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I INTRODUCTION AND SUMMARY

The Alaska Telephone Association, California Communications Association, Colorado
Telecommunications Association, Illinois Independent Telephone Association, Indiana
Exchange Carrier Association, Idaho Telecom Alliance, lowa Telecommunications Association,
Rural lowa Independent Telephone Association, Louisiana Telecommunications Association,
Telecommunications Association of Maine, Minnesota Telecom Alliance, Missouri Small
Telephone Company Group, Montana Independent Telecommunications Systems, Montana
Telecommunications Association, Nevada Telecommunications Association®, Telephone
Association of New England, New Hampshire Telephone Association, Oklahoma Telephone
Association, South Dakota Telecommunications Association, Tennessee Telecommunications
Association, Texas Statewide Telephone Cooperative, Inc., Telephone Association of Vermont,
Washington Independent Telecommunications Association, Wisconsin State
Telecommunications Association, and Wyoming Telecom Association (collectively, the State

Associations) hereby file these reply comments in the above-captioned proceedings. By Public

! The positions expressed in these reply comments do not reflect the positions of AT&T.



Notice released May 16, 2013, the Wireline Competition Bureau has requested comment on a
report prepared by Bureau staff regarding potential data and methods to be used in represcribing
the authorized interstate rate of return (RoR) for rate-of-return regulated rural local exchange
carriers (RLECs). Utilizing the methodology described in the report, the staff has recommended
that the authorized interstate ROR be reduced from its current 11.25% level to a range between
8.06% and 8.72%.

Each of the State Associations has RLEC members that serve rural consumers living in
some of the highest-cost-to-serve areas of our nation. As described more fully below, if the
authorized RoR were reduced to the levels recommended in the Staff Report, in addition to other
burdensome changes that have been implemented recently in response to the USF/ICC
Transformation Order,* the ability of RLECs to deliver broadband services to these consumers
will be seriously harmed, and the Commission’s goal of delivering high-quality, affordable
broadband services to all Americans will be even more gravely threatened.

On July 25, 2013, fourteen parties filed comments in response to the Public Notice.> Of
these commenters, only two parties supported the RoR reductions proposed in the Staff Report.

Significantly, neither of these parties provided any facts or data supporting the accuracy or

% Wireline Competition Bureau Seeks Comment on Rate of Return Represcription Staff Report, WC Docket No. 10-
90, et al. Public Notice DA 13-1110.

* Wireline Competition Bureau, Prescribing the Authorized Rate of Return: Analysis of methods for establishing
Just and Reasonable Rates for Local Exchange Carriers, Staff Report (released May 16, 2012).

* Report and Order and Further Notice of Proposed Rulemaking, WC Docket Nos. 10-90, 07-135, 05-337, 03-109,
GN Docket No. 09-51, CC Docket Nos. 01-92 and 96-45, and WT Docket No. 10-208, Released November 18,
2011, FCC 11-161.

> Parties filing comments include Alaska Rural Coalition (Alaska), Alexicon, Rural Broadband Alliance, Small
Company Coalition and Alexicon Companies (Alexicon et al), Eastern Rural Telecom Association (ERTA), GVNW
Consulting, Inc. (GVNW), ICORE Companies (ICORE), John Staurulakis, Inc. (JSI), Moss Adams Companies
(Moss Adams), National Association of State Utility Consumer Advocates (NASUCA), National Congress of
American Indians (NCALI), National Cable and Telecommunications Association (NCTA), National Exchange
Carrier Association, NTCA — The Rural Broadband Association, USTelecom, Eastern Rural Telecom Association
and Western Telecommunications Alliance (Rural Associations), National Tribal Telecommunications Association
(NTTA), Oregon Telecommunications Association and Washington Independent Telecommunications Association
(OTA & WITA), Rural Telephone Finance Cooperative (RTFC).



reasonableness of the staff’s recommendations or the methodology used to develop the proposed
ROR range. In contrast, the other twelve commenting parties provided significant analysis and
evidence of errors and inaccuracies in the Staff Report methodology. Indeed, the record shows
that when appropriate corrections are made to the staff methodology the necessary ROR may
actually be higher than the current 11.25% prescribed level.

The State Associations therefore respectfully recommend that the Commission disregard
the Staff Report in light of such shortcomings and instead maintain at least the current prescribed
level given the market realities that small RLECs face.

1. DISCUSSION

A. The comments contain little or no evidence supporting the accuracy or
reasonableness of the methodology and data utilized in the Staff Report

It is notable that only two parties (NCTA and NASUCA) filed comments in support of
represcribing the authorized RoR to the levels recommended in the Staff Report. Together these
filings total only 10 pages and contain no facts or data supporting the validity or applicability of
the methodology used for determining the appropriate return level for rural RoR carriers, or the
data used in this process. Significantly, neither of these filings addresses the effect that reducing
the authorized RoR to the levels recommended in the Staff Report will have on the
Commission’s ultimate goal of delivering broadband service to consumers throughout rural
America. Such bald, results-oriented pleadings provide no basis for action to represcribe the

RoR.



