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BELL TELEPHONE COMPANY

N N

ORDER

PROCEDURAL BACKGROUND

INTRODUCT ION

Oon May 24, 1983, South Central Bell Telephone Company
("sCB”) filed its 4~week notice of intent to file for a rate in-
crease with the Commission pursuant to 807 KAR 5:011, Section 8.
At SCB's request the Commission agreed to hold the case open,l/

permitting a deviation from its 45-day policy.z/ on July 29,

1983, SCB filed its rate case and testimony, giving notice that

it proposed to {increase {ts rates and charges effective August
18, 1983, to produce an annual 1{increase (n revenue of
$163,238,000, an increase of 36.7 percent in its total intrastate
revenues,

In order to determine the reasonableness of the request,

the Commission suspended the proposed rates and charges for S

months after the effective date and scheduled public hearings to

s d



begin November 29, 1983, On November 7, 1983, a public meeting
was held in the Fiscal Courtroom of the Jefferson County Court-
house, Louisville, Kentucky, to receive public comments and tes-
timony regarding the proposed increase.

Motions to intervene in this matter were filed by the At-
torney General's Consumer Protection Division ("AG"), the Finance
and Administration Cabinet ("Finance™), the City of Louisville
("Louisville®), Jefferson County, the Honorable Benjamin J.
Lookofsky, the Kentuckiana Burglar and Fire Alarm Association,
Inc. ("KBFAA"), the Federal Executive Agencies ("DOD"), the KRen-
tucky T.A.S, Committee ("TAS"), the Kentucky Association of Radio
Common Carriers, General Telephone Company of Rentucky, the Util-
ity Rate-Cutters of Kentucky, Beep-Alert, REO~CAP, Inc., Citizens
Utility Board of Rentucky, and Mr, Dudley Powell, Jr., and Mr.
Prank Cofer Jr., on behalf of The Cause. These motions were
granted with the exception of that filed by The Cause which was
denied by an Order issued October 18, 1983,

The hearings for the purpose of cross-examination of the
witnesses of SCB, the intervenors and staff were held in the Com-
mission's offices in Prankfort, Kentucky, on November 29 through
Decomber 7 and December 9, 1983, and SCB has filed responsas to
most information requests made during the hearings. Briefs were
filed through January 6, 1983, The discovery problems, chronic
and extensive revisions initiated by SCB to its case and other
extraordinary circumstances which permeated this rate case, as

well as the Commission's efforts to cope with this case as it

evolved, are discussed in greater detail in subsequent sections.

-2=



This Order addresses the Commission's findings and deter-
minations on issues presented and disclosed in the hearings and
investigation of SCB's revenue reguirements and rate designs.
Rates and charges that will produce an increase in annual reve-
nues of $56,798,000 are being allowed as a result of this Order
and the Commission's Interim Order in Case No, 8838, An Investi-
gation of Toll and Access Charge Pricing and Toll Settlement
Agreements for Telephone Utilities Pursuant to Changes to be
Effective January 1, 1984. 1In the December 29, 1983, Interim Or-
der in Case No. 8838, The Commission has already permitted SCB to

institute access charges to be paid by intrastate long distance

carriers and related tariffs that will generate approximately
$37.2 million and thus replace the lost toll contribution for
which SCB was seeking an adjustment in this case. This Order in-
cludes rates and charges which will increase annual revenues by
$19,598,000, the remainder of the increase, for a total increase
granted of $56,798,000,

As this case has progressed, it has become increasingly
apparent to the Commission that SCB does not have a clear idea of
the effect on its operations of the massive divestiture of AT&T
that took place on January 1, 1984. Much of the data supplied by
SCB consisted of projections that were unsupported by asaumptions
and information that could be challenged and tested. In fair-
ness, the difficulty that SCB has experienced is understandable.
The break-up of an enterprise the size of the Bell]l system is un-

precedented in American history and presents uncertainties that



are not yet fully grasped by anyone in the telecommunications
field.

Despite these difficulties, the statutes place the burden
of proof for demonstrating that proposed rate increases are just
and reasonable squarely on SCB. Unprecedented rate increases for
SCB ratepayers cannot be justified by uncertain projections and
questionable assumptions. 1In deciding this case, the Commission
has paid particular attention to the need to preserve universal
telephone service in Kentucky. Thus the Commission has attempted
to minimize the effect on ratepayers of the revenue increases
that it has found to be absolutely necessary.

DIVESTITURE

By a stipulation filed Januvary 8, 1982, by the United
States Department of Justice ("DOJ") and American Telephone and
Telegraph Company (®“AT&T"), DOJ proposed to dismiss its pending
antitrust suit and in return AT&T would divest itself of the Bell
operating companies ("BOCs"), among other things. As a conse-

quence, SCRB is free to purchase telephone eguipment from any ven-

dor it selects.

A series of hearings and public interest proceedings, in
which this Commission actively participated, all reviewed by U.S.
District Judge Harold Greene, culminated in the Court's accept-
ance of the proposed Consent Decree on August 11, 1982.2/ The
Modified Final Judgment ("MFPJ"), including new provisions re-
quired by the Court, was filed on August 24, 1982. The U.S. Su-

preme Court subseguently upheld the district court's decision.¥/




The MFJ provided, inter alia, that BOCs, such as SCB,

would be prohibited from offering inter~LATA services beginning
January 1, 1984, Consequently, LATAs (Local Access and Transport
Areas) were formed and approved by the Court on April 20, 1983.
Kentucky was originally divided into two LATAs; however, Judge
Greene reconsidered that decision at the request of DOJ and on
June 7, 1983, ordered the institution of three LATAs in Kentucky
- known as the Loulsville, Winchester and Owensboro LATAs. This
Commission'e request that the original two LATAs be reinstituted
was subsequently denied.

The MFJ further required that AT&T submit to the Court and
DOJ a Plan of Reorganization ("POR"). The POR was filed on
December 16, 1982, and was given conditional approval by the
Court on July 8, 1983,

As a conseqguence of the MFJ and/or the POR, SCBR has trans-
ferred its investment in embedded Customer Premises Eguipment
("CPE™) and inter-LATA toll facilities to AT&T on January 1,
1984, The embedded CPE is now owned by AT&T Information Systems
("ATTIS") and the inter-LATA facilities are now held by AT&T Com~-
munications of the South Central States, Inc. ("ATTCOM"). By
Order of December 29, 1983, in Case No. 8935, The Application of
ATeT Communications of the South Central States, Inc,, PFor a Cer-
tificate of Public Convenience and Necessity To Provide Telephone
Common Carrier Service, the Commission granted a certificate of
public convenience and necessity authorizing ATTCOM to provide

inter-LATA services within KRentucky. The Commission notes that,




although SCB is undergoing major changes in its corporate struc-
ture, it did not make applications seeking authority to transfer
major components of its utility business, embedded CPE and inter-
LATA toll, and to restructure its remaining operations through
the establishment of the holding company structure, including
BellSouth Corporation ("BellSouth"™), a service corporation and
other subsidiaries of the holding company. BellSouth will con~
tain both the operating companies comprising Socuth Central Bell
Telephone Company and Southern Bell Telephone Company.

Another consequence of the divestiture was the required
termination of services from AT&T to its BOCs through the license
contract., The POR provided that a Central Services Otganizatlop
(*CsS0") would be organized and Judge Greene approved this portion
of the POR largely due to the MFJ mandate that a single point of
contact for national security and emergency preparedness be main-

tained.

DISCOVERY DIFFICULTIES AND SCB'S REVISIONS TO THE CASE

In Administrative Case No, 264, South Central Bell Tele-
phone Company's Use Of A Projected Test Year In Connection With
South Central Bell Telephone Company's 1983 Application To Adjust
Rates, the Commission denied SCB's reguest to use a future test
year in what ultimately became this rate case.é/ Noting the
changes occurring in the telecommunications industry resulting
from recent decisions of the Federal Communications Commission

("PCC") and the impending divestiture pursuant to the MFJ, the

Commission observed:



« « s<that the effect of these changes can be pro-
perly determined wusing South Central's existing
operations preseng%g in a rate case using a his-

torical test year.-

Aside from the merits of the use of a “"future" vis-a-vis
*"historical®" test vyear, the Commission expressed concern about
the state of SCB's information, noting that the POR stated that
the asset and liability assignment and personnel assignments
would not be known until Septembervz/ The Commission's fears
were indeed justified when SCB filed its rate case a full month
before the date when assignments were to be specified.

Through its Order the Commission advised SCB of the stand-
ards by which any rate case it filed would be judged. The Com-
mission reminded SCB of its burden of proof obligation under KRS
278.190, that "known and measurable®” and *"fair, just and reasona-
ble" criteria would be applied in evaluating SCB's documentation
and "that any assumptions made must be supported by detailed doc-
umentation including alternatives to the assumptions chosen.'g/

SCB's July 29, 1983, rate case request contains substan-
tial failures to properly document its filing through prefiled
testimony and exhibits. For example, SCB's Assistant Chief
Accountant, Mr. D. M. Ballard, devoted only four sentences to the
subject of his adjustment for five major expense accounts which
comprised $185,850,000, or 61.5 percent of SCB's projected ex-
penses post-divestiture.g/ Neither the forecast nor the assump-

tions behind the forecast utilized by Mr, Ballard were filed.
The Commission logically considered this documentation as criti-

cal to SCB's proof on this adjustment particularly in light of



Judge Greene's April 20, 1983, Opinion at pages 13-14 in which he

stated that:

. « othere is no legitimate basis for using the

reorganization of the Bell System as a means for

undermining the universal service objective or as

an excuse for raising local rates.

Of equal concern was the lack of testimony of Ms. Joan D.
Mezzell, Operations Staff Manager-Tariffs and Regulatory Support,
concerning the supposed effects of repression/stimulation. when
it was filed, SCB's rate case did not even contain a specific
dollar adjustment related to these issues, Ms., Mezzell obliguely
referred to the issue in the following three sentences of her
testimony:

Some additional customer reaction may occur. How~

ever, our evaluation of other customer responses to

the proposed basic exchange and long distance rates

is not complete, This datﬁiwill be provided as
soon as it becomes available,l9/

This omission was not cured immediately; rather it was 2-1/2
months into the case before SCB's elasticity studies were first
offered and even then they were filed in another case (Case No.
8838). Indeed, the first quantification of the effects of these
elasticity studies came on October 31, 1983, in an offhand state-
ment made by counsel for SCB during an oral argument, The Com~-
mission is surprised that SCB would expect this Commission to
entertain such an adjustment, especially considering the inter-
ests of the intervenors who had all prefiled their testimony by
October 25, 1983, SCB could not blame ite incomplete filing and
lack of studies on the vagaries of the upcoming divestiture since

SCB had previously performed repression studies.




SCB compounded the difficulties imposed by its failure to
provide full documentation for its filing by providing inadequate
responses to Commission Orders seeking that information. In Ap-
pendix 1, Part B, of his testimony, Dr. Lee L. Selwyn, President,
Economics and Technology, Inc., and witness for the Commission
staff, provides a useful survey of the difficult discovery proc-
ess encountered in trying to ascertain the basis for Mr,
Ballard's divestiture adjustments. Dr. Selwyn's eight page Ap-
pendix 1 fairly documents the Staff's efforts to obtain this in-
formation during discovery in this case. Moreover, the testimony
of the AG's witness, Mr. Allen G. Buckalew, confirmes the insuf-
ficiency of SCB responses despite numerous requests.ll/

On September 30, 1983, with most intervenors' testimony
due to be filed in approximately 2 weeks and being advised of the
unsatisfied data requests, the Commission ordered a Formal Con-
ference be held to facilitate the provision of adeguate responses
from scs.lg/ The Order cited the troubling experience involving
discovery in SCB's immediately preceding case, Case No, 8467, and
the resulting impact upon the parties' ability to effectively
cross-examine. The September 30, 1983, Order cited specific in-
stances where responses in the rate case were deemed inadequate
in Appendix B. The KBPAA and the AG documented their discovery
problems in filings made October 4, 1983, and October 6, 1983,
respectively., The Formal Conference held on October 10, 1983,
resulted in commitments by SCB to provide responses to many of

the ocutstanding data requests by October 17, 1983, although 8CB



admitted “there are a number of items where we simply don't have
the information.‘lé/

when flling some of those responses, SCB opted to attempt
to alter its original f£iling, further compounding the problems in
this case. Several parties filed Motions to Dismiss and the Com-
mission scheduled a hearing for October 31, 1983, to allow an op-
portunity for oral argument of the matter.li/ The Commission's
October 24, 1983, Order specified that the rates for Wide Area
Telecommunications Service ("WATS"), Message Telecommunications
service ("MTs") and foreign exchange service had been altered by
the October 17, 1983, filing. The Order also noted the statement
of SCB regarding Centrex and ESSX Multi-Line Service which indi-
cated that those tariffs would not be in final form until SCB's
analyses were complete, tentatively to occur in November, The
Commission further cited the delayed filing of the repression ad-
justment as possible grounds for dismissal, Another major area
of concern involved the previously discussed lack of support for
the divestiture adjustment and the fact that issues raised by the
information filed October 17, 1983, could not be fully explored
since the discovery period in the case had already elapsed and
the deadline for intervenor testimony had passed, raising due
process concerns.

At the October 31, 1983, hearing on the Motions to Dis-
miss, Mr., Lookofsky, Finance, KBFAA and DOD supported the concept
of dismissing the case. The AG remarked upon the violations of
B07 RAR 5:011, Section 9(2), resulting from the revisions SCB had

recently filed to its case and objected to the consideration of
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those items on due process grounds, citing URC v. Kentucky Water

Service, Ky. App., 642 S.W.2d 591 (1982), and the Commission's

Oorder of Procedure under which discovery had already been con-
cluded and the AG had been required to pre-file its testimony
some 2 weeks prior. The Staff noted that responses to some of
the previously unsatisfied data requests, which SCB had agreed at
the October 10, 1983, Formal Conference it would file by October
17, 1983, had still not been received.lé/ The magnitude of the
revenue shifts involved with the recent SCB revisions was calcu-
lated to be approximately $40 million.lg/

Despite the considerable uncertainties surrounding the
rate case, SCB urged the Commission to proceed to decide the case
on the merits, utilizing the Commission's informed judgment and
expertise, and even suggested to the Commission that in resolving
a doubtful area the Commission should "pick a number'.ll/ As an
alternative, SCB offered to waive the suspension period, permit-~
ting further discovery, but only upon the condition that it be
permitted to place $96 million of its total proposed increase of
$163 million into effect during the interim,

On November 7, 1983, the Commission denied the Motions to
Dismiss and ordered that the case would proceed to the merits,
The Commission cited the AG's strong opposition to the imposition
of an interim increase and the AG's arguments regarding SCB's
burden of proof as overriding considerations. Thus, the merits
of the legal and substantive issues regarding dismissal were not

reached, Finally, the Commission modified its August 10, 1983,
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Oorder of Procedure to permit further discovery, in an effort to
ameliorate the due process concerns that had been raised,

The extent of the uncertainty which pervaded this rate
case did not wane as the conclusion of the case approached and
SCB’s witnesses were cross—examined during the perQQd'November
29~-pecember 9, 1983. Many questions were posed fo:iwhich the
witnesses still had no answer, resulting in 72 information re-
quests which SCB was to answer following the hearing and file by
December 16, 1983, Even then, many requests went unanswered.
For example, the contract between the CS0 and seven regional
companies was not yet final and has still not been filed.lg/ In
response to a hearing request concerning the most up~to-date
figures for official services, SCB replied that the studies on
this topic to which SCB had previously alluded would not be com-
pleted until the end of the first quarter of 1984.32/

The minutes of the CSO Board of Directors meeting held
November 8, 1983, regarding the decisions the Board made to fund
CSO projects were not made available at the hearings held some 3
weeks later, thus preventing cross—-examination. In fact, the
initial response of SCB to the November 21, 1983, Order seeking
that information stated that there were no minutes of the meet-
ing, even though the request indicated that if minutes had not
yet been transcribed, they should be provided immediately upon
their transcription.zg/ Mr, Ken looloian, Vice President of the
C80 for Finance and Administration, testified in contradiction to
the response of Mr. E. W. Parish, Operations Manager-Affiliated

Interegts, to Item 4 stating that he was present at the meeting
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and that minutes were taken.gl/ Upon being subseguently cross-

examined, Mr. Parish insisted he did not want to modify his ear-
lier written response, although he admitted he had talked with

Mr. Looloian in formulating his response and had been told of the
existence of draft typed minutes, which Mr. John Clendenin, Chief
Operating Officer of BellSouth and a member of the CS0O Board of
Directors, had been prOVided.gz/ The two-page minutes of the
Board's November 8, 1983, meeting were finally filed on December
27, 1983.23/

OUTSTANDING MOT IONS

Pollowing an oral argument and the filing of a memorandum
by sSCB, on November 28, 1983, the Commission entered an Order
which compelled SCB to file responses to an August 12, 1983,
Order seeking information concerning AMPS and CPE by December 1,
1983. During the hearings, SCB requested the Commission to re-
consider its decision, but presented no arguments which the Com-
mission had not already considered, The Commission will, there-
fore, deny SCB's request for reconsideration; however, due to the
pre-divestiture approach adopted in deciding this case, the Com-
mission finds that the information will not be required to be
filed in this proceeding.

