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STATE OF ILLINOIS

ILLINOIS COMMERCE COMMISSION

Illinois Bell Telephone Company

Petition to Regulate Rates and : 92-0448
Charges of Noncompetitive :
Services Under An Alternative :
Form of Requlation. :
citizens Utility Board :
-vs- :
Illinois Bell Telephone Company :
Complaint for an investigation : 93=-0239
and reduction of Illinois Bell :
Telephone Company’s rates under :
Article IX of the Public :
Utilities Act. : Consol.

HEARING EXAMINERS’ PROPOSED ORDER

By the Commission:

On December 1, 1992, Illinois Bell Telephone Company
("Illinois Bell" or "the Company" or "IBT") filed its Petition to
regulate rates and charges of its noncompetitive services under an
alternative form of regulation ("Petition"). The Company filed its
Petition pursuant to Section 13-506.1 of the Illinois Public
Utilities Act ("the Act").

The following parties intervened or entered appearances in
this proceeding: the Illinois Independent Telephone Association
("IITA"); the Illincis Office of Public Counsel ("OPC"); the
Independent Coin Payphone Association ("ICPA"); Central Telephone
Company of Illinois ("Centel"); MCI Telecommunications Corporation
("MCI"); Citizens Utility Board ("CUB"); GTE North, Inc., and
Contel of Illinois, Inc. d/b/a GTE Illinois ("GTE"); Illinois
Consclidated Telephone Company ("ICTC"); the Illinois Cable
Television Association ("CATV"); the Cook County State’s Attorney,
People of Cook County {("Cook" or "Cook County"); AT&T
Communications of Illinois, Inc. ("AT&T"); the City of Chicago
("Chicago"); the Illinois Electronic Security Association ("IESA");
the Attorney General, People of the State of Illinois ("Attorney
General"® or M"AG"); Teleport Communications Chicago, Inc.
("Teleport"); the Labor Ccalition on Public Utilities ("“LCPU");
LDDS Communications ("LDDS"); Northwest Central 9-1-1 Systen;
Sprint Communications Company, L.P. ("US Sprint"); the American
Association of Retired Persons ("AARP"); the Department of Defense
and all other Federal Executive Agencies ("DOD/FEA"); the Illinois
Telephone Association ("ITA"); and Lew Meyers. OPC subsequently
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withdrew as a party in this case. During the proceeding, Illincis
Bell adopted the name of its parent corporation, Areritech. To
avoid confusion, this Order retains the use of the jname Illinois
Bell to refer to the Petitioner, and Ameritech, tol refer to the
parent corporation.: |

Hearings were held in this proceeding before duly authorized
Hearing Examiners on January 14 and 27; March 1; April 8 and 30;
May 17-21 and 24-28; June 1-4, 7, 8, and 14; August {2-6 and 9-13;
October 14; November 8-10, 12, 15~19, and 24, 1993.| On November
24, 1993, the record was marked "Heard and Taken." |

On July 13, 1993, <CcUB filed an earnings complaint
("Complaint") based on precisely the same testimony which the
Company and CUB already had filed in this proceeding. CUB also
moved to consolidate the Complaint with this pro;%eding. The
Hearing Examiners duly consolidated the cases, without objection,

on August 11, 1993.:

The record of this proceeding consists of the tastimony of 25
witnesses for Illinolis Bell; 22 for Staff; 3 for the AG; 3 for CUB;
1 jointly on behalf of CUB, Cook County, and AARP; 2 for MCI; 1 for
Chicago; 1 for Sprint; 1 for LDDS; and 1 for DPD/FEA. The
transcript of this proceeding is more than 7,000 pages long.

Public forums were conducted by the Commission for the purpose
of receiving public comment on the Company’s Petition on March 18,
1993, in Mount Vernon; March 23, 1993, in Decatur; April 7, 1993,
in Chicago; April 15, 1993, in Granite City; and April 19, 1993, in
Peoria. :

Initial and reply briefs in this proceeding were|filed by IBT,
US sprint, CUB/Cook, AT&T, Staff, LDDS/ICPA; the Chipago; the AG;
MCI; CATV and DOD/FEA.

On May 3, 1994, .a Hearing Examiners’ Proposed Order was served
on the parties. 1
I. INTRODUCTION .

The telecommunilkcations industry is changing atl!a wvery rapia
pace. The extent ofl this change is such that it is Empossible to
predict what the industry will be like in five years. Technology
has now made it possible for the general public and business to
have immediate access to almost limitless amounts of information.
This information cah be anything from a motion picture to an
encyclopedia to a foreign newspaper. The possibilities are
breathtaking. Potential applications of this new technology for
business, include real-time videoc conferencing, telelommuting and.

: |

. a
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Staff Ex. i

The Staff proposed the data requests that follow to APIL:

API-7

API-12

API-13

API-14

API-15

The rate of return earned on the sales to Ameritech Bell Operating
Companies for 1987, 1988, 1989, 1990, 1991, 1992, and the first 9 months
of 1993.

The total API revenue received in 1987, 1988, 1989, 1990, 1991, 1992, and
the first 9 months of 1993 from any source related to the provision of
any service based in whole or in part on the relationship with Ohio
Bell including revenues derived from the provision of directories con-
taining any information provided by Ohio Bell.

The costs incurred by API in generating the revenues identified in
response to Data Request API-12.

The capital investments of API attributable to the revenues identified
in response to Data Request API-12. '

The net earnings retained by API from the revenues identified in
response to Data Request API-12.

The answer given by API was, "Data does not exist in the requested form.
Significant manual effort would be required to create it, and would be of question-
able value since it would need to be developed on an allocation basis.
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instant transfer of documents and files to anywhere in the world.
The effect on education and the medical industry would also be
enormous.

One may wonder whether things such as mail service or airline
travel for business purposes will become obsolete. Only time will
tell what an advanced telecommunications infrastructure may bring.
What is clear, however, is that just how people today wonder about
what life was like before the VCR or how business managed before
the facsimile machine, people ten years from now will think back to
a time when it was not possible to have so much information
available so quickly.

While all of this technology may be available in the near
future, a central question for the Commission in this docket is
whether this technelogy can flourish in the current regulatory
environment. The Commission faces a dilemma with respect to this
technological revolution; the Commission must now decide who will
pay for the implementation of new technologies and who will bear
the risks that go along with the new technology?

In deciding who will pay for the implementation of new
technology, the Commission must weigh the interests of the average
telecommunications user who, for the time being, is, for the most
part, content with plain old telephone service or "POTS." One of
the ways that the Commission is forced to hold the line on the cost
of POTS is through the regulation of IBT’s depreciation rates which
have the effect of regulating the pace of IBT’s investment. When
the Commission slows the depreciation of equipment, the Commission
potentially slows the deployment of new technology. The disputes
between the parties in the depreciation section of this order
highlight this dilemma.

Any decision that the Commission makes in this docket can have
significant consequences. Either the acceptance of the plan, or
some modification thereof, or a total rejection of alternative
regulation, involves many unknowns. Any decision that the
Commission makes in this docket will carry with it some
uncertainty. The Commission’s goal in this proceeding is to weigh
all of the risks and to proceed in a manner that balances all of
the interests at stake, within the confines of the Act.

This proceeding involves all of the issues associated with
alternative regulation as well as the issues typically associated
with general rate cases under traditional rate of return ("ROR")
regulation. That is because the Company submitted all of the
conventional cost of capital, accounting and other evidence
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associated with general rate cases in order to demonstrate that its
current rate levels are reasonable, and that such| rates are an
appropriate starting point for a price cap.regulati#n plan.

CUB’s rate reduction complaint also requires the Commission to
evaluate whether IBT’s current rates are just and repsonable. The
Commission notes, however, that this is not a rate case under
Article IX of the Act. The Commission’s objective is to establish
a plan of regulation that will be viable over the‘long term and
produce benefits for ratepayers, IBT and the State ¢f Illinois.

II. THE ACT i

Section 13-506.1 was enacted as part of Publike Act 87-856,
effective May 14, 1992. It permits the Comm1551on\to “1mp1ement
alternate forms of, regulation in order to establish just and
reasonable rates for noncompetitive communications |services...."
The Act 1lists a number of items that the Commission "shall
consider," in addition to the public policy goals stafed in Section
13-103. However, more importantly, the Act requires the Commission
to make a number of :findings before it may approve ajplan as filed
or as modified. The; Commission must find that the plhn or modified
plan at a minimum: . |

|
(1) is in the public interest; E

(2) will‘produce fair, just, and reasondble
rates for telecommunications services; |

(3) respénds to changes in technology and the
structure ‘of the telecommunications industry that
are, in fact, occurring;

(4) constitutes a more appropriate form jpf regu-
lation based on the Commission’s overall donsider-
ation of the policy goals set forth in| Section
13-103 and this Section; !

(5) specifically identifies how ratepayeérs will
benefit from any efficiency gains, cost| savings
ar151ng out of the regulatory change, and [improve-
ments in productivity due to technologlcaL change;

(6) w1111ma1nta1n the quallty and avallaﬂallty of
telecommunlcatlons services; and

(7) will not unduly or unreasonably prejhdlce or
disadvantage any particular customer | class,
including telecommunications carriers.

-4 -
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Section 13-506.1(c) requires "as a condition for Commission
approval of the plan, that for the first 3 years the plan is in
effect, basic residence service rates shall be no higher than those
rates in effect 180 days before the filing of the plan."” The
Commission also is permitted to approve a "plan that results in
rate reductions provided all the requirements of subsection (b) are
satisfied by the plan."

Lastly, any plan approved for more than one year "shall
provide for annual or more freguent reporting to the Commission to
document that the requlrements of the plan are being properly
implemented."

One fact that must be noted is that the Act does not reguire
the Commission to adopt an alternative regulation. While the Act
provides for the minimum standards that the plan must satisfy, the
decision whether to adopt alternative means of regulation is for
the Commission to make.

ITI. ALTERNATIVE REGULATION
A. Illinois Bell’s Alternative Regulation Plan

Illinois Bell proposes to substitute pure price regulation for
traditional ROR regulation. Under its praoposal, the ability to
change rates would be limited by a price index which reflects
inflation in the general economy, offset by IBT’s historical
productivity growth. The Company’s index contains a service
guality component that it contends would ensure that service does
not degrade over the term of the plan. Under the plan, the price
index will be applied separately to four service "baskets" which
represent the Company’s major classes of customers (i.e.,
residential, business, carrier and "other"). Rate increases for
each basket overall cannot exceed the index. Individual rates for
services within each basket can be increased annually by a maximum
of the index plus 5% to permit some modest 1level of rate
restructuring; however, other rates within the same basket must
then be reduced by an offsetting 5%. Thus, IBT states that
applying the index separately to each basket ensures that the
Company cannot shift its revenue requirements between major
customer groups.

Under Illinois Bell’s plan, there would be no regulation or
monitoring of earnings whatsoever. IBT would set its own
depreciation rates and attempt to manage its current capital
recovery shortfall at existing rate levels and within the
constraints of the price index. IBT states that if it is able to
manage its business effectively and compete successfully in the
marketplace, its shareholders would benefit. Conversely, it states

-
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that if the Company makes management mistakes dor is otherwise
unsuccessful in competing for customers’ business, its shareholders
would bear the brunt of IBT’s shortcomlngs. The plan has no
prov1smon for IBT to seek rate relief in the bvent that its
earnings deteriorate.
|
|

IBT notes that as required by Section 13.506.1(c), its plan
includes a three-year rate cap on basic residential services, and
future rate changes would be constrained by the index. The Company
also states that it plans to eliminate the $.73 mon hly charge for
touch-tone service over a three-year period beginniing January 1,
1995, without instituting any offsetting rate increases. IBT
proposes that rates going into the plan would be set at existing
levels, resulting in substantially lower rates than the Company
would be entitled to under ROR regulation. Finally, IBT is making
a $3 billion commitment to grow and modernize its network over the
next five years, if pure price regulation and depre¢iation reform
are approved; this ostensibly represents a $900 million increment
over what the Company likely would invest under earnings sharing or
any other form of earnings regulation. :

As an alternative to the Company’s plan; Staft, the AG and
DOD/FEA all support the adoption of price regulation plans with an
earnings sharing component. At a first benchmark over the target
rate of return, earnings would be shared on a 50%/50% basis between
the Company and customers. At a second benchmark,l 100% of the
Company’s further earnings would be returned to cusgomers. Each
party has proposed idifferent benchmarks where earnings sharing
begins and where earnings would be capped. Staf;klthe AG and
DOD/FEA also propose different values in many instances for the
components of the price index itself. ;

MCI and LDDS/ICPA oppose adoption of any alternative form of
regulation. However,; in the event price regulation iis approved,
they recommend a “reverse taper" in the earnings sharlng formula
{(to be explained 1ater in this order).

CUB/Cook oppose any change from ROR regulation. hey reguest
rate reductions from' existing levels on the magnitude of $209
million. These recommendations are made in the contaxt of CUB’s
earnings Complaint (Docket 93-023%). The AG and MCI 'essentially
adopt CUB’s rate reductlon recommendations. The AG, however,
supports use of the ROR recommendation of its own w1tness, rather
than CUB’s recommendatlon.

l

B. Price Re u ﬁlon Versus Rate of Return Re ula on

In determining whether to accept or reject Illl¢01s Bell’s
proposed plan, the Commission first must decide whether! changes in

-
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the telecommunications industry warrant a change in the form of
regulation currently in effect in Illinois. While the Act
contemplates different forms of alternative regulation, price
regulation is the only form of alternative regulation discussed in
the record. The main issue in this docket, therefore, is whether
to accept or reject some form of price regulation.

1. Illinois Bell’s Arguments Regarding The Need For
Alternative Regulation

IBT describes the need for change through the testimony of two
witnesses: Mr. David H. Gebhardt, Director - Regulatory Affairs for
Illinois Bell; and Dr. Robert G. Harris, Associate Professor and
Chair of the Business and Public Policy Group in the School of
Business at the University of California, Berkeley.

Illincis Bell contends that traditional ROR regulation was
designed for an environment where. there is a single monopoly
provider of service. IBT states that under ROR regulation, a
regulated company can submit to regulatory control over its pricing
with reasonable confidence that it will earn a modest, although
presumably stable, level of earnings. IBT states that in making
investment decisions, a regulated utility can presume that
regulators will allow it to add investment and earn a reasonable
return on. that investment, thereby encouraging the deployment of
technology in order to provide quality service to customers. IBT
states that stable depreciation rates allow a company to recover
its investments in a way which matches the controlled introduction
of new technology.

The Company contends that because of the competitive entry
which already has taken place, as well as increasing competition
which looms on the horizon, this paradigm no longer applies. Mr.
Gebhardt testified that competitive alternatives already exist for
the Company’s intraMSA calling services: facilities-based
interexchange companies ("IXCs"); resellers; payphone and operator
services; private line services and Centrex. Major customers also
have established privately-owned alternatives to IBT’s network,
including Walgreens, General Motors, Chrysler, Kmart, the State of
Illinois, Commonwealth Edison, Caterpillar and the Burlington
Northern Railroad. These customers have purchased microwave
systems or satellite systems that connect multiple locations and
completely bypass IBT’s network. Such entities also can sell their
excess capacity to other users.

Mr. Gebhardt indicated, moreover, that new sources of
competition are proliferating. Competitive access providers such
as MFS and Teleport are firmly established and are expanding the
range of services they provide to customers. He explained that

-7
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these companies : have expanded beyond the | provision of
point-to-point services for carriers and large customers, and how
have obtained certificates to provide Centrex-like services and
connections between multiple locations of the sane customer for
voice or data traffic. Proceedings for expanded ipterconnections
at the Federal Communications Commission ("FCC")} and at this
Comrission would allow service competitors to co-logate physically
inside IBT’s central offices and to offer end-to-en@ services even
where they do not have facilities in place. He ated that the
final step in this burgeoning expansion of competition was taken on
November 10, 1993, when MFS filed for a certificate to provide
facilities-based 1local exchange services and rieguested full
integration with the networks of Illinois Bell and Centel (Docket
93-0409) . *
|

Mr. Gebhardt  testified that yet another new source of
competition is Personal Communications Services ("PCS%), which
would provide wireleéess local exchange service. Mr. Gebhardt states
that eleven experimental wireless licenses have bedn approved or
are pending approval for the Chicago area, and MCI| is among the
well-financed entities pursuing a nationwide PCS license. He also
stated that traditional cellular service also reprgsents another
increasingly viable alternative to IBT’s services, ij evidenced by
AT&T’s recent acquisition of McCaw Cellular Communications.

Mr. Gebhardt opined that perhaps the most potent competitive
force of all is the  cable television ("CATV“)Y industry.
Nationally, CATV companies pass 90% of residential households, and
55% of the households in Illinois are subscribers. Several of the
larger CATV companies recently have allied themselves with
telephone companies.: MCI also has announced a new initiative to
build local exchange facilities and compete direct
exchange service. ! g

y for local

Illinois Bell contends that these competitive developments
undermine traditional ROR regulation in at least five ways. First,
the Company maintaing that the regulator no longer can guarantee
that an LEC will be able to earn a reasonable return because
marketplace dynamics' will cause a significant erosion in its
revenues as competitors enter the market and achieve gains in
market share. Second, the Company asserts that nohcompetitive
ratepayers will shoulder the risks associated with | competition
because the regulator will be required to offset revenue losses
with increases in noncompetitive rates. IBT states that without
such increases, the regulator will not be able to meet its end of
the regulatory bargain which allows IBT to earn a reagonable rate
of return in exchange for relinguishing control over its own rates
and earnings. i t

!
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Third, the Company contends that competition and technological
change undermine traditional capital recovery mechanisms. IBT
states that as long as regulators continue to establish IBT’s
depreciation rates and defer capital recovery into the future,
there is a commitment and legal obligation to allow the Company
full recovery by the end of an investment’s useful life. However,
IBT contends that as competition intensifies and price erosion
continues, there is no reasonable likelihood that the regqulator
will be able to guarantee that IBT can recover its capital in the
future. IBT states that without reasonable assurances of capital
recovery, there will be less incentive for IBT to modernize its
network and, therefore, less chance that the State will realize the
economic benefits which network modernization would bring.

Fourth, the Company contends that competition increases the
complexity of regulatory oversight because issues such as prudent
network investment, appropriate staffing levels and reasonable
prices become vastly more complicated. The Company asserts that
traditional regulatory oversight will create an untenable situation
for IBT because the regulator will capture for ratepayers the
benefits of Illinois Bell’s successful ventures, but will face
pressure to disallow investments in unsuccessful ventures. The
expense and delay engendered by increasingly complex regulatory
regquirements will be particularly inappropriate in an environment
of accelerating competition, as it imposes a cost burden on the
LEC that is not shouldered by its competitors.

Illinois Bell contends that a properly structured price
regulation plan would eliminate many of the shortcomings of
traditional ROR regulation. IBT states that the capital recovery
quandary facing this Commission can be resolved through price
regulation. According to the Company, regulators traditionally
have set depreciation rates so as to strike a pragmatic balance
between allowing regulated companies to recover their capital and
maintaining low customer rates. This balancing tension has tended
to.remlbuln dnadeguate.capitad - recovery‘in'the short'run;Mthhwthe
regulatory proy
end, of the ;nyeﬁgmﬁngmﬁﬁuseful‘lafefueven»if-price—&ntreasesware
reguired. . IBT argues that.  this.paradigh..is.reflected-in.-its.
accumulatedmdapnen;a:&annraserve«deflezency‘of ‘approximately $559
million. ,

The Company contends that, as the telecommunications industry
becomes more competitive, the Commission simply will not be able to
meet its commitment to full capital recovery because prices will be
set by the marketplace rather than by the Commission. Another
alternative for addressing the depreciation reserve deficiency is
to require Ameritech’s shareholders to incur the loss through a
write-down of assets. However, IBT contends that this alternative

-G
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would be patently unreasonable as it would be unlawful to require
the Company to write off investments in plant and jequipment which
have been made in good faith to meet franchise obligations. 1In
fact, IBT contends that this would violate longstanding legal
prohibitions against coniiscation of utility property as set forth

(1943); Bluefield Water Works and Improvement Co. v. Public Service
Commission, 262 U.S. 679 {1922); and Illinois Bell ‘1ebhon§_Co. V.

Illinois Commerce Comm1551on 414 TI11., 275 (1953).

In the COmpany s view, the only viable soﬁutlon to this
dilemma is to permlt Illinois Bell to use its own business judgment
about investments, to set its own depreciation ratqs, and to live
with the consequences. IBT takes the position that price
regulation allows the Commission to do so at no risk to captive
ratepayers, because depreciation rates no longerw would affect
noncompetitive custiomer rates.

f‘ The Company contends, moreover, that a reallstic opportunity
to recover its capital would provide additional impetus for network
modernization. MiEfSigebhardt—and-pr. ‘Harrid also testified, on
behalf of IBT, tHat price regulation would pr¢v1de greater
incentives to operate efficiently, to introduce new jservices, and
to be more responsive to its customers. Speclflcall , they stated
k*hat, although the Company has no guarantee of earning a reasonable
sreturn under price regulation, the risk of lower earqlngs would be
_abalanced by the potential to achieve increased earnings as a reward
Jor becoming more efficient and for investing wisely in network
modernization. They also stated that at the same time, customers
auunder a price regulation plan would be protected from the risks of
competition because price increases would be l#mlted by a
predetermined formula based on cost changes for the‘economy as a
.whole, rather than on IBT’s internal costs.
|

The Company also contends that the streamlined tariff
procedures under a price regulation plan would reduce the delays,
burdens, and expenses of regulation for all parties. [Finally, the
Company asserts that'a properly structured price regulation plan
would avoid the implicit earnings regulation of | competitive
services inherent in ROR regulation. All of these objjectives can
be achieved, the Company argues, while at the same time maintaining
just and reasonable rates based on the price index mechanismn.
i 1
2. Staff =
l

The Commission - Staff’s position was presentpd by Ms.
Charlotte TerKeurst, Director of the Telecommunications Program in
the Office of Policy and Planning. She agreed with Illinois Bell
that the rate of technological change over the past feh years has
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been breathtaking, and that the rate of change and introduction of
new telecommunications products and services appear to be
accelerating. In general terms, Staff also agrees with the
Company’s criticisms of traditional ROR regulation in the climate
current and expected market conditions. Staff agrees that the
difficulties inherent in determining the various components that go
into the revenue requirement are exacerbated by competition. Staff
believes that ROR regulation tends to make an LEC more cautious in
its investment in risky ventures and, at the same time, less:likely
to-cut-eosts—-for—-the-more--traditionalservices. However, Staff
cautions that these disincentives should not be exaggerated, given
the Company‘s posture that it is a well-run and efficient
organization which has made significant modernization and
streamlining efforts in recent years. Staff alsoc believes that
there are strong incentives for the Company to cut costs and become
nmnuaﬁﬁﬁhxxuant.underﬂbradltiOnaI“regulat1on “becauseé of” “regulatéry
Jdag" _which.is the.opportunity to.dnerease-earnings—in the period
belueen. rate.cases.

Staff agrees with IBT that the Company should be regulated
under a price regulation plan. Staff believes that, by breaking
the link between prices and costs, price regulation protects basic
customers from competitive risks, i.e., the risk that rates might
need to be increased to maintain revenue requirements if demand for
IBT’'s competitive services were to decrease in an increasingly
competitive market. staff also agrees that price regulation
PEOLLCES ~CUSLoOROL &~ L oMt he T ik~ frfailed-~investRenta;——pbecause
paaeesamamew»notwmd1reetlyum&mpactednubyuithammlenalﬁwnﬁmmaapatal
wvestmerity> Staff further contends that price regulation can
prevent the Company from degrading service quality for those
services with limited competitive alternatives, if an appropriate
service guality provision is adopted. In addition, Staff contends
that compared to ROR regulation, price regulation would reduce
regulatory costs somewhat because the application of a price
regulation system should be fairly straightforward and should
reguire fewer resources. Overall, Staff believes that price
regulation would provide additional incentives to invest in
advanced technologies and that some amount of additional economic
development is likely to occur as a result. Staff-potes-that-this
investment--may—not-—take-place- ~evenly—throughout... ~Stkate,. . but
assgntsmthati*gﬁﬁnecessa:x, this issue can be addressed separately-
in.annther..proceeding..

‘Staff believes that all of these desirable goals can be
attained while malntalnlng Illinois Bell’s financial integrity.
They can be attained, in part, by allowing higher "“rewards" than
under +traditional regulation, thus compensating IBT for any
increased risk and encouraging innovation. Removal of the
likeliheood of prudence reviews and "second guessing® of investment
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decisions, argues: Staff, also should encourage the Company to be
more innovative and to take more risks. Staff contends that price
regulation would put Illinois Bell on a more even footing with
other potential competitors, because the Company would be able to
respond more quickly to competitive conditions ag they develop,
without incurring protracted regulatory proceedings. Staff notes
that all of these benefits may not be achieved in a real world
environment because IBT may have some incentive to keep earnings
levels within some range perceived as “reasonable" in order to
avoid regulatory backlash; and, as a result, could choose to
increase expenses or investments for that reason rather than for
reasons of efficiency. 7

3. Attorney General

Dr. Lee L. Selwyn, an economist and President of Economics and
Technology, Inc., examined Illinois Bell’s proposal on behalf of
the Attorney General. A passage from Dr. Selwyn’s direct testimony
best summarizes the AG’s position:

i

Although the ;public interest has been well served by
traditional rate of return regulation of lopal telephone
companies for many years, recent developments in the
technological and competitive complexion of |the telecom-
munications industry wartrant reexamination | of existing
regulatory practices. Rate of return regulatioﬁ has fostered
the development of a ubiquitous public telephone network,
universally accessible and affordable, to a broad spectrum of
citizens and businesses throughout the state angd the nation.
By shifting most investment risk to ratepayers, ROR regulation
has enabled the regulated local exchange carriers (LECs) to
acquire and to construct an extensive and mbdern public
network infrastructure that is not likely to be duplicated by
any other entity within the foreseeable future., At the same
time, the entry and growth of competition in certain segments
of the telecommunications market fundamentally alters the
traditional role and goals of economic regulatﬂpn, implying
reduced concern with pricing and availabiliﬁy of truly
competitive services, but increased attention [to pricing,
availability, and interoperability of so called Mbottleneck"
functions that only the dominant 1local exchan¢e telephone
company can feasibly provide. x

AG Ex. 1.0 at 3. i |

Dr. Selwyn testified that traditional ROR regulation actually
may create disincentives for efficient behavior. He ;stated that
incentive regulation plans can induce a utility’s management to
exhibit competitive behavior; to pursue efficiency opportunities;

-l2m=-



92-0448/93-0239 Consol.
H. E. Proposed Order

to maximize the use of its capital resources; and, in general, to
accept certain risks normally associated with the competitive
marketplace in return for the opportunity to increase earnings in
excess of levels traditionally associated with ROR regulation.
However, Dr. Selwyn cautioned that a price regulation system must
minimize the possibility that a cowmpany will be rewarded for
actions that expressly disadvantage captive ratepayers or for
events that are beyond its management’s control. He stated several
concerns that must be taken into consideration in developing an
adequate incentive plan. These are as follows:

1. The establishment of an incentive plan will not convert
a fundamentally monopolistic market into a fully
competitive one. IBT’s $8 billion gross investment in
the 1local distribution, switching, and transport
structure gives IBT a de facto monopoly. Accordingly,
Dr. Selwyn states that a regulatory mechanism must
continue to constrain in terms of pricing practices.

2. In a competitive market, incentives and opportunities to
adopt new technologies are available to all incumbents in
the industry. In stimulating a competitive result, it is
essential that the company subject to incentive
regulation not be afforded the opportunity or ability to
achieve a permanent earnings gain as new technology and
operations are developed.

3. Even if a telecommunications carrier subject to incentive
regulation made no effort whatsoever to improve its
overall efficiency, the aggregate growth in demand for
services unrelated to management’s actions combined with
extreme economies of scale will result in a decline in
average unit costs of service.

