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Today,June14, 2004 David Lawsonof Sidley Austin Brown andWood, RobertQuinn
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requestthat you placeit in the recordof the proceedings.

Sincerely,

Attachment

CC: JessicaRosenworcel



AT&T Corp., CCDocketNos. 93-193, 94-65,94-157

RAO 20
1996EXOGENOUS COST INCREASES



AT&TCorp., CCDocketNos. 93-193, 94-65, 94-157

BASIC FACTS

• Other PostretirementBenefitsor “OPEB” obligations areamountsthat the Bells expectto pay in future
yearsto retirees(in the form of medical,dentaland otherbenefits),and are thuseffectively a zero interest
loanfrom employees.

• Prior to 1993,theBells’ reflectedin theirbooks,only OPEB amountsthat theywereactuallypaying,rather
thanamountsthattheyowedto employeesin thefuture.

• In 1991, the Commissionrequiredthe Bells to also reflect future OPEB obligations as liabilities on their
regulatoryaccountingbooksasof January1, 1993.

• Long-standingCommissionpolicy (and basiceconomicprinciples)hold that ratesshould not providea
returnon suchzero-costsourcesof funds. Investorsareonly entitled to earnreturnson funds theysupply.
Correlatively, to obtain an accuratemeasureof returnsan ILEC is actuallyearning,the ratebasemust be
reducedto reflect the fact that someassetsare fundednot only by investors,but by OPEB and otherzero
costsourcesoffunds.

• TheOPEBliabilities arezero-costsourcesoffunds. TheBells havethefreeuseofthe moneytheyshowas
OPEB“liabilities” on theirbooksfor yearsbefore they actuallyhaveto pay anythingout to the retirees.
1995 Price Cap Order, ¶~J292, 307 (10 FCCRcd. 8961 (1995)).

• Accordingly, in 1992, the CommonCarrierBureaurequiredthe Bells to deductOPEB amountsfrom their
ratebases(astheyhad long beenrequiredto do for indistinguishablepostretirementpensionbenefits).RA0
20Letter(7 FCCRcd.2872(1992)).

• TheBellsdeductedOPEBsfrom theirratebasein 1992, 1993, 1994and1995.

• In 1996, the Commissionruled that the Bureauhad actedbeyondthe scopeof its delegatedauthority in
issuingtheRAO2OLetter. 1996SuspensionOrder, ¶ 19(11FCCRcd. 2957(1996)).

• The Commissiondid not questionthesubstantivecorrectnessof the Bureau’sdecision. To the contrary,in
the sameorderthat rescindedtheRA0 20Leiter on that purelyproceduralground,theCommissioninitiated
a proceedingto memorializethesubstanceoftheRAO20Letter in a formalCommissionrule;nine months
later theCommissiondid just that. OPEBRateBaseOrder (12FCCRed.2321 (1997)).

• The Bells seizedupon the few month period betweenrecissionof the RAO 20 Letter and the formal
adoptionofthenewrule asan opportunityto appropriatewindfalls from ratepayers.

• Specifically, theBells did thefollowing:

> Theyretroactivelyreversedtheratebasedeductionsfor 1992-1995.

~ By reversingtheratebasedeductionsfor prior years,the Bells increasedtheir ratebasefor thoseyears;
the higher ratebasemadetheir “returns” for thoseyearsappearsmaller; the Bells thencontendedthat
with lower returns,their sharingobligationsin thoseyearswould havebeenlower.

> The Bells then recoveredthose purported “over-sharing”amountsby adding,as a lump sum, those
amountsto their1996ratesthrough“exogenouscost”increasesto their1996pricecapindices(“PCI5”).

• The Commissionimmediatelysuspendedthe Bells’ tariffs, orderedan accounting(to ensurerefunds)and
openedand investigation. (11 FCCRed. 7564,¶ 4)

• This proceedingis partofthat ongoinginvestigation.
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THEREHAS NEVERBEEN ANY DOUBT THAT THE BELLS ACTIONS WEREUNJUST AND
UNREASONABLE

• TheCommissionhasalreadyruledthat theBells’ ratebasepracticeis unjust andunreasonableand would
allow themto overrecoverby forcing ratepayersto payreturnson assetsfundedwith zero-costfunds.

> OPEBRate Base Order, ¶ 19 (12 FCCRed. 2321 (1997)(“becausethe amountsrecordedin Account
4310arezero--costsourcesof funds,ratesshouldnotprovidea returnon thoseamounts)).

• TheBells’ thereforeclaim that theCommissionis powerless,asa legal matter,to stopthemfrom exploiting
rule gapsthat they claim bar the Commissionfrom reachingthe undeniably correct result in this tariff
investigation.

• The Bells obviously beara heavyburdento demonstratethat the Commissionis without authority to do
whatthepublic interestso clearlydemands.Theyhavenotremotelymet thatburden.
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THE BELLS FOCUS ON THE WRONG ISSUESAND THE WRONG RULES

• The Bells focuson whetherthe Commission’s1996 ratebaserules allowedthemto restate1992-95rate
bases(in direct contraventionoftheCommission’spolicy with regardto zero-costsourcesoffunds).

> ThePart65 ratebaserules atthetime ofthesetariff filings statedthat“[t]he ratebaseshallconsistofthe
interstateportionof theaccountslisted in Sec.65.820thathasbeeninvestedin plant usedand useful in
the efficient provision of interstatetelecommunicationsservicesregulatedby this Commission,minus
any deducteditemscomputedin accordancewith Sec.65.830.” 47 C.F.R. § 65.800.

> Because47 C.F.R. § 65.830did not, at that time, specifically addressOPEBs— which is not surprising,
giventhatthe OPEB liabilities did notevenexistwhentheratebaseruleswerepromulgated— the Bells
claimthat onceRAO20 hadbeenrescinded,theCommissionhasno choicebut to allow themto restate
theirratebasesfor eachyearfrom 1992-95.

• Thereare at leastthreefundamentalflaws in theBells’ argument.

~ First, the Bells’ focuson the Part 65 Rules is misplaced. Assuming,arguendo, that the Bells could
lawfully haverestatedtheirratebasebackto 1992,it doesnot at all follow that it waslawful for themto
usethosechangesto implementmassiveexogenouscostincreasesto theirPCIsandrates,asthey did in
the 1996tariff filings at issuehere. Theirability to do the latter is governedby the Part 61 price cap
rules, not thePart65 ratebaserules. And thePart61 pricecaprulesexpresslyandabsolutelyforeclose
thechallengedexogenouscostincreasesat issuehere.

V’ Thepricecaprulesallow for periodicadjustmentsto price caps,but only asexpresslyauthorizedby
theformulacontainedin thoserules.

~( Ratechangesbasedupon“exogenous”costchangesarestrictly limited.

V’ Undertherules in effect in 1996 (and today), “[e]xogenouschangesrepresentedby the term ‘delta
Z’ in the [currentperiodPCI] formula. . . shall be limited to thosecostchangesthattheCommission
shallpermit or requireby rule, rulewaiveror declaratoryruling.” 47 C.F.R. § 61.45(d).

