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COMMONWEALTH OF KENTUCKY

. .- BEFORE THE .PUBLIC..SERVICE COMMISSION

In the Matter of:

THE TARIFF APPLICATION OF GTE )
SOUTH, INC. (ACCESS SERVICES) )} CASE NO. 10171

Q R D E R

INTRODUCTION

Procedural Background

On January 26, 1988, GTE South, Inc. ("GTE"), filed a revised

access sgervices tariff with the Commission. The effect of the

tariff. . .£iling .was to.increase. .GTE's access services revenues. On

February 29, 1988, the tariff filing was suapended for
investigation. On May 6, 1988, an informal conference was held to
identify issues that could not be resolved short of formal
heating.1

In addition to GTE, AT&«T Communications of the South Central
States Inc. ("AT&«T"), the Attorney General of the Commonwealth of
Kentucky, by and through his Utility and Rate Intervention
Divigion ("Attorney General™), and MCI Telecommunications
Corporation ("MCI") participated in this investigation.

The Commission received prefiled testimony as follows:

The informal conference was originally scheduled on March 30,

1988, and was rescheduled to accommodate those needing to
attend.




1. On behalf of AT&T, prefiled testimony of L. G. Sather,

....Staff  Manager,.. Marketing ..Plans.Implementation,.filed .on July 1, -

l988.

2. On behalf of GTE, prefiled testimony of Carol C.
Guthrie, Revenue Results Manager, filed on July 1, 1988.

3. Also on behalf of GTE, prefiled testimony of Douglas E.
Wellemeyer, Pricing and Tariffs Manager, filed on July 1, 1988.

A public hearing was held on July 6, 1988 to permit the
presentation of testimony and the cross-examination of witnesses.

The resulting Transcript of Evidence was filed on July 12, 1988.

At the hearing, GTE made a motion requesting that information
concerning. .intraLATA minutes. of -use.for certain .interLATA carrier
services be incorporated into this record if the Commission were

going to consider the information in its deliberations. Such

information was not considered in formulating the Commission's

decision and, therefore, the motion is moot.2
The Commission received post hearing briefs as follows:

1. Brief of ATe¢T, filed on July 15, 1988.

2. Brief of the Attorney General, filed on July 18, 1988.
3. Brief of GTE, filed on July 15, 1988,

Transcript of Evidence, page 196.
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DISCUSSION
Policy Positions on Access Charges.

The subject of interrATA3 cost of service recurs throughout
Commission Orders in Case No. 8838.4 For example, in Phase I, the
Commission found that "each local exchange carrier should develop
company-specific cost information."3 Subsequently, on
reconsideration, the Commission reinforced its position, noting
that "intrastate access services cost information is essential and
must be developed."6 Furthermore, in Phase IV, the Commission

concluded that "any local exchange carrier that seeks to increase

access charges must file an analysis of interLATA cost of service

.qwith;..1tsﬂ.app1ication.“7w4uHIn-ueach ..0f these instances, the

Local Access and Transport Area.

4 An Investigation of Toll and Access Charge Pricing and Toll
Settlement Agreements for Telephone Utilities Pursuant to
Changes to be Effective January 1, 1984.

Order in Case No. 8838, Phase I, dated November 20, 1984, page
85. It should be noted that the discussion of interLATA cost
of service contained 1in this Order refers to a separations
based information system then under development by Bell
Communications Research. See discussion at pages 83-85.

Order in Case No. 8838, Phase I, dated February 15, 1985, page
70. It should be noted that the discussion of interLATA cost
of service contained in this Order refers to "cost separations
studies."® See discussion at pages 68-71.

Order in Case No. 8838, Phase 1V, dated December 9, 1987, page
18. It should be noted that in this investigation the
Commission granted an AT&T Motion to Compel Continental
Telephone Company of Kentucky to provide information on
interLATA cost of service that was based on Federal
Communications Commission ("gFcc”) Part 67 Separations
Procedures and Part 69 Access Charges rules and regulations.

-3



Commission intended that interLATA cost of service information be

«~we-bDased on FCC separations procedures  and . .FCC-access .charges .xules. -

The Phase IV Order in Case No. 8838 established various
conditions relative to access services tariff filings. These
conditions and the underlying rationale go to the substance of
this investigation. Therefore, a brief review is in order. .

The Commission initiated Phase IV to reconsider interLATA and
uLas® compensation.9 Among the outcomes of the investigation was
a decision to freeze interLATA revenue requirements at 1984 levels
until such time as 1local exchange carriers could demonstrate

changed revenue requirements through cost of service

. information.10 . ..Although.-the Commission- did not specify that it

. contemplated interLATA cost of service information based on FCC

separations procedures and PCC access charges ruleg, the
Commission's expectations were implied. For example, the

Commission observed that:

« « o the rates under congideration in this
investigation are based on FCC access charge rules and
regulations, which are designed to identify, allocate,
and recover relevant costs. Furthermore, there is
evidence in the record to suggest that intrastate cost
of service may not substantially vary from interstate

8 Universal Local Access Service.

9 InterLATA and ULAS compensation were originally considered in
Orders in Case No. 8838, Phase I, dated November 20, 1984, and
Phase 1I, dated May 31, 1985.

10

Order in Case No. 8838, Phase IV, dated December 9, 1987, page
8 and passim.




cost of sgservice. Therefore, pending the development of
intrastate cost of service information, access c&irges
. based on.FCC rules and .regulations are acceptable.

Als0, elsewhere in the same Order:

« « o« the access sgervice rates proposed in this case
reflect mid-year 1986 interstate access service rates
developed under FCC access charge rules and regulations,
which require access service rates based on fully

distributed cost. 1'Eherefore, these rates are acceptable
to the Commission.

Although these citations refer to rates and not revenue
requirements, the relevant points are the references to FCC rules
and regulations. Moreover, the clarification in this Order should
serve as notice to GTE and other local exchange and interLATA

carriers that interLATA cost of service information and access

" charges should be based on relevant FCC rules and requlations.

In addition to addressing interLATA and ULAS compensation and
revenue requirements, the Phase IV Order in Case No. 8838
established optional access services tariff filing procedures.13
Specifically, 1local exchange carriers were authorized to make
annual intrastate access services tariff filings that mirror their
interstate access services tariffs as approved by the FCC. This
decision was based on the presumption that there is no significant
difference in jurisdictional cost of gserviceld and the requirement
that local exchange carriers file interLATA cost of gservice

11 1bjd., page 6, footnote omitted.
12 1pia., page 18.

13 1bid., pages 25-28.

14

Ibid., page 17 and passim.



information along with any application to increase access charges
. or_revenue requirements.l3. ...

Clearly, when the Commission authorized 1local exchange
carriers to make annual intrastate access services tariff filings,
it did not intend to foreclose the need to require non-mirrored
adjustments that satisfy revenue requirements or accomplish the
Commission's reqgulatory policy goals of equity, efficlency, and
universal service. In fact, in the Phase IV Order in Case No.
8838, the Commission ordered one local exchange carrier to reduce
proposed intrastate switched access services rates because it
would have exceeded its revenue requirements with a mirror of
.uinte:state“switchedwaccesswsemvices«tatesaJs-vAIEO, the -Commission
ordered all 1local exchange carriers to modify their access
services tariffs to comply with its Order concerning
jurisdictional Wide Area Telecommunications Service ("WATS").17
Therefore, local exchange carriers were authorized to make annual
intrastate access services tariff filings that mirror their
interstate access services tariffs as approved by the FCC to the
maximum extent possible consistent with their revenue requirements

and the Commission's regulatory policy goals of equity,

efficiency, and universal service.

