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SUMMARY

This report and order directs SBC to determine new rates for unbundled network elements by rerunning its cost studies using a weighted average cost of capital determined using a capital structure that includes 70 percent equity and 30 percent debt, along with a 13 percent cost of equity and a 7.18 percent cost of debt.      

FINDINGS OF FACT

The Missouri Public Service Commission, having considered all of the competent and substantial evidence upon the whole record, makes the following findings of fact.  The Commission in making this decision has considered the positions and arguments of all of the parties.  Failure to specifically address a piece of evidence, position or argument of any party does not indicate that the Commission has failed to consider relevant evidence, but indicates rather that the omitted material was not dispositive of this decision.

Procedural History
On August 6, 2002, in Case Number TO-2001-438, the Commission issued a report and order that decided some 356 separate issues identified by the parties regarding the prices that Southwestern Bell Telephone Company – now known as Southwestern Bell Telephone, L.P. d/b/a SBC Missouri – would be allowed to charge competitive local exchange carriers for the use of SBC’s unbundled network elements.  The August 6, 2002 report and order did not itself establish any prices, but ordered SBC to rerun its cost studies in compliance with the decisions in the report and order, to develop actual prices.  SBC did so, and filed the resulting prices with the Commission.  The Commission approved those prices in an order effective on June 27, 2003.

  SBC was dissatisfied with parts of the Commission’s decision in TO-2001-438 and appealed to the U.S. District Court for the Western District of Missouri on July 16, 2003.  SBC challenged the Commission’s determinations regarding (1) SBC’s capital structure; (2) SBC’s “fallout factor”; and (3) the cost of sixteen particular network elements.  On June 17, 2004, the District Court ruled on SBC’s motion for summary judgment.  The court denied SBC’s motion regarding the fallout factor and the cost of the particular network elements, but granted the motion regarding the capital structure that the Commission had ascribed to SBC.  The court vacated the Commission’s capital structure determination and remanded the case to the Commission for “reconsideration of the appropriate capital structure and resulting rates.”  After receiving the remand from the District Court, the Commission opened this case on August 3, 2004, to reconsider the remanded issue.     

After hearing arguments from the parties regarding the actions the Commission would need to take to reconsider the remanded issue, the Commission determined that it would not accept new evidence regarding SBC’s capital structure and would instead make its decision based on the record established in Case Number TO-2001-438.  The Commission directed the parties to file briefs by November 29.

The following parties filed briefs on November 29:  SBC Missouri; the Staff of the Commission; McLeodUSA Telecom Services, Inc.; and a group of competitive local exchange carriers referring to themselves simply as the CLECs.
  The Pager Company d/b/a The Pager and Phone Company filed an Amicus Curiae Brief on November 29, along with a motion for leave to file such brief.  No party has objected to that motion and it will be granted.

Capital Structure 

The District Court vacated the Commission’s determination of the appropriate capital structure to use in the calculation of the rates that SBC will be allowed to charge CLECs that wish to lease unbundled network elements from SBC’s telecommunications network.  Capital structure is one of the elements, along with the average cost of debt and the average cost of equity, used to determine the company’s weighted average cost of capital.  The weighted average cost of capital is then one factor used to determine SBC’s cost to provide those unbundled network elements.   

The formula for determining weighted cost of capital is: 

(forward–looking cost of debt x percentage of debt in the capital structure) + (forward-looking cost of equity x percentage of equity in the capital structure) = weighted average cost of capital.

The Commission must determine three factors to be used in that formula: the cost of debt, the cost of equity, and the percentage of each in the capital structure.  

In its August 2002 report and order, the Commission determined that SBC’s average cost of debt is 7.18 percent and that its average cost of equity is 13 percent.  Those determinations were not appealed and will not be revisited in this report and order.  The Commission’s August 2002 report and order required the use of a capital structure including 54 percent equity and 46 percent debt.  That capital structure was rejected by the District Court and must be revisited in this report and order. 

SBC, like most businesses, is financed by a combination of equity (common stock) and debt (including bonds and bank loans).  The relative percentage of debt and equity used to finance a business is referred to as its capital structure.  A company’s capital structure will vary depending upon the nature of the company’s business and the perception of investors regarding the risks associated with that business.

There are two sources of risk for a company:  operating risk and financial risk.  Operating risk results from the operation of the business.  It is affected by factors such as competition, technological change, customer acceptance of a company’s products, and variation in the costs of producing the company’s products.
  Financial risk is determined by the amount of debt in a company’s capital structure.  A company heavily financed with debt is perceived by lenders to be more financially risky than a company financed with equity.  Debt must be serviced on a prescribed schedule; whereas, a company has much more flexibility in determining the amount of dividends that it will pay to its equity holders.  Taking on more debt increases the risk that a company will not be able to meet its fixed obligation to service its debt; thus increasing the financial risk of the company.  