V’ The Bells do not disputethat they neversought (much less obtained)a rule waiver or declaratory
ruling permitting them to implementthe disputedratebase-restatementgeneratedexogenouscost
increasesto their 1996PCIs.

V’ The Bells have not identified a pre-existing Commissionrule that expresslyauthorizedthose
exogenouscost increases.

The Bells point to 47 C.F.R. § 61.45(d),which, asone componentto the “delta Z” exogenous
cost factor in the PCI formula, requiresthe Bells to “make such temporary exogenouscost
changesasmay be necessaryto reducePCIs to give full effect to any sharingof baseperiod
earningsrequiredby thesharingmechanism.”See 47 C.F.R. § 61.45(d)(emphasisadded).

• The“baseperiod” is the“12 monthperiodendingsix monthsprior to the effectivedateof annual
price cap tariffs.” 47 C.F.R. § 61.3(e). The effectivedateof the Bell’s 1996 tariffs was July
1996,whichmeansthattherelevant“baseperiod”was 1995.

• Thus,undertheBells’ “sharing theory,”they could,at most,invoke § 61.45(d)asajustification
for reflectingreversalof theOPEBdeductionfor the 1995 baseperiodratebasethat is usedin
theexogenouscostsharingadjustmentauthorizedby that rule.

• With respectto earlieryears,the Bellsquite plainly areseekinganextraordinaryexogenouscost
increaseto their 1996PCIsandratesthatis neitherpermitted,nor required,by any Commission
rule.
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• And, in any eventthereis a secondindependentcommissionrule that categoricallyprohibitsthe
Bells from increasingtheir1996PCIsto accountfor OPEBsin anyyear,evenfor 1995.

• In 1995,theCommissionexpressly“limit[ed] exogenouscosttreatmentofcostchangesresulting
from changesin theUSOA requirementsto economiccostchanges.” 1995Price Cap Order, ¶
292.

• The Commissionunambiguouslyruled that “when an accountingchangethat otherwisemeets
the existing standards for exogenous treatmentalso affectscashflow, carrierswill be ableto
raisePCIsto recognize this effect,” but “[w]ithout a cash flow impact, carriers will not be ableto
raisePCIsto recognizeanaccountingchange.” Id. ¶~J292, 294 (emphasisadded). Thus, at the
time ofthetariff filings at issuehere,an ILEC was requiredto maketwo independentshowings
tojustiFy any exogenouscostincreaseto PCIs: (1) thatthe increasewasauthorizedby rule, rule
waiver or declaratoryorder, and (2) that evenif the increase“otherwise meets” that standard,
that it alsohasacashflow impact.

• But at thetime the Bells filed their 1996 tariffs, the Commissionhad alreadydeterminedin the
same1995 orderthat unfundedOPEB amountsareexactlythetype of accountingchangesthat
have no economiccost or cashflow impact. Id. ¶ 307. The “cash flow impact” rule is thus
categoricalandfatal to theBells’ 1996 tariff filings.

~ Second,even ignoring the Part 61 exogenouscost rules, and assumingthat the Part 65 rules are
controllinghere(astheBells do), it doesnot follow that the Commissionmustallow theBells’ to make
theretroactiveratebaseadjustments.

V ThePart65 Rulesonly addresshow to computetheratebasefor thecurrenttariff year.

V Nothing in the Part65 RulesauthorizesLECs retroactivelyto changetheirratebasesfor prior years;
nordoesit authorizeLECs to computeany under-recoveryfrom suchchangesin the currentyear’s
ratesthroughan exogenouscostincrease.

V TheCommissionhasampleauthority in this proceedingto determinewhetherits rulespermit such
retroactivechanges.

V The Bells contendthat Part 65 of the Commission’ rules (47 C.F.R. §~65.800-830)contain the
exclusivelist of items that must be includedand excludedfrom ratebasecalculationsandthat the
Commissionhas no authority in subsequenttariff investigationsto addressthe proper rate base
treatmentof newassetsor liabilities or othernew circumstancesthat arenot expresslyaddressedby
therules.

• TheBells readfar too muchinto the ratebaserules. 47 C.F.R. § 65.830simply lists items that
“shall be deductedfrom the interstateratebase.” There is no indication in the rules or any
Commissionorder thatthe itemsthat appearin § 65.830at any giventime aremeantto be the
exclusivelist for all time, never to be expandedor contractedexcept through prospective
rulemakingsoutsideof tariff investigations.

• Rule65.830reflectstheneedto reducetheratebaseon which investorreturnsaredeterminedto
reflect thefact thatsomeportionofthefirm’s assetshasbeenfundedwith capitalsuppliedfrom
sourcesother than investors— investorsearnreturnson the capital theysupply. All “zero cost”
sourcesof capitalmust be deductedif returnsare to be properlycalculatedand, of course,not
eventhemostprescientregulatorcouldhopeto anticipateall of themyriadforms that suchzero
costcapitalmight take. The categoriesexpresslylisted in section65.830at any giventime thus
merelyreflecttheonesthat havecometo theCommission’sattentionto that point.
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• The Commissionhas, in fact, neverreadthe Part65 list of inclusionsand deductionsto be so
rigidly exclusiveasto precludecase-by-caseconsiderationof the appropriatenessof particular
costs that have not yet been specifically addressedat the time a tariff dispute arises. For
example,in 1995 theCommissionfoundthatAmeritechhadbeenimproperlyincluding an equity
componentin its cashworking capitalallowance,which is includedin theratebase. Ameritech
contendedthat “becausetheequity componentwasnot specifically listed amongthe exclusions
[in the Part 65 rules], it canbe includedin cashworking capitalcalculationspendingfurther,
more specific pronouncementsby the Commission.” (10 FCC Red. 5606, Appendix A ¶ 6
(1995)). Ameritecharguedthat “the applicablerule, Section65.820(d),continuesto beworded
in a way that permits the inclusion of an equity componentin the developmentof the cash
workingcapitalallowance.” (Id. ¶ 5). The Commissionrejectedthat argument,and statedthat
“even if the Commissiondid not specifically excludeequity from cashworking capital in the
[original rules], the omissionin the order cannotlogically or legally be relied upon to justify
including equity in earlier calculations [i.e., calculationsprior to the Commission’slater order
clariFyingthat equitywasto be excluded].” (Id. ¶ 6).1

• If the Commissionwere constrainedto dealwith eachnewgray or unanticipatedareaonly in a
rulemakinginitiated afteratariff disputearoseandwith rulesthat couldapplyonly to subsequent
disputes, as the Bells’ contend, the Bells could with impunity use all new unjust and
unreasonablepracticesthat theCommissionruleshavefailedto prophesyto raiseratesin atleast
oneannualtariff filing. Thathasneverbeen— andcouldnotrationallybe — thelaw.