15  1pia., page 18 and passim.
16 1big., page 13.
17 1nid., page 24.
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.« -Commission's

'Pinally, the Phase IV Order in Case No. 8838 reaffirmed the

..intention to gradually.sirror-down-or  -reduce carrier
common line charges18 and defined ULAS as a residual of
non-traffic sensitive revenue requirement.l?

The Tariff Filing

The access services tariff filing under consideration in this
investigation is an intrastate mirror of GTE's interstate access
services tariff with three exceptions.zo First, billing and
collection services rates are not mirrored,2! Instead, the
billing and collection services rates contained in the tariff

filing reflect rates agreed to in a contract between AT&T and GTE

. foxr., .intrastate. .-bill' -processing,--collection, . and -recording

services.22 Second, rates for premium and non-premium switched

transport terminations are not mirrored.?3 Instead, switched

transport termination rates were adjusted to levels below mirrored

18  1pid., pages 20-21.

19 Ibid., page 10.

20 gphe rates contained in the tariff filing mirror rates in GTE's
FCC Tariff No. 1, which was allowed to become effective on
January 1, 1988.

21

Prefiled testimony of Mr. Wellemeyer, page 9, Transcript of
Evidence, page 21, and Brief of GTE, page 8.

22 phe rates contained in the contract were filed with the
Commission on July 31, 1987, and allowed to become effective
on February 1, 1988, by Order dated January 28, 1988, in Case
Ro. 10006, The Tariff Filing of General Telephone Company of

the South to Reduce Bill Processing and Collection Services
Rates.

-

23 prefiled testimony of Mr. Wellemeyer, pages 9~11, Transcript
of Evidence, page 21, and Brief of GTE, pages 8-9.

- -



rates in order to match access services revenues with revenue
. requirements. .. .. Third, ... carrier...common ..line....rates .are. .not
mirrored.24 Ingtead, the carrier common line rates contained in
the tariff f£iling reflect carrier common line rates approved in
the Phase IV Order in Case No. 8838,

AT&T objects to GTE's access services tariff filing on the
grounds that (1) it is not supported by adequate interLATA cost of
service information, (2) it is not supported by adequate demand
forecast and price-out information, and (3) it is not a mirror of
GTE's interstate access services tariff.2?5 The issues of the

interLATA cost of service analysis and the demand forecast and

...price-out . .are . ..discussed .elsewhere in.this Order. On- the mirror

issue, AT&T contends that GTE's mirroring of its interstate access
services tariff presents distorted views?6 and notes that

*approximately two-thirds of the revenues to be recovered under

24 prefiled testimony of Mr. Wellemeyer, pages 12-15, Transcript

of Evidence, pages 21-22, and Brief of GTE, pages 10-11.
25 prief of AT&T, pages 2-4. AT&«T links the mirror concept with
both GTE's c¢ost of service analysis and access services
tariff. That is, AT&T contends that GTE's intrastate cost of
service methodology does not mirror its interstate cost of
service methodology and that GTE's intrastate access services
tariff does not mirror ite interstate access services tariff.
For the sake of clarity, in this Order the mirror concept 1is
used relative to access services rates and tariffs.

26 prief of AT&T, page 3. Also, see Transcript of Evidence, page
24,




the proposed intrastate tariff came from rate elements which

s ezmovir +GiEfered from or.did.not .exist in.the interstate tardff."27 .

GTE indicates that it based its access services tariff filing

on its interpretation of the Commission's Phase IV Order in Case

No. 8838.28 GTE contends that it “exercised reasonable care in

evaluating the Order and its intent"29 and filed “a revised access

tariff which is in compliance with all known regulatory

requitements.'3°

As discussed elsewhere in this Order, the Phase IV Order in

Case No. 8838 authorized local exchange carriers to make annual

intrastate access services tariff filings that mirror their

~interstate .access, .services tariffs as approved by the FCC to the

maximum extent possible consistent with their revenue requirements

and the Commission's regulatory policy goals of equity,

efficiency, and universal service. In the opinion of the

Commission, GTE's interpretation of the procedures and regulatory

policy established in the Phase IV Order in Case No. 8838 is

substantially correct. The notable exception to this evaluation

i8 GTE's treatment of carrier common line rates.

27 pBrief of ATsT, page 3. Also, see Transcript of Evidence,
pages 23-24. The reference to rate elements that do not exist
in the 1interstate tariff is an apparent reference to ULAS.
See Transcript of Evidence, page 23.

28 prefiled testimony of Mr. Wellemeyer, passim and Transcript of
Evidence, page 18.

29 prefiled testimony of HMr. Wellemeyer, page 19,

30 1pia.



ATeT's contention that GTE's access services tariff does not

. meet the mirror standard.because.approximately two-thirds. of the

associated revenues result from non-mirrored rate elements is
without merit. The Commission interprets the mirror standard to
be one of substantial compliance. As stated, non-mirrored rate
elements are and will continue to be allowed where reasonable
justification exists and whenever revenue requirements or the
Commission's regulatory policy necessitate non-mirrored rate
elements. In the view of the Commission, GTE's access services
tariff filing meets the standard of substantial compliance, except
in its treatment of carrier common line rates.

. .GTE's .access .services..tariff  is..a . several “-hundred page
document which mirrors hundreds of rate elements and terms and
conditions of service, as compared to the dozen or so rate
elements that are not mirrored. As indicated above, GTE's
intrastate access services tariff does not mirror its interstate
access services tariff in the areas of billing and collection
services, switched transport services, and carrier common line
rates. The deviation in the area of billing and collection
services is justified due to GTE's contract with AT&T. Also, the
deviation in the area of switched transport services is necessary
in order to match access services revenues and revenue
requirements. In this area, GTE took direction from the

Commicsion's Order in Phase IV of Case No. 8838.31 wvherein the

31  ibid., page 11.

-10-

s 8Witched . access . services dn. .order..to .match. .access
revenues and revenue

Commission,

mirrored carrier common line

the Commission‘'s Order in Phase IV of Case No. 8838,33
Commission
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Commission ordered one local exchange carrier to reduce rates for

requirements.32 In the view of the

such adjustments should be made in the area of

switched access services.

In the area of carrier common line rates, GTE did not file
rates based on its interpretation of

wherein the
denied recommendations made by the Attorney General on

fcarriar ~~ .« . A

services ..
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interpretation is not accurate. The Commission rejected the

-Attorney General's . recommendations..in.Phase-IV of..Case.No. .8838 .

because adoption would have resulted in a greater increase to ULAS
revenue requirement than was otherwise indicated and because
adoption would have resulted in non-mirrored carrier common line
rates. Consequently, the Commission decided to "continue the past
practice of gradually assigning non~traffic sensitive revenue
requirement to ULAS as carrier common line charges are reduced. 36

This means that the Commission $intends to mirror-down carrier

common line rates as carrier common line rates are reduced at the

federal level,

.=. Due +to:GTE's failure to mirror-carrier common line rates and
decisions made elsewhere in this Order concerning GTE's interLATA
cost of service analysis and demand forecast and price-out, the
Commission must reject GTE's access services tariff £iling.
However, upon simultaneous submission of an interLATA cost of
service analysis and demand forecast and price-out that are
consistent with the provisions of this Order, GTE will be allowed

to deviate from the annual access services tariff filing schedule
and resubmit a 1988 application.

