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q.
Please state your name, title, and business address.

A.
Barbara A. Meisenheimer, Chief Utility Economist, Office of the Public Counsel, P. O. Box 7800, Jefferson City, Missouri 65102.  I am also employed as an adjunct Economics Instructor for William Woods University.

q.
Please summarize your educational and employment background.

A.
I hold a Bachelor of Science degree in Mathematics from the University of Missouri-Columbia (UMC) and have completed the comprehensive exams for a Ph.D. in Economics from the same institution.  My two fields of study are Quantitative Economics and Industrial Organization.  My outside field of study is Statistics.  I have taught Economics courses for the following institutions:  University of Missouri-Columbia, William Woods University, and Lincoln University.  I have taught courses at both the undergraduate and graduate levels.

q.
Have you testified previously before this commission?

A.
Yes.  I have testified in numerous proceedings before the Commission.

q.
what is the purpose of your testimony?

A.
To present Public Counsel’s comments and positions on BPS’s election notification to the Public Service Commission that the Company seeks to be regulated under price cap regulation as provided in Section 392.245, RSMo.

q.
in preparation of your testimony, what materials did you review?

A.
The Company’s original notification letter, documents filed in this case by the parties, portions of Missouri State Discount Telephone and BPS local exchange tariff, portions of the companies’ interconnection agreement on file with the Commission and Section 392.245, RSMo.  

q.
Should the purpose of this proceeding be for the Public Service Commission to determine whether BPS satisfies the requirements of Section 392.245 in obtaining price cap regulation?

A.  
Yes, I believe so.  Despite apparent disagreement regarding the legal interpretation of the statutory language in Section 392.245, I believe that economic and public policy considerations make it wholly appropriate for the Commission to verify that the statutory conditions are met before BPS is allowed to operate under price cap regulation.  

Q.
Based on your investigation, do you believe that BPS has satisfied the statutory requirements of Section 392.245?

A.
No.  

Q.
Please explain.

A.
The Company’s election for price cap regulation relies on the operation of MSDT in its service area.  In order to satisfy portions of the requirement the Company claims that MSDT is an alternative provider and offers basic local service in its service territory.  I believe that these assertions are without merit, as I will explain later in this testimony.        

 Q.
what is the goal or purpose of utility regulation?

A.
In addition to ensuring the provision of essential products and services, the goal of public utility regulation is to secure the benefits of effectively competitive markets for consumers while also exploiting economies of scale and scope attributes intrinsic of “natural monopolies.”  Successful regulation ensures efficiency in the utilization of resources and maximum value per dollar spent by consumers.


q.
what is your understanding of the type of regulation that BPS is now subject to?

A.
Currently BPS’s operations in Missouri are subject to a form of regulation known as “Rate of Return” or “Cost of Service” regulation.

q.
unless and until the Public Service Commission makes its ruling in this case determining if BPS satisfies the requirements for price cap regulation, should the Company still operate as a rate of return regulated Company in Missouri?

A.
Yes.

q.
what is rate of return regulation?

A.
Under Rate of Return (ROR) or Cost of Service (COS) regulation, the regulator identifies the company's costs of securing the resources both necessary and sufficient for production, and establishes a pricing structure that ensures that an efficient producer could generate revenue equal to those costs.


Traditionally BPS’s rates, like most other investor-owned Missouri utilities, have been developed in two stages.  In the first stage, the regulator determines the appropriate actual cost of providing service.  This cost is called the revenue requirement.  To accomplish this, a regulator reviews the company’s historical operating costs during a designated review period (test year) and determines an appropriate level of “rate base.”  In the process of determining the appropriate rate base, the regulator may adjust costs by disallowing unjustified or imprudent expenditures, and considering the expected level of inflation, productivity gain, and other exogenous factors.  A particularly contested step in the process involves setting of a “fair” and “reasonable” rate of return for capital, hence the title Rate of Return regulation.  The regulator determines rate of return (firm’s cost of invested capital that includes cost of debt plus the return on equity) by evaluating the firm’s capital structure and the foregone earning potential of that capital.  The level of allowed cost plus the rate of return is applied to the existing stock of capital to determine the firm’s revenue requirement.  In the second stage, the regulator establishes a system of prices (rates) based on expected demand that will generate revenue equal to the revenue requirement.

q.
what is the specific goal or regulatory purpose of rate of return regulation?