In deciding whether to invest in either the debt or equity of a company, investors will consider the total risk – both operating and financial – associated with the company.  Therefore, a company with low operating risk may be able to take on greater financial risk and still have a favorable total risk that would be attractive to investors.  That means that a company operating in a relatively stable business environment will be able to finance more of its costs through cheap, but risk increasing, debt.  A company subject to greater business risks must finance a greater percentage of its costs through higher priced, but less risky equity.  

The question of an appropriate capital structure for a company that only leases unbundled network elements on a wholesale basis is complicated by the fact that no such company exists in the real world.  The companies that actually lease unbundled network elements are incumbent local exchange carriers, such as SBC, and they are engaged in many other businesses, in addition to leasing unbundled network elements.  However, under TELRIC standards, the CLECs that lease unbundled network elements should not be required to pay for risks associated with other aspects of SBC’s business.  The Commission is therefore required to determine the cost of capital for a hypothetical version of SBC that is only in the business of leasing unbundled network elements to CLECs at wholesale. 

In its August 2002 report and order, the Commission concluded that a capital structure of 54 percent equity and 46 percent debt would be ascribed to SBC for purposes of leasing unbundled network elements.  That determination was based on the testimony of Staff’s witness Dr. Ben Johnson who testified that an appropriate capital structure for the hypothetical unbundled network elements wholesale provider could best be determined by using book value rather than market value for SBC’s equity.  The Commission accepted Johnson’s contention that the use of a book value capital structure for the hypothetical unbundled network elements wholesaling company would more closely approximate the monopolistic business of wholesale provisioning of unbundled network elements rather than the riskier business undertaken by telephone holding companies in the modern competitive environment.

On appeal, however, the District Court found that the capital structure accepted by the Commission, which was based on the book value of SBC’s stock, improperly considered embedded costs rather than forward-looking costs reflective of the existence of competition in the telecommunications market.  The court specifically held that the Commission could not use SBC’s book values even as a starting point for determining the appropriate capital structure.  Therefore, on remand, the Commission must reject the capital structure testimony of Staff’s witness.

In addition to Staff’s witness’ testimony on capital structure, which must be rejected, the record contains testimony from two witnesses regarding capital structure.  SBC’s witness Dr. William Avera recommended a capital structure containing 86 percent equity and 14 percent debt.  Avera based his recommendation on the average market-based capital structure – measured as of December 31, 1998 – of a group of seven local exchange companies that he found to be comparable to SBC.
   

The witness offered by the CLECs, John Hirshleifer, recommended a capital structure containing 65.5 percent equity and 34.5 percent debt.  Mirroring Avera, Hirshleifer based his recommendation on the average capital structure of a group of comparable local exchange companies, although he measured his group as of June 30, 2000.  That group of comparable companies showed a market-based capital structure containing 80 percent equity and 20 percent debt.

Hirshleifer did not stop there, however.  He explained that the 80 percent equity and 20 percent debt average capital structure that he had measured was the average capital structure of a group of diversified telecommunications service providers similar to SBC.  It was not a measurement of the capital structure of a company that exclusively provides unbundled network elements, because no such company exists.  Hirshleifer argued that a hypothetical company that provides only unbundled network elements would be less risky than a more diversified company because the incumbent LEC controls the only available network from which unbundled network elements can be leased, and thus does not face competition for its services.  A diversified company provides many services in a competitive market and thus faces more risk.  Since the hypothetical company would face less risk, Hirshleifer contends that it could use more relatively cheap debt in its capital structure and still attract investment.   

To account for this lesser risk for his hypothetical unbundled network elements provider, Hirshleifer adjusts his proposed capital structure by averaging the 20 percent market-based debt structure of his comparable group of incumbent LECs against the 49 percent book-value debt structure of the same comparable group of incumbent LECs.  In this way, he arrives at a recommended capital structure containing 34.5 percent debt and 65.5 percent equity.

Hirshleifer’s proposed adjustment must be rejected because it uses embedded book value as the basis for deriving the capital structure of his hypothetical company.  The District Court, in remanding this case, made it quite clear that the TELRIC methodology that this Commission must use in determining the rates that can be charged for the leasing of unbundled network elements, does not permit the use of historical book values.  The District Court explicitly stated that FCC regulations
 do not permit a state commission to use an incumbent LEC’s book values even as a starting point for cost of capital determinations.
  On that basis, the District Court rejected this Commission’s initial determination of capital structure.  Hirshleifer’s method of adjusting his proposed capital structure would again use book values in its consideration of an appropriate capital structure.  Based on the FCC’s regulations, as explained by the District Court, that adjustment must be rejected.

