The Staff of the Missouri Public Service }
Commission, )
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)
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Rakexs J. HACK, General cmul.w: Deputy General Counsel, Steves
iR, Deputy General Counsel, Collsan M. Dala, Senior Counsel, Zhomas K.
kasbill, Assistant General Counsel, Michaslens A: Enudses, Assistant General
counsel, Les C. Tisman, Assistant General Counsel, and Thomas R, Schwars. Jc.,
Assistant General Counsel, Missouri Public Sarvice Commission, Post Office Box
360, Jefferson City, Missouri 65102, for the staff of the Missouri Public Service

Commission.

Afred &. Richktsr, Jx., Vice President and General Counsel (Missouri),
Joseph P, Jedlicka. IIX. Kathaxiae C. Swallexr. Darxyl ¥, Nowscd, sod Ann
dualaman, Attorneys, Southwsstarn Bell Telephons Company, 100 Morth Tucker
Boulavard, Room 630, St. Louis, Missouri 63101-197§,

aud
Michasl C. Cavell, Attorney, Southwestern Bell Telephone Company, 220 ast Sixth,

Room 515, Topeka, Kansas 66603,
and

Maxk ¥F. Royex, Attorney, Southwestern Bell Telephone Company, 1100 Main, Suite
1405, Kansas City, Missouri 64105,
and

James M, Fiacher, Attorney at Law, 102 Bast High Street, Suite 200,
Jefferson City, Missouri 65101, for Southwestern Bell Telephone Company.

william M. Baxvick, Attorney at Law, 240 East High Street, Suite 202,
Jufferson City, Missouri 65101, for Midwest Indepsndent Coin Payphone Associa-
tion.

Jdane R, Rilarssas. Assistant Attorney Gemnsral, Office of Attorney General,
Post Office Box 899, Jefferson City, Missocuri 63102, for the state of Missouri,
Jaremiah W. Wixon, Attorney General.

Ranl A, PaFerd, lathrop & Borguist, 1343 Grand Awverwe, Buite 2600, Kansas City,
Hissouri 641082484,
and

Slaria  Balifis., Attormey, ATET OCosmsnications of the Southwest, Inc.,
8911 Capital of Temes Highay, BSuite 1100, Austin, Texas 78789, for ATET
Commmaications of the Southwest, Inc.

Mabaxd . Rreealan, 111. Seedren and Andces, 233 Bast Nigh Streat, Poet Office
om 1065, Jefferscn City, KRissouri 43152, for Compatitive Telecommanications
Asgocistise of Niseouri.

endah. B, Fissepas. Fissegas & Petorsen, 130% Pesatower Guilding,
N0 lewslvey, Rantas City, Kissosri 64111, for Risessri Cedbie Television

Asveciation.
B B R BN, Geanrsl Msseney, mmm ottion of the Julpe
Mvorave Senmal, Litigatian Oacter, 901 Serth Stuare




] , Newman, Comley & Ruth, P.C., 205 East Capital Avenus, Post Office
Box 337, Jefferson City, Missouri 65102-0537, for Fresman Hospital, Jefferson
Hemorial Hospital Association, and St. Louis Children‘’s Hospital.

Muard J. ¢adieux, Senior Attorney, MCI Telecommunications Corporation, 100 South
Fourth Street, Suite 200, St. Louis, Missouri 63102,

and
caxl J. Lumley, Curtie, Oetting, Heinz, Garrett & Soule, P.C., 130 South
Bamiston, Suite 200, Clayton, Missouri 63105, for MCI Telecommunications Corpora~

tion.

Thomas A. Grisaldi, Senior Attorney, United Telephone Company of Missouri,
5454 West 110th Street, Overland Park, Kansas 66211, for United Telephone Company

of Missouri.

Darnell ¥W. Psttenugill, Attornsy at Law, 102 ERast High Street, Suite 20§,
Jefferson City, Missouri 65101, for: Adrian R-3 School District, Carroll County

Department of Economic Development, City of Hixa, Missourl, Farmington Industrial
Development Authority, Fredsricktown Chamber of Commerce, Missouri Cossunity
Betterment Fund, Misscuri Industrial Development Council, and Southwest Nissouri

Agency on Aging.

Jameg P, Mausé and Zhomas B, Pulliam, Moline, Ottsen, Mauxé, Leggat & Shostak,
11 South Meramec, Suite 101, Clayton, Missouri 63105, for McCaw Callular Communi-

cations, Inc., and CybexrTel Corporation.

and Yalsxie F. Bgyce, Ivestsr, Skinner &L Camp, P.A., 111 Center
Street, Suite 1200, Little Rock, Arkansas 72201, for: ALLTEL Missouri, Inc.,
ALLTEL MNobila Communications of MNissouri, Inc., Rastaxn HNissouri Telephone

Coapany, and Missouri Telephone Company.

WA, Esaland, 111, Brydon, SwearenQen & England, P.C., 312 Rast Capitol Avenue,
Poat Office Box 4846, Jeffersom City, Nissouri 63102, for: Bourbsuse Telephons
Company, Citisens Telsphbone Company of Riggineville, Missouri, Inc., Craw-Kan
Telephone Cooparative, Inc., Pidelity Telephone Company, Grandy Telephone
company, Grand River Rutual Telephons Curpocation, Green Rille Telsphone COrpora-
tion, Nolway Telephaoe Conpany, KLN Telephons Compary, Kingdom Telephons Compeny,
Lathrop Telephone Company, Nchonald County Telephone Cowpany, Mark Tweais Rural
Telephoe Compeny, Niller Telephoos Company, Bew London Telephone OCompany,
Crchazrd FParm Telephons Comnpany, Cregon PFarmers Wetual Telaphone Oompany,
steelville Telsphoee Taxchangs, Inc., MRowtland Telephons Company and Wheeling

Telephons Company.

Daxid . Jeovhnrame. Westcryer & Vosameyer, One Netrogelitan Sguare, Seite 2400,
. Lowis, Risseuwri 411G2, fow: Rissswri Alliessw ¢f Avea Apwnciss on Aging,
Nisecusri Ameecistion tor the teaf, Iae., Risseuri hescristion of Senior Citisea
Centar Mnisistratare, and Rismmeri Opunes) of the Blind.

Wlliam R . Rts . Wyed & Marrite, Y33 Gi4 Builas Posld, Oreve Copur, Nissewri
63341, ftowr M. Lowis Cowty league f Chamere of Teemaeve.

Mabveiats Gwawel Coussel s WLAa B, AaiD. Mtoeney,
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_Dost _otum Box un,'.j
M _l'ttua ‘for Bducation and

_ E and w, Prans & Frans, P.Q., 721 Olive Street,
_m. St. :.ouu, Nimsouri €3101, for Communications Workers of America,
10, CLC.

_ o ; Stockard, Bvans, Nilne, Peace & Baumhoer, 301 ERast Capitol
lm, Third rloor, Post Office Box 1280, Jefferson City, Missouri 635102, for

Mid-Missouri Telephons Company.

Maxtha 8. BNogarty, Public Counsel, and Lewis R. Milla, Jx., Deputy Public
Counsel, Office of Public Counsel, Post Office Box 7800, Jefferson City, Missouri
65102, for the Office of Public Counsel and the publigc.

HEARING EXAMIMNERE: Cecil I. Wright, Elaise X. Beasavage.




m General counul.mm Deputy General Counsel, Stavea
s Deputy General Counsel, M mtor cuunul, Thomas K.
, Assistant General Counsel, I ir Assistant mrul

Counsel, Las C. Tisman, Assistant General Counsel, and Thomas K. Schwaxs, JX..
Assistant General Counsel, Missouri Public Service Commission, Post Office Box
360, Jefferson City, MHissourli 65102, for the staff of the Missouri Public Service

Commission.

Aired O, Richter: Jz., Vice President and General Counsel (Missouri),
Muslasar, Attorneys, Southwestsrn Bell Telephone Company, 100 MWorth Tucker
Boulevard, Room 630, 8t. Louis, Missouri 63101-1976,

aud
Michasl C. Cavell, Attorney, Southwestern Bell Telephone Company, 220 Zaet Sixth,
Room 3515, Topska, Xansas 66603,

angd

Mark F. Royer, Attorney, Southwestern Bell Telephone Company, 1100 Main, Suite
1405, Xansas City, Hissouri 64105,
ad

Jases M. Fischer., Attorney at Law, 102 EBast High Street, Suite 200,
Jefferson City, XNissouri 65101, for Southwestern Sell Telephons Company.

william M. Barvigh, Attoroey at Law, 240 ERast High Street, 3Suilts 202,
Jefferson City, Misscuri 65101, for Midwest Indepsndent Coin Payphons Asscocla-
tion.

Jans R, Rilarmsassm. Assiscant Attorney General, Office of Attorney General,
rost Office Box 899, Jefferson City, Miseocuri 63102, for the state of Missouri,

Jeremiah W. Wizon, Attorney OGeneral.

Panl A, Raferd, Lathkrop & Norquist, 1345 Grand Avenum, Suite 2600, Ransas City,
Hisscurli $4100-2404,
me

Saxia. . Mliass. Attorney, ATST Oosamsaications of the Southwest, Inec.,
8911 Capital of Temas Eighwvey, Suite 1103, hustin, Temas 78759, for ATE?
Communicatione of the Sovtiwest, Ine.

Sendren and Andras, 235 Bast Righ Strest, Post Office
on 1069, Jedferece City, Aissowri 63103, tor Cospetitive Telecommanicatiowns
Aspocistion of Wiseowri.

deaniah R, Piansses. Tisesgen & Peterses, 1300 Penstewer Ouliding,
3100 readway., Rantes City, Niswsssi 64111, tor Kisesuri Cable Television
Apsnsiation.
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+ Newman, Comley & Ruth, P.C., 205 Rast Capital Avenue, Post Office
Box 537, Jefferson City, Missouri 65102-0537, for Fresman Hospital, Jefferson
Hemorial Hospital Association, and St. Louis Children‘s Hospital.

Muard J. Cadieuy, Senior Attorney, MCI Telscomsunications Corporation, 100 South
FPourth Street, Suite 200, St. Louis, Missouri 63102,

and
carl J. lumley, Curtis, Oetting, Heinz, Garrett & Soule, P.C., 130 South
Bemiston, Suite 260, Clayton, Missouri 63105, for MCI Telecommunications Corpora«

tion.

homas A, Grimaldi, Senior Attorney, United Telephone Company of Missouri,
5454 West 110th Street, Overland Park, Kansas 66211, for United Telephons Company

of Missourdi.

Darnsll ¥W. Pattenalll, Attorney at Law, 102 ERast High Street, Suite 205,
Jefferson City, Missouri 651031, for: Adrian R-3 School District, Carroll County

Departmant of Economic Development, City of MNixa, Missouri, Farmington Industrial
Davelopment Authority, Fredericktown Chamber of Commerce, Missouri Community
Batterment Fund, Missouri Industrial Development Council, and Southwest Missouri

Agency on Aging.

Japes F. Mauzé and Thomas K. Fullism, Moline, Ottsen, Mauxé, laggat & Shostak,
11 South Meramec, Suite 101, Clayton, Kissouri 63105, for McCaw Cellular Communi-

cations, Inc., and CyberTel Corporation.

L. Reaxd Skinnax and Yalaxis F, Bovce, Ivester, Skinner & Camp, P.A., 111 Center
Street, Sulite 1200, Little Rock, Ackansas 72201, for: ALLTEL Miseouri, Inc.,

ALLTRL Mobile Communications of Niseouri, Inc., Eastern Nissouri Telephone
Company, and Missouri Telephone Company.

W k. Eapland. 111, Srydon, Swearengen & Bagland, P.C., 312 East Capitol Avenue,
Post Office Bon 434, Jefferascm City, Wissouri 43102, for: Bourbeuse Telephone
Company, Citisens Telephone Company of Rigginaville, Nissouri, Inc., Craw-Kan
Telephone Cooperative, Inc., PFidelity Telephons Company, Oranty Telephone
Company, Grand River Bitual Telephons Corpowation, Green Rills Telephone Corpora~
tion, Holwey Telephoas Compeny, KiN Telephone Compary, Kingdos Telephone Company,
Lathrop Telephoos Company, Mcboasld Couwsty Telsphons Company, Nark Twain Rura)
Telephons Company, Niller Telephcas Cospeny, Wew London Telephons Ocupany,
Orchaxd Farm Telaphome OCoupeasy, OCregom Permmce Mutusl Telephone COompeny,
Steslville Telaphose Eachasge, Isc., Stowtiand Telephose Company and Wheeling

Telephone Conpony.

Beid S Bhalame. Sevwergesr & VOssmwger, One Netropolitan Sgeare, Beite 2400,
. Lonis, Riseseri 43103, Cor: Nisessri Allisave of Area Mpesties on Aging,
Misseuri Astevistion far the Cesf, Imc., Niowscri Associstion of demiar Citisen
Contar Mnisistratere, and Rissari Ousneel of Uhe Blisd.

Hiilian B Namn. AL, Ty & Neeritt, Y3 Gid Sallss Sael, Ovwve Coaur, Nisesowri
3141, e . Lowis Cownty lowgue of Chumbers of Coumewss.
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_Sussiay, Frans & Prans, P.C., 721 Olive Street,
163101, for Communications Workers of America,

, 8tockard, Evans, Xilne, Peace & Baumhoer, 301 Rast Capitol

Maxtha 8. Hogarty, Public Counsel, and lemis R, MALLR, JIx,, Deputy Public
Counsel, Office of Public Counsel, Post Office Box 7800, Jefferson City, Missouri
65102, for tha Office of Public Counsel and the public.

HRARING EXAMINERS: Cecil I. Wright, Elaise B. Beasavage.




In an order issusd Deceabsr 13, 1992, Case No. TO=-92-192 was
astablished by the Commission in response to a motion filed by the partises in
Case No. TO=-90~1. Case No. TO-93-192 was established to consider future alterna-
tive regulaiion proposals for Southwestern Bell Telaphone Company (SWB). The
Commission also adopted a procedural schedule which set prefiling dates and
hearing dates.

Oon January 15, 1993, Commission Staff filed a complaint against SWB in
which Staff alleged that SWB's rates, undar traditional ratemaking methods,
produce an sxcessive level of earnings in tha range from $100 million to
$150 million per year. In an order issued January 20, 1993, the Commission gave
notice to SWE of the complaint. Staff stated it based its findings on a test
yoar of calendar year 1991 updated through Septesber 30, 1992. The Commission
ordered SWB to aither satisty the complaint or file an answer, to sithar agree
with Staff’s test year or recommend a different one, and issued a Protective
Order for protection of information considered confidential.

Staff prefiled its testimony in support of its complaint on Pebruary 1,
1993. 5WS filed ite snewer ad reguired on Pebruary 13, 1993, and ite recosmenda-
tion coanceraing a teet year, In its amower, PR denied its earninge were
sxcessive and saggested the Commiesicon should analyse ite operations under the
anperimestal Lscestive regulation plan sdopted in Cese Fo. TO-90-1 instead of an
Matorical teet yoar as propeond by Dalff s conplieist. BB ales raiend esveral
atfirsative dofanes in its anewer.

The Cassiosion, sfter reviewing staft:es camplaist and SWE's andwer,
fousd et thare vare favesl Laswse nher osuid saly be reselised after hwmaring
wd oo SOt e canpisisk For laaring ee e saae preceidarsl seheluis «» Cese
e W3-80, o onditiet. Ui Jewmiseien aiee alapied Mealf's Leet yeer.



Intersstsd persons wers granted intervention in cne case or the other,
or both cases. Since Case No. TO-93-192 and Case No. TC-$3-224 were consolidated
by Cosmission order issued April 13, 1993, parties became parties to both cases.

Intervention was granted to: MCI Telecosmunications Corporation (NCI);
Midwest Independent Coin Payphone Assoclation (MICPA); ATET Coomunications of the
Scouthwast, Inc. {AT&T); United Telephons Company of Missouri (United); Compati-~
tive Telecommunications Association of Missouri (CompTel); Alma Telephone Com-—
pany; Northwest Missouri Rural Telephone Company; Mid-Missouri Telephone Company;
Chariton valley Telephons Corporation; Choctaw Telsphons Company; NcKan bial,
Inc.; Peace Valley Telephone Cospany; Missourli Cable Television Associatien
(NCTA); GTE North Incorporatsd, OTE Missourl, GTE of BRastern Nissouri and
GTE Systems of Nissouri {(now GTE Midwest Incorporated) (GTE); United States
Dapartmsant of Defense and All Other Pederal Exscutiwve Agencies (DOD); Bourbsuse
Telephone Company, Citizens Telephona Company of Rigginsville, Nissouri, Inc.,
Craw-Kan Telephone Cooperative, Inc., PFidelity Telephons Company, Granby Tele-
phons Company, Grand Rivar Matual Telephons Corporation, Green Eills Telephone
Corporation, Wolwey Telephone Compeny, KLX Telephone Compeny, Kingdom Telephone
Compeny, Lathrop Yelephone Compeny, NeDonald County Telephone Company, Nark Twain
Rural Telephons Company, Riller Telephone Company, New London Telsphone Company,
Oechard Parm Telaghone Coupary, Ocregua Tarusres Jutual Telephons Oompeany,
fteslville Telephone Cachange, Imc., FMoutiand Telaphine Conpany and Whesling
Telepghone Conpaiey; State of Riseveri, at the relstion of Jereniah W. (Jay) Nison,
Moty Gossral af Kiseswri (Muersesy Sensial); MLIEL Risssuri, Inc., Bastern
Bleeweri Teiaphins Caguny and Siosesri Delaphons Otnpeny {osilectively, MLIEL) )
Cmmenitutions Sariore of aarite, MS~CE0, OIL (19 Nisweuri Allissse of Ares
Movscivticon tee G Dead, el the Niaewari Seweil far vhe Slisd josllsecively,
faterennire for Duleopaninnd Sgtient;; Tyberel Gekisier Derporatisn (Oybertei);
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uxum _ _E_ti.ona. znc. mntaati.oal at

Ve Ine. (mm llobuo). nrti.cipntion w.u:hout Lm:monti.on was gnntod o

: tm M.Lml Consortium for Bducation Technology--Southwest; FPreeman Rospital;
Rconcaic Development Corporation of Jefferson County, Missouri; MHissouri
Industrial Development Council, Associated Industries of MNissouri, lu.nom;i.
Community Betterment Education Pund, Fredericktown Chamber of Cosmerce,
Farmington Industrial Development Authority, and Southwest Missouri Office on
Aging; Jefferson Msemorial Rospital Association; St. Louis County Leagus of
Mrn of Commerce; and Carroll County Departaent of Economic Development,
Adrian R-3 School District, and City of Kixa, Kiasouri,.

The hearing was held as scheduled from July 12 to 16 and 19 to 23,
1993, and August 2 and 3, 1993, Parties filed briefs and the two cases are now

bafore the Commission for consideration.

Rindisga of Fagt

The Miseouri Public¢ Service Commission, having considared all of the
competent and substantial evideace upon the whols record, sakes the following
findings of fact.

The two consvlidated ceses had their genesis in Case No. TO-90-1, In
that case the Commissica spproved an experimsctal iacentive cregulstion plan for
VR, THe plan was o last thrwd years sad iaciuded & rovenws sharing ¢grid based
Gpon SWB's Teturn Oa oguity (POR) for eacth yesr. BRsraings above a certain OB
ware to e ehared Wtwaes SIB afd LS cwstamsze by o srwidit eath year or each
ouatomen‘s hill. Ui eeparismtal pien was tie reseit of & sottismemt of the
appeal of cmelideted came sefarsed o coilestively o8 Cone Ne. TO-E9-14.
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monitoring procedurss agreed to in the settlement. The settlement, though,
reduced the revenus reduction of $101 million ordersd in Cace No. TC-89-14 to
$82 million and alliowed SWB to retain earnings which resulted from an ROZ of
14.1 percent and below rather than the 12,61 percent found to bs reasonable by
the Commission.

As part of the agreement in Case Ko. TO-90-1, Staff, SwB, and the
Office of Public Counsel (OPC) filed reports in October 1992 concerning the
success of tha sxperimsntal incentive plan. Ons of the recommendations in those
reports was to ¢resate a docket to consider whether a future plan was appropriate.
Case NO. TO-93-192 was established for that purpose. The experimental incentive
plan was then extended to January 1, 1994, 80 thare would be no lapse in plans
if the Commission adoptsd an alternative regulation plan for SWB. As part of
staff’'s svaluation of the success of the axperimsntal plan, it conducted an audit
concerning SWS's earnings levels. The audit resulted in the complaint filed by
sctaff whioch is Case No. TC-931-224.

SWE has raisad the lssue of whether Staff had explicit asuthority to
bring ite complaint under the provisions of Section 3846.390.1, R.8.N0. 1984. The
Commiselon balieves Staff hae sufficient asthority to file its complaint and that
the Commission, by giviag notice and orderimg sn enewer, authorised the
complaist. The Comniseion aleo delisves that Staff had swthority to conduct its
audit and the: implicit is thet asthavity wae the swthorisation to file &
complaist Lt the sopdit resulits iadizeted ssch & course of artion wvas appropriats.
Rithar of THOO0 actions COEPLiee with The reguiremeets of Section 3806.390.1. Ia
sddivion, Wt bae bistericaliy dows Jdeisgeted eutherity, purseamt o Sec-
tion J0E. 40, R.3.90. 190G, 4O waniter ) sperwtians of vegulsteld conpanise and
Ml Duan ¢iean the JUMINAl avtinrity o Tiie & soapiaist CONBRERiNg Lheee aspare~
viewe, imciwiiog ese slleging esowssive emsinge, if it dstemmises swsh o
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the subject of this proceading, and no action bassd upen Staff’s complaint is
required of SWBE until the Commission issues this Report And Order.

SWil‘'s main defense to the complaint is that the experimental incentive
regulatiocn plan has been successful and the Commission should authorize SWB to
oo-nti.nu. under a similar plan without a traditional sarnings investigation. SWB
argues that rates have bsen reduced or have remained stable, service has been
good, investment in Missouri infrastructure has been accelerated, and customers
have shared in a portion of the company’s earnings. SWB argues that the plan has
besn a success and a return to traditional regulation would be a step backward
for the company and Missouri ratepayers.

SWB proposes that instead of considering staff’s allegations concerning
sxcessive sarnings based upon traditional rate base ratemaking, that the Commis~
sion approve SWNi's proposal for alternative regulation. This proposal would
reduce rates by $22 million per year, expand Lifeline service and make additional
investasents in facilities of appronimately $82 aillion over the next three years.
T™The network esxpansion as originslly proposed would iaclude DS-) fiber optic
infrastructure for its service territory and connect all intarested public middle
schoola, high schools, ©olleges snd hospitals 20 that Distance Learning and
Telededicine could be provided throvghout SWE's service tearritory. This proposal
was supanded at the hesring.

The Cosmission will coasider SWE°e alternative regulation proposal, as
wall a8 the pregosals or positions of the crher partise, in & later esection of
this Ragore dnd Ordexr. The Oosmission finds, thosph, that it caanet elaply move
fron e Gaporimmtal incestive regulation plan ¢ an Alteraative reguistion pisn
withet first condiderisg the isvel ! SUB e sarnisge. Yeaditissal reguistory
O GHBPE Chisk cobtds sre Dabt bl subassaiblie. Withest consilsewriss of Stall’s
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revenues, the Commission cannot make a reasoned decision concerning alternative
regulation for SWB.

The three-ysar experimental plan was just that: an experiment. The
Commission belleves that the plan was a success since it allowed SWB to operate
within a different requlatory framework and to accomplish some nacessary goals
for SWB consumers. ‘There is no quaestion that sharing did occur during the plan,
sharing that might not have occurred under traditional regulation dus to regula-
tory lag and other constraints on Commission resources. There is no question
that part of the agrssment establishing the pian included a specific moderniza-
tion proposal which has upgraded a substantial portion of SWB‘s network. This
may or may not have occurred without the specific agreements in the plan, but
thers is no question that it did occur as a specific requirement of the
exparimental plan.

The sxperimsnt, though, has ended and any decision now to approve a
parmansent plan sust be made after & review of 5Wi's snisting rates to ensure that
a permanent plan, Lf approved, will De based upon the statutory requirement of
just and reascnable rates. The rates now in effect were set based upon an
sgread-to revenue reQuirement after the Commissicn’s Report And Order ia TC-89-14
wae appealed. The reverce lsvel is sot the resuit of a Commission Report And
Order. Over the thres-plus years Sisoe those rates were set, fisancial
conditione and SWR'e cperetions have cheaged. THe Oosmission fiads that those
changes secReRitate a tonsiderstion of S's reovenss coguirewssnt onder
traditional retemmiisg Mefore any consideration ¢f an siteraative regsistion plan

enni b e
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| nuu updated through September 30, 1992. SWB had argued for a test year
ut.i.l..i__.slng the twelve months ending September 30, 1992, which would then be
brought to year-end 1992 and pro forma adjustments made for known and measurable
changes.

The Commission rejected SWB's proposed test year, recognizing that
adopting SWB’'s test year would require Staff to update its entire audit and thus
delay the case. The Cosmission in recent yesars has been bombarded by test year
issues as companies and Staff jockey for position in presenting their rsvenue
calculations to tha Cosmission. 7The Commission, though, in this case reiterated
its position on the purpose of a test year and how adjustments to a test year
should be made.

As stated in its March 9 order, a test year is a starting point from
which all parties’ cases must begin so that their cases can bs reconciled when
the case is submitted to the Commission for decision. This test year results in
a matching of all components of 5WS's revenus requiremsnt. The Commission
requires this ilnitial matching o that it will not fall victim to a case in which
the parties’ cases were uareconcilable. Por a party’s svidence to be considered
in a case, it must be based upom the test year adopted by the Commission for tha
aeve.

Progosals can be sade to Adjast the tawt year Pasbers. The updeted
poriod recogmises thie and 4llows the parties to update their cases t0 a date
closer 0 the bearing if sigaificase changes have scvurzed affecting the lewvels
of ek iten. This wplete is ot for all scotwata. Mamsblisstions and nermaliise~
tions any e purtsownd an teet year dste i» en ettamgt T find whet is & ressen~




unmuonlhly distort the satching of inveatment, sxpenses and revenues developed
using the test year and any update.

In this case both SWB and Staff have annualized, normalized and
proposed other adjustments to test year levels. Many of the differences in
whether and how to annualize, whether to update, or whether to make an isclated
adjustment, will be decided in this Report And Order. Both parties, though, have
sesmingly become strident about their claims that the other party has not
adjusted test year data appropriately and therefore the matching of expenses,
investment and revenuaes has not besen maintained.

The Commission has come to expect the increased adversarial nature of
test year related issues. The stakes are high, especially in this case. The
Commission, though, hopes that through a conajistent approach to most test year
iasues Pnrtiol will again return to substantive discussion of the lesues rather
than hamsering endlassly on the anvil of matching of revenues, rate base and
axpenses, as 1f by sheser force the case can be molded into the desired form.

Since thare is no dollar adjustment related to this lessue, the Commis-
sion will save further discussion for those issues which involve disputes as to
the proper paricd upon which to bese any adjustment concerning an item in SWB's

revenue regquiresent calculations.

Aaasalizatien/Xeax Rading

A. haysames
Seatft and SUB have prepoeid lowels of cevenste whith earh contende are
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thomuh.r of units sold in sach month, assuming a full month of billing for each
service provided at the end of the month.

The difference between Staff‘'s and SWB's calculation is a clear example
of ths issuas generated by adiusting tast year data. Both Staff and SWS propose
to bring the test year 1991 level of ravenues forward to September 1992. Staff,
for most of the revenus categories, used ths Septeaber 1992 levels and multiplied
those by twelve to obtain an annual level. For those categories of service where
Staff did not believe the September 1992 revenue level was represantative, Staif
used eithar the average of the nine menths ending September 1992 times twelve or
the tast ysar 1991 levels.

SYBE opposed certain of Staff‘s annualizations based upon what it
considered the nature of tha revenues. 3SWB found four aresas it considered
significant and proposed a different calculation for those areas. The four
calculations propose to recogniase (1) the ssasonal nature of both access and toll
revenues, (2) noarecurring local revemus and end user revenuss, (3} full
twelve-month dats vhen no trend was discernibie, and (4) the uves of the current
Average rate to estimats the lesvel of uncollectible revenwe.

Revermes, as with all components Of the calculation of a regulated
COmpAnY ‘s revenos Toguiressat, mxet be analysed to determine what is the proper
level for satadlishing jmmmlammﬁprMMMrom
will be in effect. Parely &1¢ tast your levels adopted witheut soms adiustasat,
and ia thie cane meither party preposes ssing total teet year levels as the
apgEogeista lsvel fox tAls case.

Bt Sraft and BB asalysed the reovenue scosumts and propeend diffarest
ealesistionn fix ostaniishing rovensse for differset scosunts. The Sifference
in the ves appecacinn fs wpitwmdiad by the 4iffuvest Sessriptions of the Lovuse
Lo0ene Ny seteunt, i.e., levsl GUreiee rewasle, Shl]l POV, SOOESS AUVRBUNS,
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otho: revenues, and uncollectibles. SWB described the contested issues by
clt.ﬁoxy, i.8., ssasonal (access, toll), nonrscurring (local, access), test
‘period (local, toll, cther), and uncollectibles.

For access and toll revenues tha basic difference between the two
positions is that Staff considered SWB’s revenues to be increasing and therefore
considerad the Sseptember 1992 levels repressentative of ungoing revenue growth.
SWB considered access and toll revenuss to be fluctuating over the twelve months
snding September 1992 and so it proposed to use an average of the twelve months
as the basis for its annualized calculation., Both took their monthly levels
times twelve to arrive at their total reavenues for these services.

The Commisajion finds that Staff’'s method of annmualixzing access and toll
revenues is more reasonable. Whare the trends show that revenues are increasing
over tha twelve-sonth period or from ysar to year, using the final month times
twelve is more appropriate than an average. Even though the evidence indicates
msonthly access and toll revenuess fluctuate, a twelve-month average is not appro~
priate where there is a genaral trend showing an increase in revenues. Staff‘se
method thue is soxe reflective of the level of revenuss SWE will experience when
the rates sat in this case will go into effect.

™ha avidence 414 indicate that &9 actudl revenesd are recorded on WA 's
books, Statl's reveaoe calcunlaticas are ¢learly sore reflective of ongoing opera-
tions. Staff°» wee of various snslyees t2 verify that reovenues were incressing,
as dasexibed by Sl witaoes Peciher, reflevts the e thorough analysis of the
reveses and L more ressossbis aethod of disceraisg if the trends refievted by
the rovenne dNts are coRIRat .

SAne fallpeh seyeeet, whizh esssrts thet all expenses Swat W
eeaght forwued if reveians 4re Resed ue Sugtanber VI3 lavels. is & rether
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annualize, normalise, or propose isoclated adjustments beyond the test year for
revenues or other items; it would take all levels at September 1992. Once it is
determined that adjustments should be made, then the issue becomes which method
better reflescts ongoing levels.

The difference between Staff’s and SWB’s calculations of nonrecurring
and sand user access revenues results from the same methods used to calculate
access and toll revenues. Staff uses September 1992 times twelve, while SWB uses
an average of the twelve months ending September 1992 times twelve, Staff's
analysis shows that nonrecurring revenues are increasing, while end user access
local service revenues are stable. SWB claims September is a high volume month
and so 3taff’s method overstates SWB's revenuss for these services.

The Commission finds the evidence supports Staff's annualization.
Whare trends are discernible, the final month times twelve is a more appropriate
mathod than &n average of the twelve sonths. Here, local ssrvice nonrecurring
revenuas are showm to be increasing while end user acCess NOOrecUrTing revenues
are stable. VYor increasing or stable revenue levels, and of period times twelve
is the moxe appropriate of the two ssthods presented.

The Commission would poiat out that the revenws calculation is not an
attempt to sstablish the actual revenuss to be geasrated, but ie to reflect a
reasvnable level of cevenues for establishing jest and reascnsble rates for the
pariod over which those retea will e iz effect. If total revenues calculsted
for dternining o revenss regsirensst ares time axcosded by actual revenues in the
amar futarw, a8 the ovidumee iadicates is thw result for WD, it is roasensdile
W contialls the raveniee SBre SO 4t &0 appeoguiste ilevel.
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retained by SWE; (2) settlements with other LECs for expanded area service,
(3.) settlements with other companies related to credit card, (4) third number
billing, and (5) White Pages dirsctory revenues.

The different methods for calculating revenues in these categories
again demonstrate the differences which can occur when test year results are
adjusted. SWB has brought the test year forward to Ssptember 1992 and claims
that this best represents its ongoing level of revenuses. 7This, SWB contends,
also retains the matching of revenues to expense and rate base.

The Cosmission finds that Staff’'s methods of calculating revenues for
those catagories whers no discernible trend is apparsnt is the more reasonable.
Herely moving tha test year forward to September 1992, as SWB has done, does not
reflect any consideration of what Staff found in analyzing the revenuss in these
categoriee. staff found that thess product lines exhibited large monthly
fluctuations or included negative balances throughout the period analysed. The
use of test year 199) lavels is consistent with the test year adopted in this
case a an average for aine montha times twelve removed the anosalies of
nagative balances and is moze reflective of omgoing operations than Septembar
1992 timne twelve. The average of nine months resulted ia a cornsarvative level
of reveraes since the debit balances were (ecluded in the average.