All other pending motions not gpecifically discussed else-~
where in this Order should be denied,

ANALYSIS AND DETERMINATION

Test Period

SCB proposed and the Commission has accepted the 12 months

ending April 30, 1983, as the test period in this matter.
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The Commission in the subsequent two sections of this
Order has segregated SCB's proposed request into an analysis of
SCB's historical pre-divestiture operations and an analysis of
its proposed changes in operations resulting from divestiture,

PRE-DIVESTITURE

Valuation Methods

Net Investment

SCB provided a Kentucky intrastate pre-divestiture net in-
vestment rate base at April 30, 1983, under its methodology of
$979.830,000.35/ The Commission has accepted this rate base with
several exceptions, Accumulated deferred {ncome taxes of
$141,283,00023/ and 3 percent unamortized investment tax credits
of $799,000§§/ have been deducted from SCB's rate base as both
items represent income taxes which have previously been included
in S8CB's cost of service, but will not be paid to the taxing
authorities until some future time, Depreciation reserve has
been increased by $4,184,000 to reflect the Commission's adjust-~
ment to depreciation expense explained in a later portion of this
Order, SCB's proposed rate base has been increased by
3574.60021/ to reflect the amortization of the first year's
surplus accumulated deferred federal income taxes which will be
discusgsed in a subsequent gection of this Order. The Commission
has rejected SCB's inclusion of “"cash requirements"™ of
$2,539,0003§/ and has reduced SCB's rate base by that amount, as
local service is billed in advance of service rendered and SCB
has provided no substantive evidence to demonstrate its invest-
ment or capital needs for funds to support its daily operations,

~14-



All of these adjustments are based on Commission policies that
have been consistently applied to SCB in past rate cases,
The Commission has, therefore, determined SCB's Kentucky

intrastate net investment rate base at April 30, 1983, to be .as

follows:
Total Plant in Service $1,170,344,000
Telephone Plant Under Construction 221,258,000
Property Held for Puture Use 137,000
Materials and Supplies 11,331,000
$1,203,070,000
Less:
Depreciation Reserve $ 229,963,000
Accumulated Deferred Income Taxes 140,709,000
Unamortized Investment Credit -
Pre JDIC 799,000
Subtotal $ 371,471,000
Net Investment Rate Base $ 831,599,000
Capital

At April 30, 1983, SCB had total company investor-supplied
capital of $7,837,423,000 comprised of $3,106,211,00022/ debt and

$4.731,212.000§g/ equity. The Commission has determined that the

appropriate assignment of investor-supplied capital to SCB's Ken-
tucky intrastate operations is $771,203,000. This calculation is
based on the ratio of SCB total company net investment to SCB
Kentucky intrastate net investment of 9.84 percent following the
Commission's rate-making adjustments to net investment.

Further, at April 30, 1983, SCB had Kentucky-Combined Job
Development Investment Tax Credits ("JDIC") of 383,013,00021/
which has been added to SCB capital structure in the same propor-

tion as its investor-supplied capital as is required by federal
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statute and regulation. The Kentucky intrastate assignment of
JDIC is $62,452.000.§2/ Therefore, the Commission has determined

that the appropriate assignment of capital, including JDIC, to

SCB'8 intrastate operations is $833,655,000.

Revenues and Expenses

SCB's witness, Mr. Ballard, provided his analysis of SCB's
operations in his Revised Exhibit 3, Part 2, Mr. Ballard did not
attempt to segregate the effects of divestiture and other changes
in sCcB's operations on an intrastate basis. The exhibit consist-
ed of Kentucky combined results of test period operations from
Columns A through U, As will be discussed in further detail in a
later section of this Order, divested combined results were pro-
vided in Column Q. In Column V of this exhibit, Mr, Ballard ar-
rived at "Total Divested Intrastate Results” and it {s described
as, "the product of forecasted post-divestiture separation fac-
tors applied to the post-divestiture combined expenses.'éi/ In
regponse to an information regquest to provide Column P on an
intrastate basis with an explanation of separation factors, Mr.
Ballard provided the requested information and stated that, "The
separation factors were calculated by dividing combined by intra-
state revenues and expenses for the 12 months ending April 30,
1983, as shown on Ballard Exhibit 2."34/ (Ballard Exhibit 2 is
the historical combined and intrastate operating income statement
for the 12 months ending April 30, 1983.,) Under the pre-
divestiture analysis in this section of the Order, the Kentucky

intrastate separation factors supplied in Mr. Ballard's
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response,éﬁ/ or the historical separation factors for the test

period have been applied.

For the test period ending April 30, 1983, SCB had Ken-
tucky intrastate net operating income of $85,193,000.2§/ SCB
proposed numerous adjustments to bring this income level to an
end of test period basis. These adjustments on an intrastate
basis reduced SCB's net operating income to $81,881,000. The
Commission has determined that under its pre~-divestiture analysis
the appropriate level of net operating income is $93,457,000.
The Commission has considered the following issues in its analy-
sis of SCB's proposed net operating income; moreover, each ad-
justment is calculated showing the income tax expense effect
already included:

End-of-Period Methodology

In accordance with past practice, SCB proposed to adjust
its test-period income to an end-of-period level to match the
level of income it could expect to earn on capital investment at
April 30, 1983, SCB applied a factor to income which assumed
that the number of income-producing units at April 30, 1983, was
in service during the entire year and that these units earned at
the same rate as those actually i{n existence during the period.
SCB considers the total number of access lines to be the number
of income-producing units. The factor applied to income repre-
sents the end-of-period number of units divided by the average
test period number of units 37/

The Commission found this method inappropriate and reject-

ed its use in Case No. 8467, Although Mr,. Ballard, during
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cross-examination in this case, defended this method and indi-
cated it produced reliable results, the Commimmion remains of the
opinion that no direct relationship between SCB's access lines
and toll revenue, wages or depreciation is apparent, Therefore,
the Commission has decreased SCB's adjusted net operating income
by $707,000.2§/ In place of this adjustment, the Commission has
reflected actual volumes at April 30, 1983, in SCB's primary

revenue and expense categories,

End-of-Period Salaries, Wages and Wage-Related Expenses

During the test period, SCB expensed approximately
$162.294.000§2/ on a combined basis in wages and salaries;
$30.880.00059/ on an intrastate basis in Relief and Pensions; and
$11.778.00011/ on a combined basis in payroll taxes, Based on
end-of-period expenses, wages and salaries on a combined basis
were $159,672,000;42/ pelief and Pensions on an intrastate basis
were 335,103,000;53/ and payroll taxes on a combined basis were
$12,132,000.44/ 7The commission has decreased SCB's adjusted net
operating income by $1,365,000£§/ to reflect wage and wage-
related expenses on an end-of-period basis.

Moreover, SCB proposed numerous wage and wage-related ad-
justments to normalize increases occurring during the test peri-
od. These adjustments are reflected on a combined basis in Mr.
Ballard's Revised Exhibit 3, pPart 2, Sheet 1, Columns B, C, H, I
and K. As the Commisaion has already made end-of-period adjust-
ments to these expenses, it has eliminated the effects of these
normalization adjustments and has thus increased SCB's adjusted
net operating income by $2,663,000.ﬁ§/ The net effect of the
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end-of-pericd adjustments to salaries, wages, and wage~related
expenses is to increase SCB's adjusted net operating income by
$1,298,000.

End-of-Period Depreciation Expense

SCB's intrastate depreciation expense based on plant in
service at April 30, 1983, was $72,974.000.£1/ Intrastate depre-
ciation expense hooked during the test period was $68,800,000.5§/
Therefore, the Commission has decreased SCB's adjusted intrastate
net operating income by $2,124,000 to reflect depreciation appli~
cable to plant in service at April 30, 1983.

End-of~-Period Local Service Revenue

SCB reported adjusted intrastate local service revenue of
3316,924,000ﬁ2/ for the normalized test period, Local service
revenue on an intrastate basis based on units in service at April
30, 1983, was $315,007,000.§9/ This reflects only an end-of-
period change in subscriber station revenue; the remaining local
service revenues are reflected at actual levels for the test
period. Therefore, the Commission has decreased SCR's adjusted
net operating income by $973,000 to reflect expected revenue to

be derived from the number of revenue-producing units in service

at April 30, 1983.

End-of-Period Interest During Construction

At April 30, 1983, SCB had combined construction work in
progress (“"CWIP") of $29.355.000.§l/ approximately 521,396,000§3/

of which was long-term CWIP on which intereat during construction

(“IDC") is applied. As the purpose of IDC is to match cost and
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benefit, it 1s unfair to require SCB's ratepayers to pay a cur-
rent cash return on plant not used and useful. Therefore, the
Commission has adjusted SCB's actual combined IDC capitalized
during the test period of $1,426,00022/ by $1,029,000 for total
IDC of $2,455,000§i/ which reflects the application of the over-
all cost of capital found fair, just and reasonable herein to the
April 30, 1983, balance in long-term CWIP. This adjustment on an
intrastate basis increases SCB's adjusted net operating income by
$743,000.

Tax Effect of Increased Debt Charges

SCB had Rentucky intrastate debt charges for the test pe-
riod of approximately $27,305,000.33/ The amount of debt charges
provided for herein is $33,763,000, a difference of $6,458,000.
The income tax reduction of this differential is approximately
$3,180,000, which the Commission finds is the appropriate adjust-
ment to increase SCB's adjusted net operating income.

The Commission is aware that SCB has disagreed with its
treatment of interest on JDIC; however, the Commission is of the
opinion that this treatment is proper and consistent with Inter-

nal Revenue Service regulations., However, as this {ssue (s cur-

rently before the Kentucky Court of Appeals (Continental Tele-

phone Company v. Public Service Commission, 82-CA-2657-Mr) and a

final decision is imminent, the Commission finds it reasonable to
adopt, in this proceeding, 1its recent decision regarding this
issue in Case No. 8734, Adjustment of Rates of Kentucky Power
Company, in 1ts Order of October 31, 1983, 1In that proceeding,
at the request of Kentucky Power Company to avoid additional
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judicial review of this issue, the Commission stated that if a
final decision should be adverse to the Commission's position, it
would consider a rate adjustment to generate the revenues associ-

ated with JDIC. As in Case No. 8734, this Order should eliminate
the need for appeal of this matter at the judicial level.

Institutional Advertising

Under the Commission's regulation (807 KAR 5:016), insti-
tutional advertising expenses or expenses for advertising made to
strengthen corporate image are not valid expenses for the rate~
payer to bear. Although SCB argued in its brief that these ex-
penses are a province of management and are of benefit to the
ratepayers, it presented no solid evidence whatsoever that its
institutional advertising provided direct benefit to its rate-
payers and thus the Commission has made an adjustment to elimi-
nate these expenses of $42,000§§/ which increases SCB's adjusted
net operating income by $21,000.,

Lobbying Expenses

In prior cases, the Commission has established its policy
regarding lobbying expenses. It is the Commission's opinion that
lobbying expenses are of no benefit to a company'é ratepayers.
SCB reported lobbying expenses for the test period of approxi-

mately $116,000.§l/ The Commission has therefore increased SCB's
adjusted net operating income by $59,000,

Miscellaneous Income Charges

SCB proposed to reduce its net operating income by approx-

imately $127,000 to reflect miscellaneous income charges as an
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operating expense for rate-making purposes. Charitable contribu-
tions are included in this account. SCB in its brief argued that
not only were contributions a necessary part of doing business
but that apparently the Commission is inhibiting the management's
prerogatives to spend as it wishes by disallowing contributions
for rate-making purposes. The Commission is in no way limiting
management options, but instead is simply finding that these con-
tributions do not benefit the captive ratepayers of the monopoly
phone company. Management can spend as it wishes, but, as the
Commission has consistently determined, it is the stockholders
who should bear this cost. Therefore, this adjustment is denied
and SCB's adjusted net operating income has been increased by
$127,000,

Accelerated Recovery oi Excess Tax Deferrals

Effective January 1, 1979, the maximum corporate tax rate
was reduced from 48 to 46 percent, This tax rate reduction posges
the question of proper accounting of the taxes deferred prior to
1979 at 48 percent which are no longer a future liability.

As it d4id in Case No. 8467, the Commission will amortize
excess deferred taxes over 5 years for rate-making purposes to
better insure that the surplus is credited to the ratepayers who
originally paid the taxes at 48 percent.

SCB reported intrastate surplus deferred federal income
taxes at April 30, 1983, of $2,868,000.58/ Amortizing this dif-
ference over 5 years results in an annual reduction In income tax
expense of approximately $574,000. Rather than adjust capital

for the second year's amortization of excess deferred taxes, the
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Commission has increased net operating income requirements by ap-
proximately $66,000 to reflect the overall cost of capital found
reasonable in this Order. Thus, the net effect of this rate-
making treatment for surplus deferred taxes 1s an increase to
SCB's adjusted net operating income of $508,000,

Employee Concession Service

In accordance with its findings in SCB's last three rate
cases, and other cases, the Commission finds it appropriate to
adjust SCB's operating revenues to include the effect of esti-
mated additional revenues available to SCB in the absence of em~
ployee discounts on 1local and intrastate toll service of
$1,879,000.§2/ Furthermore, SCB did not include concessions of
approximately $167,000§9/ provided employees of other telephone
companies for local and intrastate toll service accounted for in
test period operating expenses, It ie the Commission's opinion
that similar to concessions granted its own employees, conces-
sions granted to employees of other telephone companies are im-
proper for the ratepayers to bear,

SCB has consistently maintained in its recent rate cases
that these concessions amount to benefits to its employees that
cannot be discontinued. The Commission in its Order entered

October 13, 1982, in Case No. 8467 countered this argument by
stating on page 16:

Even though employee concession service may be re-
garded as an employee benefit by Bell and its em-
ployees, Bell has not demonstrated that the conces-
sion service is considered in its wage negotiations
with its employees' union nor that it is a factor
in management's determination of non-union wages.
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on page 33 of its brief in this case SCB stated that:

The Commission has previously refused to recognize
this cost on the ground that the provision was not
part of the labor contract. Any such misconception
in the instant proceeding 1is dispelled by the
August 24, 1983 letter from F. T. Smith, South
Central Bell, to Mr, T. J. Volk, Vice President of
the Communications Workers of America, which was
introduced as Company Exhibit 7., That letter makes
it clear that employee concessions are an implicit
part of the labor agreement, and that both sides
recognize them as such. Indeed, employees perceive
concession services as a part of their compensa-
tion. As further testified by Mr. Dickson on
rebuttal employee concessions were part of the

local bargaining process in August 1983. (T.E. Vol
IX at 144).

