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REPQRT AND ORDER

On February 16, 1982, Southwestern Bell Teléphone Company filed with the
Commission proposed revised tariff sheets designed ‘to permanently increase annual
revenues for intrastate telecommunications services in the State of Missouri by
$147.1 million. The proposed tariffs bore a requested effective date of Mﬁrch 18,
1982, By its "Suspension Order" issued February 23, 1982, the Cdmmission suspended
the revised tariff sheets for 120 days beyond March 18, 1982, until July 16, 1982,
and assigned Case No. TR-82-199 to the proposed tariff sheets. On March 23, 1982,
the Commission further suspended the revised bariff sheets for six months beyond
July 16, 1982, until January 16, 1983,

The complete procedural history of the case is summarized in the Hearing
Memorandum in this case, Joint Exhibit No. 3.

Local public hearings were held in this case on Aughst-16? 1982, at

Sedalia, Missouri; on August 20, 1982, at Springfield, Missouri; on August 23, 1982,



at Kansas City, Missouri; on August 26, 1982, at Cape Girardeau, Missouri; and on
August 27, 1982, at St. Louis City and St. Louis Coun;y, Missouri. The Company
providéd'noticé of these'ioéal héérihgs td ifs custéﬁérs as”diréeted”5§mfhe o
Commission and in compliance with 4 CSR 240-2,110(12).

The formal evidentiary hearings in this case were held in the Commission's
hearing room in Jefferson City, Missouri, commencing on September 20, 1982, and
concluding on October 8,_1982.

The United States Department of Defense (hereinafteb, Defense), the State
of MiSSOuri_(héreinafter, State), St. Louis County, Missouri, the City -of St; Louis,
Missouri, the Missouri Hotel and Motel Association (hereinafter, Hotel and Motel),
the Missouri Retailers Association, Missouri Public Interest Research Group
(hereinafter, MoPIRG), American District Telegraph Company, the City of Trenton,
Missouri, the Missouri Alarm Association (hereinafter, MAA), and General Telephone
Company of the MiQWest were granted leave to intervene in this broéeeding.
Subsequently, the Missouri Retailers.Assoe;atipn and American District Telegraph
Company withdfew from the case. The Staff of the Public Service Commission, and the
Office of Public Counsel, .-n'so fully participated in this case.

A true-up heéring was held in the Commission's hearing room in
Jefferson City on November 23, 1982, pursuant to Section XI (pp. 17 through 24) of
the Hearing Memorandum in this case (Joint Exhibit No. 3).

| Upon the conclusion-of the presentation of evidence in this matter, a

briefing schedule was established calling for the submission of simultaneous initial

~briefs by the parties to this proceeding on or before Qctober 29, 1982, and the

filing of simultaneous reply briefs on or before November 12, 1982. Subsequently,
the dates were modified to November 1, 1982, for the filing of initial briefs, and
November 15, 1982, for the filing of reply briefs. Initial briefs were filed by the
Company,‘the Staff, Public Counsel, the City of Trenton, the Department of Defense,

Missouri Hotel and Motel Association, Missouri Alarm Association and the State of
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Missouri. Reply briefs were filed on behalf of the Company, the Staff, Public
Counsel, Missouri Hotel and Motel Association, Missouri Alarm Association, and the

Department of Defense.

Findings of Fact

I. The Company

Southwestern Bell Telephone Company (hereinafter referred to as SWB,
Southwestern Bell or Company) is a public utility corporation duly organized and
egisting under the laws of the State of Missouri. Southwestern Bell is a telephone
corporation as defined in Chapters 386 and 392, R.S.Mo. 1978, with its headquarters
and principal place of business located at 1010 Pine Street, St. Louis; Missouri.
Southwestern Bell is a wholly-ouwned subsidiary of-American Teiephone & Telegraph
Company (AT&T} and is one of the Bell System's 23 operating companies. SWB provides
telecommnications services throughout the states of Missouri, Kansas, Arkansas,
Oklahoma and Texas. As of April 30, 1982, the Company héd approximately 1,500,000
reﬁstomers in the State of Missouri located in 166 exchanges. The Company serves
approximately 3,200,000 teiephones in its exchénges and, as of the end of the test
year in this case, had a work force of some 14,686 employees. Southwesfern Bell's
Missouri intrastate operations are subject to the jurisdiction of this Commission.

II., Elements. of Cost of Service

Southwestern Bellt's authorized rates aré generally based on its cost of‘
gervice or revenue requirement. As elements of its revenue requirement, the Company
is authorized to recover a;l of its reasonable and neceséary operating expenses and,
in addition, a'feasonable rate of return on the value of its property used in public
service. It is necessary, therefore, to establish the value of the Coﬁpany's
propefty and to establish a reasonable rate of return to be applied to the value of
its property or rate base which, when added to the operating expenses, results in the
total revenue requirement of the Company. By caldulating the Company's reasonable

level of earnings, it is possible to determine the existence and extent of any
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deficiency between the present earnings and any revenue requirement to be allowed as
additional revenue in any rate proceeding.

I1I, Test Year and True-up

The purpose of using a test year is to constrqct a reasonably expected
level of revenues, expenses and investment during the future period for which the
rates to be determined herein will be in effect. Aspects of the test year operations
may be adjusted upward or downward in order to arrive at a prober allowable level of
all of the elements of the Company's operations.

All of the parties to this proceeding have agreed to utilize as a test year
the 12smon£h period ending Apri; 30, 1982, as updated for known and measurable
changes through September 30, 1982. The updating methodology and procedure was

agreed to in the Hearing Memorandum {Joint Exhibit No. 3), Section XI, at pages 17

“through 24. Staff and Company performed a "true-up" audit designed to recalculate

Staff's and Company's presentations based upon actual operating data for the 1?
months ending September 30, 1982. The results of this true-up audit wereApresented
to the Commission at the true-up hearing on November 23, 1982. The record of that
hesring and the results of the true-up audit constitute a portion of the record in
this case. -

IV, Net Operating Income

A. License Contract

The Company has. included in its test year expenses in this case $16,928,771
for services rendered to it by American Telephone.& Telegraph Company (AT&T) under
the License Contract. Under the License Contract, AT&T agrees to provide to the Bell
Operating Companiés (BOCS), including Southwestern Bell, the use of patents; to
conduot.research on behalf of BOCs; and to provide advice and assistance to the BOCs.
Sonme of these services are provided by the AT&T general departments, and some by Bell

Telephone Laboratories (hereinafter, "Bell Labs"), Bell Labs is owned 50 percent by

AT4T and 50 percent by Western Electric Company. The function of Bell Labs is to
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conduct research, systems engineering, development and design work for systemser
Western Electric Company is entirely owned by AT&T. Hestern's fﬁnction within the
Bell System is to manufacture, purchase, install and repair apparatﬁs, equipment and
supplies used by the System. AT&T also owns a majority of the capital stock of
Southwestern Bell and all of the Bell Operating Companies exceptltwo.' AT&T further
owns and operates the long distance network of the Bell System through the Long Lines.
Department. '

In the instant case, the Staff and Public Counsel recommend the
disallowance of $4,132,663 of the Company's operating exXpenses which Staff and Public
Counsel believe are ownership costs related to AT&T's function as a "helding
company".. The Staff further recommends the capitalization gnd amortization of
$6,194,142, which Staff believes represents "product-related" eoéts,_current
expenditures benefiting future periods, or éimilar costs that Southwestern:Bellrwould
capitalize itself. Publi¢ Counsel proposes that, of the $6,194,142 which Staff
proposes to capitalize and amortize, the $4,418,421 relaﬁing to Bell Labs' R&SE
should be disallowed entirely as "product-related!" costs which benefit Westéfn
Electric. The Company opposes the‘adjustments recommended by the Staff and Public
Counsel, both in principle and amount.

1. Proposed Disallowance of '"Ownership Costs" -

It is Staff's position that AT&T uses'the License Contract to recover costs
related to activities motivated by and serving the 100 percent ownership interest of
the BOCs, including Southwestern Bell. The crux of Staff's position is that AT&T is
a Yholding company", as well as a providgr of services to the BOCs, and that pgrt of
the License Contract expénse of Southwestern Bell is used for the performance of
AT&T*s ownership or holding company function. Because of the License Contract, Staff
contends, AT&T absorbs no "ownership costs" to be offset against investment inéome.
The BOCs; including Southwestern Bell, should not bear these "ownership costs“

through the License Contract; in Staff's view.
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Staffl seeks the disallowance of the following operating expenses in this
case which Staff identifies as being holding company or ownership costs: (1) below-
“the=line expenses; (2) taxes incurred to run a holding ébmpéhyi'(3)'éﬁtitruét coéts;
(4) costs incurred to run a holding company; (5) costs incurred to form American
Bell, Inc., and position the Bell System for divestiture; and (6) costs assoéiated
with HR 5158 (proposed legislation in the United States House of Representatives).

Fublic Counsel presented evidence recommending 100 percent disallowance of
License Contract expenses associated with: (1) the corporate accounting and
© auditors' fees segments of the Comptroller's Department; (2) the directors' fees,
annual report and stockholders meetings segments of the Executive Department;

(3} departments whose primary activity is to enhance shareholder relations or protect
shareholder interests in AT&T, as determined from budget decision packages;

(4) AT&T's participation in the Department of Justice antitrust suit against AT&T;
and (5) the Public Affairs Départment and various charitable contributions made by
AT&T. Staff, Public Counsel and the Company all concur in this last disallowance.
Public Counsel asserts that the expenses relating to items (1) and (2) are primarily
related to fUrthering AT&T's holding company interests rather than providing advice
and assistance to the BOCs. .Pﬁblic‘Counsel agreed with the Staff's reasoning for its
proposed disallowande of costs éssociéted with the Department of Justice antitrust
suit. Public Counsel also recommended a 50 percent disallowance of License Contract
expenses assoclated with departments which provide a significant amoﬁnt of advice and
~ assistance while atlthe same time serving holding company functions.

Howe\fer*, in the Hearing Memorandum (Joint;, Exhibit No. 3}, Publie Counsel
has joined in Staff's recommended disallowance of alleged holding company costs,

Public Counsel analogizes the ownership costs incurred 5y AT&T in
managing its investment in the BOCs to the expenses incurred by a mutual fund in
managing its portfolic. In the case of a mutual fund, these management expenses are

paid by individuals who invest in the fund rather than by the companies in which the
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fund holds shares. Similarly, Public Counsel asserts, it is AT&T and not the BOCs
which should properly bear the maﬁagement or ownership costs éssociated with the
former's investment in the latter. AT&T does function as a centralized general
administration with the goal of protecting the integrity of the shareowners!
investment. As a general rule, control of the BOCs by the AT&T general departments
will be the greatest in matters directly affecting shareholders, The BOCs do not
have control over License Contract expenditures. Further, AT&T has never permitted a
représentative from a BOC to sit on the corporate committee which has_exclusiVe
authority to'allocate the costs of License Contract expenditures. An additional
element of AT&T's ownership function in relation t¢ the BOCs is the fact that AT&T
requires—Southwes;ern Belllto submit annual "five-year plan" budgetary documents
containing the Company's proposed earnings eétimate-for the upcoming year. After
reviewing this document, AT&T recommends the earnings levels to be attained by the
~ Company during the subsequent year, |

Prior to 1974, the method of billing under the License Contract resulted in
deficits to AT&T requifing the absorption by AT&T of a portion of the Géneral
Department costs, which then were offset against investment income. This absorptien
of ownership costs was eliminated in 1974 when AT&T changed to a 100 percent
allocated-cost basis for billing under the License Contract. Therefore, since 197U
all costs are deemed to be incurred by AT&T to provide centralized services to the
BOCs, and ownership costs are no longer recognized by AT&T. |

Southwestern Bell‘é original filing in this case placed two elements of its
License Contract payment "below the line", i.e., not to be included in the net
operating income (NOI) amount used to determine the revenue requirement of.fhe
Company. Those two elements of the License Contract payment related to
contributions, and AT&T's Public Affairs Department'(wﬁich.engages in lobbying).

Both Staff and Public Counsel accepted these two disallowances, as does the

Commission.
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The second item (taxes incurred to run a holding company) contains two
¢lements: the alloéafed costs of (1) New York State franchise taxes, and (2) the
“factor-up ‘for federal income taxes dﬁmthé“héturﬁmon.iﬁveséﬁént:””Stéééwﬁaé proﬁssed
that Southyestern Bell reéover that portion of franchise taxes allocated to those
AT&T assets in New York that are necessary for the provision of advice and assistance
to the BOCs, Thus, Staff is not proposing a 100 percent disallowance of New York
State franchise taxes. It is apparent that AT&T's total New York State franchise tax
expenge is not attributable to ﬁhe provision of License Contract services to
. Southwestern Bell, and that AT&T's ownership of New York Telephcone Company is &
substantial basis for the tax. Thg Commission finds and concludes that the Company
has failed to meet its burden of proving that the portion of the License Contract
eipense related to New York State franchise taxes which Staff seeks to disallow is
Just and reasonable. Staff's adjustment is therefore approved.

Staff also contends thaf it is not appropriate to include an income tax
factof—up Secause the assets employed in furnishing License Contract services provide
AT&T with tax benefits'sufficient to offset any tax liability. If this portion of
SWB's-License Contract expense were allowed, it would permit AT&T to pass through to
‘Missouri ratepayers via the License Contract the effects of normaliza;ion of a tax
tiﬁing differencg when the Commission has determined that flow-through of such
benefits is the preferred method for SWB in this case. (See Section IV.K.2, below).
' The Commission-finds and concludes that since it has determined herein that flow-
through treatment should apply to SWB tax timing differences which are not restricted
by the IRS, it would be inappropriate to allow AT&T to recover from Missouri
ratepayers the effects of normalization of this item through the License Contract.

Concerning “antitrust costs", the Staff contends that Southwestern Bell is
being billed through the License Contraét for AT&T's defense of the antitrust lawsuit
filed by the United States Department of Justice in 1974 which resulted in 1982 in

what is widely known as the Modified Final Judgment (MFJ), discussed in more detail
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below in Section XV, "Public Counsel Motion For Separate Docket". Staff argues that

AT&T's defense of this lawsuit is a direct result of its ownership of subsidiaries
such as SWB. The Staff contends that this integrated structure, and not the
provision of advice and assistance, is the basis of the lawsuit. The Staff further
contends that-AT&T's defense was primarily conducted for the long-range benefit of
AT&T and not of SWB. Indeed, the decision to settle the lawsuit énd divest the BOCs
was made by AT&T without input from Southwestern Bell. |

The Commissiﬁn finds and concludes that the Company has failed to meet its
burden of proving that the inclusion in Missouri intrastate rates of License Contract
expenses related to AT&T's defense of the Department of Justicé antitrust suit is
just and reasonable. The Commission notes that this determination is consistént with
that of a number of other state regulatory commiszsions. | |

The Staff identifies various AT&T costs as'"costé.incurred to run a holding
company": (1) public Pelatioﬁ and employee information costs that are associated
with Bell System exhibit, display and informa tional materialj; (2) comptrollers' costs
for.performance of corporate accounting; (3) treasury costs which service securities;
(4) secretary costs; and (5) executive costs associated with director fees, annual
reports and stockholders meetings. Staff proposes to ﬂisallow only 50 percént of
these eipenses, in order to give weight to the duality of AT&T's relationships with
SWEB as both owner and service company. The Commission finds and concludes that the
Staff has identified particular categories of costs which are, in part, associated
with AT&T's corporate function as an owner of subsidiary companies, including
Southwestern Bell. 1In the absence of any evidence that a wmore precise allocation can
be made within the accpunts identified by the Staff between holding company costs and
costs related to AT&T's service function, the Commission finds and concludes that the
50 percent disallowance of such costs is a reasonable allocation. This.detefmination
is consistent with the Oommission's findings in P.S.C. Case No. 18,660 (December
1976), P.S.C. Case No. TR-79-213 (March 1980}, and P.S.C. Case No. TR-81-208

(November 1981).
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Staff further contends that AT&T is currently engaged in activities
designed to prepare itself for the start-up of American Bell, Inc. (the fully
. separated subsidiary or FSS required by the FCC's decision in Computer Inquiry II),
ahd divestiture of the BOCs as required by the Modified Final Judgment. The Staff
asserts that some of these costs are being funded by SWB through the License
Contract. The following AT&T general departments are primarily associated with the
F3S: Businegs Marketing, Business Services, and Residence Marketing and Services.
While AT&T has excluded $4.9 million from these departments, it has collected
$125.8 million through the License Contract from these three departments for the year
ending February 1982. These three departments will report to the head of the new
FSS. The Commission finds and concludes that License Contract expenses related to
those three general departments should be excluded from Southwestern Bell's operating
expenses in order to prevent AT&T from recovering costs associated with an
unregulated subsidiary from SWB's regulated ratepayers.

" Further, AT&T has not excluded any MFJ costslfrom the License Contract.

The Directofy and Material Logistieslgeneral departments are associated_witﬁ the
divestiture or MFJ. Furthér, all AT&T general departments made contributions to the
development of AT&T's Divestiture Guidelines and the costs associated with these
guidelines were not excluded from the License Contract by AT&T. The Commission finds
and concludes tha£ these License Contract expenses of SWB should be disallowed as
operating expenses in this case. The Company has not met its burden of proving that
Licenge Contract expenses'related to the formation of the FSS and to preparation of
the Bell System for divestiture are Jjust and reascnable for inclusion in the rates of
Missouri ratepayers.

Staff also identifies costs incurred by AT&T to oppose legislation proposed
in the United States House of Representatives (HR 5158, the "Wirth Bill") as an
example of AT&T holding company or ownership costs which should not be allowed in

SWB's License Contract expenses. Staff presented testimony on that subject in order
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to butiress the Staff's argument that AT&T acts as a holding combany. However, Staff
did not recommend an adjustment to License Contract expense for this item, since
those expenses were excluded from License Contract billing.

In summary, the Commission finds and concludes that AT&T, as the owner of
Southwestern Bell, does exercise ownership and management functions with regard to
Southwestern Bell, and that AT&T's relationship with Southwestern Bell is, in part,
in the nature of a holding company. The Commission further finds and concludes that
the operating expense adjustment proposed by the Staff relating to License Cbntract
expenses baid by Southwestern Bell to ATAT for ownership costs is Just and
reasonable, and should be approved.

2. Prdposed Capitalization and Amortization

In addition to its proposed exclusion of certain License Contract expenses-
as just discussed, the Staff proposes as well to capitalize certain AT&T General
Deparﬁment expenditures which Staff asserts will benefit fubture pericds and are
therefore capital in ﬁature; and capitalize a portion of Bell Telephone Laboratories'
(Bell Labs) Research and Systems Engineering (R&SE)} éxpenditures billed through the
License Contract. The Staff argues that some benefits of current General Department
and R&SE activities will be realized in the future and that their costs, therefore,
should be spread over the periods benefited. Staff also argues that a portion of the
costs which it seeks to have capitalized are in part "product-related", i.e.,
research costs reléted to the development and manufacture of prodﬁcts which, when
conducted by a competitive manufacturer, must be recovered through the price of the
product sold. In addition, Staff's proposal is designed to eliminate the
inconsistency in Company's existing accounting for construction-related cosﬁs which,
when incurred directly by SWB, are partially capitalized on the books while the same
types of costs, when incurred by AT&T and flowed through the Licenée'Contract, are

charged to current expense.
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a. Capitalization of AT&T General Department Expenditures

A portion of AT&T Geﬁeral Department activities are devoted to the
_centralized planning-and design-of telecommunications facilities and the overall
administration of Bell System operations, including construction management at the
System level. The costs of these acti%ities are analogous to the engineering and
administrative construction overhead costs that are incurred on a more localized
level directly by Southwestern Bell and which are capitalized by Southwestern Bell.
Included within tﬁis description are certain activities of the AT&T General
Department, namely: Network Segment of Network Services, Planning and Design;
Financial Accounting; Distribution Plant; and Methods Fbr Distribution and Central
Office Services. Public Counsel supports the Staff's proposal on this subissue,
which would result iﬁ the capitalization of $1,715,718 of AT&T General Department
expenses pald by SWB through the License Contract.

The Commission finds and concludes that Staff's proposal is reasonable and
should be approved. This portion of SWB's‘License Contract expense is directly
related to activitiés of construction engineering and supgrvision. If those
activities were performed by SWB, the costs would be capitalized in recognition of
the capital nature of such costs. To allow such costs to be expensed when provided
to SWB and paid for by SHB'through the License Contract, would be inconsistent and
unreasonable. Further, since the benefits of these activitigs will be enjoyed in
fgture periﬁds, capitalization is.appropriate.

b. Bell Laboratories Research and Systems PEngineering (R&SE)

Bell Labs was formed as a corporate entity in 1925 in order to provide the
technical expertise required to operate the Bell System. Ag stated prev10u§ly, Bell
Labs is owned 50 percent by AT&T and 50 percent by Western Electric, and Western
Electric ‘is owned entirely by AT&T. Research and Systems Engineering (R&SE)'work at
Bell Labs inclﬁdes enéineering the nétwork to meet demand and to introduce new

technologies for growth, improved service or reduced costs. R&SE also includes
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undertaking research to understand basic scientific principles which have
traditionally been applied to improve products or processes in periods subseqhent to
fundamental discoveries. Under the present License Contract billing arrangement, all
R&SE costs incurred by Bell Labs are allocated to AT&T's Long Lines Department and to
the BOCs, rather than to Western Electric, on the premisé that such activity is
unrelated to product development and principally benefits the BOCs. Bell Labs also
perforns functions which are designated as Specific Design and.Development {SD&D).
Bell Labs' SD&D work is funded by Western Electric.

Staff and Public Counsel allege that there is a direct relationship betweer
the SD&D work funded by Western Electric and the R&SE functions to which Socuthwesterny
Bell contributes through the License Contract. Therefore; thOSe'parties allege that
a significant portion of R&SE activity is inseparable from the product develOpﬁent
process, Staff urges that the bortion of SWB's License Contfact éxpense which is
related to R&SE activities at Bell Labs should be capitalized. Public Counsel, on
the other hand, urges that those costs be disallowed in.their entirety rather than
capitalized.

Staff examined R&SE and SD&D case authorizations. Its review of SD&D case
authorizations was conducted at Western Electric's premises in New York. 1In
addition, Staff reviewed technical papers and memoranda pertaining to R&SE and SD&D
cases at Bell Labs' locations in New Jersey. Staff concluded from its audit that the
purpose of Bell Labs is to produce marketable products sincé, in Staff's opinion, the
majority of work performed at Bell Labs is directlyrfocused for ultimate application
ﬁn telecommunications products. "Bell Labs' sclentists may work on R&SE cases at éne
time and SD&D cases at another. Bell lLabs' scientists who worked on R&SE caases
studied by the Staff or were on the copy distribution list for such cases were alsg
on the copy distribution 1list for the eounterpart'SD&D cases. Staff contends that 5
continuum exists between R&SE and SD&D which phe Cgmpany does not acknowledge. To

the degree that nonspecific research (part of R&SE) benefits the telecommunicétioms
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user, it invariably does so through telecommunications products and systems. The
R&SE éctivities charged to the BOCs are the forerunners of SD&D activities charged to
Wgstern Electy;c,mmlnrggnergl,_any telecommuinications product-manufacturer other than
tmﬁéstern would include all research costs, to the extent that the markef will bear
them, in the price of theif products. Staff asserts that such R&SE costs incurred by
SWB-thréugh the License Contract should be recovered over a period of years through
capitalization since their purpose is the development of products which will produce
future benefits. Public Counsel, on the other hand, asserts that all of these R&SE
costs should be recovered by Western Electric through the price of its products, as
would bé true for other manufacturers, rather than by Bell Labs through the License
Contract, Staff's witness agreed that "in a strict accounting sense", the total cost
of research, design, market planning, manufacturing, distributing and selling a given
product should be recovered through its price.

It is also Staff's position that AT&T general departments perform
product-related work fhrough their product team and product life cycle management
activities and by‘actiné aé central coordinator for Bell System product introduction,
planning and‘managémenf. However, Staff does not propose to capitalize the general
departments! prodﬁct activities because they cannot be quantified.

An additional reason for its proposed capitalization treatment of Bell
Labs' R&SE costs is Staff's rationale that if the Bell Lab activities related to
these costs were con&ucted by SWB on a local level, capitalization treatment would be
accorded by the Combény.

Public Counsel, on the other hand, urges that complete disallowahce of the
product-related costs will help to ensure that Western Electric does not receive an
unwarranted competitive advantage in the sale of its products to the ﬁOCs. The
charging of a portion of Western's product-related costs designated R&SE to the BOCs
could permit Western to reduce the price of its products and obtain a competitive

price advantage over other manufacturers of comparable products. Public Counsel
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suggests that its proposal would produce better matching between the cost of research
and product development and the benefits produced thefefrom. Public Counsel also
asserts that it would be inappropriate to either expense or capitalize producﬁ—
related costs at this-time, in light of the Modified Final Judgment resulting from
the Department of Justice antitrust suit against AT&T, since there is presently no
assurance that the BOCs will receive any financial recognition for their funding
contributions to those R&SE projects which will eventually result in Western Electric
products, absent the rights guaranteed under the License Contract, after the MFJ is
implemented. The MFJ does provide, however, that the BOCs will ¢ontinue to have some
form of priority access to Bell Labs and Western Electric for a five—year period
after the License Contract expires.

SWB has presented various arguments in support of its position that R&SE
costs under the yicense Contract should be treated by this Commission as a current
expense. The Company asserts that expensing of these types of costs is consistent
with generally accepted accounting principles (GAAP) and tha£ capitalization
treatment is warranfed only when specific benefits can bé associated with
expenditures in specific future periods, and where ultimate future recovery of such
¢costs is not in doubt. Southwestern Bell also asserts that R&SE work is conducted by
Bell Labs without anticipating new or improved future products (as contrasted with
SD&D activities on behalf of Hestern Electric), but that R&SE work has as its purpose
research to assure the timely availability of knowledge and activities designed to
find the most efficient way to utilize resources and to plan and operate the Bell
System network.

The Commission findg and concludes that the R&SE work performed by Bell
Labs is not separable from the AT&T product development process. While the evidence
indicates that all of the R&SE ﬁork performed by Bell Labs is not.foeused upon the
introduction of specific preoducts in the same manner as the.SD&b work conductéd for

Western Electric, that work is nonetheless clearly interrelated. In the context of
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the organization of the Bell System, and specifically considering the interconnected
_relationship of Western Electric, Bell Labs and the Bell Operating Companies, the
Commission concludes that the evidence presented supports a finding thatlthe.R&SE
work conducted by Bell Labs and billed through the License Contract cannot reas&nably
be considered separate and distinet from the Bell System's product development

process.

The Commission further determines that capitalization treatment is
appropriate for the costs at issue, as proposed by the Staff, since the‘benéfibs of
these costé will be realized in future periods. This holding is consistent with the
- Commission's determination of this issue in P.S.C. Case No. TR=-79-213 and P.S.C. Case
No. TR-81-208, |

3. Summary

Staff's probosed ad justments to the Company's operating expenses related to
the License Contract are adopted. As a result, $3,731,000 of the Company's total
test year License Contfactlexpenses are disalloweg, and $5,595,000 of those
-expenses shall be accorded caﬁitalization treatment. The revenue effect of these
determinations is té increase SWB's net operating income by $4,874,000.

B. Business Infbrmation Systems (BIS)

Staff proposes.to disallow #12,000 of SWB operating expenses representing
expenses incurred for a business information systems‘(BIS) project which SWB does not
plan to utilize. Sﬁaff further proposes to defer $244,000, representing the expenses
incurred for BIS projects not currently ﬁtilized_by Southwestern Bell but which are

planned for future implementation. Once a BIS project is implemented, Staff

recommends that the cost should be amortized over ten years prather than charged to
eurrent expense, The Company opposes Staff's proposed adjustments, both in principle

and amount.
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In 1967, the BOCs (including Southwestern Bell) entered into an agreement
Wwith Bell Labs fquthe development of specific electronic data procesaing and
business information asystems and programs (eompﬁter softﬁare).z Priér to the
negotiation of the BIS agreement, the BOCs had been seﬁarately engaging in this type
of work., However, it was determined that a centralized development effort was needed
for the efficient development and design of such asystems and programs.