The Cost of Service Analysis

The interLATA cost of service analysis £iled 4in this

investigation forecasts interLATA revenue requirements through

December 31, 1988. AT&T objects to GTE’s interLATA cost of

36 order in Case No. 8838, Phase IV, dated December 9, 1987,
p.g.' 20"21-

-]12~



service analysis, generally, on the grounds that AT4T does "not

believe‘_GTE'Bvwcost;wntudyxnethodology,1sﬂapptopt1ate.'37<4r1rst.,,.u““‘uu

ATé¢T objects to the methodology used by GTE to assign non-traffic

sensitive revenue requirement to the interLATA market:

Our concern is that the method which GTE has used to
allocate the non-traffic sensitive revenue requirement
discriminates against interexchange carriers and their
customers and results in interLATA toll services
contributing a disproportionate share based on the

relationﬁgip of intraLATA toll minutes to interLATA toll
minutes.

That is, GTE allocated non-traffic sensitive revenue
requirement to the interLATA market based on a subscriber plant

factor, and ATsT would prefer an allocation based on subscriber

..1line usage.

Second, AT&T objects to the non-linear relationship between

increases in demand units and revenue requirements., AT&T asserts
that:

« « ¢« growth in revenue requirements, year over year,
for any particular cost category is, all other factors
being equal, a function of two items: the growth in
units in service and the growth in cost per unit. Given
the low inflation ¢trend in recent years, one would
anticipate that the growth in costs woulg track very
closely with the growth in units in service. 9

37

Prefiled testimony of Mr. Sather, page 4.
38 Ibid., pages 6~7. Also, see Brief of AT&«T, page 12,
39

Prefiled testimony of Mr. Sather, page 7.

-13~




AT&T then observes that "this is not the case with GTE's cost

..0f service study,ﬂ4°m~~Amsmvnotas.sevetalwexamplesruincluding~that.-

access lines are forecasted to grow approximately 3 percent while
carrier common 1line revenue requirement is forecasted to grow
approximately 17 percent, and interLATA minutes of use are
forecasted to grow approximately 1 percent while traffic sensitive
revenue requirement ig forecasted to grow approximately 26

percent.41

AT&T's objections to GTE's interLATA cost of gservice analysis

also bear on issues of regulatory policy. At some length, ATeT

states:

The .. .access cost  of.gervice.study -provided by GTE does .
not represent the economic costs that GTE incurs solely
as a function of provisioning access services. The GTE
methodology is a fully distributed cost study. First,
this methodology allocates all costs of the f£irm
including common costs which cannot be unambiguously
allocated to the wvarious services. Second, and more
importantly, this methodology agssigns non-traffic
sensitive cost, which is not a function of the
provisioning of toll service, to the ¢toll service
category. In so doing, the study is, in effect,
presupposing the pricing objectives for toll service.
That is, it is indicating the level of subsidy that is
desired from toll service not by justifying the level of
subsidy but by arbitrarily allocating cost to that
service and, therefore, concluding that the prices of
the service should cover the cost. To the extent that

40 prefiled testimony of Mr. Sather, pages 7-8. Also, see
Transcript of Evidence, pages 170-171 and Brief of AT&T, pages
5"7 -

41 1pi4.

=14~




there has been no agreement as to the appropriate level
of subsidy, this allocation, particularly iegatdlng the
e e . Kentucky .operations, is totally arbit:ary.‘ : .

Finally, AT&T contends that GTE selectively applied FCC rules
and requlations to develop its interLATA cost of service analysis
and notes certain technical faults, including alleged errors in
the treatment of plant in service and plant under construction.43

The position of the Attorney General differs from AT&T in a
key area. While AT&T would prefer to allocate non-traffic
sengitive revenue requirement to the interLATA market based on
subscriber 1line ugsage, the Attorney General recommends the use of
a subscriber plant factor .44 Also, 1like ATe¢T, the Attorney

s twf@@neral . notes- GTE's .apparent;.inconsistent-treatment of plant under
construction between intrastate and interastate access services
revenue requirements applications.45

MCI supports ATeT's positicn concerning the allocation of
non-traffic sensitive revenue requirement to the interLATA market.
Specifically, MCI argues that "the Commission should not permit a

disproportional recovery of the non-traffic sensitive revenue

42 prefiled testimony of Mr. Sather, page 20. Also, see
Transcript of Evidence, page 170.

43 prefiled testimony of Mr. Sather, pages 21-22, Transcript of
Evidence, pages 144-150, and Brief of AT¢T, pages 8-10.

44 prijef of the Attorney General, pages 5-6.

45

Ibid., pages 6-7.
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ATsT's contention that GTE's access services tariff does not

.. meet the mirror standard.because.approximately two-thirds of the .

associated revenues result from non-mirrored rate elements is
without merit, The Commission interprets the mirror standard to
be one of substantial compliance. As stated, non-mirrored rate
elements are and will continue to be allowed where reasonable
justification exists and whenever revenue requirements or the
Commission's regulatory policy necessitate non-mirrored rate
elementa. In the view of the Commigsion, GTE's access services
tariff filing meets the standard of substantial compliance, except
in its treatment of carrier common line rates.

. .GTE's . access services. tariff . is..a . several -hundred page
document which mirrors hundreds of rate elements and terms and
conditions of service, as compared to the dozen or so rate
elements that are not mirrored. As indicated above, GTE's
intrastate access services tariff does not mirror its interstate
access gservices tariff in the areas of billing and collection
services, switched transport services, and carrier common line
rates. The deviation in the area of billing and collection
services is justified due to GTE's contract with ATs&T. Also, the
deviation 1in the area of switched transport services is necessary
in order to match access gervices revenues and revenue
regquirements. in this area, GTE took direction from the

Commiassion's Order in Phase IV of Case No. 8838,31 wherein the

31  1bid., page 11.
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Commission ordered one local exchange carrier to reduce rates for

switched access .services .in .order..to .match...access..services .

revenues and revenue requirements.32 In the view of the
Commission, such adjustments should be made in the area of
switched access services.

In the area of carrier common line rates, GTE did not file
mirrored carrier common line rates based on its interpretation of
the Commission's Order in Phase IV of Case No. 8838,33 wherein the
Commission denied recommendations made by the Attorney General on
carrier common line rates,3?% GTE's interpretation of the

Commission's action is that carrier common line rates should not

.-be .mirrored-down . when .a-.:.significant --increase: in ULAS revenue

requirement will result, as -would occur in thie case.35 ohis

32 order in Case No. 8838, Phase IV, dated December 9, 1987, page

13.
33 prefiled testimony of Mr. Wellemeyer, pages 12-13, Transcript
of Evidence, pages 21-22, and Brief of GTE, pages 10-1ll.

34 order in cCase No. 8838, Phase IV, dated December 9, 1987,
pages 20-21. The recommendations made by the Attorney General
were that, first, the originating carrier common line rate be
reduced to =zero and, subsequently, that both originating and
terminating carrier common line rates be eliminated.