4. Under the profit-generating incentive of a plan, the
carrier may attempt to increase its earnings by
compromising the overall gquality of its services.

Id. at 11-13.

Dr. Selwyn took the position that the entry and growth of
competition in certain segments of the telecommunications market
fundamentally alter the traditional role and goals of economic
regulation and warrant re-examination of existing regulatory
practices.

-13-
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He further states the following:

These factors, individually and cumulatively point to an
expectation of increased earnings over time either because the
utility can exploit its monopoly by imposing excessive prices
or by retaining for itself all of the "normal"® zost reductions
that can be expected to arise through generplly improving
productivity and growth. The purpose of incentive regulation
is clearly not to reward the utility for such dxploitation of
its monopoly through price gouging or for allowing the guality
of its service to decline. Thus, even though the direct
linkage between rates and costs is largely eliminated under
incentive regulation, the overall system must be carefully
tuned so as toireward (or to punish) the utility's managenent
and shareholders only to the extent that the ﬁﬁsult of their
actions would not otherwise be expected to occur in a truly
competitive marketplace,

Id. at 14.

He contends that the goal of the Commission should be to adopt
a plan that includesi certain features that are intended to preserve
the competltlve result goal of economic regulation while still "de-
linking prices and costs per se."

4. CUB/Cook

CUB/Cook oppose the adoption of an alternatiive form of
regulation. Dr. Marvin Kahn, an economist and principal in Exeter
Associates, Inc., examined Illinois Bell’s proposal |on behalf of
CUB/Cook and AARP. |

First, Dr. Kahn states that ROR regulation currently contains
an adequate number of incentives. He states that companies must
behave eff1c1ent1y in order to earn the authorized raﬁe of return;
such a return is not guaranteed. Moreover, since rates are not
changed between rate cases, he argues that Yregulatory lag" allows
a company to increase its earnings if it can increase its
efficiency. He contends that the Commission cannot | assume that
Illinois Bell’s plan would provide more incentives automatically
than currently existl. For example, Dr. Kahn statés that the
pricing flexibility of its plan can be used@ by IBT to retard the
entry into the market! of more efficient competitors. |

w a

Second, he further contends that the IBT plan short-changes
ratepayers because current rates include the cost of de?loying such
cost-saving equipment ias digital switches, fiber optic facilities,
887 and ISDN capabllltles. According to Dr. Kahn, the cost of
these facilities is included in rates with the expectatjon that the
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benefits expected in the future from these investments, including
increased usage, would be passed on to ratepayers in the form of
lower rates. He complains that under IBT’s plan, these benefits
instead would accrue to shareholders.

In addition, he asserts that these facilities already allow
IBT to offer new products such as call-waiting, speed dialing,
three-way calling, Auto Callback and Repeat Dial. He contends that
the number of residential and business customers subscribing to
such services is increasing rapidly. Dr. Kahn contends that, under
IBT’s plan, the future revenue growth attributable to such services
would accrue to the shareholders instead of the ratepayers who have
paid for the facilities.

He further testified that price regulation does not
necessarily result in additional network modernization and that it
eliminates or limits the extent of social input into the investment
decision-making process and causes such decisions to be based
strictly on profit considerations and without any regard for the
maximization of social welfare.

He also disputes IBT’s contention that the plan will increase
the pace of technology deployment in the network. He maintains
that Illinois Bell witness Dr. Cronin did not offer a link between
price cap regulation and investment in telecommunications. Dr.
Kahn criticized Dr. Cronin’s analysis because it assumed that
whatever infrastructure deployment is undertaken will be cost-
effective.

He contends that his own quantitative analysis attempts to
determine whether alternative regulation leads to additioconal
network deployment. He examined technologies deployed in the
network in 1990 and 1991 by Bell/Ameritech, other Ameritech
companies, and Bell companies in other regions. He testified that
his analysis indicated that the extent to which telecommunications
technologies have been deployed in Illinois is, in every instance,
on a par with or ahead of that in most other regions. He notes
that this rate of technological diffusion is occurring without
alternative regulation in place.

Moreover, he stressed that strategic decisions regarding-
technology selection are made at the regional corporate level. He
testified that his analysis showed that the kind of regulatory
structure in place was not significantly related to the deployment
of technology. He states that while IBT witness Harris criticized
his study, Dr. Harris did not conduct his own study to support the
Company’s position that incentive regulation would lead to greater
infrastructure development.

15~
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Dr. Kahn also criticized IBT’s plan to commlt\to spending $3
billion on network modernization over five year First, he
contends that the  investments that IBT plans to akes are those
that would allow it to provide broadband services |including CATV
services and that these investments would allow the Company to
enter the interMSA market if Ameritech is successful in getting
relief from the restriction placed on it at divestiture which
currently precludes it from providing such services.

He asserts that the Commission does not have judisdiction over
the provision of CATV services, and that, to the extent that IBT’s
$3 billion expenditure will be spent to provide CATV services, the
expenditure cannot form the basis for granting IBT’s petition. 1In
addition, he states that this Commission should not :_tke a decision
that it is in the public interest for IBT to enter e business of
providing interMSA service. , L

CUB/Cook further contends that such an expendthre can only ke
made pursuant to a Gertificate of Public Conveniencef and Necessity
("Certificate®) granted under Section 8-406 of the Act. CUB/Cook
states that the record in this docket does not contain enough
evidence to meet the requlrements of Section 8-406.w In addition,
CUB/Cook argues that the Commission should not approve a plan that
neither contains an adequate description of where thel funds will be
deployed nor proviides for the cost-effectivenéss of such
expenditures. - ;

, |

He also maintains that Mr. Gebhardt’s testimon{ that the $3
billion investment would be funded from depreciatlon, retained
earnlngs and cash flow 1is evidence that it is IBT’s! intention to
fund its forays into broadband services with ratepayeﬁ funds rather
than shareholder funds. Accordingly, Dr. Kahn insists that the
Company’s protestatipns that its plan will shift the risk of these
investments onto itself and away from ratepay¢rs must Dbe
disregarded. i

Finally, he argues that the $3 billion commitment is nothing
more than "business as usual" (BAUY) for IBT. He I|states that,
according to IBT Form M reports filed with the PCC, IBT had net
capital expenditures ranging from $545 million to $58$ million per
vear during the 1989-1992 time period. He refers) to the BAU
revenue projections of IBT witness Goens for the five-year period

of 1994 through 1998. These projections indidﬁte capital
expenditures of almost $2.7 billion over that time period.
5. DOD/FEA

’ 1
DOD/FEA contend that a competitive environment iﬁ developing
rapidly for many of Illinois Bell’s services and that| a change in
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the form of regulation is approprlate._ DOD/FEA assert that the
development of competition in TIllinois has been uneven
geographically, but that the most rapid development has been in
urbanized areas such as Chicago. Even in the Chicago area,
however, DOD/FEA state, there has been limited experience with the
interconriection of dedicated services, and even less with switched
services.

DOD/FEA contend that price regulation of IBT’s services is
preferable to traditional ROR regulatlon at the present time. They
assert that properly designed price regulation would improve the
incentives for IBT to operate more efficiently, teo innovate, to
investment in new technologies, and to provide the Company with the
additional pricing flexibility needed in the changing
telecommunications markets. DOD/FEA also contend that price
regulation would reduce the regulatory burden on the Commission and
other parties. They opine that these benefits can be achieved
while providing reasonable rates to customers and maintaining IBT's
financial integrity.

6. LDDS/ICPA

LDDS/ICPA assert that current competitive conditions do not
warrant any departure from ROR regulation. In their view, switched
intraMsA traffic is not competitive because Illinois Bell has 99%
of the traffic, while all other carriers combined have less than
1%. LDDS/ICPA assert that competition has not yet occurred in the
local exchange marketplace, and that nc customers have abandoned
the IBT monopoly network. They contend that cellular service is
substantially more expensive than IBT’s local service; in any
event, it is 50% controlled by Ameritech, and it depends on
interconnection with IBT to originate and terminate calls.
LDDS/ICPA also assert that potential competition from CATV, PCS and
CAPS should not be considered because the Act requires that the
plan be based upon changes which are "in fact" occurring.
LDDS/ICPA are opposed to any change in regulation where significant
changes and circumstances have not been proven, and LDDS/ICPA
insist that, while competition is emerging, there is no real
competition for IBT’s services.

7. MCT

MCI contends that Illincis Bell faces much less competition
than it claimed in its testimony. While some of the competition
identified by IBT does exist, MCI asserts that not all of it has
the kind of impact that competition usually has: namely, forcing
Illinois Bell to try to find ways to lower its rates. In
particular, MCI noted that cellular services cannot put a cap on
IBT’s local exchange rates as long as cellular rates are higher
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contends that not all of the new services identified by the Company
currently exist. : Third, MCI contends that, with only a few
exceptions, the competitive alternatives identified: by the Company
rely on interconnection with IBT’s local exchange facilities and,
thereby, prevent other companies from becoming truyly independent
competitors. ?

than local exchange and measured service rates comﬁtned. MCI also

8.  AT&T

AT&T, in genefal, supports alternative regulaFion plans for
LECs as long as there is sufficient price regulation over services
for which competition is not sufficient to protedat against the
opportunity for anti-competitive conduct and uneconpmic pricing.
y
9. ICTA , i

ICTA’s primary concern in this proceeding is the effect that
a premature shift in form of regulation will have dn not only on
consumers, but also other businesses such as members of the ICTA.
The ICTA suggests: that the Commission develoq alternative
regulation through a rulemaking rather than a utility specific
docket. ICTA Dbelieves that the market condit%pns have not
developed to a point that warrants a change in| the form of
regulation and that Illinois Bell’s proposal fails to satisfy
Section 13~505.1.

10. Illiﬁois Bell’s Response :
: I
With réspect to the arguments of CUB/Cook, the Company takes

the position that Dr. Kahn rejects all of the efforts'Py'regulators
in this country to improve the system of regulation.! IBT further
argues that he has not addressed the impact of competitive entry
and technological change meaningfully and the diffidulties those
changes bring to the itasks faced by regulators. IBT argues that he
ignores the capital recovery guandary faced by this Commission and

the implications of that quandary for network modernization.

Dr. Harris testified that Dr. Kahn’s position on efficiency
incentives was based on "out-of-date" economics. plthough Dr.
Harris conceded that some incentives do result from requlatory lag,
he also testified that these incentives are not as significant as
Dr. Kahn claims and that they will disappear as regulators become
increasingly unable to keep their half of the regulatory bargain.

As to arguments regarding competition, the Company takes the
position that the parties have not characterized acgurately the
changes taking place [in the industry. IBT also contéEds that the
current level of competition is not the only issue, but that the
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current and future direction of the marketplace are egually
important. Dr. Harris testified that the arguments for price
regulation do not assume full competition; in that instance, no
regulation would be the best policy. Rather, Dr. Harris explained
that alternative regulation is the best policy during a transition
from partial competition to full competition. He also testified
that Illinois Bell’s market share of intraMSA calling does not
demonstrate market dominance, because its rates are much lower than
the other IXCs in the market.

The Company emphasizes that the change to alternative
regulation should be made before all of its services are fully
competitive. Dr. Harris testified that there are considerable
risks in delaying regulatory reform, citing the experience of the
railroad industry which was driven into the ground by continued
application of traditional regulatory policies even after the
emergence of stiffening competition. The Company urges that it
needs time to manage its way through the legacy of past regulatory
practices and that this Commission should begin the process of
transitioning to a nonregulated marketplace as gquickly and
completely as possible, consistent with protecting noncompetitive
ratepayers’ legitimate interest in preserving reasonable rates and
adequate service.

1i. COMMISSION CONCLUSION

Under the current form of regulation, the Commission will find
it increasingly difficult to effectively balance the interests of
ratepayers, IBT and the overall welfare of the people of the State.
The ratepayer demands low telephone rates -- even at the expense of
having less sophisticated communications capabilities. CUB/Cook’s
position in this case clearly illustrates this point. Illinois
Bell seeks the ability to set its own depreciation rates and
properly prepare itself for a competitive local exchange market.
The welfare of the people of the State of Illinois reguires that
this Commission regulate IBT without hindering technological
progress.

A properly designed alternative regulation plan is a more
prudent way to regulate IBT at the present time. An alternative
method of regulation is the only way for the Commission to protect
the interest of the ratepayer and, at the same time, allow Illinois
Bell to prepare itself for a competitive telecommunications market.
Alternative regulation can guarantee lower telephone rates for the
consumer and insulate them against the risks that IBT will face in
a competitive market. Alternative regulation also ensures that the
State of Illinois will remain at the forefront of
telecommunications technology.
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The Commissicn agrees with the testimony of those witnesses
who assert that the intraMSA marketplace is 1likely to become
increasingly competitive. The Commission would ber very reluctant
to adopt any alternative form of regulation at this point in time
if it did not believe this to be the case. [An alternative

~regulation plan is intended to be transitional in nature. Without

—a transition to a competitive market, such a plan iwould continue

. indefinitely. To have a mechanistic formula determlne rates over
a longer term could be problematic.

The Commission rejects the arguments of LDDS/IC‘A and MCI that
there should be no change in regulatory structumwes until full
competition has developed in the intraMSA marketpla¢e. One of the
purposes of adoptlng alternative regqulation is to allow Illinois
Bell to adjust to 7 competltlve narket before such h market fully
develops. The Commission 1is of the opinion | that such a
transitional period is necessary for the Company to| remain viabile
in the long run. It would be detrimental to the interests of IBT's
ratepayers and the people of this State if the Commission were to
neglect this situation and allow IBT to become uncompetitive. an
uncompetltlve IBT.. would most -likely -lose its- prj%e customers’,
leaving captive custonmers. respon51b1e for-a greater share of costs.
The Commission is of the opinion that accepting CUB/Cook’s position
in this docket, namely rejecting alternative regulation and making
unwarranted rate cuts, would weaken IBT to such an extent that it
would not be able to respond to competition and, with time, it
would be before thls Commission requesting rellef. !

mhe=00mm1551on*1s*of*theﬂoplnion, “however; thatrthe -adoption
of-.altexrnative _regulation--alone.-does  not " necessdrily-enhance
competition. - . The Commission is committed to fac 11tat;mg the
development of a fully competitive local market. This Order is one
of many steps that the Commission intends to take to modify the
regulatory env1ronment in order to achieve this goal

The Commission jalso rejects the arguments of t e critics of
alternative regqulation to the extent that these critics counsel
rejection of any form of alternative regulation. In some cases,
however, these critics raise valid concerns that we &$st evaluate
in formulatlng a plan and in some cases make adjus ents to the
plan in light of the concerns. The Commission is of the oplnlon
that. these - concerns | do not ‘warrant- outright: rejection of -price
régulatlon.,

For example, the Commission disagrees with Dr. ﬁahn that ROR

regulation contains adequate incentives to operate lefficiently.
The Commission believes that ROR regulation offers some incentives
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to operate efficiently: (1) the concept of regulatory lag that Dr.
Kahn discussed; (2) the Commission adjustment of expenses that
occurs during rate cases; and (3) the management audit process.

The question for this Commission is whether these incentives
are adequate for a utility that is operating in an increasingly
competitive industry. The answer is no. ROR regulation, while
having performed reasonably well until now, is flawed because it
does not offer enough incentives, and, in fact, contains some
serious disincentives. A regulated utility, even one that is
subject to prudent regulation, is not under the same pressure as a
competitive firm to keep its costs to an absolute minimum.

The Commission rejects Dr. Kahn’s contention that price
regulation does not necessarily result in additional network
modernization. The Commission is of the opinion that Illinois Bell
will be under increased pressure to keep its network modern as
competition increases., Alternative regulation will allow Illinois
Bell to respond much more quickly to the market through increased
investment than it could under ROR regulation.

The Commission also disagrees with Dr. Kahn’s contention that
future investment decisions will not be made with the intent of
maximizing social welfare. While it is true that future investment
decisions will be profit-motivated, the Commission is of the
opinion that current investment decisions also are profit-
motivated. In fact, the Commission believes that it cannot direct
Illinois Bell to alter its investment decisions based on what the
Commission feels would maximize social welfare. Does CUB/Cook
contend that the Commission should tell IBT that, for example, a
call waiting service is more important than a call forwarding
service or vice versa? It is not for the Commission to decide
whether one service should be implemented before another.
CUB/Cook’s argument is unrealistic and it goes to the heart of why
the public will be better off in an unregulated competitive
telecommunications market.

The Commission concludes that a change in the form of
regulation applicable to Illincis Bell is appropriate. The
Commission finds persuasive the testimony of the witnesses
appearing for the Company, Staff, the AG and DOD/FEA that pervasive
changes are taking place in the telecommunications industry that
warrant a decisive change. Indeed, these changes appear to be .
taking place faster in Illinois than in many other parts of the
country. The Commission believes that competition is 1likely to
increase considerably in the future and that its regulatory
pelicies should be directed towards a successful transition to a
more competitive environment.
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We are of the opinion that it would be unwise!to continue to
regulate Illinois Bell under the current ROR systéem. We believe
that to ignore the changes that already have o¢curred and to
continue down the same course would harm both ratapayers and the
Company. The Commission believes that a well-designed alternative

..:regulation plan can guarantee ratepayers lower future telephone

bills, something that absolutely cannot be guaranteed under the
current system. Such a plan at the same time can pxepare Illinois
Bell for a competitive telecommunications matket. This,
incidently, will benefit ratepayers because a trully competitive
market will lead to lower rates, better serV1cetand a greater
variety of available products.

C. Price Regulation Plan - Plan Components |
. |
Under price regulation, a regulated company’s ability to
change prices is controlled by an index rather than through general
rate proceedings. [Usually, the index has at least |two principal
components: (1) a measure of inflation for the economy as a whole
{which can be referyred to as I); and (2) some offsett to inflation
which measures productivity and/or other economic and policy
considerations (which can be referred to as X). The'typlcal price
cap approach can be described as permitting a change in rates
according to the formula: I minus X. ;

Some jurisdictions include a service quality medsure intended
to ensure that service gquality does not deteriorate under price
regulation. Some jurisdictions include an "exogenous factor" to
reflect cost changes that are outside the control of the regulated
company (e.g., changes in requlatory accounting, changes in the tax
laws and so forth). The resulting index then is applied to the
company’s services which are grouped into categories br "baskets".
Greater pricing flexibility generally is allowed withjin a category
than between categories. :

1. Prigeilndex Formulas

One of the most significant issues in this proceeding has been
the configuration of a price cap formula. Although, the overall
structures of the formulas proposed by Illincois Bell, $taff, the AG
and DOD/FEA are similar, the individual values foF ‘the index
components differ considerably.

2. I1llincis Bell’s Proposal
Relying on the ‘testimony of Dr. Laurits Christensen, the
Company contends that the Gross Domestic Producer [Price Intex

("GDPPI") should be used as the measure of 1nf1atloh and the X
factor should be a productivity offset which would ireflect the
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degree to which the company‘s historical productivity growth has
outstripped productivity growth in the economy as a whole. The
Company maintains that +this differential is relevant because
productivity growth in the economy as a whole already is reflected
in the measure of inflation. The Company points out that this is
the way the FCC constructed its price cap plans.

Dr. Christensen conducted a study of the company’s historical
Total Factor Productivity ("TFP") growth, which is the ratio of the
firm’s Total Output to Total Input. Total oOutput is the
combination of all goods and services produced by a firm, measured
in real terms., Total Input is the combination of all inputs used
by a firm in producing the goods and services it sells, also
measured in real terms.

He calculated the growth of Total Output for Illinois Bell
from 1984 to 1991 as 27.8%, or an average rate of growth of 4.0%
annually. He calculated Illinois Bell’s growth of Total Input over
the same period as 12.5%, or an averadge annual rate of growth of
1.8%., These figures imply an average annual TFP growth of 2,2%
(4.0% minus 1.8%).

According to Dr. Christensen, an economy-wide output price
inflation index, such as the Gross National Producer Price Index
("GNPPI") or GDPPI, already reflects TFP growth in the U.S.
economy, i.e., the growth in the GDPPI is less than growth in
economy-wide input prices by the amount of economy-wide TFP growth.
Therefore, if the GDPPI is to be used to represent input price
increases for Illinois Bell, then the productivity offset in a
price cap formula should be Illinois Bell’s TFP growth less the TFP
growth for the U.S. economy. During the post-divestiture period
Illincis Bell achieved TFP growth of 2.2% a year while the U.S.
economy achieved TFP growth of 0.9%. The differential is 1.3%,
which in Dr. Christensen’s opinion would provide the basis for a
1.3% offset to the GDPPI in a price cap formula. He testified that
this level of TFP growth was consistent with the results of other
studies for the telecommunications industry. Illinois Bell asserts
that its TFP study is undisputed in this proceeding.

The Company adopted Dr. Christensen’s recommended 1.3% total
offset in its price cap formula, but proposed dividing the factor
in half in order to reflect recovery of it perceived depreciation
reserve deficiency. This issue will be discussed in more detail
below.
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3. Illincis Bell’s Depreciation Resérve Deficiency
Adjustment

T

SFITH 3
gﬁﬁirhe Company proposes cutting its 1.3% productuv1ty factor in
-half during the first five years of the plan. The Cpmpany explains
‘that the purpose of this proposal is to achlevi some type of
!"sharing" by ratepayers of what the Company claims is a $559
million depreciation reserve deficiency for which current
ratepayers are legally and equitably responsible. | Illinois Bell
~argues that by haliving the productivity factor, ratepayers would
‘pay approximately $50 million more over the first five years of the
‘plan than they otherwise would have paid; yet this represents only
~about 10% of the total reserve deficiency. The pompany states
"that, if this adjustment is not made, customers will not be
Nobligated to pay anything toward remedying this deficiency and that
‘this would be an unreasonable result. The Company argues that its
depreciation reserve deficiency is a shortfall which represents a
-legal obligation on the part of Illinois ratepayers for capital
already consumed and that adoption of alternative regulation does
9%, -in and of itself, erase that debt. t

The AG opposes:the Company’s proposal to cut the productivity
factor in half. In{its view, ratepayers who subscribe to Illinois
Bell’s noncompet1t1Ve services funded the investmerts which made
past product1v1ty gains possible in the first place, and should,
therefore, receive the full benefit of expected productivity gains
in the future. AG witness Dr. Selwyn testified that IBT’s effort
to recoup an investment recovery shortfall would be unsuccessful in
a competitive market, where it would be written off at
shareholders’ expense. Dr. Selwyn took the position ithat Illinois
Bell’s proposal is "cherry picking" between ROR régulatlon and
incentive regulatlon. In Dr. Selwyn’s view, incentive regulatlon
would not afford the Company the protection agalqst errors in
future capital recovery decisions, yet the Company proposes to
divert potential ratepayer benefits that may arise under the new
regulatory system in order to "make it whole" for previous
management actions taken with virtual impunity in terms of exposure
to business risk.

In summary, Illinois Bell’s initial proposal for khe price cap
formula was the GDPPI minus 1.3%, prior to considering its proposed
depreciation reservei deflclency adjustment. If the |depreciation
reserve deficiency adjustment is included, it becomes the GDPPI
minus 0.7%. :

4. Attor‘e General

The AG sponsoréd the testimony of Dr. David Roddy, who
criticized Dr. Christensen’s use of economy-wide TFP because it
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involved only theoretical assumptions concerning input price
inflation. -Pr. Roddy testified that he utilized the same data
relied upon in Dr. Christensen*s study and calculated that the
annual historical 1Illinois Bell ©price inflation rate is
approximately 2.1% for the 1984 through 1991 time period. Since
the GDPPI grew at an average annual rate of 3.7% for this same time
period, the prices of inputs that IBT purchases grew at a rate 1.6
percentage points less than did the GDPPI. :Dr. Roddy recommends
that, at a minimum, the GDPPI factor used in the price cap formula
should first be reduced by 1.6 to reflect this more accurate input
price information.

AG witness Dr. :Selwyn also disagreed with Dr.--Christensen’s -
approach. He testified that the basic objective of a price cap
formula is to establish a rate adjustment mechanism that severs or
at least weakens the linkage between costs and revenues that exists
under the "cost plus" philosophy of ROR regulation, while still
reflecting "normal® cost and productivity changes that the utility
is expected to experience. He said that under the price cap model,
these cost changes are driven by variations in the prices of inputs
used by the local exchange carrier ("LEC") in the production of its
services, offset by the productivity change which results from
changes in the manner in which it combines those inputs to produce
its preoducts and services. Dr. Selwyn stated that ideally the
price cap formula should be structured to reflect the change in LEC
input prices less an LEC productivity target, plus or minus a
service quality adjustment.

According to Dr. Selwyn, the formula should not rely upon cost
or preductivity changes specific to the utility within the time
frame in which the price adjustment is to take place, but instead
should reflect some sort of exogenous productivity experience that
is germane to the utility’s operations. In principle, if the LEC
can outperform the industry or some other appropriate benchmark,
then the LEC’s management and shareholders should reap most or all
of the benefits; conversely, if the LEC fails even to match the
benchmark performance level, its owners should suffer the relative
losses that necessarily will result when a firm’s costs rise faster
than its prices.

In specific response to Illinois Bell’s proposal, Dr. Selwyn
recommended that the offsets in the rate adjustment formula should
be increased to reflect higher realizable productivity levels and
LEC input prices that are increasing at a considerably slower rate
than price levels in the economy generally. He said that Dr.
Christensen’s use of the GDPPI assumes that input factor prices
confronted by an LEC are increasing at the same rate, over time, as
the average for all components of the Gross Domestic Product. He
testified that, because of the significant technological
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- advancements characteristic of LEC resources, it is ﬂlkely that the
- GDPPI overstates the extent of actual input prlcq movements for
~ LECs; and he maintains that Dr. Roddy’s study conf;rms this.

- approximated LEC input prices by adding economy-wide productivity
gain to the GDPPI, He said this improperly assumes that LECs
obtain their 1nputs from the same pool and in the same proportions
as all firms in the economy generally. According o Dr. Selwyn,
most of an LEC’s inputs come from the output of other sectors of

% . i .
Dr. Selwyn alsc contends that Dr. Chrlstej{en. improperly

the overall economy. Since most sectors are% competltlve,
productivity gains therein will be reflected in the\output prices
charged by those | sectors. LECs benefit from the overall

productivity gain in the other sectors of the economy when they
purchase products and services from those sectors. gh his oplnlon,
since the prices pald already will reflect productiviity gains that
occur in those other sectors, no further adjustmeyﬁ'for economy-
wide TFP is necessary .or appropriate. To the extent| that LECs are
themselves able to ochieve further productivity gaing within their
own operations, those gains are in addition to the gains achieved
in the rest of the economy. L

Dr. Selwyn maintains that the appropriate 1nput price index
for an LEC (absent g specific LEC industry input price index) must
then be the GDPPI without any upward adjustment fo§ economy-wlde
TFP. Since Dr. Roddy’s study shows that IBT input prices are
growing at an annual rate of the GDPPI minus 1.6 Dr. Selwyn
insists that the correct specification of the IBT price adjustment
formula to reflect input price changes is GDPPI minug 1.6%, rather
than the GDPPI plus 0.9%, which he maintains is implied by Dr.
Christensen’s approach. *

With respect to the productivity offset portion of the
traditional price c¢ap formula, Dr. Selwyn. maintafins that Dr.
Christensen’s estimated 2.2% annual TFP gain for Illinois Bell is
only the bare minimum. Dr. Selwyn points out that the 1984-1991
time period covered by the data used by Dr. Christens necessarily
predates the adoption of incentive regulation. He aitues that the
productivity factor :should more than merely reflect|historic IBT
productivity gains; it also should incorporate |a "stretch"
component that wouldi encourage the Company to improve its overall
efficiency and thus recognize the salutary effects‘of incentive
regulation itself . in stimulating additional |[productivity
improvements. He prioposes that an additional 1% be |added to the
TFP offset to afford a "consumer productivity dividend" that would
guarantee some minimum level of benefit to ratepayers from the
implementation of incentive regulation in Illinois. The AG notes
that the FCC added ia 0.5% consumer dividend adjustment to its
productivity factor.: The AG further notes that the california
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Public Utility Commission stated that "about 1-~1/2 to perhaps 2% of
the adopted productivity adjustment will arise from the heightened
incentives in the new regulatory framework" in its price regulation
plan. Dr. Selwyn argued that ratepayers are entitled to share in—
productivity gains resulting from new technology because they -
already have paid for this equipment.