• It is thuswell settledthatin tariff investigations,the Commissioncanaddto its rulesto account
for newcircumstancesin a mannerthat is consistentwith the public interest and Commission
policy. “[A] tariff investigation is a rulemakingof particularapplicability under the APA,”
AccessReformTariff Order¶ 81(13FCCRed. 14683,¶ 81(1998)),in which “[t]he Commission
routinely makessignificantpolicy andmethodologicaldecisionsbasedon therecordsdeveloped
in tariff investigationsandsuchdecisionsdo not violatethenoticeandcommentrequirementsof
the [APA].” (MemorandumOpinion and Order,Implementationof SpecialAccessTariffs of
LocalExchangeCarriers, S FCCRed.4861 (1990); 5 U.S.C. § 55 1(4))

• The Commission thus can in this tariff investigation reject the Bells’ proposedrate base
restatementsto reflect the reality that the Bells’ practicewith regardto OPEBswassimply not
contemplatedoraddressedby ratebaserules.

1 In afootnoteto its May 13, 2004Letter, Verizontriesto distinguishthis caseby notingthat theCommissionin
that order relied on the fact that cash working capital had “always” been limited to “cash expenses”and
excluded“equity.” Verizon March 13, 2004 Letter, at n.4. But that only provesAT&T’s point. Here, the
Commissionhasalwaysheld that zero-costsourcesof funds shouldbe deductedfrom the rate-base,andthat
unfundedOPEB amountsarezero-costsourcesof funds. In the Ameritechcase,the Commissiondetermined
that equity amountsshouldnot be includedin cashexpenses.In both cases,Commissionrecognizedthat those
long-standingprincipleswere not necessarily“explicitly” statedin the Commission’srules or orders. In the
Ameritech case(~J6), the Commissionstatedthat “even if the Commissiondid not explicitly excludeequity
from cashworkingcapital . . . the omission . . . cannotlogically or legally be relied uponto justify including
equity in earlier calculations.” Likewise,here,the fact that the Commission’srules during a short 9-month
window in 1996 did not explicitly requirethe Bells to deductOPEB amountsfrom their ratebasesdoesnot
meanthatthey canlogically or legally includeOPEB amountsin their ratebasesin violation oflong-standing
Commissionpolicy.
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• Thatis not, astheBellswrongly suggest,tantamountto an unjustifiableabout-faceon theproper
rate basetreatmentof OPEBs,but the filling of a clear gap in thoserules, which is standard
agencyfare.

• The Commissionwould not be interpretingits rules in a way that “arbitrarily and capriciously
disregarded”the text of those rules asthe Court found in SouthwesternBell, but forthrightly,
reasonablyand with fair notice construingand supplementingthose rules to addressa new
practice.

• The road to reversal here is the one urged by SBCand Verizon of mechanically applying the rate
baserules without regardto their core purposes. See,e.g., C.F. Communicationsv. FCC, 128
F.3d735, 740-41 (D.C.Cir. 1997) (rejectingCommission’sinterpretationofrulesbecause“[t]he
Commission . . . unreasonably. . . ignored the context” of the rules); Corporate Telecom
Servicesv. FCC, 55 F.3d672, 675 (D.C. Cir. 1995) (rejectingCommission’srule interpretation
asinconsistentwith the“valuestheprovisionis supposedto embody”); WAITRadiov. FCC,418
F.2d 1153, 1157 (D.C. Cir. 1969) (“That an agencymay dischargeit responsibilitiesby
promulgating rules of general application which, in the overall perspective,establishedthe
‘public interest’ for a bradrangeofsituations,doesnot relieve it of anobligationto seekout the
public interest in particular, individualized cases”).

> Third, evenif the Part 65 rules authorizedthe LECs to makeretroactiveratebaseadjustments,those
rules would conflict with the Part 61 rules and the 1995 Price Cap Order, which preclude the LECs
from making exogenous cost adjustments to account for the OPEBcosts at issue here.

V This conflict createsan ambiguity in the Commission’srules, which eventhe Bells concedethe
Commissioncanresolvein this tariff investigation. VZ May24 2004Ex Parte at 4 (the Commission
hasauthority to interpretthe price caprules in tariff investigationswhere“the price cap rules, by
theirterms,areambiguous”).

V And the Commissionalreadyhasdeterminedthat allowing such exogenouscost treatmentwould
violatethejust andreasonablestandardsoftheAct. 1995Price Cap Order.
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EVEN ASIDE FROM THE PRICE CAP RULES, THE COMMISSION HAS AN INDEPENDENT
OBLIGATION TO REJECT “UNJUST AND UNREASONABLE” RATES

• The Commissionhas an independentobligation to rejectratesthat are unjustand unreasonable.E.g., 47

U.S.C. §~201 & 202.

• As noted,theCommissionalreadyhasdeterminedthatpermittingLECs to recovertheOPEB costsat issue
herethroughexogenouscostincreasesis unjustand unreasonable.OPEBRate Base Order, ¶ 19 (12FCC
Red.2321,¶ 19 (1997)).

• Only Verizon attemptsto addressthe Commission’s obligations under the Act to reject unjust and

unreasonablerates. But Verizon’sargumentsdo not withstandscrutiny.

> Verizon assertsthat the 1996 tariffs areper se lawful becausethey compliedwith the Commission’s
1996pricecaprulesatthattime.

V First, as noted, Verizon’s tariffs did not comply with the Commission’s 1996 price cap rules.
Verizon’s tariff violatedthePart61 exogenouscostrulesandthe1995Price Cap Order.

V Second,at best,the Commission’srulesin 1996were ambiguouswith respectto how LECs should
addressthe Commission’s9-monthrecissionof the RAO 20 Order. The rules did not expressly
permit retroactiveratebaseadjustments. And the Commission’sexogenouscost rules precluded
exogenouscostincreasesassociatedwith thoseratebaseadjustments.As noted,Verizon admitsthat
theCommissionis authorizedto resolvesuchambiguitiesin tariff investigationssuchasthis one.

V Third, it is not truethat the a tariff that complieswith the Commission’spricecap rules is per se
lawful, andcannotbereviewedto ensurethat it is just andreasonableasrequiredby theAct.

• The Commissionexpresslyrejectedthat preciseargumentin 1991, immediately afteradopting
the price cap rules. Dominant Carriers Order, ¶~J203-206 (6 FCC Red 2637, ¶~J203-206
(1991)).

• “U S Westcontend[ed]that ‘thereis no suchthing asan unlawful ratebasedon overearningsin a
price capenvironmentwhen . . . all price caprulesareadheredto.” Id. ¶ 203 (quotinga U S
WestPetition). The Commissionfound “no adequatesupport for th[at] absolutistview.” Id. ¶
206. “The possibility remains. . . that ratesfor specific servicesmay be set at unreasonable
levels, or be unlawful in other ways” and “compliance with the price cap rules doesnot
necessarilymakethis impossible.” Id.; see also 13 FCC Red. 10597,¶ 7 (1998)(“Even under
pricecapregulation,carriersbearanobligationunderthe CommunicationsAct to tariff just and
reasonablerates”); 6 FCCRed. 4891,¶~J9-10 (1991)(noting that compliancewith the pricecap
rules is “not the sole criteria on which the lawfulness of a rate in a tariff investigationor
complaintproceedingis resolved”).