The Staff asserts that no logical explanation has been advanced by the
Company as to why the work performed under the BIS agreement was not performed under
the Liéense Contract instead. Since the License Contract provides that License
Contract payments cahﬁot exceed 2.5 percent of Southwestern Bell's gross revenues,
Staff reasons that to the degree that AT&T can transfer services and the associated
costs conducted under the BIS agreement outside of the Lilcense Contrae£, this
2.5 percent ceiling can be circumvented. S8Staff's propésed ad justment, however, is
not designed specifically to limit Southwestern Bell to totai payments through the
License Contract and BIS together, to 2.5 peréent'of revenues. Rather, it is Staff's
specific eontention that the Company should not pay for BIS projects which it does
not have currentlﬁ in use or planned fof implementation, and should defer on the
Company's books (and accrue IDC at the Company's approved cost of capital) the
development costs for BIS projects planned for use but not currently implemented.

Centralization of computer software development and design provides access
to the technical resources necessary to develop complex data brocessing and business
information systems and programs. The choicé of what BIS projects will be
undertaken, and the authorization for funding such work, are made by an advisory
committee composed of a representative (at the vice president level) from each
participating BOC, Long Lines, and Bell Labs. A consensus must prevail before a
project is authorized, to assure that énly projecté Wwith broad general support are
funded. Under. the terms of the agreement, Bell Labs berforms the developmental work,

in return for which each BOC which is a party to the agreement annually pays its
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fuily allocated share of the total developmental costs and receives unrestricted use
ofrany systen developéd_thereby.‘

Missouri ratepayers havé received some $12,675,000 in developmental VAiue
(i.e}, benefits dérived from sharing the costs for the development of the systems)},
and some $23,342,000 in operatidnal value (the benefits derived from the use of the
systems), on an intrastate basis during the test year in this case from participation
in the BIS agreement. This money represents the amount saved by SWB in sharing the
- costs of development of BIS systems by Bell Lébs through participation in the BIS
agreement. as opposed to doing the deveiopment work itself, and the amount_saved by
SHWB in_actuallj utilizing the BIS systems so developed compared to not using any |
system or doing the work performed by the system in another way. It 1s clear that
the present funding arrangement under the BIS agreement has provided necessary moneys
to investigate a broad range of computer applications which would otherwise not have
been possible; it appears likely ﬁhat if only those companies which use the systems
curréntly used in Missou;i paid for those systems, the costs to the Missouri
ratepayer would have been higher than the actual Company expenditure under the BIS
agreement in .the test year. Féf these reasons, Staff's proposed disallowance of a
portion of Company's BIS expenses is rejected.

Further, the Commission is not persuaded that deferral of a portion 6f
those BIS expenses 1s reasonable. Such é deferral would interrupt the flow in the
relationship between the costs and the benefits of BIS projects which has been in
effect for many years. The expensing of all BIS costs has existed since
implementation of the BIS agreement. The evidence is clear that participation in the
BIS agreement benefits Southwestern Bell and its ratepayers to a degree far in excess
of the actual annual expenses of SWB under the BIS agreement. Staff's proposed
deferral of some of the BIS costs must also be rejected,

'Finally, the Commiséion finds and concludes that the Staff has not shown

that its proposed ten-year amortization period for the recovery of BIS development
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costs, once‘systems.are actually implemented, bears any relationship to the actual
service life of all or any part of a computer system; and that Stafffs proposal is
not consistent with the Commission's allowance of the contested BIS payments

discussed above.

The Staff's proposed adjustments concerning business information systems

are rejected.

C. Conduit and Cost Sharing

This issue involves the Company's partiéipation in certain conduit and cost
sharing arrangements during the test pericd. Conduit arrangements involve the
centralized purchase of services,; where all of the costs represent work done ehﬁirely
by outside vendors and contractors. The project may be.offered by AT&T or another
Bell Operating Company, which acts as the hanaging party'and Billing agent.
Participation in a éonduit arrangement is optibnal, and the bulk costs therefor are
prorated to the participating BOCs by the managing party. Examples of eénduit
arrangeménts include national advertising and insurance.

Cost sharing projects, on the other hand, involve the specific development,
on a ceﬁtralized basis, of services, products or processes of an operational nature.
They are performed under a written agreement entered into by AT&T, Bell Labs and the
BOCs for a specifiec project. Like conduit arrangements, participation therein is
optional and the costs of participation are shared by the participating companies.
Examples of cost sharing projects are specialized fraining and marketing programs.

In the instant case, Staff is proposing that $1,705,800 of the Company's
proposed operating expenses should be disallowed to account for conduit and cost
sharing projects which: (1) are beneficial to the fully separated subsidiary or FSS
being created as a result of the FCC's Decision in Computer Inquiry II; or (2) are
related to acbivities which focus on maintaining or improving AT&T's corporate
image. More specifically, Staff pfoposes to disallow 100 percent {(or $38,800) of the

costs associated with sponsorship of the theme pavilions at the Experimental
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Prototype Community of Tomorrow (EPCOT), on the basis that any benefit therefrom will

Flow to the FS33 (Americén Bell, Inc.) and to AT&T. Staff further proposes to

“disallow 75 percent (or $556,700) of the costs of AT&T national advertising, and to

disallow 50 percent (or $1,110,300) of the costs associated with a large number of
marketing-related projects which Staff believes will benefit unregulated Bell System
entities.

The Company opposes Staff's proposed adjustments, except for a $78,200
amount related to projects reported by AT&T to the FCC under Paragraph 105 of the
Comﬁuter Ingquiry II Order. It is the Company's position that the conduit and cost
sharing projects at issue in this case provided substantial benefit to Southwestern
Bell and its Missouri rétepayers,'both in terms of revenue genebaﬁion and cost
savings, in the test year.

The EPCOT projects are located in Disney World in Florida. Staff contends
that Souﬁhwestern Bell will derive no benefit from these. theme pavilions at EPCOT.
Rather, Staff asserts, the only benefits which will be realized as a resdlt of those
theme pavilions will accrue to the ﬂxllj gaeparated subsidiary (American Bell, iﬁe.),
which is being created as a resuit.of the FCC's Decision in Computer Inquiry II,
which will provide new CPE and enhanced services after January 1, 1983, The Company
did not rebut this contention.

Sfaff also asserts that AT&T national advertising is pfimarily geared to
Bell System mérketing goals to improve the AT&T corporate image and achieve an
ovegall awafeness of the Bell System. Staff proposes to disallow 75 percent of these
national advertising expenses,

On the other hand, the Company asserts that 77 percent of the AT&T national
advertising was promotional in nature, desighed to persuade customers to use the Bell
Systen's telecﬁmmuniqations products and services, not merely to improve AT&T's
corporate image. .In fact, since the advertising was designed to benefit the entire

System (including the BOCs who directly offer these products and services), Company
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asserts the advertising used the Bell seal and the words "Bell System", rather than
any reference to AT&T., The Company asserts that AT&T national ddvertising serves as
a necessary platform for SWB's local advertising; that this AT&T advertising is
received by SWB at about 10 percent of its total cost; and that such advertising
expenses maintain existing revenues and gain additionalnrevenues by promoting the use
of optional, discretionary or competitive products and services.

The last element of this issue is Staff's proposal concerning some
25 projects of a marketingrnature which Staff alleges will be beneficial to the FSS
and not to Southwestern‘Bell-on a going-forward basis. These projects fall into
three categories: multistate marketing, training, and sales and suppert. Sﬁaff
acknowledges that Southwestern Bell did receive some benefits from these prbjects in

the test year. As a result, Staff proposes only a 50 percent disallowance of these

costs. However, Staff contends that marketing and sales-related projects are

'pr-OSpeCtive in nature, since they establish a favorable environment for product

acceptancelin the future. The F33 that will begin to market new customer premises
equipment (CPE) as of January 1, 1983, will benefit from marketing and éales-projects
initiated prior to that date. The projects in this proposed 50 percenﬁ disallowance
category include projects related to marketing of DIHENSIONR PBX and HORIZONR
communications systems. These products and other business offerings, Bell's design
line =sets, and customer calling services will be avéilable through the PhoneCenter
stores, and therefore offered by the F33, after Jénuary 1{ 1983. After that Qate,'
SWB will stil) be permitted to lease CPE out of existing invenﬁory, and;after
January 1, 1984, SWB will be permitted to reenter the CPE market with new equipment,
However, under the MFJ, current skilled terminal equipment services and sales
personnel will be transferred to AT&T.

Company argues that the condult and cost sharing projects for which Staff
recomments 50 percent disallowance were selecteq fér partiéipation by SWB during or

before mid-1980, before the Computer Inquiry II Decision of the FCC which required
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the establishment of the FSS. Company asserts that the work was undértaken by
Southwestefn Bell management to support activities relatedAto the Company's
~operdtions which existed then and continue to exist currently. 'In Company's view,
the decision of SWB management to participate in these projects was a proper one.

SWB élleges that it received the products or services it paid for and that each was
uged extensively in Missouri for the benefit of SWB operations.

The Commission concludes that the Company has not met its burden of proving
that its conduit and cost sharing expenses are just and reasonable, at the levels
prOposéd by the Company. TheVCommission further concludes that Staff's proposed
adjustment to operating expenses related to conduit and cost sharing projects‘should
be adopted.

D, Western Electric Profits

Southwéstern Bell, like other telephone companies in the Bell System,
purchases products and sérvices from Western Electric Company, which is also

100 percent owneé by AT&T. 1In this case, Staff proposes that the Company's’

_ intrasﬁate-operating expenses should be}reduced by $1,ﬂ78,000‘to adjust for ailegedly
exeess prices paid by Southwestern Bell to Western Electric for Western products
which resulted in excessive profits for Western Electric during the past five years.

In 1981, Western Electric had $12,109,060,000 in éales to Bell BOCs. In
the same year, Western's sales outside of the Bell System were $496,000,000.

"Excluding saleé to government, those non-System sales totaled $356,000,000. The
evidence indicates that some 30 to 40 percent of Western‘s.sales are of products for
which no comparadble substitute product is available from another supplier.

Staff also proposes that the Company's intrastate rate base be reduced by
$1,529,000 to account for these alleged excess profits of Western Electric Company.
That proposed adjustment is addressed hereinbelow in Section V.D.

The Bell System Purchased Products Division (BSPPD) performs price

comparison studies (PC3S) on a guarterly basis for each Bell Operating Company (BOC},
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the results of which are provided to the BOCs as aﬁ input to their procurement
process and as evidence of the reasonableness of Western Electric prices for use in
regulatory proeeedings. The PCS groups telecommunications products into the
categbries of telephone apparatus, cable, telecommunications supplies, transmission
equipment and switching equipment. 3urveys are then conducted which are intended to
identify equivalent general trade products. Company asgerts that telecommunications
products and services are inciuded in the PCS if commercially available general trade
products and éervices performing the same function as the Western Electric products
and services can be found, adequate price and quantity information are available, and
anmual Western Eleciric sales of the individual product to BOCs were at least
$100,000. Once equivalent general trade products and services are identified, the
suppliera of those products are asked to provi&e their lowest price to the ﬁOCs,
based upon what they determine to be.their optimum volumes for direct sales td the
BOCs ., Maiimum diécounts are gought, and only the ldweét price is used in the PCS.
Having determinéd the loweszt priced general trade product, a percentage relationship
is developed for each éategory of product and on an overall basis. The results of
the PCS presented in this case by Southwestern Bell indicate that the prices charged
by Western Electric for telecommunications products and services in Missouri are,
overall, 86 percent of the lowest prices charged by the genéral trade suppliers of
telecommunications products and services which perform the same function.

The Company also conducted a comparative-risk analysis of Western's sales
and earnings on its Bell busineas, which analyzed Western's business and finanecial
risks vis-a-vis that of the 50 Largest Manufacturers listed in the May 1982 issue of
Fortune Magazine ({excluding Western Electrie, petroleum and mining companies) and
the Standard & Poor's (S&P) 400 Industrials (excluding AT&T) for the periods 1960
through 1981, and 1972 through 1981. The Company's witness analyzed the impact of
changes in Bell System operating revenues and construction expehditures, Western

Electric's affiliation with the Bell System, forecasts from the BOCs, theé impact of
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innovation and of research and systems engineering on Western's prices, and the
financial characteﬁistics éf Hesterﬁ Electric. According to the Company, these
“analyses refléét that Western's business and financial risks have beéﬁnéimiléf to
those of other ménufhcturers. Company's witness also studied the volatility of
Western Electric's sales and earnings, and Western's rate of return on investment and
equity vis-a-vis the two composites. It was his testimony that for both the period
1960 through 1981 and 1972 through 1981, Western Electric has received an average
return on net investment and equity which is lower tﬁan that received by Fortune's
50 Largest Manufacturers and-fhe S&P 400 Industrials. ~

Staff is critical df the Company's PCS as well as Company's comparative
risk analysis, Staff is critical of the Company PCS because it neither covered the
entire universe of products nor employed probability sampling to select the products
covered; because services are not considered; because the equivalency standards of
the PCS were inadequate in that the generai trade supplier prices used bn the PCS are
inaccurate; aﬂd because Hestern'é prices exclude relevant costs. Staff avers that
general trade manufac£urers have difficulty properly preparing disceounted pricés for
Bell's high quantity purohases,becaqse of the lack of history of past Bell
non-Wesﬁérn purchases, the lack of any purchasing authority of the BSPPD compiling
the PCS, and.the unlikelihood of successfully selling to the Bell System. Staff also
contends that Western's prices exclude: the costs of basic research (Research and
Systems Engineéring, orAR&SE) performed by Bell Laboratories related to Western
products; the costs of services received from AT&T; bad debt expense from BOC_
business; and the costs of traditional sales and marketing efforts. |

The Company points out that the PCS included nearly 60 percent of the BOCs'
total purchases from Western Electrie, including a full range of technology and
ménufacturing processes, prices from a few pennies to hundreds of thousands of
dollars and products with purchases from $100,000 to in excess of $1 billion.

Further, probability sampling would not address the entire universe of products or
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services, as Staff prefers; and the accuracy of the PC3 itéelf is,.in fact, verified
bf a randomly generated statistical sample.

In addition, Western Electric engineering and installation services are
included in the central office switching system study, and B3SPPD has done price
comparisons of Western's repair service's prices which reflect them to be, overall, .
71 percent of the lowest obtained from the general trade. Thus, certain services
have hbeen eonéidered in the PCS. Concerning the equivalency standards of the PCS3,
the equivalency of general trade products is determined by establishing that a
WeStern Electric product, and a general trade product, perform-ﬁhe same function in
terms of ﬁse, feature and technology. Company asserts that the goal of the PCS to
identify all general trade pr¢ducts capable of perfqrming a similar function to the
Western Electric product, and to cover the maximum number of alternative products
possible, could not reasonably be met if Western went on to perform an evaluation of
mmechanical interchangeability, layout and quality as proposed by the Staff witﬁesse

Concerning the prices used in the study, Soubhwestern'Bell-does ﬁot centeng
that the PCS is the sole basis upon which a purchasing decision is made. _In fact,
the Company's witness testified that the PCS 1s but one input to that process, and
that many othér factors mist aiso be considered by the BOCs‘when evaluating products
for purchase. The other purpose of the PCS iz to show regulatory agencies the
reasonableness of the prices paid by Southwestern Bell to Weatern Electrie, by
attempting to demonstrate that if Southwestern Bell were bto purchase the lowest
DPriced general trade telecommunications products and éerviees instead of‘Western
Electric's, the Company would, overall, pay significantly more for those equivalent
preducts and services. |

Staff's witness performed his own comparative risk analysis of Western
Electric vis-a-vis Fortune's 50 Largest Manufacturers and Moody's 125 Industrials,
but only for the period 1977 through 1961. Staff's witness concluded that weétern _

Electric has lower overall risk vis-a-vis the two composites used by Staff;"Staffis
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witness further concluded that Western Electric has earned more on net investment

during the five-year study period than the average of a composite of 30 companies

taken from Myody's 125 Industrials (15 of which had greater than, and 15 of which had
less than, Western's index of sales volatility). ‘

The comparative risk énélysis performed by the Staff relies on data limited
to the most recent fivefyear period, 1977 to 1981. Staff asserts that £his period
was chosen in order to show HWestern Electric in a current light. Staff asserts that
the 1975-1976 period was atypical and transitional in nature and that a new,
higher-éarning and more productive Western Electric Company existed after‘that
transition period. Staff points out that the study period it selected does include
the recession of 1980.

' Company is critical of the 1977. to 1981 period selected for comparison by
the'Staff, pointing out, inter alia, that the Staff's approach is inconsistent
With that of Staff's rate of return witness in this case, who consistently utilized a
ten-year perioa (1972 to.1981) in his analysis of SWB's rate of return on its total
Company operations. (See Section VII, below). The Company asserts that, had Staff
used either a 20-year period or a ten-year period in its analysis, Western Electric's
earnings would have been reasonable vis-a-vis any comparablé risk composite. Only by
limiting its analysis to five of the most profitable years, and by.ignoring two of
" the most unprofitable years (1974-1975) in Western Electric's history, was Sﬁaff's
witness able to conclude that Western Electric is oyerearning, in Company's view.
Company avers that.its comparative earnings analysis covers a period which includes
ma jor peaks and troughs in the national economy. '

Staff's witness supported his selection of a comparable risk composite by
showing'percentage changes in return between Western and the witness' selected
companies over the five-year period 1977 to 1981. Company argues that the
arbitrary nature of this approach can be seen by a change in the number of companies

selected by using a weighted averége. Had Staff's witness used 20 companies rather
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than 30 compaﬁies and had he used a weighted average, the 1981 return on investment
for those companies would have been 15.9 percent, as compared to the 11.1 percent
calculated by Staff's witness. Western's 1981 return on investment was
i1l4.3 percent., Company asserts that this degree of difference in the percentage
return on investment demonstrates the inherent bias and extreme selectivity employed
by Staff's witness in developing his comparative risk composite.r

Company asserﬁs that volatility of earnings is a significant indicator of
business risk, since it most nearly incorporates the effects of all the factors
which affect a firm's business risk. Company's.analysis oomﬁared Western Electric’'s
volatility of earnings on.its.Bell business with the meaian of both Fortune's
50 Largest Manufacturers and S&P's U400 Industrials. Tﬁis analysis showed that for
the period 1960 to 1981, Western's volatility of earnings has been greater than the
median of either of the two groups compared. |

The Company is critical of Staff's comﬁafable earnings analysis because it
ignores volatility of earnings and because Staff's witness based his conclusions on
the single factor of demand risk exhibited by sales vériability or volatility.
Company asserts that this is only one of a number of féctors ﬁﬁich influence business
risk. Company asserts that Staff's witness hés failed to perform any comprehensive
business risk analysisi that Staff's witness' dlsmissal of Western Electric's drop in
earnings during the 1974-1975 recession as "agypical® (when 16 out of the 26
companies in his own comparative risk composite suffered earnings declines in
1974-1975) is inconsistent and unsubstantiated.

The Company may or may not have paid excessive prices to Western. Staff
has raised serious and legitimate questions as to the validity of the Company's PCS.
The Commission notes the lack of evidence as to SWB's actual procurement policies and
as to any competitive bidding process which SWB may use to determipe whether a

Western preduct should be purchased rather than a comparable product of another

manufacturer.
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While the issue should be further investigated in the future, the
Commission cannot conclude on the record before it that Staff's comparative risk
| aﬁ;i;sis Qéhnﬁé relied upon or that Company's PCS must be rejected in this case.
For these reasons, the Commission finds and concludes that the Staff's
proposed adjustment to net operating income in this case based upon allegedly |

excessive Western Electric profits should be rejected. However, the Company should

be aware of its burden in future cases to demonstrate affirmatively in a

comprehensive manner the reasonableness of the prices paid to Western. The Staff and
other parties should fully investigate the Company's information and analysis and, if

wérranted, again present the gquestion to the Commissaion.

E, Discounted Telephone Service
Public Couﬂéel proposes to 1ncrease the Compahy's test year operating
revenues by $3,29H,000 in recognition of revenues foregone by the Company as a result
6f providing telephone sgrvice to employees at discounts from tariffed rates or free
of charge. The Company disputes both the amount of Public Counsel's proposed
adjustmeht and its propriety. No other party took a position on this issue.

_Public Counsel's proposed adjustment was calculated by first deterﬁining
the average revénue to the Company per residential customer ($372.09). That figure
was then multiplied by 11,167 nonmanagement levél employees of.the Company, times
50 percent (representing the percentage of telephdne service discount applicable to
nonmanagement émployees); and then multiplied by the number of management level
employees (3,269), who receive a 100 percent discount. Public Counsel also asserts
that the Company's wage scale is very competitive, so that the discounted teléphone
Service benefit is not necessary to attract and retain qualified employees. Public
Counsel submitted an exhibit purporting to compare seven Company job classifiéations
with seven State of Missouri employee job classifications as to entry level wages,

and wages after 42 months of service.
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Public Counsel's ealeulatioﬁ is erroneous insofar ee the average
residential revenue figure of $372.09 includes both interstate and intrastate
revenues, and includes miscellaneous revenues which are not'sueject to employee
discounts. Nonmanagement employees do not receive a discount on personal toll
charges except in the case of emergencies or while working away from home overnight.
Company adjusted Public Counsel's caleulation for these errors and determined that
the actual calculation, using Public Counsel's methodology (which Company does not
concede is correct) should have been $1,777,000. Company further maintains, however,
that the actual amount of discouneed employee telephone service is not identifiable,
so that any amount attributed to the employee discount would be totally speculative.

The Commission cennot accept Public Counsel's proposed adjustment for
discounted telephone service. Public Counsel has not proven that the Company's wage
scale is already so competitive that the discounted telephone service benefit is not
necessary to attract and retain qualified employees. Public Counsel's comparison of
certain Southwestern Bell jobs with certain State of Missouri Jobs showed that,
although ali seven of the Company positions included in the study had greater
financial advancement after 42 months of employment, the Company offered lower entry:
level wages for four of the seven positions studied. Further, not all of the
Southwestern Bell positions utilized in the study were entry level positione, and the
record does not conclusively demonstrate that the job descriptions of the positions
compared were in fact comparable. |

Furthermore, the Commission finds that any savings realized from the
elimination or reduction of the discounted telephone service benefii is likely to be
more than offset by higher wages. The provision of such employee discounts over tﬁe
past 63 years has become a custom and practice which, under federal labor law, may
now be binding on the Company. Were the discounts reduced or eliminated, that change
would have tQ be negotiated by the Company with the union. Eqgquivalent cash

compensation would cost Southwestern Bell $1.68 for each dollar's worth of discounted
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telephone servioo provided to nonmanagement employees, because of the effect of
additional Social Seourioy taxes, pension and other benefit payments.

For ‘these reasons, the Commission determines that Public Counsel's proposed
adjustment should not be approved. Since the adjustment is being disapproved on the
groundo stated above, it is not necessary for the Commission to address Publiec
Counsel's interpretation of Seetion 392.220, R.S.Mo. 1978.

F. Test Year Uncollectibles

. Company and Staff agree that a positive relationship exists between bad
debt write-offs and revenues, and that a ratio of test year bad debt write-offs to
test year fevenues should be multiplied by annualized revenoes to determine an
appropriate amount of uncollectibles as of the end of the test year in this case.
Company and Staff differ only on the appropriate ratioc. Staff's proposed ratio
(.6418 percent) is derived by taking a simple average of test year write-offs to test
Yyear revenues, and results in $5,595,000 in test year uncollectibles. Company's
proposed ratio (.7000 percent) is derived by a simple ﬁeighting technique which
assigns more importance to the last months of the test year than the first months.
Instead of giving equal weight to each month of the test year as does the Staff,
Company assigns a weight of 1 to the first month, a weight of 2 to the second month,
and so forth, up to 12 for the last month of the test year. Company asserts that its
weighting methodology provides a more accurate end-of-test-year level than does the
Staff's method. The weighted months' write~offs and revenues are then avoraged oo
produce Company's ratio. Company's method yields $6,102,000 in test year
uncollectibles. V |

Publie Counsel asserts that no positive relationship exists between bad
debt write-offs and revenues. Public Counsel proposes to use actual test year bad
debt write-offs as the appropriate end-of-period level of uncollectibles. The Fublic

Counsel's method results in test year uncollectibles of $5,017,000.
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The Commission finds that a positive relationship does exist hetween bad
debt wWrite-offs and revenues. As a result, Public Counsel's'proposed methedology for
the calculation of test year uncollectibles must be rejected. |

The Commission further finds that the-Staff'g methodology for calculating
the ratio to be applied te annualized revenues is more accurate than Company's
methodology. Company has not met its burden of proving the reasonableness of the
numerical levels of the weights applied in Company's weighting procedure. Further,
adoption of Company's weighting method would require the Company to prove that the
data shows no seasonal fluctuations. The Company has not met_its burden of proving
such fact.

The Commission finds that .6418 percent is the appropriate ratio of test

year bad debt write-offs to test year revenues to be applied to annualized revenues

in this case for determination of teat year uncollectibles.

G. QOperating Uncolleétib;e Revenues Gross~-up

The Company proposes to apply ifs uncollectible ratio factor to any
additionai revenues granted as a result of the ;hstant case, in order to provide for
additional unéollectibles resulting from increased rates. Staff and Public Counsel
oppose inclusion of such an cperating uncollectible “grogs—up“.

Company asserts that the unooliectible gross-up merely adds a measurable
change to the test year data, i.e., the amount of 1ncreased.revenues‘£he Company wiljy
expeci during the time the new rates will be in effect, Company avers that it is
totally inconsistent for Staff not to at least recommend its .6ﬁ18 ratio as the
appropriate uncollectible gross-up ratio. Public Counsel, on the other hand, assertgs
that it is not enough that uncollectibles and revenues fend in the long run to move
in the same direction, but that Company's proposed uncollectible gross-up is based on
the proposition that each additional dollar of revenue collected by'the Company must
generate the same amount of additional uncollectibles as did each previous dpllar, on
average. Public Counsel asserts that there is no evidence in the record to support

such a conclusion.
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Staff distinguishes its opposition to the proposed uncollectible gross-up

from its position concerning test year uncollectibles (see Section IV.F, supra), on

-the basis that "annualization" deals with measurable changes related to the

actual test year, while the gross-up applies to changes predicted for the period
over which the rates will go into effeét. Since the ratio of bad debts to revenues
iz an empirical relationéhip which must be estimated, Stéff is only willing to use
that ratio in the célculation of historical test year uncollectibles using a
methodology which annualizes uncollectibles using historical data. Staff asserts
that this méthodology is only relevant to what will happen in the futufe under the
assumption that no known or measurable changes will take place in the future. Staff
avers that the Company has not met its burden of proving that the ratic of
uncollectibles to revenues will not be lower or higher during the period in which the
rates set in this case will be in effect. It is Staff's pOSitibn that the Company
has not quantified all factors which may affect uncollectibles in the future.

That a positive relationship exists between bad debt write-offs and
revenues is the undérlying premise on which the cases of both the Company and the
Staff concerning test year;uncollegtibles are based. That premise has been accepted
by the Commission hereinabove (see Section iV.Fi. Coﬁpany does not propose to apply
an uncqlleotibie ratlo to some purely foree;sted or projected revenue figure in the
future. Rather, the Company's propoéed tgrosa-up” would merely assure that the ratio
of uncollectibles to revenues approved hereinabove by the Commission would be apﬁlied
to any additional revenue requirement approved by the Commission in this case. The
Commission finds the Company'é proposed uncollectibles gross-up to be reasonable.
However, the percentage to be applied for the calculation of such an uncollectible
gross~up will be the Staff's uncollectible ratio (.6418 percent), as approved 5y the

Commission at Section IV.F.
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H. Loaned Employees/United Way

Public Counsel proposes to disallow $19,016 in salary expense representing’
the portion of the salaries of six Southwestern Bell management employees who were
"loaned" to the United Way of Greater 3St. Louis for 49 days during the test year.