35 GTE based its interpretation of the Commission's intent on the

statement that “adoption of either of the Attorney General's

recommendations would resgsult in a sudden and dramatic increase
in required ULAS compensation, at a time when other
investigations concerning ULAS are under way." Order in Cage

No. 8838, Phase IV, dated December 9, 1987, page 20. This

citation should be viewed in the context of the 1later

discussion 1linking reductions in intrastate carrier common
line charges and increases in ULAS revenue requirement with
reductions in interstate carrier common line charges. See the

same Order at pages 20-21.



interpretation 1is not accurate. The Commission rejected the

. .e... ... -Bttorney General'!s . recommendations..in.Phase.IV. of Case .No. 8838
because adoption would have resulted in a greater increase to ULAS
revenue requirement than was otherwise indicated and because
adoption would have resulted in non-mirrored carrier common line
rates. Consequently, the Commission decided to "continue the past
practice of gradually assigning non-traffic sensitive revenue
reguirement to ULAS as carrier common line charges are reduced."36
This means that the Commission intends to mirror-down carrier
common 1line rates as carrier common line rates are reduced at the
federal level.

marein o seeien e Due@ 0 GTE'S failure to mirror-carrier common line rates and
decisions made elsewhere in this Order concerning GTE's interLATA
cost of service analysis and demand forecast and price-out, the
Commission must reject GTE's access services tariff f£iling,
However, upon simultaneous submiesion of an interLATA cost of
service analysis and demand forecast and price-out that are
consistent with the provisions of this Order, GTE will be allowed

to deviate from the annual access services tariff filing schedule

and resubmit a 1988 application.
The Cost of Service Analysis

The interLATA cost of service analysis filed in this
investigation forecasts interLATA revenue requirements through

December 31, 1988. AT&T objects to GTE's interLATA cost of

36 order in Case No. 8838, Phase IV, dated December 9, 1987,
pages 20-21.
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service analysis, generally, on the grounds that AT&T does “not
believe GTE's .costawstudygmethodologyuisuapptopriate."37u.vitst,,
AT&T objects to the methodology used by GTE to assign non-traffic

sensitive revenue requirement to the interLATA market:

Our concern is that the method which GTE has used to
allocate the non-traffic sensitive revenue requirement
discriminates against interexchange carriers and their
customers and results in interLATA toll services
contributing a disproportionate share based on the

:elationgaip of intraLATA toll minutes to interLATA toll
minutes.

That is, GTE allocated non-traffic sensitive revenue
requirement to the interLATA market based on a subscriber plant

factor, and ATT would prefer an allocation based on subscriber

-..1ine usage.

Second, AT&T objects to the non-linear relationship between

increases in demand units and revenue requirements. ATsT asserts
that:

. « - growth in revenue requirements, year over year,
for any particular cost category is, all other factors
being equal, a function of two items: the growth in
units in service and the growth in cost per unit. Given
the low inflation trend in recent years, one would

anticipate that the growth 1in costs woulggttack very
closely with the growth in units in service.

37 prefiled testimony of Mr. Sather, page 4.
38 Ibid., pages 6-7. Also, see Brief of AT&T, page 12.
39

Prefiled testimony of Mr. Sather, page 7.
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ATsT then observes that "this is not the case with GTE's cost
of service studyw'4ouu.Amemfnotes.neveralwexamplearvtncluding that
access 1lines are forecasted to grow approximately 3 percent while
carrier common line revenue requirement is forecasted to grow
approximately 17 percent, and interLATA minutes of use are
forecasted to grow approximately 1 percent while traffic sensitive
revenue requirement is forecasted to grow approximately 26
percent.41

AT&T's objections to GTE's interLATA cost of service analysis
also bear on issues of regulatory policy. At some length, AT&T
states:

... The...access - cost - of service.study-provided. by GTE does -
not represent the economic costs that GTE incurs solely
as a function of provisioning access services. The GTE
methodology is a fully distributed cost study. PFirst,
this methodology allocates all costs of the firm
including common costs which cannot be unambiguously
allocated to the various services. Second, and more
importantly, this methodology assigns non-traffic
sengsitive cost, which 1is not a function of the
provisioning of toll service, to the toll service
category. In so doing, the study is, in effect,
presupposing the pricing objectives for toll service.
That 18, it is indicating the level of subsidy that is
desired from toll service not by justifying the level of
subgidy but by arbitrarily allocating cost to that
service and, therefore, concluding that the prices of
the service should cover the cost. To the extent that

40 prefiled testimony of Mr. BSather, pages 7-8. Also, see
Transcript of Evidence, pages 170-171 and Brief of AT&T, pages
5-7 »

41  1piq4.
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and
and

the

key

there has been no agreement as to the appropriate level
of subsidy, this allocation, patticularly‘iegardlng the

. Rentucky .operations, is totally arbitrary.

Finally, AT&¢T contends that GTE selectively applied FCC rules
regulations to develop its interLATA cost of service analysis

notes certain technical faults, including alleged errors in

treatment of plant in service and plant under construction.d3
The position of the Attorney General differs from AT¢T in a

area. While AT&T would prefer to allocate non-traffic

sensitive revenue requirement to the interLATA market based on

subscriber 1line usage, the Attorney General recommends the use of

a subscriber plant factor.44 Also, 1like AT&«T, the Attorney

st @eNeral . notes: GTE's .apparent..incongistent.treatment of plant under

construction between intrastate and interstate access services

revenue requirements applications.45

MCI supports ATeT's position concerning the allocation of

non-traffic sensitive revenue requirement to the interLATA market.

Specifically, MCI argues that "the Commission should not permit a

disproportional recovery of the non~-traffic sensitive revenue

42

43

44
45

Prefiled testimony of Mr. Sather, page 20. Also, see
Transcript of Evidence, page 170.

Prefiled testimony of Mr. Sather, pages 21-22, Transcript of
Evidence, pages 144-150, and Brief of AT¢T, pages 8-10.

Brief of the Attorney General, pages 5-6.
ibid., pages 6-7.



requirement between intralATA and interLATA services"46 and favors
.an allocation based on subscriber line usage. ... ........

GTE "believes the cost of service study filed in the case to
be the most appropriate representation of its costs of providing
accesgs service in 1988 currently available."?? GTE's interLATA
cost of service analysis is generally patterned on FCC separations
procedures and PCC access charges rules.48 1In addition, the study
reflects the capital to expense shift caused by new accounting
rules and the appropriate federal tax rate for 1988.42 The study
does not reflect FCC separations procedures changes relating to
some categories of central office equipment.5° Finally, GTE
. obgerves that:

. . the study was performed according to the fully
distributed costing methodology prescribed by the FCC,
the only methodology which GTE South has had experience
in using to date and which §9e Commission has had
experience in evaluating to date.
As previously indicated in this Order, the Commission has

always intended that GTE and other local exchange carriers would

file interLATA cost of service information based on FCC

46 prief of Mcr, page 5.

47 prefiled testimony of Ms. Guthrie, page 3, Also, see
Transcript of Evidence, page 78 and Brief of GTE, page 1l2.

48 prefiled testimony of Ms. Guthrie, pages 2-3, Transcript of
Evidence, page 78, and Brief of GTE, pages 11-12.

49  1piaq.

50 rbia.

51 prefiled testimony of Ms. Guthrie, page 3. Also, see Brief of
GTE, page 12.

-16-

DR



-

separations procedures and FCC access charges rules. PCC

«mosw v BBparations procedures.were-.developed-to Jjurisdictionally -allocate: -

investment and expenses. Therefore, it is reasonable to use FCC
separations procedures on an intrastate basis to allocate
investment and expenses between the interLATA and intraLATA
markets, which avoids the need to establish jurisdictionally
gspecific separations procedures. Likewise, FCC access charges
rules were developed to guide rate structure. Therefore, in
general, it 1is reasonable ¢to mirror interstate access services
tariffs on an intrastate basis and avoid the need to establish
jurisdictionally specific access charges rulesg.