However, while Hirshleifer’s proposed capital structure is tainted by his use of book values and must be rejected, the problem that he identified with SBC’s proposed capital structure still remains.  The risks faced by the large holding companies included in either Hirshleifer’s or Avera’s comparable group of companies simply is not the same as the risk that would be faced by a hypothetical company that only leases unbundled network elements.  Large telecommunications holding companies include many businesses that are much more risky than leasing unbundled network elements.  For example, they offer risky services that include wireless communications, long distance services, internet services, cable television services, telecommunications equipment, messaging, paging, directory advertising and publishing, and international business efforts.
  It would be inappropriate and unfair to simply accept the capital structure recommended by Avera without making some adjustment for the differences in risk.

 Since the capital structure of a hypothetical company that only leases unbundled network elements is necessarily hypothetical, there can be no single “correct” capital structure.  The Commission must do its best to establish a level of debt and equity for this hypothetical capital structure that reflects the risk of providing unbundled network elements in a forward-looking, TELRIC-compliant environment.  Based on its consideration of those factors, the Commission concludes that a hypothetical capital structure containing 70 percent equity and 30 percent debt is appropriate.        

CONCLUSIONS OF LAW

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

1.
The Commission has jurisdiction over this matter pursuant to Section 252 of the federal Telecommunications Act of 1996,
 which authorizes states to set rates for unbundled network elements that must be provided by certain incumbent local exchange companies including SBC.

2.
SBC, as a provider of local exchange and intraLATA long-distance telecommunications service, is a “telecommunications company,” as defined by Section 386.020(51), RSMo 2000, and a “public utility,” as defined by Section 386.020(42), RSMo

2000.  SBC is therefore subject to the jurisdiction of the Commission under Section 386.250(2), RSMo 2000.  In the terms of the Telecommunications Act of 1996, SBC is a Bell operating company (BOC)
 and an incumbent local exchange carrier (ILEC).

3.
Each of the other telecommunications carriers that are parties to this proceeding is also a “public utility” and a “telecommunications company” as defined by Sections 386.020, (42) and (51), RSMo 2000, and is subject to the jurisdiction of this Commission under Section 386.250(2), RSMo 2000.

4.
The pricing standard for the rates at issue in this case is established by the Federal Communications Commission in 47 C.F.R. Section 51.505.
  That regulation requires that rates for unbundled network elements be based upon forward-looking economic costs.  The FCC’s rules prescribe a forward-looking cost methodology known as “total element long-run incremental costs” (“TELRIC”).  “TELRIC” is defined in that regulation as:

(b)
Total element long-run incremental cost.  The total element long-run incremental cost of an element is the forward-looking cost over the long run of the total quantity of the facilities and functions that are directly attributable to, or reasonably identifiable as incremental to, such element, calculated taking as a given the incumbent LEC’s provision of other elements.


(1)
Efficient network configuration.  The total element long-run incremental cost of an element should be measured based on the use of the most efficient telecommunications technology currently available and the lowest cost network configuration, given the existing location of the incumbent LEC’s wire centers.


(2)
Forward-looking cost of capital.  The forward-looking cost of capital shall be used in calculating the total element long-run incremental cost of an element. 


(3)
Depreciation rates.  The depreciation rates used in calculating forward-looking economic costs of elements shall be economic depreciation rates.

5.
47 C.F.R. Section 51.505(c) defines a “reasonable allocation of forward-looking common costs” as:

(1) Forward-looking common costs.  Forward-looking common costs are economic costs efficiently incurred in providing a group of elements or services (which may include all elements or services provided by the incumbent LEC) that cannot be attributed directly to individual elements or services. 

(2) Reasonable allocation.  (i) The sum of a reasonable allocation of forward-looking common costs and the total element long-run incremental cost of an element shall not exceed the stand-alone costs associated with the element. In this context, stand-alone costs are the total forward-looking costs, including corporate costs, that would be incurred to produce a given element if that element were provided by an efficient firm that produced nothing but the given element.  

(ii) The sum of the allocation of forward-looking common costs for all elements and services shall equal the total forward-looking common costs, exclusive of retail costs, attributable to operating the incumbent LEC’s total network, so as to provide all the elements and services offered.

6. 47 C.F.R. Section 51.505(d) sets out the factors that may not be considered

in a calculation of the forward-looking economic cost of an element:

(1) Embedded costs.  Embedded costs are the costs that the incumbent LEC incurred in the past and that are recorded in the incumbent LEC’s books of accounts;

(2) Retail costs.  Retail costs include the costs of marketing, billing, collection, and other costs associated with offering retail telecommunications services to subscribers who are not telecommunications carriers, described in §51.609;

(3) Opportunity costs.  Opportunity costs include the revenues that the incumbent LEC would have received for the sale of telecommunications services, in the absence of competition from telecommunications carriers that purchase elements; and

(4) Revenues to subsidize other services.  Revenues to subsidize other services include revenues associated with elements or

telecommunications service offerings other than the element for which a rate is being established.