The Company opposes Public Counsel's proposed adjustment. Staff participated iﬁ the
hearing of the issue, but took no position on the meritg.

United Way's "Loaned Executive Program' involves the assignment of
selected individuals from business organizations, labor unions, government and
educational facilities to work full time in the United Way Campaign. 'The program has

been utilized in the St, Louis United Way Campaign for the past 25 years, and

~currently involves a total of some 150 "loaned executives" from 79 businesses or

other organizations. Each “1oéned execﬁtive" iz assigned a certain pumber of
"accounts", which are businesses or other organizations. The loaned executives work
with each of their accounts in attempting to orgaﬁize and cafry out a United Way fund
railsing campaign within the account~organization.

The six Southwestern Bell'Telephone Company employees in question were
responsible for 218 accounts which contributed nearly $530,000 to the 1981 United Way
of Greater St. Louis Campalgn. The tokal campaign produced over $23,000,000 in 1981,
and benefits were received by some 900,000 St. Louis area residents. |

| The Southwestern Bell management employees participating in the loaned
executive program essentially worked full time on behalf of the United Way
organization during the 10-week period in the test year. - They received their full
salaries and benefits from the Company during that period of time., Public Counsel
asserts that the salaries and benefits associated with the loaned executive program
represent a charitable contribution which should be disallowed in cﬁnférmance with

Commission precedents. In Re: Gas Service Company, Mo. P.S5.C. Case No. GR-81-155,

at pages 25-26, the Commission disallowed charitable contributions as operating

expenses because: (1) their inclusion in rates would result in involuntary ratepayen
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contgibutions to the particular charity; (2) they providé no benefit to ratepayvers;
and.(3) they are not necessary for the provision of safe and adequate service.

Company éééérts;Tﬁowevéf;'thaﬁnfhe loaned eié;;tivénbrogréﬁIAOes ﬁ;t
increase rates, since no additional salaries or wages are paid during the fund
raising drive in order to replace the management employees who are assigned to the
loaned executive program. According to Company's testimony, the "loaned executives"
do come into the Southwestern Bell office after hours as necessary to ensure complete
coverage of their Company responsibilities, and the loaned employees' co-workers also
contribute éxtra efforts to ensure coverage of the loaned employees'
responsibilities. Southwestern Bell alleges that since there is no additional cost
or burden placgd upon the ratepayefs as a result of the loaned employee program,
either in terms of extra monetary expense or in terms of reduced job efficiency, the
traditional charitable eontribution standard should not be applied by phe
Commission,

.The Company also asserts that the Company, and therefore its ratepayers,
receive several benefits from participation in the loaned employee program. Since
more than 90 peréent of’ Missouri residents have telephone service, the Company
asserts that it is reasconable to assume that the United Way Program benefits a number
of Missouri citizens who are also ratepayers; Secondly, says the Company, the lecaned
employees benefip from the interpersonal relationships experienced with members of
the community they serve while working with the United Way, gaining valuable
experience which can be translated back to their SWB jobs. The Company believes that
its ex-loaned executives are more effective in handling their daily Jjob
responsibilities, with particularly strong development in their dealings with
customers and in their interpersonal relationships. Third, Company asserts that the
community receives benefits from United ﬁay programé such as day-care centers,
heélth and welfare agencies, and others, and that, to the extent that the community

is enhanced by such programs, Southwestern Bell is also enhanced. This is true, it
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ls asserted, not only becausé Southwestern Bell hés an invest;ent in the community,
but.also because the community is more likely to attract and retain potential
customers. |

Public Counsel asserts that the Company's argument that the loaned
executive program imposes no additional cost on ratepayers is irrelevant to a
determination of the issue. The issue, according to Public Counsel, is whether
ratepayers should be required to pay, through rates, the salaries and benefits of
employees participating in the United Way fund raising campaign on essentially a
full-time basis for a 10-week period, rather than devoting their full-time efforts to
the safe and adequate provision of utility service. Public Counsel asserts that ir
it is true that the Company's overall efficiency has not been affectéd by its
participation in the program, a gquestion must be raised whether a permanent reduction
in the Company's executive work force is not warranted. _

The issue before the Commission is not whether the United Way Campaign is
worthwhile. Governmental agencies of the State of ‘Miasouri, including this
Commission, participate in the United Way drive, as does Southwestern Bell Telephone
Company. The issue before the Commission is simply whether the $19,016 of salary
expense for the Southwestern Bell management employees who partioibated in the Uniteg
Way's "Loaned Exeeutive Program" should be allowed in Company's rates. While some |
assistance is received by some individual ratepayers of Southwestern Bell from the
United Way Campaign, that fact is not dispositive of the issue. Such assistance is
distributed unevenly among those ratepayers and 13 not related to their status as
ratepayers. Nor can the Commission find, upon the récord herein, that the general
enhancement of the community resulting from the 5&. Louis United Way drive generally
benefits SWB's ratepayers.

‘The Company also believes that the Loaned Exeoutive Program improves the
managerial effeqtivehess of the SWB employees who participate in the program. That

belief has not been empirically verified upon the record of this case, however,
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While the Commission is willing to entertain the possibility that SWB's
partlclpation in the Loaned Exeoutive Program could benefit the Company s ratepayers,
burden of proving in this case that such participation does benefit those ratepayers.

Public Counsel's proposed adjustment is approved. Southwestern Bell's test
year expense in this case shall be reduced by $19,016.

I. Capitalizéd Property Taxes

The Cdmpany proposes to expense property taxes associated with telephone
plant under éonstruction (TPUC), plant booked directly to Plant in Service and
materials and.supplies. Staff pboposes that such property taxes be capitalized, and
also be used as a current income tax deduction in the caleculation of inéome taxes.
The revenue requiremént effect of Staff's proposal is $1,093,000. The issue can be
addressed in two shbparts.

1. Materials and Supplies (M&S)

Staff proposes the capitalization of property taxes related to materials
and supplles (M&S) which Staff attributes to construction, although not proposing to
disallow any portion of M&3 from the Company's rate base. Staff allocates these
taxeg to construction based ﬁpon the relationship of M&S charges to construction or
Plant in Serviece during the test pefiod. Company argues that M&S balances are
supbortivé of the property and equipment which is necessary to maintain daily service
to its customers. The Company further avers that specific identification of
materials which are used in construction is not possible since the same items may be
used in eiﬁher construction or maintenance. The Commission agrees with the Company
on this subissue, and rejeets the Staff's proposal. The Commissioﬁ's finding is

consistent with that in Re: Kansas City Power & Light Company, Case No. ER-82-66

(1982).
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2. TPUC, and Plant Booked Pirectly to Plant in Service

Staff also proposes to caplitalize properiy taxes related to telephone plant
under construction (TPUC) and plant booked directly to plant in service (Account
No. 100.1). Staff also proposes to disallow both of these items from thé Company 's
rate base in this case. (See Sections V.A and V.B, below). The Company opposes
capitalization of property taxes related to these items unless those taxes can be
identified with specific construction projects. Compahy asserts that its positien is
supported by the Uniform System of Accounts and is the basis upon which the Company
capitalizes property taxes on its books of account. The FCC specifically provides
for the capitalization of taxes on physical property at Paragraph 31.2-22 B (8) of
the Uniform System of Accounts as follows:

Taxes ... on physiéal property during construction and before the

facilities are completed and ready for service which are

asgessed separately from taxes on operating property or under
conditions which permit separate ldentification or allocation
of the amount chargeable to construction. (Emphases added].

The Company follows the separate identification procedure in.its books and
records, and regularly capitalizes identifiable property taxeé. fhe Company  argues
that Staff's approach results in the allocation of taxes to construction brojects
which never incurred any property taxes while under construction.

The Commission cannot find that the Company's interpretation of the Uniform
System of Accounts is not reasonable nor that the Starff's interpretation is more
reasonable, based upon this record. Therefore, éroperty'taxes related to TPUC and to
plant booked directly fo plant in service should be expensed, and not capitalized,
except where such taxes are assessed separatély from taxes on operating property or
where conditions permit separate ldentification or allocation of_the amount
chargeable to construction, within the provisions of the Uniform System‘ﬁf Accounts,

Company's proposal is adopted.

-38-



J. Rate Case Expensés

Pubiic_Counsel proposes'that the Company be required, on a prespective
"'basis, to Segregate”aii of it§ eibéhsés associéted,with.ﬁiééburi iﬁﬁ;éétate réﬁéuéase
proceedings, including: (a) fees paid to outside goﬁsultants; (b) expenses
associated with the participation of in-house Company personnel in rate proceedings,
ineluding the proportional amount of salaries or wages paid to such einployees during
their preparation for and participation in the proceedings; and (e) miseéllaneous
costs. Public Counsel further proposes that, should the Commission find little or no
revenue deficiéﬁcy in the instant case, all known rate case expenses associated with
this proceeding be disallowed. The Company opposes both proposais. No other party
addressed the issue.

Company's objection to Publie Counsel's record keeping proposal AOes not go
to those expenses wh;ch Company_eonsiders readily identifiable, such as the portion
of expenses relating to outside consultants. Company states that it has; in. fact,
provided that information in response to Public Counsel data requests, and has
provided Public Counsel with éstimates of miscellaneous expenses such as copying and
materials. Company asserts, however, that segregating the expenses associated with
the participation of  Company personnel in rate case proceedings stands on a different
footing., On cross-examination, the Company's poliecy ﬁibness stated that it would be
impossible to segregate rate case expenses because the same Company personnel worked
on both rate case activities and other job responsibilities. Public Counsel responds
that‘Cbmpany's_argument is really one of burdensomeness, n@t impossibility. Publiec
Counsel believes that Company employees could Keep time sheets relating to work
activity, as do private attorneys and people in many other businesases. ,Pubiic
Counsel 6bserves that if-additional administrative costs are incurred by the Company
in order to maintain tiﬁé allocation records, they will eventually be borne by
ratepaiers as legitimate business expenses of the Company. Without such time
allocation records, however, Public Counsel asserts that it is impossible for the
Commission to determine the reasonableness of Company's rate case expenses.
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The Commission agrees_with the Public Counsel that in order for the
Commission to determine the reasoﬁableness of the level of rate case expenses
proposed to be included in Southwestern Bell's Missouri intrastate rates, the Company
must be required to keep accurate and detailed records of those expenses. The
Commission will order Scuthwestern Bell Telephone Company to hereafter segregate all
of its expenses associafed with Missouri intrastate rate case proceedings, in
accordance with Public Counsel's proposal,

As to Public Counsel's second proposal, there is.no evidence before the
Commission iﬁ this éase indicating bad faith on the part of the Company in filing and
prosecuting the instant rate case. Therefore, the known rate case expenses
associated with the instant proceeding will not be disallowed.

K. Income Taxes

1. Interest Expense

The Staff proposes to use in its income tax calculation, $79,844,000 of]
interest expense. The Company contends that $64,227,000 is the correct amount.
Thus, the revenue requirement value of the difference between the alleged interest
amounts is $14,267,000. |

The major differences between the proposals of Staff and Companj concerning
the appropriate level of interest expense to be used as a deduction in income tax
caleulations relate to three factors, set out separately bélow.

a. Interest Related to Telephone Plant Under Construction (TPUC)

The Staff proposes to flow through interest related to teléphone plant
under censtruction (TPUC). The Company proposes that interest related to
short-term TPUC not be used in its income tax calculétion unless short-term TPUC is
included in rate base. The Company proposes. that interest related to long-term
TPUC not be used in its interest expense for income tax purposes.

The Company's contention on this issue is that current recognition of the

interest-related tax benefit and deferred rate base inclusion of the dorresponding '
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TPUC is inoonsisteﬁt in that it would confer the tax benefit upon "eurrent
ratepayers" whlle deferrlng the costs connected with the inclusion of plant in rate
base to "future ratepayers" The Staff's position is that interest related to TPUC
" (both short- and long~term) is simply a normalization versus flow-through question,
in that a tax timing difference reéults from the Company's ability to take a current
income tai deduction for an expense related to an expenditure for a capital asset,
where the ratemaking.recognition of such expenditure is reflected over a period of
years. 3taff, then, considers that the ratemaking treatment of interest related to
TPUC ‘should be governed by the Commission's choice of normalization versus flow-
through as the proper method of treating tax timing differences, rather than by the
Commission's determination as to rate base treatment'of.TPUC.

The Commission is of tpe opinion that the question of the appropriate
ratemaking treatment to be accorded the tax timing treatment of interest related to
TPUC is equivalent in nature to other normalization versus flow-thfpugh issues.
Inasmuch as the Commission has determined that the tax timing,differences at issue in
this case should be accorded f;ow—through treatment (éee Section IV.K.Z,_below), the
Commission finds and concludes that the benefit of the‘Company's tax deduction
resulting from interest related to TPUC (both short- and long-term) should be flowed
‘through currently to ratepayers. As a result of the Commission's determination on
this issue, the Company's proposed net operating income for ratemaking purposes
should be increased by $1,006,000.

b. Interest Related to Job Development Investment Tax
Credits (JDITC)

The Job Deveiopment Investment Tax Credit (JDITC), enacted by Congress in
1971, provides for a federal income tax forgiveness of 10 percent of the amount of
all qualified investments. In calculating the Staff's proposed deduction for
interest expense in this case, Staff computed annualized interest by applying the

total Company weighted cost of debt to the Staff's adjusted rate base inclusive of
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rate base financed by JDITC. The total Company weighted cost of debt used by the

Staff was 4.72 percent based on a total Company double-leveraged‘debt ratio of
50.1l4 percent at an embedded cost of 9.41 percent.

The Company asserts that'its rate base should be reduéed by the amount of
JDITC which supports that investment before the weightedrcosﬁ of debt is applied to
rate base to determine the interest expense deduction. Company avers that the
telephone plant financed by the funds provided through the JDITC has no ;nterest coat
assocliated with it sinee the Company does not have to borrow in order to finance this
portion of its plant. Company alleges that Staff's attribution of interest
associated with plant financed by JDITC is purely hypotheticai in nature and should
not be utilized in the income tax calculation.

Staff counters that its JDITC interest calcﬁlation is no more hypothetical
than the return whidh the Company earns on JDITC. Rather, Staff's methodology uses
the interest expenae paild by the ratepayer through the rate of return on rate base as
the interest deduction in the tax computation.' Staff believes that any other
methedology woﬁld cause a distortion between the interest used in the tax computation
and the rate of return calculation. |

The Commission finds and concludes that the Staff's proposed use of
interest related to the JDITC is appropriate. The Company's ratepayers pay a return
on plant supported by JDITC. The use of such plant in the computation of annualized
interest for purposes of calculating the Company's interest expense deduction
provides for the sharing of the benefits of the JDITC between the Company and the
ratepayers. This determination is conalstent ﬁith the Commission's previous

decisions on this issue. Re: Kanzas City Power & Light Company, Case No. ER-80-48

(1980} Re: Migsouri Public Service Company, Case Nos. GR-80-117 and ER-80-118

(1980)., It is also consistent with the holding of the United States Court of Appeals

for the 8th Circuit in Union Electric v. Federal Energy Regulatory Commission,

668 F.2d 389 (Bth Cir. 1981).
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Staff's position is édopted.

¢. Interest Related to Intrastate Capital Structure

The Staff proposes to adjust the Company's total cost of capital in this
case to account for varying return.requirements of the Company's allegedly different
lines of business and its Missouri intrastate rate base. This proposal is discussed
in Section VII.B, "Intrastate Rate of Return".

The Staff's pro§05a1 on the intrastate rate of return issue would assign a
higher level of debt to the Missouri intrastate operations of the Company. -As a
result, Staff has included an additional interest deduction in its income tax
calculations in this case representing tﬁe higher 1ével of debt which the Staff
believes supports the intrastate portion of the Company's operations.

Since the Commission has determined that the intrastate rate of return
PPoposéd by the Staff should not be utilized in this case; (Section VII.B, below),
the Staff's proposalrto include these additional imputed interest costs in the income
‘tax calculation wbuid be inappropriate.

Staff's proposal is rejected.

2. Normalization Versus Flow-through

The Company proposes to normalize $1,543,000 in net income requirement
associated with taxltiming differences related to the Company's vacation costs, and
$3,709,000 in net income requirement assoclated with salvage and cost of removal tax
timiﬁg differences. Tﬁe Internal‘Revenue Code provides that the company may take as
a_current tax deduction its.an£icipated vacation costs for the following year, even
though the books reflect only the current year's vacation costs. The salQage and
cost of removal_tax timing differences are created by including those items in the
depreciation rate for book purposes and in recognizing them when incurred for tax
purposes.

Staff proposes_fiow—through treatment of these tax timing differences,

except to the extent that Staff and Company have agreed, for purposes of this case,
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that the tax timing differences of cost of removal anﬁ salvage resulting from
telephone plant placed by Company after December 31, 1980, should be normalized
pending'an IRS ruling as to whether normalization of those differences is required by
the Internal Revenue Code. It is Staff's position that tax timing differences which
are not required.by the Internal Revenue Code to be nprmalized should be flowed
through. When flow-through treatment is accorded to tax timing differences, the
accelerated tax benefit currently realized by the compény is curfently reflected in
rates as a decrease in the company's tax expense. 3Staff asserts that normalization
of the tax timing differences at issue is not neeessafy for‘this compény, because SWB
is not experiencing significant cash flow problems.

The Commission has consistently utilized a "cash flow test" for determining

whether normalization treatment should be authorized for. particular utilities. Re:

Missouri Public Service Company, P.S.C. Case No. 18,502E (1976)}.  See also Re:

Southwestern Bell Telephone Company, P.5.C. Case No. TR-81-208 (1981), 1In analyzing
the adequacy of a utility's cash flow, the Commission primarily considers two
factors: (1) the company's internally generated funds as a percentage of
conatruction expenditures, and {2) the company's interest coverage.

For the period 197& through 1981, funds geﬁerated internally as a percent
of construction expenditurés'have averaged approximately 54 percent for Southwestern
Bell. For the twelve months ended April 30, 1982, the level of funds generated
internally as a percent of construction expenditures was 57.68 percent; and for the
year 1981, that figure was 66.73 percent. The Company has maintained a AAA bond
rating since prior to 1970, and continues to maintain that rating. For the twelve
months ended April 30, 1982, the Company's post-tax interest coverage was 2.82 times,
and its pretax'interest coverage was #.05 times. For the year 1981, those figures
were 2.82 times and 4.03 times, respectively. Souﬁhwestern Bell has nqrinterest
coverage.pestfiqtiong in connection with long-term debt issuances. The'Company has
presented no évidence or argument that it is experiencing cash flbw shortages or has

limited its construction outlays as the result of cash flow restrictions.
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Upon-the record herein, the Commission finds and concludes that the tax
tiqing differences at issue in this case should be accorded flow-through treatment,
“-as proposed by the Staff.

The Commission takes official notice that a number of suggestions have been
filed in P.8.C. .Case No. 00~82-277 ("In the matter of the inguiry into certain
matters of concern to the Commission") urging the Commission to. reconsider its
traditional '"cash flow test" for determining normalization versus flow-through
issues. 1In addition, the Company has raised serious questions as to the cbntinued
viability of the Commission's longstanding policy on the normalization versus flow-
throﬁgh issue. fhé Company argues that normalization matches the ultimate income tax
effect with the rélated item of income or expense, and records both in the same
aocounting time périod. The Company submits that flow-through accounting disregards
the timing recognition in earnings of the revenue and expense elements giving rise to
the tax expense. Since normalization more properly matches the oritical elements of
‘the Company's operation, the Oompany'asserts that it als§ provides a much more
accurate depiction of the Company's operation for the use .of analysts, investors and
regulators. Comﬁany also alleges that normalization is the more appropriate |
accountipg treatment of tax timing differences, is consistent with the Uniform System
of Acépunts and with tﬁe treatment accorded these items by the Federal
Cohmunications Commission and the Federal Energy Regulatory Commission, and is
consistent with the practice of most unregulated firms. In addition, deferred taxes
are aﬁ important‘source of internally generated funds which are used by the Company
to reduce the cost of financing its construction prograr,

The Commission is of the opinion that this issue should be made the subject
of a generic proceeding in which all interested parties eaﬁ have an opportunity to
. present evidence and argument as to why the Commission should, or should not, change

its policy regarding the flow-through of tax timing differences. Such a proceeding
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will be instituted hereinbelow. - However, the Commission is not persuaded upon the
record of this case that its cash flow test should not be applied here.

For purposes of the instant case, Staff's proposal is adopted.
V. Rate Base

A, Short-term Telephone Plant Under Construction (TPUC)

The Company proposes to include in its rate base its short-term telephone
plant under construction (TPUC) at its September 30, 1982, level (close of trued-up
test year) which was $22,063,000. Short-term TPUC includes those projects which are
scheduled for completion in a period of one year or less. The Company asserts that
its proposal accurately balances the responsibility of its customers of supporting a
construction program, and allows the Company to maintain its books and records for
 the State of Missouri in accordance with the Uniform System of Accounts prescribed by
the fCC without phe need for re&brds to support differences between the interstate
and intrastate jurisdictions. Based on a 1981 averagerdollar turnover, SWB's.short-
term TPUC account turns over 3.2 times per year, or every 3.8 months.

Staff and Public Counsel assert that all TPUC is comparable to construction
work in progress (CWIP) and should be excluded from rate baée. In Staff's opinion,
current ratepayers should not be required to pay rates based on the cost of projects
still under construction which will benefit future.ratepayers. Staff proposes to
allow-capitalization of interest during construction (IDC) on TPUC.

The Staff and Public Counsel argue that the incluéion of short-term TPUC in
rate base would violate the principle of matching revenues, expenses and investment,
since those additional revenues and incremental expense savings which the Cohpany
will allegedly realize at some point in time after the plént is placed in service
would not also be included within the test period.

In its brief, the Company acknowledges that "in the abstract, Staff's

position as to this issue has merit." However, the Company asserts that the
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"matching" argument presented by Staff and Public Counsel would hold the Company to
‘an unattainable stangrq”of proof, since_tbe_g}}eggd increased revenues or
incremental expense savings associated with short-term TPUC cannot be reasonably
quantified. Company asserts that the FCC's distinction between short-term and long-
term TPUC, and the allowancelof short-term TPUC in'rates, is a "surrogate! for the
strict matching principle. Company submits that this distinction properly balances
the interests of all parties and results in a fair and reasonable allocation of
costs.

The Commission finds and concludes that it would be inappropriate to.
include short-term TPUC in rate base in this case, because it would violate the
matching of revenues, expenses and plant in the historical test year upon which this
case has been presented. The inclusion of short-term TPUC in rate base could onl& be
considereﬁ, in the Commission's opinion, in the context of a rate case in ﬁhich the
Commission was presented with forward-looking data carefully designed to maintain a
proper match of revenues, expenses and plant.

The Commission is urging the development of new methodologies such as
forward-looking data for consideration in the Company's next rate case (see
Section XVII, "Test Years in Future Rate Cases"). Upon the record of this case,
however, the Commission concludes that short-term TPUC should continue to be excluded
from rate base. |

The Commission determines that the Company's proposal to include short-term

TPUC in rate base in this case should be rejected.

B. Plant Booked Directly to Plant in Service (Account No. 100.1)

The Staff proposes to remove from rate base, and treat as construction work
in progress (CWIP), pvojects under construction costing less than $25,000 or taking
less than two months to complete. Company presently charges such projects directly
to Plant in Service (Account No. 100.1). Staff alsc proposes adjustments to

depreciation expense and reserve accounts to eliminate these items, and proposes to
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capitalize the associated interest during construction (IDC). Staff's proposed

adjustment would reduce the Company's rate base by $3,978,000.

It is Staff's position that the projects in question Qill only benhefit
future ratepayers, and should nof be included in the calculation of current rates.
Only plant which is actually in service and is used and useful in providing utility
service should be included in rate base, in Staff's view.

Company contends that it is keeping 1ts books relative to these items in
strict conformance with the Uniform System of Accounts, and asserts that this
treatment of these projects is designed to eliminate the'need to incur the additional.
costs of maintaining records to accéunt for these relatively low-cost projects, which
number in the thousands. The dollar amount of Staff's proposed removallfrom rate
bage in this case is based upon a Company estimate.

Company also .alleges that Staff's proposal to allow the Company to earn a
return on the property in question by reason of IDC treatment is more illusory than
real. Company avers that Staff's adjustment of depreciation expense would -
result in a shortfall of capital recovery. It is the Company's position that if the
Staff had made adjustments to the depreciation rates used in this case to caleulate
its recommended depreciation expense to reflect the shortened lives of those projectg
which would be removed from the depreciation plant categories, ﬁhe reduced
depreciation expense resulting from Staff's removal of these "premature" projects
would have been totally offaet by higher deéneciation rates applied to the remaining

depreciable plant categories.

The Commission is not persuaded upon the record herein that Staff's
proposal should be adopted. The exclusion of two-month or lessa, under $25,000,
projects from rate base as CWIP may draw too fine a line between current and futuprg

ratepayers, and create accounting and administrative burdens which more than offset

any alleged benefits to the current ratepayer.
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The Commission finds and concludes upon the record herein that the charging
directly to Plant in Service (Account No. 100.1) of projects under construction
costing less than $25,000 or taking 16ss than two months to complete is reasonable,
and that Staff's proposal on this issue should be rejected in this case.

C., Uncollected Depreciation and Deferred Taxes

The Compaﬁy proposed to adjust the reserve for depreciation and accumulated
deferred income tax accounts for uncollected portions thereof. The Staff opposed
these rate base adjustments. (Hearing Memorandum, Joint Exhibit No. 3). However,
prior to the hearihg of this issue, the pahties reached a settlement as to the issue.

D. Western Electric Profits

The Staff pfoposes to reduce the Company's intrastate rate base by
$1,529,000 to account for Western Electric pricing which the Staff contends has
resulted in excess profits from Western's sales to the Company. The Company opposes‘
the adjustments reéommended by Staff, both in principle and amount.

The merits of this issue are discussed under Section IV.D., above. On
the basis of the Commission's findings and conclusions therein stated, the Staff's
proposed rate base adjustment relating to Western Electric profits is rejected.’

E. Original Cost Rate Base

Upon the competent, and substantial evidence in this case, and adjusting for
the qeterminations reaehéd on rate base issues zbove, the Commission finds and
concludes ﬁhat‘the Company's net original cost rate base is $1,465,184,000.

VI, Fair Value Rate Base

The Company and the Staff have submitted to the Commission a Stipulation
and Agreement as to the fair value rate base to be applied in this case (Hearing
Memorandum, Joint Exhibit No. 3, pp. 14 and 15). As a result, the Commission finds

that the Company's fair value rate base is $2,192,000,000,
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ViI, Rate of Return

In this proceeding, the rate of return issue is made up of two separate and
distinet parts: (1) thé weighted cost of capital for the Company's total Missouri
operations, referred to as the "total return®; and {(2) the keighted cost of capital
on the Company's intrastate operations, referred to as the "intrastate return®.

A, Total Rate of Return

1. Capital Structure and Embedded Cost of Debt and Preferred Stock

The Company and Staff agree that the capital structures for AT&T and the
Cgmpany to be used in this oasé are those as of April 30, 1982, as presented bj the
Staff in this case. The stipulated capital structure is based on a sourcing of
Southwestern Bell capital to the AT&T (parent only) capital'structure. Thé agreement
of the Company and Staff is set out pages 11 and 12 of the Hearing_Memorandhm in this
case (Joint Exhibit No. 3). The Company and Staff ha&e also agreed to the embedded
cost of preferred stock and debt, but disagree as to the cost of comﬁon equity.