In summary, the AG proposes a price regulation formula of the
GDPPI minus 1.6% (reflecting IBT’s lower than GDPPI price growth)
minus 2.2% (IBT’s historic TFP) minus 1.0% (Stretch Factor); this
can be restated as the GDPPI less 4.8%.

5. Further Discussion: Input Prices

In his rebuttal testimony, Dr. Christensen, acknowledging the
validity of Dr. Reddy’s calculations, stated that from 1984 to 1991 —
Illinois Bell’s annual input price growth rate was 2.1%, and the-
input price growth for the econcmy as a whole was 4.6% per year, a
differential of 2.5%. He maintains that this is a more appropriate
way of stating the results of Dr. Roddy’s study because it
identifies the difference between economy-wide input prices and
Illinois Bell input prices, rather than the difference between the
GDPPI (which reflects economy-wide productivity) and Illinois Bell
input prices. He says that Dr. Selwyn inappropriately included the
full 2.5% differential as an adjustment to his price cap formula,
but in two steps: a 1.6% price impact and a 0.9% productivity
impact.

Dr. cChristensen argues that Dr. Selwyn erroneously assumes
that an anomalous short-~term differential between IBT input prices
and U.S. economy input prices will continue into the future. Dr.
Christensen analyzed the differential between input prices for IBT
and the economy as a whole, and maintained that the differential
was due almost entirely to three special circumstances: (1) the
economy-wide decline in interest rates; (2) the Tax Reform Act of
1986; and (3) the slow growth in wage rates for IBT employees
relative to wage rates for the entire U.S. economy. If these
three factors were removed from the input price data, he maintains
that IBT’s input price growth would have been virtually identical
to that of the overall economy (i.e., 0.3% lower, not 2.5% lower).

Dr. Christensen recomputed the capital input prices for IBT
and the U.S. economy in 1991, assuming that the opportunity cost
of capital had remained at the 1984 level for both Illinois Bell
and the national economy. He concluded that if interest rates had
not changed, the discrepancy between IBT input price growth and
U.S. economy input price growth would have been reduced by 1.1% per
year. He also calculated that if corporate taxes had comprised the
same percentage of capital costs in 1991 as in 1984, the
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discrepancy in input price growth between Iliinoﬂs Bell and the
U.S. economy would have been an additional 0.5% per year less.
: |

Dr. Christensen contended that, in order |to 3Jjustify a
permanent adjustmenht to the formula, the Commissionm would have to
assume that the next five years will be exactly lﬁke the 1984 to
1991 period. He explained that such an assumption does not mean
that capital costs and taxes simply would remain stable; rather, it
means that capital |costs and tax rates would have tio decline over
the next five years at the same rate as they declindd between 1984
and 1991. In Dr. Christensen’s view, this wil]l not happen:
corporate tax rates increased rather than decreased in 1993, and
interest rates have fallen so far in recent years that it is
unlikely that they could go any lower. He claims that, viewed over
the long run, the GDPPI is an accurate measure of |[the impact of
inflation on Illinois Bell and that ne adjustment to the GDPPI is
warranted. Dr. Christensen cited his 1987 testimony ito the FCC, in
which he found that ,over the period 1948 to 1979, input prices for
U.S. telephone companies grew at virtually the same rate as for the
rest of the economy. For the full 31 year period, input price
growth averaged 4.6% per year for the U.S. economy and 4.5% per
year for the Bell System. 1

Although Dr. Christensen maintained that nc adjustment to the
formula was necessary, Illincis Bell proposed through|the testimony
of Mr. Gebhardt to address the issue raised by Dr. Selwyn by
incorporating a transitional adjustment. Mr. Gebhhrdt believed
that uncertainties over input prices might be a reasoﬁlsome parties
favored sharing. First, the Company proposes to refluce the 2.5%
differential to 2.0% in order to reflect the effect, ps calculated
by Dr. Christensen, ‘of the increase in corporate ta{ rates which
already has taken place. Next, the Company proposes that one-half
of the remaining balance (or 1.0%) be reflected as ja temporary,
three-year adjustment to the GDPPI. During the fourth year (1997),
the Commission would revisit the relationship betwieen Illinois
Bell’s actual input price growth experience and the GDPPI for
purposes of determining whether the 1.0% adjustment should be
modified or eliminated. E

The AG opposes ) this proposal. According to !the AG, Dr.
Christensen previously relied only on historical data, has had no
experience in forecasting price trends, has no tragk record on
which his judgment may be assessed, and otherwise provides a rather
simplistic analysis of the future. Dr. Selwyn dlaimed that
structural changes résulting from the AT&T divestiture and price
trends for new telecommunications equipment support hie conclusion
that this differential would be permanent. Moreover, he said that
Dr. Christensen’s statements concern only input pripes and not
productivity growth. Dr. Selwyn maintained that Dr. Christensen’s
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selective interest in the future with respect to input prices but -
adherence to the past with respect to productivity amounts to
nothing more than cherry-picking among arguments to maximize the
benefit to his client.

Illinois Bell disputed the AG’s rebuttal analysis. Dr.
Christensen took the p051t10n that both he and Dr. Selwyn were
making implicit predictions about the future and that Dr. Selwyn’s
clearly were unreasonable. Dr. Christensen also maintained that
neither the divestiture nor trends in telephone equipment prices
explain the input price differential that existed during that
period and that they will not produce a permanent differential in
the future.

6. Further Discussion: Consumer Productivity Dividend
or Stretch Factor

The Company maintains that use of the historical productivity
differential provides ratepayers an appropriate share of the
preductivity gains and cost savings arising from changes in
regulation and technology. The Company maintains that future
productivity gains will be hard to achieve because the changes in
technology that have produced the most dramatic savings already are
in place and because very significant workforce downsizing efforts
already have been completed, both of which are reflected in the
Company’s financial data and productivity analysis.

The Company states that it will need to find new ways of
achieving productivity gains just to meet its historic level of TFP
growth, and that the incentives provided by price regulation will
be significant to the Company’s ability to do this. The Company
notes that its productivity growth rate has been slowing down
recently. Dr. Harris testified that there is no economic basis for
reqgquiring a flow through to ratepayers of productivity gains
achieved solely as a result of price regulation; indeed, he
testified that attempts to capture those gains actually would
defeat the incentive function of price regulation. He also points
out that loss of market share due to increased competition likely
will have an adverse impact on the Company’s TFP. The Company
maintains that customers will benefit from cost decreases and
efficiency gains achieved under price regulation as a result of the
fact that the Company claims it is going into the plan with a $275
million revenue requirement shortfall.

IBT witness Gebhardt disputed Dr. Selwyn’s c¢laim that
ratepayers have a "right" to future productivity gains because they
already have “paid for" certain equipment improvements. Mr,
Gebhardt argued that customers do not obtain an ownership interest
in the Company’s assets merely by paying for the service they
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receive. The rates they pay for service compensate [the Company for
its operating expeénses and provide a reasonable rate of return,
nothing more. . Mr. Gebhardt also explained that, |from a capital
recovery perspectlve, Illinois Bell’s customers have not even “paid
for" the new technoclogy as Dr. Selwyn claims. : Mr. Gebhardt
testified that, for example, customer rates have covered just over
50% of the last dgeneration of switching technolagy and only a
lesser fraction of!the Company’s investment in newar technology.

7. Sgaﬁf View of the Price Cap Formula |

Staff witness, Charlotte TerKeurst noted that | the theory of
structuring a price regulation mechanism is not fully or precisely
developed. On its face, the price cap formula states that X is the
amount by which IBT’s price growth should differ from inflation.
She did not aqree with Illinois Bell'’s proposal that the X
adjustment factor ‘should reflect only the difference between
Illinois Bell’s TFP!growth rate and that of the economy as a whole.
While the commonly used price cap formula can be
model of a firm’s TFP growth, she said that simplifyihg assumptions
are made in reaching the price cap formula which 1limit its
accuracy. She stated that the X factor is more accuyrately called’
a "general adjustment". factor since it reflects several factors
that cause IBT’s output prices to change at a rate j;fferent from'
that of a nationwide inflation factor. These facto include any_
difference in input: price growth rates; differences in earnings’
levels between the Company and the economy as a whole; the TFP
differential; changes in revenues per unit of output due to Ramsey
pricing; and changes'in unit costs due to demand changes, including
increases in demand for new services or decreases inggemand due to
competitive inrocadsi: |

Ms. TerKeurst contends that the general adjustment factor
should, as a general principle, be forward-looking and based on
expectations regarding industry-wide rather than Company-specific
operations. In Staff’s view, an industry-wide approach would not
reward a company’s past low productivity growth nor penalize
successful cost cutting by setting the future stand&rd based on
past performance. i

|

Ms. TerKeurst maintained that there was value in structuring
price regulation based on a model which estimates %T forecasts
expected year-to-year changes in a company’s costs, usliing external
measures and data to the extent reasonable. Such a mofel would be
structured using some measure of the company’s costs in a given
year as the chosen starting point, with the mechanism then modeling
how those costs are likely to change relative to external measures.

-30-



92-0448/93-0239 Consol.
H. E. Proposed Order

She expressed concern that, by its own forecasts, Illinois Bell'’s
proposed price cap mechanism does not track its expected revenue ,
needs very well on a year-to-year basis.

While noting that it preferred not to use Company-specific
data, Staff analyzed Illinois Bell’s forecasted revenue needs over .
the first five years of the plan and estimated that a general
adjustment factor of 3.3% (based on the GDP Implicit Price
Peflator) or 3.6% (based on the GDPPYI) would approximate closely
the estimated changes in Illinois Bell revenue needs over. time.
Staff cautioned that there are several sources of uncertainty in
these estimates which reduce their reliability, including the
inflation forecast, mismatches between the input and output growth
rates, and certain significant changes which Illinois Bell made in
its forecasts in the interval between .its direct and rebuttal
testimony. As a result, Ms. TerKeurst said that determination of
an X adjustment factor is judgmental at this time. She said that
her original analyses, reflected in her direct testimony, led her
to conclude that a 5.0% adjustment would be reasonable. Because of
the uncertainties in the proffered revenue needs forecasts, she
leaned toward a general adjustment factor somewhat higher than the
derived levels based solely on the current revenue needs forecasts.
She proposed that the general adjustment factor be set at 3.8% if
the GDP Implicit Price Deflator is used as the inflation measure,
and that it be set at 4.1% if the GDPPI is used.
ff In support of the reasonableness of this result, Staff noted
the productivity adjustment factors adopted. by the California
Public Utility Commission, in its 1989 price cap proceeding, of
4.5% for Pacific Bell and GTE cCalifornia. According to Staff,
between 1990 and 1992, Pacific Bell and GTE California actually
achieved productivity rates of 4.9% and 6.2%, respectively, based
on a National Economic Research Associates ("NERA") study of
"implied" productivity derived from earned returns. Staff notes
that the cCalifornia Commission recently approved a settlement
agreement for GTE California which included productivity
adjustments ranging from 4.6% to 5.0% for 1994-1996. Staff also
relied on the FCC’s order involving interstate access services
which allowed LECs to choose between a 3.3% and a 4.3% productivity
adjustment. Staff noted that Ameritech chose 3.3% and claimed that
since Ameritech had shared in 1991 and 1992 meant that Ameritech
‘had exceeded the 3.3% productivity level in those years.

8. Response to Staff’s View of the Price Regulation
Formula

CUB/Cook criticize Staff’s methodology because Staff conducted
net present value ("NPV") analyses and used these as a way to
Mfind" the productivity offset for its proposal. Staff took the
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revenue requirements provided by the Company, adjusted them for
staff’s accounting disallowances, and arrived at |a productivity
offset it called the “X" adjustment and an upfront revenue
reduction that would equate its sharing plan with the revenue
levels expected under ROR regulation. In CUB/Cobk’s wview, the
calculations are based on invalid revenue projegtions for the
1994-1999 time frame. In particular, they contend that changes in
Illinois Bell’s rate structure which will come about as the result
of its Customers , First Plan create a substantial degree of
uncertainty about future projections. They also assert that it
would be an abuse of discretion to adopt Staff’s proposal for this
reason. CUB/Cook maintain that Staff’s analysis is [fatally flawed
because, in developing its NPV analysis, Staff, like the Company,
used inconsistent growth rates in projecting revenues and revenue
requirements. Staff used the demand growth rate of 2.16% for
projecting revenues and a much hlgher growth rate for projecting
revenue requirements, resulting in a bias against ROR regulatlon.
CUB/Cock 4id not make any recommendation as to an appropriate price
regulation formula ;since they oppose adoption of qn alternative
form of regulation for Illinois Bell.

|
The Company rﬁeplied to Staff’s proposal by claiming that
Staff’s approach does not measure TFP and should not be used in
this proceeding. The Company characterized Stafﬁ’s method as
"reverse engineering" because Staff used projected financial data
to determine what product1v1ty adjustment,would produ e the desired
financial outcome in this case in terms of benefit to ratepayers.
Dr. Christensen testified that Staff’s approach is nof supported by
economic theory. As he explained, the proper methodologies for
determining TFP are well developed in the economic literature and
the "implied analysis" used by Staff based on earnings is not a

proper TFP methodology. ’

The Company also criticized Staff’s proposal betause it does
not use reasonable projections of IBT’s financial cdgndition over
the course of the plan. The Company notes that Staff|assumed that
all of the accounting adjustments and disallowances that Staff is
proposing in this proceeding, as well as a $20 million|upfront rate
reduction, will be approved, and used the resultlng revenue
requirements assumptions to "reverse engineer" IBT'sTproductivity
factor. The COmpany}malntalns that if Staff were to perform the
same study using Illinois Bell’s view of its revenue ﬁequlrements,
it likely would produce a negative productivity | adjustment.
Illinois Bell takes the position that a methodology w 1ch produces
widely varying results, depending on which flnan01alqassumptlons
are relied on, is inappropriate. The Company also | objected to
Staff’s increase of the adjustment factor above what Was produced
by the financial analysis, on the basis that "uncertainties" could
and should be resolved as accounting issues.
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Finally, the Company argued that this Commission should not
base its decision regardlng productivity on the experience of
Pacific Bell and GTE in california or Ameritech at the federal
level. According to the Company, there is absolutely no similarity
between the conditions faced by Illinois Bell and the California
LECs. Dr. Christensen testified that the LECs in California have
experienced total output growth and TFP growth dramatically higher
than Illinois Bell ever is likely to experience. For example,
between 1984 and 1991, Pacific Bell’s TFP grew an average of 6.73%
annually while Illinois Bell’s TFP grew only 2.2%. The Company
notes -that- Dr. Selwyn, who was involved in the Callfornla
proceedings, does - not endorse use of the California LECS’
productivity. values in this proceeding. With respect to the fact
that - Ameritech has shared at the federal level with a 3.3%
productivity - factor,, Dr. Christensen testified that the likely
explanation was the difference between Ameritech’s input price
experience and the GDPPI during this periocd, rather than increased
productivity.

9. Nationwide Inflation Measure

As shown earlier, IBT, the AG, and DOD/FEA contend that the
GDPPI should be adopted as the measure of inflation because it is
the most generally accepted measure of producer price inflation.
The Company points out that the FCC used GNPPI -- the predecessor
of GDPPI -- in both the AT&T and LEC price cap plans. The Company,
the only difference between the GDPPI and the GNPPI is that the
GDPPI . excludes . the . effects of the United States’ foreign:¢
operations. Dr. Christensen testified that GDPPI .is becoming the
standard and likely will be adopted by the FCC for use in its
formula in the future. ~Dr. Selwyn agreed that the GDPPI is the
right measure of economy-wide :inflation to use in this case.

Staff recommended that the GDP Impliglt Price Deflator rather
than GDPPI be used as the measure of inflation in the price cap
formaula. Staff argued that GDPPI is a "fixed weight" index which
measures price changes in a fixed "market basket" of inputs, and
therefore does not capture the effect of inflation caused by shifts
in the relative usage of different inputs, such as the substitution
of less expensive input. According to Staff, the GDP Implicit
Price Deflator reflects input changes and thus measures economywide
inflation more accurately. Another reason Staff does not favor use
of the GDPPI is that it must be adjusted periodically teo update the
weight of various components and, as a result, can cause
comparability problems for years before and after the periocdic
adjustment of these weights. However, in its rebuttal case, Staff
stated that it did not believe that the measure of inflation was a
critical issue in the price cap formula. Either the GDPPI or the
GDP Implicit Price Deflator could be used provided that the general
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adjustment factor was chosen in a consistent manner. Specifically,
if the GDPPI is chosen, Staff maintained that the ¥ factor should
be approximately 0.33 percent higher than if the Implicit Price
Deflator is used. . Q :

\

The Company responded that the GDP Implicit Prloe Ceflator has
not been used by any other regulatory agency in |a price index
formula and that the U.S. Commerce Department, which publishes the
index, cautions thdt "its use as a measure of price, change should
be avoided". The Company also points out that the FCC considered
and rejected the use of the GDP Implicit Price Deflator in both
1988 and 1990 in developing its price cap formulas.; According to
the Company, the dlsadvantage in using the GDP i

no change in the ;pr:.ce levels in the economy,
adjusted to reflect! the relative composition of the|GDP.

10. Price Requlation Formula: Othe : arties’ Positions

DOD/FEA maintain that the Commission should adopt a
productivity adjustment factor of 3.3% for Illinois Bell. They
note that the FCC allowed companies to choose betwee? a 3.3% and a
4.3% preoductivity factor, and that the Callforn ;a Commission
adopted a 4.5% produyctivity factor. 1In addition, /FEA contend
that a 1.3% productivity factor would not provi e sufficient
incentives for Illinois Bell to improve its performahce.

MCI, which opposes adopting any alternative form|of regulatlon
for Illln01s Bell, characterizes the Company’s proposal as a price
floor. This 1ntervenor maintains that IBT’s proposed 0.7%
productivity offset denies ratepayers the benefitsi of whatever
productivity growthi| that traditionally there has 'been in the
economy as a whole, offering consumers only half of the amount by
which the Company’s produgt1v1ty growth has exceeded the economy’s
productivity growth historically. The net effect, Jaccording to
MCI, is that the Company would continue to overearn intc the
foreseeable future without monopoly ratepayers seeing lowered
rates. MCI also contends that the proposal is inconsistent with
Ameritech’s support before the FCC for a 3.3% productnv1ty offset.
MCI argues that if both proposals were implemented, Illinois Bell’s
intrastate rates would increase approximately 2.6 percéntage points
more per yvear than itis interstate charges. i

i1. COMMIgSION CONCLUSTONS ;

The Commission concludes that with respe@t to the
establishment of a: price regulatlon formula, 1t would Dbe
inappropriate to adopt the position of any party in IFS entirety.
Each of the proposals regarding the price regulatlon formula has
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advantages and disadvantages. The Commission concludes that it
will adopt a price regulation formula which selects wvarious
components on the basis of the most persuasive evidence presented
in the record.

a. Staff Approach

Staff’s price regulation recommendations have provided the
Commission with valuable insights. Staff’s analysis reflects a
clear recognition that any plan for alternative regulation should
offer specific advantages over traditional ROR regulation, and
Staff’s revenue needs analysis attempts to quantify the rate
impacts which can be expected from a change to price regulation.
Staff also recognizes that a considerable degree of judgment must
be exercised by the Commission when establishing a price regulation
formula.

However, the Commission has several significant concerns
regarding the Staff’s approach. First, there is no established
economic theory which supports the establishment of a price
regqulation formula on the basis of a revenue needs analysis. While
at first blush the approach may appear to offer greater precision
in calculating an appropriate X-factor, that advantage is largely
illusory. The revenue needs modeling approach relies on an
analysis which is at least as complicated and as potentially
contentious as traditional ROR regulation. It can be described
fairly accurately as a traditional ROR analysis with a five-year
projected test year period.

Furthermore, Staff has acknowledged that its modeling was
highly dependent on Company-supplied data. The risks of the
approach were dramatically demonstrated when Staff, which initially
recommended a 5% X-factor, revised its position on rebuttal in
response to forecast changes. There is unanimous opinion among the
expert witnesses in this proceeding that a price regulation formula
should be based on standards established through the use of
economy-wide or industry-wide data. Staff has not demonstrated how
its reliance on Company projections and data would be reduced over
time or how its approach would incorporate economy-wide or
industry-wide standards. As a result, we do not believe that the
revenue needs modeling approach, in its present stage of
development, provides a sustainable methodology for establishing
the specific parameters of a price regulation formula. Therefore,
we will not address the various parties’ arguments regarding the
appropriateness of the numerous Staff assumptions. We thereby
avoid having to grapple with the additional complexities of
evaluating five-year forecasts in an environment of increasing
change.
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Particularly in the Commission’s first 1mp1ementatlon of prlce
regulation, we believe that it is important to estiablish a price
regulation formula which is reasonably consistent with established
economic theory. By doing s0, we can assure ourselves that the
plan we adopt can incorporate more readily any further developments
in that theory, and the results from price reguldtlon in other
jurlsdlctlons can be used as a frame of reference for the analy51s
of results in Illineis, and for the identification dt any ewmerging
or potential problem areas.
|

our conclusion does not mean that we believe that the Staff
approach is without value. On the contrary, because it is so
consistent with traditional regulatory analyses, it provides a
particularly insightful check upon the reasonablenesb of the price
regulation formula we adopt.

b. Measure of Economyv-wide Inflatién

With respect to the selection of a measure of| economy-wide
inflation, we conclude that use of the GDPPI is preﬁerable to the
Staff’s recommended use of the GDP Implicit Price Deflator.
Although sStaff has |asserted that use of the GDP Implicit Price
Deflator would represent an improvement over the widely prevalent
existing approach, we are not persuaded. We note that the FcCC
specifically has rejected the use of this index; its progenitor,
the U.S. Commerce Department, explicitly cautions against its use
as a measure of [inflation; and that Dr. Selwyn and Dr.
Christiansen, both nationally recognized expert) on price
regulation, advocate use of the GDPPI. The FCC pointed out that
the Implicit Price Deflator cannot be used to measure price changes
on a period-to-period basis, since changes in the quarterly
composition of GDP chn affect the Deflator even if there were no
changes in prices. If, for example, the price of a |good remains
stable, but the quantity increases, the GDPPI would remain constant
and the Deflator would show the change as inflation: The GDPPI
divides current prices times base period demand by base price times
base period demand; the Deflator simply divides total current GDP

by total prior period GDP. !

Staff witness TerKeurst identified a potential periocd-to-
period comparability problem associated with use of’ GDPPI and
suggested that if thel Commission elects to use GDPPI, the Company
be requlred to include in its annual price regulatlﬁé filing an
identification and reconciliation of any perlodlc updates to the
GDPPI weights. We agree that this suggestion is reasohable and it
is adopted. .
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C. Input Prices in Price Regulation Formula

The uncontroverted evidence in this proceeding is that input
prices for Illinois Bell have lagged significantly behind the
GDPPI. Dr. Christensen confirmed Dr. Roddy’s calculation that the
GDPPI grew at 3.7% per vear during 1984-1991, while IBT’s input
prices grew at the GDPPI minus 1.6%. This implies that IBT‘s input
prices grew at a rate 2.5% slower than economy-wide input prices.

Illinois Bell suggests that this price experience is only a
temporary anomaly, which will not continue into the future as a
~ result of tax law changes, increases in interest rates, and an end
to differential growth.in wages paid to its employees compared to
wage growth nationally. The Company contends that the GDPPI
therefore remains an appropriate measure of 1Illinois Bell’s
expected input price growth in the future.

Although the GDPPI may ultimately prove to accurately predict
IBT input price growth over an extended period of time, we do not
believe that a particularly long-term view, such as the three
decades measured in Dr. Christensen’s pre-divestiture Bell System
study is appropriate for our use. It is our hope that price
regulation will be superseded by competitive market forces
significantly sooner than in thirty years. Since Article XIII of
the Act sunsets in 1999, a five-year time frame is sufficient for
establishing the appropriate parameters of a price regulation
formula,

We are " also unpersuaded that Dr. Christensen’s post-
divestiture analysis provides a sufficiently accurate basis for the
conclusion that the unadjusted GDPPI is 1likely to reflect
adequately the input price experience of Illinois Bell or the
telecommunications industry in general over the next five years.
It is always possible to isolate various cost categories or
historical events selectively and to contend that past overall cost
trends will not continue into the future. The validity of those
assertions is best tested after verifying that expected price
trends in all factors of production have been analyzed. It is
apparent that Dr. Christensen has not conducted such a
comprehensive analysis. Therefore, we agree with the AG that an
explicit adjustment should be made to the GDPPI to reflect the
divergence between econony wide input price growth and the actual
IBT input price experience.

However, we do not believe that it is reasonable to project
that the full amount of the historical post-divestiture input price
divergence will continue into the future. The propriety of some
adjustment, at a minimum, to reflect the impact of known tax law
changes on the telecommunications industry is supported by the
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record. We will adopt Dr. Christensen’s calcula#ion of a 0.5%
impact from the tax law change, which was largelyl unrebutted in
this proceeding. |

Having made what we believe to be a reasonabldg adjustment to
reflect Dr. Christensen’s analysis, we reject Illinois Bell’s
suggestion that the remaining input price differential of 2.0% be
halved, since the proposal is largely unsupported bylany persuasive
substantive rationale other than that of simply raw compromise. We
also reject the Company’s suggestion that its| actual price
experience be revisited in three years. The CompanyTs own witness,
Dr. Christensen, 'testified on rebuttal that |it would be
inappropriate te update the price index formula based on Illinois
Bell’s performance |with respect to TFP and input |price growth,
because to do so would undermine the incentive structure that
provides the primary rationale for adoption of the Alternative
Regulatory Plan. We concur with this assessment. ' In addition,
revisiting the issue in three years necessarily|would invite
reconsideration of numerous other issues which should be resolved
with a greater degree of finality and certainty through this Order.
We have no desire to invite frequent and lengthy prdceedings, the
avoidance of which |is one of the purported advantages of price
regulation. We conclude that an appropriate estimate of input
price growth for the purpose of establishing a pripe regulation
formula for Illinois Bell is the GDPPI minus 2.0%. |

! I
d. Productivity Factor in P;iceagegugation Formula

We further conclude that Dr. Christensen’s calculation of
Illinois Bell’s differential TFP of 1.3% is appropriate for use as
a measure of productivity in the price regulation formula.
Accordingly, we reject Dr. Selwyn’s proposal that the full amount
of Illinocis Bell’s historical TFP (2.2%) should be used. Dr.
Selwyn’s approach appears to be inconsistent with the¢ methodolegy
employed by the FCC and other jurisdictions which use|differential
productivity growth rates. As the FCC has noted, Qhe telephone
industry has experienced lower input price growth and higher
productivity growth than the economy as a whole, and this has been
reflected in lower output price growth by the telephane industry.
Our adoption of a price regulation formula which establishes an
output price index for Illinois Bell that is essentially reflective
of the historical differentials between economy-wide jand Illinois
Bell input prices and productivity mirrors this phendmenon.

e. Depreciation Reserve Deficiency Agjustment

In this Order we have determined a just and reaspnable level
of rates for Illinocis!Bell. This was done for two reasons. First,
to evaluate CUB‘’s rate reduction complaint; and | second, to
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determine appropriate rates for the initial year of the
alternative regulation plan. When we determined Jjust and
reasonable rates, we adopted what we believed was a reasonable
treatment of the depreciation reserve deficiency. We also note
Staff’s calculations regarding the impact of adopting the Company’s
proposed 0.7% total offset, which incorporates the reserve
deficiency adjustment, and conclude that it would not yield just
and reasonable rates over the initial period of the alternative
regulation plan. The Commission therefore rejects Illinocis Bell’s
proposal to incorporate in the price cap formula any adjustment or
allowance for a depreciation reserve deficiency. We have no desire
to convert a depreciation reserve deficiency into a ratepayer
benefit deficiency.

f. Consumer Productivity Dividend

Section 13~506.1 of the Act requires that an alternative plan
of regulation identify specifically: how ratepayers will benefit
from any efficiency gains; cost savings arising out of the
regulatory change; and improvements in productivity due to
technological change. We are persuaded that the adoption of an
additional increment to the price regulation formula is the most
‘direct and appropriate way to achieve these goals. Acceptance of
Illinois Bell’s argument that a continuation of historical
productivity performance would provide sufficient ratepayer
benefits is inconsistent with the notion that a change in the form
of regulation would enhance efficiency incentives. By including a
stretch factor or consumer productivity dividend component in the
price cap formula, we ensure that ratepayers will receive the first
cut from any improvements beyond historical performance which arise
from technological and regulatory change.