This letter from Mr. Smith to Mr. Volk was simply a state-
ment of management's policy decisions regarding continued employ-
ee concessions following divestiture. 1In the Commission's opin-
ifon, it can in no way be construed to clarify that concessions
are an implicit part of the labor agreement. The agreement be-
tween the Communication Workers of America ("CwWA") and SCB,
effective August 27, 1983, made no mention of concession service
except one brief reference on page 35 regarding the continuation
of concession service for an employee on military leave. It 1is

also worth noting that employee concessions will be reduced fol-

lowing divestiture,.

In addition, follewing the testimony of SCB's witness, Mr.
Stanley Dickson, Vice President for Bell operations in Kentucky,
that employee concessions were part of the local bargaining
process in August 1983 as asserted in SCB's brief, Mr., Dickson

was asked and responded as Eollows:ﬁl/

Crutcher O 37, "po you have any correspondence
or any documentation of the local
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bargaining as it took place for these
concessions?”

Dickson A, "No.,"

Thus, nothing in the record of evidence has changed the
Commission's opinion that the ratepayers should not bear the cost
of concessions granted employees,. The Commission has therefore
increased SCB's adjusted net operating income by $1,039,000.

Corporate and Community Affairs

In its Order in Case No. 8150, Notice of South Central
Bell Telephone Company of an Adjustment in its Intrastate Rates
and Charges, the Commission found that the level of expenses of
the Corporate and Community Affairs Department had nearly doubled
in size from 1979 to 1980. This increase in Corporate and Com~
munity Affairs expenses happened concurrently with the centrali-
zation of branch offices with many of the managers of these dis-
continued offices joining the Corporate and Community Affairs
Department as what SCB called "community advisors.”

The Commission questioned the necessity of the functions
of this department and specified that it appeared from the record
in that case that some portion of the department's activities
constituted “institutional enhancement™ or the presentation of a
good corporate image to the public, clearly of primary benefit to
SCB's stockholders. Thus, the Commission determined that an ad-
justment to reduce this department's expenses to the 1979 level
adjusted for changes in inflation was appropriate. The Commis-

sion, moreover, put SCB on notice that in future rate proceedings

-25-~



a detailed analysis of the account specifying cost and benefit
would be required.ég/

In Case No. 8467 the Commission found that SCB had not
provided sufficient documentation of the expenses and the re-
sulting benefit to the ratepayers for this department and ad-
justed the department's test period expenses to allow only the
growth in inflation above the amount found reasonable in Case No.
8150, The Commission again put SCB on notice that a detailed
analysis of the account specifying cost and benefit would be
requited.éé/

In this case, Mr, Dickson gave a broad description of
three functions of the Corporate and Community Affairs Department
and provided further testimony that the total expenses of the
department were virtually at the same level as in 1981 and that
the department's employee total had dropped from 36 to 31 in
1982.91/

The Commission, as was pointed out on page 21 of SCB's
brief, worked with this department to educate telephone customers
about divestiture and is of the opinion that many of the func-
tional activities performed by the Corporate and Community
Affairs Depactment are legitimate expenses of benefit to SCB's
ratepayers. However, the Commission still remains unconvinced by
SCB*'s arguments that the total level of expense in this depart-
ment is justified or that the doubling of the department's size
in 1980 proportionately enhanced the value to the Kentucky rate-
payers, This is the evidence the Commission has sought from SCB

in the pamt two casem to no avalil, The Commission cannot, as
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page 32 of SCB's brief would indicate, find the evidence that
would demonstrate that the essential services provided could not
have been provided equally as efficiently and far more prudently
had the size of the department's expenses remained at the 1979
level adjusted for normal inflation.

Therefore, the Commission has increased SCB's adjusted
operating income by $182,000§§/ to reflect the reduction in the
test period level of expense to expense level for the Corporate
and Community Affairs Department in its Order in Case No. 8150
adjusted foé inflation.

Out-of-Period Salaries, Wages and Wage-Related Expenses

SCB proposed numerous out-~of-period adjustments for sala-
ries, wages and wage-related expenses. These adjustments are re-
flected in Ballard's Revised Exhibit 3, Part 2, Sheet 2 of 2, in
Columns M, N, R, S and T,

The adjustments in Columns R, S and T are for changes in
wages, salaries and fringe benefits occurring in April, July and
August, 1984, Not only are these expense changes not measurable,
but they are to take effect months beyond the date of this Order,
and well over a year after the end of the test period. Thus, if
the Commission allowed these adjustments SCB's ratepayers would
be required to pay for the increases as much as 7 months before
SCB would actually fincur the increase., In short, the Commission
finds these adjustments totally inappropriate for rate-making
purposes and has disallowed these adjustments entirely, thus in-

creasing adjusted operating income by $2,599,000.
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In Columns N and M of Ballard's Revised Exhibit 3, Ppart
32, Sheet 2 of 2, SCB proposed adjustments to reflect salary and
benefit changes for its management employees and wage increases
granted its CWA employees pursuant to the contract agreement
effective in August 1983.

The wage increase granted CWA employees is in the Commis-
sion's opinion in line with current inflationary trends and oc-
curred within 4 months of the end of the test period in this
case, The Conmission, moreover, required SCB to recalculate this
adjustment based on the employee level at the end of the test
period and finds no material discrepancy in these calculations
which was a concern expressed by the AG in its brief. Thus, the
Commission has accepted the August 1983 CwA adjustment as pro-
posed.

The benefit and salary changes to management employees
occurred in August and October 1983, respectively., The Commis-
sion has reluctantly accepted the adjustment for the change in
management benefits. However, the Commission is of the opinion
that the adjustment for the increases in management salaries,
which occurred 6 months beyond the end of the test period and
ranged from 0 to 15 percent,ﬁﬁf should be denied for rate-making
purposes, This adjustment increases SCB's proposed operating
income by $1,433,000, This adjustment was later than the CWA
increase, was larger and was discretionary.

The Commission is further of the opinion that this ad-
justment, as well as the adjustments for the 1984 wage and wage-

related increases, shows the need for the t=est year concept. The

-28-




Commission has on appropriate occasions allowed wage increases up
to several months after the end of the test year on the basis
that there would not be substantial changes in the number of em-

ployees or the basic relationship of employees to investment,

revenues and expenses, However, aside from changes associated

with divestiture, SCB's witnesses have stressed that SCB is
undergoing major changes in the modernization of its plant and
utilizing less employees. Therefore, it is the Commission's
opinion that when a company is undergoing numerous structural
changes, a selective adjustment made for an expense increase long
beyond the end of the test period is naturally uncertain in out-
come and if accepted may produce earnings greater then the return

found fair in this Order.

For some time the Commission has been especially concerned
about the level of employee compensation in the utilities which
are subject to its jurisdiction. For instance, on pages 13-14 in
its final Order in Case No. 8528, Notice of Adjustment of Rates
of Delta Natural Gas Company, dated December 14, 1982, the Com-

mission discussed that issue at some length:

The charge given a regulatory agency like this
Commission takes two forms, On the one hand there
are the specific statutory provisions, such as are
found in KRS Chapter 278, On the other hand, and
no less important for being cited infrequently, is
4 the following simple admonition;

« « othe single most widely accepted rule
for the governance of the regulated in-
dustries is regulate them in such a way
as to produce the same results as would

be produced by effective competition, {f
it were feasible.

Clearly, in the presence of %“effective compe-
tition," though excessive executive compensation
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Telephone Company of Kentucky, dated January 4, 1984, discussing

utility's craft employees,

might exist temporarily it could not continue in-
definitely. This Commission is designed to be a
surrogate for that effective competition, and
though it is but an imperfect surrogate, neverthe-
less it takes very seriocusly its role in that re-
gard, and thus ite obligation to see that Delta's
customers do not bear the consequences of improvi-
dent decisions by Delta's senior management,

The Commission notes that in selecting George
Stigler to recieve the 1982 Nobel Memorial Prize in

Economic Science, the Royal Swedish Academy of Sci-
ences cited his ‘seminal studies of industrial

structure, functioning of markets and the causes
and effects of public regulations,' including regu-
lation on the part of state entities such as the
Commission, As a result of his studies, it |is
Stigler®s conclusion that regulation 'is designed

and operated primarily for 1its [the regulated
firm's or industry's] benefit,’

The present case has that color to it. Surely
any firm would desire an arrangement in which it is
well-insulated from the forces of competition; is
thus able to compensate a select group of employees
(or even all employees) with little or no regard
for what would be the competition-~determined level
of compensation for them; and f£inally is able to
have the arrangement ratified by the official
seal--the rate order--of the very public agency
created to protect captive consumers from such
abuse. This Commission does not intend to partici-
pate in such an arrangement. (Footnotes omitted.)

Moreover, although in Case No. 8528 the Commission con-
fined its comments on wage levels principally to the salaries of
that utility's executives, more recently, on pages 15-16 in {its

final Order in Case No. 8859, Adjustment of Rates of General

its decision to disallow a portion of a wage increase granted a

comments:

The Commission has noted with considerable interest
the dramatic deceleration in wage and benefit
growth among industries such as trucking, airlines
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and busing that have been subject to substantial
deregulation. Within these industries there are
many examples of actual wage and benefit reduc-
tions. A similar pattern has been evident through-
out the economy in industries that have experienced
intense competition, Given present economic
trends, it is essential that compensation policies
for utility employees reflect their counterparts in
competitive industries. As a surrogate for the
marketplace, the Commission must insure that the
utilities under its jurisdiction are not insulated
from economic conditions at the expense of Kentucky
ratepayers. The Commission realizes that General's
increase to its CWA union employees was set by con-~
tract; however, when the need arises, negotiations
should be reopened, Therefore, the Commission con-
cludes that 5 percent is the maximum increase that
should bhe passed on to General's customers for the
annualized wage increase granted CWA employees in
June 1983, In addition, the Commission places
General on notice that its first step in future
rate proceedings will be to determine whether
General's current wage and benefit levels are out
of line with similar compensation levels dictated
by the marketplace. Only then will the Commission
consider proposed increases in these levels. This
policy will be applied to all utilities within the
Commission's jurisdiction. (Footnotes omitted,)

The Commission is especially concerned about the level of
wages and benefits paid by SCB, and notes with particular inter-
est that the average salary paid during the test year by SCB was
$28,502. Moreover, with the addition of fringe benefits and pay-
roll taxes, which totaled $7,852, average total compensation dur-
ing the test year was $36,354. The following data, which are
average salaries exclusive of fringe bernefits for the years indi-
cated, allow comparison between wages paid by SCB and those paid

by selected other utilities falling under Commission jurisdic-

tion,
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General
Telephone

Continental SCB
Telephone

Average Salary

Average Salary
per Employee

Average Salary
per Employee

per Employee

1982 $18,835 $21,699 $27.,485
1981 17,052 19,889 24,286
1980 15,516 17,328 21,369
1979 14,509 15,846 19,548
1978 13,284 14,200 17,942

The Commission has decided that the issue of SCB wages and
benefits merits further attention, and for that reason will order
a thorough evaluation of this and related issues, to be under-
taken by a firm of the Commission's selection, which will trans-
mit its findings in a report to the Commission,

License Contract Expenses

In Case No. 8150, the Commission put SCB on notice that in
future rate proceedings it expected to see studies and analyses
of the specific contract costs that show tangible evidence of
both the necessity to the Kentucky ratepayer of the services pro-
vided under the 1license contract and the reasonableness and
tangible-cost benefit

relationship of those individual

expenses.ﬁl/ In Case No, 8467, the Commission reviewed SCB's
testimony and exhibits filed to comply with the notice and found
that SCB had failed to meet the requirements established in Case
No. 8150 and denied all license contract expenses for rate-making
purpo.ea.ﬁgl The record in Case No, 8467 regarding the license
contract has been incorporated in the record in this case.ég/
puring the hearing in this case, Mr, Parish was asked if

SCB had performed any further review or analyses of the more than
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600 services in the license contract to develop a tangible cost
benefit relationship for Kentucky ratepayers other than the re-
view and analyses provided in Case No. 8467. Mr. Parish respond-
ed that SCB had not.lg/ Moreover, Mr, Parish stated that during
the test period, SCB's internal controls and review of the 1li-
cense contract had not changed from those identified in Case No,
467,11/

Therefore, under the pre-divestiture concept, the Commis-
sion has disallowed the full license contract expenses for the
reasons cited in its Order in Case No. 8467, This adjustment
increases SCB's adjusted operating income by S4,191,000.13/

DIVESTITURE

Divestiture Adjustments

On January 1, 1984, approximately 3 weeks prior to the
date of this Order, the monumental event, “divestiture,"
occurred. AT&T and SCB are no longer parent and subsidiary.
This event represents the largest corporate reorganization in
history and has taken place in less than 2 years from the date
the DOJ and AT&T entered their Consent Decree. Recognizing that
a massive transfer of assets, employees and other related items
representing the separation of major segments of business in this

short time frame would require the provision of additional infor-

mation and the correction of numerous errors following the split,
the POR specified that a l-year true-up procedure was necessary,
On July 29, 1983, sSCB filed this case with the Commission

seeking approval of various rates and charges which reflected its
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expected operations after divestiture, Not only were these oper-
ations based largely upon forecasts but the details of divesti-
ture at the date of filing had not even been ruled upon by the
Pederal District Court.

Moreover, the Commission had previocusly ruled upon SCB's
motion in Administrative Case No. 264 stating that a future test
year would not be allowed due to uncertainties surrounding pro-
jections and that this rate case was to be based on actual test
period operating conditions. The Commission did, however, recog-
nize that divestiture-related changes would occur and granted SCB
the opportunity to adjust historical operations on the condition
that the majority of SCR's request bo supported by "known and
measurable® and “fair, just and reasonable® criteria and further
that all assumptions used in the development of adjustments to
historical results were thoroughly explained and supported by
detailed documentation in the evidence of record, Thus, the
Commission made it clear to SCB from the start in its Order in
Administrative Case No., 264, entered May 2, 1983, that 8CB should
review its historical test period operations and add or subtract
known and measurable and fair, just and reasonable changes due to

impending divestiture and document this {nformation with its
filing.

SCB has wvirtually ignored the Commission®'s directive in
Administrative Case No. 264 and filed this case with approxi-

mately 60 percentzg/ or the majority of its expenses (Main-
tenance, Traffic, Commercial and Marketing, Accounting and

General Expenses), based on ratios derived from a comparison of
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its 1984 pre~ and post-divestiture forecasted budgets, (the lat-
ter budget being the same budget SCB had already developed in the
hope that the future test year would be granted).li/ On cross-
examination Mr. Ballard stated that SCB did consider making ad-
justments to the test year as ordered in Administrative Case No.
264, but decided-~to paraphrase his testimony-~that this would be
too difficulat and that it was his opinion that the method SCB
adopted was egually valid.2§/ The Commission, however, has found
otherwise, Applying ratios derived from these budgets to test
year amounts, in the Commission's opinion, constitutes a method
based on forecasted data subject to the same uncertainties and
ungupported assumptions prohibited in its May 2, 1983, Order,
Moreover, this method, used for the majority of SCB's expenses,
produces results that are neither known nor measurable and can-
not, in the Commission's opinion, be accepted as fair, just and
reasonable for rate-making purposes,

Not only did SCB ignore the Commission®'s directive in its
order in Administrative Case No. 264 by using forecasted data,
but it also failed to comply with the directive to support {its
filing by providing detailed documentation of 1its assumptions
used in making its adjustments,

In numerous information requests, 15 sets in all, the Com-
mission's staff made every effort to assist SCB in meeting its
burden of proof.

In his prefiled testimony in this case, Mr., Ballard de-
scribed his adjustments related to the effects of divestiture in
a brief five pages.lﬁ/ The extent of his description of the
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adjustments for the majority (approximately 60 percent) of his
expenses consisted of one paragraph on page 18, as follows:

Assignment Based on_Relationships Derived From
Forecasted Data.