-In..the . opinion. of . the. . Commigsion; to the extent that GTE
followed FCC separations procedures and FCC access charges rules
to develop 1its interLATA cost of service analysis and access
services tariff filing, GTE complied with the intent of the
Commission as expressed in prior Orders.52 <Therefore, ATeT's
objection that the methodology is not appropriate is without
merit,

PCC separations procedures juriesdictionally allocate
non-traffic sensitive cost on the basis of a subscriber plant
factor rather than subscriber line usage.53 Accordingly, in the

opinion of the Commission, interLATA cost of service analyses

52 por example, Orders in Case No. 8838, Phase I, dated November
20, 1984 and February 15, 1985, and Phase 1V, dated December
9, 1987.

53 Transcript of BEvidence, pages 97-98 and 181-182, and Brief of

GTE, page 14.
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should allocate intrastate non-traffic sensitive cost on the basis
of a subscriber plant.factor...This results .in a.gomewhat greater..
allocation of non-traffic sensitive cost to the interLATA market
than would occur with an allocation based on subscriber line
usage, but is consistent with prevailing regulatory practice.

AT&T contends that growth in units in service and growth in

cost per unit should approximate, all other things equal. This is

not the case, even when all other things are equal. AT4«T's
argument ignores a number of factors. For example, it ignores the
fact that investment decisions may cause “cost lumps® relative to
any growth in wunits in service. 1In other words, a decision to
.increase. production.capacity may-not be followed by the immediate
consumption of that capacity. Furthermore, GTE has demonstrated
that all other things are not equal in this case.’? various
changes in FCC separations procedures have been made since GTE's
access services revenue requirement was established in 1984 that
tend to shift costs to the intrastate jurisdiction in a way

totally apart from increased network usage. Some of these changes

54 sranscript of Evidence, pages 174-178 and Brief of GTE, pages
20-21.
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are reflected in GTE's interLATA cost of service analysis. Also,

. vm;mchangeaw>1n_,accounting”mrnleaywhavewcausedwcapltalwto expense. and
other accounting shifts 1in a way totally apart from increased
network usage. As above, some of these changes are reflected in
GTE's interLATA cost of service analysis. In summary, all other
things are not equal and variance between growth in units in
service and growth in cost per unit can be significant.

Lastly, fully distributed cost principles are inherent to FCC
separations procedures and FCC access charges rules, and common
costs must be allocated in aome way. In the opinion of the
Commission, allocation of common cost according to fully

.r.:~digtributed . .cost..,principles - is:.reasonable .and consistent with
prevailing regulatory practice.

Although the record indicates that GTE generally adhered to
FCC separations procedures and FCC access charges rules in
developing its interLATA cost of service information, there is
also evidence to indicate the selective omission of known rules
changes and inadvertent errors that impact access servicesa revenue
requirements. For example, GTE did not consider known FCC
separations rules changes relating to some categories of central
office equipmentss and d4id4 not £fully reflect known accounting
rules changes.55 In addition, there are discrepancies between

GTE'S interstate and intrastate access services revenue

S5 prefiled testimony of Ms. Guthrie, pages 3-4 and Brief of GTE,
pages 12-13.

56 Prefilgd testimony of Ms. Guthrie, pages 1-2 and Brief of GTE,

page 12,




requirements applications that have not been explaine657 and items

.. wesshave . been included -dn. the. intrastate. ..rate  .base.that-are not-

LA

.,

permitted in the interstate rate base.38 Therefore, the
Commission must reject GTE's interLATA cost of service analysis as
a basis for establishing access services revenue requirements.
This decision does not preclude GTE from filing a corrected
interLATA cost of service analysis with the Commission at another
time.

As is the case with demand forecasts and price-outsg, the use
of revenue requirements forecasts is consistent with interstate

revenue reqguirements review procedures. Therefore, the decision

Lo ,:reject .. GTE'S . interLATA -.cost » of: service -analysis does not

preclude the use of revenue requirements forecasts. Neither does
this decision require the use of revenue requirements forecasts.
CTE and other local exchange carriers may file either historical
revenue requirements or revenue requirements forecasts to support
interLATA cost of sgervice analyses. However, as in the case of
demand forecasts and price-outs, revenue requirement forecasts
must be conpletely documented and the Commission may order
information in an historical test period format on a case by case
basis in access services investigations. Also, revenue

requirements based on an historical test period must demonstrate

57 prefiled testimony of Mr. Sather, page 22, Transcript of

Evidence, pages 145-147, and Brief of AT&T, pages 8-9.

58 prefiled testimony of Mr. Sather, page 22, Transcript of

Evidence, pages 148-150, and Brief of AT¢T, pages 8-9.
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that historical investment and expense trends are reflective of

~ ..future investment and .expense trends. . .. o e e

The Demand Forecast and Price-~out

The demand forecast and price-out filed in this investigation
forecast demand and revenues for access services through DPecember
31, 1988. AT&T objects to the demand forecast and price~out on
the grounds that it includes demand growth estimates that are
unreasonably conservative. AT&T states:

GTE's figures indicate an annual growth in traffic
sensitive access  minutes for 1988 over 1987 of
approximately 1 percent., The growth rate for 1987 over
1986 was approximately 11 percent. A change in growth
rate of this magnitude demands detailed justification.
None is provided in the data available to AT&T. This

:..growth .rate.. is also-inconsistent with the 10.6 percent
growth in 1988 access minutes which Ggg has forecasted
for its Kentucky interstate operations.

Also, ATsT observes that the intrastate demand forecast and
price-out was adjusted and that GTE could not explain the basis
for the adjustment, except "to claim the possible effect of

certain interstate offerings.'ﬁo ATe¢T recommends that the
Commission:
+« » « recalculate the demand quantities. By comparing

historic billed access minutes, an 11 percent growth
rate is more reasonable than Mr. Wellemeyer’s 1 percent,.

59 prefiled testimony of Mr., Sather, page 9. Also, see
Transcript of Evidence, pages 43-64 and Brief of AT&T, pages
7‘8 »

60 pgrief of AT&T, page 8. The interstate offerings are services
that use special access services and avoid switched access
charges at either the originating or terminating access point.
AT4T Megacom service is an example,. See Transcript of
Evidence, pages 45-53.
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A fallure to adjust demand units will result in a
windfall for GTE. If volumes are understated by 10
.percent, at. a minimum, carrier common.line revenues will.
be understated by $.5 million and traffic sensitive
revenues by $.7 million., This manipulation of projected
versus historic volumes would mean the combined over
collection of non~traffic sensitive and traffic

sensitive revenues by more t%i“ $1.2 million. Such a
result should not be permitted.

The Attorney General also objects to GTE's demand forecast

and price-out information. The Attorney General states:

« « « the evidence shows that actual access volumes are
increaging at a rate much greater than projected by the
company. The historical growth rate for some access
volumes is 11 percent or more but the ggmpany projected

growth is only slightly over 1 percent.

Like AT&T, the Attorney General observes that although "the
..company .tried:.: to ..explain. away.:this -.discrepancy by waving the
special access bypass flag, it could not substantiate this
claim*63 and "doesn't know why the forecast projects such a low
growth rate."%? algo, the Attorney General notes that the demand
forecast and price-out "could portend substantial overrecovery of

revenues if the Commission accepts the low projected volumes put
forth by the ccmpany.“65

61 prier of ATsT, page 8. Also, see prefiled testimony of Mr.
sather, page 10.

62 pgrief of the Attorney General, page 3, footnote omitted.

