECA to 
coiiducl coinprchcnsivc rcvicws o f  a l l  or C\ICII a significant number ofcarricrs' cost data 
I'urilicr. USAC hbid only hcvcn tntcrnal auditors and spent only a l i t t le uver a nullion 
do l l xh  111 2002 on cutcriidl aidit s c r v i w ~  for oversight o f  311 the USF programs, not just 
hi:h cost 

G ivcn  (lie compovtioii oT its Hoard o t  Directors, i t  is unclear whcthcr NECA is 
stiiticiciitly iiidcpcndcnt ot  rate or rcluni ILEC iiitcrcsts to support a strong oversight 
t i incr io i i  O f  its tiftccn mcmbcr Hoard of Directors, SIX are from Subset Three, 
reprewil ing thc st i ia l lc r  ILECs, the two Subset Two Dircctors, rcprcsenting thc niidsizc 
I L M ' s .  arc froin IBIC o f  return carricrs that rcccivc considcrablc USF (Century and TDS) 
and, o f  the h c  outsidc Dircctorb, two arc former RUS administrators and onc i s  froin an 
a~ l i l i a ic  of:i ratc d r c t i i r n  ILEC 

Whilc tlic well ptiblicizcd problcins with the E-Rate programs have not ycl splllcd over 
iiito rlic high cost fund programs, thcsc problems dcmonslralc that parlicipailts do act in 
tlic inccntivcs created by thcsc prograins and that tllc existing ovcrslght functions havc 
not bccn adcqualc 10 curb the potcnlial for abuse 

i l  
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In order to ciihuiicc ovcrsiglli or l l ic high cohl programs, Wcstcrn recommends Ilia1 thc following 
programs Jiid policies bc put iii placc 

C'arricrs' cosi stiidtc5 and otlier data submissions supporttng thclr high cost funding 
h o u l d  bc riiadc publicly available Inamuch as USF IS cssciitially a form of public 
luiiding. Ihc basis for ihis fiinding should be a niattcr ofpubl lc record The data available 
wotild includc Part 36 and 6Y co51 htlidlcs aiid supporling workpapcrs, the company's Part 
64 Miiiiual and r c d t i i i g  rcgulutcd/nonregulatcd 1 x 5 1  allocations, dctdds of all acfillatc 
tr<1ns;ictions Involving Ihc regulated tclcphonc operation, financial stalemcnts for Ihc 
tclcphonc company and all  its altilintcs, LSS and fICL calculations, and linc counts. AS 
this is s imi la r  to tlic lypc ofdata providcd by rate of return carricrs subJccl lo thc FCC's 
Tmf< Rcvicw Process and in stntc riiic cases, thcrc IS aniplc prccedcnt for making this 
typc of data a.vaihblc Cor puhlic hcrutiiiy Carriers would havc the opportunity to request 
ci)nlidcii l lal i ly for any data conqidcrcd conipctitively senhitive Given that maiiy oC the 
iilicinpts lo m:liilptilnic thc race or return pruccs$ discussed in the previous scction wcrc 
l i i h l  idcnlilictl by 1);irtich othcr lliiin l l ic Coiiiniission or NECA, this expailsion of the 
I l n lwJsC of'"ovcrsccib" would f ~c i l i t a l c  (lie idcntilication o f  potciitial instances of abuse 



~ l h c  iewlts of any r c v i c w  o1'cost studies or othcr dalla subnitsstons involving high cost 
I ' t i t idi i i~ conducted by NECA or USAC ovcr tltc past thrcc years should be tnadc publicly 
av,til,iblc This would enable outside parties 10 cvalualc Ihc effectiveness of the existing 
ovcivg111 process Again, thcrc 15 picccdcnt for rclcusing such information, for cxarnplc, 
the FC'C's ic lcax  of  thc rcsults of its audits of the RBOCs' coiititiuing property records 
("Cl'R>") 111 1999 ii 

11; i ib  Wcslcrn suipccls, ICVICW ol' l hc  mforniation providcd pursuant to the above 
rcc.oiiiiiieitd;ltioit~ mdicatcs tliiit the existing ovcrsiglit proccsscs arc ~nadcquate to detect 
r i i ; l r i>  itidatices o f  iibusc. ai1 ciiltanccd audit'rcvicw process sliould be pul 111 place This 
proccs;\ ;\huitld Iiilvc Ihc lbllwvitig k3tuies 

Audit;\ oTllic d d a  uiidcrlyiiig the high cost submissions of cvcry carrier rccciving 
"substai~ttal aiiiciunt\ or USF would bc conductcd cvcry three years, morc 
licqucittly ~f thcrc wcrc a signiticani IIICIL'~SC iii a company's ycar ovcr ycar 
fuiiding rcqucds Thc audtts would ciiconipahs rhe previous thrce years of data 
sii bin issioii s 

Thc uudils \%ould bc conductcd by truly irldcpciidcnt firms ( l  e ,  public accounting 
firins, t i o f  coiisultiiig firin\ wi lh othcr rclationships wi th rural I L K S )  following a 
\cope o f  work approved by thc Coinmission 

1'0 ciisurc mdcpcndciice, thc audit firm(s) would be sclcctcd and supcrvtscd by 
l l ic  FCC and/or USAC 

The audit5 would bc coiiductcd 011 rclativcly short nottce to cnsurc compally 
recurds wcrcii't m~i i ip i i la lcd or falsified 

Coiiipanics would be rcquircd to provide tul l  access to their books and rccords 

Thc results ot'tlic audits would he made publicly availablc 

C'ompiinics liwnd io Itiivc violated tho Conmussion's Rulcs and policics in their 
~ubinissions would no1 only bc rcqulrcd to repay the amount of cxcuss rundiiig 
rcccivcd but would hc subject to fincs for s~goificant vio131ions c g clalnning morc 
than 110% of' what they \vcrc due In i ruly cgrcgious cases, the carr~ur would 
bccoinc tiieligihlc tor futuic runding 