B. The comments highlight significant shortcomings in the methodology utilized
in the Staff Report

i. The proxy group chosen for the WACC analysis does not accurately
reflect the risks and capital market realities faced by small rural RoR
carriers

Perhaps the best description of the flaws in the staff analysis can be found in the
statement of Prof. Randall S. Billingsley included as Appendix A to the Rural Associations’

comments. Among the concerns addressed in Prof. Billingsley’s statement are:

e The Staff Report’s sample is unrepresentative of the average RLEC,;

e Failure to consider the effects of small firm size and illiquidity on capital costs;

e The Staff Report uses an artificially low risk-free RoR in applying the CAPM
model;

e The Staff Report arbitrarily and selectively limits chosen input values and
contradicts the well-accepted risk/return trade-off principles; and
e The Staff Report’s cost of capital results defy common sense.

Further confirmation of the problems with the staff analysis is summarized in the
comments of the Rural Telephone Finance Cooperative — a major source of capital for the RLEC
industry:

The Wireline Competition Bureau should search for methods of estimating RLECs’ cost

of capital that do not rely on publicly traded proxy companies because the return and risk

profile of these companies bear little resemblance to the financial, business, and
regulatory challenges facing non-publicly traded RLECs.®?

The Rural Associations propose a reasonable alternative for developing the cost of capital
(assuming first that proper procedures are followed) using RLEC-specific data rather than data
assembled from proxy companies. As described beginning on page 31 of the Rural

Associations’ comments, and further delineated in Appendix B to the comments, this approach

estimates a market-based cost of capital for RLECs by dividing current free cash flow (FCF) by

® RTFC at p2. See also Alaska at p9, Alexicon et al at p2, GVNW at p6, ICORE at p7, JSI at p3, NCAI at p1, Rural
Associations at p21, NTTA at p5, and OTA &WITA at p2.



the value of the firm. The State Associations believe that this approach, or another approach
based in a more targeted manner on RLEC-specific data, would yield a more reasonable and
accurate RoR result that reflects market realities and would have a better chance of achieving the
Commission’s stated goals for rural broadband investment and broadband availability to rural
consumers.
ii. The analysis fails to recognize the impact of the revenue and high-cost
support reductions contained in the FCC’s USF/ICC Transformation
Order
As stated by ERTA, “The Commission took several independent steps in its USF/ICC
[Transformation] Order that collectively have resulted in large revenue losses and uncertainty for
RLECs.”" In its comments JSI states, “Add to this the uncertainty about the authorized RoR, and
the investment behavior of the RLEC industry suffers greatly, as noted by FCC Commissioner
Ajit Pai in his statement on the Sixth Order on Reconsideration [of the USF/ICC Transformation
Order].”® The cumulative effect of these regulatory overhangs is to increase the regulatory risk
faced by RLECs, which has the effect of increasing the cost and reducing the availability of
capital, which makes it more difficult for RLECs to make needed broadband infrastructure
investments.
iii. When appropriate adjustments are made to account for the risk and
capital market realities of rural RoR carriers, the necessary RoR
appears to be higher than the currently authorized 11.25%

Utilizing the Free Cash Flow methodology and excluding the lowest per-line prices paid

in recent sales of rural telephone companies, the Rural Associations found median cost of capital

7

ERTA at p6.
8 JSI at p4. See also Alaska at p7, GVNW at p6, ICORE at p2, Moss Adams at p8, NTTA at p2, OTA & WITA at
p2, Rural Associations at p21, RTFC at p7..



values ranging from 11.75% and higher, depending on the per-line values.® Utilizing a modified
CAPM model with adjustments for size and company-specific risks, Alexicon et al determines
that a reasonable RoR range for RLECs should be 13.75% to 16.36%.'° Using a similar
approach, NTTA develops a RoR for Tribally-owned carriers of 16.08%." These specific,
evidentiary-based assessments stand in stark contrast to the lonely, cursory pleadings urging the
Commission to take some — any — steps to reduce the RoR without analysis of level or impact.

C. Many parties comment on the adverse impact of the proposed RoR
reductions on the Commission’s goals for broadband deployment

The downside risks of an unwarranted and untimely reduction in RLEC RoR, on top of
the already significant reductions in high-cost support and intercarrier compensation that are
being implemented, are perhaps best summarized in this statement by Moss Adams:

Any significant reduction in the authorized RoR is likely to have a direct impact on these

carriers’ access to capital and their resulting ability to invest in the provision of universal

service to the most remote and high cost areas of the country, where there is no waiting
list of carriers to take their place.

° Rural Associations at p32. This analysis included rural company sales between 2008 and 2011, and per-line prices
of from $2,400 to $1,200. There has been a steady decline in valuations over this time period, with some recent sale
transactions priced at only $600 per-line. Lower prices will result in higher cost of capital estimates. It is likely that
these lower per-line values are due, at least in part, to the regulatory uncertainty created by the high-cost support and
intercarrier compensation reductions in Transformation Order and the threat of more changes to come via the 2011
Further Notice of Proposed Rulemaking, including a potential reduction in authorized RoR as contemplated here.
See also GVNW at p7.

1% Alexicon et al at p31.

' NTTA at p11-12.

> Moss Adams at p27. See also Alaska at p7, ERTA at p12, GVNW at p 8, ICORE at p5, JSI at p5, NCAIl at p2,
NTTA at p4, OTA & WITA at p5, RTFC at p7, Rural Associations at p19.



I11.  CONCLUSION

For the reasons stated above, the Commission should decline to proceed further with

represcription — although should this process continue, it must follow proper procedures — and as

discussed herein, all available data and thoughtful analysis show that the Staff Report does not

provide a reasonable or adequate basis to justify reducing the authorized RoR.
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