A.
The specific regulatory purpose of Rate of Return regulation is to ensure an efficient firm's future viability by allowing for a fair and reasonable return while protecting captive ratepayers from the unfettered behavior of a monopoly.  Regulation serves as a surrogate for competition.

q.
what is price cap regulation?

A.
Price cap regulation is an alternative form of regulation in which the regulator imposes fixed ceiling prices for each product in a “basket” or fixes an average or weighted price for the products included in the basket.  The firm is free to choose its prices at or below the established ceilings.  A number of variations exist; the ceilings may be adjusted over the regulatory period by predetermined factors such as inflation or productivity; the firm may be allowed to retain whatever profits it earns or excess profits may be shared with ratepayers; or a price floor may be imposed, in an effort to prevent anti-competitive pricing behavior.

q.
what is the form of price cap regulation prescribed in Section 392.245?
A. 
Section 392.245, RSMo grants the PSC authority to ensure that rates, charges, tolls and rentals for telecommunications services are just, reasonable and lawful by employing price cap regulation. It uses a form of price cap regulation that establishes a ceiling price for each service, and the allowable annual adjustments for inflation, productivity and other exogenous factors.  Further, the statute adopts a previously established rate as the “maximum allowable price” for an incumbent's service and establishes the regulatory period for reviewing exchange access and basic local exchange service price caps.

q.
How do the goals or regulatory purposes of price cap regulation compare or differ from rate of return regulation?

A.
The goal of price cap regulation is to allow the regulated carrier flexibility to respond, in a timely manner, to competitive pricing strategies of rival firms without substantially losing the ability to restrain price increases that are produced by simulating effective competition through traditional rate regulation.  

Q.
What conditions must be met for a company to operate under price cap regulation?

A. 
In Section 392.245 (2) the statute requires:


A large incumbent local exchange telecommunications company shall be subject to regulation under this section upon a determination by the commission that an alternative local exchange telecommunications company has been certified to provide basic local telecommunications service and is providing such service in any part of the large incumbent company's service area. A small incumbent local exchange telecommunications company may elect to be regulated under this section upon providing written notice to the commission if an alternative local exchange telecommunications company has been certified to provide basic local telecommunications service and is providing such service in any part of the small incumbent company's service area, and the incumbent company shall remain subject to regulation under this section after such election. (Emphasis added) 

Q.
What do you believe is a reasonable interpretation of the statutory language from an economic and public policy perspective?

A.
In my opinion, at the time Senate Bill 507 was passed, there was a strong belief at both the federal and state level that competition would flourish in the large company territories if the resale and unbundling mandates enacted in the 1996 Telecommunications Act were achieved and maintained.  The competitive outlook in areas served by “rural” companies
 and “small” companies
 was more questionable.  Therefore, The Federal 1996 Telecommunications Act and Missouri Senate Bill 507 allowed statutory exemptions for certain unbundling and universal service requirements imposed on these local exchange carriers in order to protect the pubic interest by promoting and structuring competitive entry in an achievable and cost efficient manner.   I believe that the statutory requirement for large incumbent local exchange telecommunications companies is designed to ensure that once the Commission has determined that price cap regulation should be employed and the requisite determination made, then a large company could not seek shelter for its previous revenue streams through a claim that it should still be allowed the opportunity for returns at the level it may have enjoyed under rate of return regulation.  I believe it was envisioned that consumers would be protected by the existence of sufficient alternative providers.   



For small companies where the viability of the firm might be jeopardized and the availability of alternative carriers from which consumers could obtain service might be more sparse, I believe the statute envisions that the company would be allowed the opportunity to “remain whole” in terms of revenue by not electing to seek price cap regulation.  In this manner, consumers would be protected because it would reduce the risk that they would be underserved.   

Q.
So you believe that the phrase “may elect to be regulated under this section upon providing written notice to the commission” refers to the carriers choice to seek the rate flexibility allowed under price caps as opposed to retaining the security of its revenue streams afforded under rate-of-return regulation?

A.
That is exactly right.  

Q.
What is your opinion regarding any claims that the phrase “may elect to be regulated under this section upon providing written notice to the commission” might be interpreted to mean that the Commission must accept at face value the claims of a carrier submitting an election notification that it meets the requirements?