Taking Staff s revened calcalations for thees categories and comparing
than o the actusal Tevenens agaia reflecte that SRaff'e total revenws caloulation
is reasonthie and regressstative of $9B°e cperetiond on &2 ongoing basis. If thwe
Comnienics ware o alegpt B9 srpwierts concaraing setthing, there would be fow
slfestanats t» the oot JUOr Sisee uili garce of the sreovense requirement should
FURALE L6 Jorhatap. Baehing (9 & gersiae contars shen Leslated afjustments sut~
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tmny for a period when the rates will go into efect. Adjustments to test
yoar data are always made to reflect ongoing cperations as closely as possible.
Matching in a case will not necessarily result in all data being brought to a
certain date, but will result in any changes to test year levals being supported
by the record. Matching means that expense, revenue and investment levels ars
adjusted in such a manner that they maintain their relationship in calculating
an overall revenue requiresent. The resulting revenus requiremsent should reflect
ongoing operacions.

The >inal contested matter in this issue is uncollectibles. The
Commission finds that uncollectibles should be set at the level proposed by

Staff. Basad upon the reconciliation, SWB appears to be in agresmsent.

B. NoRwage REDSAARR
Nonwage sxpunse items are described as those sxpenses not considered

wage expense. Allkough the description is not wery definitive, these types of
expenses L _ude of fice supplies, gascline, sdvertising, paper products, computer
software, U=-alth Maintenance Orgamization paymante, other health care paymente
for wision acma dental care, allocatioaa fram Bouthwestern Mell Coxporation,
depreciat ion, RigM -To-Tee fese sad rent. SUE witness Wepfer states that she has
updated the rowwage ‘Lens (SBC allocstions, Right-To-Jes fees, sffiliste trans-
actions, af-extisiog, besianes smle, bensfits, asd other) throwgh September
iM2. Thie, e contesds, provides & preper satching of expenses and other items
updaned to Peptacier 9T ssch as thar wveges and salariss. Wepfer then prepoess
o aliaet thewe [tam., ewcugt far Right-<Po-Tue fouw and affiliste tranaattions,
wning G Srowe Pariesel Profeet-lagldisiz Price Sefister (ORP-ITD). This, N




Staff in its case reflected test year 1991 lmll of expsnse for those
items and did not update them to September 1992. Staff opposes the update on the
basis that SWBE has not shown why sxpsnses incrsasaed to the September 1992 levels
and failed to demonstrate that these levels ars more refisctive of SNB's ongoing
operations. Staff opposes the GNP~IPD adjustment as not known and seasurable and
as merely an adjustment for inflation which the Cosmission has regularly
rejected,

The Commission has considered SWB's proposed adjustments to test year
levels and finds they are not appropriate. SWB’s argueent that these nonwage
expansas mus: be brought forward to maintain a proper matching ignores the test
year. A test ysar of calendar year 1991 was set in thie case and updates wers
approved for itias whare significant changes occurred. 3WB has msade the argumsent
consistently that all items should be brought forward. This, though, would move
the test year and would require staff to reaudit all of the company's operations
through Septewber 1992. In addition, bringing these levels forward might not
establish appropTiste lavels of sapsnse for these items.

If tha Commission adopts ‘s position on updating without requiring
sons evidence of sigunificant changes associated with the updated items, it will
have in effuct sovad the teet year. Updatas are allowed to more closely reflect
oagoing operations, sipecially for major items which traditionally change, such
as vages andl esalarieos. The logical ewtansion of SUB‘'s argumant Le to not allow
any wplate perisd s salstain & rvigid sdherente ts tast yoor data. This would
ast e vesdurable, var wesld it pregerly reflact OW0°s ongeing opeeations.
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Additionally, the Commission views the proposal to adjust nonwage Ltl-l : :

gogtlnoll'-lm as an inflation adjustment. The evidence is not convincing that
thl.l typ. of national indicator reflects what has actually occurred concerning
SWB nonwage expenses. The Commission has traditionally rejected thesa types of
adjustments as not known and measurable and not company-spacific. The Commission
finds that the evidence in this case is lacking to show a direct relationship
with SWB’s current cperations and the GNP-IPD. The study testified to by Wepfer
was a 1988-1989 study. The use of a mors recent study to show a relationship
batween GNP-1PD or any other indicator and SWS nonwage sxpansas would be neces-
sary for the Commission to consider such an adjustment.

The update to affiliate transactions was trsated as a separate subissue
in this case. The evidence indicates that the increase in expense level of the
update period over the test year period is due to & nonrecurring svent that has
already besn completely paid through the 1992 credit calculation. SWB did not

brief this issuwe. The Commission finds that Staff’s position is supported by the

recozd.

C. Asnean/Rilliag and Collsction Rxpesse

In its reply brief, Staff comtwided that “sccess charge unite as an
cxponst iten directly relate to waite to toll that produce revenuwes. ™ BPLaff then
sgrond o BW'es propsend adjvetawnt if the Cosmiseion adopts Stalf’'s revense
ssmmalisation. Sisce the Commiseios adopts Staff‘'es cevense amnualizatiom, it
will sdegt SUB'e adiwatmank fivr atooes GRPIADe.
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that only regulated operations are reflected in SWB's revenus requirement. Both
Staff and SWE agree on this satter and they also agree that 8WB‘s Cost Allocation
Manual (CAM) should ba used to establish the deregulated services adjustment.
Tha contested isasue regarding deregqulated services is what periocd should be used
to determine the deregulated services adjustment. Staff proposes using test year
1991 data while SWB proposes using the twelve months ending Saptember 1992.

The Commission finds that test year 1991 data should be used for
determining the deregulated services adjustment. Even though both parties use
CAM results, it appears from the record that Staff was able tc audit the 1991
data and the sxternal auditor‘’s report concerning that data. This is not true
for the CAN results for the twelve months ending Septesber 1992.

Work papers of the external auditor were not provided to Statff until
June 14, 1993, which made it impossible for Staff to audit thoss work papers in
preparation for the hearings in July 1993. In sddition, SWS does not offer
sufficient evidence of the reason for the decrease in costs for deregulated
services as reflectad by the CAN results for the twelve months snding September
1992. An sxplanation for the CAM changes or evidence which reflects that the
twelve monthe ending September 30, 1997 is sore reflective of cogoing operations,

i necessary for the Commission to find that updating the test year level of

sNpanses is appropyriate.

3. Magaxatisms
Mlistations sre snde butwies SHE's Psterststs apuritions and Nissouri
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uﬂl‘m Carrier Bureau Letter of xntcrprotdﬁ-ggn---lilu:-d August 21, 19901,
m proposes to reflect the FCC opinion in this case while Staff opposas it as
an .out-ot-poriod adjustment.

The evidence indicates that until the Latter of Interpretation, SWB
payments to other LECs under the Primary Toll Carrier (PTC) plan were directly
assigned to intrastats operations. The Latter of Interpretation indicated this
100 percent assignment to intrastate might not be proper. After the Letter of
Interpretation in August 1991, SWB changed the direct assignment of these costs
and sllocated costs using separations factors. The March 1993 FCC opinion rein-
stated the direct assignment of these costs, finding they were uniquely identi-
fied with intrastate ocperations. The opinion was to be applied retroactively to
August 1991.

Based upon the history of this satter, the Commission findes that this
change is appropriate to be included in this case., This is an isclated adjust-
ment that was pending during the cass. Also, tha retroactive application of this
change makes it appropriate to include the costs in the revenwe requiremant
calculations in this case even though it is outside the test yesar and updated

period.

Ssaata Rill 2a%

In May 199} the Eisecuri Cassral Aoeembly padeed and the Ooveraor
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used in caloulating Missouri taxable income will be reduced from 100 percent to
80 percent. In its initial brief Staff states that it opposes the adjustments.
The brief, though, focuses primarily on the property tax issue.

The Commission finds that the adjustment proposed by SWB for the income
tax increase which results from the enactment of Senate Bill 380 is an appro-
priate isoclated adjustment to the test ysar. 7This tax increase is the result of
governmant actions and is directly related to the amount of income SWB sarns.
Staff witness Schallenberg testified that the actual income tax increase can be
calculated once & decision is reached in this case. The Commission finds that
this adjustment is therefore sufficiently known and measurable to include in this
case.

The Commission finds that the property tax expense increase is not
subject to the same calculation as the income tax increase and is not known and
measurable. ™he amount of increase will be dependent on the action of
independent school districts and will occur almost two ysars cutside the test
ysar or the updated pariod. There is too much uncertainty in the calculation of

this adjustment and the inclusion in this case is not appropriate.

Right=-Tn-Nan_Tean

Right-T0-Gee (RIV) fees and License-To-Uas (LTU) fess ere payments to
vandors for wee of the vendor's software tO JPorats couputers. Exanples of the
software are Bisk Opurating Syeten (D08}, Nuitiple Vertisal Storage (WVE) and
conputart axi sisicaspetere, a8 wall o0 misferems senputars. S5 vees the
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h mmmrring M!:_l, SWE, though, proposas to rmm thc difference bestween
igtunx RTU/LTU fees for 1992 and the ongoing level by amortizing the diffarence
over three years.

The abnormally high levels of RTU/LTU fees in 1992 were dus to an
FCC order regarding provisioning of 800 database access service and a modifica-
tion in the terms of SWE’s contract with AT&Y for the provisioning of CC87-CCO
{(Common Channel 3ignaling Seven-Connacting Central Offices). SWB proposes to
amortize the sxcess of these fees because they are tha result of an FCC orxder and
the change in the CC87-CCO contract. SWB contends thease expenses are properly
incurred and should be recovered. Rather than recovering the expensss at one
time, SWB proposas to recover them over thres ysars to coincide with the period
of the proposed alternative regulation plan.

Staff opposes the amortization. Staff states that the RTU fess were
considered in the 1992 credit calculation and to allow amortization would allow
double recovery. At hearing, SNE conceded this issue and withdrew the testimony
supporting the amortisation of the RTU/LIV fees from 1992. Staff claims in ite
reply brisf that 5WE has failed to address the XIU/LIU nonwage sxpenss issus and
therefozre has conceded that subissue slac. Although 5WS doss not address the
subleswe in its iaitial Drief, it doss address it ia its reply brief.

The Cosniesion is aot completely clsar vhether the issus conocerning the
proper lovel of RIC/LIV fene o wee in thie cate L8 & subissus of the amortise-
tion isewe oar & esdisewe of the sobvape expense issee. SUR wvitcnsss Wepler
ialudes It in bor soeapge Sisvaduios sanld caloaulstion and then refers to WS
witases Mrtise cestissey. Nareia’e temiswy, theagh, releates almost
coupiataly W the asereisstion Loows.

Mo & prejevted Lowsi of WOV Sens. e Comsivsioe Tisle thar Sualt’s
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position im» moxre reasonable. S3SVWE proposes the use of projected 1993 RTU/LTU fess
which are not known and measurable and will not be known and measursble until
SWB‘'s 1993 books are completed. 1In addition, the svidence shows that the test
year 1991 levels are representative of RTU fees on an ongoing basis and SWB has
failed to support the increase projected for LTU fees. Without proper justifica-
tion, the Commission doas not believe use of projected data is appropriate.
This proposed adjustment shows how inconsistent SWB is in its repeated
assertion that every item should be brought forward to the updated period.
Clearly the September 1992 levels of RTU/LTU sxpenss are not reprasentative of
ongoing levels. SWB recognizes this and proposes an isclated out-of-period
adjustment. The proposal to make an isolated adjustsent is not improper but the

fact that SWB makes such a proposal belies the resocunding scho of the "matching”

song heard on other iasues.

Eansas City Data Center

The Xansas City Data Center has opsrated on a stand-alons basis aince
1983 when Missouri data processing operaticas ware moved to thes St. Louis Data
Center. The Kansas City Data Center now provides processing applications for
other sntitiss, such as other Regiomal Bell Cperating Compsnies. Work is dome
at the Center wnder comtract for Bellicore as wall as for son-0WE related
custonars. B0 in 1991 datemined that sust of the work done et the Kansas City
Data Conter sihoeld be classifiod a8 sosregulated snd SNB changed ite operations
bagisaing Jaswary 1993 w sefleet that classificetion.

Meeed sPpoo Lte derisiss ¢o treat e Exnaae City Gate Oester operstions
s e lated bagianing ia 1993, S pgrapeeed &b Gwt-ol-geriad adiustasnt o
oafieort Vi renbsal from e reguistel cost 3 eerwioe, the SEPONOGR, FOVENUSS
Reanes City Data Oseter eguintivse ot Septeaber (992 Lawels.




Mui.on ﬂ.nd- tlm-. u is p:mtun - n-on' the m' ?
:uud to cllculqto M

from lu.nouzi cost of urvl.ec. m cu
dore _Vlltod axpenses needs a full year of operations dnt-.n to properly calcuut.
lny ulju.t-out Without the CAM results, this adjustment is not known n_ad
-nmabh and is outside the test ysar as updated. Adjustmsents based upon
CAN results audited by Commission Staff are necessary bafore an adjustment for
removal of the Xansas City Data Center from Missouri jurisdiction can be made.

A second issus associsted with the Xansas City Data Center is the
proper level of annualized sxpenses. Although sStaff doas not admit that its
calculation contains errors, there is no follow-up to Staff witness Rucker’s
statement that she would review the matter. On this basis, the Commiseion

believes that SWE's calculation of the expense level is the only cne supported

by the evidence and is therefore adopted.

Ingona TaXAS
A. Yacaticn FPay

This issue revolves arcund & book/tax timing difference related to the
difference in the trestasnt on SWE‘s books of vecation pay owed SWS employses and
the treatmest Lla SM‘e incoms tax calewmlation. WVacation pay ie deducted in the
yoar it i» paid for tas parposes, btut for book purposes, under Part 32, it is
averwed in the year it is esrwed. WS contends that It had Llowed throwph the
bockh/ean tining 4ifferences far vataticn pay sisce the Commisslion’s order in Case
. TR-FP-RL13, weeil the Comnissiton oxrder ix CTeaee ®o. P0-09-14 required
sorsalisstion of e Ciming diftecunsws.
pIeitg TeUEtion ob gail 6 etnuing thm at Shrwsd Sassed o suble Meeking
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for vaéntton pay in 1988, Part 32 authorized the booking of the expense for
vacations paid in 1988 as an amortization over a ten-year period. SWB contends
this ten-ysar amortization of the 1988 vacation paid reverses the flow-through
of the tax deduction on the 1988 tax return. SHB contends further that the back
expense of this amortization must be flowed through since the tax deduction has
been flowed through.

SWB also proposes an adjustment to rate base to include the off-book
vacation pay deferred tax reserve account. This off-book deferrsd tax reserve,
SWB contends, reflects the flow-through of the tax benefits to Missouri rate-
payers.

Staff opposes the tax tresatment proposed by SWE and the rate base
adjustment. Staff contends that the book/tax timing banefits were not ordered
to be flowed through in TR-79-213). Staff then contends that tha tax laws were
changed in 1987, in the 1987 Revenus Act, to eliminate the book/tax timing
difference. staff argues further that Part 32 agailn created the book/tax timing
difference and that the Cosmission ordered normaliszation in Case No. TC~-89-14,
and so thare was no flow-thyough of 1988 vacation pay.

staff then sakes two additiocsal points with regard to this issue.
First, retepayere have provided 110 pacvent of samwal vacation pay t.oough rates
set in TO-89-14 and they Bave sot recuived any tax deductios Denstit for the
additional 10 parxcest. Also, Staff witeese Schallembesg points owt that Lif
flow=through had sccurred, the booked leveis of exponse reflected Ln Exhidit 37,
Schadale -1, showid laciede an slditicenl lise Lvew of spprexisetely §37 sillion
o8 & faxthaw imvame can dudureios.

e Cwmsissisn fisds cat e eviles supperts ‘s pesitiss
Sheuid appear an IS T, Scwmiliie 7, tiw Comdasion is At sewvisond this is



M. The .v.fd_ﬁnco indicates that prior to tax normalization ordered in

TC~89-14, tax timing differences to vacation pay were flowed through. The
ten-ysar amortization has already begun. This was recognized in the sharing
under the experimental incentive regulation plan. The Commission finds this

sxpense should be added back and the related rate base treatment should be

recognised.

B. Amortization of Investment Tax Credit Balance

SWB explaine in its testimony that federal tax law providas incentives
for companies to increase capital investment. The incentives were made available
to SWB and other regulated companies through the use of normalization provisions.
The differences between the timing of depreciation expensa for tax return
purposes and for ratemaking {book) purposes coreate hook/tax timing differences.
These differences create a deferred tax reserve. Defarred tax reserva is
subtracted from rate base in the ratemaking pzocess. The normalization
provisions relate to the iavestment tax credit (ITC) taken by SWE and create a
book/tax timing difference. The tax law provides that a ratable portiom of ITC
say be used to reduce & compeany’'s cuost of service for ratamaking purposes. This
ratable portioe is called ITC amortisation. SWE asesrte that the tax law states
that the period of time used for detsruiniag ITC smoctisation muet he the same
as the povicd of tisw used for competing deprecistion axpense.

Kaff isitially calcelated thhe 17T amcrtisation &8 of tedt year 1991
whils competing degeeciation o8 of Septashar 1993, Bafl cecsleoulated its
ITC amwtisation ot Segtanber I96: lovels et 4i4 st chimge 2w bealance in its
sane and wpun whike it consideeed the Lmmsterielity of the ditfesence. Statt
witoeee Veyer stres thet e Paaisiag Sifferwnins with B on this issws srw
S9 Golustises sais b UMD emetiastise 3¢ whe IOC beleses fer silsestien v
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meti-on for deregulated services should not be made and that SWB has provided
lio mom showing which, if any, of the deregulated property generated ITC.
Staff opposes the deduction for the effects of the compansation study, asserting
that the amount calculated by SWB is incorrect. Staff also asserts it did not
have the data from which to make an accurate calculation.

The evidence on this issue and especially the cross-examination of
Meyer demcnstrates that when Staff brought its calculation forward to September
1992, it removed almost all of the ITC amortization associated with deregulated
property and compensable property. The removal of thess items brought Staff’s
updated calculation to approximately the same level as is reflected in its
original case. Staff ocbjects to ITC amortization associated with compensable
property becausa it Dbelieves that SWiB’s calculation assumes all property
associated with compensable property genearates ITC.

staff retained $3%0,000 of the ITC amortization associated with
dersgulated property and compsnsabls property. The 350,000 was not based on any
caloculation but wvas a figure arrived at by consultation with other Staff sewbers.
Meyer Oon c¢ross~axamination admitted the §$50,000 was not the right number for this
item.

The Commissicm finda that the redection by Statf Ln ITC amorcisation
agssooiated vith deregulated property Asd compenssble property is aot supported
By the ovidemte in this cane. The oaly sappert (or Staff's position is its
belief that SR'e calcelstion 1o wromg and the Delisf thst all conpenaeble
proparty 4i4 st geacete ITC. Meither of thuee pesitises rise S0 the level of
conpetan el wabetestisl evideoce. St e case i furthesr orsded by the
alnisnion that ssun eewet Gheuld e ineleled fovr thees items. The Steff’e
iy delisves #N'a
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An uml. in deferred taxss arises whan income tax rates for SWB are
reduced. This occurrad when the Tax Reform Act of 1986 (TRA) reduced the
corporate federal income tax rate from 46 percent to 34 percent. The excess ls
then created since the taxes are deferred at 46 percent but only paid back at
34 percent. The esxcess will not bs paid back and must be removed from the
deferred tax reserve.

The differences between SWB and Staff on this issue are similar to
those in the previous issue, ITC amortization. Here, as in that issue, Staf?
initially used the teat year 1991 balance for sxcess deferred taxes. 3WB argued
that the balance should ba updated to Sesptember 1992, to which Staff later
agreed. BStaff, though, made two adjustments to the updated balance. Staff does
not reduce the balance for allocation to deregulated servics and to recognize
effects of the compensation study on the balance. Staff proposes no deductions
related to deregulated ssrvices and argues that the figures associated with the
compensation study cannot be verified. Staff arguss that acceptance of SWl's
calculations associated with the compensation study would mean that all compensa-
able proparty wes placed in service before the TRA. staff reflected $80,000 in
the balance for thees two items.

™he Commiasion finds that based upon the evidence ia this case, SWB'p
proposed dalence for encess éaferred taxes is more reascosble. fStaff admite that
e recogrition of dacegelsted service sand the conpeusation study Wt be made
ia e dalosse. The Cumission fisnds thet Staft s $30,000 amowmt s purely
azhitzary and baved wpee a8 eovidmRiscy sugpert. SB°s calouistions may be
flewi Sk Lhare in oome evidence TS euppert the calcelistises. The lesk of
dovWmeNtEtion wiy B9 a cemtrilaing Cectse we Pesll's position bet in this
Itamee Vhaee ie v sgpuet far shiking e sldeetwet PEai? prageses to the



staff obiected to the revised testimony on '.this issue and the
ITC amortization issue of SWNB witness Toti found in Exhibit 37 st page 80A. A
ruling on the cbiection was taken with the record. The Cosmission will overrule
that objection. The two paragraphs merely restate SWB’s position, which is set

out elsewhsre in its evidencas.

D. gCost of Removal/galvage for Pre-1981 Property

The cost of removal {COR) and gross salvage ars accrued over the book
1ife of the related property through the book depreciation process. COR is
reflected on SWE tax returns in the year it is actually paid or incurred, which
ocgurs when property is retired or remcved frowm sarvice, The tax law provision
under which the related property is being deprecisted prescribes when salvage is
to be reflected on SW3's tax return. PFre—1981 property is depreciated under a
different provision than property placed into sesrvice later,

Because COR and salvage are accounted for in different periods on SWE's
books and incoms tax return, & book/tax timing diffetrence i{s created. Thias
oreates a deferxred tax balance aseociated with theee items. Statf in its case
did pot proposs & reduction of the deferred tax balance associated with COR and
salvege. B proposes & reduction based upon ite position that the flow-through
of the tax bamsfit to ratepayers prise to 1961 should ba recognized to prevent
a double Memefit being recsived by catepeyers.

e Comnission fisde thet & reducticon of the deferved tan Balance for
oM end salvage 5o 8ot egprogriste. Megardiess of whether flow-through was
ovdered priar o 1981, he ovidenee isfizates ok far etk purpeems ODR was
GTOSANE UHS SLVags wine agpiied ©e the LevesunEat BAEe St the end of Che year.
S Gend Bt degaeviste te grapgwrty sbeew 00 purvest. se # deferved tex eould
e guossnted. S5 erguee Wt e is as sf-esk adisstount Bpcuees the tan
uluetion e exoopinl sk enpeses. The Samsission Tings thet Malt e gesitiee
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mo, mporly reflects the COR and salvage leval in SWB’s deferred tax balance

and the adjustment for off-book tax deductions is not appropriate.

B. Monproparty-Rsiated Deferred Iaxes

SWE asserts that there are accumulated deferred income taxes related
to income from nonproperty-related items which should be included in rate base
for this case. Inclusion of these accumulated defsrred income taxes is required,
according to SWB, bﬁcnuu of full income tax normalization under Part 32. SNB
reiterates its argusent that the Commission adopted Part 32 in Case No. TC-89-14
and therefore, as a requirement of Part 32, all nonproperty-related accumulated
deferred incoms tax should be recognized in rate base. The avidences supporting
SWB's position is found in Toti prefiled rxebuttal tesstimony, Exhibit 37,
pages 87-89. Toti testified that the nonproperty~related deferred taxes in this
case are primarily created by the dook tax treatmant of RIU fees.

staff did not include the accumulated deferred income taxes associated
with noaproperty-related itess in its initial cate base calculation. Although
Staff opposes the iaclesion of thees daferred taxes ia rate base, it appsars from
the record that no testimony or evideace was pressnted on this issue.

Staftf wvitasss Neysr doee tastify to the recomgutation of the tax
straight line degurecistion rates to take izte scoount RTU fees that are ospital-
ised and then deductad for tan purpoees. MNeyer, thowgh, does not addrese the
stowmlated defarred iacone taaee sepovisted with BIV (eee. In addition, Staff'e
riet Lo sat clonr oo what Faff e pouition is. In its reply brief Staff fimally
PP the iscissise &f e sccamulstel deforred iLncaas tases in rate bease
e they sre ssmeisteld with BIYS fosw ot the Sugtasber 1992 isvel, wvhieh wes
an slmweemily high keeel.

THe Cnmissian finds that it s sifsstaest is st cuppertad by eny
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daferred income taxes are associated with RTU fees, this fact does not convince
the Commission that they should be excluded from rate base. Without some

supporting svidence, the Comaission cannot adopt Staff’s position.

Intarest During construction

Interest during construction (IDC) has been included in the revenue
caloulation to provide a return on funds used during construction and not
included in rate base. Staff and SWB differ concerning the rate of interest té
be used in calculating IDC. Staff proposes the use of SWB's short term debt
rate, while SWS proposes to use 3 weighted average cost of capital.

Staff‘'s proposal is based primarily on two factors. First, Stalf
asserts that 3wl supports its construction projects with depreciation sxpense,
which Staff contends is cost-fres and tharefora no return ie appropriate for
these funds. Secoond, Staff asserts that 5WE has not issued eQuity or uead
long term dadt to fund construction and tharefore thease costs should not ba part
of the IDC calculation. In addition, Staff assarts that allowing IDC is requir-
ing ratepayers to pay a return on &4 return and thas pay twice.

™he Commission finds that IDC as cslculated by W is appropriate.
Depreciation enpenae is not cost-fres. S¥WE may choose to use its accummlated
deopreciation sxpense for comstrecticon, but this (e at & cost simnce it could
chooee tO wae thase funde elesvbeare. Deprecistion is the return of shareholders’
iovastmant t0 then and 3l woe of that sowey agalin reguires a return for that
.

e Comimsise sier dese st delisve the fart that SWS's capital
Mrettore e buwa etabie end that SMN Nap et issend eguity fer constrwction
werseses el e vensin. s roupenee o Stalt's geegessl, $9D ceuid sevurn eil
i aapanle o ite dTbsiwiciders el thes ieves long taen debt,
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ratepayers and is unnecessary. The Commission believes use of shareholder funds
requires a return and the return should be the overall weighted cost of capital

which sharsholders would earn on rate base.

Shoxt Term Telephone Plant Under copatruction

short teras telephone plant under construction (TPUC) includes the costs
of construction projscts which are designed to be completed in twelve months or
less. Once these projects are completed the balances asscciated with the plant
ars transferred to plant in service. For construction projects which are
designed to be completed in more than twelve months, long term TPUC is accounted
for on 5WB’s books.

staff aid not include shoxrt tera TPUC in rate base in its calculations
for this case. As stated in its initial brief, SWS proposes including short terwm
TPUC in rate base for five reascons. First, the balance is relatively ssall in
relation to 3WE's total rate dase. Second, Part 32 directs the inclusion of
short term TPUC in rate base. Third, the projects being constructed during the
test ysar are alresdy tranaferred to plant in service. PFourth, the short term
TPUC is associasted with replacemsat facilities or central office upgrsdes which
will not result in sdditional net reveswes. Fifth, rate base includes other
iteme which have sisilar charactaristice to short teew TPOC.

™"e Comsissios fisde that short term TPOUC ahould not be incleded ia
rate base. Bven though the COnstruwetich aseocistad with shert tors TPUC balantes
as cf Septambew X0, 1932, will e ia service st the time this Repert And Ovder
is ioowed, the Nalareed ane ewtaide e tast yoar as updated for this cose and
will Anvalee providiog Pfesde fovr Cetare plam. Kistericsily, the Desnissisn has
it ellowed GO saabeidted with Patere plark saiews wery swsige virousstassee
amiok. Yo Gl CLIDIMLAPIES eidt with whErt tere TP I8 this ceew. In



addition, the inolusion of thess balances would distort  the
rate base/revenus/expense matching which SWs finds so compelling in other issues.

There are potentially cost savings and revenues associated with the
facilities under construction and without evidence to show that thess offsets to
short term TPUC costs are recognized, the test year levels would be distorted.
In addition, tha Commission is not convinced that SWB's assertion that projected
revenues are offset by the additional depreciation expenses. These adjustments
are speculative since any revenues and depreciation axpense are not known and

measurable.

Short term TPUC is not allowed in rate base and IDC is sarned on these
balances. Tha Commission has adopted SWB's position on IDC and s0 shareholders
are compensated for the use of their capital investment. This method is prefer-
able to the recognition of future plant in rate base. In addition, this method
aleo preserves intergensrational squity.

T™he Commiseion finde, further, that the sizse of short term TPUC is not
relevant to the gaestion of whether it should be included in rate base, The Com-
aiseion aleo finde that SWi‘'e reliance on Part 32 in this instance is misplaced.
In Case Mo. IC-89-14 the Commission gererally adopted Part 32 for ratemaking
purposss for B, bat the Commissios crefesences specifically FAS 13, 43 and 87
in adopting Paxt 32 and the iohee of expeneing of emecutive salaries.
1% wo. P.8.C. (B.8.) ot &17. This decision focused on thoee specifice and doee
dwviating (9U8 thote reysirenasts where tiwy cre found tO0 B Laappropriste. This
Lonue ie a» iostasee where Purt 33 dons et previde vhet the Cuemiesion conslders
e e UMD JERPRT rebERRLiMg THOWLIWE .
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: cuh muac .e'.p_;tal (CWC) is the amount of cash necessary for a
qti}té}"toz piy the d&y-to-_-ély expenses incurred in providing service to the
ri’tmyor. A lead-lag study is used to determine the amount of cash a utility
must provide in order to maintain service. The use of a lead-lag study has been
approved by the Commission in numerous rate cases as an accurate and competent
method for calculation of the cash working capital requirement.

When the utility sust pay for an expsnse lncurred to provide servics
before the ratepayer has paid for the service, cash sust ba provided to do a0 by
the sharehclder. 7The sharsholder is then sntitled to a return on that advance,
generally as a part of the rate base. If the ratepayers have provided the
capital to the utility before the utility has had to pay for the expsnses of
providing service, the negative cash working capital balance should be removed
from rate base, as the shareholdsr is not entitled to a return through rates on
that smount.

To deteraine the CWC requirement, & revenue lag is computed which
denotes the amount of time, expressed in days, betwesn the sidpoint of the period
during which the utility provides service and the payment for that serviocs by the
ratepayer. Accordiag to Staff, a collectisa lag ie one of seversl subcouponent
lage which comgrise the revenue lag, sad is defined an the period of tise between
the day the M1l is placed ia the mail by t2% wtilicy sand the day the wtility
rOeuives papam fron the rategayer for sarvices rendersd. The only aspect of
the CWC saleulatioe presested for the Comsission s decisian is the Lesus of the
pragee cumpatdtion of Ui celiervism jag, o8 all stder ilevwes velsted to ite
aalasiation devn bous suniived. T8 prajeene o oslisctiss lag of 20.46 daye,
while SLat? sepmmmindn o colfeetios lag o7 31 daye issnend.




S¥% performed an acoounte receivable turnover ratic cosputation

to calculate the collection lag, and determined that its collec-
tion lag is 28.46 days. The computation divides the total daily
acocounts receivable balance by the total du.:_ly cash collections
for a spacified period of time, in this case for the months from
April through June of 1991.

{(2) B%WS also used a different method to compute the collection lag by
sampling all customar bills rendered for Junes of 1991 service and
capturing the subsequent payments for these bills. This method
produiced & collection lag of 32.87 days.

{3) Staff parformsd s modifisd accounts receivable turnover study for
the period from October of 1991 through Octobsr of 1992 and found
a collection lag of 215.84 days. In perforuming this study, Staff
bagan reducing the accounts receivable balance by the dally
amounts of cash received from customsrs after 21 days.

{4) BScaff aleo undertook a second study, which used a random sample
of 300 castommss and exssised the paysent history of each
customer for the pariod from Auguat 1991 to Jamuary 1993. This
sampie resulted in a collecticn leg of 19.52 daye.

SR savects thet thare ie s fattwal basis te diapete its caloulation
of & 15.400-day ullection lag and that all sader svelise, iavlwding the onse
wadnwtshen by Sal?, gredured sindler comits. Salt’s sejection s ‘s
mm R castenle hmmramwmmm

.'WM“ mmwmmmmmmw




38-dny payment habit is unreasonable because it i-.dlf;innt from other utility
l.'oo;lt.. Yot Staff made no attempt to analyze SWB‘s collection policies or those
of the other utilities, and the utilities used by Staff were not comparable to
SWB. In response to a data request, Staff stated that the best practical way to
determine a company’s collection lag is to randomly salect a certain number of
customers and examine their payment habits, yet when Staff did this it came up
with a collection lag of 29.52 days. SWB presented evidence that its uncollect-
ible rates ars low and support .m': practices, and Staff‘s recommandation to
automatically threaten disconnection after 21 days is not cost-effective. SWB
also points out, in response to Staff’s suQgestion that SWB'e results may have
been skewed by the extra mailing time required for payments to reach Texas, that
the 28.46-day figure wvas calculated before the consclidation of customer payment
remittance operations in Texas.