The agreement of the Company and Staff as to the appropriate capital
structure and the appropriate embedded cost of debt and preferred stock for use in

this case-is get forth below:
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CAPITAL STRUCTURE AND EMBEDDED COSTS
FOR USE IN DETERMINING COMPANY'S
TOTAL COST OF CAPITAL

-I. AT&T Parent Cost of Capital

‘Capital : . Capitalization Embedded Weightéd Cost
Component Ratio Cost of Capital
Debt ‘ 15.58% 8.02% 1.25%
Preferred Stock 3.60% 7.67% .28%
Comﬁon Equity 80.82% . () | (2)
TOTAL 100.00% (3}

(1) Cost of Equity to bé determined by the Commission.

(2) Weighted Cost of Equity caloulated by multiplying the
Commission-found cost of equity (1) by 80.82%.

(3) AT&T Parent Cost of Capital calculated by adding the
weighted cost of equity (2) to the weighted cost of debt

and preferred stock.

II. Southwestern Bell Cost of Capital Based on a Sourcing of Its
Common Stock to ATAT Parent

Capital Capitalization Embedded Weighted Cost
Component . Ratio Cost of Capital
Common Equity

-Common Stock 44.97% (4) (5)
AT&T Debt 7.01
AT&T Preferred 1.62
AT&T Common Stock 36.34
by, 97

Retained Earnings : 11.90% (6) (7

TOTAL 100,009 (8)

(8} AT&T Parent Cost of Capital Determined in Item (3).

(5) Weighted Cost of Common Stock calculated by multiplying the
AT&T Parent Cost of Capital (4) by 44.97%.

(6) Cost of Equity to be determined by the Commission. This amount
will be the same as used in Item (1).
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(7) Weighted Cost of Retained Earnings calculated by multiplying
the cost of AT&T Equity (6) by 11.90%. '

(8) Total Southwestern Bell Cost of Capital calculated by adding
the weighted cost of capital components [4.16% + (5) + (7)].

The United States Department of Defense (Defense) takes thé position that
the capital structure which should be utilized for the Company in this case is the
consolidated Bell System capital structure, adjusted to reflect a lower equity ratio.
Defense also calculates the cost of senior securities (debt and preferred stock) to
be 9.03 percent. Defense argues that the Bell Telephone System 1s financed as a
single enterprise and that, although the opefating expenses associated with each unit
of the Bell Telephone System may vary due to local conditions,; the cost of capital
for plant and equipment used to provide exchange or other services does not depend on
its particular location. Defense recommends that the Commissioﬁ usé a fifty-fifty
capital structufe. The Bell System had 53 percent equity as of November of 1981.
AT&T has a stated policy of increasing 1ts equity ratio to 55 percent in the next few
years. Defense asserts that the Bell System will be able to maintain its financial
integrity'ﬁith a capital structufe containing 50 percent common equity, and that the
use of a fifty-fifﬁy capital structure in this case would prevent Southwestern Bell
from recovering excessive rates based upon an unnecessarily high cost of equity.
However, the Commission is not persuaded by the competent énd substantial evidence in
this record that Defense's proposed capital structure is éccurate or reasonable.

- The Commission finds and coneludes that the capital structure and embedded
costs of debt and preferred stock used by the 3taff and Company in thié case should
be relied upon. Those figuresa, as set out on the chart above, will be utilized in
this case. However, a capital structure adjustment may be appropriate at some future
time and the Company should be prepared to meet its burden of proof to show its

capital structure is reasonable in 1ts next case,
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2. Return on Common Equity.

Having détermined the appropriate capital structure and embeddéd costs of
:_qsbt and preferred stbck for use in this case, .a determination is necessary-as to the
 required return on AT&T equity. The required retﬁrn on AT&T equity is thenlappliéd
to thaf portion of SWB's common equity which has beén sourced, for purposes of this
case, Lo AT&T parent cémpany equity and to SWB's retained earnings. Evidence was
presented as to the required returnron AT&T equity by the Company, the Staff and
Defense. The recommendations of the parties as to return on AT&T equity»ﬁre as
follows: SWB -~ 17.1 percent; Staff -- 14.85 percent.to 15.95 percenﬁ; Defense --
13.50 percent‘to-15 percent; .

Each partf used a Discounted Cash Flow {DCF) analysia (also known as a
market analysié) in the coﬁrse.of developing its recommended rate of return on
equity} The DCF analysis is based upon the premise ﬁhat current investors. value a
share of stock by projecting the future flow of qividends and future value of the
share of stock, and‘discounting those values to the present time. The DCF attempts
to determine the cash flows which an investor can reasonably expect to receive., The

basic DCF formula which embodies this'analytical appnoach is as follows:

. D1
k = P + g.
0

Inrthis equation, PO represents stock price, D.l represents the indicated dividend per
share, g représents an expected growth rate measured in earnings per share or
dividends per share, and k represents the required rate of return. The component of
D, , | '

5 is referred to as the dividend yield component of the DCF equation, while

p
o

g constitutes the growth component. This basic DCF formula applies only to the cost
of common equity obtained from retained earnings. The cost of market-procured equity

(external funds) is greater due to the "flotation costs'" associated with the sale of
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‘new shares, Thus, for market-procured common equity, the D..’ formula 'is rendered as

D ) + g, where f represents flotation costs as a percent of

follows: k = —PTT_—_T

book value.

In its DCF, the Staff utilized a range of 9.1 to 9.7 percent for the
dividend yield component, based on a range of yields between October 1979 and
December 1981; and a growth rate range of 5.8 percent to 6.4 percent, based on an
examination of historical growth for five, ten and fifteen year periods ending in
1982. 3taff also applied a 3 percent adjustment for flotation costz. Staff's DCF

analysis results in a recommended return range of 15.2 to 16.4 percent.

Company is critical of the Staff's use of historicél and indiqated dividend
yields,‘aSSerting that the proper dividend to be used in the DCF model is the
dividend which investors expect over the next twelve months in the future. " The-
Company used a9.9 percent dividend yield component in its DCF, and an annual growth
rate in the range of 7 percent to 8 percent based on what the Company asserts to be
empirical evidence as to investors' actual growth expéctations, rather than entirely

historical dats.

Defense used a dividend yield component ranging from 9.5 percent  to
10,5 percent, and a growth factor of 3 percent to 4.5 percent. -

It is undisputed that investment analysts rely heavily on historical
earnings and dividend growth. The Commission finds the Staff's DCF to be the most
reasonable and to be well supported by the competent and substantial evidence upon

the record of this case.

Staff and Defense also performed comparable earnings analyses in this case,
seeking to establish the relative risk of AT&T based on historieal data. Staff's
analysis compares the book profitability of a selected group comparable to ATAT in
order to appralse the Company's current and histc;r-ie earnings and approximate a fair
rate of return for AT&T. Staff determined that other telephone companies represent

the most comparable risk substitute for AT&T or any other telephone utility, Staff
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studied the average market-to-book ratio (M/B), return on average common equity
(ROE), and common equity ratio (EQRAT), for Central Telephone (Centel), Continental
Telecom, Inc. (Continental), General Telephone & Eié§£roni§;“605b;mkéTE),.ﬁia; .
Continent Telephone Corp. (Mid-Continent), and United Telecommunications, Inec.
(United), for the years 1971 through 1981 and for-the 12~month periods ending

March 31, 1982, and May 31, 1982. This analysis indicated the following:

M/B ROE EQRAT
Other Telephone Companies
1977 Through Current 1.10 . 1553 <3547
AT&T
1977 Through Current .90 . 1284 5117

Staff's study indicates that the EQRATs of AT&T are considerably
higher than those of the non-Bgll composite, indicating that AT&T's required return
would be less than that of the.non-Bell companies, Staff concludes that ROEs in the
range of 14.5 to 15.5 percent should ;esult in favorable investor appraisal of AT&T
stock, and even lower returns may-pbove adequate if market conditions.improve.

 Staff also compared AT&T with a composite of the companies making up the

Dow Jones Industriazl Stock Average from 1971 through.1981, with the companies making
up 3tandard & Poor's (S&P) 400 (less AT&T), and for-the companies ineluded in thé
Compustat'II Industrial computer file. ROEs for the Dow Jones Industpials have
ranged from_about 10 percent to a little over iﬁ percent in the period 1974 through
1981, and have averaged about 12.4 percent, The averége ROE for the S&P 400 from
1977 to 1981 was 15.47 percent, and for the Compustat Industrials was 15.46 percent.
Based on this data, Staff concludes that returns in the range of 14.5 to 15.5 percent
. are reasonable for the Company.

The witness for Defense performed a similar study, which he called a
re;ative risk and earnings approach analysis, comparing AT&T stock to Moody's
Utilitﬁes‘aﬁd Standard & Poor's Utilities (hereinafter, Utilities) and to Standard &

Poor's Industrials (hereinafter, Industrials). Defense concludes that AT&T is
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associated, in investors' eyes, with less investment risk théﬁ the Industrials; that
the overail investment risk associated with AT&T has not ghanged during the past few
years; that AT&T's decreasing market values are the result of conditions affecting
the market as a whole and are not the result of a change in AT&T's business or
investment risk; that AT&T has maintained the highest levels ofrfinancial strength
while earning lower refurns on invested equity than the Industrialé; and.that
earnings of 12.5 to 13.5 percent for AT&T are comparable to the current earnings of
the Industrials.

Thé Company also offered a series of comparable earnings analyses intended
to confirm that the specifie return indicated by the Company's market analysis was
reasonable. ‘These analysés compared AT&T's indicatéd return from SWB's market
anaiysis with the M"expected market return fange" for the S&P 5003 and compared the
actual earned returns of two market aggregates (the S&P 500 and the 900 Company
Group, both excluding AT&T).

The witnesses for Company and Staff also recagnized the need for an upward
adjustment to AT&T's required market return so that net proceeds from a market sale
of common stock would be at least book value or above. In their DCFs, Company
recommended a 5 percent adjustment for this purpose, and Staff''s witness included
such an investment in his 3 percent "flotation costs" figure.

The Commission finds that the Staff's analyses of tﬁe appropriate fate of
return on equity are the most reasonable, _Staff's proposed range of 14.85 to
15.95 perceﬂt represents the averaging of the high and low ends of the ranges
indicated by the separate analyses of the Staff,

The Commission finds and concludes that the appropriate rate of return on
equity which‘should be authorized in this case is 15.ﬁ5 percent. Applying this

figure to the capltal structure adopted ébove results in an overall rate of return of

12.30 percent.
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B. Intrastate Rate of Return

The Staff proposes to adjust the Company's total cost of capital as
determingd above, to account for varying return requirements of Company's allegedly
different lines of business and its Missouri intrastate rate base. Staff asserts
that in order for the'Coﬁpany to have the opportunity to earn a return of
12.01 perceht to 12.54 percent on a total Company basis (the range of Staff's
recommendation in this case), the‘Company must earn a return of 11,50 percent to
12.15 percent on its Missouri intrastate rate base.' Staff presented the testimony of
Dr, Michael Iieo on this iésue.

It is Staff's position that there is sound basis from an economic
perspective for allowing the Company to earn different rates of return on its various
lines 'of intrastate business, because perceptible differences in risk exist among the
Company's various lines of business, Dr. Ileo submits that the Company's intrastate
Ooperations can be viewed as divisions or private centers consisting of local exchange
operaﬁioné, nonexchange or vertical services operatioﬁs, and intraétate foll
operations, Accqrdihg to Ileo, Southwestern Bell's total Company 6perations can be
divided into four categories: local exchange, nonexchange, intrastate toll and
interstate toll. Each of-these aggregate lines of business of the Company have
differen; risk characteristics and, hence, different rate of return requirements, in -
Ileo's view.

:Dr. John W. Wilson took a similar approach to that of Dr. Ileo, but
proposed tha£ SWB's total operations could be disaggregated into three lines of
business, instead of four, as follows: monopoly business, competitive business, and
potentially competitive business. Dr. Wilson identified interstate toll, customer
pPreeises equipment, and inferstate private line services as being "competitife", and
intmastaté toll and intrastate private line as being both "potentially competitive®

and "monopoly" services. Both Wilson and Ileo believe that the local exchange
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operations of Southwestern Béll have a much lower overall risk than the total Company

operations and should, therefore,'have a lower return and a higher debt ratio.

Public Counsel witness Gabel also testified that the Company can be
disaggregated into various lines of business, sueh.as_local exchange, iﬁterstate
toll, intrastate toll, and vertical services, and that becéuse of the variation in
risk uncertainty respecting the various servlce classifications it would be
appropriate to assign different rates of return to these different lines of business.
Mr. Gabel identified competition as the risk uncertainty to which he feferredf

Staff's assertion that different buéiness risks exist among the Company's
various lines of business is based upon a number of factors. First, because of |
competition,_the Company currently faces greater business risk in providing terminal
equipment and toll services than other services., Also, business toll use is more
directly sublect to swings in general economic activity.than-fesidential local
exchange service. In addiiion, Staff asserts that AT&T's plan to finénce American
Bell, Inec., with.virtually 100 percent equity indicates that noniexchange business
entails a high degree of business risk. Further, the Company has proboséd in this
proceeding {as it has in the paét) to price verticél and otﬁer comﬁetitive services
in excess of long run incremental costs, so that the implicit rates of return
associated with these services will be greater than the implicit‘ratés of return
associated with local exchange sérvice. Staff asserts that regulation has
traditionally recognized that greater risk requires a higher rate of returh, and
submits that regulators, investors and telephone industry analysts alike recognize
that toll and vertical services pose greater busineas risks than local exchange
business for predivestiture telephone companies. ‘Finally, Staff'éﬁers that the sales
of Western Electric (the Company's principal suppligr-of vertical services equipment)
have been more volatile than Bell System revenues because Western Electric is not
insulated from swings in economic activitys that'western Electric is in a

technologically dynamic business and the risks assocliated with innovation are greater
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for such companies; that Western Electric's business risks have been eombarable to

-those of other manufacturers and greater than the buasiness risk of utilities; aﬁd
'that Western Eieétbio's'ééiés and.eafningsuﬁéiatilitymhave én 1ﬁpact dn.éhe o
proportion of debt that it can carry in its capital structure.

Dr. Ileo recommended rates of return for the four aggregate lines of
business on ﬁhe basis of his assessment of relative business risk and its implication
for the underiying caﬁital structures for the Company's various lines of business,
While Staff insists that Dr. Ileo does not recommend capital structures for the four
aggregate lines of business which he identifies, the distinction the Staff seeks to
draw is too fine a line for the Commission to discern. As a practical matter,

Dr. Ileo's ultimate recommendation depends in substantial portion upon the
reasonableness of the underlying capital structures for the disaggregated lines of
business which are "implied" by his assessment of relative business risk. As Company
points out, a recommended return for each line of business.is meaningless without a
recommended capital structure.

The respective methodologies of Wilson and Ileo result in the assignment
(implied or otherwise), of the following debt ratios to the various lines pf'the

Company's business:

Recommended Debt

Ratio
Dr. Wilson
1. Monopoly operations 61 %
2. Competitive operations 56.9 %
3. Potentially competitive
operations 55.7 %
Dr. Ileo
1. Interstate toll line of
~ business - 35. %
2. Intrastate toll line of
business 55.17%
3. Nonexchange line of business 12 %
4, Exchange line of business : o4 %
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Ileo ultimately concluded that the appropriate Missouri i.ntz‘astate rate of
return for the Coipany is in a range of 11.50 percent to 12.15 percent. Dr. Wilson
determined that the Company's Missouril Jjurisdictional cost of capital is
11.85 percent, based upon the midpoint of Staff witness Shackelford's range of AT&T
(parent only) cost of common equity.

The Company submits that the risks of the various business segments of the.
Bell System cannot be disaggregated at this time and that those risks, if not
identical, are 3¢ similar that they cannot be quanéified. The Company also denies
that divestiture will necessarily result in significantly changed levels of risk,‘but
asserts that perceived risks.in poStdivestiture local exchange business may in fact
be greater‘than‘in"interstate tell business. Southwestefn Bell submits that the
required feturn for the Company's intrastafe operations_is at least as high as the
required return for its total operations.

The Company is critical of Staff's reliance on competitive risk as the
basis for distinguishing the Company's lines of business for rate of return
purposes. While the Staff offere@ evidence as to comparative competitive risk
facing the segregated portions of the Company's business, Company says the Staff
failed to offer evidence of the total comparative risk facing any given line of the
Company's business. Thﬁs, Coﬁpﬁny asserts that no basis exists in the recbrd for a
rate of return finding based on the Wweighted average of the various costs of capital
associated with the allegedly different risk levels. The Company assents.that
gignificant risks other than competition can be identified, such as regulatory risk,
legislative risk, Jjudicial risk and technological risk. Staff ésserts in response,
however, that since all of the Company's 1ine§ of business are affected by the other
risks dencminated by the Company, competitive risk is the.only basgis for
distinguishing the QOmpany's lines of business for rate of return purposes. Company
asserts that local exchange service i3 more exposed to ;nflationary rigks than is

toll sefviee, and that the beginnings of competition.in alternative loeal
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distribution systems are being seen. It is the Company's view that analysts and
.%pgggtqrs are at least as concerned with the risk connected with local exchange
operatiohs as they are with any other specific operation or with the Bell System‘i;
total. Hdwever, neither of.the Company's witnesses could provide any quantification
of the.level of competition offergd by alternative local distribution systems. Staff
also provided evidence indicating that in the near-term, the BOCs' monopolistic
market position within the local exchange and toll access markets will remain

relatively unscathed.

The Company asserts ﬁhat there is no evidence in the record that the
capital structures (implied or otherwise) relied upon by Drs; Ileo and wilson for
" their calculation of a proposed intrastate rate of return, are appropriate or
reasonable for those lines of business as viable stand-alone business entities. In
facﬁ, Dr. Ileo testified that he had not viewed the separate lines of business on a
stand-alone basis aé to their actual operatlions or managerial functions 'so as to
determine whether each line of business could be financially viablé as a stand-alone
entity. Company avérs that tﬂe methodologies of Ileo and Wilson used debt costs
which are totally unrelated to the level of debt ascribed by those witpesses to the
varioué lines of-busiﬁess{ For example, Company notes that Dr. Ileo posits a
64 percent debt ratio for the local exchange liné of business, but at a cost of debt
equal to Southwestern Bell's current cost at a 43 percent debt ratio. Company
preseﬁted evidence to the effect that an increase in debt Eatio results in an.
increase in the cost of new debt, resulting further in an increase in the cost of
embeddéd debt and of the.firm's finaneial risk. As the financial risk accelerates,
the cost of equity will also increase at least proportionately, and possibly even at
a highgr rate. Thus, the Company asserts that a 64 percent debt ratio would cause a
regulated utility an increase in its cost of debt and equity, & fact which was
ignored by Drs. Wilson and ileo-in their analyses., Company also presented evidence

indicating that major rating agencies believe that local exchange businesses will
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'need to maintain at least as strong a capital structure'afterfdivestiture as the BOCs
have maintained'over the years.

One of the Company's witnesses states that the business segments identified
by the Staff cannot yet be treated as independent stand-alone entities, but rather
are critically linked by a series of interdependent rates and Jjoint costs. It was
this witness' opinion that knowledgeable investors and professional analysts know
that such independence does not exist and that the risks of the segments of the
Company's business cannot be disaggregated.

The Commission is of the opinion that differenceé in risk probably do exist
among Southwestern Bell's various lines of business. This could be of particular
importance‘in the Company's next general rate case éince a number of the Company's
nore competitive lines of business will be spun-off on or before February 24, 1984,
as a result of the Mdified Final Judgment. However, the Commission cannot conclude
upon the évidenoe before it that lines drawn in the diséggregation process‘are
appropriate or that the risk differentials have been quéntified with reasonable
accuracy. 'Several of the Goﬁpany's criticiéms were not adequately addressed by other
parties in this record. The Coﬁmission finds and concludes that the Staff's proposed
adjustment on this issue should be rejected.

Nonetheless, the Company should be prepared to meet 1its burden of proof in
its next general ratelcase'to show that its position that no disaggfegation is proper
and that no quantifiable risk differentials exist, is reasonable. The Commission
expects the presentatioh in SWB's next rate case of various methodologies designed to
asgess any quantifiable risk differentials of Southwestern Bell's Missouri intrastate
lines of business.

For the reasons stated above, Staff's prohosed intrastate rate of return

will not be utilized for purposes of this casé.
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C. Summary

Based upon a finding in this proceeding that AT&T's required return on
equity 1s°15.45 percent, and upon thé Commission's rejection of the Staff's
intrastate rate of return adjustment, SWB is authorized to earn a return of
8.22 percent on its fair value rate base, which the Commission finds is reasonable.
VIII. Separations |

Separations is the process by which the Company's total expenses, taxes and
investments are divided between the state and interstape jurisdictions. Generally,
the separations process is»accomplished in accordance with the Separations Manual of
the National.Assoeiation of Regulatory Utility Commissioners (NARUC) and the ngeral
Communications Commission (FCC)}. The Company and the Staff havé presented four

separations iassues to the Commission for resolution in this case.

“A. Interstate Foreign Exchange

Interstate foreign exchange (FX) service is a combination -of private line
and exchange services. it enables a customer in state A to access, by means of an
interstate. private line, a local eiohange in state B as if his phone were located in
state B, The customer in state A can, by means of this arrangement, place callg like
any other subscriber in the loecal exchange of state B. Similarly, callers in the
local exchange of state B can gcdess the interstate FX customef's line as if it were
any other local.line located in that-excﬁange. No toll charge 1is incurred in either
case. The local exchange which can be accessed by the interstate FX (fhe local
exchange in state B in the illustration above), is .known as the "open end".

FX service is provided under two separate tariffs, The interstate private
line facilities associated with the service are provided under FCC Tariff No. 260.
The exchange facilities are provided under the local exchange tariff prevailing in
the open-end jurisdiction.

- Common Control Switching Arrangement (CCSA) provides a customer with a

leased private line telecommunications network, including dedicated lines and
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switches, which the eustomer.can use to communicate between tﬁe points on its
gystems. CCSA customers can also obtain local off-network access lines (LONALs) and
of f-network access lines (ONALs) which can be used in much the same manner as FX -
service in a distant city; The CCSA customer receives separate bills for the private
line and the origination and termination service at the open end. The latter is
billed at the business local exchange tariff rate.

Under the Separations Manual, 100 percent of the investment, expenses and
revenues assoclated with the interstate private line links qtilized in interstate EX
and CC3A services are diréctly assigned to the interstate jurisdiction. On the otﬁer
hand, all of the investment, expenses and revenues assoclated with the usage of the
local exchange service links in the provision of interstate FX and CCSA services are
aséigned to the open-end jurisdiction at the present time. Southwestern Bell asserts
| that the assignment of the minutes of use associated with these services to the
open-end (Missouri) Jjurisdiction is consistent with the longsﬁanding application of
the Separations hbﬁual. However, the Staff contends that the minutes of use
agsociated with these services are interstate rather than local in character, and
should be counted as such in the derivation of the various factors used to separate
Company's investment and expense. The assignment of these ﬁinutes of use to
interstate, rather than Missouri intrastate, Jjurisdiction, iﬁ accordance with the
Staff's proposal in thié case, would reduce the revenue requirement of the Company by
$14,259,000. |

The Staff contends that FX and CCSA service are, overall, ;ntegrated end-to-
end services, and that both the private lines and the local exchange service are part
of those integrated end-to-end services. On the other hand, the Company asserts that
FX dand CCSA are each a combination of two services: one service being an interstate
private line, under FCC jurisdiction, and the second service being an intrastate

exchange service under state jurisdiction.
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The Company asserts, further, that the present Separations Manual requires
that the costs associated with the local exchange minutes of use of FX and CCSA
services mist be assigned to the intrastate, rather than- the -interstate,
Jurisdiction. 'The Company asserts that intrastate assignment of these minutes of use
waé specifically contemplated by NARUC and the FCC in the adoption of the Ozark Plan
(the last sﬁate—federal agreemeﬁt for allocating exchange plant costs to be
ineorporated intp the Separations Manual); and that virtually every FCC and court
decision which has considered the issue has come to the conclusion that the costs at
issue must be reé&vered in the state Jurisdiction or not at all. The Company also
points. out that the FCC hés specifically assigned this question to the existing
federal-state Joint Board for its consideration in Docket No. 80-286 [89 F.C.C.2d 1
(1982)]._ Therefore, Company asserts that if the Commission adopts Staff's position
on this issue,'a porticn of the Cbmpany's known revenue requirement would.fall into a
"jurisdiectional crack" and ‘be unrecoverable by SWB, a result which SWB deseribes as
"confiscationﬁ.

On the other hand, ﬁhe Staff assefts-that the Separationé Manual is silent
or, at best, ambiguous as to the treatment to be given the exchange minutes of use
portion of‘Fx and CCSA sérvice, and that those services are ciegrly integrated
end—tofend interstate serviées over which federal jurisdiction ‘-has iong'been
recognized as paraméunt. Further, the Staff urges thé Commigsion no Longef to await
_action by the Joint Board, since that is essentially whaf the Commission did three
years ago (in P.S.C. Case No. TR-79-213) and the Joint Board still has not acted on
the matter. |

‘ The Commission believes that FX and CCSA services are integrated end-to-end
interstate services which should be under the jurisdiction of the FCC. Each time
those servicés are utilized, a party in one state communicates with a party in
another state. To treat any part of the provision of those services as intrastate is
pure fiction. That determination by this Commission leads to .the conclusion that, in

theory, the Staff's proposed adjustment is sound.
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However, the Commission is mindful that implementation of "this decision
would open a “jurisdictional erack", so that SWB would be unable te recover a portion
of its revenue requirement either from the FCC or this Commission.

The courts have addressed this issue. In New York Telephone Co. v.

Federal Communications Commission, 631 F.2d 1059 {2nd Cir. 1980}, the United States

Court of Appeals for the Second Circuit affirmed an FCC order which declared a

New York Telephone Company (NYTC) tariff to be unlawfully‘discriminaﬁory. The tariff
at issue would have imposed a surcharge on interstate FX customers designed to
recover the portion of revenue requirement disallowed by the New York Commission on
reagoning similar to that advocated by the Staff in the instant case. The Second

Circuit Court of Appeals held as follows:

In the final analysis, as at first blush, this case is really an
administrative jurisdictional dispute, with NYT and interstate FX
and CCSA users to some extent caught in the middle. Upholding
the FCC order, we force NYT to go back to the state for a new
tariff that is consistent with the FCC's March 12 order, as the
telsphone companies have done in the (alifornia and Missouri '
cases. Of course, NYT may instead file a new tariff with the
FCC, but the future Joint Board proceedings on all separations
procedures may delay approval for at least a year. To hold
otherwise in this case would permit the PSC to export intrastate
Lelephone costs to interstate users until separations proceduras
have been revised and all interests accommodated. In the words
of a dissenting PSC menmber, "[ulniformity in procedures used to
allocate costa among the many jurisdictions invelved is vitali,®
in fairness to telephone company and ratepayer alike. The FCC
appears to be seeking such "separatlons® uniformity in an orderly
way, usSed successfully for more than thirty years, which saves
state and private parties alike considerable litigation expense.
The PSC order abrogated by the FCC order whieh we affirm would do
just the opposite.

4 New York state court reached the same result uponi a petition filed there

secking to enjoin the New York Telephone Company surcharge tariffs. New York Tel,

Company v. Public Service Commissiocn, A.2d (N.¥, 8.Ct., &pp. Div.,VBd Dept.’

No. 38382, decided ). Further, the Supreme Court of the State of Maing

reversed a Maine Commission FX/CC3A adjustment in New England Telephone and

Telegraph Co. v; Public Utilities Commissgion, et al,, HUB A.2d 272, 300 (Me, 1982,

with this language:
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In the present case, the Commission's allocation of FX plant
costs to the interstate jurisdiction, contrary to the FCC's
practice, disregards the balancing arrangements under which the .
FCC-NARUC plan has been administered. Regardless of whether the
Commission is bound by federal action in allocating NET's
interstate FX minutes of use, it should defer to the practice
currently followed by the FCC in carrying out the understandings
embodied in the Separations Manual. Considering the
importance of uniformity in the federal and state regulation of
telecommunications, the desirability of according comity to FCC.
practice in this matter, and fairness in the treatment of NET, we
believe that the Commission acted unreasonably in allocating the
costs in question to the interstate jurisdiction.