I have included wmaintenance, traffic, commercial
and marketing, accounting, general and miscellane~
ous income charges in this category. It is my con-
clusion that forecasted relationships are valid for
purposes of separating the historical amounts as to
pre and post-divestiture, Significant resources
were devoted to obtaining forecasted relationships,
including specific assessment of work to be done
after divestiture. In many instances employee and
asset transfers previously determined were utilized
in assessing the expense levels for the several en~
tities.

pr. Selwyn, in Appendix 1, Part B of his prefiled testi-
mony in this case, listed the attempts the Staff made to gain in-
formation prior to the FPormal Conference held in this case on
october 10, 1983, The Commission is of the opinion that Dr. Sel-
wyn's description of the numerous unsuccessful attempts the sStaff
made to derive information regarding SCB's divestiture adjust-
ments is an accurate summary of the Staff's efforts to meet SCB'S
burden of proof, and has attached Dr. Selwyn's Appendix 1, Part
B, as Appendix B to this Order.

At the Pormal Conference, nearly 3 months after the filing
of this case, the Commission learned for the first time that the
ratios applied to the majority of SCB's expenses were, in fact,
based solely on the pre- and post-divestiture budgets for the
accounts maintenance, traffic, commercial and marketing, account-
ing and general expenses, Following the Formal Conference, on
october 17, 1983, SCB produced information showing its pre- and

post-divestiture ratios by detailed sub-account applied to the
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test period levels of the majority of its expenses, Until this
filing, SCB had maintained that this information was unavailable
in this detail or in SCB's words, ®"granularity®, No narrative
description was included with this response.

The Commission's Staff again tried unsuccessfully in an
information reguest to determine the assumptions and calculations
used to determine the pre~ and post-divestiture budgets.ll/
SCB's response consisted of two narrative pages which referenced
the MPJ, the POR Detailed Work Plan prescribing asset assignment,
and AT&T's Divestiture Implementation Guidelines, The resgponse
included excerpts from these documents outlining broad~based
assumptions not specific to SCB's Rentucky operations and further
stated that:

These work plans and guidelines were placed in
the hands of individuals responsible for all seg-
ments of the business, including local operations
managers who are responsible for the actual task
work required to provide telephone service. These
same managers are responsible for segment input to
the forecast process. 1In short, the people doing
the work were vital to planning for MFJ implementa-
tion and the preparation of the 1984 forecast.

Control of the above described managers and
their input is the next element to be discussed,
Beginning in June of 1982 our internal auditors
have conducted over 25 separate audits programmed
to measure the effectiveness of divestiture imple-
mentation processes and quantifications. Regional
Task Porces have conducted numerous reviews and
follow~ups also designed to assure compliance. A
Budget Analysis Task Force was organized by the
Company to review the adequacy of the 1984 fore-
cast. AT&T has issued an Information Statement and
Prospectus to its shareowners which includes 1984
estimated financial data for AT&T and each of the
seven regional holding companies., Coopers and
Lybrand, Independent Certified Public Accountants,
reported that financial results in the prospectus
were ', , .presented in conformity with applicable
guidelines for presentation of a financial forecast
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established by the American Institute of Certified
Public Accountants., We believe that the underlying
assumptions provide a reasonable basis for manage-
ment's financial forecast.'

In addition to the above described forecast
preparation, managers were asked to prepare a fore-
cast of 1984 as {if divestiture would not occur,
Implicit in such a forecast is the removal of the
multitude of items which were quantified in accor-
dance with the Detailed Work Plan and the Divesti-
ture Implementation Guidelines, This forecast was
prepared by the same managers who prepared the
post~-divestiture view. The relationship of these
two forecasts provided the percent to be retained
by South Central Bell after divestiture for Mainte-
nance, Traffic, Commercial and Marketing, Account-
ing, General and Miscellaneous Income Charges.

The provision ', . .0f all assumptions and all

calculations wused to develop pre- and post-
divestiture amounts, . .' is clearly an enormous
undertaking. It is the company's belief that

recognition of the planning, implementation and

control of the forecast function demonstrated in

this response, represents sufficient assurance that

reasonable quag%%fications have been provided to

the Commission.—

Thus, the Commission was never made aware of the specific
assumptions underlying the forecasts of each expense account upon
which the ratios were determined and then applied to the majority
of SCB's expenses to determine its divestiture adjustments. A
review of the extensive transcript of the cross-examination of
Mr. Ballard in this case reveals no further enlightenment.

In fact, {t appears that there were no assumptions, Mr,
Ballard simply took two projected budgets for 1984, one with di-
vestiture and one without, and calculated a ratio which he then
applied to the figures for these accounts for the test period.

The assumptions underlying the two proposed budgotas wore never

presented to the Commission., In fact, one of the budgets itself
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was never presented to the Commission in its entirety. Accepting
this approach would mean that the vast majority of the expenses
would he projections solely within the province of SCB management
and beyond examination by the Commission. The Commisgion has
never accepted forecasted test years because of the inherent
problems in projecting expenses and revenues for an enterprise of
this size., Some commissions do use projected test years. But 1if
such a method is to function properly, the company must provide
extremely detajiled data so the commission can carefully scruti-
nize each element of the projected test year. 1In this case, SCB
avoided that issue altogether. SCB never provided any data on
the details underlying its projected test year budget. It simply
supplied a ratio, and until very late in the case failed to an-
swer data reguests, stating that it did not have adequate infor-
mation,

The fact that this information is satisfactory for SCB's
internal purposes, or that an outside independent auditor has
accepted one of these budgets for another purpose (although even
the acceptance by the auditor had reservations)lg/ does not make
these figures acceptable for rate-making purposes.

Dr. Selwyn, after making adjustments to SCB's results, in
his prefiled testimony stated in regard to SCB's method of deter-
mining its ratios for maintenance, traffic, commercial and mar-
keting, accounting and general expenses,

Although there also appear to be some subaccounts

which are reduced in this budget by an amount less

than one would expect for the divested Company, the

general result of the forecast process would still
be a reasonable approximation of the direct effect
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of divestiture on expense levels ngPnly the in-
creases to subaccounts were removed.—

SCB seems t. take this as full endorsement of its methods. How-~
ever, Dr. Selwyn had previously stated in his prefiled testimony
which was submitted October 25, 1983, or 8 days after receipt of
the budget subaccounts, that,

Prior to October 17, 1983, the Company had not pro-

duced sufficient information for me to evaluate

those expenses beyond a highly general level. It

should be noted that tosf?me extent, this statement
still remains the case . 2X

Moreover, Dr. Selwyn emphatically took 4issue with the
methodology employed by SCB calling it a direct violation of the
Commission's Order in Administrative Case No. 264.23/ Purther-

more, in his direct examination during the hearing in this case

Dr. Selwyn further stated,

I have made what I believe is an extremely conser-
vative adjustment in this expense retentions fore-
cast by South Central Bell. And in that context, T
believe that the adjustments I am proposing are the
absolute minimum that should be adopted in order to
reflect the reduced scope and scale of the compa-

n¥'s qperatggas on its operating expenses after

divestiture.—

As previously discussed in a prior section of this Order,
SCB, in Mr. Ballard's Exhibit 3, Part 2, separated its combined
operating results including divestiture (Columns A-~U) in Column V
of that statement. These intrastate separation factors were
never separately identified nor set out in an exhibit but had to
be calculated by dividing Mr. Ballard's Column V by his Column U.
The results of these calculations produce intrastate separation
factors significantly higher than those factors based on the his-

torical test period which, 1{f accepted, would result in
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significantly higher expenses being assigned the 1intrastate

jurisdiction. On page 19 of his pre-filed testimony, Mr. Ballard
stated in SCB's characteristically brief manner,
Column VvV is the product of forecasted post-
divestiture separation factors applied to the post-
divestiture combined expenses. These factors were
determined as provided in the Separations Manual,

including recent rulings regarding Customer Prem-
ises Equipment and the Subscriber Plant Factor.

During the hearing in this case, Mr. Ballard was cross-
examined regarding the separations factors used to derive Column

V. In response to a guestion regarding changes in the factors,

Mr. Ballard responded,

Yeah, we made this, . .query to the people who do
the separation factors and, ., .we were presented
with., . .with their quantification of those factors
and, . .and the resulting Column B (sic) V. 1

don't have all the sie/tail of what considerations
were given in there.,—

After several additional questions, Mr., Ballard agreed to
provide the study and the date of the study and to further ex-
plain the changes in the factors.gé/ His response, "I'm going to
need that truck after all, I guess,'gﬁ/ seemed to anticipate that
this information would be voluminous.

The response consisted of one typewritten page.gl/ It
stated that, “. ., .there was no specific study made as of a cer-
tain date to determine the separation of data for Column U," and
summarized in the last sentence that:

The main reason for higher intrastate amounts is

due to the fact that the remaining operations in

the divested mode are predominately intrastate as a

significant portion of the investment assigned to

the terstate operation has been transferred to
AT&T.
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Again, the Commisgsion is of the opinion that the assump-
tions underlying these factors have not been made clear. No
study was either made or submitted in the evidence of record.
Thus SCB has failed to support its burden of proof on the specif-
ic divestiture adjustments.

Both of the AG's witnesses, Dr. J. W. Wilson, President
of J. W. Wilson & Associates, Inc,, and Mr. Buckalew, presentod
testimony proposing that the Commission totally disallow divesti-
ture adjustments. The AG supported its witnesses®' position in
its brief filed in this case. SCB in response to the AG's wit-
nesses' testimony pointed to errors in calculation and concluded
from this that their testimony had no merit,.

SCB in its brief in this case stated that no fault was
found in the divested assets, nor the divested revenues and that,
It would be nice if the problem of projecting the
effect of divestiture did not exist, but it does,
and in the absence of absolute certainty, the
method used by Mr. Ballard for calculating 1984
expenses is a conservative and reasonable one.

Fine-tuning is inevitable but the Company must be

in a position on January 1, 1984 to recoup {ts
legitimate business expenses, LNLr, Ballard's testi-

mony and exhibits provide the only author§g7tive
benchmark as to what those expenses will be.2Z

The Commission is, as previously stated and explained at
length herein, in disagreement with the results of Mr, Ballard's
divestiture expenses, and finds that these expenses are largely
forecasts, the bases for which remain unknown and thus are not in
compliance with the Commission's Order in Administrative Case No,

264, and that SCB has failed to meet its burden of proof under

KRS 278.190. Therefore, regardless of whether divested assets
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and revenues have been challenged, the overall divested results
of Mr, Ballard's Exhibit 3 are of no value and are hereby denied.

The Commission, however, does recognize that two major
segments of SCB's operations--CPE and inter-lata toll--have been
transferred to AT&T. Thus, the revenue contribution from those
operations will be lost., SCB's witness, Mr. J. D. Matheson, Vice
President of Revenue Requirements, in his pre-filed testimony in
this case stated that the losses of revenue contribution from CPE

and inter-lata toll were §$24,000,000 and $38,000,000, respec-

tively.gg/

puring the hearing in this case, it was established that
Mr. Matheson's figures were based on SCB's 1981 Embedded Direct
Analysis ("EDA"). The EDA although subject to some criticism re-
garding the distribution of cost is a standard document prepared
annually by SCB, its primary purpose being to review its service
costs and revenue relationships of its products and services.
Therefore, in the Commission's opinion Mr. Matheson's divestiture
figures more realistically comport to the criteria established in
the Commission's Order in Administrative Case No., 264 of being
“known and measurable and fair, just and reasonable."

Mr. Matheson updated his figures during the hearing to re-
flect the 1982 EDA and determined his revenue contribution loss
from CPE to be $20,800.00021/ and his revenue contribution loss
from inter-lata toll to be $37,200,000.22/ He further stated
that he considered these figures to be the reasonable level of

lost contribution from those services.gl/
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The Commission will accept Mr. Matheson's revenue contri-
buticn losges from CPE and i{nter-lata toll.

Access charges to cover the revenue contribution loss from
inter-lata toll have been placed in effect on an interim basis in
Case No. 8838 and will be dealt with further in the proceedings
in that case,

Although the investment and expenses associated with CPE
have been transferred to AT&T, the investment and expenses in in-
trasystem wiring to connect portions of the CPE remain with SCB.
In a later section of this Order, the Commission is requiring SCB
to establish tariffs to recover the lost revenue associated with
intrasystem wiring. These tariffs are to be designed to recover
$6,303,00024/ on the test period basis. Therefore, Mr.
Matheson's revenue contribution loss from CPE has been reduced to
reflect this recovery.

The Commission is cognizant of the fact that contract
charging between AT&T and SCB for multifunction facilities and
other service arrangements have not been dealt with in this
Oorder, However, a rate of return has been found appropriate and
applied on the entire pre-divestiture test period level of
asgsets., The results of contract charges are not at this point
measurable and under SCB's estimates filed in Mr, Ballard's re-
sponses to information requests, SCB would be the net receiver of
this dual system of charging. Therefore, it is the Commission's

opinion that SCB has not been harmed in this omission,
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Centralized Services

The pre-divestiture provision of certain services to SCB
by AT&T was covered by a variety of affiliated agreements, the
largest of which was known as the license contract, the test
period cost of which has been disallowed in a previous section of
this Order. Under the license contract AT&T provided the BOCs
with technical assistance and services in areas such as network
planning, marketing, personnel, and financial management, with
the BOCs being allocated a share of the expenses. In recent
years, increasing levels of license contract costs and the appar-

ent inability of the BOCs to control license contract expendi-

tures have been questioned,

Under the terms of the MFJ all affiliated agreements with
AT&T, including the license contract, and the contract with Bell
Telephone Laboratories for the development of Business Informa-
tion Systems ("BIS") were terminated on January 1, 1984, How-
ever, the MFJ reguired the BOCs to provide through a centralized
organization a single point of contact for coordination of all
BOCs to meet requirements for national security and emergency
preparedness, and further allowed the BOCs to support and share
costs for the "provision of engineering, administrative, and

other services which can most efficiently be provided on a cen-

tralized basis.'gﬁ/ Therefore, a task force of BOC presidents
decided that a Central Services Organization should be formed to
comply with Judge Greene's national security requirements and
also to provide many of the services previously obtained through

the provisions of the license contract, In this rate case, SCB
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proposed to recover the estimated cost of CSO operations allo-
cated to Kentucky of $6,212,000, In addition, SCB will also
receive certain centralized services from BellSouth's Regional
Holding Company ("RHC") and Regional Services Company ("RSC").
SCB proposed to recover the estimated cost of these services
allocated to Kentucky intrastate operations in the amounts of
$3,080,000 and $<2,537,000>, respectively. The Commisslion herein
discusses SCB's proposals to recover the cost of these affiliated
centralized services, the total cost of which, proposed by SCB,
would be $6,755,000 to Kentucky ratepayers,

Central Services Organization

Mr. Parish testified that the (€SO will provide techniceal
services to the BOCs including network planning, information sys-
tems (including BIS), technology systems support, engineering and
operations support, and applied research; and also nontechnical
support in areas such as legal, government affairs, market re-
search and other support services.gﬁ/ Mr., Parish stated that the
services to be performed by the €SO in addition to Judge Greene's
requirements for national security are better performed at the
national level to eliminate duplication of expenses by each of
the seven regional BOCs and to provide the technical expertise
necessary for all of the regional BOCs to remain vlable.gl/ Mr.
Parish further testified that of the Kentucky allocated share of
the $6,212,000 estimated to be spent on the ¢SO0 in 1984,
$1,911,000 of the costs are for "core-funded" projects which are
deemed by the seven regional BOC Holding Companies to be of sub-

stantial benefit and are funded by each region on an egual, one-
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seventh basis.gﬁ/ The additional expenses to Rentucky of
$4,301,000 are for non-core projects which are not deemed to be
*universally accepted” as core projects but which are viewed as
worthwhile projects by some of the regional BOC Holding Companies
and are billed only to those regional BOCs based on various allo-
cation factors.gg/

Numerous parties at the hearing opposed the proposal by
SCB to include the level of CSO costs. The AG proposed that the
CSO expense be denied or limited for several reasons.100/ speci-
fically, the AG noted the uncertainty of the information provided
about the CS0O because much of the planning regarding the CsO had
not been finalized until shortly before the hearings.lgl/ The AG
also noted that some of the projects such as research directed
toward the providing of video games through telephone service and
the Integrated Service Digital Network ("ISDN"), planned by the
CSO, are not needed to provide basic local exchange service.lgz/
The AG further noted that the CSO organization has grown far in
excegs of its original purposes of providing national security,
because less than 1 percent of the estimated costs are related to
national defense,