According to staff, on balance 5WB's ratepayers provide cash working
capital. Staff claima it is not sure whethar SWB's 28.46-day collection lag has
been calculated accurately, but it is sure the lag .o sxceasive. Because Staff
considers 28.46 daye to be uareasonable, {t has suggested 21 daye as a reasonsble
proxy instead. The 28.46-day figure is unreasonable becsuse SWE conaiders bills
delinquent after 21 days and 10 daye, respactively. for residential and business
customers. Glvea this. the satimate of 11 daye Ls therefors conservative, since
it canmot be aseumed that all castomere will fail to pay their billas on time.
In contrast, the uae of a 3. 44-day Log wuid lead the Commission t0 belisve that
all twe million of SD'e Cestanere pay thair bille late. Staff also suggeste
et & mdwrEtes late pRyRINR charge sight hely iagreve the ssliscttion lag, or &t
lanat iy deldray the coske sewwristed with thkis ieewes.

Tpon cow-anninatise, DAl s witnbie einizeed thet W i found 40
peosidie & Yiaw asiovel. T witeewe Cartier teetifiod that the dewt ey o
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asire the collection lag is through studies such a# ‘the ones which were

| mzom "i.p this case, but that he had determined that the results of the
: fourntud!.ol wers unreascnably high, based on the Commission’s rule in 4 CSR
240-33.040 and on Exhibit 187, Schedules I and 2, which contain comparative
collection lags for other telephone utilities and other nontelephone utilities,
respectively. 1In addition, the witness stated that SWB‘s credit and collection
practices played no pert in his opinion.

The underlying bases for Staff’s support of a 21-day collection lag are
not well-founded. Commission rule 4 CSR 240-33,040(3) provides in pertinent
part: "If a telephone utility does not expressly offer a preferred payment date
plan, a customer shall have at least twenty-one (21) days from the rendition of
a bill to pay the charges stated....® Thae rule then goes on to expound on
exceptions to this general rule. The rule itself is directed at utility bshavior
and not directly at customer bebavior, and merely provides for & aiaisum amount
of time a utility sust give its customars to pay from the rendition of a bill
before the utility may consider the bill past dus and take further action. In
addition, Staff's witmses admitted on cross-sxamination that the ocomparative
collection lage for other utilitiss found in Schedules I and 2 were Stalf'e
suggestad 1age, snd did mot know whether aay of the lags had been sutherised or
approved by the Cusmiseica.

™ Commiesion dstearmisee that aff’s evidence e inmfficient to
Justify the wee of ize pregosed ll-day collection leg and fints, Dased wpon the
ovidunue proveitad, thet it is awre appropriate ts wsn PB’e collestion lag of
30.46 dage. THS Omaiesion thes apprewes the wie of SED'e collortion Llag far the
sslmalation of Ui apprugriste et of sush wavking cupital.




Deprsciation expense is a major component of any regulated cowmpany’s
revenue requirement. The sxpense is the return of sharsholders’ investment in
plant. Depreciation sxpense is calculated by establishing depreciation rates for
a company's plant accounts. Thesse rates reflect the rate of sxpected retirssent
of the facilities in each account.

This Commission has adopted the straight-line equal life groups and
straight~line remaining life techniques for calculating depreciation for
regulated telecommunications companies. Thase methods sre designed tc recover
total costs of plant recorded in sach account even if the estimated life of t.ho.
plant changes over time. Calculations of the two methods rely on historical
records, future net salvage value, and some judgment based upon nonhistorical
factors.

Because SWE 1s regulated by both the Federsl Communications Cosmission
and state commissions, including this Commission, meetinge are held every
three yesars to try to resch agresment on the parassters of each plant account.
These parameters ars then used by the various regulatory bodies to sstablish
depreciation rates, and thereby depreciation sxpense, for SN within thelr juris-
dictions. Thees neetings., referred to A threo-way aaetinge, develop parameters
for projected lives, curve shapes, feture fet salvage and remdining lLives. BReven
12 sgvesmsut i reeched Of paramstard, 4ifferent duprecistion cates may result
ecanse of diffwrest degreciation reserve mmcrtisations. THe laat tares-wvay
mating wvas ia 1963, oo the memt will e in 3998,

M s rescit of e three-wmy mesting in 1993 sgretment wad seachad for
Paantane in 32 of $Bte M aprurte. P aall Che POC stalT aprond on 21l pars~
autees foe all M seeens. Biseeeri Comnissien SUalf 458 A0t Sgres te the gares-
tere fay Aconants JILD enl 233D, Gigival Meititing el Bigital Clresiv-Other,




between it and the FCC staff and to bring Missouri depreciation rates into parity

with interstats rates by amortizing the reserve diffsrence for all 34 accounts.

A. Digital switching

Staff proposes to continue the use of a 20~year projected life with the
characteristics of the Iowa R1.5 curve for this account. SWB is proposing a
17.5 year projected 1ife and a GM2.5 curve. There seeas to be agreemsent that the
difference in the curves of the two parties is minor so that the controversy
focuses on the appropriate projected lifs for this account. Based upcon Staff’'s
projected life, depreciation rates for the Digital Switching account will
decrease from the current 6.7 percent rate to a 5.5 percent rate while SWi‘'s pro-
jected life will result in a depreciation rate of 6.6 percent.

The evidence indicaves that staff's paramsters are those adopted in
1986 while SWE‘s axe based upon an FCC staff analysis using what has been termed
the "life-span method™. The Commission finds that it cannot completely adopt
sither position but that the 17.3 year proposed life is more reflective of the
future retirement on this account. The Commisaion supports the continued use of
the straight-line equal life group and straight-line remaining Life methods for
detersining depreciation acoouating. The Commiesion, though, belisves thet
significant chasges have occurred ia the industry since 1986 which should be
refloctad Lin U abalyeis of degreciation rates. Theee factore, Lf not reflected
ia histozical data, shoald e factczwd is a8 oOonbistorical conslderations.

THeee heeges iscinde tLhe comtiseisng soferaisation of SWB’e sstwork,
whish rasslth in caxly cotisenants of facilizise. The 4030 of fetulv ret lroments
Masd wpea vepiscasnst of sstiated facilition is sun Lapoertadt Cactor in dovelap-
sy degeeviation rabes. Jageecistias res dhouid safisct the aarly retizement
Ui eeperiaeetal isomtice regeiatiog gien. The (ewee is st BWD'e ressen Cor
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modexnisation but the fact that it has modernized. Also, the Commission believes
tlut new technology is shortening projsctad lives and even though a specific
uphml: for digital switches is not readily _amrant, it will come. The
Commission belisves it will come sooner than Staff conteaplates.

As stated above, the Commission finds Staff’s analytical methode are
preferable. SWB’'s adoption of FCC staff’'s modified life-span method is not
appropriate. The Commisaion agrees with Staff witness Richey that the assumption
that no part of the property will last bayond 20 years is not correct. Even with
the modularity effect as described by 3WB witness Barfield, it is reasonable to
believe that part of the digital switching equipment will survive beyond the

20 years.
Even though SWR‘s method is flawed, the Commission finds that the

shorter 17.5 projected life recomsandad by SWE is more resscnable. Naintaining
the 1986 projected life for digital switching equipment doess not reflect the
changing conditions of tha telecommunications Lindustry. Pecrhape aore recent
analysis using Staff‘s ssthod would reflect a projected life greater than 17.8.
There is no evidencs, though, from which to find a projected life between 17.8
and 10 yesre and, as stated above, the Commission finds the continuwed use of the

i0~yoar projected life ia not reasonabdis.

5. Rigital Cixeait-othex

This iseus presents the Commission with & different aspect of
salveiation of degreonistion srates. Alithouph it ook be segpeetad the philosophi-
eal sxguen is the came o0 thet ia the Sigital Bwiteding isewe. the facts are
sleuunt sgred o s SM. 0B geegeues & 12.5 gesiected Life. The Giffarence
s e twe pesinisas feswens asisiy oo tin Grestoest of the aplit of the clreuis



acmnt- in 1988, The digital portiocn of the ;céount 't;l- lopdritid from the
lll"l:loq portion, thus creating the Digital Circuit-Other account at issue here.

staff maintains that the two years of data available for the Digital
Circuit-Other account provides insufficient informstion to arrive at a new pro-
jected life and 3o Staff has retained the 15-year projected life from the
combined account. SWS used a life cycle technique to forecast future remaining
life for technology groupings within the account. 5SW3 combined the two-ysar data
of the account with this forecasted data to arrive at its projected life.

- The Commission finds that the use of the current 15-year projected life
is reasonable until more data is available for this new account. Forecasts
concerning futurs expectations should be a part of any depreciation analysis but
there must also be a sufficient data bass of historical data upon which to base
An analysis. Forscasts, as Staff! asserts, can be very wsophisticated or
intuitive. When balanced with sufficient historical data, well-docussnted
forecasts should provide reliable results on projectad livea for this account.
Without sufficient historical data, ths Commission finds that the current

projected life should be maintained.

C. Aaamalisation to Achisve Perity

™is iseswe reguires little discassion since there is ac parity now
among the five states ia wvhich S0 cpacates nor Detween thoue SLatas and the POC.
Differest dageosistion paransters aay e the result of differsnt snalyses or
diffavent weighing of evidwsce is each jurisdiction. Thare apPpeers ae rsesoe to
being POC sl Risevcri vetee (2 parity ia this cave, empecially einee the Commie-
einn Mo vt SERQASE UMb praaters ogrend o betwess the FOO and VB,




‘may always be times when state policies or concerns are different from'
fedsral policiés and concerns. Any precedent that might limit this Commission
or future Comsiseions in addressing issues differently than the FCC should be

avoided.

,

SWB has property in sach of the five state jurisdictions in which it
operates which provides a benefit or service to one or more of the cther states.
To determina the appropriate amount of investsent in a state, such as NKissouri,
which provides a benefit or service to another state, SWB performs an annual
Compensable Property Study. Rased upon the results of the study, each state
compensates the other states for the expenses and investment associated with
compensable property.

For this case both sStaff and W8 have agreed that the 1993 study
period, which is based upon asctual data through June 30, 1992, is appropriate.
SWE and Staff diffexr in their calculations of the depreciation reserves and
deferzed taxss applicabls to Kissouri. WS has used statewide aversge ressrve
pezcontages in its calcmlations while Staff hae developad & new sathod based upon
aseigning resecved by primary eccownt, and aled Propoees sepearate treatment of
three lazrge conpensable ssewts.

Seand wpon the 1993 stwdy, Risscuri chazged $308 aillion of investasnt
to ohthen wiatee. Thi® antumt is elimisated from SWR's Nissourli rate base. It
agpesie thet the Conpeasiibie Prapacty Study iavcives 8 time-conouning and conplien
WPurkion. Govawee of the segeitele of the staly, JWD wRSe GVEagle to arrive
ak vels o the CHPEANED IS it calcviatisns. S grapesst T wae these same



Staff has developed account-specific information to calculate reserves.
ltl!_!: contends that the use of account-specific information is necessary to
accurately define the Missouri cost of service. In addition to using
account-specific reserves, Staff separates out three large compensable assets for
ssparate trsatment. These assets are the St. Louis Data Center, One Bell Canter
{OBC), and computers. Staff contends the use of state-wide averages has been
rendered unsuitable for determining reserves for compensable property because of
the substantial new investment in these assets. Staff points ocut that the data
center and OBC constitute 51.8 percent of compensable property while compensable
property is a such ssaller parcentage of total Nissouri rate base upon whigh the
state-wide averages are based.

The Commission has revieved this issue and finds that 5WB’'s state-wide
AVOrages are BOre appropriate basad upon the evidence in this case. The evidence
indicates that Staff’'s new msthod was not clearly thought through before it was
presented. Mumercus calculation errors, admitted to by Staff, and the failure
to recognize originally that OBC and computers should be treated in a manner
similar to the data center, .etract from Staff's owverall coantention that (te
asthod sore acturately reflects the proper deprecistion reserves for compenssble
property. Although the Commiseicn may ageee with Staff that the use of the
AVOrage deprecistion TESSIVe PETCENtAgEs Cverstates the depreciation reserve on
ABOAte that AXe less depreciatad than the sverage and it understates the
GIPTUCiAkicn TONEIYe GR SASNES thEt Are sure dugreciatad than the averape, the
Conmission Lo sox cumvineed Staff’s caloslstions selng its now sethod are appro-
priate.

¢ appgears thet AT has seile & CONPLLEGLI PrUTRES SVER BOTre Compli-
ot dhe Guth owstew, JBU sl TWpCLEre SRy sppear 8 beseti: Nisssuri rete-
PURrd ia this cwam, but the Cemiseion s st cwavibeal et this bewetit will

L



cc_.:b.:r:xéimm over time. The Commission finds that | the lnrag.l used in the
Mnblo Property Study, although less specific, will, over time, more
properly reflect SWB's ongoing oparations. Even though the data center has only
been in operation a short time and therefore has little depreciation reserve,
this will not be true on an ongoing basis. This is even more true for OBC and
computers since they have been depreciating over a longer period than the data
center.

Staff faults SWB for not keeping records which identify the deprecia-
tion reserve and deferred taxes related to compensable property. The Commission
is not convinced this specificity is roqulrod; If more specificity is required,
Staff should request the Commission to order 3WB to hkeep the necessary records.
Statf’s evidence concerning its more specific mathod of calculating depreciation
reserve associated with compensable property has not convinced ths Commission
that it should require changes from the averages ussd by SWE. Averages do
provide some simplification and efficlency in this peocess and thwe added

complexity associated vith Staff's position say mot be productive.

5. _lania Data Cemter

Seaft in its case recognized in rets heee the St. Louis Data Center.
Staff, thowgh, has not provided for the erpenses asdocisted with the data cemter
in ite revesae reguiressnt cslcalations. Szaft isclwided in Iite case the
opaxation and mmistanasce (OEN) expeiew for 14 Seuth Pousth Stsest and other
coete apsbrised with oftice spade vacated by enplioyoss vhe apedd ts the nov data
cawiar. el ssistaine et e albitionsi recagnition of OGN expease i appre-
durensed veur $2 wiilios fteee 995 o 1ID9L. el asesete That iassensing




doas not recognize corresponding expenss decresses for buildings from which
employees moved.

The Commission recognizes Staff’s point that cowmpensable property
expenses have decreased and, therefors, how can Ok expenses be increased for the
St. Louis Data Center? The Commission, though finds that the determinative point
on this issue is that Staff did not recognize any expenses associated with the
new data center in its revenue requirement calculation. The Commission finds
that utilizing the O&M expenses associated with 14 South Fourth Street is not
appropriate. The O&M expanses for the data center are known and measurable and
if they were not rsasonable, an adjustment should have besn made to that expense
item. The evidence that Staff failed to sven recognize the expenses leaves the

Commission with only one alternative and that is to include the expenses as

calculated by SWE.

ALLiliata Txanmactions

SWE sells sexvices and products, and buys services and products, from
noaregulated subaidiaries of 8IC, Theee transattions are referred to as
affiliate transactions and are of particular concern and sensitivity becauss of
the potantial for abuee by SWS and ite affilietes and the nesd to review informa-

tion concernieg soovegulited companise ia detsrmining whether those abuses have
oteurted.

T™he KX bas reviswed the prablems asedcistad with affiliate trans~
actions deUwess & regeletad subetidiary s & sinregulated subsidiary of & parent
company and has eetablished reioe and vegsistisns converning thoee transartions.



m&lly dtlc:u;u the roc tmimtl for urvicu and products sold by

& :qullttd eo-pmy to & nonrsgulated affiliate as follows:

rules requ

{1) use of a tariff rate where one exists;

{2) where a tariff rate does not exist, use prevailing market price
{the price the service is sold to nonaffiliate companies);

{3} for a product, record the higher of fair market value or net book
value if no prevailing market price has been established;

{4) for services where no prevailing =markat price has been
established, record no lower than the fully distributed cost
(FDC) developed by SWE.

Where SWB is purchasing products or services from an affiliate, FCC

ires

{1) charges recoxrded on SWS books must be no higher than prevailing
markat price based upon rates to nonaffiliated customers)

{(2) for a product, if no preveiling market price has been
established, record the lowar of nat book wvalue or fair market
value;

{3) for marvices, if no prevailing market price is established,
rocoxd n0 greater than the atfiliate’s FOC for the sarvics.

W) explaias that FOC calculations reguiced by the POT ared

(1) directly aseign coste vhenever possible)

{2) eowems comnining edoeid o allocsted based e direct assasure of
e whare peesikie;

(3) owers remmizing sfter (1) and (3) shouls Bo allscetsd besed on
indizovt sssres o we wave pessibiay

4 geesal emts cussising afer (1), (I3 el (3) ehauld e
elilocuted weing & guaeel allsester Daend Sk SIGAl Sapenses
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o e profclua that it complies with the rec. tmiﬂn.ntl for atfiliate
"hsmuct.ion! uﬂl roc ltudun. Btaff, in an attempt to verify BWE's position,
h.#.r.d a ‘consultant to review SWB’s affiliate transactions for this case. The
consultant, Technical Associates, Inc. (TAI}, conducted substantial discovery and
prepared a raport concerning SWB affiliate transactions which is contained in
multiple volumses. TAI's report in general finds that SW8 does not provide the
necessary audit trail for reviewing SWB affiliate transactions, falls to
adequately determine prevailing sarket price for services sold to affiliates,
omits and understates expenses in the calculation of FDC for services sold by SWB
to affiliates, uses revenue as a cost allocator instead of expenss as required
by FCC rules, lacks fully developed costs for soms services sold to affiliates,
and has a bias in favor of affiliates caused by the difference in FDC studies
performed by SWE and its affiliates. Basad upon thees findings, Staff haa
recommended a $2.72 million adjustaent which reflects estimated revenue

shortfalls becaues of thees shortcomings.
TAI alst propoees the Commisesion require SWB to revise its policies and

procedures to ianclede:

{1) the sstadlishment of & centralised group of employess
withia S8, provided wvith sufficiest rescurces, who
overves and are Mld sccountable for all aspects of
affiliste trameactions;

(2) the preparstion of & proovdures maneal, ultisstely
dissribeted o all sppropriste persoanel, which
epecifically sets forth critecis by which the reason-
ahlovass of SB‘s affiliste transections is to e

(%)) mmdmmmmm
dnoawniaing, uummm

) wmﬂumm«ﬁm speeiti-
waily setevessed i o groouimee sanesl s (1), which
wiil wrely m,aa ‘M__w_u sl wesil*




ting method-

{5) the implementation of fully distribited
'111 relavant

ologies which properly take i.nto...qcc_qu;}t
costs; and

(6} the adoption of audit procedures by which SWE would

test, on a recurring basis, that. it is paying the
lowest possible prices for pu:chgul from affilliates
with refersnce to competitive market standards as well
as jits own fully distridbuted costs and those of its
affiliates.

The issue of whether SWB is charging appropriate prices for services
and products bought from affiliates and whether it was being paid appropriate
prices for services and products sold to affiliates was addressed in the Report
And Order in TC~89-~14. 29 Mo. P.S8.C. (N.S8.) at 655. In that case the Commission
did not adopt Staff’s proposed ROR adiustment but did find that sSWB‘s failure to
use market information and to document ite pricing criteria raised concerns about
SWB‘s affiliate transactions. The Commission indicated that Staff should review
SWE’s pricing policies in future cases.

staff has performsd the review suggested by the Commission for this
case. That review, though, has gensrated such a volume of evidence that tha
issue has become a case within a case. Based upos its revisw of the evidence,
the Commission, again, cannot adopt Stafl’e proposed adjustment. The calcoulation
of the adjumaset is based vpon TAI‘s recalculation of 3B FOC studies and use
of preveiling marhet price wvhere data was evallable asd the price was graster
than FOC. This recalculation vas parforeed even though TAI adaittedly could not
varify SUB'e FRC reseits bacause of & lach of 44 comcerziag the waderlying
costa. TAI'e wae of its own rovumpguetad FOCe, which cenpriss the largest part of
ite propeesd sklestaant. Ls e petaistive and sadikvery for the Commiselon to
adogh &5 wn Sllenbaest in this cane.

Cummisnive thet thiee is Littie euppert Gar T5I°e prugesal sdjetaset. Pirse,
TR ek & Mawlsehe et 45 its voviaw off DIy aftiliste craartione.
- '




1d £ind no discernable method of absorbing. This required TAT to reduce its

tma ib: a specific number of areas, but even this appears not to have helped
clu.ﬂy __M:l analysis. 7The failure to find oclarity, tm, is alsoc a function
ofr m?s failure to be completely forthcoming in its distovery responses. For
example, SWE provided witnesses at the hearing as its experts on the affiliate
transaction process which TAI indicates it never heard from during discovery.
IF 3WB experts had dealt with TAY during discovery, perhaps TAI’s analysis would
have been better focused.
Finding that TAI’s spproach and SWB's rssponses were not conducive to
& clear record, though, does not resclve this satter. Serious concerns have been
raised by TAI regardless of its approach. The Cosmission agrees with TAI that
the Commiseion should be able to review 5Wa's compliance with FCC regulations and
be able to clearly track SWi's affiliate transactions. This, it appears, tha
Commission cannot do.
Questions raised by TAI need to be addreased and resolved. Some of the
Matters that need to be addressed are:
t1) ie thwie & loophole in the FOC sccoeptance of FOC studies instead
of detarmining preveliling ssrikat price for services only bought
and sold by aftfiliates?
{2) wuse of revenaes by B to develop ite gemeral expense factor.
t3) Calluwre to assign afministrstive coets t0 sume affiliate trane-~
agtices.
{4 e w of differemt ositing peoosfures foar sfflliate trans-
setians and iees wond fur ellsestisns betwesn reagulated and

ERrepLiated Sperations .



{(3) failure to provide the underlying data ..ﬂ.:r"-:mc and market price

studies.

{6} would the price of market studies cutweigh the benefit from the

results of these studies?

The above matters are not intended to be exhaustive but only illustra-
tive of the unresclved issuss concarning affiliate transactions. This area of
SWB‘s operations appears to be so complex, or at least voluminous, that ths Com-
mission finds it is irreconcilable under current procedures in a general rate
casa or complaint case. Too many underlying issues concerning data, markst
studies, proper FDC to use, and other questiona, must be rescolved prior to any
determination of whather SWB is complying with PCC directions or whather thoss
directions are sufficient and whether an adjustsent is appropriate.

Rather than leave these matters to the vagaries of tha next case, the
Commission has determined that a review of SWE‘'s affiliate transactions should
be conducted in a separate docket. The dochat would aot be to deterwmine a
monetary adjustasnt but would be created to decide whethar SWE's procedures are
adeguate and to establish a method of reviewing SWB'e affilliate transactions
within a rate case format to see if S8 is following the spproved procedures.

T™he Commission comld aot purform this macessary functiom im this case.

AMNERMERAEATA.BAL)_COrXpasatien

SR is o of swveral <persting ssbelidisrise of Southwestern Bell
Corperetion (SBC). The other cpureling subeisisries Laciwde: BSouthwestera Bell
Idaeastionnl Seidiage Incurperated; Sevbwestorn Seil Mabile Systens, Ine.)
mtrennlia Pepiag dyvtune. Dab.; end Sewtdeeeners Beil Pristing Osapany. S0C ae
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nmm himsan :oqoufcol. SBC also has n&inhtntiv; subsidiaries which exist
for lﬁppo:t of oparating subsidiaries or SBC. Thase companies provide such
services as transportation, technology research, legislative and regulatory
advocacy bensfits, administration and other adainistrative services.

Since SWB is regqulated by the FCC and state commiassions, costs
allocated to it by SBC are closely scrutinized amnd are subject to specific
regulatory rsquirements. The FCC requlations which control the allocation pro-
cedure are the same as those discussed in the Affiliate Transactions issue.
Thess ¥CC cost allocation rules apply specifically to the allocation of parent
company costs t© a regulated subsidiary. These rules were sstablished by the FCC
in its Report And Order, CC Docket No. 86~111, reieased February &, 1987. The
stated purpose of these rules is to eliminate the potential for any
oross~subsidization betwesn regulated and nonregqulated activities.

The regulations require:

{b) 1In assigning or allocating coste to regulated and non-

regulated activities, carriers shall follow the priaciples

descoribed herein.
{1) Tariffed services provided to 4 nonregulated
attivity will ba charged to the acaregulated
activity at the tariffed rates and credited to the
rgulated revenus ccount for that sarvice.

{1) Costs shall be directly assigoad to either
rogeliated or asonregulated activities wvhenever
pousible.

{3) Costa which camst Do directiy assigeed to

sithar regeistad or sesregslstad activities will be
described a8 oummon c3ote. Commos cests shall be

ovsen togeioted and sanveguiasted aptividise ia
e . e Loving B
iy Wheaaeer  paawibis. . Dok
dhoone amipuis of Ve cnigia of e cewte



Staff’s position on this lsaus i{s based upon its conclusions that SBC
has not followed the above requirsments in allocating costs to SWB.
believes that SBC is directly assigning or allocating to SWR unnecessary and

duplicative costs and costs assoclated with functions SWB would not perform on

& stand-alone basis.

of eont cntaguln} for which &
assignment or alloecation is tvcl.l.tblo.

{iii) When neither dinct nor indirect
measures of cost causation can be found,
the cost category shall be allocated based
upon & general allocator computed by using
the ratio of all expenses directly zssigned
or attributed to regulated and nonregulated
activities.

found at Exhibit 33, pege 13. Thess are:

{1)

{2)

{3

{4

&mmmmummmum

The Staff annualised the S3C allocated costs to SWS by
updating the J8C factors to imclude only Decesbex, 1991
Teslte.

he ftaff adjusted the SBC Investaawt Facior by iaclud-
ing only the amcust of Tunds provided by the share-
owotts (Commoun Stock and Paild~in-Capital) and adjusted
for the capitalisation of SBC’'e isvestagnt in Bouth-
wostern Bell Intsrastiomal Noldisgs Incorporated
{Istacnational).

™he Staff adjested the allocetion procese by teguiriag

the gameral fortow. SBC will alse b Counidered a
bupisees wnis and share La the costs far Mivetasat (4)
i,

The aft resisasifised a ptiss &3 ST’ alleowted
comte hasud o isventamet sl angisgees ta & BEbisese
it allscetian.

uhtﬁ e sl o 33 anl 4) sbeve, the
memam%mm
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A brief description of staff's proposad adjustments is




tal tmlaeny, Exhibit 218, page 8. In addition, the Reconciliatioen,
Exhibit 144, contains dollar amounts related to the four categories under the
ﬁm:al heading "aBC". The Cosmission will discuss this issue using the four
categories. This will allow for a direct link betwesn the issue and the proposed
dollar adjustments and will focus the discussion on the most relevant evidence.
As with Affiliate Transactions, thers is a significant amount of underlying
information that has been placed into svidence. The Commission has attempted to

narrow lts focus to that evidence it finds persuasive.

A. Dusiness Unit Mijustiment

— staff doss not believe that the use by 3BC of investment and employee
allocation factors to assign costs meets the FCC requirement that, whenever
possible, common cost Categuries are to be allocated based upon direct analysis
of the origin of the coets themeelves. Instead of SBC’e allocation using the
investment and employes factors, Staff developed a business unit approach for
allocating coets. To assign costs under ite business unit approach, staff
grouped SBC, SWS and the other subeidiaries imto four units. Staff thea
allocated common costs eysally to each umit.

Although Staff has polinted cut sevarsl inestances where the investamsnt
and euployee fastods may not allecates costs apprupristely, the Commiesion tinds
that thoee allocatione 4re sore reasonable than STAff’s Dusiness wnit approach.
Thaye SPPORZs 0 e 60 procedunt for wae of & Dukinees Unit approach euch an
Staff bt wiilived for allowating coots. Svem S8l could aot provide evidence
of its gemaral ssveptante. s additice., e groupiigs sppear ¢& be ashiteary end
W st yefleee Che desisnencs of SNB Lo S0 s CORPREILS GRPWCtUSS. A8 with the
e off Tovils (aves. e ie o Slaputing that DB desinatas PGS sstivitiss.
SO s 8 paremt of WEce euplugese ani 7Y gursest of N0’ Lavestawst.



factors Axe generally accepted allocators for common costs and the evidence

supperts their use.

Although four categories are sat out in the Reconciliation on this

issue and by SWB witness Wepfer, both Staff and SWB have addressed the
SBC general factor adiustment issue and the inclusion of SBC in general factor
together. In Addii:ion, Staff witness Schallenbarg states in his supplemental
surrebuttal testimony, BExhibit 218, page 23, that he is not sure wvhat the SBC
general factor adjustment issus is, even though he sarlier states that he adopts
the four categories.

Prom the briefs it appears that the SEC general factor adjustment flows
fxrom the business unit adjustment. If that is the case, the usse of SBC as a
business unit suffers from the same flaw as does Staff's use of the business unit
mathod to allocate common costa. If that is not the case, there is no svidence
from which to sake an adjustment, 20 none will be made.

™he issvs of whather to Llnclude SAC in the ¢alculation of the general
allocation factor is more straightforward. The svideance indicates that SC
retaine certaia costs rether tham aseign them or allocate thes to subdbsidiaries.
Staft comtende that T rules regmire tha ganaral allocation factor be "computad
by wsing the retee of all eapenees dirertly essigned or stiributed to regulated
and monzogulsteod ectivitisns.® SReff’e pesition is that SBC by retaising cests
in, ia offacn, #izrettly sssigaing theee tsete sml tharefore those ceets oheuld
o il in computing the geaaral alleeatar.
toste astunily GiIoeNtel or sesignel. T4 SEILISS, SUD argus thet S0 GRLSLS




u a direct result of operating subsidiaries and performs functions solely on
’-S.halt of and for the benefit of its operating subsidiaries.

The Commission finds that the inclusion of SBC retained costs in
computation of the general allocation factor is appropriate. The labeling of
these costs as retained doas not belie the fact that SBC has directly assigned
these costs to itself since they provide no benefit to the operating sub~
sidiaries. The retenticn of these costs also belies the fact that SBC exiats
solely for its cperating subsidiaries. Other evidence also indicates that SBC
does more than just exist for its operating subsidiaries. PFirst, its creation
was to provide managemsnt activities for itas existing and future operating sub-
sidiaries. The inclusion of future subsidiaries in ite purposs reflects that a
portion of its activities is unrelated to its axisting subsidiaries but is
focusad on acquiring additional subsidiaries. These activities do not support
or benefit existing subsidiaries, including 5WB.

the Commission finds aleo that ewen though the FCC rules do not state
that parent company costs are to be included in computation of the general
allocator, thers is no prohibitiocn. The FOC rule does require that the general
allocator be based upon sapenses of both regulated and sonregulated activities.

43C*'s retaised snpenses fall within this reguiresant.

C. N _Expeass Disallowanoas

In sddition to the gEmeTal adjustmants proposed by Staff to coste
allosated &y SIC o D, Stall alee propesed cems apgeeific ocost oceater
adjestasnte. Theew sdfcvumeta iatlsle 71) emretivas {cost owntar 03600) and
hoarde of Sizectere (owet coster S3TOD:, (Iy inlermption cost tenber, {J) public
inbometion vewt cewter, (43 trelemets, petests sl Pgraghic emviese, {8 tes
g and (6} cadd smoagueest. n eliitios, thare esre sesarsl sther aperific
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Staff claims that expenses related to the sxecutives of SBC and the
boards of directors for BBC are duplicative of SWB executives and board and
unnecessary sxcept for two outside directors and the allocated share of the SKC
audit committes. Staff asserts that the need for two sxecutives and bosrds ot
directors was caused by the increasing perception that SBC and 3WBR had separate
needs. BSince separate needs caused the separate sxecutives and boards, sStaft
believes that SWS ratepayers should not be charged for SBC costs related to the
activities unrelated to SWB.

SWS claims the executives and boards perform separate functions, with
the SBC sxecutive and board setting strategy and policy for the entire corpora~
tion while the B executive and board implement these corporats policies ard
sanage SWR'‘'s day-to-day opsrations. SWE argues that the SHC sxecutive and board
work on a varisty of satters common to the subsidiaries and thess responsibili-
ties are »0 broad that their costs are properly allocated to SWB using the
general alloeator.

T™he svideace indicatee that 100 percent of the costs related to SEC's
thief anecutive and board of directore is allocated using the gensral allocator,
and that detwesa Y0-7% parcemt of thess costs are sllocated to SWA. This weans
that SUB ratopayess are paying almost thcee-{ourths of the coets of theses cust
tantare while mech of the attivity related o thewe costs involves mergere and
stgeisitions. TRis fact alane Lo emough to find that the general allocator is
% agguepriste for sllocetisg thess coeta. SBC should separaste out costs
omocisted with carge snd erguisitions and reteis or direstly aseign these
oats v itaeif.

s albbivien w2 U sardur s stguisitiss sttivities, Staff vitsses



axecutive and board activities. The saparation of these activities may be
difficult, but SWEB and SBC nead to develop & process for ensuring duplicative and
unnecessary costs are not allocated to SWB and that non-SWB related costs arxe
assigned to those for whom the activity is performed. As a result, the expenses

for these cost centers should not be allocated to SWB.