• Verizon ignorestheseconsistentholdingsand insteadrelies on out-of-contextsnippetsfrom ¶
202 and footnote211 of the DominantCarrier Order. Thoseportionsofthe Dominant Carrier
Order merelysuggestthat a complaintchallenginga carriers’tariff solelyon thegroundsthatthe
carriers’ revenuesare too high would be foreclosed if the carrier complied with the
Commission’spricecaprules. Id. ¶ 202 (“[a] complaintagainsta pricecapcarrierthat is based
solely uponthetheorythatratesareunjustandunreasonblebecausetheratesproduced[high]..
earningswould be dismissed”);id. n.21 1 (“Only filings that makepricechangeswithin capand
bandlimits arepresumedlawful andstreamlined,andevenfilings thataresubjectto streamlining
may be investigated. The only complaintsforeclosedby price cap regulationare thosebased
upontotal interstateearnings”).
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• These provisions clearly have no application here becauseVerizon’s tariffs are being
investigated not “solely” because Verizon’s total earnings were too high, but because Verizon’s
rate base-generated exogenous cost increase to its PCIs was unjust and unreasonable.

• The other orders cited by Verizon (Verizon May 24 Ex Parte at 2-3) merely statethat the
Commission’s price cap rules were designed to produce just and reasonable rates, and thus
compliance with those rules is necessary to produce just and reasonable rates. But those orders
do not even remotely suggest that mere compliance with the price cap rules is sufficient to
produce just and reasonable rates.

> Verizon also purportsto advancea “new” argumentthat unfunded OPEBs arenot really zero-cost
sources of funds. But this “new” argument was first advanced by Verizon’s predecessor, Bell Atlantic,
and othersin the proceedingthat resultedin the OPEBRateBaseOrder and, basedon the full record
addressingthat issue,theCommissionproperlyrejectedthethat argument. OPEBRate Base Order ¶~J
16-17.
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THERE ARE NO LEGITIMATE POLICY ARGUMENTS FOR ALLOWING
THE BELLS TO KEEP THE OVERCHARGES

• The Bells argumentsthat the Commission should allow them to keep tens of millions of dollars in
overchargeson public policy groundsarebaseless.

• The Commissionhasrepeatedlyrecognized,“[e]very customerhas the right to be chargedlawful rates.”
MemorandumOpinion and Order, 17 FCCRed 24201,CommunicationsVendingCorporation ofArizona,
Inc., et al. v. CitizensCommunicationsCompany,17 FCCRed 24201, ¶ 47 (2002). The Bells, “having
initially filed the rates and . . . collectedan illegal return . . . .must . . . shoulder the hazards incident to
[their] . . . actionsincluding.. . refund[ing] of any illegal gain.” Id.

• There is no legitimate basis for allowing the Bells, who were fully on noticethat refundswould be required
if their 1996 exogenous cost increases were found to be unlawful, to keep those amounts.

• Verizon nonethelessarguesthat the Commissionshouldexercise“discretion” to put the Bells in the same
position they would have occupied but for the Bureau’s procedural error in issuing the RAO20 Letter.

~ But requiring refunds would put the Bells in the same position they would have occupied but for
issuanceoftheRAO20 Letter.

V The Commission has consistently stated that it “agreed with the Bureau” on the substance of the
RAO20 Letter. OPEBRateBaseOrder¶~J17-19; 1996SuspensionOrder ¶ 25.

V Thus, if the legal error complained of had not been made — i.e., issuanceoftheRAO20 Letterby the
Bureau,ratherthan the full Commission— there would havebeena binding Commissionorder in
placeduring the 1992-1995periodrequiringdeductionof OPEB liabilities from ratebases.

‘V Indeed, evenin the besteasescenariofor the Bells — no RAO 20 ruling by the Bureauor the
Commission in 1992 — this issue would have been resolved in the first year that theBells attempted
to base sharing on rate bases without OPEBdeductions. Because the Bells have never had any
seriousargumentasto why OPEBsshouldnot, like otherzero-costfunds,be deductedfrom therate
base,the Commissionwould have suspendedthe Bells’ tariffs (as it did the first time theytried to
implement their schemein 1996) and expeditiously issued an order that precludesLECs from
includingsuchzero-costOPEBamountsin therate-base.EvenundertheBells’ erroneousview that
such a rule could operate only prospectively, that means that in the “but for” world that the Bells
posit, they could, at most, have gotten away with their scheme for the first year (1992).

> Verizon refers the Commission to cases where rates adopted by regulatory agencies were found to be
unlawful by reviewing courts, and where the agencies were permitted to exercise discretion to correct
the legal error by permitting the utility retroactively to recover the difference between the unlawful rates
and newly-determined lawful rates. See,e.g., Verizon Direct Case Reply at 15.

V But, as the cited decisions make clear, the agency’s discretion to permit retroactiverate changesis
grounded in a court ruling that prior ratesadoptedby the agencywere, in fact, heldto unlawfully
low levels — the error correction doctrine is designed to serve equitable interests when substantive
legal errors have been made.

V The Bells plainly have no such equitable interest here. They seek pure windfalls. And the “error”
that they rely upon here is not a substantive legal error at all, but simply a procedural error — the
wrong Commissionentity issuedthe plainly lawful ruling that OPEBs, like other zero cost funds,
must be deducted from the rate base. There is no basis to conclude that the Bells’ rates in 1992-1994
wereunlawfully low — andcertainlyno courtdecisionso finding.
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> Verizon alsoclaimsthatthat it would be unfair to issuerefundsbecause“Verizon wassimply following
theCommission’sclear,contemporaneousinstructions.”

V But, asdemonstratedabove,that is not true. Verizon’s exogenouscost increasesviolatedmultiple
Commissionrules.

> Verizonnextclaims thatit shouldnot be requiredto issuerefundsbecausethecarriersthatpaidthe tens
of millions of dollars in overchargesmay have recoveredthose overchargesfrom their end user
customersthroughincreasedratesin unregulatedlong-distancemarkets.

V Thatpreciseargumenthasbeenrejectedby the Commission.SeeMemorandumOpinion & Order,
CommunicationsVendingCorporation ofArizona v. CitizensCommunicationsCompany,17 FCC
Red. 24201 (2002). There, defendantsargued,as Verizon doeshere, “that carriers should not
receivea refundbecausetheyhavealreadyrecoveredfrom theircustomersthefull [overcharge].

[andtherefore]arefundwould amountto doublerecovery.” Id. ¶ 47.

V In rejectingthat argument,theCommissionexplainedthat, in “a marketwith unregulatedprices,the
carriers were entitled to chargetheircustomersa surchargefor per-call compensationor, indeed,to
raise the retail rate to any level they think the marketwill bear. But therecoveryof the surcharge
doesnot underminethe legitimacyof the expectation that the carriers would eventually recover a
refundbecausetheypaid anunlawful rate. . . . Carriersmay haveset theirbaseratesor madeother
businessplansin relianceonsuchan expectation,andwewill not disturbthoseexpectationsbecause
ofthepossibility ofan appearanceofdoublerecovery. Indeed,theconceptofdoublerecoveryis not
particularlymeaningfulin amarketwherepricesarenotregulated.” Id.