A.
I find that interpretation to be absurd from both an economic and public policy perspective.  It is obvious that such an interpretation would provide an incentive for a monopoly service provider to make this claim prematurely, allowing it an opportunity to charge excessive rates in an environment void of sufficient price competition.  Further, the incumbent monopoly would then be able to ward off potential competitors by enacting strategic price changes when competition threatens. 


I believe that the economic and public policy interpretation I describe is also supported by the fact that phrase is not ““shall be regulated under this section upon providing written notice to the commission” as would clearly require the Commission to simply accept the claims at face value and forgo making a determination regarding compliance with the statutory requirements.
Q.
would a premature determination of price cap regulation by the commission harm consumers?

A. 
Yes.  A hazard of prematurely allowing price cap regulation is that absent effective competition and absent the traditional regulatory process Missouri’s captive ratepayers have only minimal protection against excessive overearnings by an incumbent provider serving a monopolized market.

Q.
what is the economic foundation for your conclusion that premature determination by the commission could harm consumers?

A.
 Economic theory suggests that a firm's objective is to maximize profit. By allowing a firm to keep any increase in its margin of profit between regulatory reviews, price cap regulation is assumed to create an incentive structure that rewards a firm for employing the “least cost” mix of inputs and investing in cost-effective innovation relative to its competitors.  The threat of excessive overearnings is diminished in relation to the degree that rigorous competition exists.   This incentive structure differs somewhat from that created by ROR.  Under ROR, the regulator’s review of justified and prudently incurred cost and the threat of disallowance ensures the use of a “least cost” mix of inputs and an appropriate investment in cost-effective innovation.   Any profit in excess of a fair and reasonable return can be reclaimed by ratepayers through the regulatory process.  It would be harmful to Missouri consumers for the PSC to revoke this safeguard absent market conditions that ensure the development of effective competition by prematurely prescribing price cap regulation.  Unless the PSC determines that some minimum level of viable competition exists, the ratepayers need for adequate protection should outweigh BPS’s desire for rate flexibility.   

q.
From a competitive perspective, what is the most significant attribute of a price cap regulatory system?

A.
I believe that the most significant attribute of a price cap regulatory system is the greater pricing flexibility it affords a regulated firm affected by competitive entry. 

q.
why is it the most significant?

A.
Pricing flexibility allows a regulated firm to preserve or enlarge its revenues.  An incumbent faced with effective price competition has the ability to respond and thus maintain market share.  In a market where consumers have greater need and fewer choices, an incumbent not subject to effective price competition would have an incentive to charge the maximum allowable price in order to maximize profit (whether or not the maximum allowable price was fairly based on the cost of production.)

 q.
Under what market conditions does a firm actually need the pricing flexibility afforded by price cap regulation?   

A.
A company would need total flexibility in markets characterized by strong interfirm rivalry, nondifferentiated products and minimal barriers.  The demand for the incumbent’s service tends to be relatively more sensitive or “elastic” and, therefore, in order to protect its customer base, the incumbent needs a greater degree of pricing flexibility.  Absent such conditions, granting price caps is unnecessary and allows for the extraction of possibly inefficient, unreasonable and unjust profit from ratepayers.  

q.
is BPS’s local exchange market characterized by competition?

A.
No.  I believe that the relationship of the companies should not be considered that of rivals.  In fact, the interconnection agreement negotiated by the companies incorporates a pact for noncompetitive interaction.  While consumers are allowed to migrate to MSDT, the restrictions contained in Section VI 6.1.1 demonstrate that the companies have agreed how to divide the customer base and not to compete in anything resembling a vigorous manner.



…Missouri State Discount shall not target Telephone Company' s current customers or new customers to Telephone Company's service area, for services to be resold by Missouri State Discount. Missouri State Discount's target market shall be individuals and entities which are not current customers of Telephone Company and have been disconnected for nonpayment of Telephone Company's telecommunication charges…  

q.
Is MSDT providing a new service as described in 386.020 (34) that would allow the service to be considered non-basic?

A.
No. MSDT does not provide a non-basic service.  It provides a subset of the components of basic local service.   MSDT is a prepaid local carrier that blocks toll.  It agreed, when it entered the market, that it would not compete with BPS.