63 1pid.
64 r1pia.
65 1pi4a.
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As with AT&T and the Attorney General, MCI objects to GTE's

e e nGemand . forecast..and —-price~out ..analysisg, .stating-only-.that."the
growth rates

used by GTE in its access cost of service study
appear to be questionable."56

In general, GTE indicates that its demand forecast and

price~-out estimates are based on its analysis of the interLATA

market, including an evaluation of the demand for access services
resulting from the introduction of service offerings that use

special access services and avoid switched access charges at

either the originating or terminating access point.67 Por

example, in explaining the difference between an actual demand

v e e GTOWED L O s approximately -1l . percent:.in-1987 .and the -1988 demand
growth forecast of approximately 1 percent, on cross—-examination

Mr. Wellemeyer stated:

I can't attribute specific minutes to particular changes
between '87 and '88. I do know that we rationalize it,
if you will, as an effect of service bypass on the
special access side, but more prominently the
introduction of bulk switched access serggces, such as
Megacom, Megacom 800, Prism and UltrawhATSsS.

66 prief of MCI, page 6. It is not clear whether MCI is
referring to growth estimates used to forecast revenue
requirement or demand for access services. In either case, as
the Commission reads MCI's Brief, the objection would be the
same.

67 Erleg of GTE, pages 21-22 and Transcript of Evidence, pages

5-5 -

68

Transcript of Evidence, page 46.
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However, at a later point, Mr. Wellemeyer admitted that no

s .8tudy , or data .analysis . .existed to..support.the.deatimulation of

historical demand growth patternssg and that he did not know the
basis for the adjustment.70

Clearly, on whatever basis, GTE believes that the

introduction of service offerings that use special access and

avoid switched access charges at either the originating or

terminating access point will destimulate demand for access

services. Moreover, there is some evidence in the record to
support that contention. On cross—-examination, Mr. Wellemeyer
stated:

wv e o0 X v we slook.at-the data-for 1987, 12.months -ended fourth
quarter ‘87, and you strike a trend line through those
data, that results in an annual growth rate which is
similar to what you have cited. And I believe when you
compared '87 and '86 year end amounts, that indicated an
11.15 percent growth rate. And a trend through that
same data indicates something even higher, it is 11.8
percent on an annual basis. Now, if we look at the 12
months ended in the first quarter of ‘88, again, trying
to establish what the trend is through those 12 months,
the annual growth rate has fallen to 5.3 percent. I
don't have complete data for second quarter of '88, but
if you complete the same kind of an exercise for the 12
months that ended May, the most current month we have
data available for, the annual growth rate has fallen
even farther. It has fallen to 1.2 percent. Now, all
of these are based on the most recent 12 months of
actual data. I don't have explanations or even
rationalizations for how this has happened, but we will

,‘,59 Ibid., pages 47 and 52.

... .. 70 1bia., pages 48 and 52.

-24-



be developing that before the end of this year. That's
a signigicant turn down 1in the rate of growth in
. minutes. S e C e .

FEra—- Y- SO S AL R T

The demand forecast and price-out 1is crucial to this
investigation. If demand for access services is either overstated
or understated, then GTE will not obtain the access services
revenues that the demand price-out ptedlcts.72 If demand is
overstated, access services revenues will be less than revenue
requirements. If demand is understated, access services revenues
will exceed revenue requirements. This dilemma highlights the
fundamental problem assocliated with the use of demand forecasts
and price-outs. At the sgame time, the trend line analysis

e v o eerwdigcussed . .above -:highlights -the ‘basic -problem-associated with the
use of historical demand patterns. That is, like a price-out
based on a demand forecast, a price-out based on historical
demand patterns will either overstate or understate access
services revenues relative to revenue requirements, unless
historical demand reflects future demand. Therefore, a reasonable
balance must be made between the use of either approach and
judgments must be made concerning the validity of the results.

Despite the direction of the trend line analysis discussed
above and its apparent correlation with GTE's demand growth

estimates, considerable doubt surrounds GTE's demand forecast and

71 1pid., pages 55-56.

72 Ibid., pages 33-35. This problem is compounded in this
investigation because access services revenue requirements are

also forecasted, making it more difficult to design rates that
obtain desired outcomes.
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price-out. For example, there appears to be gignificant and
i <o unexplained ..discrepancies between Commission £iled and \FCC-£iled . - »:us.
Rentucky Jurisdictional demand growth estimates.’3 Also, the
growth estimates used in the intrastate demand forecast represent
a significant departure from historical demand growth patterns and
are not supported by an econometric or other analysis that might
explain the destimulation of demand for access services.
Therefore, the Commission will reject GTE's demand forecast and
price-out. This does not mean that the Commigsion is rejecting
the use of demand forecasts and price~-outs to predict access

services revenues. It does mean that local exchange carriers

.. rmwnghould~-£ile - econometric --or -other - analyses -along -with demand

forecasts and price-outs. These analyses should explain the
assumptions and methodology underlying demand forecasts and
provide better support for price-outs based on demand forecasts.
The use of demand forecasts and price-outs on an intrastate
basis is consistent with interstate access services tariff filing
review procedures. However, although the Commission will permit
the use of demand forecasts and price-outs to predict access
gervices revenues, it is not requiring the use of demand forecasts
and price~outs. GTE and other local exchange carriers may also
use higtorical demand patterns to predict access services

revenues., Also, the Commission may order historical demand

patterns on a <case by <case basis in access services

73 Transcript of Evidence, pages 60-63 and Brief of AT&«T, pages
7-8.
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investigations. Furthermore, as with demand forecaste and

-xw-e.price—~outs, GTE..and..other . local- .exchange ..carriers. .that - use :.-. .

historical demand patterns to predict access services revenues

will be required to demonstrate that historical demand reflects

future demand.

Rate of Return

GTE's interLATA cost of service analysis includes a 12
percent rate of return on investment, which is GTE's authorized
rate of return on interstate investment. AT&T objects to a 12
percent rate of return on investment and contends that GTE's 10.61
percent authorized rate of return on intrastate investment is more

ceoec- Appropriate. - ATET states:

GTE has an authorized rate of return, i.e., a cost of
capital, for its overall intrastate operations in
Rentucky. This figure is currently 10.61 percent. The
cost of capital associated with the provision of access
services is the same as it is for all other intrastate
services. However, GTE has used 12 percent in the
development of its access costs instead of its
authorized 10.61 percent. Using this inflated cost of
capital merely overstates the tsxenue regquirement for
access relative to other services.

Elsewhere, AT&T reiterates its position and observes that 12
percent is the authorized interstate rate of return on investment

for all local exchange carriers. Therefore, 1it:

o « « includes an analysis of local exchange carriers
throughout the country. It is in no way related to the
risks or 1investor expectations associated with GTE's

74 prefiled testimony of Mr., Sather, pages 5-6. It should be

noted that rate of return on investment and cost of capital

are not equivalent terms. See Transcript of Evidence, page
114.
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Kentucky operations. Since access is a tariffed service
provided by GTE on an intrastate basis, the cost of
. capital . associated with- .access .should be no different . .
than is allowed for it's other intrastate services.
Using an inflated return merely overstates GTE's revsgue
requirement for access as related to other services.

The Attorney General's position is that a 12 percent rate of

return on investment 1is preferable to a 10.61 percent rate of

return, because a 12 percent rate of return is more consistent

with the goal of universal service.’6 also, the Attorney General

contends that a reduction in rate of return on investment from

12.75 percent to 10.61 percent would not be consistent with the
principle of rate gradualism.?’”

MCI supports AT&T's position, gtating:

The cost of capital associated with the provision of
access service, private line, intralATA toll and other
services should be the same. GTE, however, choogse to
use a figure of 12 percent instead of its authorized
10.61 percent. By using this inflaced cost of capital,

GTE has effectively averstated its revenue sequirement
for access as it compares to other services.’

75 pBrief of AT&T, page 1ll. Also, see Transcript of Evidence,
page 193, .