V In any event,Verizonhasprovidedno evidence thatAT&T or any othercarrierfully recoveredthe
tens of millions of dollars in overcharges from end user customers. In fact, it is not evenclearthat
AT&T and other carriers could successfully have recovered the Bells overchargesthroughincreased
rates.

• Basic economics teaches that increased rates result in decreaseddemand. Therefore,even if
AT&T and othercarrierstried to passon the Bells unlawful overchargesto end-usercustomers,
thedemandfor AT&T’s and othercarriers’ serviceswould havedeclinedwhich, in turn, would
have reduced revenues. And Verizon has provided no evidence that, even if AT&T and other
carriers increased rates, the corresponding revenues were sufficiently compensatory. This is fatal
to Verizon’s argument. E.g., MemorandumOpinion and Order on Reconsideration, 1997Annual
AccessTariffFilings, 13 FCCRed 10597,¶ 9 (1998) (finding that “excessive.. . CCL charges.

artificially depress[ed] demand. . [and] also. . . transfer[red] . . . revenuesto the LECs from
theirpotentialcompetitors,theIXCs” and “refundsarenecessaryto protectend-users’and IXCs’
interestsin the developmentof competitionand in obtainingjust and reasonabletoll calling
rates”).

> Verizon’s argument also fails on fundamental policy considerations. Permitting the Bells to keep tens of
millions of dollars in overchargeswould createadditional incentivesfor Verizon and othercarriersto
implement unlawful tariffs that include substantial overcharges because they would know that even
when the overcharges were ultimately deemed unlawful that they would be permitted to keep them.

• Finally, thereis no merit to the Bells arguments that theyshould be immune from refundsjust becausethe
Commission failed to resolve these proceedings in a timely manner. The Bells’ earned a windfall of tens of
millions of dollars financed by AT&T and other ratepayers. There is no legitimate basis for allowing the
Bells to retain thosewindfall overchargessimply becausethe Commission,for whateverreason,failed to
complete these investigations in a timely manner.
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BELL ATLANTIC UNLAWFUL BACKDATING

OF OPEB RULES
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BACKGROUND

• In 1990, theFederalAccountingStandardsBoard (“FASB”) adoptedStatementof Financial
Accounting Standards Number 106 (“SFAS-l06”), effective December 15, 1992, which
establishednewfinancial accountingand reportingrequirementsfor otherpost-employment
benefits(“OPEBs”).

• In December1991,the Commissionissuedan order that required LECs, by January 1, 1993,
to conform their regulatory books with the new SFAS- 106 financial accounting rules. (6
FCCRed. 7560,¶~J3, 5 (1991)).

• Verizon chosevoluntarily to implementthe accountingchangein its regulatorybookswell
before it was requiredto do so, in 1993. Verizon statesthat on December31, 1991, it
notified the Commissionthat it would implement the SFAS-106rules immediately (and
retroactively)asofJanuary1991.

• In its 1993/94and 1994/95interstateaccesstariffs Verizonsoughtto recoverpurported1991
and 1992 costs associatedwith its voluntary early adoption of SFAS-106 by increasingits
interstate access rates, claiming that its voluntary early adoption of SFAS- 106 resulted in
“exogenous cost” increases that justified increases to price cap indices (“PCI5”).

• The CommissionimmediatelysuspendedVerizon’s tariffs, set an accounting order (to keep
track of potential refunds)and openedan investigationof Verizon’s tariffs. (7 FCC Red.
2724, ¶ 8 (1992)).

1
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VERIZON’S RATE INCREASES WERE UNLAWFUL

• Thereis no longerany disputeon themerits that allowing Verizon to keeptherate increases
it collected in connectionwith the 1991/92period of voluntary early adoptionwould be to
grant Verizon a pure windfall at the expense of ratepayers.

> The Commissinruled in 1995 that the proper SFAS-106 accounting changehad
absolutely no cash flow or other economic impact. 1995Price Cap Order, ¶ 309 (10
FCCRed.8961, ¶ 309 (1995)).

• Verizon’ s argument therefore is that theCommission’srulesin placeat thetime ofthetariff
filing did not allow the Commission to reach the correct outcome and require refunds.

• But there were in fact two separateCommissionrules in place in 1993, eachof which
independentlyforeclosetheVerizonrateincreases.

> First, the Commission’s1990 Price Cap Order madeclear that “no GAAP change
canbegiven exogenoustreatmentuntil FASB hasactuallyapprovedthechangeand
it hasbecomeeffective.” (S FCC Red.6786,¶ 168 (1990)).

V It is undisputedthat the“effective” dateof SFAS-106 was,asexpresslystatedin
theorderpromulgatingthatrule, December15, 1992.

V The Commission’s rules therefore prohibited Verizon from making any
exogenouscost adjustmentfor any SFAS—106 costsincurredprior to December
15, 1992.

V Verizon’s responseis thatthe relevant“effective date” shouldnot be the dateon
whichtheFASB rule changeitselfbecameeffectivebut insteadthedateon which
Verizonchoseto maketherule effectivefor its own internalaccountingpurposes.

• That interpretationof the rule is foreclosedby both its plain languageand
clear Commissionprecedent:(1) it would render the effective date rule
meaninglessasit would permit carriersarbitrarily to choose“effective dates”
and (2) the Commissionhasrejectedthat argument. In anearlier 1990order
theCommissionrejectedAT&T’s attemptto obtainexogenouscosttreatment
in connectionwith AT&T’s own voluntary early adoptionof SFAS-106. (5
FCC Red. 3680 (1990)). Like Verizon here, AT&T had arguedthat FASB
would soon adopt the SFAS-106 changesand would make those changes
mandatoryby 1992andthatAT&T hadinternallyalreadymadethosechanges
effective. TheCommissionsquarelyrejectedAT&T’s claims for exogenous
treatment,and it must do the samewith respectto Verizon’s claims for
exogenoustreatmentfor periodsprior to theeffectivenessof SFAS-106.

> Second,any costsassociatedwith the 1991/92 periodof early voluntaryadoptiondo
not satisfythedefinition of“exogenouscost” undertheCommission’s1993 rules.

V LECs arepermittedto obtain exogenouscost treatmentonly for costs that are
“beyond the[ir] control.” 1990 Price Cap Order ¶ 166; SouthwesternBell, 28
F.3d 165, 170(D.C. Cir. 1994).

V The Commissiondid not requireVerizon to reflect SFAS-106in its accounting
booksuntil January1, 1993.
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V Any implementationof SFAS-106 prior to January1, 1993 wasthereforeentirely
within Verizon’scontrol.

V Accordingly,any costsrelatedto suchearlyimplementationcouldnot be treated
asexogenouscostswithin themeaningoftheCommission’srules, andthuscould
notbe usedto increasepricecaps.