Dr. Selwyn has suggested a 1% stretch factor, although he did
not present any specific studies or methodology supporting his
selection of that figure. We believe that a 1% consumer
productivity dividend is too high, since it would require a near
doubling of the previously achieved differential TFP. We conclude
that the selection of an appropriate offset is largely judgmental,
and that a 0.5% consumer productivity dividend is appropriate. We
note that the FCC has adopted an identical 0.5% factor in its LEC
price regulation plan.

g. Summary and Additional Rationale

To summarize, the Commission will adopt a price regulation
formula eqgual to the GDPPI minus 2.0% (input price differential)
minus 1.3% (productivity differential) minus 0.5% (consumer
productivity dividend). The sum of the input price, productivity,
and consumer dividend provisions can be referred to as the total
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offset (tc GDPPI). The prlce regulatlon formula weéw1ll adopt can
be restated as the\GDPPI minus 3.8%
. |

Several facts support the overall reasonahleness of the
formula we have selected. First, the 3.8% total offset is within
the range suggested by Staff’s revenue needs modeling analysis.
Staff determined that when using the GDPPI, an X Factor of 3.6%
would track IllanlS Bell’s revenue needs well over time. Staff
then included an additional 0.5% to reflect forecast uncertalntles,
and recommended a 4.1% X factor. Although we have rejected the
notion that a price regulation formula should he based on a
traditional ROR regulation analysis, the similarity between the
total offset we have adopted and Staff’s recomméended X-factor
provides additional assurance that price regulation will not yield
results markedly dlfferent from a plausible outcome bf traditional
ROR regulation.

The second fact that supports the overall reai?nableness of
the formula is that: the FCC permits LECs to choose between a 3.3%
and a 4.3% offset to the GDPPI. The 3.8% total offset we adopt is
at the midpoint of this range. Many of the parties pointed to the
FCC’s price regulation formula in support of their specific
recommendations regarding a total offset. There is no evidence in
the record which would lead us to conclude that the F@C’s price cap
formula is theoretiically deficient or 1leads to | unreasonable
results, particularly with respect to excessive prices or earnings.
Furthermore, despite the parties’ repeated references to the FCC
formula, IBT has not raised any argument to rebut the essential
fairness of the FCC’s formula. In other words, | there is no
persuasive evidence in the record that IBT’s actual input price and
productivity experience and/or its prospective conomic and
financial situation is so unique that it must be wiewed as an
"outlier” to which application of the FCC formula, wgich is based
on nationwide standards, has been or would be inapprépriate.

Flnally, the most current WEFA Group projections Eor the GDPPI
reflected in the recerd are as follows:

i

1994 3.5 %
1995 3.5 %
1996 3.5 %
1997 3.4 %
1998 3.5 %
1999 3.7 % [
|
If these GDPPI projections prove to be accurat', the price
regulation formula we have adopted will yield a all annual
decrease in Illinois Bell’s noncompetitive rates.: This is

something which ROR regulation would be unlikely to accomplish
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because of the inherent upward rate bias associated with the fact
that a utility ordinarily initiates its own general rate filings,
and will do so only when it believes that some level of upward
repricing can be justified readily.

We wish to emphasize that by making this comparison we are not
suggesting that a price regulation formula is reasonable only if it
leads to price decreases, or that regulators should adjust a price
regulation formula in light of inflation projections to ensure that
it will achieve price changes in the direction and of a magnitude
deemed to be desirable. Our point is merely that the price changes
we can expect from the formula over the next five years are not
inherently unreasonable. This contrasts with the Company’s
original proposal for a 0.7% total offset to the GDPPI which
presumably would have led to rate increases every year, absent
significant deflation; a result difficult to reconcile with our
determination herein of 3just and reasonable rates using the
traditional ROR regulation analysis. Under traditional ROR
regulation, once rates are established they can reasonably be
expected to remain in effect for several years. Under Illincis
Bell’s original proposal, the modest rate reduction we have ordered
would be overtaken quickly by rate increases through the operation
of the price regulation formula. Therefore, replacing traditional
ROR regulation with a formula that would prove the Company with
almost automatic annual rate increases would not offer the
ratepayer any readily apparent advantage.

The Commission further notes that the anticipated rate
reductions for noncompetitive services are associated closely with
our inclusion of the consumer productivity dividend in the price
regulation formula.

D. Earnings Sharing

One of the most contentious issues in this proceeding has been
the concept of "sharing", under which a portion of the company’s
earnings would be redistributed to ratepayers.

Illinois Bell proposes that the Commission adopt what it
refers to as a "“pure" price regulation plan. There also would be
no direct regulation of the Company’s earnings. There would be no
cap on the Company’s earnings and, similarly, nc specific earnings
floor which would permit the Company to seek rate relief.
Accordingly, there should be no sharing of earnings, in view of the
Company’s complete and unprotected assumption of risk.

Through the testimony of its witnesses, and in its briefs, the
Company maintains that sharing of earnings is inappropriate for
five principal reasons. First, the Company contends that any
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sharing plan is, for all intents and purposes, a continuation of
ROR regulation because the Commission would continue to monitor the
Company’s e.au:n:mgs;.ﬁ IBT witness Dr. Harris testlfleﬁ that earnings
sharing brings with it "all the baggage of rate of return
regulation,™ including control over depreciation rdtes, continued
monitoring of Illinois Bell’s investments and 'expenses, the
potential for prudence reviews and continuing debates over how much
Illinois Bell is earning and why. Second, as long as IBT’s profits
are subject to sharing, there would be siqnifﬂcant external
pressure on the Commission to ensure that the Compa is investing -
wisely, operating efficiently, and is not "hiding"nF£s profits to

avoid sharing. There also would be external| pressure to

"recontract,” i.e. . to re-establish the parameters of the plan if
Illinois Bell is perceived to be earning too much or\too little.

Third, the Company contends that earnings shaklng does hnot
provide the same level of incentives to operate efficliently as does
pure price regqulation. Illinois Bell concedes that alternative
regulation plans which include sharing can induce more efficient
behavior than can ROR requlation, but claims that-sh:Eang plans, by
their inherent nature, would not provide efficienty incentives
comparable to pure price regulation because the Company cannot
retain all of the fruits of its efforts. Fourth# the Company
contends that sharing substantially dilutes regulatory cost savings
because so many revenue requirement issues are reta%:ed In the
Company’s view, sharing actually could result in higher regulatory
costs than under ROR: regulatlon because it would ret hn all of the
old revenue requlrements issues and would add new regqulatory issues
associated with the price index mechanism. Flnally, the Company
maintains that sharlng probably would result in the Commission
continuing to regulate Illinois Bell’s depreciation rates, which
the Company opposes. The positions of the partles on the
depreciation issue are discussed in the next section of this Order.

prefers that regulatdry controls and reviews be lcoosemed more than
Staff beliéves market conditions warrant. She beljeves that a
price cap mechanism: with a startup revenue adjustment and an
earnings sharing mechanism creates a framework that can yield
reasonable results in the short-, mid-, and 1ong—terts. Indeed,
Sstaff argues that an.earnlngs sharing provision is & critically
important component of price regulation for 1111n01s\Be11 since
the Company retains significant market powerl for many .
telecommunications services on which customers rely.

Staff witness TerKeurst states that, in general, %llinois Bell

Staff contends that there is a substantial degree of
uncertainty regarding both what revenue reguirements would be under
ROR regulation and what the outcome of price regulation would be,
and so additional safeguards are needed to protect customers from
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risks that prices may be higher than actually would occur under ROR
regulation and thus to ensure customer benefit. Staff views
sharing as a safeguard against these uncertainties, noting that
there are. considerable uncertainty and judgment involved in
constructing price index formulas, and that wide swings in earnings
could be simply an indication of inaccuracies in the formula rather
than an indication of management capabilities. Thus, Staff
believes that sharing protects customers from the risks that the
price index mechanism may overestimate the price changes which
Illinois Bell needs. Staff also believes that sharing may make the
price regulation mechanism more sustainable than a pure price
regulation proposal, thus reducing the 1likelihood that the
Commission will need to revisit this issue soon after adopting a
plan. Staff believes that the benefits of sharing can be obtained
while preserving the efficiency incentives of a pure price cap
model.

Staff points out that the Company’s plan also significantly
changes the regulatory treatment of competitive services. Staff
contends that the Company’s proposal would permit it to exploit any
market power it may retain for competitive services to the
exclusive benefit of its shareholders. Staff believes that any
excess competitive service profits should be shared with its
noncompetitive customers under an earnings sharing mechanism.
Staff notes that while only a small fraction of IBT’s revenues
currently are derived from competitive services, IBT has stated its
intention to reclassify a majority of its services as competitive
over the next few years if alternative regulation is adopted.
Staff asserts that revenues which the Company derives from
competitive services over which it has no significant market power
should be free from any sharing obligation. Under Staff’s view,
Illinois Bell could petition the Commission for a finding that it
lacks significant market power. Finally, Staff observes that the
sharing mechanism it proposes is very similar to the sharing
mechanisms adopted in California in 1989 for Pacific Bell and GTE
California and by the FCC in 1990 for LECs’ interstate access
services.

Staff opposes Illinois Bell’s regquest that the Commission no
longer regulate its depreciation rates. It acknowledges that while
depreciation rates would not affect prices under price regulation,
Staff believes that continued oversight is required because
depreciation rates are critical components of the LRSIC cost
studies needed for imputation, aggregate revenue tests, and the
earnings sharing calculations.

Under Staff’s proposal, a benchmark rate of return would be
set at 200 basis points above the adopted weighted average cost of
capital. Sharing would start if the Company’s overall rate of
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return exceeds 12.26%, based on Staff’s recommended 10.26%
nid-point of the welghted average cost of cap1ta1.1 A capped rate
of return would be set 600 basis points above the adopted cost of
capital. Any earnings between the benchmark of 12.26% and the cap
would be shared on a 50/50 basis between shareholders and
ratepayers. Any earnings above the cap would be re%urned entirely
to customers through a one-time credit on their billls. However,
Staff’s sharing proposal does not incorporate a floor on earnings
to protect shareholders in the event the price lcap mechanism
underestimates revenue needs nor does it provide a means by which
ratepayers might share in underearnings. If earnihgs fall below
the authorized rate of return, Illinois Bell would not be allowed
any automatic rate increases but could petition the bomm1551on for
reconsideration of the price cap mechanisn. ;
l

The AG also presented an earnings sharing ppoposal Dr.
Selwyn took the position that there was an expectatlop of increased
earnings over time., Under the AG’s proposal, Illineois Bell would
be required to share with noncompetitive service pnatepayers all
earnings from noncompetitive services in excess of 50 basis points
above the benchmark rate of return on a 50/50 basils. Agdregate
Company intrastate earnings, including those from competitive
services, in excess of 500 basis points above the authorized
benchmark rate of return would be refunded, in their entirety, to
ratepayers as part of an annual sharing credit. T AG contends
that the 50/50 sharing provision is intended to assure ratepayers
participation in Bell’s efficiency gains.

from noncompetitive |services and, consequently, showld limit the
effect of any crosg-subsidization of competitive sgervices with
revenues from noncompetltlve services. Dr. Selwynlasserts that
this would minimize ¢ross-subsidy tactics which might arise if the
Company were to accept lower earnings on some trui{ competitive
services and then compensate for these lower earnings through
excess monopoly earnings. |

According to the AG, the sharing would be 1im§ted to gains

Implementation of this aspect of the AG’s plan would require
the allocation of investment-related intrastate costs and cperating
expenses between noncompetltive and competitive categj;ies. The AG
asserts that the Company is able to perform such allocations
because it has been required to do so by the FCC Part 64 rules. As
an alternative to this allocation proposal, Dr. Selwyn|proposes the
use of a “competltlve services price index" which |would 1limit
increases in monopoly service prlce levels to those adopted by the
utility for its competitive services, exclusive of Yellow Pages.

. |

The AG then proposes that an overall earnings c¢ap apply to

both competitive and noncompetitive services in order to limit any
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excess profits. According to the AG, to the extent there is no
actual competition present for services classified as competitive,
this refund provision would have an effect similar to that of the
marketplace in constraining earnings. Finally, the AG contrasts
its sharing proposal with the sharing proposal made by Staff. The
AG notes that Staff’s proposal would not require sharing until
earnings exceeded the authorized ROR by 200 basis points, as
opposed to 50 basis points under its proposal. The AG believes
that Staff’s proposal does not focus adequately on the equity of
ratepayer sharing of the benefits of efficiency. The AG believes
that Staff’s sharing plan may be too lenient in favor of Illinois
Bell since the 200 basis point threshold is not projected to occur
for the 1994-1999 period.

Since CUB/Cook oppose any alternative regulation plan, they do
not discuss the merits of pure price regulation versus earnings
sharing. CUB/Cook, however, specifically oppose Staff’s earning
sharing plan because Staff derived its productivity offset by means
of an NPV analysis which relied upon projected revenues for the
1994-1999 time frame, and a demand growth rate of 2.16%. CUB/Cook
contend that these revenue projections cannot be relied upon
because of Ameritech’s announced intention to restructure its rates
in connection with its Customers First plan and because the 2.16%
demand growth rate is too low. CUB/Cook oppose the AG’s earnings
sharing plan on the grounds that neither Dr. Roddy nor Dr. Selwyn
attempted to prove that the AG’s proposal met the standards set out
in Section 13~506.1 for the adoption of alternative regulation.

DOD/FEA recommend that the Commission adopt a symmetrical
earnings sharing plan with a no-sharing zone of 50 basis points
above and below the target rate of return. oOutside of this range,
on both sides, there would be a 50-50 sharing between the Company
and its ratepayers. Operating results would be subject to annual
review. Compensation to ratepayers, if any, would be in the form
of one~vear rate reductions rather than one-time credits. 1In order
to provide additional incentives to the Company, DOD/FEA recommend
that no earnings ceiling be established.

DOD/FEA justify their sharing mechanism on two grounds which
Staff also raised. First, DOD/FEA contend that since local service
competition has not developed to the point where Illinecis Bell is
unable to extract monopoly profits from captive customers for some
services, earnings regulation is the only tested procedure for
identifying and controlling monopoly profits. Second, DOD/FEA
believe that earnings sharing is warranted because there is
considerable uncertainty as to the appropriate productivity offset
level to use in the price index formula.
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MCI contends that Illinois Bell’s price regulatlon proposal
should be rejected. However, in the event that the Commission
wishes to experiment with some other form of price regulatlon, MCI
recommends that the Commission adopt a "reverse taper" sharing
mechanism in order to reduce any errors a#soclated with
mlsspec1f1cat10n of the approprlate product1v1ty1factor in the
price index formula. MCI witness Dr. Nina Cornell explains that
the best sharing plan would have consumers recelvﬂng the largest
share of increased|earnings that are close to the authorized rate
of return, with the Company retaining a greater SELre the hlgher
the achieved level. of earnings, up to some cap. ;n MCI’s view,
giving the Company fore of the "harder" to achieve earnings creates
a greater incentive to seek out the productivity improvements that
would drive such earnings growth. MCI also notes that, in Docket
89~0033, Illinois Bell supported an earnings sharing plan, and
that, in MCI’s view, circumstances have nhot changéd which would
justlfy a different result today.

LDDS/ICPA alsol oppose any type of prlce regulathon. However,
like MCI, they contend that, if the Commission does a Jﬂopt some form
of price regulation, it should adopt a sharing me ﬁanism with a
reverse taper. In their view, a reverse taper would enhance
Illinois Bell’s incentives to become more efficient because the
Company would be able to retain a progre331ve1y greaﬁer percentage
of profits as its eprnings level increases. LDDS/ICPA note that
this Commission adopted an earnings sharing mechanlbm four vears
ago in Docket 89-0033.

First, the Company argues that sharing should not b¢ viewed as a
"safety net" for any uncertainties in constructlng price index
formula. The Company contends that although price 1ndex formulas
do rely on predictions about the future to some degreq, the Company
contends that the current record provides a solid basis for
establishing a reasonable price regulation plan. In the Company’s
view, its price index formula reliably reflects the conditions
which the Company will face in the future because the formula is
based on an inflation measurement which changes vyearly, a
productivity measurément which is based on sevdn vyears of
historical data, and a service quality index which|is based on
recent Company performance. In addition, Illinois Bell presented
detailed financial projections for the first five years of the plan
that were examined by the Staff and the other parties.| The cOmpany
contends that the protection against some fundamental jerror in the
operation of the price index formula is the cOmm1551on's ability to
monitor the 0peratlonrof the price regulation plan afgar the first
three years, to review whether the offset to inflatieon should be
continued, and to . determine whether a company—$pe01f1c or
industry-wide productivity factor should be used.

Illinois Bell responds to these positions in s%feral ways.
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The Company also points out that Staff’s sharing argument is
based on the false premise that any earnings over 12.26% are likely
to be due either to the Company’s misuse of market power or to a
misspecification in the price formula. Dr. Harris testified that
high profits may mean simply that Illinois Bell did extremely well
in the marketplace or is managing its business efficiently.

The Company states that it does not believe that there is any
public perception that Illinois Bell’s current rates are excessive,
noting that its end user rates are low when compared to those of
other LECs around the nation. Illinois Bell further points out
that it has not had a general rate increase since 1985, and that
its rates were reduced by $45 million in late 1989 as a result of
Docket 89-0033.

Illinois Bell further argues that sharing plans simply do not
provide the same level of incentives to operate efficiently as do
pure price regulation plans. Although sharing plans can induce
more efficient behavior than traditional ROR regulation, the
efficiency effects depend very heavily on where the breakpoints are
set for sharing and how much of the additional earnings must be
shared. Dr. Harris testified that the Staff’s proposed breakpoints
and sharing levels certainly were reasonable, as sharing plans go.
However, he also stated that sharing plans, by their inherent
nature, cannot provide efficiency incentives comparable to those
provided by pure price regulation, where the Company is assured
that it can retain the fruits of its efforts. The Company argues
that once the 50% sharing threshold is reached, the earnings
incentives are reduced dramatically relative to the risks
associated with the potential of actually achieving those earnings.
The Company further contends that the positive disincentives to new
investment from continued contrel of depreciation rates almost
guarantee that the investments necessary to achieve those high
levels of earnings will not be made.

Illinois Bell also argues that Staff’s proposed $73 million
revenue reduction, together with its $20 million upfront rate
reduction, are equivalent to approximately 180 basis points of ROR
(on its pro forma rate base). As a result, the Company states that
it would have to improve earnings by 180 basis points merely to do
as well as it is doing today under ROR regulation and that the
sharing threshold under Staff’s plan then really is only 20 basis
points above that level of earnings. In other words, the Company
argues that Staff’s proposal, in reality, requires 50/50 sharing of
virtually all earnings in excess of the authorized rate of return;
and, therefore, it provides much less in the way of additional
incentives to achieve efficiencies than it would appear to provide,
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The Company also challenges Staff’s assertion tgat.competitive
services should be iincluded in the calculation of earnings sharing.
The Company c¢onténds that, from the plain terFs of Section
13-506.1, it 1is : ¢lear that the legislature ,intended that
alternative regulation plans be applied to noncompefitive services
and that the safeguards contained in Section 1;ﬁ506.1 already
protect noncompetitive service customers. The Company argues that,
from a policy and legal perspective, it turns the purpose of
alternative regulation on its head to justify an earnings sharing
plan for both competitive and noncompetitive servic¢es based on a
perceived need to aontrol earnings on competitive sprvices.
|

The Company states that nothlng in Article 13 of the Act
evidences any concern about earnings levels for competitive
services. The Company also contends that Staff’s proposal for a
separate "market power" test is fundamentally inconsistent with the
structure of the Apt. Section 13-502(b) requires only that a
functionally equivalent alternative service be |available to
customers in order to classify an LEC service as competitive. The
Company peoints out that the legislature could have but did not
impose, additional ' requirements that the LEC algo prove the
existence of "effective competition” or "lack of manket power."

The COmpany also contends that Staff’s proposal for a market
power test is fundamentally inconsistent with the| Commission’s
treatment of other carriers in the past. When AT&T classified its
services as competltlve under the Act in 1986 in Docket 86-0003,
AT&T still maintained a significant market share for many of these
services, yet was @allowed to remove its competittive services
entirely from earnings regulation without having tg satisfy any
market power test. | The Company contends that est blishing onhe
standard for earnings regulation of competitive pgervices for
interexchange carriers and a different, more restrictive standard
for LECs would be unreasonable, dlscrlmlnatory, and wnlawful.

Company is earning excessive profits on its competitive services
because the COmpany s service cost studies that its
competltlve service category is essentially in equllﬁbrlum. That
is, competitive service revenues exceed the total of competitive
service LRSICs, imputed costs, and allocated costs by ja relatively
small margin (a $6 imillion margin on a revenue base of $150
million, or 5.2%). The Company explained that, since competitive
service revenues must egqual or exceed competitive serwice "costs"
under Section 13-507, 'this small, positive rate/cost.rﬁgio relative

IBT argues that there is no basis for Staff’s coggfrn that the

to the category as a whole is appropriate. The Company believes
that if the Commission is concerned about potential abuse of

-4 8-



92-0448/93-0239 Consol.
H. E. Proposed Order

pricing freedoms at some point in the future, that issue should ke
addressed directly when it arises and not indirectly now as part of
a price regulation plan.

The Company further contends that sharing cannot be justified
on the assumption that Illinois Bell has an expectation of higher
earnings over the next few years. The Company states that it
presented detailed financial projections for the first five years
of the plan, which were examined extensively by Staff and other
parties, that do not show the increased earnings which some of the
parties contend will exist. The Company asserts that there simply
is no basis for assuming that there is some financial windfall
looming on the horizon. Moreover, the Company contends that, while
costs for certain of its inputs such as switching have declined on
a unit basis, other major portions of its network, e.g., its
outside plant, have experienced increased costs. The Company

asserts that its total accounting costs -- the relevant
consideration in terms of earnings -- are increasing year-over-year
and are increasing faster than 1ts revenues. Therefore, the

Company claims that there is no foundation for the argument that it
is a declining cost company that will benefit inappropriately from
price regulation.

Illinois Bell argues against adoption of any sharing plan, but
it particularly opposes the reverse taper proposal of the LDDS/ICPA
and MCI. Dr. Harris testified that this "fine-tuning" of sharing
would not improve it, but actually would make the economic impact
of a sharing plan even worse. He explained that Dr. Cornell’s
proposal would impose a very high tax in the form of a high sharing
payout. The Company takes the position that this effectively would
negate whatever incentive effects sharing otherwise would create.

COMMISSTON ANAT.YSTS AND CONCLUSION

Whether to adopt a sharing provision as a component of an
alternative form of regulation of noncompetitive services is one of
the most significant decisions the Commission will make in this
proceeding. When analyzing this and all other issues, we have
assumed that the policy goals, considerations, and mandatory
findings which the General Assembly has identified, are as relevant
tce an examination of the specific features of an alternative
regulatory plan as they are to an evaluation of the entire plan.

As we evaluate sharing with respect to the public policy goals
declared in Section 13-103, the considerations identified in
Section 13-506.1(a}), and the required findings of Section 13~
506(b), we find that, on balance, it would be inappropriate to
incorporate a sharing provision in the alternative regulation plan
that we adopt in this Order.
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When sharing is evaluated with respect to the first
consideration of Section 13-506.1, that of reduaing regulatory
delay and costs over time, it is readily apparent |that a sharing
provision fails this test. The record evidence indicates that a
sharing provision creates a high probability that many of the same
issues - evaluation of investments, expenses, allogsble returns -
which consume the resources of everyone involved in ROR regqulation,
would continue to be the subject of dispute. Cert@inly no party
has alleged that ai sharing provision would reduce[confllct save
money, or speed up the regulatory process. 1

When sharing lis evaluated with respect to whether it will
encourage innovation in services and promote efficiency
(considerations 2 'and 3 of Section 13-506.1 (a)), a sharing
provision has evident disadvantages. The parties who advocate a
sharing provision do not claim that it will promote efficiency;
most parties readily concede that the efficiency incentives from a
pure price regulation plan would be greater. At best they assert
that the sharing benchmarks can be set in such a; way that the
efficiency incentives would not be reduced unnecessarily. That
claim is not supported by any empirical evidence. The efficiency
disincentives of earnings sharing plans apparently never have been
measured. We note the wide variety of sharing plang presented in
the record - progressive retention, reverse taperg, symmetrical
sharing, dead-zones, capped sharing; all with sharing benchmarks
established at varying distances from varylng ROR | targets. It
would seem likely that obtaining the benefits of sharing while
avoiding excessive efficiency disincentives is| subject to
considerable uncertainty. Sharing provisions purport to protect
against the risks of "“misspecified" price regulatloniformulas, yet
they may merely add additional uncertainties and cloﬂd the ability
to assess the success or failure of price regulation.

5

Section 13-506.1(a) (5) requires a consideration ¢f whether the
economic development of the State would be enhanced.| A number of
parties, including some who advocate sharing, have notied that price
regulation does not guarantee investment in Illinoi#. We agree,
but we believe that the appropriate solution to thatg%roblem is to
create an economic cilimate which is as conducive to investment in
Illinois as possible, consistent with essential ratepayer
protections. Investments whose returns are subject tlp an earnings
sharing "tax," would be conspicuously less attractive than
equlvalent 1nvestments elsewhere which would not bh subject to
earnings sharing. $ection 13-103(f) declares, as a legzslatlve
policy, that development of and prudent 1nvestment in advanced
telecommunications networks that foster economic deveﬂbpment of the
State should be encduraged. We believe that Illingis’ economic
development objectives are best achieved through elimination of
barriers to investment; earnings sharing is one such barrier.
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Section 13-506.1(a)(6) requires a consideration of whether
fair, just and reasonable rates for telecommunications services
will result. This is a reflection of the policy goal of Section
13-103(a) and the required finding of Section 13-506.1(b) (2). These
sections of the Act are the focus of those parties who advocate a
sharing provision. However, a close examination of the record
evidence indicates that including a sharing provision is not
warranted by this rationale. The key <¢ontention is that earnings
sharing avoids the risk that the parameters of a price regulation
formula were misspecified, and protects against excessive monopoly
profits.

We believe that the risks identified above are minimized by
various features of the alternative regulation plan we have
adopted. First, we are adopting a price regulation formula and
pricing provisions which are conceptually very similar to price
regulation plans elsewhere. Theoretical consistency with price
regulation plans in other jurisdictions ensures that if Illinois
Bell experiences unusually high earnings which are attributable to
the extraction of monopoly preofits from services subject to the
price regulation formula, it only can be the result of a
shortcoming or systemic failure of price regulation generally
(which should be detectable by monitoring the results of price
regulation plans elsewhere). There is no evidence in this record
that any telecommunications carrier subject to price regulation has
enjoyed excessive monopoly profits.