Louisville and Jefferson County argued that CSO costs
should be disallowed in full on the basis that insufficient jus-
tification was presented for the budgeted CSO costs, They also
claimed that no adequate breakdown of coste by activity or work
package was presented.igé/

Dr. Selwyn testified that the Commission should completely

disallow all CSO and other centralized services expenses until
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SCB makes a ®"complete accounting and allocation of these costs
between ratepayers and stockholders.'lgi/ Dr. Selwyn noted sev-
eral problems with the CSO activities which should be of concern
to the Commission including questioning the value to Kentucky
ratepayers of individual CSO activities, the problems of ensuring
that common overheads not be charged to the ratepayers, and the
difficulty, based on the evidence presented, in determining
whether the ratepayer or the stockholder is the ultimate benefi-
ciary of any and =all projects performed by the cso.lgé/ Dr.
Selwyn noted the Commission's concern in Administrative Case No,

264 in which the Commission stated that:

To help SCB better plan 1its next rate case, the
Commission serves notice that it must meet its bur-
den of proof pursuant to KRS 278,190. . .and that
the start-up costs, both direct and allocated, for
the new southern regional holding company and the
centralized service organization will not Dbe
allowed for rate-making purposes unless sufficient
cost benefit justification and do%ﬂgfntation has

been provided for each expenditure.l——

Dr. Selwyn concluded that:

« « oin this case, South Central Bell has certainly
not provided evidence that the CSO expense that it
seeks to recover, to pay 1its share of all CsO
costs, is reasonable and 9897ssary to the provision

of service to the public.==L

The Commission in evaluating the CSO is dealing with an
organization with no history of operations whatsoever but which
would, 1f it were an independent corporation, immediately assume
a prominent place in the Portune 500 companies based on the budg-
eted 1984 revenues,108/ Upon considering the evidence of record

and the viewpoints of all interested parties, the Commission

finds several problems with SCB's proposal related to the CSO.
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The Commission, as well as other parties, agrees with SCB in
principal that certain services can be provided more efficiently
on a centralized basis for a group of similar companies, due to
economies of scale and elimination of unnecessary duplication;
however, based on the evidence provided by SCB, it is impossible
to determine the appropriateness to the Kentucky ratepayers of
the level of CSO services proposed. As Dr. Selwyn has stated:

« « othe relevant issue 1is not whether the BOCs

should be allowed to have some services provided on

a centralized basis, but rather, which psrticular

services or‘activitie81€§7 appropriately provided

on a centralized basis.~—~
SCB in its brief has argued that it has demonstrated the wisdom
of its affiliated "structure" but the question of critical impor-
tance to the Commission is not only of structure but also of the
control and justification of these costs., The Commission found
several problems with both the information provided regarding the
CSO and the (SO services as proposed, including but not limited
to the lack of certainty inherent in the information provided,
the questionable value of the information provided, the prudence
of charging the Kentucky ratepayer for certain services, the pos-
sibility of shareholder benefit from ratepayer funded services,
the possibility of duplication of services, and the level of to-
tal CSO costs and the ability of SCB to control these costs.

The Commissiocn in Administrative Case No, 264 denied SCB's
motion to use a projected test period and noted that:

. « .although we are cognizant that certain assump~

tions will be based on business judgments and opin-

ion, we expect the majority of SCB's request to be

documented according to known andlﬂﬁfsurable and

fair, just and reasonable criteria.,z=™

-49-



The Commission is of the opinion that the evidence regarding CsO
costs is not of sufficient foundation to be considered known and
measurable and/or fair, just and reasonable., Mr., Parish testi-
fied that as recently as November 8, 1983, the total cost of the
CS0 was revised, that this amount would not be exceeded, but that
it "sure could” be something less.lll/ Mr., looloian testified at
the hearing that "we're in the process right now of, in effect,
finalizing a specific dollar number for each project'llg/ and
thats

. « .the numbers that you're dealing with are budg-

eted., . .. Hopefully there will be fairly close

similarity between budgeted and actual and certain~

ly in the aggregate there's going to be, but on

egch iffiyidual project there could be some devia-

tions ,—

The Commission is of the opinion that SCB's testimony indicates
the uncertainty of the numbers provided and the ongoing nature of
the planning process even as of the date of this Order.

The Commission also expresses serious concern with the
prudence of charging the ratepayer for certain services which
appear to be unnecessary in providing basic local exchange ser-
vice. The Commission has noted the AG's concern regarding CSO
projects related to research in developing ISDN and video game

technology. Mr. Parish testified under cross-examination that

video text capability ie another project to be explored by the
C80 and:

« o« oi8 certainly not plain old telephone service
but, . . offers the opportunity for the regulated
network tollgyovide additional revenues to {ts
operations ,—
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Mr. Parish agreed that some of the CSO work “will be towards
redefining or revamping the network so that new services can be
provided.'—l§/ Mr. Parish further agreed that there are no
guarantees that each of these services will be offered through
the local exchange as opposed to a separate subsidiary if de-
clared to be enhanced services in the future.llﬁ/ The testimony
of SCB's witnesses certainly indicates that some of the CSO
projects are designed to explore luxury telephone items and pos-
sibly enhanced services., The Commission is not opposed to the
development of such items but questions the propriety of SCB's
proposal to have the ratepayers fund such projects, particularly
at a time when widespread fears exist regarding the availability
of universal service. The Commission reminds SCB of the state~
ment presented by recently elected Governor Martha Layne Collins
in Case No. 8873117/ on August 30, 1983, regarding universal ser-
vice., 1In part, Governor Collins said to the Commission:

I ask you today that, when you consider individual

rate structures and hearings to come, you do so

with resolve to preserve the affordability of basic

telephone service for individual residential house-

holds. . .. As you're challenged by information

and proposals submitted to you by Kentucky's tele-

phone companies, great and small alike, do not lose

sight of the concept of making available, as far as

possible, to all the people, a rapid efficient com-

munications servic with adequate facilities at
reasonable charges.iégfi

At this time, when the concept of universal telephone service is
being serlously threatened by rising costs, the Commission is of
the opinion that SCB's proposal to have the captive ratepayers

fund projects for luxury services such as video game technology
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is unreasonable and improper. However, given the limited infor-
matfion provided by SCB, the Commisgsion is unable to determine the
amount of cost devoted to projects such as these,.

The Commission is alsa of the opinion that SCB's stock-
holders could benefit at the expense of the ratepayers in the
provision of CSO services to outside interests, Mr, Parish
stated that the CSO will perform services for outside interests
in addition to providing services for the seven regional com-
panies which will own the cso.113/ Not only does this add addi-
tional uncertainty to the ongoing expenses for the CSO, but it
further presents difficulties in the proper allocation of costs.
The Commission finds it interesting to note that the provision of
CSO service to outside interests has evidently received high pri-
ority at the CsO, as the minutes of the CSO Board of Directors
meeting on November 8, 1983, indicate that one of the first items
to be reviewed was the potential agreement to provide services to
non-affiliates and particularly to Cincinnati Bell, Inc., and
Southern New England Telephone.lzg/ Dr. Selwyn noted concerns
similar to those of the Commission in his testimony regarding the
provision of nonregulated activities in stating that "BellSouth
Corporation will have the {ncentive to subsidize nonregulated
services through centralized activities.'lZl/ This statement is
equally true of regulated CSO services provided to non-
affiliates,

The Commission also guestions SCB's ability to control the

expenses of the CSO. Mr, Parish stated that:

. « o8ince the BOCs will be the owners of the CSo,
they will be im contreol of its work functions and
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the ultimate authority for the costs incurred by
the qﬁg/,to provide the services desired by the
BOCs8 ,~=~

However, additional testimony reveals that the ROC control over
CSO expenses is less than ideal, For instance, the core projects
will be funded egually by all regions, regardless of whether the
region wishes to be provided the service, if at least five of the
seven regions wish to participate in the project. Thus, {f Bell-
South does not wish to avail itself of a particular core project,
the costs of such a project will still be allocated to them be-
cause “"the benefits cannot be assigned in advance nor denied to
an owner.'lgi/ Non-core project funding provides an additional
control problem as the total cost of such projects will only be
borne by those regions wishing to participate. Thus, as Mr,
Parish agreed under cross~examination, the cost to BellSouth of
non-core projects will be determined to an extent upon the level

of participation by other regions.lzi/

It should be noted that
BellSouth's non-core project costs will be particularly sensitive
to the level of participation by other regions because BellSouth
chose to participate in 95.6 percent of the non-core projects,
more than any other Boc.lzé/ Mr. Parish further testified that
SCB assigned no value, in its value studies provided as justifi-
cation for centralized provision of services, to the lack of
flexibility arising from the provisions of CSO funding which in-
sure that BellSouth is charged regardless of the amount of usage

of the aervice,lﬁﬁ/ although such lack of control obviously has a

cost 1f the project is of 1little wvalue to the region. The
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Commission notes that the value studies provided by SCB contained
numerous other flaws, as is discussed by the AG in its brief.lgl/

The Commission is of the opinion that the proposed CSO ex-
penses allocated to Kentucky ratepayers of $6,212,000 have not
been shown by SCB to meet the criteria of "known and measurable,”
that the potential for allocation of improper costs to the rate-
payers through CSO activities is evident, and that SCB has failed
to meet its burden of proof regarding these expenditures and in
compliance with the Commission's intent as evidenced in the Order
in Administrative Case No. 264. The Commission is of the opinion
that adequate support exists for the total disallowance of CS§O
expenses based on the evidence of record. However, the Commis-
sion is concerned with meeting the intent of the MFJ which man-
dated centralized national security and emergency preparedness,
The Commission has previously noted that the activities of the
CSO related to national security are almost insignificant in re-
lation to the total activities of the CSO, although SCB testified
that other activities of the €SO will also support the security
requirement.lgg/ Mr. Buckalew proposed that the Commission, as a
"transition mechanism only. . .limit the allowed expenses to 1
percent of revenues minus uncollectibles.'lzg/ The Commission is
of the opinion, given the uncertainties associated with divesti-
ture, that a "transition mechanism™ is appropriate in dealing
with the proposed costs of the (€SO, and that allowance of the
cost of core projects identified of $1,911,000 is preferable to
Mr, Buckalew's suggested mothod bhocause SCB has identified the

core projects as those that are "expected to provide universal
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benefits and are continuing in nature.'lég/ However, the Commis-
sion emphasizes that its adoption of this level of expenditures
as a transition mechanism is in no way indicative of the Commis-
sion's approval or disapproval of the proposed core or non-core
projects or endorsement of the CSO, The Commission, absent the
information necessary to fully evaluate the proposed projects,
adopts this position as fair, just and reasonable to both SCB and
its ratepayers. Moreover, these costs are approximately equal to
the level of BIS expenses previously allowed in the pre-
divestiture test year cost of services, The Commission will
allow for divestiture purposes the estimated core expenses of the
CSO but will deny the actual intrastate BIS expenses in the test
year of $1,697,000, Therefore, the net expense increase allowed
for rate-making purposes is $214,000 representing the estimated
core expenses less the actual intrastate BIS expenses during the
test period.

The Commission advises SCB that, as the operations in 1984
of the CSO will provide actual costs and more detailed informa-
tion regarding the CSO projects, the Commission expects SCB to
provide sufficient justification and documentation for each proj-
ect and each major expenditure in guch a manner as to show both
the necessity and the tangible benefits to the Kentucky ratepayer
of the services in question., The Commission further expects SCB
to provide evidence regarding CSO expenditures in such a manner
as to allow the Commission to determine which of these services,
if any, are necessary in order to maintain the local loop as op-

posed to enhancing or redefining the network. The Commission in



its Findings and Orders details specific requirements which it
expects SCB to meet in this regard. The Commission advises SCB

that failure to justify the CSO proposal may result in disallow-
ance of all CSO expenses in SCB's next rate case,

Regional Service Company

The RSC, also known as BellSouth Service Incorporated
("BSS"), was jointly formed by South Central Bell and Southern
Bell in October 1983.131/ According to SCB the BSS was formed to
provide more localized services and to:

. « stranslate the generic CSO outputs into specif-

ic practices, methods, etc., for wuse 1in South

Central Bisays and Southern Bell's network

operations.—=
Specifically the BSS will oversee the activities of the (SO,
manage support facilities such as land, buildings, and vehicles,
and provide services such as purchasing which were previously
performed by other organizations.léé/ SCB indicated that the BSS
will have approximately 8,000 South Central Bell and Southern
Bell employees who will perform state-specific work amounting to
about 80 percent of the BSS managed expenses,léi/ and will share
the remainder of BSS managed expenses resulting from consolida-
tion o©f services benefiting all states within the BellSouth
region. Mr. Parish testified that payments will flow back and
forth between South Central Bell and Southern Bell, and that the
majority of the BSS-shared employees are in the South Central
Bell organtzation.l§§/

The total aggregate of BSS expenses to South Central Bell

has never been specified, Essentially, had the BSS not been
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formed, certain expenses during the test period, including em-
ployee costs, materials, and other overheads might have no longer
been necessary to South Central Bell's operations. Although
through the intercompany agreement SCB is the beneficiary of and
is receiving $2,537,000 to offset Kentucky intrastate expenses,
which the Commission accepts, the Commission is still concerned
that the services provided through the RSC may be duplicative of
other services, may be unnecessary to the Kentucky ratepayer, or
may not be cost effective. Therefore, although these divestiture
adjustments are accepted herein, the Commission advises SCB to
provide additional information in its next rate case regarding
the specific services provided by the BSS, the allocation methods
and factors used in determining payments between South Central
Bell and Southern Bell, and the rationale of the structure of the
BSS in concert with the CSO and the RHC. The Commission advises
SCB that failure to fully justify BSS may result in disallowance
of all BSS expenses in SCB's next rate case,

Regional Holding Company

The RHC will own 100 percent of the stock in South Central
Bell and Southern Bell, will have a staff of 470 employees, and
will provide management and administrative services such as long-
term corporate planning, financial management, legal, accounting,
and personnel functions to the BellSouth region and its subsidi-
aries.léﬁ/ SCB has indicated that expenses for the financial
management services include the cost of shareholder services pro—
vided to the RHC externally by American Transtech, Inc, ("Ameri-

can"), a newly formed wholly-owned subsidiary of AT&T. The AG
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guestioned this continued affiliation between AT&T and SCB and
noted that the study used by SCB to support this decision was
made in 1983 although the decision to contract with American was

made in 1982.121/

Dr. Selwyn suggested that services provided by the RHC
could be duplicated by the €SO, particularly in the areas of mar-
keting and personnel.lég/ Dr., Selwyn further noted that the RHC
will perform services in strategic planning areas related to new
services, creating the potential for cross-subsidization,13%/
Dr. Selwyn also gquestioned the replacement cost studies used to
evaluate the cost of the RHC, particularly because the RHC study:

. «» .assumed that approximately the same number of

people and the same amount of other costs would be

required to provide the holding company services

just to South Central Bell as woqld be requiisg to

provide those services to the entire region.,~—

The Commission shares the concerns of the AG and Dr,
Selwyn, Moreover, the Commission notes that approximately 30
percent of the estimated RHC expenses are for shareholder ser-
vices provided by American, and that no competitive bidding pro-
cess was undertaken in advance of awarding the contract to Ameri-
can.lil/ -The Commission is concerned with SCB's ability to con-
trol RHC costs given the significance of the expense to American.
The Commissgsion will include SCB's proposed RHC expenses in reve-
nue requirements in this case, but stresses that this inclusion
does not constitute endorsement of the RHC or its proposed ex-
penses. The Commission adviges SCB to provide additional evi-
dence in its next rate case to demonstrate that the RHC structure

and RHC expenses, particularly those to American, are of specific
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benefit to Kentucky ratepayers, are non-duplicative in relation
to the CSO and RSC services, and are cost effective. The Commis-
sion further advises SCB that failure to justify the RHC may re-
sult in disallowance of all RHC expenses in SCB's next rate case.