Wchic111 bzl ic\cs t h c x  audits ahould bc a s  comprchuitsivc as possible to cnsurc the ~ntcgr i ty of 

uork  lor h i  i i i itl it process, dl  Icabt tlic followmg types ot ' issu~s should bc reviewed 
ilfgi1 C O ~ I  iui~d111g proccs5 WIII IC I[ i s  not rhc intctii of this paper [o filly define the hcope of 

Luop C'ounts ~ Arc dl loops classiticd accurately (cspccially those batwccn the switch 
and I S K  and ISDN-PRI versus dig1131 trunk Iincs)? Arc subscribcr l ine chargcs asscsscd 
wrrcct ly"  

IO 



I i n c s t i i t ~ i ~ ~  Classifi~;iliuiir - Arc only Cicilitics providing scrvicc in the study area 
rc(lcc1cd ti1 tcportcd COS15’’ Do Ihc company’s CPRs and circuit counts support the 
asrigiiincnl ut’ C&WF bcthcci i  the subscrtbcr, cxchiingc trunk, intcrcxchaiigc and 
hu~t/rci l iotc catsgorics’) Arc rciiiotc switchcs and cuncriitrators appropriately classified 
according IO RAO I x l l c r  ‘21’’ Arc the cosls o f  Class 4/5 switches accurarely allocatcd 
hctwc.cn the Imdctn a i i d  local switching categories’? Are DSL costs fully capturcd niid 
abiigncd l o  the apprupriatc catcgotics atid ~urisdiclton based on the spccd and typc the 
~~civ iccz.  provided" Arc a11 building costs, cspecially CO buildings, treated as such’? Do 
direct awgniiicitls of iiivc\!nictits o r  cxpcnscs confurni to Commission policics? 

Par1 04 ~ Docs tltc cornpiiny i i i a i i i t a i i i  and fullow ai up-to-date Part 64 Manual? Docs 11 

cwiiorm lo the Comiiit.;siuii’h picscribcd COS1 a11ocation liicrarchy” Arc adcqualc intcriial 
ctiiiirols in placu” I s  il ic gcncral allucaror appropriatcly dcvcloped and applied? 

Al‘ i i l ialc Transaclioiis - Arc only recoverable costs under the Part 65 Rules included in  
~ii:iitagcnicnt fccb or other charges froin unregulated aftiliatcs (excluding ilcins such as 
ncq~ti’;icton adjuhlniciits, lubbying costs, ctc )” Ai-c thcsc charges bookcd lo the correcl 
Part 32 ac~oiii its for thc functions provided by the affiltatc? Do any sale and lcasc back 
nr I~ngc inc i i t s  i c t l w l  llic Part 36 substanl i~~l  property rcquircnicnt‘7 

Accoiiiitinr: C l a ~ s i I i c ~ i t i o 1 1 ~  ~ Arc costs, cspccially thosc lhal would bc subJKl to tllc HCL 
Fuiid corpuliilc cap, bookcd to tltc cotrcct Par1 32 accouiits7 1s iiitcrcst expense 011 debt 
scc~ircd by tlic assets 01‘ tlic lclcphonc company shown on the regulated books and 
~rctlcclcd i n  ~ a l c u l a t t o i ~  or Ccdcr;il and state income tax allowaiiccs” Is tnlcrcst during 
com(ruction calculaccd correctly and rctlcctcd as a revenue rcqutremcnt offsct? 

C a s h  Worktitv C a p A  - I f t l i c  company docs not use the 15-day standard allowance, does 
i t  Iiavc a cuircnt Icad-lag study that follows l l l c  Commission’s prcscr~bcd polictcs and 
practices” Do the intitttiiuin bank balances rctlcct oitly conipcnsaling balaiiccs? 

\t‘cstcrii bclicvcs that iiidcpciidciit audits of company rcporliiig practices that address ISSUCS such 
as 1hu~2 idcntiiicd above would ptoducc high cost fund savings far i n  cxccss or the cos1 of the 
audits t l lc l l lsc lvc~ 

Cunclusiun 

~I Iic ( t t i i i t t t i ss io~ i  has evaluated rate of rclurn rcgulalrun in a vartcty or contcxts over lhc las! 
l i l i ccn  y c m  dnd coiisislcntly fouiid that i t  fails to mcct 11s regulatory ObJccllvcs The inccntivc 
1.1 pact cost\. lack or incci i i ivc~ to innovate. puteiitial Cor cross-subsldlzation and lack of 
I : , I I ~ ~ L N U I L ~  tciilaiii fiindamcntal aiid inciactablc probleins that  have deficd solution And, as the 
c.;:rinplcs pro\ildcd in t h i s  paper demonstrate, cumpanics have frcqticntly acted on the incentives 
~ i v : i i c d  2nd altciiiplcd 10 inanipdiilc the system to thcir bcnctit Adoption of a n  el’rective FLEC 
inodcl IU dewlop a11 carricrs’ iiiiivcrsaI scrvicc costs and fundins would enable the Commission 
IO abandon ll ic i d c d  rate of icturn m~.cI ianis in oiicc atid for all Until sucli ttmc as a rcliablc and 
3cctiii itc FLEC niudcl can bc dcvclopcd, or if that prove:, infcasiblc, until a viable altemattvc can 
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bc dc~clopcd, niorc stringcnr ovcrvy l i i  01' llic high cost fuiidiiiy and rcporting proccss should bc 
i i is l i t t i tcd ah prupoxd in 1111s p p c r  