Second, we have adopted-a formula which includes an explicit
adjustment..to the GDPPI ~to reflect 'the  variance between the
historical input price experience of the Company and the experience
of the economy as a whole. This eliminates an assumption which can
be a significant source of uncertainty or misspecification in other
jurisdictions. Third, we have used the results of Staff’s revenue
needs analysis, a variant of the traditional rate of return
analysis, as a check on the reasonableness of the formula. Fourth,
we have adopted the low end of the reasonable return on equity
range when establishing initial rates under the plan. This ensures
that in the unlikely event that the price regulation formula unduly
favors the Company, there is an additional cushion to absorb the
error.

We also note that if a company earns above a specified sharing
level, one cannot assume that the price regulation formula
necessarily was misspecified. As Staff points out in its Reply
Brief, Ms. TerKeurst testified that wide swings in earnings could
simply be an indication of inaccuracies in the price cap formula,
rather than an indication of the Company’s management capabilities.
Nevertheless, Staff and the other advocates of sharing apparently
believe that the possibility that earnings above a certain
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specified level are| the result of price cap formula inaccuracies or
of the exercise of market power necessitates that, without further
analysis, those funds be recovered from the Company. A sharing
provision addresses a possibility by rendering it a presumption.
|

It must be recognized that a decision not to implement an
earnings sharing provision does not increase the likelihood that
monopoly profits will be obtained. Sharing provisitns do nothing
to prevent monopoly profits; they merely make hidhly debatable
assumptions about 'their incidence and measurement, and then
redistribute revenues after they are obtained. We b#lieve that as
telecommunications markets have become more complex, with varying
degrees of actual and potential competition,] generalized
-assumptions such as those embodied in ROR sharing provisions become
increasingly untenable. Attention should be focused|on the prices
and market conditions of specific services in order to determine
whether anticompetitive and anticonsumer abuses haég occurred.

w l

The Commission therefore rejects Staff’s argument that
earnings sharing is necessary in order to proteca against the
exercise of market power by Illinois Bell with rdspect to its
competitive services. Staff’s concerns appear tp be largely
motivated by IBT witness Gebhardt’s testimony that iﬂ his view, at
least 50% of the Company’s revenues currently lassified as
noncompetitive are generated by services where customers have
competitive alternatives, and that he expects this figure to
increase to over 80% by 1999, with significant numbers of services
moved into the competitive category over the next féw years. We
believe that Mr. Gebhardt’s predictions may have been predicated on
an overly optimistic assessment of the existence and te of growth
of market competition, and/or an overly expansive interpretation of
the statutory standard for reclassifying services as| competitive.
We will address service classification issues in greater detail in
Docket 88-0412. : 1

In reality, revenues from competitive services cohstitute only
five percent of the Company’s total revenues. There iz no evidence
in this record that Illinois Bell is abusing the pricing
flexibility afforded it by the Act. The Commisgion retains
oversight authority over the reasonableness of competitive service
rates under Section 9-250 and that section may be invoked in the
future if Staff or the parties believe that the Company’s pricing
practices for competitive services are unlawful. 1In addition, the
Commission has the authority under Section 13-502(b) to
investigate, on its own motion or upon complaint, the propriety of
any classification of any service and, pursuant to!Section 13-
502(d), may order refunds to customers for any overchbrges which
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may have resulted from an improper service classification. The
Company is encouraged to utilize Section 13-502 (e) when it
believes that reclassification of a service is appropriate.

E. Depreciation Regulation

As an integral component of its price regulation proposal,
Illinois Bell requests Commission approval of a plan to permit the
Company to establish its own depreciation policies cutside of the
existing depreciation prescription process. The Company argues
that continued regulation of depreciation rates will not solve the
capital recovery dilemma it says the Commission is facing. IBT
emphasizes that, under its proposal, the costs of any imprudent
investments would be borne by its shareholders and not by its
ratepayers. It contends that the decision whether to deregulate
depreciation rates cannot be deferred for several years because by
that time it may be too late to avoid confiscatory write-offs. The
Company acknowledges that, as a practical matter, regulators are
generally reluctant to relinguish control over depreciation rates
under a sharing plan. That is because depreciation rates can have
a significant effect on a company’s earnings, and so regulators
fear that a company will avoid sharing of earnings by accelerating
depreciation. The Company reasons that this conflict between
adequate capital recovery policies and sharing provisions is
another argument against sharing.

Staff take the position that the Commission must continue to
regulate IBT’s depreciation policies in order to ensure that rates
remain just and reasonable and to maintain the integrity of the
LRSIC and imputation studies.

The Attorney General also proposes constraints on the
Company’s ability to set its own capital recovery policies as part
of its earnings sharing plan. Under Dr. Selwyn’s proposal,
depreciation rates for existing plant would be capped at today’s .
levels. The Company would be reguired to write off its existing
$559 million reserve deficiency. On a going forward basis, the
Company would be allowed to set its own rates for new plant, based
on the life assumptions used in engineering analyses supporting the
investment. However, it could do so once and once only; any future
capital recovery shortfalls would also have to be written off.
Within these constraints, however, there would be no Commission
oversight of the Company’s depreciation rates. '

Dr. Selwyn took the position that firms facing
market-determined maximum price levels for their services must
frequently make extraordinary adjustments in the value of their
assets. He testified that any write-off necessary to reflect
changing technology or market conditions that were not anticipated
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at the time the acquisition decision was made shduld be charged
against shareholders, as would be the case for aﬂy nonregulated
firm. Dr. Selwyn took the position that his propgsal would join
the capital budget process and depreciation in an appropriate
fashion. MCI adopted Dr. Selwyn's depreciation prdposal.

In its Initial Brief, CUB argues that Illinois Bell’s proposal
to eliminate Commission oversight of its depreciation activities
amounts to an invitation for the Company to manipuliate its short-
term financial results, while leaving the quality of the local
network for the monopoly ratepayer at risk. CUB maintains that
there is a danger that the Company will artificiaE;y inflate its
depreciation expense levels in order to avoid automatic rate
decreases under a price caps or earnings sharing environment. CUB
witness Brosch asserted that all comparability betwgen authorized
and achieved earnings and rates of return is lost whan a company is
permitted to forego reporting depreciation accruals.l As such, the
Commission’s ability to review the reasonableness of overall rate
levels is severely impaired. CUB also notes that even if
alternative regulation is adopted now, the Commission may wish to
return to traditional rate of return regulation at |[some point in
the future. Mr. Brosch asserted that IBT provides no guarantee
that it will book depreciation expense accruals in 'the future to
credit ratepayers with the amounts of depreciation béing collected
in tariffed rates. i

CUB witness Currin recommends that once a reasonable level of
depreciation expense is established under price regulation, the
Commission’s focus should primarily be on the establishment of
minimum levels of depreciation expense, calculated as!a function of
access lines or revenues. Mr. Currin also recommendtd that upper
limits on depreciation expense be established for IBT under price
cap regulation. Acgording to Mr. Currin, the Companmy’s year-to-
year depreciation expense could be increased by as much as 10% over
the previous year and would provide for investment |and customer
growth, as well as provide IBT with sufficient flexibility for
adjusting depreciation expense to reflect changing business
developments. {

Illinois Bell takes the position that none of| the parties
meaningfully addressed the capital recovery issue. fTo the extent
that Staff perceives continued review over depreciation rates to be
necessary because of their impact on earnings and, therefore, on
the earnings available for sharing, the Company believes that the
right solution is noet to adopt earnings sharing at all. The
Company further states that oversight of depreciation rates is not
needed to ensure reasonable rates. Since Illinois [Bell is not
seeking an increase in customer rates needed to meet| its capital
recovery shortfall, there is no rate impact. The Company argues
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that continuation of the status quo, as Staff recommends, is simply
not sustainable over the long run. Illinois Bell states that it is
offering the Commission and the Company’s ratepayers a way out of
this dilemma on extremely favorable terms and that the opportunity
should not be passed up.

IBT maintains that Dr. Selwyn’s capital recovery proposal is
totally unreasonable and unlawful. The Company states that it has
used its best efforts to set appropriate depreciation rates in the
past. It argues that its depreciation rates are too low in part.
because the marketplace and technology have been changing more
rapidly than anyone predicted even five years ago. The Company
further argues that its depreciation rates are also too low because
regulators have consistently set them too low, deferring the cost
of capital recovery to future ratepayers. Illinois Bell points
out that, since 1984, both the FCC and this Commission have allowed
much lower increases in depreciation accruals in virtually every
represcription than what the Company had requested. For example,
the Company points out that, had this Commission approved Illinois
Bell’s depreciation proposal in Docket 89-0033, its reserve
deficiency today would be $360 million instead of $559 million.

IBT also argues that Dr. Selwyn is wrong that this shortfall
would be written off in competitive markets. Dr. Harris testified
that managers in unregulated firms can and do change depreciation
rates as soon as they recognize that their current rates are too
low; they then try to manage the recovery of their investments
based on the new life expectations within the constraints that the
marketplace imposes on their pricing. Dr. Harris stated that most
firms do this successfully. Dr. Harris testified unequivocally
that firms in competitive markets are not frequently required to
make extraordinary adjustments, that investors expect a return of
their capital and that they would take a very dim view of repeated
write-offs. The Company argues that mandatory write-offs would
violate long-established legal prohibitions on confiscation of
utility property, since these investments were prudently made to
meet its franchise obligations.

COMMISSION ANATVYSIS AND CONCLUSION

In:light - of the Commission’s -decision to adopt price
regulatlon without a sharing provision, it would be imprudent for
the Commission to continue to set IBT’s depreciation rates. The
plan adopted in this docket insulates ratepayers from the effect of
higher depreciation rates. There is little need to control
depreciation rates under this method of regulation.

The Commission is of the opinion that a capital recovery
dilemma exists. As new technologies emerge and old equipment

-55=



92—0448/b3-0239 Consol.
H. E.! Proposed Order

becomes obsolete, Illincis Bell must have the ability to respond
ulckly. llinocis Bell will not be able to compete\effectlvely if
it is hindered in its ability to implement new technologies
quickly. Under rate of return regulation or price| cap regulation
with sharing, the Commission is reluctant to relinquish control
over depreciation because of the effect that accelerated
depreciation has on rates. i
|
In making a de0151on as to the depreciation rate for a
particular asset, the Commission must balance the 1{terests of all
ratepayers. Under\ROR regulatlon, the Commission is reluctant to
raise telephone rates when the increase is caused by increased
depreciation of equlpment which satisfies the fneeds of most
ratepayers.

However, by controlling depreciation, the Commission
implicitly controls the pace of IBT’s investments, and the
direction that the telecommunications industry ﬁs progre551ng.
This is the heart of the dilemma that the Commissioh is now facing
and it 1is one of the main reasons for adoptlhg alternative
regulation. , |

IBT will sooni be able to offer new services that it was not
able to offer to the public in the past. IBT will have to make
additional investments to provide these services. |The Commission
cannot require the: average ratepayer to pay for these investments
and bear the risks that go along with such investments. If ROR
regulation were to.continue, the Commission will have the tendency
to protect ratepayers at the expense of stifling progress. Under
the plan that the Commission is adopting in is case, the
Commission is protecting ratepayers and stimulati g, rather than
stifling, progress. Permitting IBT to set deprec1a on rates is an
integral part of this plan. ‘

The Commission rejects Staff’s assertion that continued
control over depreciation policies is necessary to protect the
integrity of cost .of service and imputation studfes. There is
simply no basis in the record to conclude that the depreciation
policy flexibility IBT seeks involves any likelihood that it could
be used to manipulate the results of the studies; or if such
manipulations can .and do occur they would be un etectable and
irremediable. As istated in a later section of thls Order, the
Commission will clésely monitor IBT’s formulation gnd application
of depreciation rates. The Commission will not tolerate any abuses
that manipulate the results of the imputation ané(cost studies.
Any detected abuses will result in a reevaluation of the
alternative regulation plan pursuant to Section 13-506.1 (e) of the
Act. 1
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There can be little doubt that permitting the Company to
establish depreciation policies would enhance the financial
position of the Company at no cost to the ratepayer. Investments
could be more readily financed and economic conditions, not
requlatory considerations, would be the primary determinant of
equipment replacements.

F. Service Quality

Illinois Bell proposes the inclusion of a service guality
component in the price index formula that would result in an upward
adjustment if the Company improves service and would result in a
downward adjustment if service deteriorates. The purpose of this
feature purportedly is to guard against any erosion in the
Company’s service quality levels and to create incentives for the
Company to improve service gquality by rewarding it if service
guality is superior. Illinois Bell witness Ms. Rita Gaskins
identified eight separate quality of service measures for tracking
and monitoring the Company’s performance: (1) percent installation
within five days, (2) trouble reports per 100 access lines, (3)
percent out of service over 24 hours, (4) percent dial tone speed

within three seconds, (5) operator average speed of answer -- toll
and assistance, (6) operator average speed of answer -~
information, (7) operator average speed of answer —- intercept and

(8) trunk groups below objective. Seven of these eight measures
already are part of the Commission’s service monitoring and
reporting rules.

The Company proposes to base the service guality benchmark on
its actual performance during 1990 and 1991. Under the Company’s
proposal, each of the eight measures is given equal weight in
calculating the service quality component. For each measure, the
Company receives a score of zero if it meets the benchmark, a score
of +.25 if it exceeds the benchmark and a score of ~.25 if it fails
to meet the benchmark. The maximum downward service quality
adjustment in any year is 2% and the maximum upward adjustment is
0.6%. Thus, the Company notes, its proposal has more potentlal for
a negative adjustment than for a positive adjustment.

The AG supports Illinois Bell’s service quality proposal with
one important modification. Dr. Selwyn testified that the service
guality adjustment should act only as a potential penalty and
should not provide a potential reward to the Company. In Dr.
Selwyn’s view, 1if the "going in"” level of service quality at the
outset of the plan is appropriate, there would be no reason to
reward Illinois Bell for improvements in service quality which go
beyond current levels, particularly since improved service quality
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may require excessive cost increases. Accordlnglyﬂ he recommends
that only the penalty portion of the Illinois BQll formula be
retained. MCT agrees with his position on. serv1ce'gua11ty

Staff also takes the position that the sqrv1ce quality
adjustment should be downward only. In addltlon, Staff proposes
more comprehensive modifications to the way in which Illinois Bell
would compute the service quality component of ther&?dex. Staff
concurs in the use of the eight quality of service measures
identified by Illinois Bell. Under Staff’s plan, each of the eight
nmeasures can range§ from 2zero to =-.25. The maximum downward
adjustment is 2%; there is no upward adjustment. |

|

Staff’s preferred approach, however, is to mqasure service
guality performance: separately in each of the six area codes in
Illinois. Staff acknowledges that this is possible and useful only
for measures 1 through 3 identified above. For thes{ items, sStaff
proposes that the Company compute each service guality measure
based on the Company’s annual performance and| report its
prerformance separately for all area codes, each of which would be
accorded egual weight. of course, that equal weighting approach
might focus the Company’s attention on those m@re sparsely
populated area codes where service quality is cheapér to attain.
Under Staff’s proposal the “percent installation within 5 days"“
measure can range friom 0 to -.25. The performance for each area
code would be calculated separately and a551gned a score of 0 or

-.05 depending on whether the annual performance in t at area code
met or fell below the benchmark standard.

For service quallty measure 4, Staff recommends the
continuation of semiannual reporting of “percent dial tone speed of
answer within 3 seconds" on a statewide basis. The serV1ce quality
adjustment for this ;tem would be a551gned a score df -.1 if the
service level falls below the benchmark in one six month period,
and a score of -.25 if the service level falls below the benchmark
in both six-month reportlng periods. Where it is not possible or
useful to perform these calculations by area code](measures 5
through 8), the Staff proposes that the Company |calculate a
statewide score, but that it do so monthly. Each moﬂth for each
of these four service measures, the Company would receive a score
of zero or -.01, depending on whether it met or fe |1 below the
benchmark standard, up to a maximum of -.25. Staff suggests that
the benchmark standards set out in Section 730 of the Commission’s
rules be used rather than the standards proposed by the Company.

Finally, Staff recommends that special programs,|such as the

Communications Intensive Household ( "CIH") program, be excluded
from measurements of service quality in order to ensurb that such
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programs are not allowed to degrade the quality of service to other
customers with limited competitive alternatives..

The Company opposes the modifications proposed by Staff, the
AG, and MCI because IBT asserts that they virtually would guarantee
a negative service quality adjustment and would provide no
financial incentive to the Company to improve service quality. The
Company disputes Dr. Selwyn’s view that the "going-in" level of
service quality necessarily is appropriate. The Company states
that many of its customers have evidenced an interest in receiving
a higher quality of service and that some reward is appropriate if
the Company is able to achieve it. The Company also contends that
Staff’s proposal is improperly biased because the Company would
have no opportunity to balance negative months with positive
months. Finally, the Company took the position that CIHs should
not be excluded from the measurement of service guality because
nothing about a CIH designation decreases the quality of service
which the Company provides to its other customers. The Company
agrees, however, that if a downward-only adjustment is approved,
the Staff’s proposal to use the service standards in the
Commission’s rules should be adopted.

COMMISSION ANALYSIS AND CONCLUSTON

After  careful  consideration of this issue, the Commission
concludes -that it will not adopt a service quality component for
the price cap formula. We recognize that one of the theoretical
risks of price regulation is that the Company may, while seeking to
maximize its income, reduce expenditures in certain areas in such
a manner as to impact service guality adversely. However, we are
not persuaded that the development-of an elaborate scoring system
as suggested by the parties, and its incorporation into the pricing °
formula,- are the most - appropriate way to guard : against this
eventuality.

The service gquality measures set forth in 83 Illinois
Administrative Code Part 730 are intended to be minimum standards
which all LECs must meet. Incorporation of these standards into
the price cap formula essentially would assume that they capture
all relevant aspects of service gquality adequately, and are
established at appropriate levels. . Although the standards were’
updated most recently in 1991, we already are concerned that they
may require revisions. Illinois Bell’s testimony that numerous
customers have indicated an interest in receiving improved service
guality and the Company’s initiation of the CIH program support
this conclusion. In addition, appropriate assessments of service
quality require adaptation to the changing telecommunications
environment. As new technologies and services are introduced, the
Commission must refocus its attention on many associated service
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guality issues which may not be addressed compﬂetely by the
existing standards. Emergency preparedness, the reliability of
network interconnections between unaffiliated Icarriers, the
increased likelihood of software-related failures cdoincident with
the introduction of advanced technologles, and daﬂa transmission
quality, are just a few of the service quality 1s$ues which the
Commission intends to monitor. :
. |

Flnally, we bélleve that the inclusion of a service gquality
component in the price regulation formula unnecdssarily would
confuse the difficult-to-quantify service gquality ipsues with the
market-oriented . economic considerations underlying price
regulation. The concept would introduce an additiohal element of
uncertainty into theé transition to price regulation and a potential
complicating factor into the measurement of the “mpact of the
change. A price. cap formula which reflects nly economic¢
considerations will simplify administration of ea alternative
regulation plan and also should enhance public und rstandlng and
acceptance of the change in regulatory approach.

We conclude that the best way to ensure that an alternative
form of regulatlon will maintain the quality of telecommunications
services is to require that the plan include reﬁ%ftlng of the
service quality standards identified by IBT witness Gaskins and
Staff witness Talbott. The reports should be prdgvided in the
format and with the frequency recommended by Mr. Talbott in his
rebuttal testimony (ICC Staff Exhibit No. 13.01, [Schedule 1 -
MODIFIED), but without assignment of price cap formula adjustments
for failure to meet benchmark factors. The Staff will be directed
to report to the Commission, on a quarterly basis, itis analysis of
the reports submﬂtted by the Company togeth with an
identification and assessment of any other significant events or
activities which may impact adversely the quallty of service
provided by Illinois Bell. Any marked deterioratiaon of service
quality, whether identified through the service quality reports
reguired here or through the use of any new measures the Commission
may develop in the future, will lead to a reassespment of the
alternative form of regulation, pursuant to Section 13-506.1 (e).

a. Exogenous Changes

|

Price index formulas adopted in some 3ur1sdﬁctlons have
included a provision for "exogenous" changes, i. e.f changes in
costs over which the telecommunications carrier has| no control.
Ms. TerKeurst testified that it was reasonable to allow reflecticn
in a price cap mechanism of certain very limited types of cost
changes outside the Company’s control. She stated that the ability
to adjust rates in order to recognlze exogenous cost hanges would
improve the accuracy and sustainability of the price index

-60-



92-0448/93-0239 Consol,
H. E. Proposed Order

mechanism and would reduce the risks to both shareholders and
customers. She testified that recognition of exogenous factors, if
properly 1limited, would not be contrary to what happens in
competitive markets where prices of different goods increase at
different rates depending on industry cost variances. She stated
that it would be premature to give up the ability to require
flow-through of significant external cost decreases and that such
an ability is entirely consistent with the goals of price
regulation because it is an adjustment for factors which are not
within the Company’s control.

Ms. TerKeurst provided several examples of costs that could
qualify for exogenous treatment under her proposal, including tax
changes with disproportionate effects on the Company or
telecommunications industry, separations changes and regulatory
accounting changes, as well as IBT-specific items such .as the
ending of the Company’s reserve deficiency amortization program in
1999, the Customers First plan and the reclassification of services
from noncompetitive to competitive status.

She testified that the range of exogenous factors cannot be
foreseen completely, but that the following guidelines would be
appropriate in order to determine whether certain events qualified
for exogenous treatment. First, in order to avoid double-counting,
she stated that reflection of exogenous cost changes should be
allowed only for costs that would not be picked up in the
economy-wide inflation factor. Second, she contended that the
financial effects should be verifiable and quantifiable in order to
avoid protracted and controversial 1litigation. Finally, Ms.
TerKeurst recommended that a threshold of positive or negative §3
million be established in order to limit regulatory oversight to
only those factors which could affect Illinois Bell’s earnings
significantly. She proposed that rate changes due to application
of statutory imputation requirements when a service is classified
as competitive should be treated as an exogenous factor to reduce
the price cap index used for noncompetitive services.

Mr. Gebhardt testified on behalf of Illinois Bell that the
Company’s price index proposal includes no provision for exogenous
changes, for two reasons. First, the Company believes that
exclusion of exogenous changes 1is more _ consistent with a
competitive model because competitive companies have neither an
automatic right to increase prices nor an obligation to decrease
prices when there are changes in the external environment. Second,
the Company states that the exogenous change factor issue has
tended to be contentious in other jurisdictions. Debates over what
kinds of changes should be incorporated in the index would increase
the cost of regulation. The Company notes that AG witness Dr.
Selwyn agreed with the Company that the price index formula should
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not include an exogenous change factor, although. Dr. Selwyn’s
p051tlon is based on his perception that 1t has beenhabused by LECs
in other states.

Mr. Gebhardt . further testified that, in the event the
Commission were to| incorporate exogenous changes into the price
index mechanism, it|/clearly must specify the types of cost changes
that gqualify for exogenous treatment in order to| avoid future
uncertainty and litigation. In particular, he testified that any
exogenous change provisions should be 1limited to regulatory
accounting changes and changes in separations; Dr.‘Selwyn agreed
with this position.: .

Mr. Gebhardt testlfled that the Company wou}d accept Ms.
TerKeurst’s proposdl to treat the ending of the| depreciation
reserve deficiency as an exogenous change if two d@ndltlons are
met. First, he stated that revenues must be 1ncreaseﬂ equal to the
revenue requlrement\going into the plan. If Illln01$ Bell assumes
a substantial revenue requirement shortfall going intpb the plan, as
the Company proposes, he contended that ratepayers would not be
paying for the amortization of the reserve deflCler? during the
first five years of the plan and, therefore, would n be entitled
to the amortization’s full value in rate adjustments mhen it ends.
Second, he argued: that the reserve deficiency | amortization
associated with the analog switching account must be removed from
the adjustment calculation and netted agalnst the c¢hange in the
digital switching account which contains the eq ipment that
replaces the analog technology.

The Company takes the position that Staff’s recommendation
that service reclassifications be treated as exogeggés events is
not necessary. In; the Company’s view, most serwvices to be
reclassified are 1likely to pass both the imputation and
cross-subsidy tests. | When rate adjustments are requf?Ld they are
not likely to be significant. However, if exogenous Itreatment of
service reclassifications is requlred, Mr. Gebhardt m#zntalns that
only competitive service price increases that are regyired to pass
the cross-subsidy test should result in an adjustment to the price
index -- not adjustments which are required to pass the imputation
test, because of the different leglslatlve purposes unqerlylng each
requlrement. The Company’s position is premised on the fact that
the purpose of the cross-subsidy test of Section 3 507 is to
protect noncompetitive ratepayers; whereas the purpose of the
imputation standard is to protect competitors. The Company also
accepts- special consideration of the outcome of the payphone
complalnt case (Dockdt 88-0412), whether as a known %%ange, if it
is decided before this case, or as an exogenous change, if it is
decided after this case.
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Second, Mr. Gebhardt testified that an adjustment for service
reclassifications should not be required unless rates going into
the plan produce revenues sufficient to meet the Company’s stated
revenue requirement. If the Company’s current revenues are less
than its traditionally determined revenue requirements, then
noncompetitive ratepayers are not bearing the burden of those
noneconomic costs at all -- shareholders are. He argued that,
under these circumstances, an additional downward adjustment to the
price index when a service 1is reclassified, and prices are
increased to cover the Company’s obligation under Section 13-507,
would provide financial benefits to noncompetitive ratepayers to
which they simply are not entitled.

COMMISSTION ANAIYSIS AND CONCILUSION

The Commission views the proposal for an exogenous change
factor as a recognition that a price regulation .formula .is in
essence, a gross simplification of a traditionally complex‘public
policy-making process. It cannot be expected that a formula will
always reflect changing circumstances and fairly balance competing
interests -with the  same effectiveness as can occur through
adjudicatory proceedings. However, it cannot be assumed that
including an exogenous .change factor in the price regulation
formula -is necessarily the best way to ensure that changing
circumstances are fairly reflected under an alternative form of
regulation.

The Staff proposal attempts to develop criteria for assessing
the unknown. It would certainly be convenient if future events
could be accounted for solely with reference to an identifiable and
readily quantified change in the Company’s cost structure. The
price regulation formula could then be simply updated without
litigation, as Staff posits. Unfortunately, our experience
suggests that such situations are likely to be extremely rare.
Even the examples which Staff identifies as qualifying for
exogenous treatment under its proposal do not appear to be readily
quantifiable and free of contention. Under the Staff proposal the
Company would, on an annual basis, identify exogenous cost changes
and propose adjustments to the price index. It is unlikely that
the Company would request changes to reflect exogenous cost
reductions with the same alacrity it would request reflection of
exogenocus cost increases. We agree with Dr. Selwyn that an
exogenous change feature as recommended by Staff, invites abuse.
However, we also believe that Illinois Bell’s "set it and forget
it" approach  to the price regulatlon formula is equally
unrealistic.

Ultimately, the Commission is responsible for ensuring that
the conditions set forth in Section 13-506.1 (b) continue to be
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satisfied under an alternative form of regulation. The precise
nature of events which may challenge the continued aﬁfropriateness
of particular parameters of the alternative regulation plan we are
adopting, cannot be:specified in advance. At best, the Commission
can address a few issues which are likely to arise in the future.

The COmmission=is persuaded that exogenous treatment of price
adjustments required by aggregate revenue tests associated with a
service .reclassification is warranted in order| to properly
implement the cross-subsidy protections under the Act., However, we
agree with Illinois Bell that price adjustments assocfiated with the
imputation requirements, which are intended to protect competitors,
do not imply a need for offsetting noncompetitive rate changes. We
note the Company’s commitment to accept full exogenous treatment
for the results of Dockets 88-0412 and 93-0044,

It is possible ;hat the Customer’s First Proposal (Docket 94-
0096), if adopted in some form, may require changes| to the price
regulation formula| or other substantive provisjions of the
alternative regulation plan. We will not attempt to speculate at
this time regarding what changes, if any, would be needed.