Capital Structure

SCB proposed a capital structure containing 45 percent
debt and 55 percent equity.lﬁz/ Mr, Matheson stated that the 45
percent debt ratio was the prudent upper limit of debt.lig/ Mr,
Mark Langsam, of the General Service Administration and witness
for the DOD proposed a capital structure containing 50 percent
debt and 50 percent equity.liﬁ/ He stated that the lower equity
ratio produced a lower cost capital structure that would also
allow Bell to attract capital at a reasonable cost.lié/ Dr.
Wilson proposed a capital structure containing 48.19 percent debt
and 51,81 percent common equity.lig/ He stated that the capital
structure should be adjusted to reflect the risk differences
assocliated with SCB's competitive and monopoly operations.iil/

The Commission is of the opinion that a capital structure
for rate-making purposes containing 45 percent debt and 55 per-
cent equity is reasonable, This capital structure reflects the
mandate of Judge Greene's order that the BOCs be spun off from
AT&T with no more than a 45 percent debt ratio. Moreover, it is
the capital structure ratio used by this Commission in previous
cases and there has been no evidence presented which would cause
a change, However, the Commission will take into consideration
the highly conservative nature of SCB's capital structure when

determining the appropriate rate of return on equity.
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Rate of Return

Cost of Debt

SCB proposed a 9 percent cost of debt that included an
8.93 percent embedded cost of long-term debt and short-term debt
costs between 8 and 13 percent and currently above 9 percent.lig/
Mr. Langsam proposed an 8,85 percent cost of debt which wae the
embedded cost of senior securities for the Bell Telephone System
as of PFebruary, 1983.152/ Dr., Wilson accepted the 9 percent cost
of debt proposed by SCB. The Commission is of the opinion that a
9 percent cost of debt is reasonable,

Cost of Equity

Mr. Matheson proposed a return on equity in the range of
16 to 18 percent, based on a Discounted Cash Flow ("DCF") analy-
8is and a comparison of earnings of unregulated firms over the
past 10 years.léﬂ/ He determined that AT&T's total investor re-
quired return, based on eight variations of the DCF analysis, was
on average greater than the total investor required return for
Standard & Poor's ("S&P's"™) 400 industrials.lél/ Mr. Matheson
thought that SCB needed a 16 to 18 percent return on equity to be
able to compete for capital with businesses of comparable risk
and to adeguately compensate existing stockholders.l§3/ Dr.
Richard W. Furst, Professor of Finance and Dean of the College of
Business and Economics at the University of Kentucky and witness
for S8CB, recommended s 16.5 percent return on equity based on a
DCF analysis and a risk premium analysis.léé/ Dr. Furst selected
a group of comparable risk utilities and a group of comparable

risk industrials, He performed a DCF analysis for these two
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groups and also for AT&T and a group of telephone companies. Dr.
Purst incorporated both historical and projected growth rates in
dividends and earnings per share, when determining the required
return on equity. The required return, based on his DCF analy-
sis, was in the range of 15.8 to 17.3 percent.léi/ The reguired

return, based on his risk premium analysis, was in the range of

16.4 to 16.6 percent.lég/ br. Furst adjusted his recommended re-
turn of 16.3 percent by 3 to 4 percent to allow for flotation
costs associated with the issuance of new stock 156/ The adjust-
ment produced his recommended return on equity for SCB of 16.5
percent, Mr. Fugene W. Meyer, Vice President and Director of
Ridder, Peabody & Co. Inc., and witness for SCB, 4did not specif-
ically recommend a return on equity but stated that SCB would
need a higher return on equity to achieve and maintain its bond
rating at the AAA or AA 1eve1.l§l/

The Commission has certain reservations regarding the rate
of return testimony sponsored by SCB. Mr, Matheson determined
from his DCF analysis of AT&T and S&P's 400 industrials that SCB
should not have earnings allowances set below those of the aver-
age corporation.lég/ The Commission is not convinced that SCB is
comparable to SsP's 400 industrials because SCB's primary line of
business is regulated whereas S&P's 400 industrials are primarily
unregulated. Mr, Matheson also looked at the returns earned by
several groups of companies.l§2/ However, very few of those com-
panies were regulated utilities.lﬁg/ The Commission is not con~
vinced that a regulated utility is comparable, in terms of risk

and required return, to a firm in a competitive market.
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Dr. Furst used a multitude of growth rates in his DCF
analysis, including the growth rate projections of five brokerage
firms and Value Line,l161/ Brokerage firms provide investment ad-
vice to help customers select securities and portfolios that out-

perform the market and earn returns in excess of the investor's
required return, Dr. Wilson pointed out in his testimony that

analysts recognize that their growth forecastse are higher than
actual investor requirements.léz/ Therefore, using the growth
rate forecasts of brokerage firms might overstate the actual in-
vestor required return on eguity for SCB.

Dr. Furst applied the DCF analysis to what he considered
to be a group of comparable risk utilities and a group of com-
p&rable risk industrials, However, none of the comparable risk
utilities were telephone utilities and many of them were electric
utilities, some of which have nuclear generators under construc-
tion or preparing to go on line.léé/ Dr, Furst had not consid-
ered the impact of a nuclear generator on the risk of an electric
utility.léi/ The Commission is not convinced that a DCF analysis
of a composite of electric utilities is a good proxy for the in-
vestor required return for SCB., At the hearing, Dr. Purst agreed
that public utilities generally have more stable earnings than
unregulated firms and that more stable earnings imply relatively

less risk.163/ Again, the Commission is not convinced that a DCF

analysis of a composite of unregulated and unrolated firms is a
good proxy for the investor reguired return for SCB,
Dr, FPurst also performed a DCF analysis for a group of

telephone companies as a proxy for SCB. His best estimate of 16
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percent was on the high side of his DCF determined range of 14 to
16.2 percent and was based primarily on growth rates projected by
brokerage fitms.iﬁﬁ/ According to the October 28, 1983, issue of

Valuye Line, the average expected dividend growth rate for Dr,

Furst's telephone companies was 5.4 percent.lél/ Using the value
Line growth rate would substantially reduce the DCF determined
return on equity for Dr. Furst's telephone companies, The Com-
mission is of the opinion that using a composite of telephone
utilities as a proxy for SCB is more reasonable than using a com-
posite of electric utilities or unregulated €firms, Using a com-
posite of electrics or unregulated firms along with growth rates
projected by brokerage firms might overstate the investor re-
guired return on equity for SCB.

Finally, Dr. Furst performed a risk premium analysis to
determine the cost of equity to SCB. At the hearing, Dr. Furst
agreed that the risk premium fluctuated a great deal over time.
The Commission has serious reservations as to the validity and
usefulness of the risk premium analysis in determining an appro-
priate return on eguity as we have previously described in past
orders.

Mr. Meyer thought that SCB's return on equity should be
great enough to insure that the market price was a minimum of 120
percent of book value 168/ That margin would protect stockhold-
ers from a dilution of earnings, resulting from {(ssuance expenses
and market pressure, when new common stock is issued., However,
SCB has no publicly traded stock. Dr. Purst only made a 3 to 4

percent adjustment to reflect issuance expenses rather than the
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20 percent Mr. Meyer advocated., Also, market fluctuations re-
sulting from the sale of common stock can be positive as well as
negative, Finally, Dr. Wilson stated that there was no need to
authorize a return on equity sufficient to ensure a market price
equal to or greater than book value because it is not the Commis-
sion's role to support any particular stock price.lﬁg/ The Com-
mission is of the opinion that authorizing a return on equity
sufficient to maintain a market to book ratio of at least 1.2
would overstate the actual reguired return on equity for SCB,

Mr. Langsam proposed a cost of equity for SCB in the range
of 13 to 14 percent.llg/ He based his recommendation on a DCF
analysis and a comparable earnings analysis. Dr. Wilson proposed
a cost of equity for SCB of 13.23 percent based on a DCF analy-
sis., Both Mr. Langsam and Dr, Wilson agreed that no adjustment
for market pressure was necessary when determining the appropri-
ate return on equity.-l—u/ DPr, Wilson pointed out that money

costs are considerably lower now than when SCB last filed a rate

case .":‘1"2-2"/

The breakup of AT&T makes the Commission's job of deter-
mining the appropriate return on eguity even more difficult,
while capital costs have generally declined since SCB's last rate
case, the Commission recognizes that divestiture has increased
the risk and uncertainty associated with the telecommunications
industry in general and SCB in particular. Almost no market his-
tory exists for BellSouth to guide the Commission in determining

a return on equity. The recent market activity, however, of
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BellSsouth, along with the generally favorable outlooks from fi-
nancial analysts, leads us to conclude that SCB is part of one of
the soundest holding companies spun off from AT4T and should be
able to compete with others on an equal basis in the capital mar-
kets. Moreover, SCB has had in the past and expects to maintain
in the future a solid and conservative capital structure which,
along with its service offerings, should allow it to remain
attractive to investors. The Commission also expects BellSouth
to provide SCB many of the same financial and shareholder ser-
vices previously provided by AT&T.

Therefore, after considering all of the evidence, includ-
ing current economic conditions, the Commission is of the opinion
that a range of returns on eguity of 13 to 14 percent is fair,
just and reasonable, A return on equity in this range would not
only allow SCB to attract capital at reasonable costs to insure
continued service and provide for necessary expansion to meet fu-
ture requirements, but also would result in the lowest reasonable
cost to the ratepayer., A return on common equity of 13.5 percent
will allow SCB to attain the above objectives and is the return
authorized by the Commission,

Rate of Return Summary

Applying rates of 9 percent for debt and 13.5 percent for
common equity to the capital structure approved herein produces
an overall cost of capital of 11.48 percent. The additional
revenue granted herein will provide a rate of return on net {n-
vestment of 11.5 percent, The Commission finds this overall cost

of capital to be fair, just, and reasonable,
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AUTHBORIZED INCREASE
Pre~Divestiture

The additional revenue required, under pre-divestiture
based on the rate of return found fair herein, is determined

as follows:

Adjusted Net Operating Income $ 93,457,000
Net Operating Income Pound

Reasonable $ 95,662,000
peficiency . $ 2,205,000

Deficiency Adjusted for Taxes $ 4,344,000

pDivestiture

The additionral revenue reqguired under divestiture is

determined as follows:

Revenue Contribution Loss
from CPE less Revenue Prom

Intrasystem Wiring $ 14,497,000
Revenue Contribution Loss

from Inter-lata Toll 37,200,000
Centralized Services Revenues

Allowed Less BIS Expenses 757 ,000
Total Divestiture Revenue

Requirement $ 52,454,000

Total Authorized Increase

The total additional revenue required under
pre~divestiture and divestiture is as follows:

Revenue Requirements for

Pre-Divestiture $ 4,344,000
Divestiture Revenue

Requirements 52,454,000
Additional Revenue Required $ 56,798,000

Less: Revenues Collected
from Access Charges in

Case No, 8838 37,200,000
Additional Revenues Granted
in this Case $ 19,598,000
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REPRESSION

In the course of this proceeding, SCB proposed access line

repression and toll stimulation adjustments to test year results.
The stimulation adjustment will not be considered herein due to
SCB's withdrawal of the proposed toll rate reductions, The re-~-
pression adjustment is based on SCB's estimates of demand elasti-
city, and is intended to adjust for customer response to the pro-
posed changes in basic exchange rates, Through oral testimony of
Ms. Mezzell, rebuttal testimony of Mr. David Laurent, Associate
Manager-Econometrics and witness for SCB, cross-examination and
responses to information requests, SCB presented and defended the
econometric demand models used to obtain the price elasticity es-
timates. The Commission Staff's witness addressing these adjust-
ments, Ms, Patricia KRravtin, recommended total disallowance on
gseveral theoretical and practical grounds,

Questions concerning the specification of SCB's economet-
ric models were raised by intervenors and the Commission staff.
Although SCB attempted to address the concerns expressed, the
commission finds sufficient problems exist with the proposed
models to warrant disapproval of the adjustments. The most visi-
ble example of specification error is the use of nominal price
and income variables in the business access line equation, The
failure to use properly deflated "real®” variables is inconsistent
with economic theory and econometric practice. This specifica-

tion error alone renders the proposed repression adjustment
invalid,
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The standard for allowable adjustments to test year re-
sults is that they be known and measurable. By their very na-
ture, repression adjustments are not known and measurable, SCB's
adjustments are based wholly on statistical estimates, and as
such are vulnerable to all the criticisms that can be leveled
against the particular estimating technigques employed., SCB ac-
knowledges that these are purely and simply estimates when it

states, ". . .repression can be quantified to approximate known

and measurable amounts." (Emphasis added.]llé/ The degree of ap-
proximation involved is illustrated by the response to Item 3 of
Staff Information Regquest No, 12, Statistical confidence inter-
vals supplied therein indicate a range of $1,882,664 ¢to
$6,376,48]1 is needed to obtain 95 percent certainty that the true
repression adjustment is captured. 1Indeed, there exists a posi-
tive probability that the true repression amount lies outside
this range. Further, this range itself is not an absolute: it
is only valid if the rather restrictive assumptions of linear
regression methodology are met, and would undoubtedly be differ-
ent if alternative estimating models or estimating technigues
were employed. Taken together, the preceding points demonstrate
the proposed repression adjustment is neither known nor precisely

or even approximately measurable,.

It was established by the AG's cross-examination of Ms,
Mezzell that while the impact of the repression adjustment on
this rate case would be as if the number of access lines had de-
clined, SCB has projected that this number will actually in-
crease 174/ Repression will be experienced simply as a reduction
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in the rate of this growth, rather than an absolute decline in
access lines.lZ§/

If allowed, this repression adjustment would constitute an
improper transfer of risk from shareholders to ratepayers., De-
creases in customer demand due to price increases are a normal
business risk borne by regulated and unregulated firms alike,
Investors are aware of this risk, as well as other business
risks. The cost of equity capital to a firm or industry fully
reflects all such risk. Since the rate of return authorized by
this Commission is SCB's cost of capital, shareholders have been
adequately compensated for business risk. If some of this risk
were to be shifted to ratepayers via a repression adjustment, it
would be necessary to adjust the authorized rate of return down-
ward to reflect the diminished risk faced by shareholders.

In past rate cases where SCB did not propose a repression
adjustment, the return granted by the Commission compensated
shareholders for all elements of risk, including the risk of de-
mand repression resulting from rate increases, The return
granted herein continues to compensate shareholders for all risk
borne by them, SCB has not proposed an explicit adjustment to
the rate of return in recognition of its requested repression
adjustment in this case. Therefore, if granted, the repression
adjustment would have the effect of compensating shareholders
twice for this particular business risk. Such an action is un-

necessary and untenable,

In prior rate cases of SCB and other public utilities in

Kentucky, this Commission has enunciated a clear and consistent
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policy regarding repression adjustments. There is no evidence in
the record of this case to cause the Commission to alter this
policy. The proposed repression adjustment will be rejected.

Rate Design

SCB proposed additional revenue from its rates and charges

as follows: 178/

Basic Local Exchange

and Related Services $ 112,510,000
Service Connection Charges 2,470,000
Private Line Services 3,685,000

Long Distance Message
and Wide Area

Telecommunications Services 1,150,000
Miscellaneous Services 6,600,000
Independent Company Settlements ( 370,000)

Carrier Access Charges

37,200,000
$ 163,245,000

In addition to rate adjustments, SCB proposed to restruc-

ture the basic 1local exchange service flat rate schedule, re-
structure rate relationships between the flat rate schedule and
other exchange related services, and introduce new rates, rules,

and regulations in the areas of basic local exchange service and

service charges,

Basic Local Exchange Service

SCB proposed to allocate approximately 69 percent of its
proposed additional revenue requirement to basic local exchange
and related services, which would cause basic local exchange and
related services to increase approximately 74 percent., The Com-
mission ia of the opinion that an additional revenue requirement
less than that proposed by SCB 1is reasonable and, therefore, has

substantially reduced the allocation of additional revenue
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requirement to basic local exchange and related services, consis-
tent with the concept of residual pricing. The authorized in-
crease to basic local exchange and related services is approxi-
mately 7 percent.