The Commission finds and concludes that it would not be reasonable to make
Staff's suggested adjustment in this case.

‘B. Five-day Versus Seven-day Studies

The Staff proposes to reﬁssign approximately $12,080,000 in annual state
revenue requiremeﬁts to thé in;erstate Jurisdiction, based on its contention thatISWB
should calculate certain components of the minutes of use study on a seven-day basis,
rather than on the currently employed business day or five-day basis. The sample
studies at issue heré are conducted in order to develop the éverage duration_of
exchange and toll calls (holding time per call). Measurements of toll (both state
_ and interstate) énd total office usage are taken over a period of five businesé days.
Exchange usage is developed by deducting toll usage from fotal office‘usage.

' Coneurrent.with thig uéage measurement, counts of toll ﬁéssages (both state énd
iriterstate) as well‘aé.exchange‘calls are taken. Toll holding times are deﬁeloped by
dividing the toll usage meaéurement by the counts of tollrmegsages. Exchange holding
times are developed by dividing the exchange usage by exchange calls, These holding
times are fhen used to develop total study area exchange, state toll and interstate
toll minutes of use by multiplying total month study-area calls and staté and
interstgte toll message volumes by their holding times developed in the five-day
study. Five-day studies have been employed for these purposes by Southwestern Bell

in Missouri for many years, as well as by other Bell companies throughout the nation.
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Two major Separations Manual usage factors are based on the results of the
five~day studies. These twoe factors are the subscriber line usage (SLU} factor and
the dial egquipment minute (DEM) factor. The importance of the SLU factor is that it
was used in the development of the 1980 subscriber plani factor {SPF) which was then
used to develop the frozen SPF (discussed ﬂurtﬁer- below, under Section VIIIL.C),

The Staff points ocut that the Company uses hoth five-business-day and
seven-calendar-day usage studies, for different purﬁoses. For interexchange
facilities, the Company samples the usage (holding time or minutes of use data and
number of messages) on the-basis of 3geven oalendaf days to measure interstate and
intrastate usage. However, for station equipment,. local loops and local switching
equipment for interstate toll (MTS) and interstate WATS usage, the Company uses
number of messages on the basis of seven calendar days and holding time data on the
basis of the five business days (exclusive of the weekend holding time data). Thus,
the Company exclﬁdea weekend holding time data in the calculation of SPF and of diai
eduipment minutes. The Company's methodology, Staff alleges, understates interstate
usage of station equipment, local loops, and local switching equipment;
underallocates expeﬁée and investment of stabion equipmeﬁt, local loops and switcbinég
equipment to interstate; and, thereby, overallocates the Company's revenue
reqguirenent to thé Missouri intrastate ratepayer. It is Staff's position that seven
caléndar day holding time data should be used in determining the allocation of the
expense and investment respecting statign equipntent, local loops and local switching
equipment.

The average duration in minutes of interstate toll (MTS) calls is longer
during the weekend than during the yeekdays, possibly because of the lower interstate
rates that are in effect on the weekend. 1In 1981, SPF inclusive'of weekend holding
time data was 0.2839, but SPF exclusive of weekend holding time data was 0.2626,
Paragraphs 11.21é and 11,15 of the Separations Manual indicate that (1) any studies

or peasurements mist be performed during a representativé'period in a manner that
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clearly bef;ects aétual use, and (2) companies are al;owed'to use shortcut procedures
provided that the shortcuts are applied in a manner that does not distort the
results. Nei?hehnfivefday stqdies”poﬁ seven-day studies are specifically required by’
th.e.Separ'ations Manual.
| The existing Joint Board- is ﬁnder directions from the FCC to consider

whether seven-day study periods should be substituted for existing five-day study
periods, in FCC Docket No. 80-286. AT&T has proposed that the seven-&ay studies be
utilized, and SWB supports that proposal. However, SWB further states that this
Commission mist await the Joint Board's recommendation and the FC(C's approvél of that
change before makiné any adjustments to Missouri intrastate rates on the basis of
seven-day study data. The Company asserts, as it did concerning interstate FX and
CCSA services, tﬁat uni}ateral action by this Commission prior to action by the Joint
Board would fesuit in Southwestern Bell's inability to‘recover an admitted portion of
its revenue requirement in either the state or intefstate jurisdictions.

| The Gommission-believes that Southwestern Bell should calculate holding
time (minutés of use) data for station equipment, local loops and local s?itching_
equipment for interstaﬁe toll (MTS) and interstate WATS usage on the basis of seven-
day studies, instead of the five-day studies currently employed. Other companies do
so at this time. The Commission finds that ghe use of five-dgy studies overallocates
the Companyhs revenue requirement to the Missouri intrastate ratepayer; thatlfive
. days is not a representative period clearly reflecting actual use, as required by the
Sepérations bhnuél; épd that the use of five-day studies distorts the results of such
studies. |

Howe#er, the Cbimission is mihdful of the impact that implementation of this

deoision would have'on SWB's ability to recover its revenue requirement. Therefors,
thg Commission finds énd.concludes that it would be unreasonable to make the
adjustment in this case. However, the Company should actively pursue corrective FgCC
action in order to avoid any future shortfalls should the Commission subsequently

make this adjustment.
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C. Frozen Subscriber Plant Factor (SPF)
By its Decision and Order adopted February 24, 1982, énd_released
February 26, 1982, the FCC adopted the recommendation of the previously convened
federal-state Joint Board to freeze the subseriber plant factor (SPF) at the average
1981 annual level as an interim measure pending the development of final, more

comprehensive changes to separations procedures. FCC Decision and Order, Docket

No. 80-286, Released February 26, 1982. SPF is a derived factor used to allocate
investment in station equipment, subscriber lines and the non-traffic-sensitive
portion of central office equipment to the interstate jurisdiction. SPF is deprived
through a formula set forth in Section 23.444 of the Separations Manual. That
formula is geﬁerally rendered as SPF = .85 SLU + (2 SLU X CSR), where SLU is a
measure of subscriber line usage énd CSR is the composite station rate.

In this case, Staff concedes that the Company is required to fﬁeeze the
interstate SPF aﬁd uée that frozen factor in the'separation of its Missouri
investmenﬁ and expense between phe state and. interstate jufisdictions from‘and after‘
the implementation date of the FCC Order {April 1982). However, the Staff asserts in
this case that Southwestern Bell has not frozen the SPF in compliance with the FCC's
Order and that Southwestern Bell's noncpmplianqe ocverstates the Company's Missouri
intrastate revenue requirement by $3,005,000. More specifically, Staff contends ﬁhat
the FCC intended to freeze the SPF factor relating only to message telephone services
{MTS) and wide area telecﬁmmunications services (WATS) offered‘by the Bell System,.
and did not intend to freeze the SPF related to similar, if not identical, services
offered by Other Common Carriers (0CCs) such as MCI Telecommunications Corp§ratidn
ahd Southern Pacific Communications Company. Staff relies essentially on its
observation that the FCC Order freezing SPF did not expressly state that the SPF
associated with OCC toll-substitute services should also be frozen.

To offer its interstate MIS and WATS services, AT&T must connect its.

facilities to the local exchange facilities of the various operating telephone
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companies. The local operating.oompanies receive compensation for the use of their
local facilities through the division of revenue process. To offef their services,
MCI and Southern Pacific must also connect their facilities to the local exchange
facilities of the operating telephone companies. The Bell System and the OCCs have
negotiated exchange network facilities for interstate access (ENFIA) agreements,
filed as tariffs with the FCC, providing for compensation to the operating companies
f'rom the 0CCs for the use of operating company local facilities. Under the ENFIA
agreements, the operating telephone companies are compensated for the use of these
facilities directly from the OCCs, and not through the division of revenue process.

Based upon the evidénce in this case, the Commission finds and concludes
that thé Company's' interpretation of the FCC Order is reasonable. Evidence provided
by Staff has not shown otherwise. The Commission's view of this matter is consistent
Wwith that of the Chief of the Common Carrier Bureéu of the FCC, who advised Staff's
Wwitness .on this issue that the FCC had intended to include ENFIA minutes of use in
arriving at .the appropriate level of frozen SPF. (Late-filed Exhibit No. 233).

The Staff's proposal is rejected.

D. Phasedown of Customer Premises Equipment (CPE)

In the same Decision and Order in which it directed the SPF factor to be
frozen at the average 1981 level, the FCC also adopted a plan for the gradual removal

of customer premises equipment (CPE) from the separations process. FCC Decision and

Order, Docket No. 80-286, Released February 26, 1982. Under this plan, no
investment or expenses associated with CPE incurred after January 1, 1983, will be
allocated to interstate operations. The amounts in the CPE plant on the books as of
that date, and the average amounts in related expense accounts for the previous year,
will constitute a "base amount" for separations purposes. The base amount will be
reduced at the rate of one«sixtieth per month over a period of five years.

Company proposes in this case to include in its intrastate revenue

requirement $3,624,000 to account for the impact which the adoption of the CPE
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phasedown will allegedly have on its financial operations in calendar year 1983,
Company asserts that, although the Company's expenses and investment associéted witﬁ
CPE will gradually be reducing, the Company will also be losing intrastate tariff
revenues generated by terminal equipment. The Company also asserts that the
intrastate jurisdiction has enjoyed a contribution by reason of the assignment of
significant portions of the costs of terminal equipment to the interstate
Jurisdiction and the recovery of those costs through the division of revenue
process. It is the gradual loss of this alleged contribution previdﬁsly received
from the interstate jurisdiction upon which the Company's intrastate revenue
reguirement adjustment is based. ‘

The Staff opposés the Cﬁmpany's adjustment, primarily on the basis that it
goes outside of the test year in this case. Tﬁe.test year; as diséussed'hereinabove
at Section III, is the 12-month period ending April 30, 1982, as updated for known
and measurable changes through September 30, 1982,

The Commission determines that the Gompany's.proposal should be rejected.
While the Company asserts that the revenue requirément impact of the CPE phasedown is
"known", the Commission finds that such impact is not "knoﬁn and measurable" as that
term is otherwise used in thié case. Company's proposal would adversely affect the
inﬁegrity of the test year, in that revenues, expenses and investment would not be
adequately matched under the Company's proposal, If the CPE phasedown were to be
addressed in the revenue reduirement determination in this case, aa proposed by the
Company, then the Commission would also have‘to look at the revenue requiremént |
impact of other "known" events which are outside of the test year (as trued up), such
as thée transfer of certain assets and personnel from Southwestern Bell to Aﬁerican
Bell, Iﬁe., in order teo imp;ement the FCC's Decision in Computer InquirleI
(discusgsed elsewhere. in this Report and Order under Section XV, "Public Counsel
Motion For Sepaﬁate Doocket™). While perhaps balancing the errof, even that course of

action would not save the integrity of the test year concept. The Commission
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concludgs that a proper matching of revenues, expenses and investment for purposes of
determining Companf's revenue requirement in this case cannot be accomplished if the
Cémpatiy's proposal on CPE phasedown is accepted.
Further, the Commission finds and concludes that the Company has not met
its burden of proving that the phasedown of embedded CPE in 1983 will, in fact,
result in a decrease in Missouri intrastate revenues in the amount alleged by the
Company due to a loss of subsidy of intrastate services, other than CPE, by
interstate C?E. The Company's hypothetical evidence in this regard is insufficient
to meet the burden of proof.
For these reasons, the Company's pfoposal is rejected.
IX. Settlements

By stipulation set out in Exhibit No. 160, Staff, Company and Public
-Counsel agree that the gross=-up of any revenue requirement increase in this case for
. Independent Company Settlements as calculated in Company's prefiled'direct case'is
appropriate, subject to the Staff's proposed refinement of the annualizatioﬁ of toll
revenues as adopted in Staff's current filing. Those parties stipulated and agreed
to include Staff;s adjustment to annualized settlements ip the true-up hearing in
this_case and to use at the true-up tﬁe procedure utilized by Staff. The Commizsion
is of the opinion that'the stipulation regarding Independent Company Settlements
should be adopted, except that the uncollectable gross-up factor which should be
utilized in the calculation is the Staff's proposed uﬁeollectable factor of .006U18.
(See Section IV.F and G).

X. Quality of Service

The Company asserts that it is providing high quality telephone service to
its Missouri customers, and is currently meeting all of this Commission's
surveillance levels asrset out in 4 CSR 240-32.080, on a state-wide basis.

The Commission Staff invest;gated the Company's service quality in

accordance with rule 32.080, and found the Company's service quality at an acceptable
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level in most exchanges. However, the Staff found that service in'thé Old Appleton,
Pond, and Portage des Sioux exchanges is not at an acceptable level, and rquesﬁs six
monthly reports from the Company on those exchanges.

Staff also investigated faults in cable pairs located in outside. plant
facilities. Such faults may affect customer service eilther presently or in the
future., Staff recommended that the Commission order the Company to submit a progress’
report to the communications department staff every 30 days to report on the status
of all the major faults located by Staff whiceh the Company had not eliminated by the
end of the hearing in this case. The Staff recommends that sueh reports continue
until the Company has eliminated all the major faults which the 3taff located.

The Company aérees to comply ﬁith Staff's request for six monthly reports
on certain service levels provided to the ekchanges of 0ld Appleton, Pond and
Portage des Sioux. The Company also agrees to keep the Stéff and the Commission’
advised on a regular basis regarding the Company's efforts to eliminate the major
cable faults identified in Staff's testimony. Such reports will be filed with the
Secretary of the Commission purswant to the timetables suggested by the Staff.

The Public Counsel believes that the quality of service provided by the
Company exceeds the Commission's standards by an excessive amount, thereby imposing
unnecessary costs upon Missouri ratepayers.

The Commission finds and concludes that the Company's quality of service
meets the standards required by Commission rule 4 CSR 2U0-32.080, except in the
Old Appletoﬁ, Pond and Portage des Sioux exchanges. The Commission further finds and
coneludes that Ehe agreements reached by the Staff and Company concerning the filing
of reports by the Company on service levels in those three exéhanges, and concerning
the Company's progress in eliminating major cable faults as identified by the Staff

in this case;, are reascnable and should be approved.
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XI. Capital Recovery

A. Expensing Station Connecticns (ESC)

" SWB seéks authorization from the Commission in this case to implemeﬁt a
plan for the phased-in expensing of the inside wire porﬁion of station coﬁnection
costs. Station connection costs include the costs of labor and material associated
with installation, reinstallation and reconnection of station apparatus.
Historically, the Commission has accorded capitalization treatment for ratemaking
purposes of station connection costs., The expensing plan proposed herein by SWB is
consistent with action authorized in 1981 by the Federal Communications Commission
(FCC).,

The-Station connection can be subdivided into two distinet parts: (1) the
outside portion, cohsisting of the wire connecting the distributioﬁ cable to the
particular building ("outside wire"), and (2) the inside portion, consisting of the
wire connecting the telephone apparatus.or plug-in terminal to the outside wire, the
effort involved with connecting the telephone apparatus to the wiring and testing
same, and the service order work (collectively referred to as "inside wire"). On the
books of the Company the investment associated with station connections is included
in Aéoount 232. Station eoﬁnecéiona,las defined in Account 232; havé no relationship
. to the cost of the-instrumeﬁt other than the labor and material necessary for 1its
installation.

By its Report and Order in Docket No. 79~-105 (adopted dn November 6, 1980,
and released on March 31, 1981) the FCC ordered a modification of the Uniform System
of Acdounts to accomplish a movement to the expensing of station connection costs.
Previously, all station connection costs (both inside and outside wire) had been
capitalized in Account 232, with recovery of such costs spread.over the life of the
service connection. Through its Report and Order the FCC determined: (a) that the
‘"inside wire portion" of Account 232 should be expensed (that is, reflected on the

company's books of account as an expense during the accounting period in which the
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cost is incurred) and that the outside portion qf said accounf should continue to be
capitalized; (b) that embedded investment related to 1hside wire contained in
Account 232 should be amortized over a tén-year period; and (¢) that the carriers
affected by said Report and Order should move to the expensing of station
connections-inside wire over a four-year phase-in period or, with state commission
approval, could elect to institute a "flash-cut" under which immediate'expensing of
such costs would take place. The FCC directed that carriers affected by said Report
and Order comply with the above-described revision of Account 232 no later than
October 1, 1981,_and permitted rebroactive booking in accordance with said revision
to January 1, 1981. SWB chose to book the expensing of station connections-inside .
Wwire retroactively to January 1, 1981, but the Companyl;s presently also maintaining
side records reflecting éapitalization of such costs.

In tﬁis case SWB seeks ratemaking breatmen£ from tﬁis Commission consistent
with the FCC's revision of Account 232 as described above, that is, the expensing of
station connections-inside wire for ratemaking purposes through a‘four-year phase-in
to full current expensing. Herein, SWB is proposing to recover the second year level
of expense under a four-year phase~in plan (in other words, 50 percent expensing),
utilizing annualized test-year-end plant levels. ‘

In its Report and Order in Case No. TR-81-208 (issued November 27, 1981),
the Commission rejected the Company's initial proposal to implement ESC. In reaching
that decision, the Commission cdncluded that statibn.connectioﬁs-inside wire costs
are in the nature of a capital investment which results in a flow=back of revenues to
the Company over a period of years. The Commission cbncluded that such expenditures,
in the absence of the existence of some other overriding considerétioﬁ, should be
accorded capitalization treatment.

The Commission noted in its Report and Order in Case No. TR-81-208 that the
ESC issue was also pending before the Commission in a generic docket at that time

(Case No. TO-82-54)., The Commission stated that it was willing to consider any
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further, relevant testimony regarding the ESC issue in the context of that docket.
After a prehearing conference in Case No. TO-B2-54 failed to establish a mutually
‘agreeable schedule iof‘ proceedings in that case, the Staff and the Company filed a
Stipulation agreeing that the ESC issue should be presented again to the Commission
in the context of Case No. TR-82-199. By Order dated Augusﬁ 6, 1982, the Commission
accepted the approach suggeéted‘in the Stipulation, and additional testimony on the
ESC issue was then filed by the Company and the Staff in the instant case. The
Company and the Staff also jointly sponsored as an exhibit in this case the entire
record regarding the ESC issue from Case No. TR-81-208 (Exhibit No. 129).

The Company argued in Case No. TR-81-208, and argues again in the instaﬁt
case, that capitalization of inside wiring expenses is associated witﬁ the goal of
.universal telephone service and that, because that goal has largely Seen realized in
Missouri (épproximately 95 percent of Missouri households have telephone service), a
change in accounting is appropriate. The Company also argues, as it did previously,
thét not all of the costs associated with station connectionSninsidé wire are capital
in nature in that certain costs hﬁve no useful life beyond one customer; ahd that
amounts in Account 232 have grown at a faster rate due to "churn" (station connection
activity resulting from customer movement). The Company argues that ESC is essential
in order to ensure the assignment of costs to the cost-causative customer, and that
such an assignment_bf costs was one of the primary goals of thg FCC in requiring ESC
in Docket No. 79-105. The Iﬁilure to expense station connections, according to the
Company, results in a mismatch of revenues and expenseé, while ESC results in a
financial benefit ﬁo the ratepayef in that continued capitalization requires revenues
to cover a return and taxes on the investment, in the Company's view.

The Staff's position in Case No. TR-81-208 was that the appropriate
accounting for station connections is an accounting question and that
capitalization is appropriate for Account 232 because, taken in the aggregate, the

expenditures result in assets of lasting value with a useful life of one year or more
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which-produce a stream of'reJenueS'extending into future yearsz. The Commission
agreed with the Stéff, finding that the aggregate investment constituting the inside
wire portion of station oﬁnnection costs has, on average, a useful life in excess of
one year, and pdssibly in the range of three to four years, which éhould be viewed as
an investment necessary for the flow of revenues back to the Oompany. Héving madé
that determination, the Commission found that "assignment of the éost to the
cost-causer, if that is the desired goal, is a matter of rate design and is separate
and -apart from expensing versus capitalization considerations." [Report and Order,
Case No. TR-81-208, p. 321.

In the instant case,‘the Company alsc asserts that significant regulatory
changes have occurred in the area of service connection charges since thé
‘Commission's decision in Case No. TR-81-208 which the Gompanf believes represent
"overriding considerations® ﬁhich call for the approval 6f ESC by this Commissibn.'
For example, in residential installations occurring'during the test year, -the Company
did not send a service technician to the premises or install any inside wiré in more
than 50 percent of the processed service ordersi approximately Sﬁ percent of the
Company's customers pick up their telephone sets at PhoneCénter stores; and in
72.3 percent of all inward residential installation service orders occurring during
the test year, no telephone company work was required inside the customer's premises.
The job functions associated with a typlcal service order are the issuance of the
service order, PhoneCenter distribution of the telephone sets, assignment 6f the
service order, insﬁallation force management control, distribution of the service
order, central office framewﬁrk, testing of the service order, and completion of the
service crder.to the serviee order completion center. Currently, all of these
activities are expensed, with the egéébtién of assignment, distribution and service
order completion, which Company proposes to exXpense in the instant case. The Company
also proposes to e#pense the costs associatéd with reconnection of the exlsting drop

wire and field cross-connections if such activities are required on a particular
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order, Companj believes that it is inappropriate to continue to capitalize costs
assocléted with the service order process and other functions performed by the
Company for-ratgpgking"pprposes when a majority of service orders.no.longer regquire a..
" premises visit.by a Company installation technician and, in at least 72.3 percent of
the residential installgtions in the test year, no inside wire was éven placed by the
.Company. Oh the other hand, the Staff asseérts that these facts also indicate that in
a vést méjority of cases customers are not requiring movement of the inside wire and
are, in %act{ reusing inside wire already in place.

Company points out that as‘a result of the Commission's decision in Case
No. TR-81-208, service connection charges for the trip, premises wiring and station
handling fﬁnctions‘included in a service connection are fully combensatoryf Company
asserts that fully compensatory service conneqtion charges are desirable because
installation expenses are nonrecurring in nature and readily associated with an
individual customer, and make it possible to associate a specific cost with the
cost~causative ratepayer at the time the cost is incurred. The Company does not
propose. to change the service connection charge established in Case No. .TR-81-208.

The Company also asserts that the provision of inside wire has become
competitive. Since Januar& 15, 1982, standard residence and business customers can
utilize pxisting equipment at existing locatiops, can wire premisgs themselves after
obtaiﬁing the needed materials from the Company or anothér veﬁdor, or can hire
someone other than the Company to wire the premises. Since 86 percent of the
residences served by the Company are modularized, customers can also avoid any
station handling.charge‘by picking up their sets at a PhoneCenter store (or
purchasing them from another vendor) and plugging them into the modular jacks
themselves., - Products are also now available at the PhoneCenter stores and from other
vendors which allow a customer to modularize and wire his own premises if such work

is necessary.

P




The Company aSb‘.,j that if service connection ch ées are nét set at
-levels equal to cost, then customers who elect to do their own installation work
would be denied the opportunity to save the full cost of their work. Further, such
customers would then be required to pay through higher monthly rates some portion of
the costs caused by other customers who had the Coﬁpany perform such work at rates
which did not recover the full cost. Finally, Company asserts, service connection
rates set at levels below cost would give the Company a competitive-aGVantage overr
other vendors and contfactors.

The Company also agserts that; from an economic standpoint, the only
benefit and revenues which actually.flow to the Company as a result of the
installation of inside wire are the specific service connection charges associated
with that installation. In support of this argumen;, the Company points out that it
is not necessary for the Company to install inside wire to realize futuré_revenues
from a customer since the Company will receive revenues for any services it provides
to thé'customer (i.e., access line, telephone sets, custom calling services, toll
service, eﬁc.) whether the Company installs the wire or the customer installs his own
wire or pays another contractor to do it. Thus, in the Company's view, the re#enues
which the Company receives when it performs service connection_funetions represent
the only true economic benefit received by the Company for such a service. While the
physical life of the inside wire itself may be more than-one'year, according to the‘
Company's argument, the economic life of inside wire is simply the amount of time
necessary to install the wire and collect a charge for that installation.

Company argues that since the provision of inside wire is now a competitive
market, continuing to capitalize station connections will give customers the "wrong
economic‘signals". The Company also expresses concern that without ESC it will have
a problem recovering the embedded costs in Account 232, which are continuing to grow
largely because of moves,.changes, rearrangements and the addition of extensions by

new customers, not because of the addition of new subseribers. The 3taff points out,
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however, that Account 232 is still under the jurisdiction of the Commission and will
continue to be éo after Computer Inquiry II and AT&T divestiture are implemented.

The Staff continues to oppose the expensing of sbation connections-inside
Wire in this case. Staff believes that the Commission's reasoning in rejecting ESC
in Case No., TR-B1-208 is still valid. The Staff believes that the material and labor
associated'with‘the installation of inside wire create tangible assets of lasting
value which‘can be located, added to, removed and reused by succeeding customers.
Inside wire has a compoéife average service life of approximately four years.

Staff points out that the installation of inside wire is the connecting
| link between the telephone apparatus andithe distribution lines to the central
office. All three elements are required in order for the customer to use his
telephone, thereby generating revenues for Southwestern Bell., The distribution lines
and the station apparatus ére capitalized by Southwesbern Bell, but SWB seeks to
expeﬁse the inside wire portion of station connections in this case. However,
Compény points outlthat it charges its customers a monthly récurring rate for any
Company telephoné set they utilize, and-for access line facilities, but not for
inside wire. | |

Staff states thatie#en if customers who choose an alternative provider of
inside wire will partially pay for other customers' Company-provided wire through
recurring charges, this does not create an inequity of such magnitude as to override
proper accounting treatment of station connections. The addition of a main station
and the continued availability of that station when there is a reconnection is a-
benefit to the system as a whole, in Staff's vieﬁ, and.a benefit %o other customers
'on the system.

The Staff disputes the Company's argument thaﬁ the "economic life" or
benefit to the Company from the provision of inside wire is solely the recovery of a
service connection charge. First, Staff asserts that the tariff charges for station

connections are not, and May never be, fully compensatory. Secondly, Staff argues
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that £here is a eclear, di}ecﬁ and bontinuing economic_benefit'tofthe Company from the’
initial installation, connection, reconnection or reinstallatioﬁ of inside wire, by
giving access to the system which generates revenues for Southwestern Bell ;hrough'
telephone usage. The Staff alleges that the Company's proposed définition of
"economic life" is designed solely to suit Southwestern Bell's own purposes on this
issue, and that the true economic life of station connections-inside wire is the
composite average service lifle of approximately four years.

While the capitalization of station connections=inside wire may originally
have been designed,. at least in part, to encourage universal teléphone service by
spreading the costs of such connections over all ratepayers and over a period of
years, universal telephone service has largely been achieved and the monopoly
environment in which service connections were formerly made has draﬁatically-ohénged.
Approximately 95 percent of Missouri households have teleﬁhone service, and the
number of main stations in Missouri actually declined during the first half of 1982,
During 1981,'thé Company had to install 16 stations in order to achieve ; net gain of
one station (16 to 1 churn ratio). Thus, although there is no growth'occurring on
the Missouri network, Account 232'13 continuing to grow (deferring additional costs
to future customers) because of moves, changes, rearrangements and extension
telephoné‘additions occurring among existing customers. The increased competition
for the sale of inside wire and the increasingly compensatory level of service
connection charges also signal significant changes frqm the environment in which the
capitalization of station connection costs began.