We are also unpersuaded that the public interest\requires that
we determine, at this time, an appropriate treatment flor the ending
of the depre01at10n reserve deficiency amortization ﬂn 1999. This
matter is an appropriate subject for discussion during the
proceedlng which evaluates the results of the 1n1t1a1 term of the
price regulation plan.

H. Basic Residence Service Rate Freeze i

1
H
\

Section 13-506. 1 (c) provides that an alternative regulatlon
plan must provide that, for the flrst three years that the plan is
in effect, basic re51dence service rates shall be nq higher than
those rates in effect 180 days prior to the filing jof the plan.
The statute defines basic residence service rates as the monthly
recurring charges for the carrier’s lowest priced primary residence
network access lines, along with any associated unthmed or flat
rate local usage charges. |

on July 27, 1993, the Commission directed thd parties to
address a number of issues in the rebuttal phﬁse of this
proceeding. Among the issues, the parties were asked to identify
the benefits and drawbacks of a Commission-approved| alternative
regulation plan which would freeze residential rate$ at current
levels until the year 2000.

IBT witness Gebhardt responded that he assuméd that the
residential rates to be frozen were basic residential rates as
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defined in Section 13~506. He stated that a freeze on basic
residential rates could be perceived by customers as a significant
benefit, because the Company otherwise might tend to increase basic
residence rates to the maximum allowed under the price cap index
formula. He maintained that the principal drawback of a rate
freeze proposal is that it would perpetuate the existing rate/cost
relatlonshlp inbalance for residential access and the pricing
disparities between residence and business rates for the duration
of the freeze. He said that, assuming that the price index alloweqd
rate increases, the Company would be required to forego revenues in
the amount of $144 million over the period of the plan. He then
stated that Illinois Bell would be willing to accept such a freeze
only in the context of a reasonable overall plan of pure price
regulation applicable to noncompetitive services.

Staff witness TerKeurst identified most of the same advantages
and disadvantages as Mr. Gebhardt delineated. She noted that to
the extent that basic residential rates may be below LRSICs, the
freeze could preserve an existing subsidy that may be broader than
needed to maintain universal service. If the regulatory plan also
includes a price cap index mechanism, other services might increase
more than they would if residential rates were not frozen.

COMMISSION ANALYSIS AND CONCLUSION

"#:.  The Company’s proposal provides that there will be no increase
“in tariffed rates for basic residential services for the first
three years of the plan. These include residence network access
lines for Access Areas A, B, and C; Band A residence usage service;
and flat rate residence usage service in those exchanges where
usage-sensitive service is not yet available. We conclude that
IBT's proposal complies with the requirement of Section 13-
“506.1(c}.

However, we believe that the three-year basic residential rate
freeze is a minimum provision mandated by law, which an alternative
regulation plan must contain in order to be considered and approved
by the Commission. We believe that we have the authority to extend
the term of the basic residential rate freeze if we conclude that
it is necessary in order to ensure that the conditions set forth in
Section 13-506.1 (b) are met.

We conclude that it is appropriate to extend the period during
which basic residential service rates will be frozen, to the full
five-year initial period of the alternative regulation plan that we
are adopting. A residential rate freeze will help to ensure that
telecommunications services will be available to all Illinois
citizens at a just, reasonable, and affordable rate, consistent
with the goals identified by the General Assembly in Section 13-103
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a), and will help; to ensure the achievement of the conditions
identified in Sections 13-506.1 (b) (1), (2), [(6), and (7).
Residential ratepayers at all income levels can bé assured that
basic telephone service will continue to be available to them at
today’s prlces for the next five years, regardless jof the results
of the price reguhatlon formula. We note the Company’s stated
intention to raise: residential access line rates to the maximum
pernitted under the.alternatlve regulation plan. By extending the
residential rate (freeze, the Commission thereby intends to
guarantee that adoption of prlce regulation cannot harm the
residential ratepayer. 1
1
The rate freeze will protect access to the teletemmunications
network and a base level of universal service for eveéry citizen of
Illinois during a peried in which the Commission must turn its
attention toward reexamining the appropriate scope| of universal
service, and must grapple with the complex social| and economic
issues associated with new technologies and emerging competitien.
By extending the rate freeze an additional two years, we believe we
also are enhanc1ngqthe opportunity for the General Assembly to
consider the issues mentioned above and to assess the,effectlveness
of the pelicies we have adopted in preparation for the sunset of
the Universal Telephone Service Protection Law of 1985 on July 1,
1999. |

With respect to the pricejcost disparity, we agree that it is
unfortunate that some disparity also will be frozen in place, but
we believe that the preservation of universal servicel represents a
matter of public interest which overrides rigid adherence to pure
cost-based pricing. | We believe that social sub515E issues are
likely to become increasingly and almost unav01dably ommon in the
future. Since this Commission has been quite aggressive in
ellmlnatlng cross—-suUbsidies and price/cost disparities where
feasible in the past, the extension of the rate freeze does not
pose as much difficulty in Illinois as it might pose in other
jurisdictions. , ;

I. Service Baskets

The price index [formula herein described would be applied to
the Company’s services which are grouped into categories or
"gervice baskets": (1) Residential Basket, con51st1mg of Band A
through Band D usage, including volume dlscounts, ltouch-tone,
Starline, multl—ring, custom calling, advanced custom balllng, and
non-recurring charges), (2) Business Basket, consisting of business
network access lines, Band A through Band D usage, including volume
discounts, touch—tone, network ISDN, custom callln‘ advanced
custom calling, ACBS, remote call forwarding, !WATS, and
non-recurring charges); (3) Carrier Basket, consisting of switched
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access, special access, cellular access and LIDB, and (4) Other
Services Basket, consisting of directory services, Chicago Name and
address, payphone, directory assistance, private line, and operator
services. E-911 service is excluded from the plan. Intrastate
toll service also is excluded, at least initially. Staff
recommends that the Company’s proposal with respect to service
baskets be adopted. DOD/FEA also agree with the Company’s
selection of service baskets.

LDDS witness Joseph P. Gillan testified that Illinois Bell’s
alternative regulation plan cannot be expected to result in just
and non-~discriminatory access rates because the plan accepts any
rate/cost imbalances in Bell’s existing rate schedule and allows
prices to drift farther from costs, constrained only by a
marginally adjusted rate of inflation. He contended that the
Company has both the incentive and the ability to shift rates
between services within the same service basket in order to
increase the price of services required by its competitors and to
decrease the price of services for which those competitors compete.
As an illustration, Mr. Gillan alleged that Illinois Bell could
reduce local transport rates to undercut its competitors, while
raising switching rates to recover the lost revenues. He opposes
the Company’s service basket proposal because, he contends, it
permits the Company too much pricing flexibility which could be
used to harm its competitors.

With respect to the issues raised by LDDS/ICPA, Mr. Gebhardt
testified that Mr. Gillan’s concerns are addressed to Illinois
Bell’s access charges and more specifically to its intrastate local
transport rates. The Company has filed restructured 1local
transport rates with the Commission which mirror rates approved by
the FCC. He further emphasized that Staff plans to request the
Commission to initiate a proceeding that would investigate these
rates. If any change in access rates is found to be appropriate by
the Commission at the conclusion of such an investigation, the
Company commits to using such altered rates as a basis for the
carrier price index set forth in the plan.

Mr. Gebhardt also responded to Mr. Gillan’s concern over
pricing flexibility. Mr. Gebhardt contended that the pricing
formula set forth in the plan allows the Company appropriate
flexibility for responding to competitive pressures within the
access basket of services, while at the same time setting a price
cap for that basket and for individual services. He asserted that
the Company would not use the flexibility afforded by the price
index plan in order to raise any intrastate carrier access rate
above the interstate level and that all Commission prescriptions of
carrier access rate levels would be observed, unless an appropriate
petition were filed and granted.
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Staff witness Rettle recommended that Illinois Bell be allowed
to offer temporary price promotions for individual rvices and to
offset those promotional rate decreases with 1ncre#sed rates for
other services w1th1n the same service basket However, she
recommends one safeguard for such temporary price promotlons for
services in the resldentlal basket. Staff is concerned that the
Company could increase basic service rates to offset a temporary
price promotion. ‘Therefore, she proposes that the Company be
prevented from increasing rates for residential network access
lines and Band A  usage 1in order to offset tepporary price
promotions for other residential services.

Staff does notLrecommend that this procedure b‘ followed for
other baskets since they do not include highly price~-inelastic
services like basic residential service. No party objected to
staff’s recommendation. i

Under the Company’s proposal, basic residential [service would
be excluded from the operation of the price index during the price
cap period. In other words, the Company would |not consider
revenues attributable to basic residential service when calculating
how much IBT would be permitted to increase or decreqse its prlces
at the beginning ofi each year as a result of the change in the
price index formula. \

Staff takes the position that all noncompetitive services,
including basic residential service, should be included in the
price index calculation because the costs of providing the services
are expected to change regardless of whether the pric s change. If
the price index decreases rather than increases in some years,
staff contends that the effect of excluding basic re51ﬂence service
would be to precludelrate reductions which properly should be made.
However, Statff recoghlzed that if the prlce index increases in any
of the first three| years, the price increase allowed for the
residential basket  could be obtained only fram non-basic
residential services. |

The Company objected to Staff’s recommendatiom that basic
residential service revenues be included in the detérmlnatlon of
allowable price changes during the first three years | of the plan.
Mr. Gebhardt testified that Staff’s proposal would be inconsistent
with the legislative purpose underlying the cﬂp on. basic
residential rates. He explained that, in the event rate increases
were allowed, Staff’s plan would permit the Company to|increase the
price of non-basic residential services in order te recoup the
revenues foregone as:a result of the rate cap on basic services.
He analyzed the relative effects of excluding or 1ncl¢d1ng capped

w
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services on allowed rate increases over the period of the plan and
concluded that Illinois Bell would be able to increase residential
rates by $38 million more if capped services were included.

The Company maintained that since network access constitutes
approximately 60% of the total residence basket, there also is an
issue regarding the feasibility of obtaining rate increases of an
offsetting magnitude from the remaining 40% of the included
services. Mr. Gebhardt recognized that Staff’s proposal alsc would
increase the magnitude of any reductions required by the price
index, which he believed was the motivating factor behind Staff’s
recommendation. However, he testified that it would not be the
Company’s intention to reduce rates for network access. The
Company does not believe that it would be realistic or appropriate
to reduce the relatively small number of non-capped residential
services by offsetting amounts based on the whole category of
residential revenues.

COMMISSION ANATAVSTS AND CONCLUSION

The Commission concludes that all of the Company’s revenues
should be included in the calculation of the price index, as Staff
recommends. The concerns raised by Mr. Gebhardt were primarily
based on the assumption that the price requlation formula would
yield Illinois Bell regular rate increases. Given our selection of
a total offset of 3.8%, and current GDPPI projections, this is
unlikely to be the case. Accordingly, Staff’s recommendation is
adopted.

The Commission is of the opinion that with respect to the
composition of the service baskets, the Company’s proposal is
reasonable. The Company’s longstanding practice of mirroring
FCC-approved access charges, its commitment not to raise any
intrastate carrier access rate above the interstate level, and its
legal obligation to comply with whatever decisions are rendered by
the Commission in other proceedings involving carrier access charge
rate levels and rate structures, largely address LDDS/ICPA’s
concerns regarding the need for additional baskets to embrace
access services.

However, with respect to pricing flexibility within the
baskets, Mr. Gillan has identified an issue which concerns the
Commission and which has not been addressed in great depth in the
record. Illinois Bell’s proposal would allow it to make annual
price adjustments to individual services in the baskets within a
band of plus or minus 5% of the price cap index. In other words,
if the index increased by 3%, the Company could raise the price of
a service in a particular basket by as much as 8%, provided
carresponding eguivalent adjustments in the opposite direction were

it
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made to prices of .other services in the basket. Thls 5% pricing
flex1b111ty feature creates the possibility that the Company could
raise prices on those services for which it faces imelastic demand
while decreasing prices for services for which it faces elastic
demand. We note 'that if the price of two services which are
equlvalently priced going into the plan, and the Company is able to
raise one price of! one service by the maximum 5% edch year, while
lowering the price of the other service by the maximum 5% each
year, at the end of five years the first service would be priced
more than 60% higher than the other service. ;

|
We believe that the Company should be allowed some reasonable
pricing flexlblllty to respond to the marketplace and gradually to
restructure rates that are not economically rational. However, the
Company should not interpret our endorsement of pn alternatlve
regulation plan as an abandonment of our long-standing commitment
to marginal cost*based prices, nor as an approval of Ramsey
pricing. The Commission wishes to make clear that hy approving an
alternative regulation plan, we will not [abdicate our
responsibility to scrutinize the pricing practices af the Company,
and we will suspend proposed prlce changes where warnanted, even if
the proposed pricel changes are in technical compliance with the
price regulation formula.

J. Cost-ofﬂServ1ce Issues .
j |

1. LRSIC Studies i

The Company, through the testimony of Rlchard\Hlllstrom and
William Palmer, présented the long run service incremental costs
{"LRSICs") develqped for both noncompetitive an competitive
services provided by Illinois Bell. The Company also presented Dr.
Richard Emmerson as its expert service cost witnes The LRSICs
were developed to serve as inputs for the Aggregat Revenue Test
which is required by Section 13-507 in order to ensure against the
cross-siubsidization of competitive services by noncompetltlve
services. | ﬁ

In developing :the LRSICs for IntraMSA Calling and Switched
Access Services, Illinois Bell utilized the Network Cost Analysis
Tool (“NCAT") model), 1In order to determine the incremental volume
sensitive usage costs, a 10 percent static demand ichange to the
usage records in the data base was applied. MCI witiness Dr. Nina
Cornell contends that the costs developed actually are long run
incremental costs ("LRICs") rather than ILRSICs, with the result
that the Company potentially has understated its| costs. Dr.
Cornell maintained that the NCAT model uses marglnhl costs as a
surrogate for total! demand in analyzing usage servife cost. She
said that determinipg the additional costs incurred by adding a
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certain quantity of output on top of an existing level of demand
results in LRICs rather than in LRSICs.

Staff witness Ms. Meena Thomas reviewed the methodology and
computations involived in the development of the LRSICs and found
them to be adequate to serve as inputs in the Aggregate Revenue
Test. Her evaluation of Illinois Bell’s LRSIC studies was based on
the LRSIC standards proposed by Staff in Docket 92-0211. Staff
contended that it is reasonable to use a 10 percent static demand
change, since the Company demonstrated that the costs per minute .
and per message remain the same whether a 10 percent demand change
or a 100 percent demand change is applied to a given number of
usage records. This is true because any percentage change in usage
demand results in a proportional change in total investments for
setup and duration, thereby resulting in the same volume-sensitive
unit costs. Furthermore, Ms. Thomas observed that costs developed
by NCAT are then multiplied by the total demand for the service in
question, consistent with Staff’s proposed cost of service rule in
Docket 92-0211. Therefore she disagreed with Dr. Cornell’s
characterization of NCAT as an LRIC rather than an LRSIC cost
analysis tool.

In its Reply Brief, AT&T agreed that Illinois Bell’s LRSIC
studies were appropriate, but only because the Company demonstrated
by its sensitivity test that the per unit cost remained static and
that the static unit cost then would apply to the total service
demand. :

Sprint witness Jamison argued that the LRSIC of a service
should reflect shared costs, including common overhead costs. The
Company identified shared costs which are incremental to two or
more services and assigned these costs to the individual services
within the group based on the ratio of the LRSIC of individual
service in the group to the total LRSIC of the group of services
sharing the cost.

IBT witness Palmer maintained that Mr. Jamison’s contentions
ignore Section 13-507, which requires the allocation of only common
overhead and residual costs to competitive services in the
aggregate and noncompetitive services in the aggregate. Staff and
the Company maintain that LRSIC, or the total incremental cost of
a service as defined by IBT witness Emmerson, includes the future
costs avoided (or added) by discontinuing (or offering) an entire
service, holding constant the production 1levels of all other
services produced by the firm. They explain that Mr. Jamison has
defined the total incremental costs as including all of the
service~specific fixed costs and volume-sensitive costs. Shared
costs, as defined by Mr. Jamison, reflect all costs incremental to
the set of services sharing the costs and are unaffected by a
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subset of these services. Staff and the Company maintain that,
based on Mr. Jamison’s own testimony, it would be inéon81stent with
his definition of total incremental cost of a service to include
costs that are sharied costs and that are not direct y attributable
to the service in questlon. ,
|
Staff and the Company further agree that Section 13-507
recognizes that LRSICs for a group of services would include costs
shared by that group of services. The apportionment of common
costs, such as common overhead costs, is to be ma&e between the
groups of competitlve and. non-competitive services in the
aggregate. Common expenses should not be included in the LRSIC of
any individual service. Thus, it would be consistent with Sectiaon
13-507 and the cost! principles contained in Staff’s! proposed rule
in Docket 92-0211 if shared costs are recovered from the group of
services sharing the costs, and common overhead costs: are recovered
in the aggregate from competitive and non-competltlve services.

COMMISSION ANATYSIS' AND CONCLUSION

The Commission'concludes that the Company’s LRSIC studies do,
in fact, compute the LRSIC of a service. Dr. Cornell’s contention
is not supported: by the preponderance of the evidence.
Furthermore, we conclude that the treatment of shated costs and
common overhead expenses in the Company’s LRSIC stqdles complles
with Section 13-507 and with Staff’s proposed rule, and is
supported by the record.

2. Imputation Tests

Pursuant to Section 13-505.1 imputation tests ar# reguired for
certain services of 'telecommunications carriers that|prov1de both
competitive and nonbompetltlve services. Basicall imputation
tests are safequards jagainst anti-competitive pricing, These tests
are intended to detetrmine whether the rates that a cakrler charges
a competlng carrier for certain noncompetitive service elements are
dlscrlmlnatory They are used to analyze whether coé%etltors of a
carrier, who are also customers of that carrie
prevented from prov1d1ng services at competitive rates.

are being

Section 13-505.1 provides guidance as to which parriers need
to perform imputation tests and how such tests are to be performed.
In accordance with Section 13-505.1, IBT performed imputation tests
for the following services: (1) Usage Sensitive Services ("USS");
(2) Message Toll Service ("MTS"); (3) non-payphone Operator
Service; (4) 800 service; (5) WATS; (6) Centrex; and|(7) payphone

interexchange callind services. |
! |
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3. Scope of Service for Imputation Tests

After reviewing the imputation tests IBT conducted, sStaff
witness Ms. Elizabeth Wisniewski maintained that the Company needed
to conduct additional imputation tests in order to achieve the goal
of safeguarding against anti-competitive pricing. She asserted
that attempting to define what constitutes a service by examining
a carrier’s rates, service functionalities, or service titles alone
may not achieve the fundamental goal of imputation. She said that
these considerations can provide meaningful guidance, but that the
determination of the level of disaggregation for imputation tests
(i.e., what services or elements of services should be subject to
imputation) should mainly be driven by the goal of guarding against
anti-competitive behavior. 1In other words, evaluating whether a
competing carrier possibly was being prevented from providing
services at competitive rates due to the rates it is charged by IBT
for essential, noncompetitive inputs to the competing carrier’s
service. Under this analysis, the determination of what
constitutes a service must be made on a case-by-case basis. Any
determination, however, must be consistent with the definition of
telecommunication services contained in the Act. 1In particular,
She recommended that IBT be required to conduct separate imputation
tests for its Additional Aggregated Discount Plan and Growth
Incentive Discount Plan (collectively "AAD/GID"), contained in Part
2 Section 19 of IBT’s tariff, as well as separate tests for its
dedicated and nondedicated 800 service offerings.

IBT witness Panfil conceded that, although the Company and
Staff are not in complete agreement as to how to define the term
"service," the determination of the scope of a service for purposes
of imputation can be made only on a case-by-case bagis. Mr. Panfil
disagreed with Staff’s contention that separate imputation tests
should be conducted for AAD/GID and dedicated and non-dedicated
800 services. Sprint witness Jamison contended that imputation
should be reguired at the service level where "service" is defined
as any option that a customer can obtain separately.

a. 800 services

Ms. Wisniewski arqued that functional differences exist
between dedicated and non-dedicated 800 offerings and that a
possible difference exists between the level of competition for
these two offerings. Accordingly, she contended that separate
imputation tests for dedicated and non-dedicated 800 offerings
should be provided.

IBT witness Panfil testified that the distinctions between
dedicated and non-dedicated 800 offerings are inconseguential as
far as imputation is concerned. He pointed out that while some

-7 3=



92-0448/93-0239 Consol.
H. E. Proposed Order

differences exist| between these two offerings, both provide
functionally equivalent service to the end user and both compete
for the same general body of customers. In addition, both are
offered by all major competitors. He further observed that when
the Company presented imputation tests to the Comm1#51on in Docket
83-0142, the Company treated 800 service as a single service.
Both MCI and AT&T were parties to the Stipulation and Agreement
which set forth the! imputation test provided by the ¢ompany in that
docket and neitheri objected at that time. He further testified
that, in his view, nothlng' was added to subseq¢ent statutory
language and no change in circumstance has occurréed which would
require the Company to change its 800 service imputation testing
methodology. Finally Mr. Panfil stated that, in any event, the
Company passes an iimputation test for 800 serviceg whether that
service is viewed on a disaggregated basis (for dedicated and
non-dedicated offeﬁings) or on an aggregated basis.

With regard ta IBT’s 800 service offerings, Ms. Wisniewski
stated that the stipulation in Docket 83-0412 pﬂbv1des useful
guidance regarding imputation, but by no means sets forth a
definitive rule for how imputation must be conductdd pursuant to
the imputation requirements of the Act which were codlified in 1992.
LDDS witness Gillanl agreed with Ms. Wisniewski’s cdnclusion that
separate tests must be conducted for dedicated and 'non-dedicated
800 service offerlngs. '

AT&T takes the . p051tlon in its Initial Brief that the Company
should be requlred‘to perform separate imputation tests for its
dedicated and non-dedicated 800 service offerlngs. AT&T contends
that disaggregation iof Illincis Bell’s 800 service imputation test
to this level provides a safeguard against anti-competitive pricing
because the levels lof competition affecting these two offerings
could be different. : !

COMMISSICON ANALYSISTAND CONCT.USTON !
|

The Commission :is persuaded that it would be approprlate to
reguire that separatie imputation tests be performed for dedicated
and non-dedicated 800 services. Staff has identified a relevant
difference between aidedicated and non-dedicated servgge that could
result in different! sets of customers desiring thdse different
services. The lower-priced dedicated 800 service| may attract
larger customers, while the higher-priced non-dedicatdd service may
attract smaller customers. We agree with Staff that| the possible
difference in the 1level of competition for these| two markets
warrants separate imputation tests for these offerin?s.



92-0448/93-0239 Consol.
H. E. Proposed Order

b. AAD/GID

An issue also arose with respect to the Company’s large user
discount offering. The Company began extending a large user
discount after the close of the test year in this case. The
Company applies this discount to the largest users of its usage
sensitive service. The interexchange carriers in this docket (MCI,
LDDS/ICPA, and AT&T) as well as Staff all contend that the Company
should perform a separate imputation test for its large user
discount schedule. MCI in its Initial Brief cites the testimony of
Company witnesses in the large user discount complaint case, Docket
93-0044, contending that the Company fails an imputation test for
a large user discount and that the large user discount constitutes
a predatory pricing scheme. :

Sprint witness Jamison made a recommendation with respect to
the 1large user discount schedule that also encompassed the
Company’s usade-sensitive service business and residence customers.
First, he recommended that the Company’s USS/MTS imputation
analysis be broken down into one for business customers and another
for residence customers. In addition, he recommended that the
Company perform a separate imputation test for its large user
discount schedule, He contended that such separate tests are
necessary to ensure that smaller customers are not covering costs
that should be covered by larger customers.

LDDS/ICPA argue in their Initial Brief that the Company’s
discount schedule constitutes evidence of anti-~competitive conduct
on the part of the Company and monopoly manipulation of an
essential access service.

Staff contends that the issue of the discount schedule must be
addressed in the current docket rather than in Docket 93-0044.
Sstaff witness Wisniewski testified that the Commission must address
the issue in this docket in order to ensure that imputation
requirements of the Act are complied with prior to the
implementation of an alternative regulation plan. Staff further
argued that the Company should be required to perform a separate
imputation analysis for the discount schedule because of the risk
that the Company otherwise could engage in anti-competitive
behavior with respect to this offering.

Mr. Panfil disagreed that imputation tests need to be
conducted for AAD/GID. He noted that the issue of imputation for
AAD/GID is the subject of litigation in Docket 93-0044; and,
therefore, it is inappropriate to include the effects of these
discount schedules as a "known change" in this docket.
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Mr. Panfil pointed out that the Company’s large user discount
schedule was added to 1Illinois - Bell’s tariffs after the
commencement of this docket and the end of the test year. He
testified that, given the uncertalnty surrounding the outcome of
Docket 93-0044, it would be inappropriate to include the effects of
the discount schedule in the Company’s imputation amalyses in the
instant docket. He stated, however, that the Company‘approprlately
would include the discount schedule in any future imputation test
based on the outcome of Docket 93-0044. In its Initjal Brief, the
Company reguests that the Commission take administrative notice of
the fact that extensive testimony has been filed in %ﬁcket 93-0044
and that hearings t@ok place on January 25-26, 1994.

The Commission concludes that it is unnecessarﬁ to rule upon
imputation issues associated with AAD/GID in this |docket. The
Commission takes admlnlstratlve notice of the fact tﬁat the matter
is being fully litigated in Docket 93-0044, and that LDDS/MCI,
AT&T, Staff and IBTi have submitted testimony in that proceeding.
Furthermore, we expect to issue a decision in that dog¢ket in a time
frame reasonably proximate to our Qrder in this procgeding. If we
determine that the large user discount schedule shodld be subject
to a separate imputation test, we will require the Company to make
any necessary rate| changes s¢ that the Company |can pass an
imputation test at .any level of disaggregation weldlrect. In
addition, we will require the Company to treat sudh changes as
exogenous changes to be used as a starting p01nt for the
appropriate price 1nd1ces found in the plan. i

c. Local Calling Area offerlng

\

Staff witness Wisniewski argued that 1IBT’s | Local [Area
Offering (also known as local calllng area (“LCA“) offering)
relating to business usage, described in Part 2, ‘fction 19 of
IBT’s tariff, requires an imputation test pursuant t¢ Section 13-
505.1. IBT did not include this offering in its USS or MTS
imputation tests. Adcording to Staff, such flat rate Ealllng plans
exist throughout Illinois, and the Commission needs tb ensure that
they pass 1mputat10n tests since they are interexchange switched
services.

IBT witness Panfil argued that requiring an imputation test
for LCA is too literal an 1nterpretatlon of the Act. e noted that
these offerings have been in existence for decades andlclalmed that
an economically sound imputation test cannot be performed on the
interexchange portion of a flat rate service since ng causal link
can be established between any portion of the revenues and the
interexchange portion of flat rate calls. In a;; event, he
asserted that flat rate interexchange or LCA calls are de minimis,
representing less than 0.05 percent of IBT’s interexchange USS
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calls. He further testified that other LECs have a far larger
stake in whether such a flat rate calling plan is subject to
imputation, and that, therefore, the issue of whether such a
calling plan is subject to imputation ultimately should be decided
in a docket where other LECs have a full opportunity to
participate. He stated that the Company naturally would abide by
any decision reached in such a docket.

In its Reply Brief Staff argues that two of the three other
LECs (Centel and GTE) that are subject to imputation reguirements
are currently involved in rate cases (Docket 93-0252 and 93-0310)
and Staff is currently addressing this issue for both of these
companies. Staff states that it does not intend to discontinue its.
analysis of the LCA issue in any of these cases to open a generic
docket.