V Contrary to Verizon’s assertions,SouthwesternBell, 28 F.3d 165, supportsthis
straightforwardapplicationof the 1993 rules. In SouthwesternBell, the Courtdid
nothingmorethanrejecta prior Commissionfinding thatthe “control” test could
be interpretedto meanthat a LEC maintainscontrol, even after an accounting
changehasbecome“mandatory,”simply becausethe LEC retainscontrol of the
underlyingOPEB costs— e.g., the LEC retainsthe ability to control thetypesof
post-retirementbenefitsit paysto its employees.TheCourt reasonedthatsuchan
“underlying control” criterion was not part of the Commission’s“control” test
under the existing rules. SouthwesternBell, 28 F.3d at 170, 173. Here, by
contrast,Verizonhadcompletecontrolover its decisionto implementSFAS-106
early, which is fully consistentwith the D.C. Circuit’s holding. As the Court
explained,the SFAS-106 accountingchangewas“outsidethe control” of carriers
“once mandatedby the Commission.” SouthwesternBell, 28 F.3dat 170. Thus,
under the classiccontrol test applied in SouthwesternBell, Verizon maintained
completecontrol over whetherto adopt SFAS-106prior to January1, 1993, and
such costs,therefore, arenot “exogenous”costs that canbe recoveredthrough
subsequentrateincreases.47 C.F.R.§ 61.45(d).

V Verizon makesmuch of the fact that it was “permitted” and “encouraged”to
makethe accountingchangeprior to January1, 1993, but that is irrelevantto the
questionwhethersuchcostchangesare exogenous. As explainedabove,a cost
changeis exogenousonly if it is truly beyondthe controlof thecarrier, andprior
to January1, 1993,costchangesrelatedto SFAS-106werenot.
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VERIZON MISCALCULATES ITS HEADROOM

• Verizonstatesthat it shouldnotbe subjectto refundsbecauseit hadsufficient “headroom”in

the 1993/94tariff period,evenwithout additionalexogenouscost increasesto its pricecaps.

• Verizonhasofferedtwo headroomanalyses,both of whicharewrong.

> First, Verizonarguedthat it couldavoidrefundsevenin price capbasketsin which it
eoncededlylackedheadroom(the specialaccessbasket)by applying headroomthat
existedin otherbaskets(thecommonline andtraffic sensitivebaskets).

V But the price cap rules operateon individual baskets,not collectively for all
baskets,and the CommissionhasrepeatedlyrejectedLEC attemptsto “borrow”
headroomfrom onebasketto avoidrefundobligationsin anotherbasket.See,800
Database Recon. Orde, ¶ 17 (12 FCC Red. 5188, (1997)) (“We . . . find
unpersuasiveargumentsby various incumbentLECs that we should not require
refundsbecausetheycouldhaveraisedratesin otherbaskets”).

> Second,Verizonofferedan equallyunlawful, basket-by-basketapproach.

V The 1993/94tariff period ran from July 1, 1993 throughJune30, 1994. During
thattime period,theVerizonratesat issuewere governedby one basketandrate
structurefrom July 1, 1993 throughFebruary28, 1994(the specialaccessbasket),
anda secondbasketandratestructurefrom March 1, 1994 throughJune30, 1994
(thenew “trunking” basket). Under the first basketand ratestructure,Verizon’s
API exceededits PCI for its special accessbasketsby $5.4 million on an
annualizedbasis, i.e., the “headroom”was$5.4 million. The secondbasketand
ratestructure,which startedin March 1994,implementednewCommissionrules
that requiredVerizonto rearrangethe costsallocatedto different basketsand to
createa newbasketcalled “Trunking.” Thenewtrunkingbasketincludesall of
the specialaccessbasket,which had virtually no headroom,and transportcosts
that were formerly in thetraffic sensitivebasket. And whenthe transportcosts
were transferredto the new trunking basket,a portion of the traffic sensitive
basketheadroomwasalsoeffectively transferredinto thatnewbasketaswell.

V Verizon’s newaccountinggimmick is to computeheadroomin thespecialaccess
basketfor theentire 1993/94accountingperiodby averagingthe headroomunder
thetwo basketandratestructures— i.e., treatingthecombinationofbasketsasif it
hadoccurredin 1993.

V The Commissionhas rejectedthis approach. In the 800 databaseproceeding
several LECs, including Verizon’s predecessors,tried to avoid refunds by
averagingheadroomavailableunder different tariffs in effect during the same
year. TheCommissionexpresslyrejectedthat“averaging”approach: “Regarding
[the] . . . argumentthat [LECs] . . . shouldcalculatetheirheadroomamountsby
not averagingthe offset for theentire year,but ratherby comparingratesto caps
at distinctpoints in time, we agreethat suchweightedaveragingshouldnot be
allowedbecauseit distorts theheadroomcalculation for thoseLECs.” 800 Data
Base Order ¶ 13 (emphasisadded). Accordingly, the Commissionrequiredthe
LECs to computerefundsby comparingthe APIs to theirPCIs in thetariffs that
were in effectfor eachtimeperiod. Id.
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V CorrectingVerizon’s error, and applyingthe propercomputationalmethodology
confirmsthatunderVerizon’s basketand ratestructuresfrom July 1993 to March
1, 1994, Verizon’s API for the special accessbasketexceededits PCI by $5.4
million on an annualizedbasis. Theratesusing thosebasketand rate structures
were effectivefor two thirds of the year,so Verizon is subjectto refundsfor at
least two thirds of thoseannualizedamounts,or $3.6 million, evenif Verizon
couldbe givenheadroomcredit for the latterthird ofthetariff year.

V Given the circumstances,Verizon shouldnot be given headroomcredit for even
the last third of the tariff year. Thereis no establishedmethod for computing
refundsfor the uniquesituationthat arosein the last third of the 1993/94tariff
period. Ratepayersstill werepaying thesameexcessivespecialaccessratesthat
they were paying for the first two-thirds of the year becauseVerizon never
loweredits rates— it waschargingthe sameexcessivespecialaccessratesthat it
waschargingthe first two thirds of the year. However,the basketrestructuring
reflectedin that new tariff createdthe illusion that Verizon’s excessivespecial
accessrateswere legitimate, becausethe newly computedAPIs fell below the
newly computedPCIsfor thenewbasketasawhole. In this uniquesituation,the
Commission’susual method for measuringovercharges— i.e., comparing the
APIs to thePCIsfor eachbasket— doesnot work, becausesucha comparisonno
longerprovidesa valid proxy for overcharges. The most equitableoutcomein
this situationis to computerefundsusing the specialaccessheadroom(or, more
precisely,the lackof specialaccessheadroom)that wasin effect for thefirst two-
thirdsoftheyear. Becausethespecialaccessratesin effect for thefirst two-thirds
of theyearwere set to over-recover$5.4 million on an annualizedbasis,andthose
specialaccessrateswere not changedafterthe March 1 basketrestructuring,the
Commissionshould requireVerizon to refund the full $5.4 million that was
actuallycollected.

V As for the refunds due in the 1994/95 tariff year, there was no basket
restructuring,eliminatingany opportunityfor Verizonto apply“averaging.” And
Verizon and AT&T agreethat during the 1994/95 tariff year, Verizon’s APIs
exceededits PCIsfor thecommonline, traffic sensitive,andtrunkingbaskets,and
the total amount of theseoverchargesis more than$2 million. SeeExhibit A
(attached);VerizonMarch 1, 2004Ex Parte,Attachmentat 12.