In addition to rate adjustments, SCB proposed to consoli-
date the basic local exchange eervice flat rate schedule from 17
rate groups to a uniform statewide flat rate., Under SCB's pro-
posal, the smallest active rate group would experience an in-
crease in residential and business individual line rates of ap-
proximately 173 percent and 138 percent, respectively, while the
largest active rate group would increase approximately 83 percent
and 39 percent, respectively, At the present time, only 7 of
SCB's 17 rate groups apply to any customers, 1leaving 10 rate
groups unused. The Commission is of the opinion that eliminating
vacant rate groups and consolidating rate groups of similar char-
acteristics is at least conceptually reasonable.

However, the Commission is also of the opinion that SCB's
proposed consolidation of the flat rate schedule from 17 rate
groups to a uniform statewide flat rate is too drastic, abrupt,
and is, therefore, unreasonable. The Commission recognizes that
regrouping is always somewhat arbitrary and any change will be
based largely on opinion. SCB's proposed consolidation was based
largely on judgment and fails to recognize any variation between
rate groups, whether in value-of-~service, cost of service, or
other terms, and would impose an extraordinary share of the addi-

tional revenue on its small community and rural customers.



Ms. Mezzell stated that alternative consolidations in-
volving 2 and 5 rate groups were also considered.lzz/ Since SCB
selected the uniform statewide flat rate alternative, as opposed
to the other alternatives considered, the Commission is concerned
that SCB intends to abandon the value-of-service pricing concept
as it relates to local exchange rates, without an adequate cost
of service information basis,

Historically, the additional revenue reguirement allocated
to basic local exchange and related services has been determined
on a residual basis and rate groups in the flat rate schedule
have been assigned rates based on value-of-service relationships
rather than cost of service relationships, That is, in value-of~
service terms, the greater the number of access lines in a rate
group, the greater the rate assigned to the rate group relative
to other groups. 1In the absence of solid cost data, the Commis-
sion will not totally deviate from the traditional practice of
value-of-service relationships in this case,

vValue—-of-service relationships have been traditionally
used in the telecommunications industry and among regulators be-
cause neither the telecommunications industry nor regulators have
been, until recent years, concerned about the cost of basic local
exchange and related services, and, indeed, to this time, undis-
puted information concerning the cost of basic local exchange and
related services is unavailable. The lack of reliable cost of
service information is evidenced in the Commigsion's criticism of
SCB's cost of service methodology in Case No. 8467, It is also

evidenced by the controversy in the present case between SCB and
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the intervenors and among intervenors concerning cost of service
methodology. The Commission is of the opinion that in the ab-
sence of reliable cost of service information, it should continue
to consider value-of-service relationships.

Therefore, the Commission will deny SCB's proposed uniform
statewide flat rate, but will authorize a consolidation of the
flat rate schedule from 17 to 5 rate groups. The Commission's
authorized consolidation of the flat rate schedule combines rate
groups of similar characteristics and, at the same time, recog-
nizes variation between rate groups and supports the value-of-
service pricing concept., Also, the Commission is of the opinion
that it will facilitate flat rate schedule administration and
will not unduly prejudice any customer.

In addition to consolidating the flat rate schedule, SCB
proposed to bifurcate the flat rate schedule in order to distin-
guish between exchanges where local measured service is available
and exchanges where it is not available., Essentially, SCB pro-
posed to allocate the additional revenue requirement resulting
from the flow of subsidy from flat rate service to local measured
service to exchanges where local measured service is available.
Under proposed rates SCB estimated the flow of subsidy to be
321.976,000.112/ In effect, flat rate service would be more ex-
pensive in exchanges where local measured service 1is available
than in exchanges where it is not available, Moreover, exchanges
where local measured service is not available would not be re-
quired to share in the burden of the flat rate subsidy to local

measured service. Therefore, flat rate service in exchanges
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where local measured service is not available would not be re-
quired to subsidize the availability of local measured service in

other exchanges.

Although the Commission is of the opinion that SCB's pro-
posed bifurcated flat rate schedule is a novel approach to
gsolving the local measured service subsidy issue, the Commission
will not authorize a bifurcated flat rate schedule at this time,
pending the outcome of a generic case concerning local measured
service as discussed elsewhere in this Order.

In other areas of basic local exchange and related ser-
vices, SCB proposed to restructure the relationship between the
flat rate schedule and local measured service, grouping service,
semipublic coin telephone service, and announcement line service,

The Commission will not authorize a restructuring of the
rate relationship between the flat rate schedule and 1local
measured service, Likewise, the Commission will not authorize a
restructuring of the rate relationship between the flat rate
schedule and announcement line service, The Commission is of the
opinion that no restructuring of the local measured service rate
relationship nor any new local measured service options should be
authorized at this time, pending the outcome of a generic case

concerning local measured service, as discussed elsewhere in this

Order,

Also, the Commission will not authorize a restructuring of
the rate relationship between the flat rate schedule and grouping
service. SCB proposed a uniform statewide grouping rate consis-

tent with the proposed uniform statewide flat rate, The
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Commission will, {instead, authorize grouping rates consistent
with the authorized five rate group flat rate schedule, at SS
percent of the applicable indiviudal line rate,

The Commission will authorize the proposed restructuring
of the rate relationship between the flat rate schedule and semi-
public coin telephone service. SCB proposed to_increase semi-
public coin telephone charges from 65 percent to 75 percent of
the applicable exchange l-party business rate, Semipublic coin
telephone service 1is an increasingly competitive sector of the
telecommunications market and the Commission is of the opinion
that the proposed restructuring is a reasonable response to the
competitive pressures of the marketplace. Indeed, the Commission
will encourage SCB to continue to position itself to respond to
competition in the semipublic coin telephone service market, and
references its treatment of semipublic coin telephone service in
case No. 8859.172/

Service Charges

SCB proposed to increase basic service charges, disaggre-
gate the central office line connection charge, increase time and
materials charges, revise rates, rules and regulations governing
the installation and maintenance of customer premises inside
wire, and discontinue rates and charges assoclated with intra-
system wire,

The Commission will not authorize an increase to basic
service charges on the basis that the pricing of basic service
charges should be linked to the expensing of station connections,

which the Commission has authorized under a 4~year phase-in plan,
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SCB was authorized rates to recover phase-3 expensing of station
connections revenue requirement in Case No., 8150, and at this
time has not filed to recover phase-4 expensing of station con-
nections revenue requirement., Therefore, SCB is not entitled to
additional revenue from basic service charges at this time.

Also, in Case No. 8150, the Commission ordered SCB to file
a plan to disaggregate the central office line connection charge
in its next general rate case. SCB complied with the Order in
the present case and proposed to disaggregate the central office
line connection charge, creating three discrete charges: access
line charge, central office charge, and network interface charge.
At the present time, the central office line connection charge is
averaged and assumes that each disaggregated function occurs when
telephone service 1is connected, which is not the case. All ser-
vice connections involve the central office function; however,
according to SCB's billing analysis,lgg/ only about 55 percent
involve the access line function and only about 10 percent in-
volve a network interface function., Therefore, the Commission is
of the opinion that although an averaged central office line con-
nection charge would be somewhat less than the sum of the disag-
gregated charges,lgl/ the disaggregated charges are more appro-
priate to the objective of gradually 1introducing cost based
charges and will authorize SCB's proposal, but at charges con-
sistent with phase-3 expensing of station connections levels,

In addition to basic service charges, SCB proposed to in-
crease time and materials charges associated with the installa-

tion and maintenance of customer premises inside wire, The

-76-



Commission is of the opinion that SCB's proposed time and materi-
als charges are appropriate and, based on cost information filed
in the case,lgg/ will authorize the charges proposed by SCB.

In addition to an increase in time and materials charges,
SCB proposed new rates, rules, and regulations governing the in-
stallation and maintenance of simple and complex customer prem-
ises inside wire, Essentially, SCB proposed to apply time and
materials charges in all cases of installation, Time and materi-
als charges would also apply to the maintenance of complex cus-
tomer premises inside wire, However, in lieu of time and
materials charges, SCB proposed an optional maintenance plan for
the maintenance of simple customer premises inside wire on a
monthly service charge basis. SCB proposed a charge of $.60 per
month, '

The Commission is of the opinion that SCB's proposed
rates, rules, and regulations governing the ingtallation of sim-
ple and complex customer premises inside wire are reasonable and
should be authorized., However, the Commission is of the opinion
that SCB's proposed rates, rules, and regulations governing the
maintenance of customer premises inside wire are unreasonable and
should not be authorized, The cost of maintenance of customer
premises inside wire has been traditionally included in the cost
of basic local exchange and related services., The Commission can
find no compelling reason to alter the traditional practice at
this time. Moreover, the Commission is concerned with the ulti-

mate impact on the customer as a result of the massive changes in
the industry. 1It is widely known that customers are confused as
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to whom to contact for maintenance of service, and to begin
charging for maintenance, at this point, in the opinion of the
Commission, would only serve to increase customer confusion.lgé/

Lastly, in the area of service charges, SCB proposed to
discontinue rates and charges associated with intrasystem wire.

On January 1, 1984, SCB's embedded CPE was detariffed and
transferred to AT&T consistent with the regquirements of the MFJ
in the United States vs., AT&T and FCC action in bDocket 81-893,
Procedures for Implementing Services (Second Computer Inquiry),
and related FCC cases, However, intrasystem wire associated with
complex CPE was not detariffed and transferred to AT&T. SCB re-
tained ownership of intrasystem wire and an associated embedded
investment of approximately $44,200.000,l8—4/ the annual revenue
value of which is approximately $6,303,000.l§§/

SCB's proposal to discontinue rates and charges associated
with embedded intrasystem wire effectively shifts the burden of
recovering the investment in intrasystem wire from the specific
user to the general body of basic local exchange service custom-
ers, The Commission strongly disagrees with SCB's proposal and,
consistent with the recommendation of Dr, Selwyn,lgﬁ/ will re-
quire SCB to disaggregate rates and charges associated with in-
trasystem wire in its Customer Premises Products Tariff and file
an intrasystem wire tariff to effect continuation of rates and
charges associated with intrasystem wire., The {iIntrasystem wire
tariff should reflect rates and charges associated with intra-
system wire in effect as of Pecember 31, 1983, and yield revenue

of approximately $6,303,000.
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In Docket No. 79-105, Amendment of Part 31, Uniform System
of Accounts, for Class A and Class B Telephone Companies, of the
Commission's Rules and Regulations, With Respect to Accounting
for Station Connections, Optional Payment Plan Revenues, and Cus-
tomer Provided Equipment and Sale of Terminal Equipment (Expen-
sing of Inside Wire) the PCC authorized a l0-year amortization
period for the expensing of inside wire, The Commission has pre-
viously concurred in the FCC's amortization plan in various cases
involving all telephone utilities under its jurisdiction. There~
fore, the Commission is of the opinion that rates and charges
agsociated with intrasystem wire should continue in effect at
leoast until the end of the FCC's authorized amortization period,
subject to discontinuance in the event a customer relocates to
another premises, agrees to purchase the intrasystem wire at its
net book value, or requests disconnection or removal of the in-
trasystem wire,. In the event a customer requests disconnection
or removal of intrastate wire, the Commission is of the opinion
that SCB should apply time and materials charges to recover the
cost of disconnection or removal,

On January 6, 1984, SCB requested to adjust its billing
analysis to deduct $654,000 in time and materials rovonuo.lgl/
The adjustment was the result of an FCC Order issued on November
2, 1983, in Docket No, 82-681, Detariffing of Customer Premises
Equipment and Customer Provided Cable/wiring, which, according to
SCB, had the effect of detariffing the installation of new intra-
system wire.lgg/ The Commission is of the opinion that it must
disregard the proposed adjustment to SCBR's billing analysis on
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the basis of its untimely filing and the fact that neither the
Commission nor any intervenor has had the opportunity to review
the FCC's Order and evaluate its impact on SCB's operations
through the discovery of information or the cross-examination of
the sponsor of the adjustment. Upon a preliminary review of the
PCC's Order, the Commission can find no ordering paragraph or
discussion that explicitly requires or authorizes the detariffing
of the installation of new intrasystem wire., Rather, the PCC's
Order focuses on revisions to the Uniform System of Accounts,

Private Line Services

SCB proposed 25 percent across—-the-~board rate adjustments
to private line services. The intervenor KBFAA opposed the rate
adjustments to private line services, insofar as the rate adjust-
ments affected the alarm industry.

In Case No. 7314, Notice of South Central Bell Telephone
Company of An Adjustment In Its Intrastate Rates and Charges For
Private Line Channel Services, SCB proposed to restructure 1{ts
Private Line Services Tariff and reprice private line services
based on current cost methodology. The Commission did not
authorize either the restructuring of the Private Line Services
Tariff or the repricing of private line services, but ordered 8CB
to file another case hased on embedded cost methodology. In Case
No. 7774, Notice of South Central Bell Telephone Company of An
Adjustment In Its Intrastate Rates and Charges, SCB proposed to
restructure its Private Line Services Tariff and reprice private
line services based on embedded cost methodology. The Commission

authorized both the restructuring of the Private Line Services



Tariff and the repricing of private line services based on embed-
ded cost methodology.

Although the Commission has authorized rate adjustments to
private line services since Case No., 7774, SCB's 1982 Embedded
Direct Analysis (EDA), the most recent EDA available, shows a
private line services revenue deficiency of $11,830,000. There-
fore, the Commission will authorize SCB's proposed private 1line

services rates.lgg/

Long Distance Message Telecommunications Service and Wide Area
Telecommunlcations Services

SCB proposed to continue statewide MTS and WATS rate
schedules., Under the provisions of the MPJ, SCB is restricted to
the intralata MTS and WATS market, and in a strict sense, should
not be the sponsor of statewide MTS and WATS rate schedules ap-
plicable to both the intralata and interlata MTS and WATS mar-
kets, However, statewide MTS and WATS rate schedules are an
administrative convenience as the telecommunications industry and
regulators adapt to the impact of the MFJ and resolve telecom-
munications issues concerning access charges, universal service,
common carrier certification, and competition., 1Indeed, in Case
No. 8935 the Commission, as an administrative convenience and in
view of various unresolved telecommunications {ssues, authorized
ATTCOM to adopt SCB's statewide MTS and WATS rate schedules,
Therefore, the Commission will authorize SCB to continue to re-
flect in its tariffs statewide MTS and WATS rate schedules,

SCB originally proposed to reduce MIS rates in the amount

of $§10,939,000 on an intralata basis and in the amount of
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$12,939,000 on an interlata basis. Also, SCB originally proposed
to reduce WATS rates in the amount of $1,051,000 on an intralata
basis and in the amount of $1,192,000 on an interlata basis.lgg/
On October 17, 1983, SCB revised its application to reflect a
proposed reduction in MTS rates in the amount of $3,458,000 on an
intralata basis and in WATS rates in the amount of $383,000 on an
intralata basis. Both of these reductions were in place of the
proposed rates originally filed with the application, 8CB did
not file revised information on an interlata basis.lgl/

Subsequently, during a hearing on November 22, 1983, in
Case No. 8838, SCB proposed an interim settlement agreement be-
tween itself and independent telephone companies contingent on no
reduction in MTS and WATS rates. The interim settlement agree-
ment was authorized in an Order dated December 29, 1983. There~-
fore, the Commission will not authorize a reduction in either MTS
or WATS rates in the present case.

In addition to reducing MTS and WATS rates, SCB proposed
to increase rates and charges for long distance operator ser-
vices, in order to recover costs it will incur from ATTCOM. The
Commission is of the opinion that SCB's proposed rate adjustments
to long distance operator services are reasonable and will
authorize the proposed rates.