2. Information Cost Center

Staff asserts that the costs of S3C’'s employes information function are
duplicative of SWB’'s smployee information function. SWB claims that SB3C's
enployes information activities relate to all SBC subsidiaries by providing
SBC financial results, competitive issues, subsidiary products and services, and
humsan resource issuss. ISWE then claime its smployee information activities are
directed specifically to telephone company concerns and activities.

The Commission finde that the duplication inherent in the disssmination
by the two corporations is not sufficient to warrant a disallowance of the costs
as proposed by Staff. It is good sanagument policy to heep employees informed
concerning both the pareat cospany activities as wall as those of SWE. BSven
though Staff states it has allowed all costs sssociated with telephons company
issuas and conterss, the Commispion finds that information about the pareat
m«mumuwm-mmmmammuu'

information Lo agpropriate to iacluide ia 890 's cost of eervioe.

3. mAlis Isfexeatisn Gest Center

Matt costonte that the sttivitioes of the SOC publicwtions cout canter
shauld wat Be alloceted to SN wimg the espieyee Cortar. The resuit of thie
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The Commission finds that the employee factor (s a rsasonable method
of allooating costs associated with newsletters and publications. These S3C
activities are provided to all subsidiary smployees, of which SWB is the largest
component. Thare is also svidence that the activities of SWB and SBC news and

public information groups ars coordinated in an attempt to avoid duplication.

4. Irademarks

staff proposes to disallow the costs from the trademarks, patents and
graphics service coat center because SWB provides the value of the 3BC name and
other affiliates are able to benefit from this name recognition without any cost.
Staff proposes that sither the other affiliates pay & royalty for use of the name
or thay bear the costs of the cost center.

The evidence established that SEC owns the Southwestern Bell name and
logo and that the costs associated with this cost center relate to the develop-
sant and maintenance of corporate graphics and identity guidelines, and actions
concerning uee of the name and loge. The evidence indicates PWS does not perform
any of thees functions so they are not duplicative. The Commaission finds,
further, that thare appears oo basias for charging the other subsidiaries a

royalty fee for use of the name and logo.

$. IR _Sxewe
Sraf? prepeses to disellow the ¢t allosated to WS for the S3C ten

gowp. Malf aseeris the ectivitise of tais grouwp are dwplicstive of BB
activition. The Cumniseion fismde that the SIC tan Qrenp porferns aSTe intensive
N TR, J0N) TGS COTPRINe Las plmming, MORItOring turrent asd propessd
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This cost m supporta the costs umhtqé.yith the administration
of the corporation’s cash management system, including management of SBC's
short term debt portfolio, management of cash earmarked for dividend distribu-
tion, asssssment of earnings and the effect associated with alternative
investment options, the managewment of commercial banking relationships, prepara-
tion of S8BC cash flow forecasts, bank account maintenance, and statesent
reconciliation and cash book operations.

Staff asserts that SWB maintains its own cash management function and
activities and does not need this SWB service. 1In addition, Staff asserts the
line of credit is worth only $70,000 to SWB.

The Commission finds that allocation of the S8BC cash management cost
canter to SWE represeats a duplication of costs for functions SWE performs for
itself, or are unneceesary costs. SWE has its own cash saragemeunt functions and
for 1990 through 1992 SWB has received no tash sdvances from SBC. This cost
canterx also inclwdes the line of credit provided by SBC. SWE, though, maintains
its ovm lines of credit. Fisally, one smtated purpose of the cash management cost
aenter is to invest SWE'e surplus cash. The evidence is that M rarely is in

4 surplus cash situation.

7. othax Exnease Rissllswances

Naft propousd disalloventes for cther SOQ cost temters. Thess wers
not hriafed and oo sppear to hawe bosn drogped. B afjestaset will be made for
thean Jeepeand 4isallesustes.
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bulmlu. The publication of yellow pages dirsctories, before the divestiture
of AT&T, was a function of SWEB cperations. All costs and revsnues wvere included
in the determination of SWB’'s ravenue requirssent. Upon divestiture and at the
beshast of state public service commissions, the court left yellow pages diresctory
operations with the Regional Bell Operating Companies (RBOCs), finding
specifically that retsntion of this function by the RBOCs was in the public
interest. Onited States American Tel. and Tel. Co., 552 F. Supp. 131, 194 (D.C.
b.c.c. 1982).

8BC, rather than retain the yellow pages publication operations within
its telephone operating subsidiary, SWB, requested and obtained Cosmission
authorization to remove yellow pages operations and place them in & separate sub-
sidiary. Although originally performsd by a different wsubsidiarxy, the
yellow pages publications operations are now performed as Southwastern Bell
Yellow Pages (3BYP).

SEYP also has a contract with WS to publish SWi's official whits pages
directories. The contract includes the selling of "bold face™ listings for
white pages directories and directory cover advertisemsnts. mite pasges
directorise comtain alphabetized listings of SWS telephone customers and their
talephone nusbers. Where practical, white pages and yellow pages directories are
conbined, dut ia large sstropolitas aress they are pudlished separatsly. The
direstarios isclude eech SUB Cottomsr, MOth business and reslidential, and are
distxivetod to all WD custaomere.

Tus baic Labels aze proeentad the Oomsission Lo this case concerning
the coma and revemas sssocisted wizh yellse pegee dirsctovies. First is che
Lowen af whmvser the csot and reovenses of peilew pages ehoulid de iapuwted te W
ol woud 18 decansicing SN covenos saguirensnt. 1Y iaputstion is found o be
sotsesible. te sseont Sasus ia, wkat lewel (0 the geaper Leowel of sosts and



__ In the IMca.plc:l.nt case a_qitg‘-t. “SWB, the q;ﬁ'i_.iiion imputed
yollow pages revenues to SWB and set thea at the 1985 level with one adjustsent
tor.'dmlhcti.biu. 2% Wo. P.8.C. (N.8.) at 640-643. The Comsission found the
1988 level to be reasonable based upon the assurances of SWE that the creation
of a separate subsidiary to publish yellow pages directories would not harm SWB
ratepayers. The Commission found that 1987 test year levels of revenues had
dropped dramatically and the 1985 level should be maintained until SWB could show
that a more currsnt level of imputation would be appropriate.

Subsequent to the decision in 7C-89-~14 the Commission approved an
axperimental incentive regulation plan for SWE. This plan allowed SWB to ratain
sarnings up to a 14.1 percent return on equity (NOE) and to share with ratepayers
sarnings above that level. 3WE in this case has proposad the Commission sake the
experimental plan permanent, reduce the 14.]1 percent NOE for sharing to 10.7 per-
cant, and not impute yellow pages revenuss to SWE. The reduced ROE would, in
SVE’s setimation, reflect the resoval of yellow pages from SWE's revenue require-
mant calculatiom.

staff proposes the Commission continue to impute yellow pages revenuss
to SV and treat SETF as a part of Ss operations for ratesaking purposes,
staff’'s basic progosal is to zecaln the 1943 lmputetion found by the Commission
in TC-89-14 o be reascuable. BStaff bLas 4lec propoesd other impatation levels
and sljestassts o yellow pages TOvORIeS.

™he Conxiseien 2 alrveady found cthat it could NOR aarely scoNpt the
Corresk eharing peimt of 14.) pevcent 208 and ashe the enperimental plan
pamsoaet. The Compission sunt firet tovernine PWE*e rovencs raguirensst and st
Sont anl ressenibls taben beaud wper tHet vevanue soguirenent. The Cesmissiasn,
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that it would now be npp:cprl.ltso to adjust ﬂut m 340 basis points and not
impute the yellow pages revenues to SWwS. The ce_‘i.l'iton finds that the proper
ratamaking procedure is to determine an appropriate level of imputation for this
case.

The Cocamission finds that imputation of yslliow pages costs and revenues
is in the public interest and ressonable. Pirst, there is no quastion that the
Missouri General Assembly has specifically granted the Commission the authority
to impute the revenues and costs associated with yellow pages directories to SNB
regardless of whether those directories are published by 3BC or an affiliate such
as S3YP. Section 386.330.4, R.8.Mo. (Supp. 1992). This astatutory authority
racognizes the importance of yellow pages cperations to 3WR's telsphone opera-
tions and reflects a continvation of the findings made by the federal court in
the ATAT divestiture case that retantion of yellow pages operations by the REROCs
was in the public intszeet.

The Commission finds that yellow pagee directories are an integral part
of §WE’s telephome ocperations and even though they are now providad dy a ssparate
subsidiary, they still retalin their historical relstionship to SWR's operations,
Yellow pages directories are an adjusct to SWE's white pages and provide a
valuable liak batween S9E CustORNETS. SWi'a white and yellow pages hawe
historically been purceived as the official tslephone dirsectocies. Thie
porception veflscts resality eince SUB lists all telephons custowers ia
vhite poges avd ¢givee all duslaaee captiants Cree listing ia yeliow pages. This
in trws eeen though SUTP pablished the directories.

sllee gages diseetatise e distridetad o ali SN0 custonere free of
eharge and 3o Pelleow pephe e olskidured Dy Sustaaars 8 pt of e
PhAne doak”. N witaaee Silk, while & (vemississer &7 Tt Tslifesnia Public



nuktm tmmd that the cost and revenues of yellow pages directories should be
uud in mt.inq basic rates in California.

A review of the treatment of ysllow pages by other RBOCs supports the
decision to ispute their costs and reavenues. S8ix of the RBOCs, including SBC,
created a separata subsidiary for yellow pages publishing. The other RBOC kept
yellow pages as part of its telephone cperations. Of thae RBOCs with separate
subsidiaries, all except SWE provide some form of compensation by the
yvyellow pages subsidiary to the operating telephone company. SWE alona does not
receive any compensation and, in fact, SWB pays SBYP for the costs of publishing,
printing, and photocopying of the white pages directories. By this arrangement,
the Commission finds that SWB's ratepayers axe actually subsidizing SBYP profits
while rsceiving no benafit from the use of SWE listings.

Imputation of costs and revenues will allow the ratepayers to receive
a benefit from theee services that have bdeen developed at their expense. ISWB
could have entered into a contractual relationship with SBYP and its
predecessors; instead, SWE chose tO remcve thess ratepayer-provided services from
VB at no cost and o upe tham to generate profits for SBC. The Commission finds
that ratepayess should receive a bamefit from yellow pages and imputation is tha
statutorily authorised ssthod of recogniziang that bemefit.

ﬂ‘uwm iagutation 18 A0t necesesry iz this cass because
there will de a0 reduction in Dasic local retes, and the Cosmission should mot
imgute yellow pages cacnisge ia & case vhare S} Le sot eecking & gemeral rete
AMEORRS OF A8 increase in Busics lecal rates. This prupeeal say have soms super-
ticial sppeal det duse st withetand soretisy. Pirse, wslesr the rete design
adagad in this tane & seletantial pertise of the sedestion will e seed t»
mmmwwmmuuwmamnu
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proposed this and the Commission does not believe there is necessarily a direct
subsidy betweon yellow psges imputation and basic service. Imputation reflects
the fact that yellow pages ars an integral part of telephone service and by
imputing yellow pages sarnings, rates reflect the significant contribution
yellow pages earnings make to SWB’s operations and to maintaining rates at a
reasonable level.

The Commission decision, additionally, follows its decision in
TC-89-14. In that cass the Commission referenced SWB's and SBYP's predecessor
repressntatives’ assurances that the creation of a separate subaidiary to publish
yellow pages would not harm ratepayers, nor would imputation be prevented. The
commants of those representatives of SWB and SBYP’'s predecessor, reflected their
racognition that isputation was appropriate and that the creation of a separate
subsidiary in no way affected the ability or authority of the Commission to
imputs those revenuss. Perhaps at some point in the futures yellow pages’
significance to basic telephonw wservice will be o diminished as to make
imputation unreasconable. That tims, though, ie not now.

WA has sade the removal of tha isgmtation of yellow pages a major part
of ite proposed alternstive regulation plan. This propossl would allow SBYP, and
thagefore A3C, to retain revenued generated from Missouri ratepayers without any
compensstion being returasd to the ratepayere. S0 has sought this same result
through legislative etforts in the Ceceral Assesbly. Sechuse of PWE's position
in thie coon and its legislative sfforts, the Commission hae reviewsd this Lseus
carefully and das cossidered the patertiei offect of adepeing SWD's pesition.
™e Ommission finde,. dased wpon ita roview, that oven though yellew pages Le
pebliishni by & ouparats sdbeidiary., costougee etill tessider the vhits pages sad
yollow pages with S samm and Ieje a0 She stficial seiapheas desk »f the
tslephens cumpuny el tOly wpen it an & Loperuent past of the besiz tsiaphens




wplished without the instrument and connecting wires and switches, but with-

‘out the information provided in the white and yellow pages directories, the

.customers’ access to othar SWB customers would be significantly reduced.

Although SWB indiocates that the yellow pages subsidiary is a well run
company, it believes it faces increasing competition and that such competition
will sventually require the elimination of imputation. SWS statas that it is not
sesking elimination of imputation in this case merely because of competition, but
it believes the Commission, in reaching a decision on this issue, should recog-
nize the significant competition it faces. SWB contends that yellow pages, in
sffect, competes with all forms of advertising, not just othar yellow pages
directories. Avertising ssdia such as newspapers, television, radio, magazines
and direct mail advertising, SWE contends, pose a substantial threat to
yellow pages profits in what 5SWEB sees as a diminishing adverctising revenue
market. Additionally, SWE points ocut that yellow pages revenues constitute only
7 percent of nationwide advertising revenves among all advertising sedia.

In aMMdition to the competiticn from other forms of advertising sedia,
WS claime that it is subdject to substaatial competition from other yellow pages
directories. 7This, though, SWE has heen unable to substantiate eince it has no
information on revenues genereted by other divectaries or, for that matter, by
othar advestising sedia.

Reon though S0 had »0 saxket~epecific laformetion about the revenwes
of competitess, thore wvas ovidenoe is the resapd convaraing csstomsr woage of
yollow pagee. This infarmetien i fownd in Bahibit LPSNC. page 31. Altheough OO
cenitande wage stelise are of littis walee in doteswmising wvhether vsupstition
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uun this inforsation has been classified as public information &nd so will not
:moduc. those results in this Report And Order.} The study results show that
in the other areas where competition exists, ysllow pages dominates competitors.

Usage by customers is what businesses pay for whan they buy additional
advertising in SWB’s yellow pages. The evidence concerning usage indicates that
& business has no real yellow pages alternative to the SWi yellow pages directory
for reaching custowers. 1In TC-89-14 the Commission found that coapetition for
yellow pages was not significant and the resulte of the usage study in this case
show that competitors, especially in $t. Louis and Kansas City, if present, have
little customer acceptance., Even after several years of compstition in the
8t. Louis and Kansas City areas, usage of other yellow pages directories are at
lavels that are almost insignificant. In those aresas wvhare a competitor has
developed some customer recognition, such as Springfield, &t. Charles,
Caps Girardeau and Laks of the Osarks, SWE still dominates the markets.

AMditional evidence that yellow pages directories are subject to little
dixect competition is the continued strong profitability of yellow pages and the
ability of SAYP to raise prices and maintain that profitability. In a competi-
tive market, pricee axe drivea to sarginal coete and consistently higher returns
such as thoee sxperienced by S5TF wouid not be realised.

The Coamission fiads that contrary to SUWE'es contentions, the evidence
is that direce competitioa fros cthar disertories remains insigaificant and ocom-
potition from ethar advertising undia Lo st best porigheral. Ia order to e the
linitakione of any cther sdvertisisg eedis sigrificestly escrobthing on the
yollow pages variet, ene wood enly solk: “Shasre 40 you look when you vant to C(ind
the closest dontisn, ¢ & family Bealth clisis? Ware wouid you look if you
ited W find & CEguAar Stere, cabaring Sarvioe, SeEMtreCtion CoNpAny W
POMLAENLY  Thaws Seniansess Sleetise is th Ll PRGNS DOCEUSE they hapw
ok outik Telaphand casbone PRNivee ¢ taleplone direetery snd serk cestanee




: mry mmu .i.s u;td in the ycnaw p-qu poruon of tlut
| ma.uen -onq ‘businesses providing similar services gensrates

yqnmm revenues whils yellow pages, in reality, offers the only ubiquitous
advertising medius for the businesses’ ssrvices.

Since the Commission has found that imputation is appropriate, the
issue concerning the appropriate level of earnings to impute remains. As stated
sarlier, Staff has propossd retaining the 1985 level ordered in TC-89-14 with
some adijustments or the 1991 level with adjustmsnts. SWB proposes using the
level at Septsmber 30, 1992, with three adjustments.

Although a considerable volume of testimony and evidence has been
adduced concerning the appropriate level of imputation, the Commission believes
it should follow the findings in ¥C-89-14 in reaching a decision. In TC-89-14
the Commission found that imputation should be at the 1985 level to reflect SWE‘s
promise that ratepayers would not be harmed by the creation of a separate
subsidiary.

T™he evidance in that case showed that profits had declined in 1906 and
1987 but weare imcreasing into 1988. The Commission found that the reduction ia
earnings for yeliow pages was within the yellow peges subeidiary’s control and
therefore the test year levels were not appropriats for imputatioan. The Commin-
sion found, further, that the 1945 level of isputation should be contimeed until
SR could abhow some cthear level was appropeiate.

e Comnission e before it i this case the TEtAl LOYERLSS: GRDORINS
and conhridewties sargin far yellow pagee frun 1998 thcough Secsamber 31, 1992.
T™his infoamatias is oeflected (& e curt olow found in Ewbibit 300, page $2,
and oaPplomasiad with islerastison Crom Sabidiz 303, peape 14, fer 1997 data.




1985 $82.5 million $33.4 million $49.1 million
actual

1988 $76.6 million $33.4 million $43.2 million
adjusted

(Report And Order, Case No. TC-89-14)

1986 $69.1 miliion $39.0 million $30.1 million
1987 $72.8 aillion $39.9 million $32.9 million
1988 $88.0 million $43.1 million §44.9 million
1989 $868.9 million $54.3 million $34.6 million
1990 $96.7 million $55.0 million $41.7 million
1991 $101.7 maillion $59.9 million $41.8 saillion

9/30/92 $112.840 million $65.7%6 million §$47.261 million

1992 $116.204 million $65.3509% million $351.448 million

Thess results indicate that the opesration of ysllow pages aa a separate
subsidiary is reaching the levels contemplatad by SBC in 1985. Revenus levels
have increased steadily over 1985 levels since 1988. COontribution sargins have
varied but it appears that the 1991 comtribution excesds (983 unadiusted.

Sased uwpon: thaes results the Commisaion fimds that use of the 198%
contribation margin is 20 longer aggpropriste. The circumstancss upon which the
Commiseion ande its fisdiage ia TC-89-14 axe readily apperset in the above
isformation foxr 1906 and 1997. Rovensns wvere 0w, oEpORsSes Vore up and, as the
Comniseion found, theee Lovale ware within the cuatrsl of the publishing conpany.

The preblene sdivwsssd by e Oesmiseios is W-00-14 appear t» have
boas ressived and the prefitabilicy of yelisw pages bas reoterasd to eupsctad
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should be maintsined until yellow pages operations appear to return to 1988
lmh. This, though, the Comaission believes has happened and so the Muﬁn
uni look to more recent levels in finding the appropriate contribution margin.

The Commission finds that the level of imputation for yellow pages from
September 30, 1992, more reasonably reflects ongoing operations. This brings the
imputation level to the clusest point in this case to the period when rates will
be in sffect. The September 30, 1992, level reflects the incressing net revenues
and expenses ¢f yellow pages. The results for year-ending 1992 reflect that the
contribution margin continues to increase. Use of year-ending 1992 levels might
be more appropriate but thay are beyond the test year as updated and so would not
reflect an appropriate matching of investmant, sxpenses and revenues with the
overall revenus rsquirement.

Since the Commission has found the September 10, 1992, contribution
sargin to be appropriate for imputation, there resain several sdjustmeats to that
ountribution margin which nead to be addressed. If the 1983 costs and revenues
ware adopted by the Commission, Stailf pruposad an adjustmeant to the uncollectible
ahount to reverse the decision of the Commission concerning uncollectibles in
TC=89-14. Since the Commiseion is not adopting 19835 results, this issue need not
be addressed.

Staff propoens aa adjustaset o the contribution level fer
yellow paguen isputation to adidrese affiliste tremsactions botwess SWE snd other
subsidiaries for pristisg secvices provided in the peblictetion of whits and
yollow pages direczerisse. TMees sffilistes axe Tiame Jeursal and Oulf Pristing.
Curvantly, SUYP publishas i wbite and yeilow pages dizectsrise for 09D, and
ST eotrerta with Gelf Pristisg and Tiase Jeurmal e priat these veluphons
diremariae. Sall eomts U U8 seEtrets Setwess TP are ANt
‘Ume Luaghd® end oo SUEP paye sore Sor thews SEVIOES thin sevessery sad thes




uma that sws's o;mtucu vith Times Journal are not “arm’s length" and
thnmtm SWE has expenses that are higher than necessary on its books. Btaff
bases its adjustments on the awarding of the contracts in 1987 to Gulf Printing
and Times Journal, which staff’s evidence indicates were not the low bidders.

The Commission agress with Staff that these affiliate transactions
raise concerns as to whather SWB is paying more than it should for the publishing
and printing of yellow pages and white pages directories. The Commission,
though, rather than make the adjustment proposed by Staff in this case will refer
these matters specifically toc the docket to be established to address affiliate
transaction procedures and cost studies. This, the Commission believes, is the
more appropriate way to snsure that SWE ratepayers are charged reascnable amounts
for these services. As affiliate transactions, all services purchased by SWS
from Times Journal, SEYP oxr other subsidiary will have to be based upon FCC cost-
ing prooedures and any underlying contracts such as those betwesn SBYP and Gulf
Printing, will also have to follow thoee costing procedures.

Staff proposed certain adjustasats to yellow pagee’ income stateasnt
based upon its position concerning the allocatiom of SBC costs. The Commission
has sddressed the SIC allocation fsewe Ln that part of the Report And Order, and
adjustmants to yellow pagee costs should de mede Dased upon the decision reached
regarding that issue. The allocations from SEC vo SEYP amet be adjusted in com-
pliaace with the Commission decision o ensure suponees shifted ia the devision
cancuraing SOC allocations €40 ROL APPRer 33 GKPaRSES to SNYP to redece Lmputstion
te R frem SIEV.

Soth Malt endk VD prapeee s roanee Dusisees ANvelIpEENt SUPSRSSS
mnciated eith swtreditiansl GNP prelerts and seswiane, eweh &0 direcrtory-
daliversd teswres end disves mail. Tis alyoemmest s slaptes.
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0 reflect the full extent of the imputation process. Allowing SBYP to

nake @umu:::;- end pay duss and to include these in total expenses creates
a lﬁhli.dy by S8WB ratepayers for contributions and dues that would not be allowed
if sws M:rod the costs dirsctly. For esployee compensation costs found by the
Commission not to be reasonable, there would, again, be & subsidy flowing from
SWB ratepayers to the SBYP employess receiving thoss awards and incentives.
Bacause of the imputation process, SBYP employse compansation expenses should
raflect the decision made by the Commission regarding smployee compensation for
SWE.

In addition to Staff’'s proposed adjustment, SWE has proposed three
adjustments to the September 30, 1992, coantribution level. The business
davelopment adjustment is discussed above and is agreed to by Staff as reason-
able. The other two adjustments are (1) to subtract certain white pages revenues
and expenses from the yellow pages results, and (2) to adjust for a return on
equity on SBYP investasnt in yellow pages operations.

SW8 adjusted yellow pages imputation results by removing the revenuas
and sapenses alloted to the white pages directory publishing agresment between
SWE and BRYP. Under this agresmsent SBY?F compiles, photocomposes, produces,
prints, wvarehouses and distributes separate white pages directories and those
that are co-bhound with yellow pages directories. BSBTP submits & bill to SWE for
its share of theee eupeasss and Lacludes & two parcent aduinistrative fes. The
agresaset of tHe fee is caloculated by taking twe parcest of the amsunt billed for
whites pages eupeseses. SD claise thet its (isancial teasits already include
thaee cupanies sni the rovaiets ol ARPECERs related o the spgreoEmest should be
renpved Eran SEP ressits belsre Lapetation to SUB.

Pealt appeens whin sbjeuteit 8 & stSoapt 55 leave protite with SBYP.




Staff's approach, m to SBYP is an ozponu to sws. ms.ti.omuy;fii:itt S

believes it is u!;mdonsblo for SWB to pay an administrative !no when it should
be receiving compensation for white pages rather than paying a fee.

The Commission finds SWB's proposed adjustment reasonable. Even though
the revenue to SAYP from the white pages agreement, including the administrative
feoe, is an expense to 5WB, the Commission finds that this expense should not be
included in the imputation process. The Commission has already recognized that
SWE receives no compensation from SBYP for use of white pages listings and there-
fore is imputing ysllow pages revsnues to SWB., This recognition compensates Swi
for the development cf yellow pages and white pages listings. To then include
SWE’'s paymants to SEYP as revenue appears to be a double assessment since imputa-
tion would bring the payment back tc SWB. In addition, the agreement is an

affiliate transaction and as such should be evaluated as an affiliate trans~

aotion.

T™he Commission alec agrees with SWE's adiustment which allows an MOR
on all SBYP investmant. Historically. the isputation prooess focused on revenuas
and expanses associated with yellow pages publishing operations but has only
allowed & return on any iavestsent by incleding prepsymsnts, which are largely
doferzred directary charged, in rete bese. The eoffect of the deferred costs
Wnuwmn-—unmﬂmr-mtutkm.
g contesdd the rate bade Lrabiment for prepaymaats 490 Rot allow a3 returs on
SEYP pogasty, plant and eguigmmnmt, actounts cevsivibis amd deferred direstory
ChATgue. JUB preguess o iscivie o» NON congeeant for SBYP isvestaent in
canguting the ispetatian level as of Suptenber 30, 19832.

Nttt cppeees this sjartinne., Snisiy DUsuEee & subetastisl ameum of
wversivabis are uat & PArS OF PRLS LAbs et Y ppiesily taslelng (s & sash weelh-
Ky cagiital seguiramust Wy W0 of & lout-lag suslynis. Ball euplasise that wiaee
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the agcounts receivable balance rxepresants future cost payments, it ineludes
reisbursement for many types of services, such as depreciation and deferred
taxes, and includes a profit. Allowing the ROE adjustment would, Staff contends,
allow a return on a profit, which is inappropriats. Staff suggests SWE perform
a lsad-lag analysis if it is not recovering a return on all investment.

Staff’'s malin points in opposition to SWB's adjustment are derived from
the traditional ratemaking procedures used to develop a reavenue cequiremsent for
a regulated company. Staff’s position on imputation is that S3YF costs, revenues
and investments should be treated as if they were part of SWE. The Commission
recognizes that this approach has merit and has followed this approach on some
of the proposed adjustments. The Commission, though, is not convinced that
acceptance of all traditional ratemaking treatment is appropriate in the imputa-
tion process.

Staff’'s avidence suggests that a lesd-lag study should be performed
instead of 3WS’s propoeswd ROE adjustment, since the investment upon which SBYP
i seeking & return is accounts receivable. BStaff then states that accounts
receivable 940 a0t genearate a cash working capital requiressat. This appears to
be a coontradiction. staff additiosally raises guestions about the calculations
nads by 3WB witoeas Nartin for the adjustamnt, and Questions the owerall
inapprope iatenses ¢f sn ROR compoeent for accocats receivable. Staltf concludes
by sssartisg that it has allowed intereet supense in SEYP's COOte, & practice
which i» sot foliowed for regulsted compasises.

™he Commdssion flmle et repgardiess of the Quastiond falend by Staff
cengereing GE-e sifvtams for an PO camperent in isvestnset of SNTP, suth an
aijovtmans (s revieeakie. Impatation edweld Drimg & Lowsl of covanse to MW
which compmutan it far ¢4 yollow gapes disertaries Susianes it Sowisped. The




nhodﬂ_ be allowsd a return on investment other than priplyunl:u. This raturn
q!_x_'mi_l.d allow 3BYP a return on the investment it has made in generating the
revenus which is imputed. Perhaps there are better or more reasonable ways to
calculate this return, but based upon the evidence before it, the Commission
finds SWB’'s adjustment to be a rsasonable approach to this matter.

Since the Commission has not found the 14.1 percent ROE propossd by SWB
to ba reasonable, the ROR component will have to be recalculated based upon the

11.72 pexcsnt ROE found to be reasonable for SWB.

Emplovee Compensation
A. Ssaior Managemant Incentives

Staff proposes a disallowance of incentive plans providing for payments
to senior sanagers above the level of thoss employess eligible for TEAN awards.
Thers are two plans, one which provides for short term incentives and another
which provides for long term incentives. Staff proposes to disallow §1,009,000
in long term incentives for SWE-NO and GHQ, and $810,000 in short term and
long term incemtives for BBC.

Short term Lncentives are basad upon & cas-year period. Ooals are set
by SBC's Fuman Reeourdes Committes at the begianing of the fiscal ysar, and
include sestaner service goals and ast income target goals wnder & siagle metrix.
A paymant parcontage is darived from the sstrim and applied to a predeteruined
target menrd 39 calculate the incactive swnrd. AfTar achisvennet of cChase goals,
incestives sy e suarded from & discretionsry fund for extrecedisary Lagrove-
aaete, with ssme lisitsticee, beosd wpee e recosmandstion &f the SBC chalrman.

Lamy seam Lacestives sre deaed wpem & ChTee-peas pariad. Oalar the
s, porfEraance wite e sosignel G particigats st the boginniag of sarh asw
theub-patr ayeis. which bogise st fistel yoar. S wnit earaad is payabis in
e foem o SIC stach. Peite grastald e JeNwd Of SNNGPENENE PONpIssiblliities,
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M'fhﬁ'f'.’valuo of tha units awarded represents the target award for that partici-
pant: ' ‘The actual net income of SBC achieved over the three-year period is
compared to the commitment budget and an achievemant percentage is calculated,
The achievement percentage is then applied to determine the number of units
actually earnad and payabls as incentives.

SWEB argues that both plans put a part of total senior management
compansation at risk, and that Staff’s disallowance would require increasing base
salaries, which in turn would drive up the cost of benefits. The focus on profit
benefits both sharsholders and customers, and SBC stock price reflacts the
present value of long term decisions and indicates how the market svaluates the
managers of SBC and its subsidiaries. SWE also contends that its eaployee
reductions and reorganizations demonstrata that the incentives are working.
Finally, SWB disputes Btaff’'s smphasis of Missocuri-specific results, claiming
that the use of such results would be impractical and costly to administer.

statf states that short term incentives for SEC officers are computed
by using SBC net income and SEC service msasureasat resulta. According to staft,
theres must be a prowisate nswus between an incentive plan and ratepayer benefit,
and therefore the yas of SBC results is ot surficiently linked to the provision
of banefit to Missouri ratepayers to iaciwde the coet La Nissouri retes. Staft’s
other Arguatmts with respact to the abort tarm SBC Lacentives are similar to ite
AXQuUERnts concerning the long tare SBC incestives, and nead 535 he repsatad hace.

seatt alev wotes that the ARONt tars Locestive plaa for SWB-NO wes
reviand om Jamuary 3. 1991, = roquisre 38t pfoonaats aeaterenmats be besed
100 parwwsk oa KNiswsuri st Lrovee snd vostoner wervios resuizs. Ia 1983 the
pian tor SAR-Ne vt Perther «danpel e Laotasd cossider 90 SaNpeEits eriormenty
sopalte of ia feur Kidwewt wtates cesd =2 0O peroewt Risevuri-epecifis
2OpLEEe. Sealf isliovtee YRt (36 Sllowaew <f WGPt NS Lacustives for SUR-iis
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1991, and that if the 1993 changes had been in effect within the test ysar as
updated, it would have sought disallowance of the short term incentives for
SWB-NC as well.

According to SBC witness H. Richard Troy, Jr., the net income
performance for SBC short term incentives is based 100 percent on SBC results,
and the customer service component is based on a weighted average of telephone
company and national subsidiary results, weighted according to the previous
ysar‘s actual revenuas. As a practical matter, the inclusion of
Missouri-specific results is such a tiny portion of the SBC short term !.neontiv_'c
calculation that Staff’s argument remains essentially sound. As was stated by
the Commission previocusly in Case No. TC-89-14, "In tha Commission’s opinion the
resulte of the parent corporation, unregulated subeidiaries, and non-Nissouri
portions of SWB, are only remotely related to the quality of service or the
performance of SWB in the state of Missouri. Achieving the goals of 3BC and
unregulated subaidiaries is too remote to be a justifiadle coat of service for
Nissourl ratepayexs.”™ 19 Mo, PF.8.C. (N.8.) at 627. As was suggested by Staff,
Missouri could experisnce poor service but still be charged for the cost of
short tarm incentive sapenses because of the results of other entities. In
addition, many of the arguments eade by S2aff with regard to long term BBC
Ancentives apply with equal force to the short term SBC incenmtives. Thus the
Commisaion is of the opision that the shert ters imcestives for SOC should be
disallowed.