76 gTranscript of Evidence, pages 80-83 and Brief of the Attorney
General, page 5.

77 Brief of the Attorney General, page 5. Access services
tariffgs that were allowed to become effective in Case No.
8838, Phase I and Phase IV, included a 12.75 percent rate of
return on investment, which was the authorized rate of return
on interstate investment during the study periods in which the
tariffs were developed. The authorized rate of return on
interstate investment was reduced to 12 percent effective
January 1, 1987.

78

Brief of MCI, page 5.
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GTE indicates that it used a 12 percent rate of return on

interpretation of past actions by the Commission. For example,

GTE states:

« « » the Commission's Order of December 9, 1987, in
Case No. 8838 authorized the mirroring of federal access
tariffs, and the rate of return authorized for use in
the federal tariff is 12 percent. It is the Company's
interpretation that this action by the Commission
implicitly established the measure of contribution that
intrastate access charggg should make to total
intrastate revenue sources.

GTE adds:

To further .support this interpretation bx the
e e ~COmpany, ~in - a - previous .Order in-Case :No. 8838, 0 the
Commission established an intrastate interLATA revenue
requirement for GTE South . . . that revenue requirement
was based on a cost of service study which was developed

using the thgg interstate allowed rate of return of
12.75 percent.

GTE's interpretation of the Commission's intent 1s correct.
On November 20, 1984, in Phase I of Case No. 8838, and on December
9, 1987, in Phase IV of Case No. 8838, the Commission allowed
access services tariffs to become effective on an intrastate

basis. In most cases, these access services tariffs mirrored

79 prefiled testimony of Ms. Guthrie, page 5. Also, see

Trangcript of Evidence, pages 78-79 and passim, and Brief of
GTE, pages 13 and 18.

80 9ohis reference is most 1likely to the Phase I Order dated
November 20, 1984, but could algo include reference to the
Phase II Order dated May 31, 1985.

81 prefiled testimony of Ms. Guthrie, page 6. Also, see

Transcript of Evidence, pages 78-79 and passim, and Brief of
GTE, page 14.
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interstate access services tariffs with little or no variation and

..included a 12.75.percent.rate of return on investment, .which was

the authorized rate of return on interstate investment at the time
the tariffs were developed. The actual rate of return on
intrastate investment no doubt differed from 12.75 percent due to
differences in jurisdictional rate bases and may have exceeded
12.75 percent in some cases.82 1n any event, through mirroring
interstate access services tariffs on an intrastate basis, the
Commission at 1least implicitly adopted the authorized rate of
return on interstate investment as a reasonable surrogate for a
jurisdictionally specific rate of return.

.-.::An,the. past, mirrored access-services tariffs haverbeen-filed
with the Commission with the authorized rate of return on
interstate investment embedded in rate design. The Commission has
approved or modified these tariff filings based on evaluations of
authorized revenue requirements, demand price-out information, and
the Commission's regulatory policy goals of equity, efficliency,
and universal service. The unique feature of GTE's access
services tariff filing is the application of the authorized rate
of return on interstate investment to interLATA rate base in order

to arrive at a total revenue requirement. Furthermore, GTE

82 70 su port this judgment, the Commission will cite generally

declining costs in the telecommunications industry coupled
with growth in the interLATA market, carrier common line
charges adjustments to access services tariffs in 1984 and
adjustments to switched access services in 1987, and the

overall earnings enjoyed by local exchange carriers since
divestiture,.
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adjuéted switched access rates to levels below interstate switched

Commission anticipates that other 1local exchange carriers will

follow similar procedures in the future.

The objections of AT&T and MCI are not persuasive. First, as
noted during the hearing in this case, the FCC has extensive
experience in the area of access charges, including experience in
evaluating the costs and risks associated with providing access
services.83 consequently, an investigation to determine a generic

or case specific rates of return on investment for intrastate

access sgervices would be an unnecessary duplication of effort, as

.the.: outcome .would-likely.be: substantially the same asthe federal

outcome. Therefore, substitution of the authorized rate of return
on interstate investment for a jurisdictionally specific or local
exchange carrier specific rate of return on access gervices is
reasonable. Second, the costs and risks associated with providing

various telecommunications services are not the game. The costs

and risks associated with providing interLATA access services are

not the same as the costs and risks associated with providing

intraLATA toll sgervices, which are not the same as the costs and

risks assoclated with providing private
on.B4

line servicea, and so

Congsequently, thege and other categories of

83 granscript of Evidence, pages 180-181,

84 on the relative costs and contributions produced by interLATA

access services and intraLATA toll services, see Transcript of
Evidence, pages 183-192.
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telecommunications services should not yield the same rate of

... return . on investment.. .In fact,.the.Commission does not set rates

in order that each rate element or category of telecommunications
service yields the same rate of return on investment. Within the
context of overall revenue requirements, the Commission may order
some rates that yield a large rate of return on investment and
others that yield a small or no rate of return on investment,
depending on market conditions and the Commisson's regulatory
policy goals of equity, efficiency, and universal service. The
practice of pricing goods and services or setting rates that yield
different rates of return on investment is common both in private
.enterprise..and ..public .utility -regulation. '--In the view of the
Commission, this practice is reasonable and does not unduly

prejudice any consumer of telecommunications service, including

consumers of access services.

InterLATA Lease Agreements

GTE's interLATA cost of service analysis includes revenue

requirement associated with the lease of gervices and network
facilities to ATeT.B% The method used to allocate the cost of
these services and network facilities to the interLATA market is
based on a contractual agreement between GTE and aTsT.86 1n

general, the method follows FCC separations procedures, except

85 prefiled testimony of Ms. Guthrie, pages 8-10 and Brief of

GTE, pages 15-17.
86

Prefiled testimony of Mas. Guthrie, pages 8-9 and Brief of GTE,
pages 15-16.



that plant under construction is not allocated to the interLATA
$¢natket.87 . e ey e e e

In the opinion of the Commission, revenue requirement
associated with interLATA lease agreements should be a component
of overall access services revenue requirements, as the related
services and facilities are dedicated to the interLATA market.
However, GTE's demand forecast and price-out do not include
revenues associated with interLATA lease agreements.88 Instead,
the revenue requirement associated with interLATA lease agreements
is substituted for revenues, evidently on the presumption that

revenues and revenue regquirement are equal. GTE explaing as

~ +.«follows:

The expected interexchange lease revenues have not
been included in establishing a target level of access
revenues for several reasons. First, the method used by
the Company serves to specifically identify a
requirement for access and to target that requirement as
the level of revenue to be generated by access
services . . . A further justification for the
Company's methodology is that interexchange 1lease
termination dates change frequently. Therefore, what is
expected currently as the level of interexchange lease

revenue to bg paid by AT&T in 1988 may turn out to be
somewhat less. 9

Despite this explanation, GTE offered no proof that revenues

assoclated with interLATA lease agreements would be less than

revenue requirement, Also, GTE offered no proof that revenues
87 1bia.
88

Prefiled testimony of Ms., Guthrie, pages 9-10 and Brief of
GTE, pages 16-17.

89 prief of GTE, pages 16-17.
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associated with interLATA lease agreements would equal revenue

...requirement. . .. Finally,..at.. 1least..in .theory, .revenues assoclated .. ... ...

with interLATA lease agreements could exceed revenue requirement.
In the opinion of the Commission, revenues associated with
interLATA lease agreements and not revenue requirement should be
reflected in GTE's demand forecast and price-out. In fact, the
Commission has ordered that revenues associated with interLATA
lease agreements should be considered a part of overall access

services revenues.%0

GTE's interLATA lease agreement with AT&T provides for
compensation to GTE in the event that AT¢T terminates a lease
arrangement ﬂprior,.to.ftheuacheduled'termination-datev91 GTE did
not include early termination payments on interLATA lease
agreements in its demand forecast and ptice—out.92 In the opinion
of the Commission, early termination payments on interLATA lease
agreements should be considered a part of overall access services

revenues, as the payments relate to the provision of interLATA

services.