The Commission detémines that the Company's proposal for phasing in the
expensing of the inside wire portion of station connection costs should be approved.
Although the physical life of inside wire generally exceeds one year, station
connection costs include the costs of labor associated with installation,
reinstallation and reconnection of station apparatus as well as the cost of the wire

itself. Continued capitalization of these éérvice connections would require future
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ratepayers to bear cbsts associated with service connections of other past and
present ratepayers, even thoﬁgh a majority of service orders no longer requiré a
premiseS~visit~by~a.Company installation technician and, in at least-72.3- percent-of
the residential instailations in the test year, no inside wire was placed by the
Company. Eighty-six percent of ﬁhe residences served by the Company are modularized;
ahd customers may also purchase products on. the market with which to modularize and
wire their own premises if such work is necessary. Since January 15, 1982, the
provision of inside wire has become competitive. Upon these facts, the Commission
concluaes that the expensing of station connections-inside wire will allow customers
to pay only for those costs which they actually cause the Company to incur,‘and will
not redquire customers %0 pay higher monthly rates in order to cover the costs ’
associated with another customer's choices or actions concerning service
connections.

The Commission determines that it can no 1onger accept the distinction
. between accounting treaﬁment of station connections-inside wire, and the rate
désign treatment to be afforded such station connections. Put simply, the
contiﬁuation of‘the éapitalization of station coﬁnections-inside wire discriminates
against those customers who pay compensatory service connection charges or who
pepform the work_themselves;_and prevents such customers from realizing the full
‘econonmic value aséociated with their available options.

The Commigsion notes that since it appears that there will be an additional
revenue reqguirement fér this Company during the next year, the Coﬁpany should
propose, in its nexﬁ rate case, service connection charges thatrare fully
compensatory.

The Commissidn finds and concludes that the Company's proposal should be

adopted.
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B. S3traight Line Equal Life Group and Remaining Life Depreciation

In its prefiled testimony in this case, the Staff opposed the use of the
Straight Liﬁe Equal Life Group (SLELG) depreciation procedure and the Straight Line
Remaining Life (SLRL) depreciation technique for purposes of determining the
appropriate level of depreciation expense in this case, unless and until the
Commission approved either or both procedures in PfS.C. Case No. T0-82-3. On
September 17, 1982, the Commission issued its Report and Order in Case No. T0-82-3
aﬁproving'the use of the SLELG procedure and the SLEL technique and, as arresult,
authorizing Southwestern Bell to file tariffs to recover a $12,000,000 revenue
deficiency. After the Commission's decision in Case No. T0-82-3; the Staff‘joined
the Company in recommending the use of SLELG and SLRL for pﬁrposes ofrdetermining
depreciation expense in this case. (Hearing Memorandum, Joint Exhibit No. 3).

Pubiic Counsel opposes the adoptilon of SLELG and SLRL, and prop&ses instead
the continued -use of the Straight Line Vintage Group method of depreciation, By
stipulation of the Company and Public Counsel, the record of P.S.C. Case No. T0-82-3
was offered and received in evidence in the instant case. (Exhibit No. 225,
consisting of seven volumes iettered A through G). The positions of the ﬁarties,
including Southwestérn Bell and the Public Counsel, are set oﬁt there.

On December 28, 1982, the Commission denied Public Counsgel's Motion For
Reheariﬁg in Case No. T0-82-3. Nothing in the record of the instant case requires a
different résult. The Company is authorized to use SLELG and SLRL for purposes of
determining depreciation expense in this case, consistent with the Commission's
Report and Order in Case No. T0-82-3.

XII. Hotel and Motel Commissions

Staff, Company and Public Counsel have agreed that Company's test year
expenses should be reduced by $1,269,000 due to Company's proposal in this case to

eliminate commission payments to hotels and motels for‘intrastate toll calls placed
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by hoﬁel and metel guest patrbns. _All parties agree that should the Commission
: rejgct Company's pfoposal to eliminate such payments, then Company's test'ygar
expensesnéﬁq”revenugnfgguireﬁept_qulq”inereaag_py,$1,269,QQQ.
Sinée the Commission is accepting Company's proposal to eliminate the hotel
and motel toll commissions (see Section XIV.B.9 of this Report and Order, below),
this $1,269,000 adjustment in test year expenses is not necessary.

XIII. BRevenue Regquirement

Based upon the determinations of the Commission herein, Southwestern Bell's
total net’ operating income requirement ié $180,218,000. The net operating income
‘available for purposes of this proceeding is *144,451,000, leaving a net operating
income deficiency of $35,767,000. After applying a factor for income tax and adding
the amount related t§ unéollectable revenue gross-up, Independent Company |
Settlements, and deductingAthe addiéional revenue requirement resulting from the
Commission's decision in Case No. T0-82-3 {(see Section XI.B}, Southwestern Bell's
'grqss revenue deficiency in this proceeding is found to be $63,771,000.

XIV., Rate Design
A, P.S.C. Case No. 18,309

In its Report and Order in P,S.C, Case No. 18,309, Re: Cost of Service

Study of Southwestern Bell Telephone Company, issued May 27, 1977, the Commission

established a framework for future cost and rate determinations for Southwestern Bell
in Missouri, The_Cémmission recognized three basic categories of service'provided by
the Company. Category One services are all services which are subject to substantial
competitive preésure (é.g., business and residential vertical dfferings, rédio
signaling, mobile services and data terminals). Category Two services are all those
which are classed as basic telephone service (e.g., basic exchange service, and
Outside Base Rate Area (OBRA) mileage). Category Three services include the balance
of all services provided by the Company (e.g., residential vertical offerings which
are not presently subject to subsﬁantial competitive pressure but whigh may be very

competitive in a few years).
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In Case No. 18,309, the Commission determined that Category One services
sbould be priced so as to generate the largest practical level of contribution from
thoae services to joint and common costs and to basic services, based on long run
ineremental analysis (LRIA). The Commission stated that é price would not be
approved by the Commission which does not allow for some contribution to be made to
the joint and common costs of the Company. The Commission further stated in that
case that Category Two services would be priced redidually éftér taking into
qonsideration any contribution to revenue requirement made by Category One and
Category Three éerVices. Category Three services were to be priced using LRIA as a
foundation, and adjusting for social or economic factors related to the provision or
receipt of those services. The Company, it was determined, had the initial.
respbnsiﬁility of bringing forth any social or economic factors which should be taken
into consideration in adjusting the LRIA price for Category Three services, and in
adjusting the relationship betﬁeen the charges for various Category Two services.
The Company was ordered to perform an exchange class of service (ECS) cost study
which developed the embedded direct cost for all classes of service under
Category Two. The Commiésion stated that the relationships between those embedded -
direct costs should serve as the basic relationship in pricing Category Two services
under the residual technique; that the basie priqe relationships may be modified to
recognize specific éocial or economic factors attendant to the provision or receipt
of those basic.services; and that statewide average rateméking should be retained as
a pricing principle. The Company was expected to "move with deliberate speed" toward
the implementatlion of the pricing plan eétablished in Case No. 18,309.

The Commission's decision in Case No. 18,309 forms the basic framework of
the rate design proposals of the Company and the Staff in this case.

Public Counsel, the State and the Missouri Alarm Association all recommend
in this case that the Commission reconsider the approach established in CaSg-

No. 18,309. Public Counsel alleges that the underlying assumption of the
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Commissionis decision. in that case was that incremental unié costs will always be
higher than actual or embedded costs, and that this assumption has proven erroneous.
PublicuCounsel.ﬁroposes the use of a.category cost of service-study for -rate-design
purposes in this case, usiﬁg the Company's Embedded Direct Analysis (EDA) as a
starting point, in lieu of reliance upon Company LRIA. Public Counsel's proposal is
discussed in more detail below, particularly under Section XIV.B.18, "Catggory Cost
of Service Study".

Missouri Alarm Association and the State are also highly critical of the
approach established by Case No. 18,309 and, in particular, of the incremental unit
cost (IUC) studies used by the Company in its LRIA for pufposes of pricing private
line serviées in this case. The Alarm Associlation's position and proposal is
discussed more fully bélow in Section XIV.B.10, "Private Lines/OCC"; and those of the
State are discussed'particularly in Sections XIV.B.3, "Centrex C.0."; B.6, "WATS
Restrudture;-Resale and Sharing of WATS Services"g and B,10, "Private Lines/O0CC".

The Commission believes the evidence and argument presented by Public
Counsei, Missouri Alarm Association and the Staterquestioning the continued efficacy
of the costing and rate design framework established by Case No, 18,309, merit the
‘Cdmmission ordering the Company to preseqt a fully allocated embedded cost study in
its next general rate case, in addition to LRIA. The parties are .encouraged to
present any other altsrnative costing methodologies which they believe should be used
by this (bﬁmission in setting rates. This determination is‘discussed in more detail
below at Section XIv.B.18, "Category Cost of Service Study". |

B. Specific Rate Design Issues

1.' Directory Assistance

Company currently does not charge customers for the first five directory
assistance calls per month. For directory assistance calls in excess of the
five-call allowance, Company charges customers 20 cents per call. Company has

proposed in this case a restructuring of directory assistance charges as follows:




) 3
Calls Charge Per Call

0 through 5 No Charge
"6 through 10 25 cents
11 through 17 30 cents
18 and over 35 cents

Company's proposal would increase annual revenues by $3,522,000. In its prefiled
testimony, Company alsc discusses an alternative directory assistance charging
propesal by which customers would be charged 25 cents for each call in excess of the
five-call allowance. This alternative plan would increase annual reveﬁues by
$2,785,700.

The Staff recommends rejection of the Company's proposed plan to increase
charges for directory assistance calls in graduated steps which apply higher charges
to those who make more calls. Staff contends that the Company has provided no data
to subport such a price structure and that the graduated plan would lead to
additional administrative burdens not associated with flat rate plans. Staff also
recommends rejection of the Company's alternative p}aﬁ of charging 25 cents pér call
in excéss of ﬁhe five-call allowance. |

The Staff recommends instead that the Company charge 30 cents per directory
assistance call in exbess of the monthly five-call allowance. Staff'!'s plan would
increase annual revenues by $3,755,700.

Under the present directory assistance plan, customers wifh physiecal,
visual, mental or reading handicaps receive d;rectory assistance free of charge,
regardless of how many directory assistance calis they place. Neither Company nor
Staff has proposed any changg to this aspect of directory assistance.

Eighty=-seven percent of Southwestern Bell's customers will be covered by
the five-call allowance and will not incur directory assistance charges. An
additional T percent of Southwestern Bell's customers make between sixrand ten
directory assistance cails per month. Three percent of the customers make 11 to 17

calls per month, and 3 percent make 18 or more calls per month to directory
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assistance. The approximate embedded direct cost for a local directory assistance

call was 24.53 cents in 1980 and 25.70 cents in 1981,

The five=call allowance is basically intended to allow for those instances

in which new telephone listings or chgnged listings are not available in the current
telephone directory published by Southwestern Bell. Staff asserts that no one can
reasonably claim that directory assistance calls in excess of five per month
constitute a basic telephone service, since the published directories are generally
available. Thus, Staff urges that the charges for directory assistance calls in
excess of the five~-call allowance should be set so as to recover costs and provide a
contribution to joint and common costs and‘to basic services. Staff's proposed
directory assistance charges would accomplish this result.
While supporting implementation of its graduated plan, Company does not

object to implementation‘of its alternative plan or of Staff's plan.

| 7 The Commission determines that the Company's proposed graduated plan for
dirgctory assistance charges would ereate unnecessary administrative burdens and
could cause customer confusion. Further, the proposed graduated plan would keep the
sixth through tenth directory assistance calls per month at 25 cents per call, which
1as below the Company's cost. The Commission also determines that the Company's
prdposed alternative plan of charging a flat rate of 25 cents per directory
assistance_call'in excesa of five cails per month is unacceptable because it would
entirely féil to recover the Company's cost.

. The Commission concludes that the Staff's proposed directory assistance
charges should be accepted. Staff's plan maintains the five eal; per month
allowance, which iz adequate to méet the directory assistance needs of 87 percent of
the Combany's customefs. Staff's plan also assures that the Company will recoup its
costs of providing directory assistance service for all calls in excess of five per
month, and will provide some contribution above those costs. Staff's plan is

adopted.
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2. 25-cent Coin Phone 'Calls ' ’

Company originally proposed in this case to increase the current 20 cents
per call rate for a coin call to 25 cents.‘ However, at the hearing of this case, the

Company withdrew this proposal.

3. Centrex C.Q.

The (ompany proposes to restructure and reprice Centrex Central Office

_ (Centrex C.0.) service. Company's proposal is designed to relate Centrex C.0. rates
more directly to the costs of providing such service, as determined by a C.é. Centrex
cost study performed by the Company. Company's proposed rates are 25 percent above
the costs identified_in Company's incremental unit cost (IUC) studies. The revenue
effect of Company's proposal is $6,138,000, representiné'approximately a 35 percent

" increase in Centrex C.0. station line rates. '

Thé Staff was critical of the IUC studies with which the Compapy supported
its Centrex C.O.’rate proposal, because those 1UC studies did not account for
inflation as. did other Company IUC studies supporting rates inrﬁhis.eaSe. In
response-ﬁo Staff's eriticism, the Compahy presented in evidence a revised IUC study
on Centrex C.0. rates which accounted for inflation in a manner consistent wi£h the
methodology approved by the Staff; The Stéff recommends that the Commission set
!Centrex C.0. rates based bn the revised IUC study. This proposal would have a
revenue effect of $6,340,700. Staff does not oppose Company's proposal to
restructure Centrex C.0. service.

Public Counsel alsc supports Company's proposal to restructure and reprice
Cenﬁrex.C.O. service. However, Publ%c Counsel would prefer to see Centrex C.0. rates
increased only to a lgvel equal to the costs indicated in Company's cost studies,
rather than to a level 25 percent above such éosts.as proposed by Company.

The State of Missourl opposes Company's Centrex C.O.:proposals beéause they
will result in rate increases to the State and the State's current budget plahs do

nét conteﬁplate or take such an increase into account. The State is cfitical of the
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Company's proposal to eliminate the current declining block rate schedule for
Centrex C.O; customers, under which larger Centrex customers receive lower rates
_depending on. how many stations are associated with their Centrex system. The State
alleges that the current decliniqg block rate structufe reoognizeé certain economies
of scale in providing large Centrex systems and that, under the proposed restructure,
such economies will be ignored. However, the IUC studies supporting the Company's
proposals relating ﬁo Centrex C.0, reflect no measurable economies of scale .in the
provision of Centrex C.0. service by the Company. The State also alleges certain
defects in the Cbﬁpany's IUC studies relating to Centrex C.0. The Commission has
considered the evidence and arguments concerning these allegéd defects, and finds
that the State's allegations are without merit. | |
The Commissidn finds that the Company's proposed restructuring of
Centréx C.0. is reasonable. The (ommission further finds that the appropriate rates
for. such revised Centrex C.0. service should be 25 percent above costs based upon the

revised IUC study which accounts for inflation, in accordance wiﬁh the Staff's

recommendation.

b, Direct Inward Dialing

The Company proposes to eliminate one of two alternate paymént plans
currently avallable for direct inward dialing (DID) servﬁce. The result-wiil be that
all customers will receive DID service under the rate plan approved by the CommisSion
in Case No. TR-$0—256. While no change of rates is proposed for DID service under
the remaiﬁing plan, customers changed from the eliminated plan to the remaining plan
would, in most cases, experience an increase in monthly rates. The revenue effect of
the proposal is $1,230,000. Staff does not oppose Company's DID proposal, and Public
Counse; has included Company's proposal in Public Counsel's proposed rate design
package in this case.

The Commission finds that the Company's DID proposal is reasonable and

should be approved.

A -91-




: .
, - |
5. Directory Listings - Schedules

The Company proposes to eliminate diffefentials which exist émong the
different exchange rate groups for extra listings, alternate listings, Joint user
listings and rotary number group listings. As a result of the Company's proposal,
all customers would pay the same rate for a bértioular listing. The revenue effect
of the proposal is $i38,700. Staff does nbt oppose the Company's proposal, and the
Public Counsel has included Company's proposal in Public Counsel'srprqposed'rate
design package in this case.

The Commission finds that this proposal of the Company is reasonable and
should be approved. . .

6. WATS Restructure; Resale and Sharing of WATS Services

The Company proposes to reprice and restructgre WATS service to eliminate
flat rate WATS service and tb make the WATS service offering more usage-sensitive.
The Staff does not oppose the proposed restructure of WATS rates, if the Commission
also authorizes resale and shariﬁg of WATS gservice as a part of this eése. hesale
and sharing of interstate WATS is already‘pérm;tted by the Federal Communications
Commission (FCC). Thé'Company has no objection to the resale and sharing of
intrastate WATS as part of this case if its proposed restrucﬁure is approved.

Publiec Counsel supports the Company'svaOposed WATS reétructure, and
supports the proposal to allow resale and sharing of WATS. In the Rate Design
Hearing Memorandum in this case (Joint Exhibit No. 4), Public Counsel étatéd his
opposition t6 any réstructuring of ﬁATS rates which results in a decrease in revenues
derived from WATS service. In fact, the Company's restructuring proposal would have
a negative revenne impact of $1,642,400., However, ﬁublic Counsel has included the
Company's WATS restructure propoéal in Public Counsel's,propose& rate design package
iﬁ this éase.

The State of Missouri opposes the restructure of WATS and the increaées

it would experiénce as a result of the proposed restructuring. The Combany'sr
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proposal would result in large increases in the State's WATS rates. Thé State also
maintains that resale and sharing of WATS services would not be beneficial to the

At the present time, both.inward and outward WATS service is available on
three different flat rate bases. The three rate offerings provide 173 hours;

50 hours and 10 hours of usage, respectively, for a basic flét rate, and then charge
on a per-hour basis for usage in excess of the base allowance. Under the present
plan, inward and outward WATS services are billed at the same rate.

The Company's proposed restructure in this case would establish separate
access line rates for 800 service (inward WATS) and for outward WATS, and establish a
sliding (declining) scale of charges for all hours of usage. The Company s proposal
would also introduce discounts for usage in tﬁe evening, night and weekend periods.
The usage charges would make WATS rates more usage-sensitive than existing rates.
‘The Company's proposed rates are based on incremental cost studies for WATS access
lines as well as WATS usage, and cost studies on WATS nonrecurring charges. The
proposed restructure will result in séme customers paying more for their service than
| they are preséntly paying and some customers paying less. The impact on customers
will vary depending upon their ﬁctual ﬁsage and the time of day and day of week of
such usage. Géﬁgrally, WATS customers with 50 or more hours of usage per month will
experienee rate inéreases as a result of the proposed WATS restructuring.

Company's propoﬁed WATS access line rates are directly derived from the
incremental costs, The proposed usage rates, as filed by Company, are structured in
four rate groups, similar to interstate WATS, and were designed to effeét no change
in current revenues for either iﬁward or outward WATS, Supplemental festimony
indicated that there would be a $1,642,400 decrease in revenues.

The Commission determines that the Company's proposed restructuring of WATS
rates, as revised, should be approved, and that the Staff's recommendation that

resale and sharing of WATS service be authorized should also be approved. The




\ : \
Commission finds and concludes, based upon the IUC studies and nonrec{lrr-ing cost
study utilized bty the Company, that the proposed réstructuring of rates is just and
r‘easonable; Further, the abiiity to resell and share WATS services will make
intrastate WATS services consistént with interstate WATS _sgrvices. The evidence is
clear that a significant differential between WATS and toll rates will continue to
exist, contrary to the State's asserted concern that the Company' will somehow reduce
toll rates while increasing WATS rates in order to squeeze WATS resellers out of the
market. While the impact of the WATS rate restructure upon large users may be

significant, the placement of WATS rates on a cost-based, usage-sensitive basis is

clearly just and reasonable.

7. Centrex C.U./Package PBX

The=Company proposeé to restructure these obsolete service offerings by
changing from a packaged, to an item-by-item method of billing. The Company's
proposal will not inérease overall revenues. Undér' the Company's proposal, some
customers of these services will experience rate increases and others rate decreases,
as customers will be charged according to thé level of ser-vj_.ees and equipment which
they receive, Company states that this change is appropriate in response to the
Federal Communications Commission's decision in Computer Inquiry II, which Qill
require the Company to separate charges for equipment locéted on customers! premises
from all other chargeﬁ. Under the proposed restructure, customers will be billed
separately for all services and equipment, except the common equipment and the

attendant positions.

The Staff does not oppose the Company's proposal on this issué, as modified
in the Company's supplemental testimony (Exhibit No, 25, pp. 7 and 8 and Sc.hedule
Nos. 1'and 2). Public Counsel has included the Company's proposal on thia issue in
Public Counsel's propoesed rate design package in this case.

The Commission finds that the Company's pr-oposal', as modified in Company's

supplemental testimony in this case, is reasonable and should be approved.
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8. Loecal Conferencé Calling

. Company proposes to restructure its current rates for this service by
chqrginé“a set-up bhérge:fbr.eachuexohange access arrangement (EAA) dnd a per-minute
charge fbf usage. Currently, customers are charged a set-up charge for each group of
_five customers on thé conference, and a usage charge of 6 cents per minute, per EAA,
The restructure is baséd upcn a Company cost study, and the usage séhedule will be
identical to the LMS usage schedule., Since set-up charges would inoreage'under the
Company's proposal, whilg usage charges decrease, the proposed restructure would be
accomplished at a‘reveﬁue impact of only a negative $200.

The Staff does not oﬁpose the Company's proposal on this issue. Publice
Counsel has included the Company's proposed restructuring in his recommended rate
design package in this case.

The Commission finds that the Company's proposal is reasonable and should
bé gpproved.. |

9, -Hotel/Motel Station Line Rates and Toll Commissions

The Company proposes to eliminate the existing five-cent differential
between the rate for hclatel/motel guest station lines and the rate for station lines
provided to all other PBX customers. The Company bases its proposal upon its
opinion, joined in by the Public Counsel and the Staff, that there is no cost
Justification for such a rate differential. The differential in question was reduced
fro@ 20 cents to 5 cents in the Company's last general rate case {Case
No. TR-81-208). The Missour; Hotel and Motel Associétion opposes the proposal,

The Company also proposes to eliminate, effective January 1, 1983, the
payment of 15 percent commissions to hotels and motels on certain intrastate toll
célls placed by hotel and motel guests from their rooms., Interstate toll commissions
are scheduled to terminate on the same date. In conjunction with this proposal, the
Company further proposes to eliminate resale and sharing restrictions on intrastate

toll services so that hotels and motels will be able to recover directly from the
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guests placing toll calls any-costs'incu;red in facilitatihé such calls. Puﬁlic.
Counsel.also supports this proposal of the Company. The Missouri Hotel and Motel
Association opposes the elimination of the intrastate toll commisgions, though
favoring the proposal to eliminate restrictions on resale and sharing of telephone
service. 7 .

The Company, Staff, Publiec Counsel and Missouri Hotel and Motel Association
agree that if the toll commissions are not eliminated, Company's revenue requirement
in this case should be increased by $1,269,000. |

The Missouri Hotel and Motel Association asserts that the toll commissions,
which have been paid to hotels aﬁd motels by.telephone companieé for over.35 years,
are actually compensation for services provided by hotels and motels to the telephone
companies. Such serviaes, it is. alleged, include accounting fo? guest telephone
calls, generating billing records for such calls, biiling customérs and #ollecting
charges for long distance calls and remitting those chargesAto the telephone company,
providing certain types of operator assistance to hotel guests in the placement of
their ealls, rating guests' c¢redit and, In effect, aécepting résponsibility for.
payment of guests' telephone charges, and providing adequate equipment (including
trunk lines and switching equipment) to hotel guests so that the 16ng distance
facilities of the telephone company can be accessed, The Hotel and Motel Association
asserts that hotels and motels should at least be entitled to the same commission on
téll calls from guest room phones as are received by businesses for toll calls from
pay telephones placed'on the premises of such businesses, which is 10 percent;

However, the Company asserts that commissions paid for coin telephones are
esgentially in the nature ofA'%ent“ for the space utilized by such coin phones. The
Company asserts that the "services" alleged by the Assoclation to be performed by
hotels and motels on behalf of the Company are, in féct, generated bn behalf of and

for the convenience of hotel and motel guest-patrons.
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The Cémmission finds that there is no cost justification for the existing
5-cent differential between the hotel and motel station line rate and the rates for
station lines provided to all other PBX customers. . Therefore, the Commission .
concludes that the Company's proposal to eliminate that differential should be
appr&ved.

The Commission further finds that the Company's proposal to eliminate
commissions to hotels and motels on intrastate toll calls, and to eliminate resale
and sharing festrictions on intrastate toll service, is just and reasonable and
should be approved. The continuation of such commissions would require the general
body of ratepayers-td bear the costs of the hotels and motels in providing telephone-

related services to their guésta. The costs of those services should be borne by the

‘hotel and motel guests who require those services. The elimination of restrictions

~on resale and sharing of intrastate toll services will give hotels and motels the

ability to recover their costs of providing such services, without imposing those

costs on the general ratepayer.

_10. Private Lines/QCC

The Company propeses rate ihcreases thﬁohghout its private lihe.tariff for
both recurring and nonrecurring charges. Rates for recurring charges have been

proposed on the basis of a long run incremental analysis (LRIA). Company also

_proposes increases in recurring and nonrecurring rates for Other Common Carriers

(0CCs)., 1In addition, the Company opposes the removal of tariff restrictions on the
resale aﬁd Sharing of private line services until such time as all private line rates
equal or exceed incremental cost, The Company opposes the resale and sharing of
private line services for use in the provision of MTS (toll) or WATS-like service
offerings.

Because the Company considers private line service to be a Category Three

service within the meaning of the Commission's Report and Order in Case No. 18,309,

. Company has not proposed to implement those rates which the LRIA study indicated




would produce the largest practical level of contribution from private line services.
Due to customer impact considerations, Company followed the following guidelines in
proposing private line rates in this case:
1. Bring all services below costs up to cost with the
excepbtion of the intraexchange less-than-a-mile offerings, the
rates for which are proposed at roughly one-half of the indicated

full rate. ’

2. Increase all services already exceeding cost, including
intraexchange services, by 15 percent.

3. Set nonrecurring service charges at 25 percent of the
identified cost levels.

While the Commission Staff believes that the priyate line LRIA filed by the
. Company in this case is superior to the one considered by the Cpmmission in P.S.C.
Case No, TR-78-235 énd believes that the Company's private line LRIA is a reliable
study upon which the Commission can establish rates, neither the Staff nor any other
party concurred compietely in Company's proposals concerning.privaﬁe line services in
this éaSe. The State of Missouri opposes the proposed increases in recurring and
nonrecurring charges for private line, both intraexchange and interexchange. Public
Counsel and Missouri Alarm Associaﬁion also oppose Company's proposed private line
rates, as discussed in detail below.

The Staff disagrees with the Company's propoéed charges for recurring
private line rates and recommends that the recurring rates should move forward,
providing a uniform contribution above the costs determined by the Compgny’s LRIA.
The Staff believes that private line rates Shoﬁld at léast recover all costs

identified in the LRIA, and preferably provide a contribution above cost in the range

of 5 to 15 percent.

FISCCRSNY

For purposes of clarity, this issue will be subdivided into five parts:
(a) oOcCC, (b) Nonrecurring Private Line, (¢) Interexchange Private Line,

(d) Intraexchange Private Line, and (e) Private Line Resale and Sharing.
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(a) occ

No party'obposes the Company's proposed recurring or nonrecurring rates for

0CC facilities. The additional revenues associated with Company's OCC proposals is

only $3,000.

The Commission finds that the Company's proposal for recurring and
nonrecurring rates for 0CC facilities is reasonable, and it is hereby approved.

(b) Nonrecurring Private Line

This subissue relates to the Company's rate proposals for installation

activities associated with private line services. Although the Staff was coritical of

the Company's nonrecurring cost study,'it did not object to the proposed rates, which

are set at 25 percent of the costs ldentified in the Company's study. The Company
proposal is aésertédly designed to prevent "a significant adverse financial impact
upon [the Gpmpany's] private line customers." The proposed increase ia designed by
the Company to be the first step in “an orderly progression of increéses unti;-full
cost recovery is achieved." The Company's proposal would result in percentagé
increases ranging from 110 percent to U407 percent. The percentage increases for the
same services, had they been.proposed at cost based on the Company's cost study,
ﬁould have ranged frpm 690 percent to 1913 percent.