7.
47 C.F.R. §51.505(e) provides that:

An incumbent LEC must prove to the State Commission that the rates for each element it offers do not exceed the forward-looking economic cost per unit of providing the element, using a cost study that complies with the methodology set forth in this section and §51.511. 

This regulation means that SBC, as the incumbent LEC, has both the burden of production and the burden of persuasion on the issue of whether its proposed rates comply with the forward-looking TELRIC methodology prescribed by the FCC.  

8.
Any decision of the Public Service Commission must be both lawful and reasonable.
  The lawfulness of a decision is determined from the statutory authority of

the Commission.
  For a decision of the Commission to be reasonable, it must be supported by competent and substantial evidence on the whole record.
 

DECISION

After applying the facts as it has found them to its conclusions of law, the Commission has reached the following decisions regarding the issues identified by the parties.  

Capital Structure

SBC will be directed to use a capital structure including 70 percent equity and 30 percent debt, along with the previously decided 13 percent cost of equity and the 7.18 percent cost of debt, to determine a weighted average cost of capital.  SBC will then be

directed to use that weighted average cost of capital to rerun its cost studies for those rates affected by the weighted cost of capital, to determine new rates for the affected unbundled network elements.      

Retroactive Effect of the Revised Final Rates 

The capital structure issue was the only issue remanded to this Commission by the District Court.  As indicated, SBC will be directed to rerun its cost studies to arrive at revised rates that will then be included in the M2A that is available for adoption by interested CLECs.   But the M2A is set to expire in March of 2005, so the revised rates that will result from this decision will have little prospective effect.  The Commission was concerned about the prospective or retroactive effect of its order in this case and directed the parties to address that question in their briefs.   

The parties disagree about whether the revised rates that will be established as a result of this case will have any retroactive effect.  The CLECs and Staff contend that the revised rates will have a prospective effect only.  SBC argues that the rate changes that will result from the revisions to the capital structure should apply back to correct the rates that the Commission set in its original order.  SBC would, in effect, require a true-up going back to the date that the Commission’s order establishing permanent rates was entered, June 17, 2003, plus an additional six months, to correct the true-up that was conducted at that time.  That would result in a new true-up back to December 27, 2002.  In other words, the rates that would result from the Commission’s decision in this case would apply back to December 27, 2002, and the CLECs would be required to pay SBC the difference between those rates and the rates that were ordered in June 2003.  

While ultimately the question of the retroactive effect of the rates established in this order may come back to the Commission for resolution, it may not be an issue that the Commission can finally resolve in this order.  The purpose of this case is to establish permanent rates for certain UNEs to be included in the model interconnection agreement known as the M2A, and the Commission will do so.  But, while the Commission can make changes to the model M2A, when that agreement is adopted to create an interconnection between a CLEC and SBC, it becomes a private contract between the companies.  The Commission does not have the authority to summarily amend those existing interconnection agreements. 

Those interconnection agreements contain various change-of-law provisions that may allow them to be revised to include the rates that will be established in this case.  If SBC decides that revision of the rates contained in those interconnection agreements is needed, it may pursue such revisions in an appropriate forum, perhaps including before this Commission.  However, not all the companies that have adopted the M2A for purpose of interconnecting with SBC are parties to this case, and the Commission cannot adjudicate their rights under those agreements without notice and an opportunity to be heard.    

The Commission does not, however, believe that the language of the M2A allows for more than one true-up.  That true-up took place in June 2003, after the Commission approved final rates in TO-2001-438.  Consequently, this order, and the rates that will be established as a result of this order, will only have prospective effect.    

IT IS THEREFORE ORDERED:

1.
That the Petition of the Pager Company for Leave to File a Brief as Amicus Curiae is granted. 

2.
That Southwestern Bell Telephone, L.P. d/b/a SBC Missouri shall rerun its cost studies in compliance with the decisions set forth by the Commission in this report and order.

3. That no later than January 28, 2005, Southwestern Bell Telephone, L.P. d/b/a SBC Missouri shall file the results of its revised cost studies and the UNE prices that result from those revised studies. 

4. That any party that wishes to file a response to Southwestern Bell Telephone, L.P. d/b/a SBC Missouri’s filing pursuant the previous paragraph shall do so not later than February 28, 2005.  

5.
That this Report and Order shall become effective on January 7, 2005.

BY THE COMMISSION

Dale Hardy Roberts

Secretary/Chief Regulatory Law Judge

( S E A L )

Gaw, Ch., Clayton and Appling, CC., concur;
Murray and Davis, CC., dissent, with 

dissenting opinion attached;
certify compliance with the provisions of 

Section 536.080, RSMo 2000. 

Dated at Jefferson City, Missouri,

on this 28th day of December, 2004.
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