90 order in Case No. 8998, Application of General Telephone
Company of Kentucky for Approval of the Lease of Certain
Property to AT&T Communications of the South Central States,
Inc., dated June 17, 1985, page 1.

91 prefiled testimony of Mr. Sather, pages 14-15, Transcript of
Evidence, page 133, Brief of AT«T, page 13, Brief of the
Attorney General, page 6, Brief of GTE, pages 22-23, and Brief
of MCI, page 6.

92

Transcript of Evidence, pages 136-137.
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The accounting and revenue requirement treatment accorded to

.~.stranded . investment. associated .with . .interLATA.lease agreements.is .. .

not clear.?3 To some extent, it appears that stranded investment
associated with interLATA lease agreements is reassigned to other
uses.?4 For example, during the hearing, GTE indicated that
investment associated with interLATA lease agreement terminations
was reassigned to other areas of interLATA use or to the intraLATA
toll market, if possible. 1In response to cross-examination, Ms.
Guthrie stated that "when AT&T terminates a lease~--of
interexchange plant, it is sometimes possible to reuse or migrate

part of that plant for use in the access or toll jurlsdictions.”95

.. However, ..Ms... Guthrie. wags-not able.to:-quantify.the amount of any

such migration or reuse. Based on Ms. Guthrie's testimony, the
Commission 1is concerned that unnecessary reassignments to the
intraLATA market could occur.

In other instances, it appears that stranded investment
asgsocliated with interLATA lease agreements that cannot be

reassigned is retired.96 For example, in response to an

information request, GTE stated:

93 1bid., pages 133-141 and 160-161.
94 gpranscript of Evidence, page 133.
95 1bid.

Ibid., page 161.
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All implications of a carrier's termination of

leasge agreements, whether planned or known early

~wew bterminations, are reflected in access tariff filings 35‘
annual preparation of underlying access cost studies.

During the hearing, Ms. Guthrie indicated that stranded
investment associated with interLATA lease agreement terminations
was not reflected in GTE's interLATA cost of service analysis,
even though early terminations may have been known at the time the
cost of service analysis was prepared.98 Ms. Guthrie also
indicated that thesge investments were not reflected in intraLATA
toll or local service revenue requirements. When asked where
these investments were reflected, Ms., Guthrie gtated:

As I understand this, and, once again, I am not an

~expert ..in .this area, but if-an -investment is stranded,

then it's, in effect, taken 3§f the books. And I am not

sure of the mechanism, but--

Ms, Guthrie's testimony on this point is not clear. 1In any
case, if GTE's access services tariff filing had been made in
isolation without a concurrent general rate case,loo Ms. Guthrie's
testimony would be correct, at least to the extent that interLATA
stranded investment would not be reflected in any revenue
requirements. However, it 18 clear that because the rate base
reflected in the general rate case is an end-of-period rate base,

any investment associated with the provision of interLATA lease

97 pirst Information Request of AT¢T, item 12.
98 rranscript of Evidence, page 160.
99 r1big., page 161.

100 cage No. 10117, Adjustment of Rates of GTE South, Inc.
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agreements would be included in that rate base, even if particular

-~ interLATA lease agreements were known to be subjeot. to.termination

in the near future.

Since stranded investment associated with interLATA lease
agreements is not reflected in interLATA revenue requirements, the
implication is that the investment is included in intralLATA toll
or local service revenue requirement. This is not appropriate.
Stranded investment associated with interLATA lease agreements
that is not reassigned to other uses should be assigned to the

interLATA market.

In summary, revenue requirements agsociated with interLATA

..« lease .. agreements .. should :.-be .considered a part of access services

revenue reguirements, revenues associated with interLATA lease
agreements should be considered a part of access services
revenues, and stranded investment associated with interLATA lease
agreements should be considered a part of access services revenue
requirements. Purthermore, revenues asgsoclated with interLATA

lease agreements should be included early termination payments.

Revenue Requlirements

As a result of decisions discussed elsewhere in this Order,
the Commission cannot authorize GTE an increased interLATA revenue
requirement at this time, The record 1s clear that GTE's
interLATA cost of service analysis omitted known PCC separations

procedures changes and failed to fully reflect the impact of
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we-discrepancies exist-between GTR's - intrastate and.interstate access

accounting rules changes.1°1 Also, the record is clear that

services revenue requirements applicatione.lo2 Pinally, the
record is ambigquous as to GTE's treatment of stranded interLATA
investment .193 The net result of these deficiencies is a
misstatement of interLATA revenue requirements. Moreover, the
record does not contain sufficient information for the Commission
to make all necessary adjustments to restate GTE's interLATA
revenue requirements.

On a related issue, in the Phase IV Order in Case No. 8838,

the Commission established optional access services tariff filing

.procedures.104 . .These procedures allow GTE and other 1local

exchange carriers to make annual intrastate access services tariff
£ilings that mirror their interstate access services tariffs as
approved by the FCC to the maximum extent possible consigtent with
their revenue requirements and the Commissgion's regulatory policy
goals of equity, efficiency, and universal service. Clearly,
annual intrastate access services tariff £ilings that also involve
applications for increased interLATA revenue reguirements will not

always coincide with general rate case applications. Therefore,

101 prefiled testimony of Ms. Guthrie, pages 3-4 and Brief of GTE,

pages 12-13.
102 prefiled testimony of Mr. Sather, page 22, Transcript of
Evidence, pages 145-147, and Brief of AT&T, pages 8-9.

103 Transcript of Evidence, pages 160-161.
104 Order in Case No. 8838, Phase 1V, pages 25~28, dated December
9, 1987.
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the Commigsion will clarify annual access services tariff filing

v wwsprocedures to ..indicate . .that..when euch. applications include an

interLATA cost of service analysis to support increased interLATA
revenue requirements, then an analysis of the impact of additional
access services revenues on the local exchange carrier's earnings
must be filed. Commonly, this is referred to as an absorption
test. The absgorption test should be based on a historical test
period ending no later than 90 days prior to the date of any
application for increased interLATA revenue requirements and
should be adjusted for all changes in the local exchange carrier's

most recent general rate case.

- - PINDINGS AND ORDERS

The Commission, having considered the evidence of record and
being advised, is of the opinion and finds that:
1. GTE's access services tariff filing should be rejected.
2., GTE should be allowed to deviate from the annual access
services tariff filing schedule and resubmit a 1988 application.
3. GTE's interLATA cost of service analysis should be
rejected.

4. GTE's interLATA demand forecast and price-out should be
rejected.

S. The rate of return on intrastate access gervices should
mirror the rate of return on interstate access services.

6. Revenue requirement associated with IinterLATA lease

agreements should be considered a part of access services revenue
requirements.



7. Revenue, including early termination payments,

. associated with interLATA lease agreements should be considered a

part of access services revenue.
8. Stranded investment associated with interLATA lease

agreements should be considered a part of access services revenue

requirement.

9. GTE's application for increased interLATA revenue
requirements should be rejected.

Accordingly, each of the above findings is HEREBY ORDERED.
Lone at Prankfort, Kentucky, this 1lst day of August, 1988.
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