COMMISSION ANALYSTIS AND CONCIUSION

Our review of the record discloses no discussion of the LCA
issue in either Docket 93-0252 or 93-0310. We conclude that
although Starff essentially is correct that there does not appear to
be a materiality exception in the statute’s imputation
requirements, +this appears to be an issue with potentially
disruptive impacts on other LECs for whom this type of service is
far more significant. We conclude, therefore, that we will adopt
the Company’s suggestion that we initiate a generic docket that
will explore the issue on a statewide basis. Such a docket will
afford all potentially affected LECs an opportunity to participate
and will ensure that the Commission has a full record upon which to
base a decision that takes into account these offerings.

d. Pick=-a=-Point Service

Staff witness Wisniewski asserted that IBT‘’s Pick-a-Point
Service also requires a separate imputation test, since it provides
customers an optional rate plan that differs from either MTS or
Uss.

Mr. Panfil responded that the Company’s Pick-a-Point rate plan
is optional for MTS customers, giving these customers a 30%
discount from tariffed MTS rates on selected exchanges no more than
28 miles from their homes. Pick-a-Point is a noncompétitive plan
that has been offered to customers since 1980. It was treated as
part of the Company’s MTS imputation test in Docket 83-0142. Mr.
Panfil observed that no party objected at that time to the
Company’s treatment of its Pick-a-Point plan.

In response, Ms. Wisniewski again asserted - that the
stipulation provided guidance regarding imputation, but noted that
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the Commission cannot be hamstrung by an agreement that was reached
long before the enactment of the imputation requirements embodied
in the Act. Moreover, she stressed that IBT has not |adhered to the
strictures of the stipulation, as evidenced by ithe Company’s
incorporation of advertising, marketing and billindg costs in its-
imputation analyses. The Act, furthermore, did ne¢t grandfather
existing services. |

The Commission concludes that the Company’st Pick-A-Point
service should be isubject to a separate imputation test. The
Company places too much emphasis on a stipulation entered into
years before 1mputatlon became a statutory requlremeht. It is far
more important to enforce the Act’s requlrements by defining
services for purposes of imputation in a cons1steﬂt and logical
manner, than to honor a stipulation which can only reflect the
market situation and various party‘s expectations aﬁ that time.

IBT has stated 1its desire to reclassify or discontinue
offering LCA and Pick-a-Point if the Commission determines that
imputation is required for these offerings. Staff fotes that any
difficulty IBT may have in performing imputation for these
offerings may be addressed through the use of proxy idata and that
discontinuance of these offerings may not be necel sary. The
Commission encourages the Company to fully explore this option.

|

4. 1 Local Transport Termination gat?s

Witnesses for MCI, Sprint, and LDDS/ICPA criticifted the way in
which the Company'had imputed “local transport termination™ charges
to itself in its imputation test for USS, MTS, WATS, and 800. MCI
witness Dr. Cornell stated that, unless Illln01s Bell‘routes a call
through a tandem, the Company imputes only one 1o¢al transport
termination charge to itself. She testified that 1llincis Bell
should be required in all instances to impute to| itself bhoth
originating and-termﬂnatlon usage-sensitive transport.kate elements
for each interexchange call. She further maintaihed that the
Company should be required to impute to itself a mlleyge-sen51t1ve
component to each end of the call as well, at least for calls going
between two wire centers.

\

MCI witness Deqnis Ricca, on rebuttal, ‘also addressed the
local transport termination charge issue. He testified that
Illinois Bell had failed adequately to impute the! charges for
interconnection of transport facilities with a switch, thereby
improperly imputing to itself only one rather two 10%?1 transport
termination charges. Sprint witness Jamison agreed with MCI’s
position, as did LDDS/ICPA witness Gillan.

i
I
i
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Staff disagreed with MCI, Sprint and LDDS/ICPA.  Ms.
Wisniewski advanced the position that the imputation of one local
transport termination charge properly reflects Illinois Bell’s own
network routing arrangements and, therefore, is consistent with the
language in Section 13-505.1 which permits the Company to perform
an imputation test based on its own network routing.

IBT witness Panfil defended the imputation of one 1local
transport termination charge for direct trunk calls under the
Company’s usage services imputation tests. He responded to Mr.
Ricca’s argument that the Company had not imputed charges
adequately for interconnection  of transport facilities with a
switch. He noted that such a charge is included in a separate
local switching rate element which the Company imputes twice for a
direct trunk call. He further maintained that for a direct trunk
call, the Company imputes only one local transport termination
charge because no intervening tandem office is involved for such
calls. By contrast, routing arrangements for interexchange
carriers require two separate local transport termination charges
because one such charge is needed in order to have a call
transported between Illinois Bell’s originating central office and
the interexchange carrier’s intervening point of presence, and
another such charge is reguired in order for the call to be
transported back from the interexchange carrier’s point of
presence for completion over IBT’s network. Accordingly, he
testified that, while interexchange carriers pay two local
transport termination charges for such a call, the Company
appropriately imputes only one such charge to itself for a direct
trunk call. He stated that the Company does impute two local
transport termination charges to itself for a non-direct trunk call
routed through a tandem switch.

With respect to the local transport termination charge issue,
the Commission observes that a direct trunk call over the IBT
network involves only an originating central office and a
terminating central office. By contrast, a call using an
interexchange carrier involves the transport of a call from an IBT
originating central office to the interexchange carrier’s
intervening point-of-presence and then the transport of the call
back again to the IBT terminating central office.

The Commission concludes that this fundamental difference in
network design 1is reflected ©properly by Illinois Bell.
Accordingly, the Company properly imputes only one local transport
termination charge to itself for a call routed on a direct trunk
(reflecting the origination of a call in one central office and the
termination of that call in another central office) even though
interexchange carriers properly pay two local transport termination
charges (reflecting the origination of a call in a central office
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and its termination at the interexchange carrier’s
peint-of~-presence, | and the origination of a call at that
point-of-presence and its termination at an IBT central office).
The Company’s 1mputatlon methodology conforms Ewith Section

13-505.1, which permlts imputation based on the LEC”s "own routing
arrangements." Y

5. ¢ Economies of Vertical Integratjon
i l
In performing its imputation tests, the Company reduced
imputed costs to reflect economies it experiences| in providing
usage services itself and in avoiding the billing of switched
access customers. Both Mr. Jamison and Dr. Cornell; objected that
Iliinois Bell controls the billing costs which it 1ncprs in serv1ng
its competitors and therefore has an incentive| to maximize
resulting "economies" which it can recognize in iks imputation
studies. In addition, Mr. Jamison testified that it|is not proper
for Illinois Bell’s imputed price floor to reflect\economles of
vertical integration where these are economies that competitors
actually cannot achieve through vertical integration. Moreover,
Dr. Cornell criticized the fact that when Illinois Bell recognized
an economy of vertical integration for billing, it used what
Illinois Bell contended were the lower costs of bllllhg end users.
She contended that the proper cost to use is that for billing
interexchange carriers and that these costs should be lower than
those incurred to bill end users.

AT&T and LDDS/ICPA also object to the Company’s rbcognltlon of
economies of vertical integration. LDDS/ICPA take | the position
that by recognizing isuch economies, the Company is imputing less
than the "premium rates" requlred under Section 13-505.
Similarly, AT&T contends that Section 13-505.1 does not include any
language which wouldipermit something other than the iarlffed rate
to be substituted ifor the Company‘’s incremental | cost in an
imputation test. !

Ms. Wisniewski also disagreed with the Company’s recognition
of economies of vertical integration. She asserted that while the
Company’s economic efficiency argument is appropriate for theoreti-
cal debate, the Company failed to demonstrate how IBT‘s adjustment
comports with the Act and its legislative directives.

Dr. Emmerson testified on behalf of the Company that if an LEC
has economies of vertical integration and, for example,; incurs more
costs when providing! access to interexchange carriexs than when
providing usage directly to end users, then such economies should
be recognized in any proper imputation test. Fellow witness Panfil
also testified in <gupport of recognizing such economies and
responded to the codntention that the Company woyld have an
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incentive to create an artifically high cost if it were permitted
to recognize these economies. He contended that no evidence exists
that the Company has done so, and further observed that Mr. Jamison
himself admitted that the Company continually is cutting costs in
anticipation of competition.

Mr. Panfil also responded to Mr. Jamison’s criticism that the
Company should not be permitted to recognize vertical economies
that competitors cannot achieve. Mr. Panfil testified that
Illinois Bell should not be handicapped by its competitors’
inefficiencies. He also responded to Dr. Cornell’s contention that
the Company’s billing costs for interexchange carriers are higher
than for billing end users, noting that interexchange carrier bilils
are far more complicated than end user bills.

In its Initial Brief, the Company contends that its
recognition of economies of vertical integration is consistent with
Section 13-505.1, specifically subparagraph (3) which permits the
Company to recognize ‘"“other identifiable 1long run service
incremental costs associated with the provision" of a service. The
Company contends that costs saved in providing this service
directly to end users fall within the category of "other
identifiable" costs which should be reflected in an imputation
study. :

Section 13-505.1 provides, in pertinent part:

The imputed costs of a service for purposes of this test shall
be defined as the sum of:

1) specifically tariffed premium rates for the noncompetitive
service elements, or their functional equivalent, that are
utilized to provide the service;

2) the long-~run service incremental costs of facilities and
functionalities that are utilized but not specifically
tariffed; and

3) any other identifiable, long-run service incremental costs
associated with the provision of the service.

The Commission is persuaded that it would be inappropriate to
pernit the Company to subtract avoided billing costs from imputed
switched access costs on the basis of economies of vertical
integration. We note that the statute refers to the sum of the
three cost categories. While it is possible to add@ a negative
number (reflecting cost savings rather than costs), we believe that
the better view is that the "other LRSIC" category is intended to
protect competitors by ensuring that the total calculation of
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imputed costs is fully inclusive of costs; it is ﬁot intended to
serve as a miscellaneous offset to tariffed premlum rates and
facilities LRSICs., ;

6. Period of Cost Studies

Consistent with fellow Staff witness Thomas’ recommendation
that IBT‘s cost studies should reflect end-of-test year demand
guantities, Ms. WlSnlewskl requested that the COmpany s imputation
tests reflect the same data. IBT provided end-of-test year data,
and Ms. Wisniewski| concluded that the revisions d&id not have a
substantive effect jon the imputation tests. Staff maintains that
the Commission should require IBT to conduct future imputation
analyses using end+of-test year data. Staff argqed that it is
more appropriate to use end-of-test year guantities in the
Aggregate Revenue Iest because the period for whl%? the test is
performed is a historical test year and the more a¢curate end of
test year demand quantities are available. |
|

IBT witness Palmer stated that using end-of—yéar guantities
does not signifidantly impact the outcome ofl the test,
Nonetheless, he pointed out that use of mid-year quantltles is
consistent w1th the Company’s cost study methods and provides the
most appropriate estimate of quantities and costs durlng a test
year.

With respect to the issue of whether the Company should have
used end-of-test year or mid-test year quantities 1n\1ts Aggregate
Revenue Test, it is uncontroverted that no matter wh;ch guantities
are used, the Company passes the Aggregate Revenue Tgst. However,
since it is the Staff which will have primary responsibility for
reviewing the results of the studies, it is important that the
Company provide data in the format which Staff prefbrs. Staff’s
recommendation is adopted.

7. Impact of imputation study deficiencies

IBT witness Panfil asserted that the Commissién’s ultimate
decision as to how imputation tests are to be performed should not
be an obstacle to | the approval of the Company’s alternative
regulation plan, since any revisions to imputation tésts could be
done pursuant to thHe Commission’s final order in fthis docket.
Staff agreed that imputation concerns can be addrdssed without
affecting the timing of the implementation of its alternative
regulation plan should the Commission approve the plaﬁ MCI & AT&T
believe that it would be unacceptable to implement am alternative
regulation plan prior to satlsfylng various 1mputation concerns.
Satisfactory passing of the imputation cost test 1s¥part of the
determination of whether Illinois Bell’s rates are just and
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reasonable at the ocutset of the plan and whether access customers
would be disadvantaged by the plan. According to AT&T,
implementation of the plan must be conditioned on appropriate rate
levels at the start of the plan and on services being priced to
satisfy imputation cost tests.

The Commission finds that the imputation issues identified in
this proceeding reflect technical differences of opinion among
expert witnesses, and do not raise fundamental guestions as to
whether Illinois Bell’s rates under an alternative regulation plan
would be Jjust and reasonable. We will require the Company to
revise its tariffs in accordance with our determinations on these
issues and present a modified aggregate revenue test and imputation
studies which demonstrate compliance with the statutory
requirements when initiating the alternative regulatory plan.

8. Aggreqate Revenue Test

) The Company conducted an Aggregate Revenue Test, as required
by Section 13-507, in order to ensure against the cross-
subsidization of competitive services by non-competitive services.
Section 13-507 requires that competitive services in the aggregate,
or as a group, must generate revenues which cover their total
LRSICs, imputed costs and their allocated common overhead expenses,
and residual revenue requirement. The Company contends that its
competitive services pass the Aggregate Revenue Test and that such
services, therefore, are not subsidized by its noncompetitive
services.

MCI witness Dr. Cornell argued that the Company’s Aggregate
Revenue Test was deficient because it failed to allocate its
residual costs based on the Company’s revenue reguirement, as
opposed to the lower, actual level of the Company’s revenues. She
maintains that this is a fatal flaw because the Company’s
allocation of noneconomic costs in the aggregate revenue test falls
short by $300 million.

The Company responded to Dr. Cornell’s contention that the
Aggregate Revenue Test should allocate common overhead and residual
costs based on a revenue requirement. Mr. Panfil contended that
Dr. Cornell has based her recommendation on a totally erroneous
assumption: that the Company has proposed price changes in order
to eliminate any revenue requirement shortfall. He argqued that
this is not the case, but that if the Company does recover higher
levels of residual costs in the future by generating a higher level
of revenues, that such a higher level of recovery will be reflected
in annual Aggregate Revenue Test updates to be filed with the
Commission. The Company argues that the Commission should not
require it to allocate shortfalls that it does not recover or
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revenues that it does not receive. The whole purpose of the

Aggregate Revenue Test is to ensure that noncompeti%ive ratepayers

do not bear a disproportionate burden of the Company’s noneconomic

costs. To the extent those costs are not being| incurred, the

Company argues that no apportionment needs to be mhde to protect
ratepayers. ‘ f

Staff witness ‘Rettle concluded that the Compahy’s Aggregate
Revenue Test appropriately allocates the difference between LRSICs
and current revenues (as opposed to the difference between LRSICs
and a higher revenue requirement), because the test| was performed
in the context of the Company’s proposal for an altermative form of
regulation, and IBT, is not seeking any rate increas?.

The Commission| agrees with the Company and Staff that, in the
context of an alternative regulatory plan, an Aallocation of
noneconomic costs (formerly known as common overheadb and residual
revenue reguirement) under Section 13-507 should be based upon the
difference between the Company’s revenues (and not its revenue
requirement) and the Company’s LRSICs. MCI’s propogal would have
the unwarranted effect of putting upward pressure an competitive
service prices, thereby disadvantaging the Company’s customers. In
addition, the Company has committed to reflecting En its annual
Aggregate Revenue Test updates any additional revehues which it
receives. |
l

a. | Touch-tohe ?

Staff witness Thomas reviewed the Aggregate Revenue Test and
agreed with the methodology that the Company sed. Staff
identified some computational errors in IBT’s direct case which
subsequently were icorrected by the Company in |its rebuttal
testimony. Subsequently, Staff again reviewed IBT’s Aggregate
Revenue Test. Upon her second review of the test, ' however, Ms.
Thomas argued that the Company has reflected a 'reduction in
revenues erroneously, based on the Company’s proposaﬂ‘to eliminate
touch-tone service revenues over the first three year? of its plan.
She argued that reflecting this reduction in 'revenues is
inappropriate becauge the Company has presented its|cost data in
the context of an historical test year and because the Commission
has not yet approved the elimination of touch-tone’ rates. She
maintained that, s{ince Mr. Palmer‘’s Aggregate evenue Test
consisted of demand huantities and rates that existed in the test
year, September 1991 to August 1992, his test must ihclude touch-
tone revenues which existed during that time frame 4
Company continues toicollect. If and when the Commis$ion approves
the elimination of touch-tone rates, Staff agreed that the Company
should exclude that service from the test revenues g; that time.
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IBT witness Palmer said that he excluded revenues for touch-
tone services from the Aggregate Revenue Test because IBT will .
phase out touch-tone charges in the first three years of the
alternative regulatory plan, consistent with Staff witness Roth’s
rate design proposal. Mr. Palmer pointed out that no one has
opposed the Company’s proposal to eliminate all such revenues
during the first three years of the plan.

The Commission’s decision to implement a revenue reduction
through elimination of the tariffed charge for touch tone service
moots this issue. Accordingly, the Company need not revise its
Aggregate Revenue Test to reflect Staff’s concern.

b. Semi-Public Payphone Revenues

Staff witnesses Thomas and Wisniewski recommended that the
Company be required to modify the payphone revenues included in its
Aggregate Revenue Test to reflect only rotary payphone revenues for
semi-public sets as opposed to higher touch-tone revenues.

Sstaff maintains that the Company incorrectly derived revenues
by using touch-tone payphone rates in order to develop revenues for
payphones that are currently rotary. This results in increasing
the payphone imputation test margin by approximately $1,000,000.

With respect to semi-public payphone touch-tone revenues, IBT
witness Palmer argued that the Company’s use of such revenues
comports with Staff’s proposed elimination of semi-public rotary
sets in Docket 92-0275 (the Rulemaking concerning payphone
service). He testified that the Company uses forward-looking
revenues which reflect proposals that would impact revenues
realized over the course of the alternative regulation plan.

In response, Staff asserts that the use of forward-looking
revenues lacks any foundation in the Act or in Commission rules.
Staff says that acceptance of this approach would allow the Company
to manipulate its revenues freely based upon purely speculative
future Company actions.

We conclude that it is inappropriate to include touch-tone
revenues on the basis of the Staff proposal in Docket 92-0275. We
note that the First Notice Order has not been issued in that
proceeding. Any adjustment to the Aggregate Revenue Test to
reflect a mere proposal in a pending rulemaking is premature and
speculative. The Company should confine its imputation and
Aggregate Revenue Tests to a reflection of existing Commission
policies at the time such studies are conducted.
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9, De eciatibn And Cost Of Equity In Cost of Service Studies

Illinois Bell w1tness William Palmer proposed ﬁhat on January
1, 1995, and on the first of each yvear thereafter,lIlllnols Bell
would file updated values for its cost of capital and depreciation
rates for use in its LRSIC studies. Staff witness Peggy Rettle
responded that Illinois Bell has not specified the methods it would
use to estimate capital costs and depreciation rates. In her
opinion, allowing the Company to establish its own depreciation
rates without Commission approval would lead to inappropriate LRSIC
study results. She\p01nted out that according to the proposed cost
of service rules (Docket 92-0211) ; Proposed Part 791 Section 80 (a)
and (b)), the Commission must "make a finding of or adopt a
methodology for determining" the "projected life of plant at age
zero" and the “carrier’s cost of equity" in a prooeedlng under
Section 13-506.1. S$he said that, if the Commission 'were to adopt
the Company’s proposal, the methods for estimating the cost of debt
and equity and setting depreciation rates must be ;etermined in

1
i

this proceeding.

Ms. Rettle proposed that for purposes of LRSIC studles and the
Aggregate Revenue Test, the company be required toluse whatever
cost of equlty and deprec1atlon rate determinants atre adopted by
the Commission in this proceeding. She argued that no compelling
evidence had been; presented that the cost of, equity and
depreciation rates both be updated each year. Ms. Retftle supported
Ms. TerKeurst’s recommendation that if the 30 year &reasury bond
yleld rises 250 basis pOlntS above its yield at the time the
Commission enters itis order in this proceeding and stays at that
level for at least three consecutive months, then a review of the
cost of equity should be conducted. Ms. Rettle stated that the
company would continue to be free to file for deprec1atlon rate
represcription at any time. }

The Company responded that consistent with the rule, it had in
this proceeding proposed a method for determining cdst of equity
and depreciation for use in future LRSIC studies. |IBT proposes
that it be permltted to use a forward-looking coét of equlty
determined through use of a DCF and CAPM methodology @s it used in
this proceeding. «

COMMISSION CONCLUSION

Consistent with the Commission’s decision to| permit the
Company to set its owh depreciation rates, we approve [the proposal
that it use remaining life depreciation rates using e projected
life of plant at agel zero. The Commission will clogely monitor
IBT’s formulation and application of depreciation rates. If the
Commission observes that IBT has abused the flex1b111ty that is
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afforded to them in this plan, the Commission will reevaluate the
appropriateness of the alternative regulation plan adopted in this
docket. ‘

However, the Commission concludes that the Company’s proposal
regarding cost of equity determinations for the purpose of LRSIC
studies is too ill-defined. IBT'’s proposal seems to be based upon.
the assumption that cost of capital issues can be decided in an
objective fashion without any controversy. As can be seen in the
rate of return portion of this order, this is not the case.
Applying the DCF and CAPM methodology regquires the subjective
analysis of experts. IBT’s position would necessitate extensive
litigation over the issue of cost of equity any time that new
studies are prepared. On the other hand, the Commission is of the
opinion that sStaff’s proposal is more reasonable in that the point
at which a review is necessitated can be determined objectively.

K. IntraMSA Presubscription

MCI sponsored the testimony of Mr. Dennis Ricca, who maintains
that, because Illinois Bell strips off and carries all 0+, 1+ ten-
digit and seven-digit dialed intraMSA calls, the people of Illinois
have been denied the benefits of competition for a large percentage
of their intrastate calls. He opines that IBT’s application did
nothing to open its protected monopoly intraMSA market to effective
competition and that, until effective competition is allowed, the
Company’s plan is unacceptable. He presented an implementation
plan for intraMSA equal access according to which customers are
provided an opportunity to presubscribe to an interexchange carrier
for their interMSA toll traffic and are allowed to eliminate the
need for complicated access codes. This witness contended that the
dialing parity implemented through his plan is necessary in order
to ensure effective competition. He asserted that intraMsSa
presubscription is technically feasible, economical, consistent
with the Act, and in the public interest.

LDDS/ICPA witness Gillan alsc testified in support of intraMSA
presubscription and asserted that increased competition for
interexchange services could improve Illinois Bell’s productivity
and consumer responsiveness. He also stated that smaller business
subscribers and residential customers could be expected to benefit
most from intralATA dialing pattern reform because MTS-type
products are designed to appeal particularly to these markets, yet
they are most dependent upon 1+ dialing and switched access to be
successful. This witness advocated a "2-PIC" option in which a
customer designates two primary interexchange carriers which then
receive the customer’s 1+ inter-and intraMSA traffic respectively.
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AT&T also supports intraMSA presubscription 4n its Initial
Brief. However, AT&T contends that if presubscription is not
ordered in this docket, the Commission should requlte the Company
to comply with 1ntraMSA presubscription if ordered in some future
docket, even if changes to the Company’s alternative regulation
plan would become necessary as a result.

on behalf of Staff, Ms. TerKeurst took the position that while
presubscription would increase competition, it is not a
prerequisite to alternative regulation. She testified that
intraMSA presubscription deserves the Commission’s serious
consideration in another docket. }
|
On behalf of Illinois Bell, Mr. Gebhardt responded to Mr.
Ricca‘’s presubscription proposal. He testified that he did not
believe that the benefits of Illinois Bell’s alternaeive regulation
plan should be held hostage to intraMSA presubscription, and that
the Commission has  a number of appropriate forums\aVallable to
consider these issues.

The Commission agrees that there is persuaiive evidence
indicating that intraMSA presubscription could enhanae competition
considerably in certain telecommunications marketk. However,
Section 13-506.1 does not condition the approval of an alternative
regulation plan on the establishment of intraMSA prqsubscriptlon.
The decision in this| proceeding is not intended to determlne every
aspect of the telecommunications regulatory framework in Illinois.
IntraMsa presubscrlptlon is a complex issue, involving numerous
interrelated policies and implementation detalls which need to be
considered on a statewide basis, with input €from  a number of
parties who did not participate in this proceeding. | Accordingly,
on February 8, 1994, the Commission initiated Dockat 94-0048, a
rulemaking proceeding intended to consider intraMSA presubscription
and related changes in dialing arrangements pursuant uo Section 13-
403.

L. Annual Repgrtinq

i

Staff notes that any new price regulation plan must be
monitored carefully in order to ensure that the price &ap mechanism
is applied properly and that the benefits intended tg result from
such policies are fully realized. Through the testimony of Ms.
Judy Marshall and other witnesses, the Commission Sta#f proposed a
comprehensive list of reporting requirements. l

AG witness Dr. ! Lee Selwyn recommended that the following
issues be addressed through ongoing monitoring and review of the
incentive regulation system: overall earnings by coggetitive and
noncompetitive categories; price movements for services; realized
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productivity changes expressed in TFP and with respect to specific
efficiency criteria; deployment of new technology (with a
description of new services based thereon, prices being charged for
the services and rates of penetration being achieved); growth of
actual competition for competitive services; and data on the
quality of service/response to customer complaints for both
competitive and noncompetitive services,

The Comnmission adopts a modified version of the Staff’s
proposals. We reject Dr. Selwyn’s proposal because much of the
information will be required in the annual reports. In addition,
the Commission has stated previously that it does not believe that
the reclassification of services as competitive will occur as
rapidly as Illinocis Bell predicted. To the extent that Dr.
Selwyn’s recommendations focus on competitive services, the
Commission is not persuaded that requiring the additional
information is demonstrably cost-beneficial in conjunction with the
adoption herein of the alternative regulatory framework for non-
competitive services.

We alsc reject Illinois Bell’s argument that the adoption of
price regulation without earnings sharing eliminates the need for
reporting of the financial information identified by Staff.
Although rate of return no longer will be the focus of regulatory
control for the duration of this alternative regulatory plan, the
data still may provide useful evaluative information. For example,
unusually high reported rates of return, particularly in the face
of accelerated depreciation charges, may constitute a possible
early warning that the total offset in the price regulation formula
has been set too low or that the pricing constraints have been
otherwise ineffective. In addition, rate of return information may
provide insights into various social subsidy issues which are
likely to arise in the future.

Illinois Bell shall be required to make an annual rate filing
no later than Octocber 1 of each year of the plan. At that time,
Illinois Bell shall provide the following information:

(a) the price index for the following calendar year,
with supporting data showing the GDPPI for the
previous 12-month period (July to June) and the
percent GDPPI change for that 12-month period;

(b) the actual price index ("API") for each service
basket, including the effects of proposed rate
changes and adjustments for new services added,
existing services withdrawn, and services
reclassified as competitive or noncompetitive;
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(c) tariff pages to reflect revised rates;

(4d) supporting documentation demonstra'ing that any
proposed rate changes are consistent with the
requlrements of the price index mechanism;

(e) a demonstratlon that Illinois Bell\ would be in
compliance with Sections 13-507 and 13-505.1 of the
Act if the proposed rate changes went into effect.

: \

(£) an identification of any changes to the GDPPI
weights and an assessment of the effaects of such
changes, and any necessary modlflcatlons to the
PCI.:

staff and all interested parties will have an portunlty to
file written comments in response to each annual filing and the
Company will have an opportunlty to file reply cdmments. The
Commission will approve a price index prior to Janﬁary 1 of the
following year for use during that year. ;

In addition, 1111n013 Bell will be reguired tt file annual
reports with the Chief Clerk of the Commission. The ireports shall
provide information on a calendar-year basis and shall be due on
March 31 for the preceding calendar year. The reports shall be
based on final audited data. The annual reports shall include the

|

following informatian:
I

(a) Total Company and Illinois jurisdibtional rate
base, .