V Verizonthusowesratepayersat least$7.4 million in refundsfor the 1993/94and
1994/95tariff periods.
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ADD-BACK ISSUES



AT&TCorp., CCDocketNos.93-193, 94-65, 94-157

BASIC FACTS

• Theconceptof add-backis fairly straightforward:

> Prior to January1, 1991, the LECs were subjectto “rate-of-return” regulation,whereby
the LECs’ interstateaccessrateswere setto targetaprescribedrate-of-return. If aLEC
earnedareturn thatexceededthe prescribedmaximum,theLEC wasgenerallyrequired
to refund thoseover-earningsto ratepayers. To the extent that refundswere paid in
subsequenttariff periods,a questionaroseasto whetherLECs could accountfor those
refund amounts when computing returns in those subsequenttariff periods. The
Commissioncorrectlydeterminedthat refundsin subsequentperiodsfor overearningsin
prior periodsshouldnot be allowedto impactthereturn calculationsfor the subsequent
periods. TheCommissionthereforeadoptedthe“add-back”rules.

~ An exampleillustratesthe add-backissue:If a LEC earned$100 in excessivereturnsin
period 1, theLEC might be requiredto refundthat amountto ratepayersin period2. This
refundwould havetheeffectofreducingtheLEC’s period2 earningsby $100.Theissue,
then, is whetherthe LEC is permittedto reflect that $100 in reducedperiod 2 earnings
whencomputingperiod2 returns.The Commissionreasonedthat becausethe $100was
paidby theLECsfor overearningsin period 1, theLEC shouldnotbe permittedto reduce
its period 2 earningsby that amount. If the $100 were not “addedback” to period 2
earnings,theLEC would reportthat it earned$100 lessthan it actuallyearnedin period
2, resulting in understatedrate-of-returnestimatesfor period 2. And becauseperiod 3
return requirementsarebased,in part, on reportedperiod 2 returns, the LEC’s period 3
return requirementswould be inaccurately computed as well. Accordingly, the
Commission’srules have long requiredLECs to “add back” the $100 to its period 2
earningswhencomputingtheLEC’s period2 returns.

• In thepricecaporders,theCommissionadoptedanewregulatoryapproach— the“price cap”
mechanism— wherebythe Commissionregulatesthemaximumpricesthat LECscancharge
for basketsof interstateaccessservicesratherthan the maximumrates-of-returnthey can
eam. However,to protectratepayers,the Commissionstill requiredLECs thatearnedreturns
that exceededjust andreasonablelevels to “share”thosereturnswith ratepayers.Therefore,
evenunder the price capmechanism,LECs are requiredto computerates-of-returnfor the
purposeofdeterminingwhetherthe LEC is subjectto sharingadjustments.

• The Commission’sprice caporders,however,did not expresslymentionwhetherthe add-
backcomponentof therate-of-returnregulationsshould beappliedwhencomputingrates-of-
returnunderthepricecapmechanism.

• In their 1993 and 1994 interstateaccesstariffs, therefore,the price capLECs attempteda
“headswe win, tails you lose” approachto theCommission’sfailure to explicitly requireadd-
back.

• The LECs that benefitedfrom applying theadd-backrules applied the add-backrules. The
LECs thatbenefitedby notapplyingtheadd-backrulesdid notapply therules.

1
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• The Commissionthereforesuspendedthe LECs’ 1993 and 1994 tariffs and set them for
investigationto determine,inter alia, whethertheLECs correctlyhadcalculatedreturns.

• The LECs and the Commissionagreedfrom the outsetthat the LECs should haveapplied
add-backconsistently,and that it would be unlawful for theCommissionto permit eachLEC
to choosetheapproachthatresultsin thehighestrates.

• TheD.C. Circuit recognizedthat add-backwasalwaysan implicit partofthepricecaprules.

• Therefore,all carriersshouldhaveimplementedadd-back.

• TheLECsthatdid not implementadd-backthusowerefundsto ratepayers.

• If the Commissionfinds that add-backwasnot authorizedby its price cap rules, then the
LECsthatdid not applyadd-back(NYNEX andSNET)areliablefor refunds.

• But the one outcomethat would plainly be unlawful — the outcomeurged by the Bells —

would be to rule that eachLEC wasfree in 1993 and 1994 to adoptwhicheverapproached
harmedratepayersthemost.
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LECS THAT FAILED TO APPLY ADD-BACK OWE REFUNDS TO RATEPAYERS

• Pursuantto § 204 of theAct, 47 U.S.C. § 204, theCommissionsuspendedtheLECs’ 1993
and 1994 tariffs, orderedan accounting,andsetthemfor investigationto determinewhether
thosetariffs properly reflectedadd-back.(1993 Suspension Order ¶ 32 (8 FCc Red. 4960
(1993); 1994SuspensionOrder¶ 12 (9 FCCRed. 3705(1994)).

• Add-BackWasNecessaryTo Carry Out theSharingRequirementsof ThePriceCapRules.

> “[T]he add-backadjustmentis essentialif the sharing and low-end adjustmentsof the
LEC price capplan areto achievetheir intendedpurpose.”1995Add-BackOrder ¶ 56
(10FCCRed. 5656(1995)).

~ “Without this adjustment.. . the sharingandlow-end adjustmentswould not operateas
[the pricecaporder] intended.” 1995Add-BackOrder ¶ SO.

> “[A]dd-back adjustmentsare necessaryto achievefully the purposeof the sharing and
low-endadjustmentmechanisms.”1995Add-BackOrder ¶ 50

• The add-backrequirementwasalways implicit in the price cap rules and thus LECs were
requiredin 1993and 1994 to applyadd-back.

> The Commissionnever“intended to eliminate the [add-backrules from the price cap
system]for thepurposeof calculatingcurrentreturns.” 1995Add-BackOrder¶~J32, 56.

~ The Commissiononly “clarified” the price cap rules by “adopt[ing] a rule explicitly
incorporatingthe add-backprocessinto the LEC price capplan.” Id. ¶ 16 (emphasis
added).

~ TheD.C. Circuit notedthat, accordingto theCommission’sown constructionof its price
caporders,the“add-backrule hadbeenimplicit in thesharingrules from thebeginning.”
Bell Atlantic, 79 F.3dat 1202.

~ Also, sharingand low-endadjustmentsshould “operateonly asone-timeadjustmentsto a
singleyear’srates,soa LECdoesnotrisk affectingfuture rates.” 1990Price Cap Order
¶ 136 (5 FCCRed.6786).

V Add-back is necessaryto ensurethat sharing and low-end adjustmentsaffect only a
singleyear’srates. 1995Add-BackOrder ¶ 28.

V “[W]ithout add-back,the sharingadjustment.. . would continueto affecta carrier’s
price caps yearafter year becausethe carrier’s earnings,ratherthan reflecting the
carrier’s true productivity, would simply reflect the previous year’s sharing
obligation.” Be//Atlantic,at 1205(79F.3d 1195(1996)).