In 1991 the lomg terw iacectives were cevised and the payment
poarcmzage ikt lowared fram 130 pordemt 2 D0 paroent, with 100 percent of the
PR PRSCUELAge baded on SEC s inoaes end the remsixing 50 gersent evailabdle
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speculate whether they would fall under the classification of financial results,
customer service results, or another classification altogether.

Staff oaintains that long term incentives for SWB-Mo, GHQ, and SBC
should be disallowsed becauss the plan focusas on financial results and doas not
consider service, and because the use of SBC financial results is not
Hissouri-specific. The structurs of the plan provides an implicit incentive for
participants to try to increase SBC's stock price. This in turn could encourage
senior managers toc spend a grsater percentage of time on nonregulated companies
and discourage time and effort spent on Missouri operations. Staff also
indicates that the use of SBC objsctives could actually hurt Niasouri ratepayers
to the extent that the objectives seek to isplement the company‘’s position on
items such as Yellow Pages, FAS 106, and flotation costs, and retry issues that
have been lost in the past undsr similar circumsstances, such as short term TPUC,
business meals, inflation adjustment, and OOR/Salvage for pre~1981 property. In
addition, staff disputes SWB‘'s claim that employes reductions indicate the
incentives are working, contending that no link was shown between the incentives
and the factors which influsnce dowmaising., and that downsising wes a normal
business decision.

™e Commisaion is of the opinion that the long tarm incentives for
SWB~do, GNQ and SOC, Like the short term incentives for S8C, provide, at best,
banetits that are oo Temote t2 be iscicded in cthe cvet of service for Wissourd
Tetepayers. Perticalariy ia the case of SUD-Wo and GE, the lomg term incentives
say reward sesagurs for ressite they did sot schisve, based on results for which
thay are st Sirvetly rospunsidbie snd over whizh they hawe lisited comtrol.
PeANe e pian s st Gacee s Rissouri-wgelfie rosilte anl d00s oot (nciede
d peeis; e Cowmdsvien concludos et it is st agpropriste to
SARIWED b GoNt of ML Blan i Uhe COWE ¢ eareice. The likelidwsd of SO
SN euphshising whataens iy PErosive ¢iil cesee the serhet 1o reert fever-
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_ i'tock, ingluding giving priority to un:.qulitod lubud'i.a:i.cs, fuxther
:mm th. Commission that Missouri ratepayers should not fund the long temm

:I.umtim.
The Commission finds that Staff’s proposal to disallow the long term

incentives for 3WB-Mo and GH(Q, and the short and long term incentives for SBC,

is reasonable.

B. IEAM Awaxds
1. fexvices/GHO TEAM Avards

The only issue remaining with respect to TEAM awards is Staff’'s
proposed disallowance of the cost of nondiscretionary TEAN awards prorated to
SWR-jo for GHQ managers, also referred to as Services sanagers. TEAN awards were
ispilemented in 1986 to recognize and reward sanagemsent employees on the basis of
group achievesents ralated to customer sarvice and financial objectivea. SWB
considexs the TEAM awerds to be part of thw total cash compensation package for
WS sanagement employess. The portion of the compensation package that is given
48 a TEAM awvard is consldered compensation that ie "at risk," L.e., if the swvard
is not sarnmed it is not yecsived. The swards are given annually, and sust be
fesarned every ysar. A target TEAN awvard is establishad for esach eligible
aasagenent salary greade. TRAN payssnts are calculated by spplying performance
resnlts o & Eatrix to determine the gaynut parosatage of the target TEAM award.

SR coatends that thare had boen ot finding that ita total compmmaation
pathage is ewcnunive, and that sisce the TEANR swncds are part of thet conponse-
tion pachage. they shouid o allowed. SIB aise tlaime thet Stafl’e disalliowsarve
of THAN svurde for GND sanagees i» inconsisvent is e respecte: (1) it 10
mummmumwmmmmm
mﬂmmmwummmmmmwuq
GENAgRRS; DUt Eailes the THEE sewile S6r thoae UMD MESKPUIS. b sugpere of
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its contention that Staff’'s treatment of GNQ TEAN awards is inconsistent, SWB
stressas that Staff has admitted that the centralised functions performed by GHQ
smployess provide beanafits to Missouri, and that it is theoretically more
efficient to have one GRQ person perform certain functions for five states than
to have one person at sach state performing these functions. SWB also points out
that the Commission allowed the TEAM awards in Case Mo. TC-89-14.

Staff raises a number of arguments in support of its disallowance of
the GHQ TEAN awards. S3taff compares the GHQ TEAN swards to the short term senior
managesent incentives for GHQ managers, and asserts that the TEAM awards for GHQ
managers are deficient bacause they rely on performance seasures for SWB‘'s entire
five-state operation, and are not Nissouri-specific. Staff states that the
short ters senior managsment incentives were disallowed in TC-89-14, and that
since the GHQ TEAM avards use the same performance msasures, to be consistant the
Commission should also disallow the GHQ TEAM awarde. Staff also stresses that
the TEAN awards vhich ware allowed in TC-89-14 were not evaluated on the basis
of individua) entities, and therefore the Commisaion’s action in that cess is not
binding on the issue ia the present case. Staff aleo points out that SWE has
stated in its initial bBrisf that its sarnings parformance has declined annually
since 13%0. It tzwe, and Lf GHOD TRAN swards are actually pesrformance-based, then
these falterisg parformance resalts indicets that oo DOwGsde are dessrved. In
addition, Statf sctes that GHQ mo losger emiete due te rescpsaisstios by SWE, and
that the contiseel reorgasisations sahe it Mard for employeee to recogaise whe
thay waxh for and what their geals are. Saff slee ziaiae that the Commiesion
any reath its een Suncicelans ol o WEher SEB'S COLAl CoMpERSMties packape Ls
onaeesive by reviewiag Babikie 50
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.' qxlmo of TREAM awards for SWB-MO was based on the use of 100 percent
lu.l;pi.i_gif-lpoci.nc results, and that if the 1993 changes had been in effact within
the test ysar as updated, it would have sought disallowance of the TEAM awards
for SWB-¥o as well.

The Commission is aware that the argumsents raised by Staff with respect
to TRAM awards in TC~89-14 are different than the argusants raised in this cass,
such that the issue of the propristy of TEAM awards for a given specific sntity
has not been clearly addressed. Eowsver, the Commission has held that the TEAM
award "ie not a bonus or additional compensation for superior performance but is
a substitute for expacted increases in bass salary which in recent years have
basn exchanged for the TRAM award which must be reearnsd every year."
29 Mo. P.B.C. (N.8.) at 626. The TEAM awards should not be viewad as necessarily
identical to the short ters senior sanagement incentives, as SWR witness
Connie J. Wepfer axplains, "GNQ TEAN awards are a component of management base
compensation just like SWEYT-No TEAN awards; they are not genior BADACGREDL
ingantivyes.® Exhibit &3, p. 14. (Emphasis original). The Commission finds that
the disallowance of TREAN swards for GNQ sanagers, whers the base salary is
allowed, has rot besn safficiently justified. While it say be possible to deviss
Nissouri-specific gosls for GNQ maragere, the grant of TEAN awerde for the
attainment of performence goals that reflect comeolidated functions perfoceed by
ON) sanagers 1o abt Lnappropriste. The Comsission aleo declines Staff's invite-
tion 0 dalve ints the xinidivenses 4r ressonidlenses of DWR's total compensa-
tion pothagn based oo Exkibit $3P. Tiie prapristary exhibit wes offered into
evidence Car 2 Comnissies s ocemsifecetism with reapae: to the Preposed
{oventive voprlstion pien, ond sithough It sey csstair Laformstion waeful t» an
aeMpaENE of TN cenpeiatien Tovel, the iseud e st specificaily developed
£ e Veatismy S ot Ve eurisg e 2ie wttes.




The Cosmission is of the opinion that the record does not support the
reasonablenass of Staff’s proposed adjustment for GHQ TEAX awards, therefore the

Commission will reject the proposed adjustment.

2. TIEAM Annualization

SWB and Staff dispute the proper annualization of TEAM award costs to
be included in the cost of service. S5SWB seeks to use 1992 calendar year accruals
for TEAM awvard costs, while Staff proposes to use the actual amounts of TEAM
payments paid out in 1992 for the 1991 psrformance year, less the amount of TEAM
awards paid to smployess who retired under the Enhanced Hanagement Pension (ENP)
Pplan. SWB does not dispute that TEAM awards for ENP participants should not be
included in the cost of service.

SWS contends that staff’'s use of tha actual payout amounts for 1992 is
inconsistent with the Commiasion’s acceptance of GAMAF and accrual accounting in
Case No. TC-89-«14, and points out that all of Staff's other wage and salary
adiustments except for the TEAN and sanior sasager inceative adjustwents are sade
on an accrual basis. S¥B also alleges that use of the 1992 performance year is
reflective of September, 1991 salary and employes levels, vhile Staff’'s use of
1992 paymants for the 1991 parformante ysar doss /Ot maintain the appropriate
reovenve/enpanee/rate base relationahip, and tharefore Hl'e anmualization L8 more
reflective of cmgning cparstices.

Sraff espiaiae that it weed actual 1992 payowts for the 1991
porfommeasce yessr rather han 9] ecvrueis for eeveral sreasona. The TEAN
acesuale fer 1991 we highee this the puyssets Cor the i99) parfcraance year,
il aaveaie for a disveatinesd grogrm -~ the Ky Cemtridetar heerd (ROA)
9 oalanier sesr sesrsais Cor purtesninns s 9931, s Lheee seevesls s
awtekie the et pesr peciad s aplenel i Jepmaber, I933. ks e of I99)
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calendar year accruals, Staff maintains, is outside thes test year pericd as
updated and will distort the revenue/expense/rate base relationship. 8Staff also
asserts that SWB has not offered any evidence to support use of its proposed
accrual method, nor an explanation of why it disagrees with Staff’s use of an
actual method. In addition, Staff argues that if the Commission looks outaide
the test year by accepting SWHE’'s annualization of the TEAM awards, the Commission
should also exclude the entire TEAM awards from the cost of service, as the
Commission would then be required to consider the 1993 changes to the TEAM awards
which change the performance msasursments for SWB-No TEAM awards from
Nissouri-specific results to the composite perforsance results of the four
Midwest states.

The Commission is of the opinion that it cannot adopt SWR's annualiza-
tion based on 1992 calendar ysar accruals, as the accruals in part occur outside
the test year as ypdated, and therefore do rnot provide proper satching for the
revenue/expense/rate base relationship. The Cosmission also determines that
staff's use of asctual 19921 TEMM avard payouts for the 1991 performance year
rather than the use of 1991 accruals is sppropriate, especially in light of the
faot that the 1991 accruals included coste for a discontisued program. The

Commission finds that Staff's anmualisation of the cost of the TEAN avards i»

reasctably represastative of these coets o2 & going-forwvard basis.

C. EEneaat REreaniAfs
T and Staff disagres cver the ciiculation of the GEPORIS POTrLOntApSe.

The sepuas parteatage it & ratic applind o the wotal semeslised payrell costs
in the toet of swrvice.

te detaanise e wNbiat of payrell eupean LBkl
for parpaeed &f ceer of servise. payrell coets can e eixine vhargnd to MPUNOSs
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now: M, while pnyron costs related to con-tﬁetion activities are
'. cspi.tni.sod as plant in service and expensed over the life of the plant. The
nti.outuany reflects the percent of expensed payroll in proportion to the
total payroll costs.

staff developed three smeparate sxpense percentages for the li-month
period ending September 30, 1992, for SWB-No payroll, for GHQ payroll, and SWB-No
and GHQ payroil combined, Staff’s calculation factored in an 8.3 percent decline
in sWB-Mo's capitalized payroll for the 12 months ending September 30, 1992, due
to decreased construction activity, which was partially offset by a $.1 percent
decrease in sxpensed payroll for the same period and which increased the overall
expense percentage only slightly from the 1991 test year to the 12 months ending
September 30, 1991. In addition, staff included a GHQ proration percentage
devrease for non~state-specific G salaries from 16.12 parcent for the 1991 test
year to 16.09 percent for the 12 monthe ending September 30, 1993. Further,
Staff excluded the negative balances of thres clsaring sccounts from its calcula-
tion of the total payroll costs and ultimately arrived at an sspense peroentage
of 07.54 perceat. THhe three accounts are Account Wo. 8708 -- Clearing; Account
No. §710 == Clsaring; and Account Bo. 3704 -~ Custom Work Ozder (CWO).

SUS srguee that coets Are contiraally chazrged to and cleared from tha
CHO secoust aa projects are unductahsn, 90 that for any givea li-sonth period
there will alvays b & Malamte ia the scoown and tharefore the assumption of
statf's witaeee that the OID clsaring scoount ciears o sere Ooa & calendar year
»atis Lo isterest. S slee contemls thad this 48 & camtimuing activity and
that ite onponse purcestage reflacts the ongoing uwatues &f vhe ONO sptivity. In
SN fhws §3.7 aillien for IPNL, 5 51 e4liien Sor the i3 mmths ending September
S0, o $0.% ilise fur the calenler geer SPSY, to 0.1 wiliies fev the fiswe
P S R R T Ty L p————
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to SWE, is to understate SWE‘s sxpenss percentage and thersby lower SWR’'s revenus

requirsment.
Staff’'s position is that it excluded the costs charged to the thrse

clearing accounts to reflsct a zero level which is representative of ongoing
operations., Staff indicates that the sxclusion of the three accounts is appro~
priate because the ongoing level of costs will be close to zerc on a calendar
year basis, as the clearing accounts merely hold the costs for a period of time
unti)l the costs are clearsd out to other accounts. The §1,279,000 in thess
three accounts is embedded in AWB's total payroll costs and the negative balances
in these accounts understate the total payroll and overstate the expense
percentage. In addition, Staff saintains that the only items which should be
used to compute An expense percentage should be sxpsnaas and capital coats, and
that the effects of nonoperating accounts should be removed from the expense
percentage calculation to properly reflect payroll sxpense on the income etate-
ment. 3Staff also adds that SWR'e claiam that CWO is a continuing activity and
thus its charges should be included in the sxpense parceantage calculation is
misleading because the level of costs charged to COWO on an annual basis is
irrelevant, in that the account balances for (MO and the other clearing accounts
are not included Lia SWB°'s financial statasests. YTharefors, nonoperating items
which are aeither expensed sor capitalised showld bs esciuvded from the expease
percestage. Thes. SWE has overetated ite calculstion by iscluding the balances
of ponoperatisg clearicg acCoants and Che OND accoent.

™e Comnission is of the opinion that wvhether Gr GOt the Coete La the
three cloaring scoounts afe cleoared t@ cowe O & Saisndar year basis, the
sieouake witinately & refises & stwe lowel whish is regewsantative of oapoing
CpEretites., b the lCOEHLe e Weesbsally clesewld But te Vther sctouNts. The
GEPEES T rotsver Trew Shisd partise ke YeguaEt 1he Suston vtk Eeliee then fres

.




: !&tmym‘a as a whole. Its incluaion in the calculation of the expense
p.:mtng. is particularly inappropriate. The Commission determines that the
| eMn contained in these three accounts are smbedded in SWB's total payroll costs
and that just as the accounts are not included in SWB‘s financlal statemsnts, so
they should not be included in the calculation of the expense percentage.

The Commission finds that Staff’s calculation of the sexpense percentage
is more appropriate than the calculation by SWB and should be used to determine
the amount of payroll expsnse includable in the cost of service. In addition,
it is apparent from the reconciliation filed by the parties that SWB and Staff
disagree on the quantification of the value of this issue. As the Commission has
found in favor of Staff on this issue, it is consistent to use Staff’s figure to

quantify its value; therefore, the Commiasion adopts Staif‘s figure.

D. Seaverance Payment Rlan

The Severance Paywment Plan (3PP) replaces an older program, the
Supplemantal Income Protection Program (SIPPF). SIPPF was laitially negotisted
with the Communications Workezre of Msrcica, AFL-CIO, CIC (CWA) by ATET, ou behalf
of itself and the Bell Opsrating Companies, in 1977. SIPP was a respoase to
CWA‘s concernd regarding employment security, and perovided financial protection
for a specific paxiod of time to pensioa-eligible surplus employess willing to
fetire who were declared surplus dus to technologicsl change and changes in
opesatione. SIPP was smanded in 1980 o expand eligibilizy to certain surpiwe
mployens whie did ot qualify for & service peaeise, and agein asdified in 1983
o fartiur inveeise tie wwmber of eligiklis surpliee soasanagessnt angioyese. SXPFP
was replaeed (n Soaw of 1993 winh e sev 599 pian.

Pocpont whiller v BPP s beawed ae e Sitis sxd vostinosus eBEvioe.
{1y Messsighesst Pay Frotettise Flas




m«uu generally first attempt to- transfer surplus -ploycn to wvacant

positions in other work groups tc eliminate tha surplus. The RPPP would
compansate smployess who transfer to a lower-paying position. If a surplus
continues to exist after attempts to relocate ths employess, the company would
offer surplus employees voluntary ssverance payments to terminate employment.
Any remaining surplus employess who do not voluntarily terminate amployment may
be laid off to eliminate the surpius, and would be provided with the involuntary
severance payments.

The SPP plan is nearly the same as SIPP with the sxception of the RPFPFP
component, which was not a part of SIPP. SIPP was in effect during the 1991 test
year, and was replaced with the SPP plan in June of 1992. 3WS has included in
the cost of service the expenses for SIFP and 3PP for the twelve months snding
september 30, 1992.

The arguasnts presented by SWS and Staff are somswhat simailar to some
of those made with respect to SWi's Enhanced Nanagemeat Pension (ENP) and
Enhanced Peasion (EP) plans, discusesd iafra. SWE asserts that SIPP assiste in
work force adjustasnts due to technological change and competition, and the
Ahort term costs result in ongoing eavings and reduce the cost of service. W3
also claims that JIPP expenee levels provide & good surrogate for the ooste
assoeiated with the sew SPP plan, and that iaciudiag SIFF costs matches the
eupenaee with the sabedded savings. and vecognizes the recurring sature of the
eapenes. Is sdditicn, SNB saistaine thar Staff e claim that SIPPF enpeadee should
M rambved foen the coot ¢f sorvics Mdtcee The vages aseocistad with Cuture SIPP
recipisone are Lacicded in Seaff'e wage somudiisstion i ivcsnsistent. Ascerding
s SR, e SIFF enganee i3 Cor empidyews ke have alreailly hows tersissted, and
e v &t Wues epliayess v bosr srcioled fros both Staft e and NG’ wage
eeivins Mcigiaies of S0 puyaests Wteses Jubukry sbl Sepecaaber of 1992, end
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hh.n!oxo the future savings associated with those smployees have been included
in Staff’'s payroll annualization. Thus, Btaff captures the future savinge
associated with the SIPP expense without allowing recovery of the reasonable
costs associated with the savings.

Staff rejects 5WB’'s methodology because ongoing costs should not be
included in the cost of service without future savings. Since the calculation
of a revenus requirsment involves the inclusion of a representative level of
expenses on a prospective, going-forward basis, & propar matching of savings with
expenses would require a separate adjustment beyond the adjustmsnts made to
annualize the salaries to September 1992 levels. Howaver, the quantification of
the adjustment necessary to prevent double-recovery would be unmeasurable, as the
number and identity of future SPP plan recipients is unknowm. staff alwmo
contends that employess cannct receive both severance pay and regular compensa-
tion at the seme time, and that SWE’'s position on this issus does nOt allow
benefits to accrue to ratepayers, as SVE‘'s rates are not reduced automatically
as future wege savings ars generated.

The Commission is of the opinica that the expenses of $WS's SPPF plan
should be allowad. The SIPP/EPP plan ie an old, ongoing program, not designed
for a specific dowmsizing effort, bdut instead designed to recognisze the
likelidood of certain jobs beizg sade redendant throwph technological chaage.
™e PP plan diflere from the EMP and P plans in that thie progras is etill in
smistente. thers has Dees 20 cisis that the expesses of SIPP arxe mot & good
sursogets far PP casts, and the expesssd fall withis the teet year &8 upidated.
e Semdssise tharelore Jdetermisss that it 9 apprapeiste to Laslude the
SN/ anpesaad e U oot of ssrviaow.



2. Enbanced Management Pension and Enhanced Pension

SWD seeks to include in rates the costs for two voluntary force
reduction programs which cffered pension enhancements to eligibie employees who
slacted to resign or retire undar the provisiona of the programs., The programs
consist of an Enhanced Managemsnt Pension (EMP) plan for management level
employees, and an inhanced Pension (EP) plan for nonmanagesent amployees.

The EMP plan was implemented during the fourth quarter of 1991, and
provided for the axpansion of pension eligibility through the addition of
five ysars of age and five years of net credited service for purposes of
computing the pension amount. 1In addition, participants who retired with a
service pension or resigned with a deferred vested pansion on Decesber 30, 1991,
received an sdditional 15 percent supplement payable for five ysars, and/or an
option of taking the presant valus of all psnsion banefits am & lump sum.
Participants were required to lsave the payroll by December 30, 1991.

The EP plan wvas negotiated with the Communication Workecss of Amsmrica,
AF1.~-C10, CLC (CHA) in Narch of 1992, and was sade available to eligible
noneanagemsnt swployses for a period betwees April 15, 1992, to Nay 15, 1992,
This program sxpandad peasion sligibllity and provided eshanced pension payments
to snlarge the opportunity of nossasaguuent emplioyess to retire. In sddition,
tha IP plan was aled offared to surplus esployoes and cerctain esployess in
fOANUrPlES vOIrk GIroupl 1O CTOSte *ATARCLEd intd which surplus swployeses coulid be
soved. Wployess slecting to paticipete is the plan had to reasin on the
payrell tirowph Jese &, 1993, b bad o retire mo later than Decesber 31, 1993,

IR cortands tiat Lhie expasies ssesristed with e ENP and EPF prograne
are recsreing, en pert of copeisg verk five sdivetmenis. sl Btaft’e centantise
Seatt's peaitins s Yhis faewn aliluoes Btaf? 3 el full stvestape of tie lowsr
} fram ite e &f Septasher 38, 1992,




snployes levels, which exclude ENP and EP participants, without allowing recovery
of the costs which directly resulted in the dacreased expense. SWE also points
out that it is not seeking recovery of the programs’ costs on & yearly ongoing
basis, but only to amortire these costs and reasonably recover the esxpenses
associated with the wage and salary savings. A three-ysar amortiszation period
was chosen to coincide with the experisental incentive regulation plan period.
The proposed threse-ysar amortization normalizes the activity to be included in
the cost of service, and SWB maintains that the level of ENFP and EP costs
included reflects a representation of the average cost of all force reduction
plans betwaen 1986 and 1992. In addition, SWB also disputes the wvalidity of
Staff’'s argument -- discussed in further detall below -- that these costs vers
included in the 1992 customer credit calculation undar the experisental incentive
regulation plan, and thus wers already recovered, stating that Staff has conceded
that the main reason customer sharing of 1992 revenus was precluded was the
booking of Right-To-Use fees.

Staff claime that since the EXP and EF prograns have expired, with no
fixs plana to reinstate them in the asar futurs, the costs of these plans are not
known and seasurable, dut are speculative, and since any aimilar tuture prograa
will de well beyond the Septamber JO, 1991, updake period, this unknowm force
reduction program would be &3 Lledclated sdjestment that would vioclate tha
APPROPTLIALS revenua/expenss/rate base relaticaship. Staff aleo gquotes BWE's
IOSpOnse tO A data regaaat: “IEY currestly is mot plasning sny foreoe redustions
of the aagnitede of cur previses prograss.” Is s8Sision, Staff alleges that
futuze B and B comtas are (evsrted is Liss &f peyrell bulit LoD e coet of
sareide. Thed, Zutare D or IF cowts woklf b cifest by the futord elisisstion
of salanias @l woges for thows amglisyess. PWE's prupesal o iacliule both the
whgeh wsl salarise of curvent aspityess, S il 8 Che ety stiandans with the



reduction of that employee level, overstates SWB‘s cost of service and thereby
attempts to overcollsct its costs from the ratepayers.

Staff also claimg that the EMP and EP costs have already been recoversd
from the ratepayerxs, as the entire level of ENF and EPF expanse was considared by
SWB in its development of the 1992 level of customer credits under SWNEB‘s
experimental incentive regulation plan, and thus building these costs into rates
is an attewmpt to c¢ollect these costs from the ratepayers twice. According to
Staff, SWB used the EMP and EP sxpenses, along with the 1992 level of
Right-To-Use feas, to determine that no customsr credits were required in 1992,
sStaff also alleges that SWB sarned above its authorized return on equity as set
in Case No. TC-89-14, after a full consideration of ENP, EP, and Right-To-Use
feen. Staff also suggests that SWE‘'s proposal to amortize the costs of the XNP
and EP plans is internally inconsistent, as amortization is usually used for
sxtraordinary events, and not events that are recurring in nature. Thus, the
amortigation of INF and BF coats confirms that SWE ia not treating these costs
as recurring. Staff adds that it prevailed on an identical issvwe in TC-89%-14.

The Commission finds that the ENP and KP prograss have explired and have
not been replaced with new programs, and thus any potential future plans are too
spaculative to be thae basis for saintaiaing Iln current rates the cost of
terninated plans. Thare le little gaesticn that B has engaged in & namber of
employwe redection efforts i recaat years. The Commissicsn (s sot comvinoed,
bowevesr, that dowseizing will cootises, or st lsest sot St the lavel of the
recent past. Downaisieg clr rarely be saintaised ot a bigh lewel isdefinitely
in en otBmawise Meuithy Compeny. A Stafl peisted Gt i ite Gleeoh Sestimowy,
it may e ewversl yenis 2 beild up o lavge esvugh mmiber of sxperienced
angioyens t& Qualify for ewrly retivesest, siste & grewt musiber of oiigible
-l arees Ere it by Ve cement B9 exd EF progrens.




The Commission is further of the opinion that SWB is treating snd has
treated these costs as extraordinary expenses, as suggested by Staff, In
addition to its proposal to amortize the EMP and EP costs over a thres-year
period, SWB has alsc treated these costs as extraordinary expsnsas for purposes
of calculating ssployse payouts under its short term Ssnior Management Incentive
Plan and TEAM Award Plan. In calculating the financial results upon which
payouts under the plans are based, adjustments may be made to reflect any extra-
ordinary changes which significantly alter the basis upon which performance
levels are measured. Exhibit 180HC shows such an adjustment for the nonmanage-
ment Enhanced Pension Plan, and Exhibit 179P makes a similar adjustment for a
*4th quarter charge for wvoluntary retiremsant programs...." for the 1991
performance periocod. The Commission is aware of only one voluntary rstirement
program occurring during the 4th quartsr of 1991 ~- ths ENF program. In any
event, the EMP costs ware tresated similarly with respect to TEAN AMsard payouts.
In Schaduls 31-9 attached to the direct testimony of Staff witness Tim L. Tunks,
a SWE manager aaplains in a letter to 1991 GHQ TEAM Award recipieats that, "to
sake the aswarda a&s fair as possible, the coats of reflnancing our debt at
sid-year and the cost of Lwplementing B were pot used to compute the TEAN
Award.® Exhibit 173 (emphasis original).

ececse there La o perseasive svidence that the expeoases associated
with the P and TP programe &Xe recurring is sature, the Commission deternines

that it ls sat appropaiste to Laciaede these sxpanses ia the cost of service.

7. Exask Rliaas
SN senis & Lheiade i3 tates Ui estisatad essauelised costs for
T prograne ehisd groeide sn appertasity for sdfitional conpessstion to certais
SNE wtech. The pragRele comsist of & Stek Yalue : 9VA) plen for




ouql_l;lo first and second leval managers, and a Success smlﬁq Plan (88P) :o:_
sligible nonmanagement employees.

The SVA plan was implemented in July of 1992 and provides for an award
of SBC restricted stock to eligible managers based upon an increase in the
average prics per share of SBC stock. SVA creates a committes which establishes
a target price for the stock; if the averags price of the stock squals or exceads
the target price for thirty consecutive calendar days, an award of restricted
stock is made. The coomittee also establishes the amount of the award, which may
not excead 200 percent of the saployees’ target TEAM award for that year. The
initial award amount was set at 50 percent. The initial target price was set in
January of 1993, and restricted stock in the amount of §$3,111,000 was distributed
in April of 1993. 8&SWB conteads that this amount is known and measurable. A new
target price of $90.00 per share has bsen sat ~- adjusted to §45.00 per share due
to a stock split in May of 199) - and a new target award of 100 percent of the
TRAN award has also been set.

The SSF plan was implemented in August of 1992 as the result of a
collective bargaining agressmat with the Commuaicetions Workere of America,
AFL~C10, CIC (OWA). A cash payout asount Le detersinsd by sultiplying a factor
tallad a multiplier tises & prodetarmined compensation target. The multiplier
1o based on sech fall parveatage point lecrease in the price of S3C stock that
i wore thsn Cud percwet Dt leae thar ven percest, calewlietad over a period of
oS YyOur. THhe sanisan compeesstlon target is computasd by calcelating the aversge
daily basic wage rate times five foxr 1963, Cfour foxr 1994, end thres for 1998,
theo msltigiying that ogeivelent casdh ssmunt by the Lighnot poswible muitiplisr,
Sight parvent. Tho sexiawe pageet foe (P03 would de S3EN.O0 per eligibie
&, LN e pareer S # for Saprenber of 1993.
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with GAAP and Part 32, and therefore ths expense should be annualized and
inciuded in the cost of service so as to properly guantify wage and salary
expanse. SWB also alleges that both plans encoursge employee contributions
toward productivity and profitability, and will bensfit customars by stimulating
smployees to talte a personal interest in the financial hesalth of the company by
meeting customer expectations, and by building a knowlisdgeable and dedicated work
force, which is a nacsssary prerequisite to the delivery of sxceptional customer
service.

Staff counters with three main arguments in support of its proposed
disallowance. Frirst, both plans are isolated adjustments cutside the test pariod
as updated, in that the expenses are not known and wmeasurable; accrual for the
SVA plan began in August of 1992, but the expenses associated with the program
would not be known and measurable until April of 1993, while accrual for the
SSF plan began in September 1992, but the expanses associated with the program
would not be known and weasurable until September of 199). Further, the
estimated annual coets for SVA and ESP are not basad on any known and measurable
data.

Second, there is no accurate method to dateraine the cost of the plans
on & going-forward basis, as there are sumsrous factors beyond the control of MM
or its employoes which affect the price of $BC stock, iacluding Loterest retes
and cverall tyuads in the stach sariwt, &9 wall as sarket resction to wnregulated
business vestates, Suth 4 ENC’e vesturs in NSsnico. Raprewsntastive ooets cARROR
e rellisbly edlivalated bocacae of the vasertalzty isvolved. If estissted cests
are Bailt Lmte veree and theae is se increnss, Sr there is oven & douredne ia
IR sl Cer & gives yowr, 0B «ill dase Dess compuawiad by ratapayers for
sEpasaee it bl et arGaally inesrred. Whis seessrie is net aniliely, a8 ix




- Third, stock price is not an accurate wedwure of uupm:ommu
SWE-No and GHQ employees. This is s0 bacauss of the other factors involved in
stock appreciation. Even an increase in SWB profits and high gquality customer
service is unliikely to have a substantial impact on stock price; therefore, the
stock appreciation plans provide no real incentives for employee improvement, and
Missourli ratepayers will not benefit from increased profitability and bettar
customer service as claimed by 5WB,

Staff also counters SWB's contention that the costs of tha plans should
be recovarsd in rates becauss aceorual accounting is consistent with Part 32,
which was adopted by the Commission in Case No. TC-89-14. Staff asserts that sWB
is reading the Commiesion’s declsion in TC-89-14 too broadly and that the
acceptance of Part )2 does not mean all accruals are accepted. In fact, Staftf
points ocut, Part 32 itself provides for an account to book variances from Part 32
oreated by ragulatory decleions, st 47 C.F.R. § 32.1300 (1992). In addition,
staff saintains that accrual of an expense does not sliminate the requirssent
that the axpense be known and ssasurable, but even if tha costs of the plans are
hnownn and weasursble, SW¥S falle to include potentially offeetting revenus
incresses or eapenad decreades ia ordar to maintain an  appropeiate
revenue/expenas/rats base relaticaship.

e Commissicn finda that the costs of tha SV and 859 etock apprecia-
tion plans are sot keowe and ssssarable as of the end of the test year as
wpdatad, and the coats of tha plans sre sot approperiave for iaclusion o9 Lsolated
sdjsranens DoCaEe S [aclaaiss wesld 4distert the cUvenel/expiass/cate base




jon is unable to locate any evidence of what this issue is

’M‘M
intended to include, no adiustment can be allowed or disallowed. PFrom the
reconciliation it appears that the quantification of the value of this Lssus may
be related to the expenss percentage ratio. SWB and Staff disagree on the
quantification of this issue. To be consistent with its decision on expense
parcentage and acceptance of Staff’'s quantification of the value of that isaue,

the Commission will also accept Staff‘s quantification of this isaue.