Miscellaneous Services

SCB proposed miscellaneous rate adjustments in the areas
of directory charges applicable under special ~onditions, direc-~
tory listings, telephone answering service, foreign exchange ser-
vice, ESSX-1 service, auxiliary equipment, obsoclete services,
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dataphone digital services, and central office services such as
touch-tone service, emergency reporting service, and custom-
calling service. The Commission is of the opinion that SCB's
proposed rate adjustments in these areas are reasonable and will
authorize the rates as filed.

on July 26, 1983, sSCB filed tariffs to introduce volume
usage measured rate service and multiline service. The tariffs
were suspended on August 24, 1983, in Case No. 8879, The Volume
Usage Measured Rate Service and Multiline Service Tariff Filing
of South Central Bell Telephone Company, and consolidated with
Case No. 8847, which is under discussion in this Order, and in
which SCB filed a similar ESSX-1 multiline service option., On
October 17, 1983, SCB withdrew the ESSX-1 multiline service op-
tion, along with certain Centrex rate adjustments, but did not
withdraw the volume usage measured rate service and multiline
service proposals, The Commission is of the opinion that SCB's
volume usage measured rate service and multiline service pro-
posals should not be authorized, pending the outcome of a generic
case concerning local measured service, as discussed elsewhere in
this Order.

Also, SCB proposed the restructuring of direct-inward-
dialing rates and charges,. The proposed restructuring is not
cost basedl22/ and the Commission can determine no benefit to
any class of customer. Therefore, the Commission is of the opin-

ion that the proposed restructuring of direct-inward~dialing

rates and charges should not be approved.
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Independent Company Settlements and Carrier Access Charges

SCB's proposed change in independent company settlements
is a result of the implementation of carrier access charges, The
proposed revenue from carrier access charges is a result of a
loss in interlata MTS and WATS contribution. Carrier access
charges were authorized in Case No. 8838 on December 29, 1983, on
an interim basis, pending a final Order in the matter,

Authorized Rates

The rates in Appendix A are designed to yield the addi-

tional revenue requirement authorized in this Order as follows:

Basic Local Exchange

and Related Services $ 9,821,000
Service Connection Charges 1,708,000
Private Line Services 4,094,000

Long Distance Message
and Wide Area

Telecommunications Services 1,500,000
Miscellaneous Services 3,195,000
Independent Company Settlements (370,000)
Carrier Access Charges 37,200,000
Total Additional Revenue 56,798,000
Less: Carrier Access Charges 37,200,000
Net Additional Revenue $19,598,000

OTHER MATTERS

CENTRAL OFFICE SWITCHING EQUIPMENT RETIREMENTS

Considerable testimony was presented on the subject of
central office switching equipment retirements. SCB uses dis-
counted cash flow analyses when determining whether a central
office switch should be replaced,

Discounted cash flow analyses are performed to estimate as

closely as possible the cash flow which will occur in a specific
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plan of operation over a given period of time. When considering
whether to replace a central office, several plans are studied,
including the present method of operation, and the plan with the
lowest total net present value of cash outflows over the study
period is considered the most economical. The actual period of
time that the new equipment remains in place is essential in de-
termining the accuracy of the cash flow analysis. If the equip-
ment does not remain in place for the duration of the study peri-~-
od, then the results of the analysis which showed that i{ts place~
ment was economical did not reflect the true situation, and thus
the analysis was inaccurate in its determination of actual sav~
ings in total net cash outflows,

If a switching facility remains in operation for a sub~
stantially shorter period of time than its cash flow analysis
provided for, then it is possible that it could have had a
greater total net cash outflow over its life than its predecessor
would have had over the same period. 1In this case the previous
equipment should have never been replaced.

The Commission is very concerned that SCB may have pro-
ceeded with its central office modernization program without ade-~
quate consideration of the interests of {its ratepayers., There~
fore, at least 6 months prior to the reguisition date of any cen-
tral office switching equipment, SCB shall provide the Commission
with documentation to support the proposed replacement., This in-
formation should include, at a minimum, the demand forecast for
the exchange involved, the discounted cash flow analysgis for all

alternatives considered, a comparison of alternatives in terms of
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Cumulative Present Worth of Expenditures, as described on pages

415-418 of ATST Engineering Economy, McGraw Hill, Third Edition,

and all assumptions made shall be explicitly identified, This
comparison should include the data in a similar format to table
16~1 on page 416 and the same type of graph as Figure 16-3 on
page 417 of the given reference. SCB should likewise file sensi-
tivity analyses, such as the type depicted in FPigures 16-1 on
page 415 of the previously given reference, and results and
graphs of sensitivity tests on factors such as the inflation

rate, discount rate, study lives, salvage values, maintenance

levels and any incremental revenues considered. Breakeven analy-
ses should also be filed resulting from varying the sensitive
parameters, one at a time, and holding all other factors con-
stant, as described on pages 412-413 of the given reference,
SCB's plans for tracking sensitive parameters should be described
in specific detail. The Commission may require other information
in specific instances when necessary.,

The Commission has the same concerns with SCB's outside
plant construction program as it has with the central office
modernization program. Therefore, at least 6 months prior to the
requisition date of any equipment required for an outside plant
project which has a total cost of $150,000 or greater, SCB shall
provide the same type of documentation as required for the cen-
tral office replacements, The burden of proof shall rest with
SCB to demonstrate that the best interests of i{ts ratepayers are
served by the proposed outside plant construction projects and

central office replacements.
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CONSTRUCTION BUDGET

In Case No, 8666, Statewide Planning for the Efficient
Provision of Electric Generation and Transmission Facilities, the
Commission expressed its concern with load forecasts and capacity
expansion activities of the electric utilities in Kentucky. Sev-
eral of the same general concerns prompting the initiation of
that case exist in the regulation of Rentucky's telephone utili-
ties, In order for the Commission to properly discharge 1its
responsibilities, it must examine telephone utility construction

budgets to determine if they represent prudent and reasonable ex~-

penditures, designed to meet the telecommunications needs of Xen-
tucky's citizens at the lowest cost. Recent events in the tele-
phone industry--many of them cited by SCB in this rate case--have
increased the need for such examination. Accordingly, the Com-
mission intends to subject this area to more intense scrutiny

than has been excercised in the past.

Dramatic changes in telephone technology, coupled with the
introduction of competition in the industry, have resulted in
significant construction activity by SCB aimed at modernizing {its
facilities. It is incumbent upon SCB to demonstrate that equip-
ment replacement and modernization programs are being performed
in a manner that ensures they are beneficial not only to the com-
pany, but to its customers as well,

The Commission questions whether general rate case pro-
ceedings provide adequate opportunity for effective and thorough
examination of telephone utility construction budgets. It {s an-

ticipated that a generic proceeding will be established to
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investigate whether a more systematic method of evaluating these

total construction budgets would enable the Commission to better

meet its obligations in this regard.

DEPRECIATION

on October 6, 1983, SCB filed its 1984 depreciation study
with the Commission, SCB's deprecliation rates and methods are
subject to the joint jurisdiction of the FCC and this Commission,
and the study was therefore also filed with the FCC, As amended
in December, 1983, SCB has requested changes in depreciation
rates which would increase depreciation expense on a combined
basis of $28,454,000 in remaining life and $7,218,000 in equal
life group rates, or $35,672,000 total,

In its rate application, SCB did not request recovery of
this proposed increased expense. However, Mr, Matheson requested
that the Commission keep this case open and allow SCB to file
tariffs to recover any expense increase which may result from
changes in depreciation rates.lg;/

SCB's depreciation rates, under FCC rules, are reviewed
every 3 years., The process is similar to that prescribed by the
Commission's regulation (807 KAR 5:064), except that a “Three-
Way" meeting consisting of the utility, the PCC staff, and the
commission staff, is held to determine appropriate rates, Fol-
lowing the meeting, the FCC issues the Order which authorizes the
approved rates, SCB's Three-wWay meeting is being held from Jan-
uary 17-20, 1984,

Since the results of that meeting are not yet known or
measurable, did not occur during the test year, and will not be
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definitely known until the FCC issues its interim booking Order,
the Commission has determined that this proceeding is not the
appropriate forum for resolution of any expense recovery which
may result from depreciation rate represcription. Additionally,
the Commission is concerned that the rate design of any resulting
tariffs will need to be closely scrutinized to insure that rates

are fair and equitable to all of SCB's customers. Therefore,

this case will not be kept open for resolution of this matter,
LIFELINE
During the hearing Mr. Dickson proposed that the Commisg-
sion consider implementation of a targeted subsidy ("lifeline")
for low income telephone consumers, Mr., Dickson stated that:

. « -.we would get together with the Commission and
decide what group this is, and that there be some

ggt;iiia of poverty, if you will, 1@%/that this be
shed by a government agency.==~

Though SCB did not file a tariff or any formal proposal it did
provide a general framework to consider a lifeline tariff, SCB
proposed that where LMS is available lifeline should include an
access portion "between the regular and the low use and would
provide $7.50 worth of usage allowance.'-l—g—s-/ Further in ex~-
changes where LMS was not avallable SCB would propose a $13 flat
rate for low income qualified customers, SCB proposed that the
revenue deficiencies be recovered by “"an adjustment of the premi-

um flat rate" in this proceeding but in the "longer pull we would

think it should come from general tax revenues and not from spe-~

cial taxes on the 1ndu-try.“12§/
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Dr. Selwyn strongly supported the concept of a targeted
subsidy to insure continued basic telephone service for low in-
come families., Dr. Selwyn stated:

e « .2 targeted subsidy is less costly to the econ-

Gunds to the desired group of custemers.1ol/ 0T Y

group o us ers,
To minimize the cost of such a subsidy Dr. Selwyn proposed that
the Commission use a system of "self certification® and "restric-
ted features package‘lgg/ for lifeline recipients., The AG pro-
posed that the Commission:

. o srestrict the availability of low use LMS to

those people able to demonstrate financial need

because 135/ the non-compensatory nature of this
service ,—=

Neither Dr. Selwyn nor the AG addressed the revenue deficiencies
resulting from the implementation of a lifeline program,

It is the opinion of the Commission that the informality
and indefiniteness of the SCB proposal for lifeline service would
create immense implementation and administrative problems in this
proceeding. Furthermore, the increase in local service rates
from this proceeding will not create massive disconnect problems
for SCB in the immediate future, However, the Commission com-
mends SCB for its proposal and does wish to reiterate its concern
with the threat that large rate increases pose to universal tele-
phone service in Kentucky. The Commission is firmly of the opin-
ion that the appropriate way to solve this problem 18 through a
properly designed targeted subsidy. Therefore, the Commission
strongly encourages SCB and all other telephone companies to pro-

pose lifeline tariffs in their next rate case.
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BYPASS

The extent of existing or potential bypass of SCB facili-
ties has been a contentious issue in this case., SCB has offered
evidence concerning bypass in support of flat rate end user
charges, some aspects of basic exchange rate design, and the pro-
posed toll rate reduction which ultimately was withdrawn from the
case. The evidence presented by SCB consists of statements in~
terspersed through the testimony and cross-examination of sev-
eral witnesses, responses to data requests, and the southeast

region study entitled Strategic Assessment of Bypass.ggg/

Upon consideration of this evidence, and that presented by
other parties in this case, the Commission remains unconvinced
that bypass is a significant threat to SCB in the Commonwealth of
Kentucky at this time. Further, the Commission concurg with the
judgment of Dr. Selwyn who states:

. » .there is strong evidence that South Central
Bell is relatively unconcerned about bypass; 1if
such a concern were really present and important,
the rate plan which South Central Bell {s seeking
to implement here would certainly not go very far

égsgcfﬁfﬁﬁggﬁgfk§T2533 by customers to install by-
Based upon an examination of the overall impact of rate proposals
affecting large users, there exists sufficient grounds for con-
siderable skepticism regarding the degree of SCB's true concern
with bypass.zgz/

SCB has emphasized the possibility of stranded investment
due to bypass of its facilities, and the benefits to basic tele-

phone service subscribers of retaining large users provided the
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rates such users pay cover the variable costs of service. How~
ever, SCB fails to recognize that the costs of network enhance-
ments intended primarily to increase the attractiveness of SCB's
service offerings to large users with sophisticated telecommuni~
cations needs will be largely underwritten by basic exchange sub-
scribers. SCB's intra-state network is clearly capable of pro-
viding basic subscribers with high quality voice transmission,
If SCB chooses to enhance this network in a manner that will pri-~
marily benefit large users with specialized needs, and users of
enhanced competitive services, the Commission urges SCB to apply
its own professed cost causer-cost payer principle, As a ration-
al profit-seeking firm, SCB has every incentive to exploit the
less elastic demand of basic service subscribers in order to
accommodate the more elastic demand of large sophisticated users,
However, the Commission has the obligation to determine 1if such
actions are or would be in the public interest,

In principle, SCB has differentiated between economic, un~
economic, and technological bypass. Unfortunately, SCB has pro-

ceeded to treat the bypass issue as if all bypass or potential
bypass is uneconomic in nature, In practice, economic bypass
cannot be distinguished from uneconomic bypass without knowledge
of SCB's and the competing vendor's long-run marginal costs,
wWith minor exceptions, no such evidence exists in this record,
This lack of data on marginal costs constitutes a fundamental
flaw in the southeast region bypass study. This study compares
the cost of alternative technologies available to SCB's competi-

tors with southeast region BOC prices {in order to identify
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“bypass thresholds.'ggz/ However, any such study should also
compare SCB's own costs with those of competitors to be able to
distinguish between any possible uneconomic and economic bypass.
Further, since the bypass argument involves questions of economic
efficiency, the costs examined should be marginal costs. While
SCB may be concerned with the possibility of any type of bypass,
the Commission is primarily concerned with the question of the

existence of uneconomic bypass.

The fundamental point to be made in any discussion of by-
pass-~one which cannot be over-emphasized--is that bypass |{is
simply competition.ggi/ Bypass occurs when former or potential
users of SCB service offerings elect to utilize the services of
an SCB competitor. Viewed in this light, the issue of bypass is
seen as nothing more than the question of how SCB should respond
to competition. The Commission's role must be to oversee SCB's
response to ensure that it is consistent with the 1interest of
Kentucky's citizens and ratepayers.

Thus far, SCB's response appears to consist largely of
efforts to persuade regulators to eliminate the alleged subsidy
from toll to basic exchange service. The Commission considers
this to be an inadequate response. The Commission feels that the
experience of newly deregulated industries, such as the airline
industry, contains lessons that can be applied to the telephone
industry. For example, upon deregulation, existing airline car-
riers were "bypassed"™ by passengers flying new, primarily low-

cost, carriers. The evolving response of the large trunk carri-

ers has been a massive effort to cut costs, particularly labor
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costs. The current financial health of each of the large trunk
carriers appears to be directly related to the degree of success
achieved in controlling costs, The Commission realizes that the
telephone and airline industries are not fully comparable; the
telephone industry is only partially deregulated, and airline
carriers do not have the universal service obligation of tele-
phone utilities, Nevertheless, the comparison is imstructive,
and the Commission urges SCB not to lose sight of the fact that
competition can best be met by lowering costs, and thus prices,
rather than raising them,

SCB obviously recognizes that rate design can be employed
to lower prices for selected services where competition exists;
however, the foregone revenue must be made up elsewhere, and the
inelastic demand of basic service monopoly ratepayers can only be
exploited so far. Ultimately, SCB must look to its aggregate
revenue requirements, and if not decrease them, at least control
the rate of increase of overall costs, As noted elsewhere in
this Order, the Commission 1is extremely concerned with SCB's
level of labor costs. SCB's efforts to control costs in other
areas appear to be more energetic than its efforts to control
labor costs. The Commission is of the opinion that as competi-
tion expands, increasingly more strenuous cost containment
measures will be necessary, just as has been the case in other
newly deregulated or partially deregulated industries,

A reading of the record in this case indicates the evi-

dence presented concerning bypass does not warrant Commission



approval of any of the proposals supported by the bypass argu-
ment . Conseguently, bypass has not been accorded any weight in
the decisions of this case. 1If SCB desires this Commission to
consider bypass arguments in any future decision, it must present
evidence of more systematic and rigorous investigation of the
issue: anecdotal evidence, or ev