V The Commissiondemonstratedthe mathematical reality that, absentadd-back,the
LECs’ ratesovertime would notreflect thefull amountthat the Commissionintended
theLECsto sharewith ratepayersunderthe1990 Price Cap Order.

• Even if Add-Back was not implicit, the Commissioncan in this proceedingfind that the
LECs’ 1993 and 1994tariffs mustreflectadd-back.

3



AT&T Corp., CCDocketNos. 93-193, 94-65,94-157

~ It is black letter law that “a tariff investigationis a rulemaking”1undertheAPA, that the
Commissioncan and does “routinely make[] significant policy and methodological
decisionsbasedon the records developed in tariff investigations[,] and [that] such
decisionsdo not violate the notice and commentrequirementsof the [APA].” Access
Reform Tar~ffOrder ¶ 80.

~ In theBells’ view, the Commission’srulessaidnothing oneway orthe otheraboutadd-
backprior to 1995. If so, this is thusthe arehetypalcasein which the Commissionhas
authority to addressin a tariff investigationnew circumstancesnot contemplatedby its
rules.

> The Act expresslypermits the Commissionto order refundsfor ratesthat that fail to
comply with rule clarificationsormodificationsthat resultfrom suchtariff investigations.
47 U.S.C. § 204(a).

See,e.g., MemorandumOpinionand Order, Tariffs ImplementingAccessCharge Reform, 13
FCC Red. 14683, ¶ 81 (1998) (“Access Reform Tariff Order”); MemorandumOpinion and
Order, ImplementationofSpecialAccessTariffs ofLocal ExchangeCarriers, S FCC Red. 4861
(1990);5 U.S.C. § 551(4).
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RETROACTIVE RULEMAKING HAS NO APPLICATION HERE

• CongresshasexpresslyauthorizedtheCommissionto order“retroactive”refundspursuantto
tariff investigationswhere, as here, the Commissionhassuspendedthe ratesand put the
carrierson expressnotice that their right to collect the ratesprior to any determinationof
lawfulness is subjectto refund obligations if the rates are ultimately determinedto be
unlawful. See 47 U.S.C. § 204.

• It is blackletter law that Congresscan,as it did here,authorizeretroactiverulemaking. See,
e.g., Bowenv. Georgetown Univ. Hosp.,488 U.S. 204, 208 (explainingthat anagencymay
retroactivelyapplyrulesif “that poweris conveyedby Congress”).

• As explainedby the Commission(MemorandumOpinion and Order, Implementation of
SpecialAccessTariffsofLocalExchangeCarriers, S FCCRed.4861,¶ 7 (1990)),

[a]lthough Section 204(a) proceedings are rulemakings of
particularapplicability, . . . the Commission’sauthority underthe
section is not limited to a prospective determination of the
lawfulnessof rates. Rather,asatradeofffor permittingratesunder
investigation to go into effect, Section 204(a) specifically
authorizesthe Commissionto orderrefundsat the conclusionsof
suchaproceedingif suchrelieveis appropriate.Thus, it is obvious
from thenatureof thestatutoryscheme,and from the fact that this
proceedingwas commencedthrough a DesignationOrder rather
than a Notice of ProposedRulemaking,that any conclusionsthis
Commissionreachedwith respectto the lawfulness of strategic
pricing would be appliedto the ratesthattook effect subjectto the
investigation,andthat theCommissionwould exerciseits statutory
authorityto determinewhetherarefundwasappropriate.

• It would indeedbe absurdif the Commissionlacked authority to order refundsbasedon
clarificationsofexistingrules(orevennewrules) developedin ongoing tariff investigations.

> The oppositerule would establishan entirely one-sidedsystemthat would unfairly and
systematicallyfavor LECs. TheLECs would be ableimmediately to construeall slightly
ambiguousinterstateaccessrules in a mannerfavorable to them, while ignoring all
ambiguitiesthat areunfavorableto them. And ratepayerswould be forced to pay those
rates. In effect, everytime that an ambiguityarosein the Commissionrules— andno set
of rules, no matterhow comprehensive,cananticipateeverything— the LECswould be
ableto inflate interstateaccessratesfor at leastone year,with no risk of having to pay
refunds.

5



AT&TCorp., CCDocketNos. 93-193, 94-65, 94-157

THE BELLS’ CANNOT HAVE IT BOTH WAYS

• Although the LECs maydebateaboutwhetherthey were requiredto comply with the add-
back requirement(in which casemore than $50 million in refunds are due) or had no
authorizationin 1993 and 1994 to modify their calculatedreturnswith add-back(in which
case$30 million in refundsare due), therecanbe no seriousclaim that the Commission’s
rulespermittedtheLECsto haveit bothwaysandto apply add-backonly whenit increased
rates.

• Both theLECsandtheCommissionhaveexpresslyrejectedsucha“bifurcated” approachto
add-backasplainly unlawful.

> Ameritech explainedthat “sharing and the lower formula adjustmentare in reality to
sidesofthe samecoin,” they“were implemented. . . in orderto allow for the fact thata
single, industry-wideproductivity offset wasusedfor all price capLECs and that that
figure might be understatedoroverstatedin any givenyear.” Ameritechthusconcluded
that“[t]his fact requiresthat bothsharingand [low-endadjustments]be treatedthesame
for add backpurposes.”Ameritech1993 Replyat 3 (CC DocketNo. 93-179,filed Sept.
1, 1993).

> BellSouth explained that “[t]he Commissionclearly intendedthat the two backstop
mechanisms,sharingandlower formulaadjustment,operatesymmetrically.” BellSouth
1993Replyat 12 (CC DocketNo. 93-179,filed Sept. 1, 1993).

> Bell Atlantic explainedthat suchamechanism“ignoresthetheoreticalunderpinningsof
the [sharingand low-endadjustmentmechanisms].” Bell Atlantic 1993 Reply at 4 (CC
DocketNo. 93-179,filed Sept.1, 1993).

~“ GTE emphasizedthat an “asymmetric”rule would be “unlawful” and would “bear[] no
resemblanceto the Commission’sbalancedplan.” GTE 1993 Reply at 11 (CC Docket
No. 93-179,filed Sept. 1, 1993).

~ The Commissionrejecteda “bifurcated” add-backadjustment,determiningthat “both the
sharing and low-end adjustment mechanisms were intended to compensate for
unanticipatederrors in the productivity offset and must be treatedidentically.” 1995
Add-BackOrder n. 41.

• Courts also have consistently rejected the “head I win, tails you lose” approachto
ratemaking.

~ “[A]ssigning the [regulated] firm the benefit of good outcomes and eustomer[]
[ratepayers] the burden of bad ones” provides the regulatedutility with “unhealthy
incentives.” Williston BasinInterstatePipelineCompanyv. FERC, 115 F.3d 1042, 1044
(D.C. Cir. 1997).

> Where a regulatoryschemepermits a regulatedentity to unilaterally assign costs to
ratepayers“the potential for abuseis apparent”and,in suchcircumstancesthereis “[n]o
protection[for] ratepayer.” Natural Pipeline Gas Co. ofAmerica v. FERC, 765 F.2d
1155, 1162(D.C. Cir. 1985).
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