E. Xellow Pages Payroll Adjustment

This issue is discussed in the section of this Report And Ozder

addressing Yellow Pages, supra.

I. Nareh 1. 1223, Management SALALY INCIeASe

SWE proposes a pro forma adjustment to include as an expenss the annual
affect of a March 1, 1993, management salary increase in its cost of service.
SWE claims that the increase has occurred and ia therefore known and mssasurable,
and that no addictiona) revenue will be generated from the increase. Btaff
contends that incluesion of the Lncrease will distozt the
revenue/expense/rate base relationship, and is outeide the Commission’s ovdered
test year update. Staff also saiztains that slthough the salary Locrease may act
directly cause an lacrease in revences, cther itese say offest this expense.

Toe Comnission Is ¢f 0w opision that the Nared 1, I99), sanagement
salary iscreate is s Leclated sdizstasst beyond the a9t year upldats which s
w3 aggrepeinte for Lalissioe (s Sl e coat of swmvice. For sn Lsolsted adjuat-
B that L0 prupesed sdjust~
. WOV B sesscrable, sf murt b docusentad. Sutall’s

Lt St st LA TR LIeeest

CONEiaeRy Chet YN sunbeer sl by BE s szt esoeh and sesserikis becsess S’
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wuic -ploy..- lndxi.lmﬂ.—lpoclﬂ.eoaglnployu- luu urit.
: mmm amcunt of salary increase scught to be included by SWB is related to
tM mutl nusber of managers attributable to Misscuri is cpen to speculation.
In addition, an isolated adjustment must also be consistent with regard to the
matching of revenue, expense, and rate base. Uncertainty about whether an
adjustment is measurable adds to the difficulty of establishing proper matching.

Ordinarily, a change which occurs in the normal course of business doas
not allow for accurate matching. Examining other items does not provide an
answer, both bacause of the time constraints on Staff in auditing the company and
preparing its case, and because the effect is to create a new test ysar. At some
point a line must be drawvn and heedaed; otherwisse, the concept of a test year
becomes eviscerated. The Commission determines that the situation presented by
the salary increase is an ordinary cccurrence in the normal courss of business
and does not provide for proper matching. Although isclated adjustaments may de
allowed under propsr circumstances, the circumsstances mst be much less specula-
tive in terme of matching than are preseanted hers.

The Commission also notes that ix sany othar issuss pressnted for the
Commission’s deciwion ila this case, FUB argues that there is a stroag link
betwesn salary and other compensatica and bemefits, and performance, ia terms of
both quality of service and profit. Uxilising FB'e lise of reasoning, it would
mt be GRGpetted for the salsry locrease to Spur SiS°e sanagers to latrease
sfficiency and gesarste faw reveaces. Thos, the Swsmitication for considecriag
the saanpumst salary Lscredse ia leclstion is oot well founded.

4.  Copanaiad Ahaemets
SN vt Vet e & teeis off e sleption of Fare 53 for satenaiving




uh;ghtho banefits were sarned by its employees, and to book as a deferred charge
and gﬁrtin over a ten-year period the liability existing for the year of the
changeover. Staff’'s position is that the amortization expense should not be part
of the component cost of service, and seeks to exclude this amount.

In 1988 SWB converted to tha form of accounting for compensated
absences required by Part 32, SWB thus amassed in the year of conversion
two separate liabilities for compensated absences: (1) the liability for
vacatione earnad in 1988, which were taken and paid for in 1989, and (2) the
liability for vacations which were taken and paid for in 1988, but which were
unrecorded in 1987 because the new method of accounting was not in use at that
time. This latter 1liability is sometimes referred to as the “catch-up"
liability, and it is this amount which is being amortizad over a ten-ysar period.

staff argues that inclusion of the amortiszation builds into the cost
of service an amount which 3B wilil never pay unless it goes out of business.
SWE claiss that Cosmission action disallowing tha amortiszation expesnse would
result in the requiremsnt that the remainder of the deferred charge be written
down under YAS 71. Btaff concedss that technically the deferred charge would
have to be written down, but clalss that in practice this is seldom done. SWB
complains that Staff das not proposed to recognisze the financial Lmpact of
wxiting off the Jdeferved charge. Staff adeits that the write-off would be &
coe-time chargs to aspanee, but appears to iaply it is not a resl charge.

The Comsisslos ie of the opisice that the amoTtAsAtion seeks recovery
of a2 snpenee which was paid owt in (1968, ani that en sctusl cash ctransagtion
eetixred. Statfl's ressoaing is cnperecesive, both becsses the resovery of an
apaowe shrvelid ot e issstviesbly Lisked to the vishility or assviability of &
cungay e vhe Peters, spd becsoee Btal? s bogic auld be ewtendiel Uo CUREY SFOeN
§ awthod viiuh records s Lisbilisy
L, with & Fesuirisng “cstehrup®
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liapility, regardless of the individual merits of using that type of accounting
wethod in a given case. 1In addition, thers is no reason why Staff’s complaints
concerning the amortization of the "catch-up" liability could not have been
raised in Casa No. TC-89-14, at a time when the issue of the adoption of Part 32
for ratemaking treatment was before the Commission for its decision. Thus the
Commission determinas that the amortization expense for compensated absences

should in this instance be allowed in the cost of service.

Busineas Meals

Staff proposss to disallow ths entire amount of SWS‘'s busineass meals
expense from the cost of service calculation. Staff bases its proposal on a
review of four internal audit reports of smployee sxpense account reimbursemsnts
for SWEB, and contends that S¥WB has not corrected the problem of a lack of proper
controle, which led to the Commission disallowing the entire amount of business
meals sxpense in Case ¥o. TC-89-14. SWB countars that the situation wae mads to
appear worse than it really was in TC~89-14, ant in sssence attempts to revisit
the Commiasion’s decisicn in that case. 5l also attempte to compare ons portion
of one of the four current audites with three awlit reports from TC-69-14, and
contends that its current error rate is only 1.7 pesromat.

mile Cans B0, TC-89-14 may provide a beachmark for camparison, the
erueial Question ie whst the eituatice has bean in the more recemt past. The
Conmissica has sxtensively reviewed all 1 testimcwy and exhidits relating to
this lsnue amd finds he retoad eade by Steff and U to be less than satie~
in plave st VB 19 found

in Rabibit 7, Subedcie 1), which esasiste of e Sy of “Eeagenest Bagloyes
Epuese ., «ml Babibit €7, &« owpy of o mapis Mgleyee
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ﬁo $25 per day, dspending upon circumatances such as the tise of day ths esployes
started.

The sample sxpense reimbursement form by itself indicates little, as
it ias dated March of 1983, and presumably was in existence at the time TC-89-14
was decided. Brief references wers made in the testimony to Operating Practice
No, 56 (OF 56) == which the Commission gathers may contain, among othar things,
instructions for filling out reimbursement forms -- but the Commission was not
provided with a copy of this document and thus can only speculats as to what
controls it might contain. The amount requested by 5WB for business meal sxpense
is not segregated betwesn management and nonsanagement employeas, and in any
svant there is no indication of what circumstances would permit a nonmsanagesent
employee to receive a per dies allowance.

The Commission has reviewed the MEEG guidelines and is of the oplaion
that the IM used is in sany instances more descriptive of a goal than of
a requirement. Company practice can be established by an officer of a particular
salary grade or above, and the final dispositica of any deviations in vouchers
found by the Coatrolisr Organization is left with the msansgemsent in the
employes’s departaent. Thae Commission has also reviewsd the calculation of SWE'e
claimed 1.7 parcent arvor rate, snd finds the mathodology used to be unpersuasive
and the result sok creditable.

Atter & tharough review of thae four iatersal sedit reporte, the Commis~
slion 19 convieoed that althoagh conteols say exiet. they ere either not being
inplemsstad o sre laadeguetasly exfarced. UThe tour suldit reports are contained
in Eabikit 46P, Whith enter s Commission’s Protective Order Bad been dosass o
gropelatary sabibit. e Commisalon Bas ravieest sll of the evideste on the
isees o butivess sl snd camslolee thet it camt artisslss ite devision
s 24 & Protavtive Order
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disclosure, not to insulate a utility from unfavorable avidence. HNeverthsless,
the Commission will endeavor to utilisze only as much detail as is necessary to
adequately support its decision.

The audit reports state that some wrongdoing has ocourred; blank
vouchers were signed; amounts and types of expanse did not comport with MERG
guidelines; the number of home location business meals may have been excessive;
inadequate explanations and supporting documentation for tax purposes say exiet
in a numbsr of arsas; documents were processed without proper authorization;
controls for duplicate payments were inadequate; no explanations or justifica-
tione were given for expenses which would fall under the category of special or
unusual circumstances) sctivity and follow—-up on reports and reconciliations were
not consistently performed, or were not parformed on a tisely basis; and logs of
blank and used manual drafts were not saintained, creating a situation whers
blank drafts aight be removed and result in financial loss. BError rates for
specitic deficiencies range from 2 percent to %6 percent. By far the biggest
problem, and parhaps a goud synopais of the abhove-iisted deficiencies, was a
failure to follow procedure.

The audit reporte listed a masbar of recommendations, some pertaining
to the problens already senticeed. In sddition, one report recommsnded that the
caspany develop & clsar company position on thw propristy of celebrations for
various perposes, intloeding Jdizsares for retireasnts, personnel changes, and
revogniticon dissers, someatiase wilth spocies La attendands. The report indicated
that od clear policy exietad allowing, prehibiting, or giviay guidance on the
proprinty of tiswe expesees. Aceceding 0 another report, the NENS guidelines
isto SUS practices. The

agert neted SATSerERIEe betwenn the MEES guidelines ent the WD guidelines, and

dshs s wuaRind Che sullt repert's




summary of the guideline diffsrences and concludes that the SWB guidelines are
less stringent than the MEEG guidelines,

The Cosmission is convinced that it would be inappropriste and
unreasonable under the circumstances to allow SWB o include its entire business
wmeal expenss in its cost of service. This type of sxpense is peculiarly within
a utility’s ability to control. Ratepaysrs should not be treated as a deep
pockat, burdened by SWA’s fallure to enforce reasonable controis of its business
meal expenss. Thae question then becomes whether it would be appropriate to
exclude the entire amocunt of business ssal sxpense, or whether only a portion of

the amount should be excluded.

Thers is a dearth of evidence in the record which would lend itself to
& precise divisjon of allowable and nonallowable business meal sxpense. As the
only other altarnative would be to disallow the entire amount, the Commission has
calculated an amount which it fesls approxisates the amount which should be
disallowed. The Commission has added the questionable amounts listed in the four
audits, and determines that $871,322.44 of the total $1,403,000 sought hy SWB
should be disallowed, resulting in a nat allowance of $8)1,617.%54 for business
meal sxpease. A dollar asount was sot listed for every questioned sxpense in the
audit reports, ard the Commisaicn's disallowance calculation includes a portion
of reisburesmarts (or eaployes sxpanse acocunt (teme other than business msals.
™he Commission s painfully sware that the evidancs relied on L ndt ascessarily
the Dast or o9t aICurat® evideece which oould have been presented.
Severthelees, the Commiseisn bes confidesce o its caltulstion, as the four
sekite sadaly wefisst & Cerlaln peiteriagd of ejense Claimed by oartais
angpiaywse % careais ter oeriais gpeviots of time, renging frow
T SR b & yeEE. wtion and applying 1t w0 the




Additionally, the Commission performed a second calculation hased on
information provided im two of the four audits. The information includes the
number of total documents reviewed, the number of documents with one or more
exceptions, and the total number of exceptions. Using theses figures, the
Commission calculated the percentage of documsnts with sxceptions, and the
percentage of total sxceptions, for each of thase two audits. The Commission’s
calculations resulted in respective percentages of approximately 29 percent and
54 percent for ons audit, and approximately 17 percent and 21 percent for tha
other audit. An average of the four percentages results in a calculation of
approximately 33 percent, which is less than but still within the range of the
amount of business meal expense disallowed.

Whils the existence of an exception does not necessarily mean an
expsnse was inappropriate, it does manifest an inadllity or unwillingnees to
anforce SWE’s own policies. As an sxample of the pervasivensss of the lack of
enforcemont, 39 percent of wvouchers submitted by section hads were found to
contain one or more emceptions for noncompliance with company practice. It
section heads are rot following policy, thay are lesa likely to enforce
compliance by other smploysas. Neverthsless, tha audit reports appear to
indicate that thasre Bas Deen some ingzovement in the control of business meal
eupense, although the oweardll lewel of (sprovement Ls uadertain. It Ls not the
function of the Commission to tell S8 how to run its busisess) csther, Lte duty
is o set just and reascmadle retss. SEN's DusinEes SSRlS expense asy be reason~
able Lim ook SbEe, YOL wwresslkonallis Cor istlesisa Ln the S0t of sstvice which
ERCAPATETE Bt Dy .
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extravagant expenditure. The MEEQG guidelines could also be restruotured as
mandatory regulations rather than as guidelines or gosls. Alsco, the MERG guide-
lines could be applied to SWB in lieu of whatever SWB guidelines may currently
be in place. SWB could reconsider its policy with respect to advance funding,
either delineating and narrowing the circumstances under which this procedure
would ba available or eliminating the procedure altogether. Ancther alternative
would be to apply a per diem requirement to managament as well as nonmanagement
smployeas, perhaps keyed to a geographic index or guide. This would have the
advantage of creating uniformity and allowing managsment employess to know ahesad
of time what is likely to be considered sxtravagant. In addition, SWB could
consider centralizing its authorisation process to encourage uniformity by
removing control of the disposition of documents with deviations and documents
reflecting special or unusual circumsstances from individual sanagers and placing
it with a specific oxganization such as the Controller Organization. Pinally,
8WE could develop more uniformity in the performance of intermal audit reports
#0 that SWE can make better cosparisons and recognisa isprovemsnts or the lack
thereof. The Commiseicn belisves that the internal audit regorts provide an
sxcelient way for 5WA to mesasure complliante with its own policies and track itse
progress, and encourages their uss. Greatsr standardization ia audit procedures
and analyeis of resalts would wake tie reports noce seaningfel.

Based wpsn the evidence preeeted, the Cosmission detsrmines thet
$871,322. 44 of P8°e claland Saninees el sxpense shuuld be disallowed.
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SWE etates in its initial brief that *the two issues can be trsated
individually.” The Commissicn will thus address FAS 106 on its own merits.
The amount of costs associated with the issue appears to include a test
yesar issue. 3Staff’s proposed adjustment is based upon the test ysar 1991 costs
while SWB‘s cost figure is based upon September 1992 levels. Tha reconciliation,
Bxhibit 244, reflects tha difference betwean these two periods rather than a
difference for a similar pericd. The Commission has adopted SWB’s position and
80 will adopt thes September 1992 lavel of costs. These costa appear to have

increased significantly and so Saptesber 1992 will be more representative of

ongoing cperations.

IAS 106 -

The Pinancial Accounting Standards Board (FASS) adopted Statement of
Accounting standards Bo. 106 {(FAS 106) in December 1990. FAS 106 changed the way
companies would account for postretiremsnt benefits other than psnsions on their
financial books. These postretirement benefits, for SWE, include health
benefits, dental bensfits, basic life insurance bansfits and telephons cCon-
cessions. These benefits have baen commonly referred to as OPESs (othar post-
retirement employee benefits) by thoee dealing with the subject.

AS 104 was adogpted Jansary 1, 1993 for Sal'e [isancial books. The
adopuion of FAS 106 changed e ADOusting protedute for OPEBs from a
PAY=AS-YOu-P (OhAD) Basis to &R adfweal Besie. This change sudetantislly
iscroansd S e CIRE eapeeses. FASS s stated purpose (2 sdopRing aovrdal
sacasating for CPENR ke vt UM are weer s & daferred CORpURSELLIDE SXTANQY~
@i, This sakabes the Soets siovead tr U3 tiam Jeriod ian whichk the benstites sre




Uncder FAS 106, future costs of OPEBs must be estimated so that their
present value can be included as & current expense. The current expenseé includes
calculation of an expected postretirement benefit cbligation (EPBO), calculation
of an accumualated postretirement benefit obligation (APBO) and service cost, and
& calculation of net periodic postratirsment benefit costs. The EPBO is a
valuation of all future benefits expscted to be paid on behalf of current active
and retired smplcyses. The APBO represents the portiocn of the EPBO attributable
to smployee service prior to the current fiscal year. Tha service cost is the
portion of the EPBO attributable to the current fiscal ysar. The net periocdic
postretirement banafit cost is the sum of the service cost, interest cost, return
on plan assets, recognition of transition benefit obligation (TBO), and recogni-
tion of gains or losses and affect of past amsndments. Thae Nissouri jurisdic-
tion’s portion of THO is §332.8 million.

SWa proposes that the Coomission adopt FAS 106 for ratemsking purposes.
and establish safeguards which the Commission deternines are appropriate. This
action, SWE contanda, will protect it from financial harm and assure the Commis~
sion that ratspaysrs are also protected.

SWE asserts generally that FAS 106 should be sdopted becauss (1) the
telecommunicatices industry L8 wery different from the ensrgy utility industry
(the Commissicn had deajed FAS 104 ratssading trsateent for two snargy utilicies
at the tiae of the Beariog), (2) the Commission should be consistent with Fas 87,
{3) BB coade FAE 106 to smet competitics. (4) ¥FAS 106 can be adopted without a
rate® lmcvesse, (3] Lte effusrts o cooteis coets showld be a factor Ln adophing
s 10k, ($) ivte comsitewst 6 Tolly fuwnd ive P8 208 ohligstion ehould be »
€53 s sineneisl etufiee s geod, el {9) tallere ta
ciene. N supports OWE'e poeitiss
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‘employees as current pension costs rather than when the pension benefits are
actually paid. Pension costs are made up of ssrvice cost, interest, return on
plan lllltl; prior service cost and amortization of gains and losses, &nd
amortization of the transition asset or liability. Upon initiation, SWE's plan
assets exceadsd its liability, so SWB had a transition asset. This amortization,
over 18 years, reduces the current pansion costs. From 1988 through 1992 W
made no contribution to its pension fund because the fund was self-supporting.

FAS 87 was adopted for ratemaking purposes for SWB in TC-89-14.
29 ¥o. P.8.C. (N.8.) at 618. The Commission in that case gsnerally adopted
Part 32 for ratesaking purposes and specifically sentioned the acceptance of
FAS 87. Moption of FPAS 87 in TC-89~14 reduced SWE‘'s coat of service.

SWS supports the retention of FAS 87 procedures for ratemaking purposes
in this case. 8WE points out that determination of sharing under the experi-
sental incentive plan used FAS 87 accounting for pension costs. SWE also argues
that FAS §7 recoguizes that an eaployes earns pension benefits over the
employee’s service life and that SWR should recognise the cost of providing
pension Denefita during that same pariod. BWB aleo points out that the deter-
mination of thasa costs is perforemd by actuaries using one standard sethod of
calculation,

Comsission Staff has proposed that pessiocn fund axpenses should be
ealculated using the sisimas fillsg regeiremest of the Baglcyes Rativement Iacone
Sacerity ATC (ENISA). Theee fonlisg reguiresenta, Staff etates, Nawve beesn
entanliskid by tiw fedaral govermment to enNere pemsicen Plens are edeguataly
fumind T waet e odiigeticos of the plane. fxvaveal Bevenus Servios
P T & Saxinu SOREYibetion.
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Staff points out also that SWB's current plan is overfunded becauss SWB
has made no contributions to fits pension fund between 1988 and 1992. This means
that SWB’'s fund is earning an amount over the current projected benefit obliga-
tion {PBO) and the PBRO which will result from estimated wage and salary increases
to0 occur betwesan now and retirement for its current smployees.

The actuarial difference batween FAS 87 pension sxpense and the ERISA
minimum contribution in a given year is in the methocd used to calculate the
expense. Over time, both methods will provide sufficient funde to ensure SWB can
pay its pension plan obligations. Both methods recognize tha total pension
obligation. ‘rho Commission is faced, then, with determining which accrual mathod
is tha sore appropriate for ratesaking purposes.

Even though Staff has raisad several issues concerning use of FAS 87
which the Commission has found persuasive in other cases, the Commission finds,
for SWB, that continued use of FAS 87 for pension expanse is the more reascnable
approach. The distinction here is that the Commission has already approved
FAS §7 for BWE and to alter that sethod without some compelling change in clrocum-
stances would be arbitrary. Staff conceded this lssua in TC-89-14 and even
though SWE'a PAS 87 funding still excesds ite P8O, that is no justification for
changing account ing sethods. In addition, there is the possibility that changing
from P28 47 to ERISA would csuse SWE to write off an scoumulated prepaid asset
balance. deaff! quentices wvihatder thle write-off should ocour for all peasion
eredite recorded o e books eince I19ES, but Staff recognises that eoms
write-od? sy ooour. The Commiseiom Cinds that the change to FAS 67 was found
o be conmpsabis Le TO-49-14 end thar amether change, with a potentisl write-eft,
Bath wetluds paspitwed schiave the same tesuit, so it 18 sore
i i M-PH~-14. The costinuntion
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Commission Staff opposes adoption of FAS 106 for ratemaking purposes
and supports continuation of pay-as-you-go. staff arqgues, basjcally, that
FAS 106 is not appropriate for ratemaking because SWB has no long term legal
abligation to pay any determinate level of benefits, and the accrual technique
uses data that is difficult to estimate and small variations in data cause
dramatioc changss in sxpense calculations. OPC also oppossas the adoption of
FAS 106 for ratemaking.

The Commission has addressed the issue of whether to adopt FAS 106 for
ratemaking purposes in several recent cases. These cases are:

Case No. EO-92-179 ~- Union Electric Co.

Case No. E0-93~35 -~ The Empire District Rlectric Co,
Case No. G0-93-201 -- Western Resources, Inc.

Case Ko. ER-93-37 -~ Nissouri Public Service

Case No. ER-93-41 - St. Joseph Light & Power Co.
Cass ¥o. TR-33-18]1 -~ United Telephons Co. of Nissouri
Case Fo. WR-93-212 -- Nissouri-Amsrican Watar Co.

Tha two most recent cases involved Nissocuri-Amsrican Water Company and
United Telephons Company of Missouri. In these two cases the Commission cites
its responesibility to balance the requirements of ratepayers and shareholders to
snsure that rates are just and reascaable and to sasure that safe and adequate
sexvice is providad. In both of thass cassa the Commission found that adoption
of PAS 104 was oot supported by the evidencs. The sain two ressons for the Com~
sission‘s fisding were that (1) the sctearial etudies were too speculative amd
(2) emismsn Cedaval legislaticm concernisg a maticmal haalth care plen made any
decision to adoge PAS 104 presstere.

12 this cane PR bae geemesdad the Comleslion with sddicionsl proposale
coseereing PR 108 thar eosid smelisvets the effedta of the changs to sftreal
apuouity LT P 06 wae slsgend. The evidebos shiows that SEN has an
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an umn cap on retires benefits. Thase qctlonnukn 8WB’s future

umu: less speculative.

| In addition to cost savings, SWB has funded approxismately 80 psrcent
of its annual OPEB liability through a transfer from its pension fund to a
VEBA trust. The VEBA trust only applies to collective bargaining esployees, but
SWB's evidence indicates that it may legally fully fund its VEBA trust and cover
its management amploysas’ OPEBs until nonmanagement ssployess’ OPEBs costs rsach
the fully funded amount.

The Commiseion finds that SWB‘s attempts to control costs and bring
more certainty to OPEB costs, as well as the provisjons for the VEBA trust and
commitment to fully fund this trust, are the types of requirements that the Com-
migsion would impose if FAS 106 were adopted. The Commission, though, finds that
these procedures do not ocutweigh the fundamental problems the Commission must
rescolve before adopting PAS 106 for ratasmaking.

The Commission first must be convinced by the evidence that the
actuarial studies of OPEBz are sufficiently axacting to render a reasonable
estimate of future costs evan with the coat-reducing mesasures. Once put into
rates, the OPMIB costs will resaln there until either a gensral rate case or
complaint case is filed and a full sudit of 5Wi‘'s cost of service can be
campleted. Until that tise ratepayeze would be paying for OFEZS comts as
caloulated i this case.

Tha Commisaisn fiets that e eignificsst intreass in costs for OPRBs
ie net fuetified Laned wpos ¢he epecsiative satore of he sotuarial studise. The
Coumisslos dowe zat faxlt U scteariss but fisds thet prolecting healih care
i pure gushiowssrlk. T
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Other factcri, of course, are what benefits will be provided by SWE in
the futura, what technological advances will occur, what industry changes will
occur, what other government regulations will be promulgated and what the
inflation rate will be, to name & few. Projecting the changes that will occur
with regard to those factors is too uncertain to convinca the Commission that it
is reasonable to adopt PAS 106. Perhaps if a national health care plan is
adopted, the costs associated with OPESs will be mora amenable to estimation.

The Commission, by not adopting FAS 106 for ratemaking, recognises that
it is treating these coasts differently from PFAS 87 costs. Even with the
similarities, SWE has stated that different treatment is acceptable. In
addition, SWE has a legal obligation to fund pension costs, while ths only
limitation on SWB changing tha benefit level of OFEBs is the five-year
prohibition against reducing benefits when a VEBA trust is funded. BWE indicates
in its employes inforsation that it ressrves tha right to end or amend any or all
of the OPER plans. While this may be limited by collective bargaining for
current nonmansgemant eEployess, it would not necessarily apply to retirees or
to sansgemsnt eEployees.

S¥S has argued tRhat it is subject to substantial competition and since
FAS 104 ie required for sonvregulated buainesses it should be allowad for SWE.
™The Cosmission fivds that the coapetition argumsst cuts bLOth ways. Sin0e oSt
noaregalatead conpgaziee hawve writtes off FAS 186 T80 costes in 1991, as SBC did;
then, a8 & sulwtitate for competition, the Commission could ressonsdly require
the write-off by SEE of e TIO if it approved FAS 106. $8B, of coures, contends
thin wasld nit be proger. The Comsissdon ot this tise seed sor decide how to

teat e VD sisew e O




should be recovered when benefits are sarned. Thus, current ratepayers should
pay for current employese’ future OPEB costs. This ie reasconable sxcept for the
TBO, which requires current and future ratepayers to pay for OPEB costs accrued
during a past period. This creates intergenerational inequity for current and
future ratepayers.

The Commission recognizes that a substantial sajority of other state
commissions and the FPedera)l Comsunications Cosmission and Federal Energy Regula-
tory Commission (FERC) have addressed these issues and found that FAS 106 should
be adopted for ratemaking. The Commission, though, believes that, even with the
safeguards requirsd by many of the states, recognition of FAS 106 is premature.
If a national health carse plan is adopted, thase commiseions will face difficult
decisions on how to reflect the plan for ratemakxing purposea. The Commission is
also concerned about the possibility that the TBO violatea the prohibition
against retroactive ratemaking.

The Commiseion also believes that its treatment of PAS 87 does not
resolve the retroactive ratesaking issus. Ro party raised the issus of
retrosctive ratemaking in TC-69-14 whan 5¥3 was proposing sdoption of FAS 87,
Eince FAS 67 created a transition asset, ths Commission was not presented with
the issue, 50 tha FAS §7 dacision provides no guidance.

Additiooally, the Quamission does 60t belisve the fact that this issue
Ariees in & rabte vedottion case shoald be considSexed eignificant. FAS 104 coests,
Aneluding tha THO, Are 2 sudatestlial that they will significantly affect results
ot this cabe &nd suy shasring pleas thet wight e sdopted. U5 00t Fatad 4t & Just
e Chadie it seet address PAE 106 on Lte own
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incentive regulation plan. The Commission finds that, based upon its decision

in this case, that would not be appropriate.

TAS 112
The last of the FASB statements concerning eamployes bensfits is

FAS 112. This statement is entitled "Bmployers Accounting For Postretiremant
Benefits”. This statement adopts accrual accounting for employers who provide
benefits to former or inactive smployees after smployment but bafors retirement.
These costs are related to employess receiving long term disability leawws,
SeVerance payments and supplemental unamployment benefits.

Tha evidence indicates that PAS 112 and pay-as-you-go cause similar
costs 80 no change has besn propossd for FAS 112. The transition amount, SWS has
proposed to amortize over three ysars. The amounts in issue in this case relate
to the TRO. 3taff opposes the inclusion of the FAS 112 TRO in this case since
SWE has decided to incur the cost sarly, almost twelve months before PFASS
reQquires adoption. Also, 6WB‘'s early adoption of FAS 112, Staff states, is
ocutside of the test ysar and update period.

Ia its reply brief, SWS points cut that Staff's position in ite
testimony I that FAS 112 costs should be dealt with ia the sharing under the
experimsntal iccestive regulation plan is Case No. T0-40+«1. The Commission finds

that this is the appropriete treataent of the FAS 112 TSO. Thus, there will be

80 reTesee regoirenss? sdicstseet for the FAE 112 TEO ia tils case.
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Commission normally utilizes the company’s actual debt cost and capital structure
in oalculating the overall ROR, and the Commission has traditionally used the
discounted caah flow (DCF) method to calculate a rsasonable ROE,

Since BWB is not publicly traded and its stock is held 100 percent by
its parent corporation, Southwestern Ball Corporation (S8BC), the ROE must be
calculated on soms other basis. The parties in this case have proposed using
differsnt capital structurss and cost of debt than SWB’'s actual capital structure
and cost of debt. As a point of reference, the Commission found in SNB’s last
complaint case, TC-89-14, that SBC was an .approp:ht:o proxy for SWB, and that the
results of a DCF analysis for SBC should be used as the ROE for SWEB, and that
SBC’'s capital structure and cost of debt should be used to calculate the overall

debt for Sws.

This case presants the Commission with similar issues concerning the
appropriate ROR, cost of debt and capital structure to use in establishing a
reasonable overall MR for SWE. Three parties presented evidence on these

issues, EWB, Staff and ORC. The different sethods resulted in the following

proposals.
atarsg orc -
R 16.218 to 1.5 8 14.1 %
11.228
Cost of Dabt .2 7.448 7.680
Gsplital Strestute:
Dala 4. 9 $0. 008 42.50
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based upon his analysis of the reduced risk SWB encounters in its operations as
compared to thoss of SEC. This adjustment was 51 basis points to arrive at a
recommended ROK for SWB of 10.21 percent to 11.21 percent.

SWB utilized various risk premium methods and a capital asset pricing
model (CAPM) mathod as well as proposing a recalculation of Staff’'s DCF. 3WB
witness Avera presented these analyses and the resulting RORBs were from
11.62 percent to 14.98 percent. SwS8, though, proposss that the Commission
approve an incentive regulation plan for SWB and that it retain the 14.1 pesrcent
ROE reflected in the current experimental plan as the level where sharing begins.

OFC developad an ROR based upon a DCF analysis of Regional Bell
Operating Company {(RBOCa) and a group of nine natural gas companies. OPC witness
Hill also calculated s capital asset pricing model (CAPM) to test the reasonable-
nass of the DC? analysis. Based upon his analysis, Hill recommended an ROE of
10.5 percent.

The Commission‘s obligation im establishing an ROX for a regulated
company is to set a return which provides a reasonable return on investment of
the company with a focus on establishing a return commensurate with those
companies with sisilar risks. Although the Commission determines & reasonabdle
ROR, it does sot guarantee a certain return.

The Commiselon has considered the varlcss methods proposed by financial
analysts Aa otbher casss aad Das found that the constant growth DCF sethod
coneistently prevides an SON Uhat Lo reassuadlie and reflscts the conditions faced
by & regeleted estity. The DUF is & sarlert-crissted spprosch which velies upon
ek price Ls Sependent wpon the enpevted cesh
dividends 0 wpoe canth fiose ceseived Cireelh cEplitel
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result from stock price changes. The DCF formula calculates its ROE using the

following formula:

o Bies

K represents the cost of common equity, D,/Po is the expected dividend yield, and
g is the growth in dividends continucusly summed to the future. The growth in
dividends and implisd growth in sarnings will be reflected in the current price.
The DCF podel then recognixzes the potential for gains or losses assoclated with
owning a share of SWEB’s common stock.

From a review of the methods used by the parties to calculate & reason-
able ROR for SWH, the Commission finds that Staff‘'s DCF calculations based upon
SBC operations best reflect the conditions affecting 5WE and hest establish the
basis for a reascaable ROB for SWE. Staff‘'s range of reasonsble ROZs allows the
commission the flexibility to arrive at a rsasonable result for SWB.

Gtaff‘'s growth values are based upon SBC's actual sarnings per share
and dividend per share from 1984 through 1991. By taking the higher dividend
growth rate for its DCF calculations, Staff reflacted SBC'e historical dividend
growth rate, whlch can reasosably be sxpected to continue into the future. Thie
Rlistorical groweh cvate established the lower end of Staff’e range for ¢ in the
oCY foxrmula.

sraft thea tooh poroleTtsd esraisngs growth cates and dividend growth
rates faf SW0 s CGalcelsted by wstiows lesting scononic forecestera. fSimce the
prajertiaes vaxied, Rall's w8 of s svwcage of theee pesjections properly
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through Decesber 31, 1992. This gave an expscted dividend yield of 4.47 percent.
Since the yield figure is based upon stock prices over a four-month period of
1992, it captures what should be SBC’s stock prices into the future. Putting
Staff’s yield and growth range into the DCP formula results in the range of ROE
for SBC of 10.62 percent to 11.72 psroent,

The Coemission finds that Staff’'s range is reascnable based upon
current economic conditions. Thers is no question that intersst rates have
fallen since 1989 when the Cosmission found the reasonabls ROE to bs 12.61 per-
cant. lLong term interest rates have fallen 100 basis points. Projections are
that long term rates will go up in the future. Whathar they will return to 1985
levels or beyond is speculative. The high end of Staff’s range allows for some
movement of long texrm intarsst above current rates.