The Company's cost study on nonrecurring private line P#tes used a panel of

estimators technigue. The Network C.0. portion of the study used eight people to

estimate minimum; maximum and average labor times in minutes. For six of the eight

estimators in the Network C.0. study, a comparison of estimates between the
categories reveals that they always, or almost always, show the exact same number of
minutes. For this reason, Staff and Public Counsel question the reliability of the
study. Staff, nongbheless, believes that setting private line nonrecurring rates at
25 percent of the Company's identified costs is reasonable, ﬁecause such a figure, in
Staff's opinion, would not be above actual costs. Staff does not believe, however,
that one could be confident as to whether the rates would be above or below costs if

one moved further above the 25 percent figure.
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Public Counsel, oﬁ the other hand, recommends thaﬁgnonrecurring private
line charges be set at 50 percent of the costs identified by the Company. Public
Counsel is critical of the Company's proposal that nonrecurring charges be ﬁeased"
toward actual costs step-by-step, since Publiec Counsel believes that the Commission
should require that nonrecurring charges be set at the actual cost of providing
service, Public Counsel observes that existing customers are not affected by changes
in nonrecurring charges; and that nonrecurring charges for basic exchange customers
are set at the Company's identified costs as a resulﬁ of the Commission's decision in
Case No. TR-82-14. Public Counsel asserts that basic exchange ratepayers should not
be required to pay the full cost of insballations while private line customers
receive rates substantially below cost. However, since the Publie Couhsel agrees
with the'Staff that the Company's nonrecurring private line costrstudy cannot be
relied upon, Public Counsel recommends that those nonrecurring private line charges
be set at 50 percent of the costs identified by the Company's study.

. The Missouri Alarm Association also alleges that the Compény‘S'nonreeurring
cost studies overstate the nonrecurring costs ;ctually experienced by the Company by
using unrealistic time estimates multiplied by "loaded” labor rates "inflated to
astronomical levels", and by not including in its time studies "state~of-the-art
technology" which reduces the Company's costs. The Aiarm Association's witness also
testified that thé Alarm Association would not oppose the setting of nonrecurring
private line charges at 50 percent of the costs identified by the Company's study.

The Commission finds and concludes that Public Counsel's recommendation is
just and reasonable and should be approved. As a result, nbnrecurring private line
charges shall be set at 50 percent of the costs identified by the Company in its
study.

{(e¢) Interexchange Private Liﬁe

Public Counsel supports the Company's proposal to increase interexchange

private line recurring charges, although asserting thét the costs of such services
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would be more properly measured through the use of an embedded cost study. Public
JCbunsel urges the Commission to direct the Company to perform such arstudy and states
that, upon completion of the study, interexchange private line rates should be
adjusted to recover the identified costs. Public Counsel believes that the embedded

costs associated with interexchange private line services are higher than incremental
costs, |

The Missouri Alarm Association believes that the Company's proposals are
designed to underprice interexchange private line service and to_overpvige
intraexchange private.iine sérvice. This allegation will be discussed more full&
below under "Intraexchange Private Line Rates". The Missouri Alarm Association Jjoins
the Public Counsel in urging the Commission to direct the Company to perform embedded
cost studies for private line services. The Alarm Association, in its briéf, urges
that any resulting revenue requirement attributable‘to private line services in this
case be placed on interexchange private line channel rates, and that any revenue
requirement resulting from the Alarm Association's ﬁroposed'redﬁction of |
intraexchange priﬁate line ser#ioes should also be placed on interexchange private
line rates. The Alarm Assoeiation's witness, however, proposed that private line
rates should be increased residually in this. case if a revenue defleciency is
determined. .

For reasons set out more fully beloﬁ,(under *Intraexchange Private Line
Rates"), the Commission finds and concludes that the Company did not adequately
respond. to the substantial criticisms concerning the Company's IUC studies.
Therefore, the IUC studies utilized by the Company in support of its interexchange
private line rates in this case should not be relied upon. However, neither the
Compahy nor any other party submitted other cost studies upon which the Commission
could baS§ a decision with respect to the proper level of rates for interexchange
private line recurring serQices. As a result, interexchange private line recurring

rates will be incrgaéed on an equal percentage basis with other services after
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certain rate adjustments. (See Section XIV.B.12, '"Local Exchange/OBRA Mileage", and

Section XIV,C, "Rate Design Summary").

In addition, the Company will include pri#ate line services in the fully
allocated embedded cost study it will be directed to file in its next general rate
case., (See Section XIV,B.18, "Category Cosﬁ of Service Study").

(d) Intraexchange Private Line Rates

As indicated previously, the Company is proposing £0 increase intraexchange
private line rates by 15 percent, with the exception of 1ntraéxchange less=than-a-
mile offerings, the rates for which are proposed ét roughly one-half of the full cost.
indicated by the Company's LRIA. The Staff recommends that all recurring private
line rates, including intraexchange, should provide a uniform contribution above the
costs determined by the Company's LRIA. |

A Publié Counsel and the Missouri Alarm Association oppose the Company's
proposal to increase intraexchange private line rates. Both Public Counszel and the
Alarm Association advocate the use of an embedded'cdst study for the pricing.of
intraexchange private line services.

The Staté of Missouri also opposes the proposed inecrease in intféexchange
recurring charges. The State argues that private line services are not‘subject to
substantial ¢ompetition and, therefore, that a LRIA is an inappropriate basis for the
establishment of private line rates. The Company does not assert that privafe line |
services are presently subject to “substantial" competition in Missouri. However,
competition is currently developing in the Missouri private 1iﬁé market. The
Commission has previously specifically rejected the suggestion that private line
services be clasaified aé a Category Two (basic) service, aﬁd has held that such
services should be priced on the basis of a LRIA. P.S.C. Case No. 18,309; P.S.C.
Case No. TR-78-235.

Public Counsel's asserted opposition £0 an increase in intraexchange

private line rates in this case is not uﬁequivocal, Public Counsel's withesq stated
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that intraethange private line rates should‘be increased b} the same percentagg as
local exchange service in this case. The witness for the Missouri Alarm Associatlon
requirement deficiency in this case, and that it is necessary for private line users
to contfibute to this revenue requirement deficiency, the increase should be acréss
the board in line with the overall increase granted to the Company. However,
Missouri Alarm proposed a difTerent allocation of Company's revenue requirement
deficiency in this case in its brief, as explained helow. _

The Missouri Alarm Association.alleges that the Company has manipulated the
IUCs used in its private line LRIA study in order to cbntinue to underprice
interexchange private line services, which are competitive, and overprice
intraexchange private line services, which are éssentially monopolistic. The
Company's motivatioﬁ, according to the Alarm Association, is to encourage migration
from intraexchange to interexchange services and cause a market reaction favorable to
AT&T when deregulabion‘ocours, enhancing AT&T terminél equipment marketing plans.

The result of this '"migration strategy", according to the Alarm Association, is the
Pepressioh of demand for private line services, resulting in significant strandéd
investment and ultimately higher telephone rates for all Missouri customers because
of the costs of unused plant.

Missouri Alarm Association is eritical of the Company's cost study of loop
lengths for not including OCC loops (bulk offerings utilized by private line users,
including alarm companies),_which are located within a mile of the serving office of
the telephone company; by studying all loops as oppOSed‘to private line loops,
thereby lengthening the average loop and increasing the necessary investment; and by
overstating the necessary private line facilities by ineluding "bridge tap" (that
portion of wire which is not in the direct electrical path between the telephone
company serving office and the customer's location) in the length of the loop. The

Alarm Association (joined by the Public Counsel) further alleges that the Company
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used an actual fill factor of 49 percent in its intraexchange IUC in order to

manipulate costs upward, while using an "objective" or "optimai" fill factor of

85 percent in its interexchange study, in order to understate interexchange private
line costs. The Alarm Association asserts that the use of the 49 percent fill factor
in the intraexchange study requires the customer to pay for two loops éonstructed in
the future, when he is actually using one loop constructed in the past. The Alarm
Association further asserts that the Company's service area function (SAF)'study, to
determine the cost of providing transmission equipment for loop facilities,
overstated actual SAF costs for private line customers because of the use of the
weighted average lqop'length determined from the loop sample, and by including bridge
tép in the weighted éverage loop length. The Alarm Assocciation also alleges that the
Cdmpany's cost studies do not consider technological adyances in the typés of
facilities which can‘be used to provide private line services, which will act to
reduce intraexchange private line costs.

In its brief, the Alarm Association recommends that private line
intraexchange rates be reduced by 30 percent, asserting that this'rate level will
8£ill place those rates above the embedded cost of intraexchange private line
services and provide a contribution to the benefited services. MAA further
recommends that any revenue requirement deficiency in this case found to be
attributable to private line services be placed on interexéhange private line channel
rates, and that any revenue requirement reduction resulting from MAA's proposed
reduction of intraexchange private line rates alsc be placed 6n interexchange private

line rates.

As stated previously, Missouri Alarm Association and Public Counsel also
urge that the Company's intraexchange and interexchangé private line rates should be
based on embedded cost studies, which Company should be directed to perform.

The Cqmmission is persuaded by the evidence presented by the Alarm

Association and the Public Counsel that the IUC studies performed by the Company in
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support of its proposed interexchange and intraexchange private line rates in this
case should not be relied upon. The Company failed to adequately respond to the
~substantial cfiticismg of 'the parties. Since -no other-cost study of private line
services -has been prééented, the Commission finds and concludes that intraexchange
“private line recurring rates (as well as interexchange private line recurring rates,
discussed above) should be increased on an equal percentage basis with other services
after specific rate agjustments. (See Section XIV.B.12, "Local Exchange/OBRA
Mileage", and Section XIV.C, "Rate Design Summary"). The Commisgion finds no
evidence to support the Alarm Association's proposal (in its brief) that
intraéxchange private liﬁe rates be reduced by 30 percent.

In addition, the‘Company will include these private line services in the
fully allocated cost study which the Company will be directed to file in its next
general rate case., (See Section XIV.B.18, "Category Cost of Service Study").

(e) ‘Private Line Resale and Sharing

Publie Couﬁsel'proposes that the Company be required to allow the resale
and sharing of its interexchange private 1ine'services. The Company opposes the
removal of tariff restrictions on the rgsale and sharing of private line serviceé
until such time as.all private line rates equal or exceed inoremeﬁtal costs. The
Céﬁpany further opposes the resale and sharing of private line services for use in
the provision of MTS (toll) or WATS—like service offerings.

Publié Counsel asserts that his proposal is designed to ensure that
interéxchange private line rates will move towards cost. As recited hereinabove,
Public Counsei believes that the Comﬁany's cost studies supstantially understate the
Company's actual costs of providing interexchange private line service. Interstate
private line services have been subject to resale and sharing for approximately four
years, The FCC tariff which allows resale and sharing of private line services
restricts against resale and sharing as a substitutg for MIS/WATS services. Public
Counsel does not object to the inclusion of such a restriction on resale and sharing

of intrastate private line services.
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The Commission finds and concludes that the Company should be required to
allow the resale and sharing of its interexchange private line gervices, except for

use in the provision of MIS or WATS-like service offerings.

11. General Exchange/Vertigal Services/IUC Studies

The Compény has filed the results of approximately 1700 IUC studies on such
business vertical services as key telephone serviée, mbbile teléphone service,
DIMENSIONR PEX service, aﬁd HORIZONR service, The Company has generaily proposed
rate levels for these services which are 25 pércent above incremental qosté .
(including inflation). The major exceptions to the 25 percent contribution level, as
set out and explained in Company testimony, are‘services for the disabled (priced at
c&st), some data terminal equipment (priced at 15 percent above incremental cost),
and mobile services (priced at 10 percent above incremental cost).

The Staff found all of the IUC studies (with the exception of Centrgx C.O.'
as discussed hereinabove) consistent with past IUC studies perférmed by this company.
The Staff nofesxthat-the Company used avoidable cost studies, rather than IUC
studies, for equipment which the Company was either propésing to make obsolgte or had
already made obsolete. The Staff found that the avoidable cost studies were
inappropriate in some circumstances, particularly when the equipﬁent it applied to
had been fecently installed. However, the Staff has no objection to phe rates
propesed based upon‘these studies, except for Centrex C.0. as previously discussed.

The Public Counsel advocates increasing IUC-supported services (and
Centrex C.0., as discussed above) by the percentage overall increase granted to the
Company in this proceeding. Public Counsel asserts that this approach would maintain
current rate relationships pending the completion of what Public Counsel considers to
be more appropriate cost studies, discussed further below under Séction'XIV.B.18,
Category Cost of Service Study". |

Upon the record in this case, thé Oommisaion-f‘inds andleoncludes that the

Company's proposal is reasonable and should be adopted. While the Commission is
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entertaining questions as to the cbntinued viability of IUC studies and the efficacy
of the framework established by Case No. 18,309 (see Section XIV.B.18, "Category Cost
“of Service Study", 6910w);“£he Commission ‘cannot find upon the record of this case
that the studies utilized by the Company for the pricing of these services should not
be relied upon. Therefore, these services will he priced at the levels proposed by
the Gompany in this case.

12. Local Exchange/OBRA Mileage

The Comp_any has proposed to recover its remaining or residual revenue
requirement from local exchange services and Outside Base Rate Area (OBRA) charges.
Company prdposes tq_apply the inecreases to the 1ocallexchange category of services in
such a'way as‘td maintain the rate relationships demonstrated by the Company's
exchange class of service (ECS) study and approved by the Commission in the Coﬁpany‘s
last three rate cases. | |

The Company is proposing to .modify the current rate relationship between
PBX flat rate trunks and flat rate business lines, and is proposing toleétéblish rate
relationships for all mességé rate services, including local measured service (LMS).
Unlike the majority of the Company local exchange services which have had rate
relationships established and approved by the Cémmission on the basis of the ECS
study in previous cases, no relationships currently exist among four-party flat rate
service, message raté services and LMS, Company believes that such relationéhips
should be approved in this case regardless of the revenue requiremenﬁ allocated to
local exchangé. The Company has proposed to accomplish its restructure of measured
serviées‘and local exchange rate relatibnships at a revenue effect of $1,611,100.

The Staff supports this proposal with certain modifications which have been agreed to
by the Company. Public Counsel also includes Company's proposal in Public Counsel's
proposed rate design package in this case.

Staff recommended the elimination of the Company's present four-party

mileage charge. Because four-party service is the lowest grade of service available,
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; Staff believes the concept 6f universal service supports thegelimination of this
charge. This proposal would have a negative revenue impact of $N86,290. Although
originally proposing a residual inerease of all OBRA mileage charges, the Company has
now adopted the Staff's proposal to eliminate OBRA mileage charges related to four-
party service, and has included the revenue effect of Staff's proposed change in its
rate design package in this case.

Under the Company's original proposal, $130,000 in increases to local
exchange would have occurred as a result of the Company's proposal to reclassify four
exchaﬁges (Gideon, Malden, Risco and Marston) due to growth. However, a recent
review of exchange access arrangements indicates that it would not-bé apprcpriate to
reclassify those exchanges at this time and, therefore, the Company'haé withdrawn
that proposal.

Further, under the Company's local exchange proposals, any revenue
reguirement in exceés of approximately $25,991,000 would be applied to local exchange
services on a residual basis in such a way as to maintain.the rate relatipnshibs
approved for such services in‘prior cases. The Staff supports the Company's proposal
with the understanding that any toll increasés agreed to by the Company and the Stéff
in their stipulation on toll charges (see XIV.B.14, below) would also be implemented
prior to any residuai increases in local exchanges serv;ees. Publie Counsel also
supports increases to local exchange services in a percentage equal to ofher services
after certain rate adjustments, if the Company's revenue requirement is in excess of
$13,047,200 (the amount of Publiec Counsel's proposed rate package).

The Commission determines that the proposals agreed to by the Company and
Staff on this issue are réasonable, and they are approved, except that the excess
revenue requirement wili be applied not only to local exchange_services, but also to
certain other services, on an equél percentage basis after certain specific rate
adjustments. The Commission concludes in this case ﬁhat local exchange rates should

not be increased by an amount greater than this without the support of cost studies
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showing that local exchange rates do not cover costs. For the same reason, the
Commission is rejecting the stipulation of the Staff and Company concerning toll
charges (Section XIV.B;1H, "Toll", below). The éﬁpliéation of equal'befcéntégé-”'
increaées in this case is set out in more detail under Seection XIV.C, "Rate Design

Summary".

13; ‘Unrecovered Telephone Egquipment Charge (UTEC)

The Company proposes to apply a charge to those customers who disconnect

. 8ervice and fail ﬁo either return their telephone sets to the Company or fail to keep
an appointmentrallowing'the Cémpany to piek up the sets. Thg prOposallis based on a
cost study, and the charge would vary depending on the<£ype of telephone sets
involved.‘ The charge would be returned to the customer if the set is later
recovered.

The Staff dpposes implementation of an unrecovered telephone equipment
charge. 3taff believes that the Company has not provided sufficient or appropriate
data to support itszplan, and that the drawbacks of implementing any UTEC plan in
Missouri outweigh any potential benefits. The Public Counsel supports the concept of
a UTEC éharge, bu£ disagrees with Company's identified cost levéls. Neither Staff
nor Public Counsel offered an alternative proposed charge.

" The Commission concludes that the Company's proposal is reasonable and
_ should be approved. When the Company loseé a telephone set, it incurs a cost which,
without a UTEC, is passed on to the general body of.ratepayers. The Company's
proposal provides an additional incentive for customers who disconnect service to
return leased phonersets to the Company. In the alternative, Company's plan allows

for the assignment of costs for lost sets to the customer causing those costs.

The Company's proposal is approved.

. ' |
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14, Toll

‘ The Company has proposed to eliminate the current tariff restrictions on
the resale and sharing of toll service., I-lhile the Company initially pfoposed no
increase in toll rates in this case, the Staff took the position that there should be
an increase in toll rates if the Commission approved "a significant amount of :
additional revenue. During the hearing in this case, Staff and Company reached, and
submitied to the Commission, a stipulation regarding toll increases for the purposes
of this proceeding. No other party joined in the stipulation. The provisions of the
stipulation are as follows: |

' For the purpose of TR-82-199, the Staff and Company agree that

the following increase for toll service should be approved in
conjunction with any revenue requirement found in this case:

- ULTIMATE AWARD ) ' : TOLL INCREASE
Less than 30M [Million] No Increase
More than 30M, less than 50M $ 1.0M
More than 50M, less than 75M $ - 2.0M
More thann 75M, less than 100M $ 4,0M
More than 100M, less than 125M $ 6.0M
More than 125M $ 8.0M

The toll increases above are in addition to the toll increase of

$2.9M which is to become effective in conjunction with Case

No. T0-82-3. In addition, the proposed increase would be
implemented without increasing any rates in the first four rate
steps of the tariff toll schedule,

Public Counsel would inelude toll service amoﬁg .th_e gervices to be
inereased on an equal peréentage -basis with other services after certain épecif‘ic
rate adjustments;

' The Commission cannot determine upon the record herein that the stipulation
reached by the Company and the Staff is just and reasonable, absent cost studies
which show that toll rates already adequately cover costé. Rather, the Commission
goncludes that toll rates should increase on an equal percentage basis with other
services after certain specific rate adjustments. This would include the first four

rate steps of the tariff toll schedule. The Commission further determines that the
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Company's proposal to eliminate the current tariff restrictions on the resale and

sharing of toll service is just and reasonable, and should be approved.

15. Exception Tariffs

The Company i1s proposing to change the way in which Missouri customers
serviced by central office eguipment located in other states are charged for local
exchange service. Currently, such customers are charged the local exchange rates
applicable in the serving exchange of the bordering state. The Company proposes that
these customers should, in the future, be charged the applicable Missouri rates.
This would eliminate the necessity of filing "exception tariffs" with the Commiséion,
and is consistent w;th the manner in which %these customers are charged for all other
services.

- The Staff opposes the Company's proposal to eliminate exception tariffs.
 Staff urges that the reasonable course‘is to maintain the étatus que until the
Modified Final Judgment (MFJ) is implemented, "so that one need not change the
regulation twice." |

The Commission determines that the Company has ﬁot ret its burden of
proving that its'proposal is just and reasonable. Company's proposal is rejeetéd.

16. Sale of Installed Base Egquipment to Customers -

Thg Public Counsel advocates the implementation of a program by the Company
Lo sell its installed base equipment to customers. Such a program, it is urged,
would increase competition in the customer premises equipment (CPE) market and
benefit both Southwestern Bell and its customers. The Company opposes Public
Counsel's'suggestion. The Staff did not take a position on this issue.

Public Counsel asserts thét the sale in place of installed base equipment
at or above net book costs will keep the Company whole and avoid the effect of
stranded ratg base on basic exchange ratepayers. "Stranded rate base" is plant which
has not been fully depreciated but which is no longer used by customers for service.

The investment continues to generate a return requirement, but does not generate any
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revenue., Public Counsel asserts that, as the Company loses éﬁuipment lease customers
as a result of sales of CPE by Southﬁestern Bell's competitors, the stranded
equipment problem will grow. If current lease customers purchase installed CPE,
howevef, the loss of those customers will not result in a burden on residually priced
monopely services.

In conjunction with this proposai, Public Counsel also proposes that the
Company should be required to disaggregate its charges on monthly bills to show
monthly CPE charges separately from other charges. This proposal, which was set out
separately by the parties in the Rate Design Hearing Memoraﬁdum in this case (Joint
Exhibit No. 4), is discussed below under Section XIV.B.19, "Customer Billiﬁgﬁ.

The Company is not opposed, in principle, to the Public Counéel's proposal
concerning sale of installed base equipment, nor to a review of this question with
the Commissioh,'its Staff and the Public Counéel. ‘However, the Compaﬁy asserts that
it has not yet finalized any plan of action for Hiésouri operations concerning the
complex legal, reguiatory and marketing issues which of necessity would be involved
in such a sale plan. Companf avers that there is an insufficient record in the
context of this-case for the basing of a meaningful decision on the question of séle
of 1nstalled base equipment. | ‘

While agreeing with the Cﬁmpany that the record before it is insufficient
to support a directive that the Company implement sales of inatalled base equipment,
the Commission npnetheless believes that Public Counsel has rﬁised meritorious
considerations on this subject which deserve concentrated attention. The Commission
will, therefore, éstablish a new docket on this subject and direct the Company to
report to the Commission, within 10 days of the effective date of this Report and
Order,-the Company 's plans concerning the sale of installed base equipment. After
such a report is filed, any other interested partj may file responses t§ the

Cbmpany?s report.
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17. "Tier A" Charges For Terminal Equipment

- The Publiec Couﬁsel‘advocates increasing NTier A charges for terminal
~equipment-to levels reflecting current-capital costs. The Company and the Staff -
oppose Public Counsel's suggestion,

Under Two-Tier cdntracts, customers have the option of choosing to spread
the ﬁayment of capital-related charges associated with their terminal equipment over
a selected payment period. During the contract period, such customers pay two rate
elements$ a fixed "Tier A"rrate which recovers capitﬁl costs (inecluding
depreciation,-gost of money and income taxes) evenly over the life of the contract,
and a,variablé "Tier B" rate which recovers the Company's ongoing operating costs
assocliated with the provision of the service. The Tier A portion of the Tﬁo-Tier
payment plan cannot be changed by the Company during the contractual term. At the
end of the selected contréct'period, the Tier A charge ceases and the customer may
continue service by payihg only the Tier B rate. Whenever costs are updéted
concerning equipment offered undér the Two-Tier plan,.the Tier B rate is adjusted to
reflect changes in operating expenses. If the cost study indicates changes in the
Tier A portion of the Two-Tier rates should be made, such changes are made applicable
only to new customers.

.Thé Public Counsel asserts that the fixed nature of Tier A rates results in
discriminapory pricing and assists the Company in the implementation of its |
"migration strategy" [discussed hereinabove under "Private Lines/0OCC",

Section XIV.B.10(d5]. qu-Tier contracts are available for private branch exchange
(PBX) equipment, as well as for other services used by s&me business customers, but
not for any products or services used by residential customers. Public Counsel
asserts that since customers who receive service under Two-Tier agreements are able
to fix "a large portion of their prate", residential customers are discriminated
against since they cannot obtain service under such an arrangement.r Public Counsel

also observes that a customer can obtain service functionally equivalent to Centrex
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service through the use of asPBx with certain feature packageé, but thét Two-Tier
contracts are not available for Centrex service while they are available for PBX
service. Public Counsel further avers that equipment provided under Two-Tier
contracts stays in rate base as the authorized rate of return on rate base changes
from rate case to rate case. However, the revenues associated with such equipment
will not vary, due to the fixed nature of Tier A charges. The shortfall in return
generated by this mismatch will be paid by residually priced basic services, in
Publie Counsel's view. |

Ho&ever, the Commission retains jurisdiction over Tier A rates and may
order such rates increased if it deems such action necessary to ensure that Two-Tier
customers will pay the full capital cost associated with their service.” Such
authority is recognized in the terms of Missouri Two-Tier contracts. Thus, the
Commigsion has thé ability to prevent the “shortfall in return" feared by Public
Counsel. AThere is no evidence in this case showing that such a shortfall in return,
due to fixed Tier A rates, is occurring. On the other hand, the Compény observes
- that Two=Tier customers assure full capital recovery by signing contracts which
guarantee full capital recovery even if there is a prematﬁre disconnection of
service. HNon-Two-Tier custo@ers (including residential customers) do not-obligate
‘ themselves to pay the full capital costs of their servi¢es'and can disconnect service
at any time without future obligation.

The Company also denies that Two-Tier pricing has been utilized po
accomplish "migration strategy". Actually, none of the services which Public
Counsel's witness identified as being the object of-migration‘strategy is proposed
to be'inoreaged in this caée. |

The Staff opposes Public Counsel's proposal, and considers it appropriate
to leave Tier A chargeé for existing customers at levels re}ated to capital coats
when they became customers. The Staff also rejects Public Counsel's argument that
leaving Tier A charges fixed is discriminatory. The State of MiSséuri supports the

Staff's position on this issue.
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In its Order in Case No. 18,565 (November 20, 1978), the Commission found
that the Two-Tier rate plan is not discriminatory, but is in the public interest
_.8ince iﬁ gives the telephone company asaurance that its capital costs will be paid by
the customer using the service. The Commission found that this is a benefit to other
customers.. The Commission finds and concludes that Public_Cbunsel has not shown in
this case that the Two-Tier'pricing option is disecriminatory.

Public Counsel's proposal is rejected.

18. Categqry Cost of Service Study

The Pubiic Counsel advocates the use of a category eoét of service study
(CCS) for the evaluation of past pricing decisions of fhe Coﬁpany. I£ is Public
Counsel's position that a CCS study utilizing "proper separations proceduresﬁ will
assist the Gommission in determining what return Company's‘services are earning and
which services require rate adjustments,

' The Company opposes the use of a CCS study in.evaluating past pricing
decisioné.‘ Company currently performs an Embedded Direct Analy;is (EDA) study to
track past pricing deéisions. "The Company's pdsition is that the EDA, wﬁigh-is a
directly assigﬁed'cost'SEudy, is superior to the.CCS, which is a fully allocated cost
study, in tracking the resulté of past pricing decisions. It is further the
Company's position that neither study is useful for proposing prospective rates for
individual products and services.

| The Staff does not support Public Counsel's proposal on this issue,
contending that implementation of this procedure would reéuire allocating portions of
capital invéstment torcertain services and that thﬁs cannot be undertaken with an&
appropriate Qegree of accuracy.
As étated'earlier, Public Counsel urges the Commission to reconsider the
approach established in P.S.C. Case No. 18,309, alleging that the underlying
assumption of the Commission's decision in that case was that incremental unit costs

would always be higher than actual or embedded costs, and that this assumption has
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ﬁroveh erroneoﬁs. Public Couhsel asserts th#t'the Company's Eﬁbedded Direct Analysis
shows‘certain broad categories of competitive and nonbasic services which do not even
recover their own actual direct costs [for example, interexchange private line
service, discussed héreinabove at Section XIf.B.TO(c)]. Public Counsel asserts thaﬁ
the Company EDA shows that state private line and vertical business services 50 not
recover their own direct costs, but that basic exchange services recover their costs
and conﬁribute to joint and common costs. The latter allegation assumes, however,
that access line costs.are allocated between local exchange and toll services, rather
than being assigned to exchange services only.