Q.
Is MSDT providing basic local service?

A.
Not in my opinion.  Although I recognize that the Commission has some discretion in determining the components of basic local service.  As I described above, MSDT provides only a subset of the components that might constitute basic local service as defined in 386.020 (4).  The components that MSDT fails to include in their service offering are significant enough that I do not consider the service an adequate basic local service.  I believe that calling such services prepaid emphasizes that some components of what is considered standard basic local service: 



Basic local telecommunications service", two-way switched voice service within a local calling scope as determined by the commission comprised of any of the following services and their recurring and nonrecurring charges: 


(a) 
Multiparty, single line, including installation, touchtone dialing, and any applicable mileage or zone charges; 



BPS  -Yes


MSDT  -Yes


(b) 
Assistance programs for installation of, or access to, basic local telecommunications services for qualifying economically disadvantaged or disabled customers or both, including, but not limited to, lifeline services and link-up Missouri services for low-income customers or dual- party relay service for the hearing impaired and speech impaired; 



BPS  -Yes


MSDT  -No


(c) 
Access to local emergency services including, but not limited to, 911 service established by local authorities; 



BPS  -Yes


MSDT  -Yes


(d) 
Access to basic local operator services; 



BPS  -Yes


MSDT  -No


(e) 
Access to basic local directory assistance; 



BPS  -Yes


MSDT  -No


(f) 
Standard intercept service; 



BPS  -Yes


MSDT  -Yes


(g)
Equal access to interexchange carriers consistent with rules and regulations of the Federal Communications Commission; 



BPS  -Yes


MSDT  -No


(h) 
One standard white pages directory listing. 



BPS  -Yes


MSDT  -Yes

Q.
do you believe there is a significant amount of competition between BPS and MSDT?

A.
No. BPS and MSDT provide substantially different services.  BPS offers all the components for basic local service while MSDT does not.  Further, the companies do not compete in the normal economic sense.

q.
if there is an insignificant amount of competition, does price cap regulation fulfill its regulatory purpose or goal?

A.
No.  A trivial amount of competition will not produce price reductions adequate to compensate consumers for the foregone benefits of ROR regulation.

q.
is MSDT serving its customers through resale of BPS services, through the utilization of unbundled elements, or through the use of its owned facilities?

A.
MSDT provides service only through resale.

q.
at what rate is MSDT offering its services to the public in its service area?

A.
MSDT charges local residential customers a recurring rate of $50. This compares to a $6.50 to $7.00 rate charged by BPS.



q.
do you consider the MSDT services rate to be an indicator of significant price competition?

A.
No. 

q.
by subjecting itself to price cap regulation, does BPS in effect escape any review of its rates for reasonableness and justness?

A.
Yes.  Except for periodic reviews described in Section 392.245, BPS effectively escapes any review of its rates for reasonableness and justness if price caps regulation is approved at this time. 


q.
if no actual competition or just trivial competition exists, what benefits do consumers receive from the Public Service Commission’s granting BPS’s request for price cap regulation?

A.
Absent competition sufficient to ensure competitive outcomes, consumers can only be hurt by granting BPS’s request for price cap regulations.

q.
does the fixing of rates as of a certain date presuppose that the rates have recently reviewed for justness and reasonableness?

A.
Yes.  I believe that it does. 

q.
what is the effect of the Public Service Commission capping rates which produce excessive earnings?

A.
By capping rates that produce excessive earnings, and rates may have been subject to “regulatory lag”, the Commission sanctions potential ongoing overpayment by Missouri’s captive ratepayers.

q.
would it be proper for the Public Service Commission to first review rates prior to capping those rates?

A.
Yes.  It is essential to ensure that customers pay only just and reasonable rates.  In addition, since price caps are reviewed only periodically and because a firm’s past performance is often indicative of a firm’s future earnings, it is reasonable to review existing rates and the earnings produced by those rates prior to price cap implementation. 

q.
would it be possible if the Public Service Commission exercised its discretion to postpone or delay approval of price cap regulation?

A.
Yes.  Since at this time, the Commission has not been provided sufficient evidence that Section 392.245 is satisfied, the Commission should not make a determination in favor of price cap regulation.  It is possible for the Commission to conduct a rate review prior to initiating price cap regulation. 

q.
Does this conclude your testmony?

A.
Yes, it does.

� Identified at the federal level


� Identified at the state level


� Interconnection Agreement Section VI 6.1.3


� PSC No. 1, Original Sheet No.17


� PSC No. 1, Original Sheet No.17


� PSC No. 1, Original Sheet No.17


�  PSC No. 1, Section 4, Sheet No.17
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