The Commission finds that, as in 1989, SWE dominates BBC's profit-
ability to such an extent that SBC is the best proxy for detsraining a reasonable
NOR for SWE. SWB in 1991 was responsible for 80 purcent of SBC's revenuss, also
80 percent of SBC'as consoclidated net incoms and 76 perceat of SBC‘'s consolidated
total assets. Investars buy shares of SBC realizing that SW& is such a signifi-
cant portion of SiC‘'s opsratioas.

The Commission 4leo Finds that wee of §5C's NOR for SUE allows for the
increased risk BBC's comsolidated operaticas bDawe over SB’s regulated
oparations. By weisg SBC as & peoay. the Consissicn recogrises vhat SWS claime
e ite iscreased gisk of coagetitics end that cisk s eeflected (n the
BCF colowleation af the RMOR of NS grexy SBC.

e Foend that S50 s en sappeopristes proxy for MR
it udiETRi e will ven okl the 1 basie poloa afiuntment

e BNCe N oy vhe cedicoed vish Bosnd by $LafT wibnaen Juliest. The Cosslssion
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telscommunications industry, the Commission finds the adjustment would not be
reasonable. By using SBC as a proxy, the Commission has accounted for the riske
SWS belleves it will face in the near future.

By adopting the DCF method for use in this case and SBC as & proxy for
SWB, the Commission finds what it believes is the most reascnabls approach to
caloculating an ROE for SWS. Risk premium analyses such as those proposed by SWEB
and use of DCFs by groups of other companies do not produce rasults which are as
reasonable. Although risk premiums say, as the Commiasion has said, be basad
upon an appropriate theory, they are not subject to any reasonable calculation.
The range of SWB’s analyses is from 11.62 percent to 14.98 percent. The methods
used by SWB sanipulate the data in various ways, all to find that ethereal
quantity: what risk does an investor expect to be compensated for when investing.
SWE’s risk premium attempts to find this risk presium for SWB rathsr than ARG,
thus adding an additional slemsnt of conjecture since SNB is not publicly traded.

Your of the five of SWE's risk premium anslyses indicate that investors
find that potential investcrs of would find ite stock, if publicly traded,
to be riskier and tharefore empect a highar return than what Staff‘'s DCF wodel
indicates for SBC. Thia, the Commisaicon believes, doss not comport with realicy
and balies the use of risk presiun analyses for vegulsted utilitiea whose stocks
are not publicly traded.

The Comsissicon telleves that svastore of regulsted talecomsonioat lons
utility stoohs eae Chaee Bigh dividend yisld conpaniss s alterastives o money
markat fusds sl sertificstes of deposit. Ssguieted wtilities provide a safe,
low-wisk Locasimbsil with ¢« good jewal of isceie especisily whesn isterest rates
tor A sl Ix #ii1 2o lonper be an
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: ition. MW that the Commission take the high end of thoss risk
pxnhmnlultl at 14.1 percent. This is completely contrary to the changed
c:l.zcu.lumc in the economic markets, and also, the 14.l1 percent was a
negotiated valus basad upon where sharing would start in the incentive regulation
plan. Thers is no support in any record for this figure, nor does the 14.1 per-
cent reflect whers sharing should start under & current plan. SWB’s proposal
would require the Commission to suspend its statutory responsibility and also its
judgment in this matter.

The Commission also cannot adopt OPC’s analyses. As stated earlier,
SBC is a better proxy for SWB than groups of othar regulated companias, whethar
telecommunications or gas. In addition, rather substantial questions have bean
raised regarding the relationship of beta usad in the CAPN analysis and return
for regulated utilities. Where a proxy such as 83C is available, the Commission
finds it is more reasonable to uee that proxy than to attempt to arcive at &
decision of what compenies compare with SWS (n both risk and operations.

The Commission finds that the high end of 3taff’'s range for SBC using
the DCY forwmula, 11.72 pesxceat, is the scat appropriate ROR for 8WE. Tha Commis~
slon will oot adjust this rate for flotation costs since SWE does not propose to

issua stock in the ssar future asd thare ars 50 StOCk Lasuantes Ln the tast year.

Bree Chowgh (he (cemississ Cinds that E0C is en appropriste proxy for
S fow Setareisiag & tenaosablie ROE, the Comsiseion finds that SWN's artual cost
j SWB°s actual BOR.
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structures should be used only when a compény’s actual capital structure does not
reflect & reasonable ratio of debt to squity.

Based upon the decisions on ROE, cost of debt and capital structure,

the overall ROR for SWB found to be reasonable is $9.99 percent.

Rate Desigp
a. stipulation

Several parties presented a stipulation concerning tha ISWB services
which should be raduced if the Commission found that SWB is overesarning. Thess
reductions were a settlement of most of the issues regarding rate design raised
by the parties in thair prefiled testimony. Tha stipulation, Exhibit 159,
esstablishes incremental reduction in variocus ssrvices depanding upon the total

'noun\'. of reduction ordered by the Commission. Six lssuss were left unresclved
by the stipulation: (1) changes to Lifelins rates, (2) payment of accesa charges
by cellular carriexs, (3) appropriats criteria for the ability to make use of
call trace service, (4) appropriate treatnent of private pay phone providers,
{4) direct inward dial trunk rate, and (6) opposition to a reduction in sessage
toll rates.

T™he Commiseicn has reviewsd the stipulation end will adopt the
incrementa)l redections exvept for choee assigaed to SMB‘e Lifeline rate. In
addition, any adjcslmaets o raies based wpon Che restlution of the unrescived
rate dowign iswose will redste or [oCressa tie Lacresestal amochte aseigned to
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cﬁ.ﬁgﬂu. " The evidence indicates that SwB ‘cultonou“pﬁ.:cun Touchtone as a
part of basic service, not a luxury. The residential Touchtone penetration 1is
77.92 percent and business penetration is 92.1 percent as of Deceaber 1992. The
readuction in Touchtone rates which results from the rate reduction in this case
should be reflected in one rate for Touchtone service for all customars.

NCTA proposes that basic local rates bs the firet to be reduced rather
than the last as reflected in the Stipulation. The reduction of basic local
rates, MNCTA asserts, would make the state of Hissourl more attractive to
businesses.

The Cosmission finds that the Stipulation establishes a reasonable
priority for reducing rates. Tha reduction of access snd NTS rates will benefit
business customers and residential customers, as well as the reduction in Touch-
tone rates. The reduction of thesa access and XIS rates will aslso address SUR's
concerns about competition, easpecially since the reduction is substantially

larger than that proposed by SWB in its alternative regulation plan.

B. Lifelins Rates

SWE has proposed, as part of its alternative regulation pian, changes
in its Lifeline pregram. Theee changes wiuld Lncrease svallability and incresse
the costs of the progras. This propisal was sdapted as part of the stipulation
an rate design. Rideest Indepeadent Oole Payphone Assovistion (NICPA) oppoees
the Lifeline peuposal. MICHA s oppositics reets on two basic prumises. PFirst,
RICHA argues that Lifelimes sates e crested by the legisisture and only the
RIEPA polats et that since

b VO E0B, e.8.%e. (Hupp. 9925, Secend, NEUFA
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13,982 with the current program, the costs would increase between about
$5 milljon and §1) million rather than the $2 million estimated by SWB.

The Intervenors for Independent Options support the sxpansion of the
Lifsline program to include additional low incoma customars. This expanded
program, these intervenors assert, will be a much more wisely targeted plan than
the current prograsm.

The Commission finds that SWB’s Lifelins proposal should not be adopted
since it would establish a separate rate for basic telephone service in violation
of Section 392,200, R.S5.Mo. The rate would be discriminatory since SWB‘'s classi-
fication for the service has no clear distinction from basic local residential
sarvice. The current Lifelins ratas are statutorily mandated and have ¢lear
criteria for eligibility. 1In addition, this program would create a different
standard in SWB’s service territory as cosmpared to programs in other telephone
company service areas.

Although additional furding of the Lifelins program would be in the
public interest and would aid thosa older residents who are on fixed incomes, the
Commission finds that S¥3‘s proposal is too locsaly structursd and tOoo costly.
In addition, thie is a legislative progranm which should be addressed by the

deneral Assembly a0 that all Misscuri residents are crested similarly.

C. €all Ixace
3 offexe a Tall Traee servige o costomsrs who are refelvisg
offensien or vowanted velephoee &alile. This sureice proevides that S will teape
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chu'g. and a service and equipment charge upon subscription. Once the custowmer

subscribes, the custowsr must then pay for sach activation of a trace. The

charges are:
Residential Business
Service Establishsent Charge $2.00 $ 2.00
Service and kquipment Charges 7.75 14.50
Activation Charge 8.00 8.00

The evidence also indicates that SWB will manually trace a call at no charge to
a customer for nuisance and unwanted calls if the customer notifies SWB. Under
this procedure, the customer is contacted by SWB employees and must documsnt
offerdiing calls. This process is more cumbersome than the slectronic Call Trace
service, which is performed by the switch and so is simpler and more efficient.
The custoser activates the trace by dialing three digits.

OPC proposes that the Commission reduce the rates for Call Trace
service. OPC contsads that the current rates are to deter customsrs from taking
the service so that a custoasr will subscribe to Caller ID service, which pro-
vides the customer with the telephone numbar of the caller. OPC believes that
Call Trece is wire sffective and lese Llotrusive than Caller ID service.

OIC proposes that B edduid not charge 4 sarvice sstablisheent charge
or sarvice and sgaipmest charge for Call Trace. OFC propoess that, as witih calls
w0 BN o wraee Gulsasate snd cawsated calls, Call Trate ssxrvice should be fres,
with coly & $1.00 ectivation charge aad & §7.00 follow-ap charge. OPFC sugobets
ptal voste for the smrviee.

that thees TS K0 Above SRS
$ip vraee in Lte ceply brist et GIC's poopeeal in ite initiel brief
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tilﬁl_ony. BWE also argues that OPC is using this issue to continus its
opposition to Caller ID.

The Commission finds that Call Trace service should continue to be
priced as it is. The rates will ensure that tracing of calls and forwarding of
caller telephons numbers to police will only occur under proper circumstances.
Caller 1D service can be used by those persons who just wish to monitor their
incoming calls. Call Trace service should be for those customers who may need
police intervention. The Commission also agrees with SWE that OPC sesms to be
continuing its struggle against Caller ID through an attack on Call Trace

service.

D. gCallular Intexconnection Service

OPC proposes in this case that the Commission reguire SWS to charge
originating switched access to cellular carriers for traffic that is transported
across the local calling area's boundary by the callular carrier. OPC pointe out
that this call would be from & land line to cellular interexchange c¢all.

CyberTel Cellular Corporation (CyberTel), McCaw Cellular Communica-
tions, Inc., asd ALLYEL Mobile Commanications of Missouri, Inc., intarvened in
this case for this lisited lssue and oppose OFC's proposal. SV also opposes
OIC's propossl.

This jssus s &n asttaspt by CFC o bave the Commission cevieit
two daclisicie foom very long and couplizated procesdinge Loavolving SWE's rate to
b charged cellelsr currisre. Canes Np. TO-S6-158 and TR-$0-144 adiéressed SWB's
eolleler i e tarifl and ewtablished bhow eslileiar carviers would be
chatgel. P, o« Lz the Call Tessw lsses., eowis o b Burdenisg en alseady
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el
like the Commission’s decision in thoss cases, but raising thase tangsntial
issuss in this case does not appsar to be productive. Given that it has been
ralsed, though, the Commission will address OPC’s proposal.

The Commission, after a review of OPC’'s svidence, is not convinced that
charging originating switchaed access to cellular carriers for traffic transported
across the local calling area boundary by the cellular carriers is workable orx
reasonable. The problem of self-raporting is sufficient evidence that OPC’'s pro-
posal should not ba adopted. Csllular arsas that overlap varicus land lins
calling scopes make any reporting uncertain, while self-reporting iteelf would
seem to be of questionable accuracy.

In addition, the cellular companies indicate that the change proposed
by OPC could affect the charges which are assessasd for other calls. Other
questions are raised about the sffect of any changs and whethsr interexchange
carrier toll calls are a&s sisilar to cellular cerrier calls as OPC asserts.
These questions should bs addrecsad, as they wers previocusly, in a separate
dockeat where the issues can de fully developed. The Commiesion finds there is

insufficient evideance to change SWE's cellular intarconvact charges in this cese.

B. Dixegt Inwazrd Dial Trunk Rats
This ivsus wvia rvelsad by the GUepartasst of Defanse and Pederal
Execut ive Agunciee (DOD). DOD witmese Gildes suggested Ln his testimony that if
rates wveare found o e excwediee, A Righ priceity should be given to rate
reduct bon for Ditest leoesed Slal (BID) tremk retms. A SN polsts ost, there la
that o redurtion Le
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Y. Naasage Toll Service Reduction

The stipulation provides that Hassage Toll Service (KTS) rates would
be assigned a significant portion of the reduction crdered by the Commission in
this case. NICPA opposes this propossd assignment because SWE'e NTS has been
classified as transitionally cowpetitive (TC) and is therefore available for
pricing flexibility, and that SWB will recoup some of the rate reduction through
usage stimulstion of MTS. MICPA proposes that the amounts assigned in the
stipulation to NTS rates be spread among noncospetitive services such as locsl
business rates, which MICPA contends are priced too high in relationship to local
residence rates and trunk lines.

The Commission recognizes the potential for pricing flexibility of NTS
sinve it has been classified as TC. The Commission questioned Staff witness
Goldasmar and SWB witness Robartson about this issus and nsither expressed
concern. OWS has not filed for & rate band for NTS sarvice. When it does, the
Commission will be faced with the gqueation of the reasconablasness of the maximum
and ajnisum ratse of the band. Ths Comsission believas that the cass addressing
the rate band for NYS is the sore appropriats place to addresa NICPA'S concerna.

Usage stisclation Ls alvaye a passibility whan rates ace reduced, This
result, though, is RO reasta not 3> raduce rsteas. If customers wtilise the
SOrvice mare wian retes are reduced, they are recsiviag the bexafit of the
reduction end eay lacreassd rewvesoes to SWE flow frud that bensfit. No rates
woigld be refcowl (f the Commisalios e goal e to limit stiselietion, and charsfore
SME'e iancressad cwvenmes, Tron say #iscistice. Meitder of NICH s Erguassts ars
& salstion ia B8 cetes & propoaed. MID ravtes sre pald
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d. PRrivate Pay Phone Interconnection Rate

At the divestiture of SWB from ATET, private pay phones bacsme & parket
in which companies could compete with SWB. The Genersl Assembly gave the
Conmission limited Hurisdiction over private pay phone companies in 1987.
Section 392.570, R.8.Mo. {Supp. 1992). Private pay phons services are described
as “customer owned coin telephone sarvices”™ in the statute. The statute gives
the Commimsion authority to establish rates or charges and terms of connection
for access of private pay phones to the local exchange network.

Compatition between private pay phone providers and SWB has increassed
significantly over the years, bringing about technological changes to pay phone
squipment. Some pay phones now contain a small computer station which can ba
programmed to provide teleconfarencing, massage forwarding, advanced smergency
sarvices and credit card acceptance.

MICPA, the Midwest Indspendant Coin Payphone Association, bhas proposed
to change the rates charged by SWE for interconnection of private pay phones to
SWE’s natwork. Under current tariffs, private pay phone providers pay a monthly
charge of $30.70 plus usage~-ssasitive charges uhich vary with time and distance.
KICPA proposes tO eliminate the usage-sensitive charge and change the sonthly
charge to %“ha caurrent rates for the oos party businsss sarvice. BWE opposes the
change in rates, a8 does Staff. Staff recommends the ilesus Of rates and other
peivate pay PN susvics EAtiers e sdiresssd in & geusric dochet,

Alvhough EICFA ralses several eidditional concerwms &bout private
pay phoos Spesetione. Che wais foous of ite pemition ie on the similerity between

Thiien cosunlises ere charged o flat rets of
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40 this case reveals that SWE's £1lat rate of $30.70 covers

pravides a ‘siszeable eontﬂ.buti.on to common costs. The evidence also indicates

that the usage-sensitive charges do not provide a price signal to the end user
since the Commission has capped pay phone charges at 5.25. Tha §.25 is for a
ocall of any length. Under these circusstances the only purpose of
usage-sensitive rates would be to recover costs which, the evidence shows, are
being recovered through the flat rate.

Based upon the sxisting $.25 cap and the fact that 3WE’'s incresental
costs are covered by the monthly flat rate, the Commisslon finds that elimination
of the usage-sensitive charge for private pay phone service is reasonable. The
Commission finde, additionally, that private pay phone service is distinguishable
from that of other resellers such as interexchange carriers {IXCs) because of the
$.2% cap, and tharefore other IXCs would not be a position to sesk flat rates for
access.

By eliminating the usage-secsitive charges, the Commission is also
reflecting the aimilarity betveen private pay phone providers and 5T providercs.
Both are covered by Section 392.310, R.8.M0. (Supp. 19921}, and are subject to
ainiwus regulation. The Commission finde that theds rates should be structured
in a sisllar saamer a8 long 48 they cover iacremantal ooets, as they do Wace.

™ Commistion finde that the ons party businass oot La not
spguopriate for privete pay Phooe sexvice. Fay phoned are s dietiact type of
ervice el Altheagh genrally sinilar to busisees wa, Thay &Xe At the SEEN.
Privetn pay phvem groviders e ressllers of tsiorwmmemivetisss servioe and as
el shweld be chivgedt vetas whish rafleve than Sifferent soe of the setwerk.
e Cmmiosise Cinds thet e $30.70 asetdiy tharge is » ressenabie rete fae




The Cosmission is of the opinion that a generic docket would not be

beneficial at this tims. Rates for private pay phona providers have been
addressed in this case and in Case F¥o. TR~93-181 for United Telephone Company of
Hissouri. SWB has agreed to rscommend & solution to price and/or calling scope
issues for pay phones in Case No. T0-92-306 by Decsmber 31, 1992. The Commis-
sion’s decision in this case may resolve the price issue. SWB has proposed to
change the calling scope of its public pay phones located in Tiers 3 and 4 of the
Wide Area Service Plan in Kansas City and St. Louis. This proposal seems ocut of
place and any calling scops recommandation should be made in Case No. T0-92-306
and should reflect the 1@1-1“‘:11:101: of Metropolitan Calling Area service. The

Commission will not approve 3WB's proposal in this case.

summary of Batssaking Xssuse

The Commiseion has received into the record as Exhibit 247 the
scenarios and scenaric respoases, which reflect the dollar amounts associated
with the Commissica’s revenus regquiremant decision in this cass and the rate
reductions for the rate design decisions. The results of the scenario indicate
that SME is overwerning in the amount of $84,4617,000. The response to the rate
design scenario reflects the reducticns ia rates which are required to achlieve
the reduction ia SWB‘'e earninge. The Commission finds that by reducing MS's
rates as fowsd approgriate, that S will be sarning &t & rsesonabdle level based
upon the decisions in this cane. The reascnable level of earnings resulte after

the toduttion of revansas Lo the amturt of $84,617,.000.

Iansntive Damnlakien

e icsee of & altsrnstive fues of reguississ for 99D eriginated in
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d#ﬂrl.’ntntal incentive regulation plar*. The cxﬁiiﬁnul plan was established
for a three-year period and has been extended until January 1, 1994, to allow
consideration of a future alternative regulation plan. The reports discussed the
perceived successes or failures of tha experimental plan and offered proposals
for the development of a futurs plan. Case No. T0-93-192 was established to
aidress a futures plan and Staff's complaint case, TC-93-224, was consolidated
with T0-93-192 since many of the issues and positicns of the parties in the
two cases overlapped. The proposals sometimes refer to the plans as incentive
plans. Por the Commission’s purposes, the proposals will be viewed as proposals
for altexnative regulation, and thus the focus is shifted to the reasonablensss
of an alternative form of regulation rather than the need for incentives and what
these incentives axe.

Although OPC, Scaff and SWEB agree that an altarnative regulation plan
- would be acceptable to them, they differ over the structure of such a plan. SWB
proposad that an alternative regulation plan should be adopted rather than
determining if IS is oversarning as alleged by Staff. The Commission, though,
a8 stated ia the firet part of this Meport And Order, tinds that it could not
fulfill its statutory respomsibility by just adopting & plan based upon SWR'se
paramsters withoat first reviawing Staff’s allegations to determine what a
reasonable teovenad Teguirement for WD is and, based upon that revenus
rogeirensed, eatablishing just and reasonable rates for the telecommmaications
services offoned by MEB. T™he Commisaise ia the preceding ssctioa of this feport
Asd Qeder koo found that SUD i cwverwarsing by 84,617,000 and has sstadlished
5 ToanpEhie COWREE regsirenset fur SV, Swven thiugh the Cemmission has not
sbogiad S0 pian sad han iomtesd consiSered Stalf's complaist, the Commission
Mileovwes (@ is weomesry ta eliress PB‘s Fian and othar prepesals for
alcarantive FOPLiwtion.



t the cmlutou maintain th. mul. outum of the
'm ' ll.M.nth rogulatton Plan and make it a p.mmt plan uudo:. )
m m.‘l.d op.rm for at least three years, but with no mt.lc.
Mhmt foraaandtothoplm SWR proposes that the sharing grid under the
upulmtal plan be continued, if yellow pages imputation is adopted, or the
sharing level would be adjusted 340 basis points dowmward if yellow pages
imputation is not adopted. As is discussed under the ysllow pages issus, IWB
proposes that yellow pages not be imputed in this or ths complaint case. SWR's

proposed sharing grid with yellow pages is set out below:

EARNINGS LEVEL W
Up to 10.7% MOR 1008 oy
Over 10.7% to 11.1% RO 400 608
Over 11.17% to 17.25% NOR 500 508
Over 17.2%5% LY 1008

The caloulation of the Mk under this propoeal would be based upon SWR's actual
capital structure.

Ia addition to the costimuation of the sharing grid as adjusted for
yollou pages, W8 proposed & $22 ailllon rate reduction which includes:
{1) ewpanded Lifeliae programs; (2) & redection lo switched acowss transpore
Prices and the Girestory SSeistance istrastats SCOMSE Tate O Current Lateretate
levels, amd cossclidatisn &f 3 curremt bifarceted lacal switoh rate isto
ons rate alewask; {(J) o redestion of LatruwlAth long distents asesege toil service
fTomhtons prites with Leeal soreice pwiese for o seiuction of 5.0 far




To correspond with the initial three-year p.ri.od_,--_!of the proposed plan,
SWE would commit to additional investment in facilities. Pirst, SWS proposes to
deploy a digital fiber optic telscomsunications system between cantral offices.
In addition, SWB proposes to sxtend the fiber optic network to reach schools and
medical facilities in its service territory which would be capable of providing
Distance lLesarning and Telemedicine. SWE also proposes to accelerate the
elimination of party lines and compliance with the Commission’s basic local
service rule, 4 CSR 240-32.100. SWB estimated its total investment to be
$62 million but modified this amount to indicate an additional approximately
$55 million to axtend the Distance Learning facilities to private schoole and to
provide on-premises CODEC equipment needed by all schools in its wserxvice
territory to participate in Distance Learning.

Seversl parties and participants without intervention support all or
part of SWB’'s alternative regulation proposal. 7The Intervenors for Independent
Options support the sodernization portion of $W's proposal and recommesnd the
Commission adopt thae entire proposal to achieve the technological advances theee
intervenors perceive will occur irom SWEB's proposal. Specifically, the
Intervencrs for Indepsadent Optioms, which are a group of orgasizations
reprasenting people with disabilities and clder parsons, ses the building of the
fiber optic iafrastrwetere and provision of Distance Lesarning snd Telenedicine
28 A 2%9P along the path to the redestion of commsaication barriers for pereons
with disebilivtion. Thees istervescrs sugpert sev techaslegies and reconmend that
theaee s Lechedlogieos Do desigaed 0 thst they are atcessibls o all Riesssuri
roaideats. THOUS INCEEVNLTS JEOgONS the use ¢f a five-oriteria sseasereasnt of
whathee tachatlegise sre resewnabie. Theee Cive amwt
(1) eniveroality, 2) e of we, (N ity, (4 prising, and
(%) de ¢ anll enrity. Sowed Qewm these Tritevia, the Istervesors for
Yvboguesdiuet CgRisne swgpert PEl'e grageeal deer those of ey gartiss Decewese




thorm M'lmnl as opaning all areas of SWEB's ur.;viéc .torr.i.torf to -!utur.'“
vtdoo-ﬁaxophom systeas.

The Regional Consortium for Education-—Southwest, Nissouri Industrial
Development Council, Nissouri Community Betterment Bducation Fund, Fredericktown
Chambexr of Commerce, Parmington Industrial Development Authority, Southwest
Missouri Office on Aging, Carroll County Departssnt of Economic Development,
Adrian R~3 School District, City of Nixa, Missouri, and St. Louis County Lsague
of Chambers of Commerce support the modernization portion of SWB‘s proposal.
These organizations and public entities see the fiber optic infrastructure pro-
posed by SWE as & necessity for the development and attraction of businesss to
their areas. These organizations and public entities ses the fiber optic infra-
structure as a key in sconomic development and in creating additional educational
opportunities. Omnly with an sdequate telecommunications system, seen by these
participants as fiber optic, will the sconomic future of their communities be

aided and their schools be able to increass the quality of their education.

3. BtafL’s Preeosal
Staff's proposal regarding an altersative regulastion plan is, firet,

that the Commission eetablish just and reasonable rates based upoa Staff‘s
colplaint caes snd second, that there be certain sodifications to the strecture
wtilised uiier the expacinentsl plan. The sodificaticoss ioclede (1) a change in
the ROR percestages that trigeer sharisg, (1) the plan should last ot leam
theon yoare, and (3) WD edawid o roguirad o puy intereet oa oredits for the
siz ot2e teguired adere owstamere retaive the credits each year. Matt
sgyeats SID‘e sndercisstion grepesel bt belisves the ewbeidy for Distense
Lasrnisy is tee great far e saisiy speesistive participetion of sehesls. Safl




tho lddli:i.oh of an exogenous factor adjustment if intrxalATA presubscrip-

tion is ordered.
Staff’'s proposed grid would be as follows and includes yellow pages

imputation:
RARNINGS LEVRL SHARING PERCKNIAGE
aup Sustomar
Leass than 12.61% ROE 100% 0%
Over 12.61% to 17.61% ROE 50% 50%
Over 17.61% ROE 0s 100%

C. QIC’s Fropomal

OPC states that it would support an alternative regulation plan if the
complaint case is decided firest, if sarnings sharing levels are fair, if there
are periodic reviews which allow for rate reductions, if monitoring procedures
are modified to include additional reports; and if quality of service standards
are achieved, OPC proposes that a plan should last for a three-ysar minimm
poriod with extensions. OFC’s propossd sharing grid, which includes imputation

of yellow pages, is as followe:

BARNINGS LEVEL SRAING. _PERCENTAGR
] CHATONER

Lese than 10.%% ROB 1008 on

0=100 basis poists

abowe 10.5% NS L

100-500 baais points

ahwee 15.%5% B “n

Over 330 basis poiste
shove 12.90 WB
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AT&T Communications of the Southwest, Inc. (AT&T) genserally supports

slternative regulation for SWB with sharing at least at current levels and
network modernization. AT&T supports network modernization, though, only if it
breaks down barriers to competition in the local exchange. ATET proposes the
Commission establish six conditions for competition in the local exchange:
(1) unbundle basic network functions, (2) permit comprehensive intervention,
{3) establish pricing rules on offering, (4) require nondiscriminatory prices,
{5) eliminate restrictions on resale of basic network functions, and {(6) require

SWB to furnish basic metwork functions pursuant to technical standards.

2. MKCr
Midwest Indepsndent Coin Payphons Association (NICPA) takes the
position that any form Of alternative regulation is unlawful and cuteide the

statutory authority of the Commissioa.

3. mx

NCI Telecomsunications COorporation (NCI} eupports alternative
rogulstion for SWE a8 & sans O incresss Ladentives GO improwve ite offerings.
These incestives and ressitisg efficiemcy, NCI ssesrts, should allow regulation
0 sore ¢losely nisic campetition. NCI propossd thet S be allowed to file for
4 genavel rate isvreate Af esrninge fall Meiow a cartain level, while a oap
should e pladid on Garnilige ¢5 Preteact ageinst: sareasensble growth in sarninge.
1f siisn cap is ecrpaawsd ever soveral years, SC2 yecosmesls that SWB‘s Catae Mo
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M would be 1§ .p-'rmt sharing to cult.o-url. !o: _th; ﬁ.:lt 100 basis
e ov.r.' the authorized ROE, 60 percent sharing for the next 100 basis points

omtll. ifu_thorind ROE, and 50 percent sharing up to the cap. MNCI alsoc supports
.!t.qt-.h’o monitoring during any plan and restrictions on monopoly rate increases.
MCI does not beligva there is a necessary link between modernisation and an
alternative regulation plan and belisves that modernization should be esvaiuated

on its own merits, not as a prersquisite or adjunct to alternative regulation.

4. CompTel

Competitive Telecommunications Association of Nissouri (CompTel) states
that its inicial position is that the experisental incentive regulation plan was
a failure and an alternative regulation plan should not be allowed. CompTel goss
on to state that if the Coomission finds a plan reasonable, it should follow the
structure propoeed by OFC where sharing occurs at any level of saraings above the
ROE authorised by the Commisslon in Case No. TC-93-224. CompTel’s sharing grid
proposal differs from OPC's in that it recommends the sharing perceatages change
after a four perceat imcrease in ROE rather than the fiwve percest proposed by
OPFC. 1In its reply brief CompTel srgues that any slternative regulation plan say

not be laviul cader currest statwtes.

8. NEEA
Rissouri Cable Television Associstion (NCTA) tahee the pesition that

appeoval of sny fovm of alteruative regulstios is beyuad the statwtory swtherity
of the Connisnion. NCTA argues that appovel of an aitermative regulation ples
for B wosld o 3 abdicotien of e Coammissise’'s swtherity end is clesrly
Mreliose wiovei. n ablitize, MDD asewts et dsfest id the OCessswl




Assembly of bills which would have allowed altomattw or incentive regulation
1#10;&« that the General Assembly has expressed its will against such forms of
regulation. PFinally, NCTA argues that the Commission cannot require the gensral

body of ratepayers to fund the Telemedicine and Distance Learning modernisation

proposals of SwB,

¢. Attorney dansxal

The Attorney General takes the position that the Commission does not
have statutory authority to approve an alternative regulation plan for SWB
because (1) it constitutes retroactive ratemaking, (2) it contains an unlawful
woratorium, (3) it cresates a variable rate schems, and (4) it conatitutes
single—issue ratemaking, which is unlawful. The Attorney General also opposes
SWB’'s modernisation proposal as requiring contributions in aid of coastruction
which should not be included in rate bese. Fimally, the Attorney Genersl argues
that sven if the Commiseion finds it has statutory authority to approve SWi‘e

plan, there is not compatent and substantial evidence in the record to support

the plan.

B. cCcommisaiss Decialon

The parties and participents wvhich have addressed ‘s prupossl for
altersative regulstion have provided the Commission with a thorough analysis of
the enparinmial Lasestive plan and the purgoess fov which any futuse plan may
o adogted. The Commiseion fimds that it is oRCeshiry to aldress the Lesuwne
reised by the partiss vhish relite o tin strecvars of ok acoaptable slternetive
rogelation plen and Che Perpgeses which Uhe Cemnissisn feeis cuch & plaa weuld
faltiil. Tee Cmiosion adicensse its athrity ©» appeeve an aitesnetive
B appeeve 3 renainibiy Strectered slternitive




vnl.uatu'ny agree to operate under such a plan.

A quick review of the evidence regarding the asxpsrimental plan
indicates that it was succesaful in that it gave the Commission the opportunity
to gain experience in regulating a coapany under lprocodum different from
traditional regulation. 7The evidence indicates that sharing did occur in the
first two years of the experimental plan but not in the third, and that swa
achieved significant ROEs above that suthorized in Case Fo. TC-89-14 in the
two ysars where sharing occurred. The evidence also indicates that relatively
fow problems arose through the monitoring procedures and any issues which did
occur were resolved without requiring a hearing before the Commission. In
addition, during the period of the experimental plan SWE made specific network
upgrades as required by the agresment establishing the sxperimsntal plan.