Publie Counsel proposes the use of a category cost of service study for
rate design purposes in this case, using the Company EDA as a starting'point, in lieu

of reliance upon Company LRIA, Public Counsel asserbs'that'the costing procedures

established by the Commission in Case No. 18,309 permit the'Company to manipulate

costs and promote its marketing goals (and those of AT&T) at‘the‘expense of the

Company's monopoly ratepayers. It is Public Counsgel's posipion'that'the LRIA and IUC.
methodologies provide n§ regulatory accountability dr‘any assupance-that the costs |
which tbey calculate will bear any reasonable relationship to actual costs. As
alleged by the Miasouri Alarm Associatien in relation to'private line rates, the
Public Counsél asserts that the use of LRIA and IUC methodoleogies leaves the Company
free to exploit its monopoly markets and subsidize what will be AT&T's competitive
products and services. Public Counsel also recommends that the Company be ordered to
perform embedded cost studies on all items of terminal equipment. The Company
asaserts that such a recommendation is largely:moop,'sihce it is unlikely that the
Company will be filing a significant number of terminal equipment cost studies 1n
future rate cases due to the impact of the FCC's Computer Inquiry II decision and the
Modified Final Judgment.

Az indicated previousaly, the record of this case causes the Commission.to

entertain serious questions as to the continued efficacy of the costing and rate
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design framework estéblished by Case No. 18,309. Obviously, if Category One or
. Category Three services do not in fact recover their own direct cost and appropriate
share of joint and common costs, then basic exchange services would be priced above
their cost so as to subsidize Category One and Category Three services. Fublic
Counsel. is correét'in,his assertion that such a result would not be consistent with
the policies established by the Commission in Case No. 18,309. The record of this
case also demonstrates that it may be possible to pehform IUC studies S0 as to
support tﬁe undérpricing or overpricing of various services. [See

Sections 21V.B.10(c) and (d)]. Where IUC studies are relied upon by the Company for
its proposed pricing of a particular service, and the Commission thereupbn determines
that the IUé study in question is defective, the Commission is left with no option
other than gqual percentage increaée pricing of that service, as in the case of
private line services discussed hereinabove. However, the Commission cannot
categorically conclude upon the pecord of this case that LRIA have no place in the
pricing of telecommunications services, or that Public Counsel's proposed category
cost of service study should be relied upon. ,

The Commission determines that it should be presented with additional
oostingloptions in this Company's next general rate case. The Commission wili order
the Company to submit a fully allocated cost study, based ﬁpon embedded costs, for
all categories of-éervieé in addition to the presentation of IUC or LRIA studies with
respeot'tb services where IUC or LRIA studies are appropriate methodologies. The
Commissidn'is mindful, howeve}, that significént changes will occur in the types of
equipment which will be included in Southwestern Bell rates after the Modified Final
Judgment is implemented on or before February 24, 1984, Therefore, embedded cost
studies will not be.required as to equipment which will not be included in
Southwestern Bell rates after divestiture of Southwestern Bell by AT&T.

. In addition, the parties are strongly encouraged to present to the

Commission in SWB's next rate case, any other alternative costing methodologies which
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theylbelieve should be uséd By the Commission in setting rateé. The continued
validity of the three categories of servicé established by Case No. 18,309 and their
intended contribution to the total revenue requirement of the Company should also be
the subject of complete review in the next rate case.

The Gommissi&n cannot, and will not, determine in this case the method of
costing and framework for allobation of costs which will be applied in Southwestérn
Bell's next general rate case. While inviting review of Case No. 18,309, the
Commission i3 not prepared to announce the ulﬁimate demise of that.decisionf The
Commiss;on iz, however, persuaded by the record of this case‘that'the underlying
assumptions of Case No. 18,309 and the pricing methodologies and allocation
framework established thereby are in need of eontinuing and careful review, and that
the Commissioﬁ needs-to assure that it will be presented with alﬁernative
methodologies in future rate cases.

19. Customer Billing

Public Counsel proposes that the Company be required to disaggregate its
charges to customers on their monthly bills in order to‘show monthly customer
premises equipment (CPE) charges separately from,other_monthly charges. This
recommendation of the Pubiie Counsel is made in conjunction with the Puﬁlic Counsel's
proposal concerning the sale of installed base equipment to-customers, Qiscussed
hereinabove at Section XIV.B.16._ The Company believes Ehat'Public Counsel's billing
proposal raises questions which_are outside the scope of this‘cése."The Company
asserts that all telephone companies are required to comply with the Commission's
uniform service and billing practices, codified at 4 CSR 240-33. It is the Company's
position that if the Public Counsel wishes to institute changes in such procedures,
such changes should be proposed in a rulemaking proceeding involving all telephone

companies.

The Commission Staff‘assérts that thesé billing procedures are covered by a

Commission rule which requires disaggregation on a customer's first bill for new
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service. Staff agrees with the Company that Public Counsel's proposal would be an
7 appropriate subject for a rulemaking proceeding applicable to all telephone
- eompanies, rather'than'in:the instant rate case.

Existing Commission rule 4 CSR 240-33.040(8) provides as follows:

During the first billing period in which a customer receives

service, a customer must receive an insert or other written

notice which contains an itemized account of the charges for the

equipment and service for which he_has contracted.

Under 4 CSR 240-33.040(6), requirements are set out for every bill sent by
‘a telephone utility to a customer of that-uti1ity. ‘Those requireﬁents include a
statement of the amount due for basic service, an itemization of the amount.due‘for
toll service, and an iﬁemization of the amount due for taxes and franchise fees.
Te;ephone utilities are not required, by a Commission rule, to disaggregate CPE
charges on egch monthly bill. |

The Commission finds that the Publiq Cognsel]s proposal in this respect is
a proper subject of the separate docket being established below to inﬁestigate the
possibility of sale of.installed base equipment by Southwestern Bell. [See
Section XIV.B.16, abovel. |

C. Rate Design Summary

Based upon the competent and substantial evidence upoﬁ the whole record of
this caae, and upon its decisions concerning the contested rate design issues set out
: herelnabove, the Commission determines that the appropriate rate design to be applied
to the'revenue requirement defieiéncy found by the Commissiqn in this case is as

follows:
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General Exchange/Vertical Services/IUC Studies $ v,565,700

Restructured CTX-C.Y./Package PBX (75,700}
Restructured Local Exchange . 1,611,100
Eliminating Four-party OBRA Mileage (486,200)
Private Line Nonrecurring (50 percent of cost) 4,918,000
WATS : : (1,642,400)
Eliminating Direct/J.U. Schedules 138,700
Local Conference {200)
Restructured CTX-C.0., -- (25 percent contribution) 6,340,700
Pirectory Assistance - 3,755,700
Direct Inward Dialing 1,230,000
occ 3,000
Hotel/Motel Station Lines 13,600
TOTAL SPECIFIC RATE ADJUSTMENTS $25,372,000
TOTAL REVENUE DEFICIENCY (See Section XIII Above) $63,771,000
REMAINDER $38,399,000

The remainder of the revenue requirement as determined herein shall be recovered as é
uniform percentage increase apbliéd to all categoriés of local exchange service,
recurring rates for private lihe service, toll (including the first four rate steps),
WATS access line and usage rates, and direct inwérd dialing.

XV. Public Counsel Motion For Separate Docket

On September 13, 1982, the Office of the Public Counsel'filed its‘Motion in
this case requesting the creation of a separate docket concerning the impact and
implementation of the Modified Final Judgment (MFJ) in the antitrust lawsuit by the
Department of Justice against AT&T, and of the FCC's Decision in Computer Inquiry II,
upon Southwestern Bell, its ratepayers, its stockholders and the telecommunications
industry in Missouri.. Public Counsel suggests that this proceeding be deéignated as
an ongoing one in which hearings could be held periodically to consider the
innumerable issues of fact and publiec policy which have developed, and are expected
to devélop, as the Bell System and the telecommunications industiry are restfuctured.

On November 20, 197U, the United States Department of Justice {DOJ) filed
an antitrust action against American Telephone & Telegraph Company (AT&T),,Western
Electric Company, Ine. (Western Electric), and Bell Telephone Laboratories, Inc.

(Bell Labs) in the United States District Court for the District of Columbia.
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Uhited States v. 'AT&T; et al., Civil Action No. 74-1698 (D.C. Dist.). This case
will be referred to as the JDOJ lawsuit". The parties to the DOJ lawsuit arrived at
a settlement of that case in January 1982, which involved dismissal of the DOJ
laﬁsuit and a modification of the Consent Decree entere& in a different lawsuit (in
the United States District Court for the District of New Jersey) in 1956, The

stipulated judgment in that case (United States v. Western Flectric Company, Inc.

and AT&T, Civil Action No. B2-0192) is referred to as the "1956 Consent Decree".

The Honorable ﬁarold H. Greene, United States Circuit Judge for the
District of Columbia, proposed modifications to the proposed settlement of the.
parties, based on public comments, additional hearings and briefs on matters of
interest to the Court. The modifications proposed by the judge were adopted by the
‘panties; On Auéust 24; 1982, Judge Greene issued .his Order approving the Stipulation
of Dismissal gf the DOJ lawsuit, and ordering the case dismissed; and approving the
modification of the 1956 Consent Deeree, Judge Greenefs Order is referred to as the
Modified Final Judgment.(MFJ).

As a result.of the MFJ, AT&T will divest itself of Southwestern Bell
Telephone Company and the other Bell Operating Companies (BOCs), and SWB and. the
other BOCs will no longer be affiliated with Western Electric or Bell Labs.
Southwestern Bell will also bg prohibited from engaging in interexchange
telecommunicétions services gnd will be divested of its customer premises and
interexchange toll equipment; These changes are required_by the MFJ to bccur on or
before February 24, 198“; Theré are indications that the changes may in faét be
implemented on or about Januafy.i, 1984,

Other significant changes in the structure and opération of
telecommunications firms will result, effective January 1, 1983, as a result of the
FCC's Decision in its Second Computer Inguiry ("Computer Inquiry II"), FCC
Docket 20828, Final Decision, 77 F.C.C.2d 384 (1980); Reconsideration Order,

84 F.C.C.2d 50 (1980); Further Reconsideration Order, 88 F.C.C.2d 512 (1981). As a
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.resuit of quputar Inquiry Ii, neithér AT&T nor its operating;companies will market
new customer premises equipment. Rather, such equipment wili'be markéted by a new
fully-separated subsidiary of AT&T, to.be known as American Bell, Iné. (ABI). Since
Southwestern Bell will no longer offer new customer premises equipment after
January_], 1983, SWB must enter into a contract with American Bell for Southwestern
Bell to install and maintain new CPE business services for ABI. In addition,
Southwestern Bell will be transferring to ABI certain personnel,_equipment and leages
presently used by SWB in the provision of utility serviceé and relatgd activities.

| Public Counsel believes that it is urgent that ﬁhe Commission exercise an
oversight function throughout the planning and implementation of,Compute? Inquiry IT
and of MFJ, paying particular attention to transfers of appropriate pevsonnél from
SWB to AT&T-owned.entities, intercompany leasing arrangements with regard to
jointliy-used plant or services, and valuation and transfer of assets. Public Counsel
urges fhe‘deveIOpment of a functional accéunting system to effectively account for
intercompany relations between exchange and interexchange telephone companiés, énd to
. requife periodic réports and hearings to keep the Commission and other interested
parties advised of developments and to allow their participation in the planning and
implementation processes,

The Commission determines that the Public Counsel's Motion for a sebarate
docket shouid be granted. ‘The separate docket to be created will be known as “Inlthe
matter of thelinvestigation into the implementation by Southwestern Bell Telephone
Company of Computer Inquiry II and the Modified Final Judgment." It is the
Commission's intention that the docket be broad in scope and comprehensive in nature.
The Commission.will, by separaﬁe order issued in the new docket, direct Southwestern
Bell to file regular reports, at least monthly, adyising the Commission of the status
of the Company's implementation of Computer Inquiry II and of MFJ. The Commission
may also order hgarings or generate separate, more spedific dockets at any time it is

deemed necessary upon the Commisson's own motion or upon motions filed by other
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parties to the proceeding. If any aspect of implementation seems to require more
concentrated'attention than seems reasonable within the framework of the broad
separate docket, an additional docket may be instituted, such as the Commission has
already done in T0-83-57 with Eespect to revenue requirement impact of Computer
Inquiry II. The mgin separate docket‘should provide an effective vehicle for the
Commission for monitoring of the Company's steps. in implementing Computer Inquiry II
and MFJ by the Commission and by other interested parties, and provide a procedural

‘base for‘necessary inquiry or action conoerning the restructuring of the Company.

XVI. TIreatment of Rate Effects of Computer Inquiry II
On August 6, 1982, Southwestern Bell filed with the Commission tariff

sheets designed to deregulate customer pr-.emises equipment (CPE) after December 31,
1982, in order to comply with the FCC's Decision in Computer Inquiry II. By Order
issued September 3, 1982, the Commission suspended the proposed effective date of
those tariff sheets from September 6, 1982, until January 4, 1983, and assigned those
tariff sheets to Case ﬁo; T0-83;57. That Order also established a prehearing
donfefenee in the case, which was held on September 13, '1982. |

" Since the Computeﬁ Inquiry II Decision of the FCC will be implemented on
January 1, 1983, the resulting-transfer of employees, assets and PhoneCenter leases
will undoubtedly have an impéct on the Company's revenue requirement, While the
Staff identified an early Company estimate of that reveﬁue requirement impact, no
party to this case proposed any adjustment based upon the January 1, 1983,
impleméntatioﬁ of Computer Inquiry II. The parties generally agreed instead that the
instant casé should be tried on a "business as usual" basis, based entirely upon
revenues, ekpenses and investment during a trued-up historical test year. The
apparent consensus of the parties was that the revenue requirement effects of
Computer Inquiry II implementation.could not be identified with absolute certainty
until after such implementation had occurred, and that any attempt to account for

such revenue requirement effects in this case would violate the integrity of the
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.hisboric test year. No seri&us effort was made by any party lo.this proceeding to
project the revenue tequirement impaect of Computer Inquiry II implementation upon-the
rates to be established in this case,

By Order issued October 1, 1982, in this case, the Commission directed -
counsel to orally address the impact of the implementation of Computer Inquiry II
upon the rates to be set in this case, on Thursday, October 7, 1982, Such oral ‘
statements were taken by the Commission on that date. By Order issued October 20,
1982, in the instant case and in Case No. TO-83-57, the Commission direéted the
parties to Case No. T0-83-57 to prepare and submit to the Commission a definiﬁive
document defihing the issues to.be addressed in Case No. TO-83-57 and committing the
parties to a course of action "clearly defined to appropriately resolve those
issues.” The parties were directed to address the question of whether the fevenue
requirement effect of Computer Inquiry II implémentation would be addressed in Casé '
No. T0-83-57 and, if so, in what manner; suggest a proéosed audit, prehearing
conférence and hearing schedule including (if possible) agreement as fo the test
period of actual experience after Computer Inquify II implementatiqn fo be utilized;
and set forth any agreementé among the parties as to the reiation-back to January 1,
1983 (or some other date) of any rates to be set or adjusted in T0-83-57;_ By that
Order, the Commission deferred any determinatipn as to what treatment should be given
in Case No. TR-82-199 to the direct revenue requirement effects of Computer
Inquiry II implementation as of January 1, 1983.

On November 5, 1982, the parties to Case No. T0-83-57 (Company, Staff and
Public Counsel) filed a "Memorandum of Agreement" in that case; pursuant to the
Commission's directive in its Order of October 20, 1982. That Memorandum of
Agreement addresses subjects relating te the appropriate tariffs necessary to
accompliéh deregulation and concerning the transfer of certain SWB assets to American
Bell, Inc¢., which are'not related to the issue of the Company's revgnueireduibement

to be determined in the instant case. In the Memorandum of Agreement filed
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November 5, 1982, the parties to Case No. T0-83-57 also agreed that the
implementatioﬁ-df Computer Inquiry II would have an effect upon Company‘s Missouri

’ jurisdiotionai revenue requirement, but also agreéd that such an effect was not then
capable of precise quantification. The Company and Staff agreed that a "true-up"
proceeding should be held during 1983 in which the actual revenues, expenses and
plant of the Company would be audited through March 31, 1983, and hearlngs conducted
in late May or early June, 1983, Company and Staff agreed that any revenue
reguirement increése which would be authorized under this procedure in Case

No. T0-83-57 would bé recovered on a prospective‘basis only, from the effective date
of the order in that casej but that any revenue requirement reduction which might be
authorized by the Commission in that case should relate back to January 1, 1983,
Company amd Staff fﬁrther agreed that any revenue requirement increase or decrease in
Case No. T0-83-57 should be accomplished (to the extent possible) by a uniform
percentage fate change to all Company recurring rates. This procedure, it was
'suggested by Staff and the Company, would permit an accounting of the revenue
requirement impact of Cbmpute; Inquiry II implementation while also maintaining an
accurate match of revenues, expenses and plant of the Company .

On the other hand the Memorandum of Agreement of November 5, 1982, also
sets out Public Counsel‘s untimely position that the preferable method for meeting
the Commission's concern about the possible revenue requirement effects of Computer
Inquiry II implementation was for the Commission to convene additional hearings in

_November 1982 to take additional evidence and arguments of the parties concerning
this issue. Public Counsel believes that there is no statutory authority for the
"true-up" procedure prdpdsed by the Company and the Staff.

On November 17, 1982, the Commission issued another joint order in Case
Nos. TR-82-199 and T0-83-57, announcing that no additional hearings would be held in
Case No. TR-82-199 concerning the revenue requirement impact of Computer Inguiry II

implementation.
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The Commission has determined that the recommendation of the Comban} and
the Staff in the Memorandum of Agreement in Case No. T0-83-57 should be approved, and
will do 80 by éeparate order. The Commission. is persuaded that the approéch
recommended by the Company and Staff is the most efficient and effective way of
considering the revenue requirement impact of Computer Inguiry II implemgntation by
Southwestern Bell, The Commission notes, as it did in its Order of Nbvember 17,
1982, thaﬁ-other methods of accounting for those rate effects afe available, such as
the filing of a formal complaint by the Staff or Public Counsel‘pursuant to
Section 386.390, R.S.Mc. 1978, and/or the fiiing of new proposed rate tariffs by the
Company.

The Commission also feels compellsd to express its disappoinfment that no
serious effort was made by any party to this case to develop a method which would
have accounted for the effects of Computgr Inquiry II implementation while still
maintaining the vital matching of revenues, expénses énd‘plant within the test year.
As discussed.below under Section XVII, "Test Years 1n-Futur§iRate Cases", tﬁe
Commission is not in a position at this time to stafé that it_woﬁld prefer the use of
a different approach in general rate cases. However, given the uniqﬁe éircumstances
of Computer Inquiry II implementation vis-a-vis the operation of 1§w date of the rate
tariffs filed in Case No.‘TR-82-199, the Commission is frankly disappointed that no
party saw fit to attempt to account for the impacts of Computer Inquiry II which will
begin even before this Order is effective. The Commission will direct the parties,
in Southwestern Bell's next rate-case, to carefully examine the possible use of

alternative methodologies.

For purposes of the instant case, however, the Commission cannot find
competent and substantial evidence upon which to base an adjustmenﬁ'in rates to
account for the implementation of Computer Inquiry 1I on or ébqut-January 1, 1983,
while maintainihg the essential matching of revenues, expenses and iﬁvestment during

the test period. Further, as will be addressed by a separate Obdgr in Case
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'No. T0-83-57, the Commission is accepting the proposal of the Company and Staff in
Case No. T0-83-57‘fop an additional audit and hearings in that case in order to

adjust rates based on early—1983 operating experience.

XVIE. Test Years in Future Rate Cases

As discussed in Aetail immediately above {Section XVI), the Commission is
of the opinion that every effort should be made in the next general rate case
involving Southwestern Bell_to develop and present alternative methodologies,
including the use of an approach such as that utilized in T0-83-57, or forward-
looking data, while maintaining a careful matching of revenues, exﬁenses and plant,
upon which t§ set rates. While the Commission is not committing itself in advance to
édOpt a different approach, the unique circumstances surrounding the implementation
of the MFJ on or before February 24, 1984, and the effects of divestiture upon
Southwestern Bell's revenue requirement, are of sérious'concern to the Commission.
vaiously, a "businéss as usual" approach to the next Southwestern Bell rate case
wouid Be wholly unacceptable, since divestiture will cause a radical restructuring of
Southwestern Bell. Thus, it is imperative that great enefgy and concentration be
devoted to attempts to develop alternative methodologies for use in the next raté
case,

Other issues in the instant case compel a similar concern. For example,
the Company'srp:oposal to include short-term telephone plant under coﬁstruction
( TPUC) in its rate base presents the Commission with a "matching" problem -- i.e.,
can short-termlTPUC be ineluded in rate base without matching revenues and expenses
related to such plaﬁt? The integrity of the historic test year has alsc been an
issue in this case in relétion to some of the separations issues (see Section VIII,
above}. The Commission believes it should maintain a proper matching of revenues,
expeﬁses and plant with whatever methodology is utilized. In the instant case, the

Commission has been careful to attempt to maintain the integrity of the historic
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test yéar agreed upon by the parties, because no other optioﬁs were_prgsentéd to the
Commission. | |

Therefore, Southwestern Bell and the Staff are directéd, and Public Counsel
and other parties are invited, to develop an approach using other methodologies,
including but not limited to an approach such as that utilized in T0-83—5f, or
forward~looking data, in this cempany's next general rate case, provided they

maintain a proper matching of revenues, expenses and plant within the methodology

utilized.
Conclusions
The Missouri Public Service Commission has arrived.at thé following
conclusions? |

Southwestern Bell Telephone Company is a public utility subject to the
'jurisdit.‘-.tion of this Commission pursua;.nt to Chapters 386 and 392, R.S.Mo.- 1978; The
tariffs filed by the Company which are the subject matter of this proceeding were
suspended pursuant to authority vested in this Commiésion by Section 392.230, |
R.S.Mof 1978. The burden of ppoof to demonstrate that.the proposed increased rates
are just and reasonable is upon the Company.

The Commission, after notice and hearing, may order a change in any pate,
charge or rental, and itlmay determine and prescribe the lawful rate, charge or
réntal, or regulations or practices affecting said rate, charge-or rental thereafter
to be observed. Section 392,230, R.S.Mo. 1978.

The Commission may consider all facts which, in iﬁs judgment, have any
bearing upon’ a ‘proper determination of the price to be charged with due regard, among
other things, to a reasonable average return upon the value of.the property actually
used in the public service, and to the necessity of-ﬁakinglreservation out of income
for surplus and contingencies. _Section 392.240, R.S.Mo. 1978,

When a public utility's existing rgtes'and charges for telephone service

are found to be insuffiecient to yield reasonable compensation for the service
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rendered, the Commission shall.authorize'revisions to the.Company's app;icable
'tariffs which wiil yield an appropriate fair retufn on the Company's property. The
resulting rates shall be'ﬁair, Jjust, reasonable and sufficient, and shall not be
unduly diécriminatory or unduly preferential. Whén tariffs filed by a public utility
are designed to produce revenues in excess of those found to be just and reascnable,
8aid tariffé should not be allowed to become effective as requested.

Based upon the Commission's findings herein, the tariffs filed by SWB in
Case No. TR~82-199 should be disallowed, and the Company should be authorized to file
revised ﬁariffs in eonformance with the findings of this Report and Order.

All objections not previously and specifically ruled upon in this matter
are hereby overruled and all motions not previously and specifically ruled upon are
hereby deﬁied. All exhibits offered into evidence which have not been previously and
Specifically ruled upon are hereby received in evidence.

It is, therefore,

ORDERED: 1. That the revised tariffs filed by Southwestern Bell Telephone
Company in Case No. TR-82-199 be, and the same are, hereby disapproved, and the

Company ié authofized to file in lieu thereof, for approval by this Commission,
revised tariffs designed to increase gross annual revenues by $63,771,000, exclusive
of gross rgcéipts and franchise taxes; and that said revised tariffs shall be in
conformanCe With thé rate design and other findings contained in this Report and

Order,

ORDERED: 2. That Southwestern Bell Telephone Company be, and is hereby,
ordered and direqted to keep accurate and detailed records segregating all of its
eXpenses associated with Missouri intrastate rate case proceedings, including the
Specific items listed in Public Counsel's proposal in this case at Section IV.J of

this Report -and Order.
ORDERED: 3. That P,.S.C. Case No. 00-83-220 be, and is hereby, established

a8 a generic proceeding on the subject of normalization versus flow-through treatment
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of tax timing différences. The case shall be styled, "In the matter of the inguiry
into whether tax timing differences should be normalized".

ORDERED: U, That Southwestern Bell Telephone Company be, and is hereby,
ordered and directed to submit a progress report to the Communications Department
Staff of the Commission every thirty (30) days on the status of all major faults in
cable pairslloeated in outside plant facilities, located by the Staff, which the
Company had not eliminated by the end of the hearing in this case. Further, such
réports shall continue to be regularly filed until the Company has‘eiiminated all of
the major faults which the Staff located.

ORDERED: 5. That P.S.C. Case No. T0-83-221 be, and i; hereby,'established
for the purpose of investigating Southwestern Bell Telephone Company's plans for the
sale of instailed base‘equipment to customers; and that'Soﬁthwestern Bell be, and is
hereby, 6rdered and directed to file in said.Case No. T0-83-221, within ten (10) dayé
of the effective date of this Repbrt and Order, a report‘ooncerning itg plans to sell
installed base equipment to its customers. Said report shall also addbess the
proposal of the Public Counsel in this case that charges to Southwestern Bell
.customers on their monthly bills be disaggregated to show the monthly cu;tomer
premises equipment charges separately from other monthly charges. Said doéket shall
be styled, "In the matter of the sale of embedded base equipﬁent to customers of
Southwestern Bell Telephone Company".

OhDERED: 6. That Southwestern Bell Telephone Company be, and is hereby,
ordered and directed to submit a fully allocated cost stﬁdy based upon.embedded gosts
in its next general rate case for all services, in addition fto the presentation of
incremental cost studies or long run incremental analyses with respect to services
where those are apéropriate methodologles, except as to equipment which will not be
included in Southwesﬁern Bell rates after divestiture of Southwestern Bell by AT&T.

. ORDERED: 7. That the parties to this proceeding are strongly encouraged

to present to the Commission in Southwestern Bell's next rate case alternative
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costing methodologies which they believe should be used by this Commission in setting
rates, and to address the continugd efficacy of the costing methodoiogies and pricing
framework approved and established in P.S.C. Case No. 18,309.

ORPERED: 8. That P.S.C. Case No., T0-83-222 be; and is hereby, established
for the.purpose of monitoring, and taking neeessargraction in relation to,
Southwe;tern Eéll's implementation of Computer Inquiry II and of the Modified Final
Judgment. Said case shall be styled, "In the matter of the investigation into the
impleméntation by Southwestern Bell Telephone Company of Computer Inquiry II and the
Modified Final Judgment'.

ORDERED: 9. That the ratés to be established through revised tariffs
conforming to the Commigsion's findings and gonclusions in this Report and Order may
become effective for service rendered on and aftef the effective datejof this Report

and Order.

ORDERED: 10. That this Report and Order shall become effective on the

1chAday of January, f983.
' BY THE COMMISSION

vy =7, Ko en

Harvey G. Hubbs
Secretary

(SE A L)

Fraas, Chm., Dority, Shapleigh
and Musgrave, CC., Concur and
.certify compliance with the
Provisions of Section 536.080,
R.S.Mo. 1978,

McCartney, C., Not Participating.

Dated at Jefferson City, Missouri,
on this 30th day of December, 1982,
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