Some parties contend the expsrissntal plan has not besn successful.
The main points ueed to support these coatentions are that the percentages upon
which sharing was triggered were too high and they allowed SWNB to retain
encessive amvunts Of its sarnings, and that the satwork modernization sxpendi-~
tures were 0o greatsr under the saperimental pian than they would have been
without the plan, eo ratepayers gained oo bemsfits from the experimsnt. SWS
contands that the saperissatal plan wee » suctess because modaculzation of its
syeten was scthlersted as part of the plan, ¢guality of sesvice wes saintained
while basic rates vemained stable, and carnicgs hawe colkined ot acouptabis
levele bechene of officiencies it hes iagiemewted.

The sacoese o failwse of the eperiaastal pies agpears to be baned
prinneily oo The goaly agaisxet Wizt a pacty saavures the ressits unler the plas.
U sl v view the pian a0 & nethod &8 setaising sltiticml pestize, Yhile OPC
raldts Uhe pias s sastews @ e bewmdits teteiveld by PNS'e Tatepayers. NCI




is miltm with th. cudu-i.on'u obliqntiom undu traditional rogulati.on.
The Commisvion is required to balance the ‘interests of both the company and its: ':
customers to snsure that safe and adequate telecimmunications service is provided
at just and reascrable rates. The experimental plan allowed the Commission to
fultill its -wligation for a specific period of time under a different regulatory
formcz. 2s an experiment, the Commission finds the experimental plan was a
suctess, Witwut the experience under the experimental plan, the Commission
would -t be alklie to judge wvhether SWB’'s proposed permanent alternative regula-
tion piwn iy ryascnable or what modifications need to be made to a plan to sake
it resvonatble. The Commission finds that the experisental plan allowsd it to
fulfill ita ~tstutory cbligation of balancing company and ratepayer intereets
while maintaining safe and adequate service and maintaining just and reascnable
ratas.

Clains chat SUB sarmed axcessively undar the plan and that ratepayers
did not ren. e All of the reductions they were due are offset by the recogaition
that evon vz o~ traditional reguistion, Cosmission rescurce restrainte, regula-
tory 1ag and "= time it takewm to awdit SVB wvam)d have peevented a3 dollar-for-~
dollar redviiion of earniage for tha fell thres years. The Oommission even
eeatic.s viwiher ss audit sad resulting rete reduction would have occcurred any
sovnes tha he ¢ owdered La theee censclidetad canes sven if the ssperiaental
plan dad wot besn in place. In sffition, the Cummiseion Questions whether
of i spwrienaal plan. T evidmae ialicstes thet sversll sesstrwesien
adgurs low memmnwmwmmmumm
sl nall antenl Laseatime ipeais s w8 6 WPrals e Jlam LS Setstetd ATUNe
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w.tthout the lqrwt that was part of the sxperimental plan. The Commission
do.n not believe that SWB’s priorities would have been the same without the
agresmsnt and the plan.

In addition, the Commission finds that SWB would probably have
continued with certain of the efficiencies which occurred during the three years
regardless of the experimental plan, but the Commission believes tLat SWB’s
sanagemant felt less constrained by regulatory oversight to accomplish these
efficiencies under the experimental plan. Thease factors, the Cosmigeion
believes, rendsr the experimental plan a success and support the approval of a
plan as described in this order.

The Commission finds, though, that as has been stated previously, any
alternative regulation plan must first be based upon just and reasonable rates
as established after a review of SWE‘s revenue requiresment. The Commission has
set just and reascnable rates in this Report And Order. The Commission has
already indicated that it could not just extend the experimental plan with the
modifications as proposed by SWB without first addressing Staff‘s allegations.

In addition, the Commission finds that it could not adopt SWB‘a
proposed plan on its mercits for several ressoss. Pirst, SWR's proposal to reduce
rates by $212,000,000 is totally unrealistic when weighed against the $84,617,000
reduction found to be reasonable by the Commission. Second, BWB‘e proposal to
maintein the 14.) parcest Laitisal eharing percentage (with yellow peages
agutaticn) disregards the lowr cont of dekt and changwd cisrCumstances which are
sddresesd in the Rate of Metura isswe. Third, the proposal to discomtinue the
imgutation of yellow peges Baa deem found vo be uncessonsble and net supported
by the svidwsoe. VFisally., S98°e sclernisstion propossi clesrly weuld cresste &
fastivetione. BSebed wpok ive ebstvtsry Sevy t et Bust and Fassbuablie rates and



Bven though SWE has stated rather bluntly that the Commission wust

accept its alternative regulation proposal or it will return to traditional
regulation, the cCommission believes that SWB should accept a reasonably
structured alternative plan. Regardless of 5WE‘s stated position, it must be
aware of the Commissjion’s statutory obligations and it cannot convincingly argue
that it expected to continue to be allowed to retain sarnings into the future
based upon an sxperimental plan using 1989 financial data. Despite SWA's most
optimistic and contentious position, it smust have realized that the realities of
Missouri law and the almost complete opposition of all interested parties would
require an sarnings investigation befors sny alternative regulation plan could
be considered.

The Commission has completed its decisions concerning SWB's sarnings
level and has oxdered reductions in rates to reflect what it has found to be a
reasonable level of sarnings into the future. The Commission, though, considers
the reveoue reguiremsst decision to be only one-half of the required result of
this case. 1The Commission Delisves that the experimental plan was sufficiently
sucoesatul to warrant the adoption of a future plan similar to the experissntal
plan. The goal of the plan would be to continue the dalance hetween 098 and
ratopayes isterests oestablished in the complaint case and o allow for
efticioncies and sharing of sarnings through yearly sonitoriag. Soth ratapayers
acxd 9B ohould bensfiz froe 4 yeasosable plan. Ratapayess would share in
Arnings om & tegelsar badis wWiile P will heve s appertanity ©» setain
wbliciosn] earsioge guised theomh sore efficviace epucstion. The Owmmiseion can
ettor B soms segulastiry foshuareses if 9B i» wiliing to epesese enier & pian
with & renduRbis MErECre o8 Gleurided baiew.




The cduhiion Acoslerated Modernisation Plcj: (inri"bould momi :or
five ysars. The Commission hes considared the evidence concerning the three-year
pariod of the experimental plan and the necessity to extend the plan and has
determined that a future plan should extend beyond three years. Five years would
allow sufficient time for SWB to ilmplement any long range plans and would allow
a certain amount of stability to SWEB operations and rates over a substantial
period. The five-year plan could be extended but only after an audit of SWB’s
earnings in the fourth year. Any complaint case based upon an audit would have
to be filed within the month of January 1998 so that any hearings and a decision
could be issusd before the end of the five-year pariod, January 1, 1999.

In addition to the audit, reports concerning the AMF would be filed by
SWR, staff, OFC or other interested persons during January 1998. These reports
would be considered by the Commission in determining whether to conduct hearinge
and whather to extend the plan for an additional period,

For this five-year psriod, S8 would agres to forgo any genaral rate
inoreases or specific rate increases to basic local service rates, Metropolitan
Calling Area sexvice additive rates, OCutstats Calling Area sexrvice rates,
Community Optional Ssrvice rates, Touchtons rates, of the &CCeSS rates Orf BMESSLQEe
toll rates reduced &8 part of Case Wo. TC-$3-214. An exveption to the agresmsat
not o ralise retee would occur Af SUBs MR feall delow 10.72 percent during any
yoor dased wpon the MORItOring procedures eetsblished ia this Report And Ovder.
Sinen BNE i Mt guareatand & epecific BOR, it 48 B0 reasonable to sllow &
tmasel rate Ao filing watil SWB°s esrnisgs fall ot lsast 100 basis poimse
bolow the PO Cound % bo resscsablie in the oonplaist case. IC OWS did file fur
Pearal rete seiisf, Ve MNP wocld end o0 Decater 33 of the year Ln which the

RS oone wa Tiled.




gs with. 'mtél‘ra'. The cu-h-i.om nm- the tonwxng -hu'inq

‘ t'.c be moomblo based upon the m of 11.72 percent found to be reasonable

and the evidenos concerning the structure used in the experimental plan.

EARNINGD LEVEL SHARING PERCENIAGE
11.72% to 13.228 AoE 1008 o8
Over 13.22% to 14.22¢ ROs 408 60%
Over 14.22% to 15.22% ROR 508 508
Over 15.22% to 17.22% ROK 254 75%
Over 17.22% MOR 0 100%

As can be sean from the above sharing grid, SWR would be able to retain
sarnings between the authorized ROER of 11.72 percent and 13.22 percent. This
structure is similar to the one approved in the experimental plan and is ome
which the Cossission finds moze closely reflects rate reductions under
traditionsl regulation. The Commission finds that althowph sharing of sach
dollar above the ssthorised ROB has a certaln appsal, it might iashibit S8 from
isplensating additionsl efficiencies, and it is not geflective of the way
treditions! ratemaking wocks.

Under traditicoal ratemaking 3D could esrm sbove its suthocised ROS
until the Commission, sfter & heariang, suthorised a neow NOB. Puring this tiae
lagee dotveasn vhen SHD weuld dogis earnicg abowve ite asthorised NOB snd when a
v POR wae swtherised, SUD weald retaia all of its carsinge. Thie time lapes
woald bt 3% Ioaat wn Yo eloven sawide., bet asee pesbebly sevesel yenss. Pirse,
u&-mmmmuumwmumm
mmmw-m"m-umawm m
el uwmmwmuummu
'.mm Buring tAe gerisd, S weuid sesis 300 Jervess of sy
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gnize these a!.:auu'-:'tlncsl in a sharing grid and allow some ratention of sarn~
g hotore sharing would occur.

| The sharing percentages and cap in the Commission’s sharing grid are
based upon the Commission’s evaluation of the evidence in this cass and the
experimental plan. Thers is no perfact spread batween sharing ROEs nor in the
percentage of sharing. The Commission’s sharing grid, though, does contain a csp
above which all earnings will be returned to the ratepayer. This cap is
supportad by all of the parties and the only contrary proposal was SNB’s position
that ysllow pages imputation should not be included in the sharing grid. Since
the Commission has imputed yellow pages to SNB, that imputation would be used in
calculating SWB‘s ROE. The 17.22 percent cap is nearly the same as that approved
for the sxperimental plan, but this cap includes yellow pages imputation whereas
the experimental plan’'s sharing grid cap did not.

The calculatiocns used to datermine what SWE‘s ROR is under the AP
would be based on the decisiona reached in TC-93-224. This includes the capital
structure found to be reasonable. This same capital structure would remain the
same throughout the term of the AP and would be utilised for all sharing
calewlations throughout the pericd of the AMP. Beglaning rates under the AP
would be thoee established in TC-93-224.

e Commiselion finds that sooitoring procedures siailar to those
appeoved for the experismeatal plan, with certaia sodifioations, are sufficlent
t0 sndure sarsinge are properly calcsistad. The Osmmission will audify the
ssniterisg proveduzes of the enperissetal plan O Laciude the reperts listed by
Malt witases Goldanmme is Baikiz 93, schedsis 3, ans OPC witasee Rabeurteocs in
Tohilis 138, poge §. Soldnmer provides Braft’e prapesai for ssaitering proce~
dorwe Ln Webikit 3. Sumiais 3, Maretieawt 3. The Commienion tinde these

e



_ : ’"_-"uixéuuu.o:'u'umu a minimum of disputes. The procedures allow Staff,
lﬂox ooc to bring unresclved disputes to the Commission for resolution.

!'hl Commission finds that the procedures which allow for unresolved
disputes to be brought to the Commission provides a necessary safeguard against
abuse of the AMP and a necessary procedure for modifying the plan if circum-
stances warrant. The Commission does not believe the addition of an sxogenous
factor is necessary or rsascnable. SWB proposes to include exogenous factors of
$5 maillion value or greater, while Staff only proposses one exogenous factor,
intralATA presubscription. The Commission finds that any exogenous factors that
SWR, Staff or OPC believe would require a modification of the monitoring
procedures can be brought to the Commission for resclution. This will allow the
parties to attempt to resclve any disputes concerning the exogencus factor and
will allow a full review if no resolution is forthooming.

The Commiseion also finds that interest on credits is not reasonable.
The credits are paid out approximately six months after the end of sach monitor—-
ing period because of the necessity for calculation and review. SWE should not
be penalized for the dalay caused by this procedure.

Bven though the evidence (adicates that metwork moderanisation and
alternative regulation are pot secessarily comnsctad, and that alternative
regulation plans in varicus states bave besn approved withowt any specific
modernisation propowal, the Comission Cfinds that ¢ commitasnt to sodernisstion
should o a paxt of the alterzative regulstion plan. By lishisg sodernization
e M altarnative gpian far SR, L2 CoNRiesion can e abwared that the advantages
of & sodsrn televmamaitetioss syoten Sre ewtended o all of SND’s ewrviee
sannitory. In edlities, PED eeurt® thet there L9 o dlrest lisk detvesn
sRcerdad PNy ponitien.




; The com:l.n@ finds that some major cmngs .;f_.m--_m:ni__l.atl.qn
plan which it included in its alternative regulation propual are reasocnable and
should be implemented by SWB as part of the AMP. These parts include
{1) acceleration of the slimination of party lines from SWB's service territory,
(2) acceleration of compliance with the ressining requirements of 4 C3R
240-32,100, to be in full compliance by July 1, 1995, and (3) the construction
of a fiber optic infrastructure between central offices. In addition, SWB should
install additional fiber optic lines based upon its assessmsent of the nesds for
that infrastructure to provide modern telecommunications technology to its
customers.

The digital DS-3 fiber system which SWB has indicated it will develop
will allow hoth business and residential customers to have access to a state of
the art telecommunications system. D8-3 provides higher band width system to
support full spectrum high fidelity audioc and higher quality video transeissions.
Piber optic facilitiss are only ainisally affected by noise factors and require
regeneration lass frequently, which sakes thes sore rellable, with a more stable
and clearer signal. The sywtem will position SWS to pruvide for the anticipated
growth in demand for data. imege, and video transmissions and provide services
such as Sonet (Synchionous Optical Betwark), video on demand, and picture phone.

™e sharing grid approved by the Commission will provide sufficient
funde owver e five-your duxekicn of the MEP for S to fulfill these
sderaisstion teguiressats. The 1353 Mesis points Debwess 11.71 percent and
12.22 paucest will quanrats sppreniastaly $18 sillion & year Defore say sharing
sETuED. It P e WOR ies abewe 13.1 petvest, sdiditiceal oarnings will W
availehie siscw SUB will e allowed to hews & parcestage of thoee sarsiags. Over
& fiver-pons peried $D will deve swiistde, st o sisises, if ite perfersanse
it tih eaperisetal Pien 9 sey guide, apyprueisutely $90 wdllise to invest ia




:__ ucm in Missouri. This amount of ant. dollars will allow

:,_ to Mnl M:l propnod digital D8-3 fiber optic infrastructurs.

The Commission’s sapectations of SWE's sarnings under the Commission’s
plan are based upon the results achisved by SWB under the experimental plan,
which had a higher ROE before sharing occurred. In 1990 3WB achisved a
17.98 paxcent ROE and shared $22,825,000. SWB’s return after the credit was
16 parcent. 1In 1991 SWB achieved an ROR of 17.79 psrcent and shared $22,228,000
with its customars. After the credits S5WS°s ROE was 15.30 Mt. SWS achieved
an ROR of 12.9 percent in 1992 and there was no sharing. These results are
illustrative of what SWB can accomplish under an alternative regulation plan and
illustrats that SWS should be able to generate sufficient capital to msodernize
its network over tha next five years.

To enable the Commisaion to monitor SWB's modernization of Lts network,
it will require reports on December 31 of sach year of the plan. These reports
will descoridbe the upgrades to facilities accosplished during the preceding year
and describe projected upgrades for tha succesding year. Ths reports should
include the cepital investmsnt sade and projected to be wade by BB,

Some perties quesetion fiber optic deployasat. The Atorney OCesersl,
48 well a8 NCTA, OFC and other partien, has raised the Loowe of vhethar & broad-
band fidbexr optic mstwork is the logical saxt step is the deployment of tslevom-
maicetions technology. The Mtorsey Geesrsl and HOTA aleo guestion wvhether W
should he the preper conpany to daploy the fiber optic astwerk. Seth the
Mtorwey Sumiral and OFC gresentad the tastimeny &f witaebees Wi Suppertad
eupended wvae of e enisting cwper infrestructare rether than daployumat of
tihee .

e existing Stpper wire cweld e convertad ¢S & sarrew dand Iatagrated Servisee
Blglital Pooeern (TEN e ew




thm similar results. The Attornay General’s witness Cooper testified that
:m 'G:Ollld ba provided using existing facilities, digital switches, eystea
signaling seven (8387) and copper wire and that tschnologies to provide services
such as high quality video, high spsed data, meter reading, distance learning,
madical imaging and home shopping are already in existence. Cooper adds that a
large number of ratepayers alrsady have the necsssary squipment to utilisze the
services without expensive additions. Cooper‘s conclusion is that ISDN should
ba daployed until broadband fiber optic alternatives becoms more affordable.

OPC witness Dunkel indicates that two of the thres clusters involved
in the Missouri Interactive Video projects use D3-1 technology over copper wire.
OPC also provided avidence that medical imaging could be achieved using DS-1 and
copper wire. The difference between the D3-1l/copper and D8-3 fiber optic, OFC
asserts, is speed. Dunkel testified that continued development of oopper
capabilities through compression has greatly expanded the services which could
be provided over emisting copper facilitles.

In addition to the evidence supporting copper wire and ISDN, OPC and
NCTA aseert that the real purpoee of the fiber optic iafrastructure proposed by
SWB is for the provisioming of future sarvices. BSpecifically, OPC and NCTA
baliave S8 intemds to offer satertalmmest and video dial-tons services which
will compete directly with cable talevision and, ia OFC’'e opinion, be
waregulated.

e Commiseion delisves daploymant of fider optics is & sesagesent
dacision s shouid b beced wpon e needa of SV ratapayers snd W 's eeunsmis
anblysis «f tha potactial earnisge the seteotk wesld predece. Sia0e the
duplopwesmt of Ciker aptise ie enen ef 8 asciepemet decisios, the Commission Cinde
et pisyat of DN 5 edeae Yo sefcisses of (49 cagpar wise
i» alise s ssapuaeet B Saned upes BMANGIRSNE ABA1FEON,




© five years.. Under trasitional regulation as vell as under the. altermative
:mliti.dn plan approved by the coiilllm. a m.lcw of SWE's investment
decisions will occur in any case involving SWE‘s revenue requirament. With the
testimony provided in this case as well as its own experience, SWB should have
sufficient information to reach prudent decisions on network modernization.

The modernization of SWEB’s network as contemplated by the Commission
should address the concerns raised by the intervenors and participants which
support fiber optics for economic development reasons. 5WB, under the ANP,
should modernize its system to allow businesses, institutions and individuals to
taks advantage of exiasting and emerging technologies. The Commission does not
believe it is statutorily authorised to single ocut specific groups for special
services paid for by the general body of ratepaysrs. The modernization provided
for under the AMP will be for all ratepayers who wish to taks the services
offered and tharefore will benefit all of SWB's service territory.

Deploymsnt of fiber optics remaine a sanagesent decieion, and the
company’s responsibility for saking prudent investment decisions continues. Some
of thase now services would not be part of basic service and even though they
would be noncompetitive uader the provisions of Chapter 392, the Commissiosn’s
pricing decisions in Case Bo. 18,309 would require that they recover their coste
plus provide a costribmtion to joiat smi common coete.

The Commission will not creguire SUB to specificelly provide either
Matance Ledarning or Telamsdicins as part of e ecdicalisstion sgreed to wader
the NWP. The Lastellstics sad cemstresticn of fecilities capebls ef providisg
the sacoedaly saxvices st seflaet the ovwrail senids of the ratapayers, ast just
sponific Qroupe. Aa SN Builde (e syoLen, Yhue grupgs can tal advastage of
e was eervives adtered.
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mru body of ratepayers are not required to subsidize this competition, the
Commisaion has no jurisdiction to prevent it from occurring. Even though a
potential use of a fiber optic system would be entertainmsent and videc dial-tone
sarvices, that does not sake it imprudent for SWB to deploy the system. If SNB
doess deploy a fiber optic system, this reinvestment of dollars generated from
Kissouri ratepaysrs under an alternative regulation plan could position SWB
ratepaysrs to compete sconomicalily with other areas of the country with similar
facilities. However it choosss to modernize, SWE must prepare for the future and
the Commission believes that the ANP will sllow SWB the flexibility to make
investmsent decisions and should provide adequats sarnings to cover the cost of
those decisions.

The last matter that has been raisad and debated extensively in the
avidence is the effect of competition on SR and whather the level of competition
would support an alternative regulation plan. SWE acknowledges that it has
streseed the level of competition in its arguments concerning alternative regula-
tion and other ilssuse ia thees cases. Rven if INE's claims concerning competi-
ticn are cverstated, there is no real guestion that SWE is facing an increasing
level of competition for some sexvices. The Commission has recognised this by
claseitying SUE's Neseade Toll Service (NTS), WATS and 800 sexvices, operator
services, dedicated private line earvice, end othar sscvices as either competi-
tive or trassitiosally competitive. In sddition, the FOC is comtimuing to
inereass Conpatiticn sver 40wn 'O the lotal switeh by its recent reles on special
collovation and switihed opilotation. Sow waty previders of counpetiag secvices
can MOARically talh seaatade ¢f heee IRiee 2 YOt o B9 seen, But the
wppwrteaniny for iscreeskd teagetitise s Weing provised.
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provided flexibility to meet competitive pressures through pricing methods such = -

as those .ltl.bli.th.d in case lo. 18,309, and pricing flexibility for specific
services, such as Plexar, and more rscently by classifying SWB services as
transiticnally competitive (TC) or competitive (C) under the provisions of
Sections 392.361 and 392.370 enacted in 1987. SWB has not yet taken advantage
of the pricing flexibility provided by the TC/C classifications.

The Commissjion views an alternative regulation plan such as the ANF as
another method of providing flexibility for SWB to meat the new torms of competi-
tion. An alternative plan is not dictated by the level of competition but the
Commission, as discussed above, has historically attempted to provide flexibility
to meat competitive pressures when it can under its statutory authority. It
could be that SWE should avail itself of pricing flexibility under Chapter 392
rather than have an alternative plan approved, but the Commission finds that as
long as ratepaysrs arse protected and the asthod is consistent with the Commis-
sion‘s statutory authority, 5 should be offered different procedures for
mesting competitiom.

This is not to say that the Commission believes that there is a current
threat to 8WB's local emchange momopoly or to indicate that the Commission is
ingliined to allow competition in the iocal sschanges a8 proposed by ATSY. The
Commission, though, believes the changing telecommalicatione eavisronment requires
AGY APPTOAChes to regulation end whare consistent with the Commission‘s statutory
ohligations, rossonable anthods sheuld 3o aggroved. The Camission belleves that

regelatery responsibilicies.

Exaaniaka) Iaxines
Sevansl peevadirel Lntaes cemsis 2 b adlcesssd. e will
cliivsaut dve wetegt far e sotiee ©5 verike & pertios o Sekitiz 29, page SO,

ol v



3 The Cowmission ruled on several objections to the filing of

: ‘surrebuttal testimony of SWR to Staff’s surrebuttal testimony at the hear-
lnﬁ. : Onc objection was taken with the case. That objection was to a portion of
Exhibit 25 (SWS witness Barfield) related to stap-by-step and crossbar switches.
mmmmmmmxmmmmumofmwhymm
book additional depreciation reserves up to the unused inside wire amortization
to resclve the reserve deficisncy assoclated with Step~-By-Step and Crossbar
accounts. This agrsemsnt was made as part of the calculations for sharing in
Case FNo. T0~-30-1, the experimental incentive regulation plan.

Meither party saw fit to discuss this isswe in its Dbrief, so thw
Commission is uncertain whether the issue is still uaresclved. The Commission
will receive the testimony and will consider the testimony in this case for what
it is worth.

The Commission allowed for the filing of exhibite after the hearing by
NICPA and SWB. These have been sarked s# Exhibit 245 and 248, respectively.
Thess sxhibits will be received into the record.

he scensrion and responses will be marked s EBxhibhit 247 and will be
received imto the rwoond.

NICPA ebhjorts to the chanpes ande by ATET witaess Peuls ia Exhibits 130
and 1300 offered by ATET aftar the clase of hearing and the filing of brisfs.
S rOApaaste wite receivad Y HITPA‘e shiemticn. The Ceonmiseisa will swetain the
ohjoction siode wo perty songandied and the changes agpeer o be sigaificans.




All other motions or objections not ruled on specifically will be

deanied or overruled.

conolusions of Lav

The Missouri Public Service Commission has arrived at the following
conclusions of law.

The Commission has statutory suthority pursuant to Section 386.3%0 and
392.240 to hear and decide complaints alleging that SWE's rates are unrsasonable.
The statutes authorize the Commission to file a complajnt on its own motion as
to SWB’'s rates and tia Commission, by authorizing Staff’'s complaint, has taken
such action. As discussed in the beginning of this Report And Order, 3WB has
argued that the Commission did not specifically authorize Staff to bring the
complaint and sc this proceeding has been for nought. %The Commission concludes
that its actions in accepting Staff's complaint filing, ordering notioce and an
answver and then esetablishing a procedural schedule, clesarly indicate specific
authority to pursus thwm complaint. In addition, Staff has historically had
general authority to purswe complaints against regulated utilities. The Commis-
sion also believes that if WG thought the Commission’s actioas were beyond its
authority, SWB would have scwght &n ewxtraccdicary legal rwesdy from the Courts
0 prevent this peocesdiang fron going forwerd.

™e Commission, pursuast to Section 392.240, has ssthority based upon
a caomplaimt > determiae whethar the retse and charges of & telscommusications
congeny sath &b SEB are wajest, wiressesshis or otharwies wnlawtful, and it may
datersiae the (st and ressceablis ratas for ssrvioe of that campany.

PER, s & publie salovsmmmnivetiows siility, is owbjest ts Commisaisn
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mimqf SWE’s overall revenue requirement and the cc-l.uion decisions concern=
ing just and reasonable rates. In compliance with its statutory obligations, the
Commission has found that SWB’s revenue requirement should be reduced by
$84,617,000. This reduction is based upon the Commission’s review of all facts
pressented which have any bearing on a determination of the just and reascnable
rates.

In addition, the Commission has found that basad upon its responsi-
bility to set rates based upon all relevant factors, it could not approve SW3's
proposal to approve an alternative regulation plan as an extension of the
experimental incentive regulation plan. The Commission, though, coancludes that
it has the requisite statutory authority to approve an altarnative regulation
pPlan such as the ANP for SWB once it has reached a decision concerning sWi's
revenue requirement. Several parties, including the Attorney Genaral and MCTA,
have challenged this authority.

The sain argusents against the Commiselion’'s statutory authority to
adopt an alternative regulation plan are: (1) it viclates the prohibition
against single issue ratesaking, (2} it comnetitutes retroactive ratemaking,
(3) it contains an walawful morstorium provisioa, and (4) it creates a variable
rate scheme ia wioclation of Section 192.140.

The prisary chjectica to an alternstive regulation plan ls that it sets
Tatee doawd vpon a single factor, MOR, iz violation of the statwtory requireasnt
that rates 20 st besed on all releovemt fectose. OOKN v. PG, SB5 8.9.24 &)
(Mo. hane 1979). In the XX case the Rissouri Supreme Cosrt hald thet the
Compisaian Tould %3¢ apgewee o swtematie fesl adfssteemt cliouse (FAC) 4ia o
congany e tarif? atr wesid vaise e vedsse t9tee Need wpon eus fartor,
£.0<, Tl voats. I» this cass it is srgued that esvadiishiag & ehering gvis
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The MQcion is nry aware of the préhi.biti.en:aqunlt single issue
ratemaking, but does not believe the alternative regulation plan as dascribed in
this order violates that prohibition. Pirst of all, the slternative regulation
plan does not set rates. Mo rate is changed as a result of the plan and no
determination as to the overall level of rates is made. The sharing that would
occur under the plan is done through credits to a customer’s bill each yeax.
Thess credits are based upon SWB‘s ROE but the credits do not result in a rate
reduction, nor will rates increase if SWB fails tc earn at a certalin level.
Rates are set as found in this Report And Order and those rates will remain in
effeact until the Commission reviews SW3's rates in a subsegquent genaral rate
procesding.

Undarx the terma of the ANP approved by the Commission, Commission Staft
will audit awi’'e operations in four years to datarmine whather the rates set in
this Report And Order resain just and reasonable. If that audit resuits in a
procesding before the Commission, the Commission will then again deterwmine a
raascnable reveoue reguirement for SN and set just and reasonable rates based
upon that revenue requiremsnt. The Onamission belisves this review complies with
its statutory duty to smsure BNB‘e rates remdin a4t a ressonable level. Aay other
parscs or group of pereone asthorised by statwte say brimg & complaint aguisat
SH3°s rates during the duration of the plan. Thas, mo pereon is degrived of say
statutory right wsder the spproved plan.

™ha AP provides S S0l AMBUCrante thet it rotes will remsin ek a
certain level for the durstion of the pian, envept Cor complaists by porssns
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that customers should benefit from the additional flexibility afforded SWB and
the Commission’s forbearancs.

The sharing by SWB through customer credits is not retroactive ratemak-
ing as dascridbed in the UDOCCN case. 585 8.W.2d 58-59. SWE is not ordered to
reduce rates or refund past sxcess profits. The Commission will not order SWB
to share its sarnings through credits but has offered SWE this alternative to
meet the nead for flexibility expressed by 3WEB in this case. The Commission
could not order the credits, but it believes that ZWS may agree tc make the
credits as part of its accteptance of an alternative regulation plan such as tha
AMP.

The Commission is of the opinion that the ANP will not result in
variable rates or in unlawful moratoriume. As stated above, tha basic rates will
not be changed based upon SWB's sarnings and only the Commission is prevented
from £1ling & complaint against SWR's cates if the plan is accepted. RMegulatory
forbsarance for a reasonable period is clearly within the Commiesion’s discretion
and the Commission balisves that under current regulatory conditiona, five years
i® a reascnable paricd to maintain the rates set in this case.

The Attorney General aade the additional argument that allowing SWB to
uee encese Saraings to fund lavestsest ander an alternative plan without removing
the lnvestamst from rate base A8 & costribution in aid of comstructioa (CIAG),
is an abkdication of the Commission’s responeibility to set just and reasonsbls
e, The Comissicn dome Wt Deliieve the theary behind CIAC applise in thie
sivention. Umally CIAG isselves sithasr the comribetion %o & utility by a
cuptimar of taeilivtiss compuretad by (e tepayer oF 4 puyment tc the weility
for vesdtrestioe «f farilitise @ Ve vetephiper’e prenisss. Sere, there would
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valid, it could be extended to sharsholder returns above an authorized AOE even
without a plan. This type of sharsholder investment in facilities is not CIAC.

Based upon the foregoing conclusions of law, the Commission will order
SWE'’s rates reduced by $84,617,000. The reductions will be to those rates as
raflected in the Rate Design portion of this Report And Order. In addition, the
Commission has concluded that it could not adopt SWB‘s alternative regulation
plan proposal but will offer sWE, instead, a plan based upon paramesters the Com—
mission has found to be reasonable. If SWB agrees to the AMP as approved by the

Commission, it may commence operations under the AMP on Januvary 1, 1994.

IT I8 TEEREFORE ORDERED:

1. That Socuthwestern Bell Telephone Company shall file, for approval
of the Commission, tariffs designed to implemsnt ths reveaue reduction of
$84,617,000 and rate design ae described in thies Report And Ordex. The tariffe
will be for service rendared on and after January 1, 19%4.

2. That Scuthwestern Bell Telephone Company shall inform the Commias-
sion on or before Decembar 28, 1993, if it wil)l agres to the Accelerated
Modernisation Plan approved ia this Pepoct And Ocder.

3.  That Sowuthwestern Bell Telephons Comparny shall commit, as part of
the acceptance of the Accelerated Modernisetion Plaa, to (1) acoslerstion of the
elinination of parcty linee froms SMB’e eervice territory, (2) scceleration of
compliance with the remdizing reguirenssts of 4 CER 240-33.)00, to be in fel)
conplissee by Jely 1, 1993, and (J) the coustewction of & fider eptic iafre~
structur® Mtwaen ceutrel effices.

4. Tt a dovhart be daraby establiished fur the iavestipstien iste
e Coae e, TO-BE-I84.

.  Thee Babdldite J4%., 266, end 4T a0 havuly reosived Lote svidense.
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fn ATST Testimony filed

et Indepsndent Coin Payphone Association on October 5, 1993, be hereby

7. That any objections or motions not specifically ruled on in this
Report And Order be hersby overruled or denied.

8. That Southwestern Bell Telephona Company, if it agrees to opsrate
undexr the Accelerated Modernization Plan approved by the Commission, shall file
reports as described in this Report And Order on December 31 of each year of the

alternative regulation plan.
9. That Commiasion staff shall conduct an audit of the operations of

Scuthwestern Bell Telephone Company during calendar year 1997 if Southwestemn
Bell Telephone Company accepts the Accelerated Nodernizatiom Plan.
10. That any complaint filed based upon the auwdit ordered in ordared

paragraph 7 shall be filed during January 1998.
11. That this Report And Order shall becoms sffective on the let day

of January, 1994.
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