(b) Totaerompany and Illinois jurlsdlctlohal operating
revenue and expenses;

(c) Other' income and deductions, interest}charges, and
extraprdinary items (with explanation} ;

(4d) Current capital structure;

(e) Calculated total Company and Illinois

jurisdictional return on net utility rate base and
totali Company return on common equity; and

() Statement of Sources and Applications|of Funds;
| :
(g) Description of projects and amounts invested in new

technology (regarding the Company’ sl $3 billion
infrastructure investment);
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(h) Calculation of the current price cap index and
actual price index including the formula used, the
current and prior index, the current inflation

factor and its source, the <current general
adjustment factor, and any current exogenous
factors;

(1) A description of new services including the price
of each and its effect on the calculation of the
API;

{3) Demand growth by revenue basket;

(k) Summary of price changes initiated under the
alternative regulatory plan;

(1) A demonstration that Section 13-507 of the Act has
been complied with; and

{m) A summary report on Illinois Bell’s quality of ser-
vice.

The Commission further adopts Staff’s recommendation that
Illinois Bell be required to submit an application for review of
the adopted alternative regulatory mechanism by March 31, 1998, at
the time it submits its annual report for 1997. In addition to a
four-year summary and analysis of the information in the annual
reports filed by March 31 of 1995, 1996, 1997, and 1998, the
application for review of the price cap mechanism shall address at
least the following issues:

(a) 'Whether the inflation index and the manner in which
it is applied provide an adequate reflection of
economywide inflation.

(b) An assessment of productivity gains for the
economy as a whole, for the telecommunications
industry, and for Illinois Bell during the
pericd that the alternative regulatory
framework has been in place, and whether the
adopted general adjustment factor should be
modified. This assessment should address both
Illinois Bell’s total factor productivity
growth rates and the realized general adjust-
ment factor in the price cap formula implied
by Illinois Bell’s earned rates of return.

(c) Whether the adopted monitoring and reporting
requirements should be retained or adjusted.
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(d) The: extent to which 1Illinois [Bell has
modernized its network and ydditional
modernization plans for the near tegm

(e) A listing of all services in each basket and a
report of the cumulative percentage qhanges in
prlces for each service durlng the period the
prlce cap mechanism has been in effect

(£) A llstlng of any services which have been
withdrawn during the period.

(9) A listing of all services which ﬁave been
reclassified as competitive or noncompetltlve
during the period.

(h) A summary of new services which nave been
introduced during the period.

(1) Information regarding any changes in ﬁniversal
service levels in 1Illinois Bell’s service
territory during the price cap perio¢.

(3) Whether, and the extent to which, the adopted
regulatory framework has met each| of the
established statutory and regulatory igoals.

IV. RATE EVALUATIoﬂ

As stated earller in this Order, this proceedlng involves all
of the issues assoc1ated typically assoc1ated w1th\genera1 rate
cases under traditional ROR requlation. This is because the
Company submitted conventional cost of capital, countlng and
other testimonies associated with general rate cas%E in order to
demonstrate that its current rate levels are reasonahle and are an
"appropriate startlng peoint for a prlce cap regulatloﬂ plan. CUB’s
rate reduction complaint also requires the Comm1551om to evaluate
whether IBT’s current rates are just and reasonable.!

A. Test Yearn

The test year in this proceeding comprises twelve months of
actual data from the period beginning September 1, 1991 and ending
August 31, 1992. The test year revenue and expense levels employed
herein reflect levels as of the end of that period.
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V. REVENUES AND EXPENSES

A. Telephone Directories

Directories in Illinois Bell’s service territory are provided
pursuant to a Directory Agreement executed in 1984 among the Reuben
H. Donnelley Company ("Donnelley"), Illinocis Bell, Ameritech
Publishing, Inc. ("API") and AM-DON, a Partnership between
Donnelley and API. This Directory Agreement was reached after IBT
and Donnelley had filed lawsuits against each other when negotia-
tions between them had broken down. The Agreement was approved by
the Commission in Docket 84-0359. In 1990, Donnelley and API
renegotiated their part of the partnership agreement, creating an
entity known as DonTech. Unlike AM-DON, which was formed in an
acrimonious atmosphere and in which the two parties performed
separate functions with separate staffs, DonTech involved the
merger of API’s and Donnelley’s respective personnel and facilities
under common management.

The 1984 Directory Agreement originally was to expire on
December 31, 1994. However, in 1993 Illinois Bell exercised its
option to extend the Agreement through December 31, 1999.

Under the terms of the Directory Agreement, Donnelly performs
primarily directory advertising sales functions, API performs
primarily directory manufacturing functions, and Illinois Bell
performs listing and billing functions. Illinois Bell receives a
guaranteed minimum payment of $75 million per year; 7.5% of each
year’s incremental growth in directory revenues; and reimbursement
of its costs to produce and provide white pages directories to its
customers.

Staff witness Mr. Samuel S. McClerren has proposed a $51
million upward adjustment to the test period revenues received by
Illinois Bell from its directory relationships. It is staff’s
position that Illinois Bell did not participate in directory
negotiations, thereby missing an opportunity to increase its
revenues. Mr. McClerren testified that IBT is receiving
substantially less directory revenues per access line than the
other four Ameritech Operating Companies; did not seek to increase
its revenues from directory operations during negotiations in spite
of a 68% increase in AM-DON’s gross revenues from 1984 to 1989; and
abrogated its potential bargaining leverage by allowing Ameritech
to guarantee to Donnelley that Illinois Bell would exercise its
exclusive option to renew the 1984 Directory Agreement.

Mr. McClerren maintains that Donnelley was concerned with the
possibility of having to compete with a local telephone company and
that Illinois Bell therefore should have capitalized on this
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concern and have sought to increase the payment it was entitled to
under the 1984 Direbtory Agreement. He says that it is clear that
the non-requlated income of API, or nore approprlatply Aneritech,
has benefited from the AM-DON and DonTech agreements | at the expense
cf the regulated 1ncome of IBT. ]

Mr. McClerren offers two methods for calculatlng his proposed
$51 million directory revenue imputation. Under the; first method,
he derives the ratio of Illinois Bell’s 1984 directory revenue ($75
million) to 1984 gross directory billings ($207.37 million), and
then applies this ratio (36.2%) to gross directory billings for
1989 ($348.24 million). The result ($126.06 millﬂbn), less the
guaranteed, fixed amount approved by the Comm1351o and actually
received by the Company ($75 million), is the $51 million that Mr.
McClerren proposes to add to test period revenue Under his
second method, Mr. McClerren relies upon Illinois Be 1's Directory
Task Force Report’s comparison of 1991 directory revehue per access
line for Illinois Bell and the other four Ameritech Operating
Companies. Mr. McClerren multiplies the difference between the
amount Illinois Bell received and the average amount that the other
Ameritech Operating Companles received by the number of access
lines in Illinois Bell’s service territory. This calculatlon also
produces approximately $51 million.

Illincis Bell‘submltted the testimony of two\W1tnesses in
response to Staff’s' proposed imputation: Messrs. Gebrge R. (Bob)
Willenborg and Efre Sigel. Mr. Wlllenborg testifiied that the
directory revenues that Staff seeks to impute to Illinois Bell are
derived almost exclusively from Yellow Pages operatiohs —-- the only
significant source of revenues to Donnelley, API, AM-DON or DonTech
in the context of the Directory Agreement. He notes that, while
the directory relationship falls within Commission serutiny as an
affiliate relationshjip, the directory affiliates themselves are not
regulated. Mr. Willenborg argues that Yellow Pagés are not a
regulated serv1ce, have never been provided by Illln is Bell, and
thus imputation is 1nappropr1ate.

Mr. Wlllenborg descrlbed the hlstory of YelIOW'Pa es directory
publishing in Illlnqls Bell’s service territory. onnelley has
been the exclusive publisher of Yellow Pages directories for over
70 years. As publisher, Donnelley has owned the content of and has
held the copyright to the Yellow Pages directories, .and owns and
maintains all advertising records and customer contacts. In
contrast, Illinois Bell never has owned or controlled;Yellow Pages
assets or the revenues that are derived from them.L Rather, it
always has been in the position of providing certain|products and
services (listing information, billing and collecti n, data base
functions, and the right to co-bind the Yellow Pages with the White
Pages) to Donnelley, AM-DON or DonTech for compensation pursuant to
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written directory agreements approved by +the Commission.
Historically, and under the current Directory Agreement, only the
net amounts received by Illinois Bell for services rendered and
products delivered, after covering directory expenses has been
taken into consideration, have been used by the Commission in
determining the Company’s intrastate rates.

Mr. Willenborg maintains that the Staff’s proposal is
foreclosed by the Commission’s approval of the 1984 Directory
Agreement. He argues that the fixed $75 million-plus payment to
Illinois Bell was found by the Commission to be in the public
interest regardless of the Yellow Pages profits or losses that
ultimately might materialize for Donnelley and API.

Mr. Willenborg also suggests that Staff’s calculations are
flawed. In his opinion, applying the 1984 ratioc of directory
revenue to gross directory billing, to the 1989 gross directory
billings, utilizes inappropriate time frames and data. He believes
that Mr. McClerren should have used 1986 (the first full year that
the Directory Agreement was in effect) as a starting point.
Moreover, Mr., Willenborg argues that Mr. McClerren’s calculations
make no provision for cost increases that have occurred since the
mid-80s: the use of gross directory billing figures in the ratio
calculation captures increases Jin sales but does not reflect
changes in costs avoided by Illinois Bell or incurred by its
affiliates. In addition, Mr. Willenborg notes that virtually none
of the data Mr. McClerren relied upon comes within the September 1,
1991 through August 31, 1992 test year at issue in this docket.

Mr. Willenborg also disputes Mr. McClerren’s second method of
comparing Illinois Bell’s 1991 directory revenue per access line to
the average directory revenue per access line obtained in 1991 by
the other four Ameritech Operating Companies. Mr. Willenborg
suggests that the situation in Illinois is guite different from
that prevailing in the other Ameritech states, where the telephone
operating companies historically had been the Yellow Pages
publisher. They owned the content of and held the copyright to the
directories, and handled Yellow Pages advertiser contacts. This is
not the case in Illinois. For these reasons, Yellow Pages
historically have provided a larger subsidy supporting local rates
in the other four states. In Mr. Willenborg’s opinion, the unique
circumstances in Illinois fully account for the difference in
directory revenues per access line identified by Mr. McClerren.

Mr. Willenborg disagrees with Mr. McClerren’s claim that
Ameritech bargained away valuable benefits {(in the form of the
option to renew) belonging to Illinois Bell during the course of
the 1990 DonTech negotiations by guaranteeing to Donnelley that
Illinois Bell would exercise the option. Mr. Willenborg points to
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his and Mr. Slgel’s testlmony that the "value" that can be placed
on the option is de/minimus, given the downturn in the Yellow Pages
marketplace. Even more 1mportant1y, Mr. Willenborg argues, the
Ameritech guarantee was given at the end of negotiations, in a
pro-forma manner, after all of the other provisions had been agreed
upon. Thus, Mr. Willenborg states, the guaranﬁee was not a
significant element of the deliberations. In additiion, he points
out that Illinois Bell formed a Directory Task Forcb that studied
Illinois Bell’s |directory situation. Utilizing industry
comparisons, the Task Force independently determined the value of
the Directory Agreément and recommended that the ¢ompany should
continue in its current arrangement. He has testified that the
Ameritech guarantee relating to the option was not ak all a factor
in Illinois Bell’s decision to renew the Agreement.,
i i

Mr. Sigel described the Yellow Pages marketplace as it existed
in 1984 and 1990 as/well as the outlook for the 1990s. He stated
that in. 1984 the Yellow Pages market was perceived as a growth
field, but by 1990 growth had slowed considerably and a number of
new ventures had failed. Mr. Sigel said that he expects future
growth to be in line with the national economy, altizugh there is
a significant p0551bn11ty'that Yellow Pages advertising will weaken
further due to inter-media competition and the effec&s of several
recent court decisions in antitrust and copyright la which have
been adverse to the&telephone companies. |

In its openlng;brlef, Staff offers several responses to the
Illinois Bell positions set forth above. First, Staff argues that
Commission approval of the 1984 Directory Agreement does not
relieve the Company of its responsibility for rkviewing and
renegotiating a contract when circumstances change drapatically, as
Staff says they had by 1990. Second, Staff argues that IBT’s
position that the services it renders to the directory coperations
are not worth the $75 million it receives annually ignores the fact
that API’s respon51b111t1es did not change from 1984 {to 1989, yet
API’s net income increased 83% from $36.8 million in 1986 to $67 4
million in 1989. Third, Staff maintains that the Directory Task
Force Report was not jan analytical management tool bﬁt rather was
a Jjustification for a decision made in the 1990 DonTech
negotiations. In this regard, Staff points to t fact that
Ameritech already had|guaranteed Donnelley that Illinois Bell would
exercise its option; that the Report was flawed in that it omitted
discussions of jurisdictions that impute directory revenues and
included data on a company that is not comparable to Illinois Bell;
that the Task Force dld not test the marketplace to determine 1f
other firms were interested in jointly producing a directory; that
Illinois Bell did not| research important data such as!/the cost of
services provided by: API; that the Task Force was jconvened in
response to a recommendation in the Reconnaissance Manayement Audit
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rather than established of the Company’s own volition; and that the
Task Force did not allot itself enough time to reach a meaningful
result. Staff contends that IBT’s exclusion from the 1990
negotiations, even though Ameritech bartered for API with IBT’s
exclusive option to extend the agreement, is a compelling example
of Ameritech’s preference for API’s non-regulated revenues. over
IBT's regulated revenues.

COMMISSTON ANALYSIS AND CONCI.USION

The Commission rejects Staff’s imputation of $51 million to
Illinois Bell’s test year revenues. As we understand it, Staff’s
position is essentially that the historical increase in directory
revenues created a duty on the part of Illinois Bell to either
renegotiate the terms of the Directory Agreement when DonTech
replaced AM-DON in 1990, or refuse to exercise its option to extend
the term of the Agreement in 1993 unless a greater proportion of
total directory revenues could be obtained to the benefit of
regulated operations. For a variety of reasons, we find Staff’s
argument unpersuasive.

First, we are troubled by Staff’s failure to cite any legal
authority or precedent for the existence of the duty they assert
" exists or for the Commission’s authority to impute for the benefit
of regulated operations, income earned by unregulated entities
through unregulated activities. The only authority Staff cites for
its proposal is Section 7-101 of the Act. To paraphrase, Section
7-101(2) provides that the Commission shall have jurisdiction over
affiliated interests having transactions with public utilities to
the extent of access to all accounts and records of affiliated
interests relating to such transactions, and shall have authority
to the extent of requiring affiliated interests to file reports
with respect tc the transactions. Section 7-101(3) requires the
utility to submit contracts with an affiliated interest to the
Commission for approval, and the Commission can condition its
approval in such manner as it may deem necessary to safeguard the
public interest. Section 7-101 does not confer authority on the
Commission to reallocate revenues from an affiliated interest to a
regulated entity.

In Docket 84-0359, the Commission applied the public interest
standard of Section 7-101 and, consistent with the recommendation
of Staff, approved the 1984 Agreement. The Commission specifically
stated that it *recognizes that the §$75 million figure was not
based on a historical trend but on negotiation which, from Illinois
Bell’s perspective, was designed to achieve the highest guaranteed
annual amount." (Order, p. 3) Despite this, Staff’s desire to
reopen consideration of the already approved contract is
essentially motivated by a hindsight review of an historical trend
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- the divergence over time of the relative shares; of directory
revenues between API and Illinois Bell. The Order iin Docket 84~
0359 explicitly noted that the Company had an exclusive right to
extend the term of: the 1984 Agreement, but we di& not require
resubmission of thelcontract for evaluation in the| event it was
renewed. |

We particularly note that Staff apparently does bot argue that
the cCompany’s decision to extend the contract was improper, but
only that Illinois Bell failed to extract sufficient compensation
for doing so. We do not believe that the decision to extend the
contract is a separable issue from the use of the option to renew
as a bargaining advantage. In other words, although ;an option may
present a tactical gpportunity, one cannot value the option apart
from a consideration/ of the entire set of circumstanceas surrounding
the decision to renew. Staff has selectively isolatad one element
of the directory relationships, and attributed to it a commercial
value which is not. supported by, indeed appears {to be wholly
unrelated to, any reasonable attempt to present or properly assess
the complex factors underlying any business transaction.

For example, Staff criticizes Illinois Bell'’s deplslon-maklng
process with respect to such matters as the independence of the
Task Force, certain galculations in the Task Force Report, and the
length of the Task Eorce deliberations. These ass rtions would
certainly be highly relevant if it had been alleged that extension
of the contract was' improper, but that is not Staff’s argument.
Moreover, we find credible Mr. Willenborg’s testimony that the
Ameritech guarantee was developed at the end of negotiations after
all the dollar issues and responsibilities had been worked out, and
that Donnelley wanted the guarantee simply because it wanted
assurances that Ameritech would not direct Illinois Bell to refuse
to renew the Agreement as a device to undo the DonTech| partnership.
Mr. Willenborg, who! chaired the Task Force, testifiied that IBT
independently determined the value of the Directory Agreement and
independently elected to extend that agreement through the end of
1999, and that the Ameritech guarantee was not a fiactor in the

decision to renew. @ We have reviewed the Task Force Report and
conclude that it constitutes a comprehensive an bona fide
evaluation of relevant Dbusiness considerations. ' This is in

contrast to Staff, whlch presented no evaluation whatboever of the
options available to lthe Company in the event the Agrepment was not
extended.: The Company’s testimonial and documentmry evidence
outweighs Staff’s allegations which are unsupported by the
evidence. 3

As noted above the Commission was fully awhre of, and
specifically approved, the existing arrangement whereby directories
are provided through'a multiple entity partnership, ‘ith Illinois
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Bell compensated for the customer listing information and for the
billing and collection services it provides. Staff makes no
argument that the value of those services is now $51 million more
than it was in 1984; nor, assuming that such considerations would
be appropriate, does Staff make any attempt to value the services
provided by any of the partnership entities. Staff merely cites
the history of increased revenues from directories and without
citing any legal authority for the proposition, maintains that
Illinois Bell is entitled to a larger share of those revenues.

It is undisputed that IBT does not own or control directory
. assets or the revenues derived from them, and that this situation
is unique to Illinois. Staff acknowledges the fact but dismisses
it with the assertion that it does not fully explain the difference
in directory revenues per access line between Illinois Bell and
other Ameritech Operating Companies. Nevertheless, Staff makes no
attempt to gquantify what part of the difference it does explain.

Finally, the Commission finds wholly unpersuasive Staff’s
contention that Illinois Bell, by enterring the 1990 negotiations
between API and Donnelly, or by forcing renegotiation of the
Agreement in 1993, could have extracted an additional $51 million
in revenues solely in exchange for extending the agreement. That
determination could be made only after analyzing the legal and
economic environment at the time of the decision(s), the strengths
and weaknesses of the various parties’ bargaining positions, and
the resulting array of contractual benefits, risks, and
responsibilities. That is, again, an analysis that the Staff did
not undertake.

In conclusion, the evidence does not support an adjustment to
Illinois Bell’s revenues in connection with its directory
relationships, and the magnitude of Staff’s proposed financial
penalty =~ over a quarter of a billion dollars in revenue
regquirement over five years - is particularly unfounded.

B. Interest Synchronization

Staff and CUB/Cook contend that IBT’s test-year income taxes
should be adjusted in order to reflect the synchronized levels of
interest costs associated with its rate base. Staff witness
Thomas Q. Smith stated that tax benefits which accrue to customers
should be based on the interest expense included in IBT's revenue
reguirement, not on its actual interest expense. He testified that
tax savings generated by the interest deduction component of the
revenue requirement should accrue to the utility’s customers
because they are responsible for meeting the Company’s revenue
reguirement. He reasoned that the tax benefits of the interest
deduction component should be based upon the product of the
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Company’s rate base and its weighted cost of deth However, he
testified that any interest synchronization adjustment would have
to be revised in llght of the rate base and weighted cost of debt
determined by the Commission in this proceeding.

‘ CUB/Cook similarly claim that it is important to synchronize
interest because |deductible interest expense is a primary
determinant of income tax expense. CUB witness Brosch argued that
ratepayers should receive an income tax expense redu tlon keyed to
the level of interest expense that they are asked to reimburse
through the ratemaknng formula, specifically the welghted cost of
capital times the rate base. i

IBT witness ' Goens criticized the propogped interest
synchronization and‘characterlzed it as speculative %n nature. He
explained that the fixed point in time chosen for defining the rate
base and capital structure for purposes of interest synchronization
does not yield the true yearly interest payment needed to support
the rate base. Therefore, he proposed that actual 32terest costs
be used since they are available and represent the actual expense
amount incurred durlng the test year. |

The Commission i accepts the adjustment proposedlby the Staff
and CUB/Cook. The  Commission consistently has ruled that the
interest deduction tax benefits that accrue to customers should be
based on the interest expense that is included in a uklllty s cost
of debt component of the capital structure.

c. Leveraged| Employee Stock Ownership Plan

Staff witness Smith proposed a $5.6 million adjustment (on a
grossed-up basis, using Staff’s conversion facton) to reduce
I1llinois Bell’s federal and state tax expense begause of the
deductions earned by Ameritech and the dividends it| paid to the
Ameritech Leveraged Employee Stock Ownership Plan ("LE OP"). In his
analysis, Mr. Smith noted that Illinois Bell’s equity indirectly is
supported by a port1¢n of Ameritech’s equity, and Ilhln01s Bell’s
customers therefore pay a return on a portion of| Ameritech’s
equlty. Accordlngly, he reasoned that those customens earned tax
savings generated by*that return.
I

Company w1tnessweoens responded that tax sav1ngs or expenses
related to the Ameritech LESOP should be treated |in a manner
consistent with thelunderlylng transactions giving |rise to the
savings or expense. Mr. Goens contended that dividend| payments on
allocated Ameritech shares held in the LESOP trust 'are made by
Ameritech and thus any resulting tax savings should be retained by
Ameritech rather than transfered to ratepayers. 1Iniits Initial
Brief, the Company further contends that Ameritech| investors
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expect Ameritech’s management to deploy capital in growth
opportunities that will maximize the shareholders’ equity value.
Capital deployment decisions made by Ameritech are based on sound
financial principles and directed toward regulated and unregulated
activities. Dividends that are paid out of the net earnings belong
to investors, as do any tax savings accruing from the LESOP.

The Commission agrees with the Company that tax savings or
expenses related to the LESOP are treated most properly in a manner
consistent with the underlying transaction. In this case, the
underlying transaction consists of dividend payments on Ameritech
shares held in the LESOP trust; accordingly, any resulting tax
savings are not properly the basis for a ratemaking adjustment to
Illinois Bell’s federal tax expense. Instead, any tax savings
should be retained by Ameritech and its shareholders.

D. Charitable Contributions

Both CUB/Cook and Staff made proposals with respect to the
Company’s charitable contributions ("contributions") expense. On
behalf of CUB, Mr. Brosch proposed that none of the Company’s
contributions expense should be recognized by the Commission.
Alternatively, he proposed that Tllinois Bell’s allowed
contributions should be 1limited to a percentage based on
Ameritech’s non-regulated companies’ contributions.

Staff witness Mark A. Burchyett recommended a $178,000
decrease in contributions for the test-year operating expense. He
stated that the level proposed by the Company for the test year
($5,101,000) was not representative of the Company’s normal yearly
expense for contributions. He normalized the contributions by
using IBT’s 1992 actual contributions because he felt that they
reflected the current contributions expense of the Company more
accurately,.

Mr. Burchyett also recommended a $33,000 reduction in
contributions allocated to the Company from affiliates Ameritech
Corporate ("AIT") and Ameritech Services ("ASI") for the amount
donated to out-of-state organizations. He noted that the Company’s
‘Guide to Giving’ states that the Company should "donate to
organizations that directly benefit the communities in our service
territory." He concluded that the Company had not authorized these
out-of-state contributions and, therefore, the Illinois ratepayers
should not have these expenses embedded in their rates.

Company witness Goens responded to CUB/Cock’s total
disallowance recommendation by pointing out that it is inconsistent
with the intent of Section 9-227 of the Act. With respect to Mr.
Brosch’s alternative recommendation that would 1limit Illinois
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Bell’s allowed contributions to a lower level, Mr. Goens pointed
out that the Company has established that #ts test vyear
contributions are, reasonable when compared to those of other
corporations. IBT’s .contributions represent 0.95% of its pre-tax
income, compared to a national average of 1.97%. 1

|
With respect to Mr. Burchyett’s recommendatio' that the test
year contribution level be supplanted by the cor spondzng (but
lower) calendar year 1992 level, Mr. Goens comm nted that Mr.
Burchyett had agreed that IBT'’s contributions were reasonable when
compared to those of other companies. With respect to Mr.
Burchyett’s recommended adjustment because of| out-of-state
donations made by |AIT and ASI, Mr. Goens pointed out that IBT
representatives meet regularly with their counterparts at these
affiliated companies in order to discuss charitable [contributions.
He further pointed: out that since it is acceptablé for Illinois
Bell to make contributions to organizations outside of the state,
it also should be acceptable to have these typeﬁ of donations

allocated to Illindis Bell by these affiliates. ;

The record 1nd1cates that Illinois Bell?s charitable
contributions are reasonable in amount -~ espec1ally when compared
to those of other companies. Full recovery of these contributions
is consistent with the Act and with our prior Orders. There is no
legal basis for the Commission to adopt Staff’s recpmmendatlon to
disallow out-of-state contributions by Ameritech |and Ameritech
Services. Accordingly, the Commission hereby rejects Staff’s and
CUB’s proposed adjustments.

|

E. Advertiging and Promotion i

|

IBT included $477 000 of advertising expenses ﬁn its revenue
requirement. Staff | witness Ms. Maria Slattery and /Cook witness
Brosch proposed parallel adjustments of $378,000 to IBT’s
intrastate advertising expense. Specifically, Ms. Slattery and Mr.
Brosch both propose eliminating all costs contalnbd in Account
6722.5, which représents IBT corporate advertlslng that is not
aSSLgned to a specific market segment. ;

Ms. Slattery concluded that these costs shouﬂd be excluded
from test year expense, since their purpose is tp promote the
corporate image and goodwill of the Company and bdcause Section
295.10 of 83 Ill. Adm. Code Part 295 indicates that promotional,
political or goodw111 advertising should not be 1hcluded as an
operating expense in the test year. .

Mr. Brosch testified that the expense inclﬁded for this
advertising in Account 6722 did not promote any | specific IBT
service and therefore did not provide a tangible benefit to the
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Company’s customers. He further claimed that these ads are
designed to enhance the public image and perception of Ameritech
and its subsidiaries and therefore do not directly increase the
sales of any of its services.

Illinocis Bell witness Ray Lewis testified that Illinois Bell’s
advertising expense drives $2 to $3 in additional revenues for
every $1 spent on advertising. With respect to Ameritech Corporate
advertising expense, Mr. Lewis and fellow IBT witness Willenborg
explained how it benefits Illinois Bell. Such advertising presents
case histories of how Ameritech companies such as Illinois Bell
have been able to solve complex communications challenges for their
customers. Mr. Willenborg also explained that. all of Illinois
Bell’s more complex communications products currently are branded
with the Ameritech name, at the same time generating usage revenues
that are collected by the Company. He further explained that, in
the future, all Illinois Bell products will be offered under the
Ameritech name. Finally, he discussed the benefits that the
Company derives from the Ameritech Senior Open because it provides
a major marketing forum for contact with large customers that, for
example, resulted in the signing of a $20 million contract.

With respect to Illinois Bell’s corporate advertising, IBT
witness Goens argued that Staff’s recommended disallowance based on
rules for electric and gas utilities is misplaced because, by their
terms, these rules do not apply to telecommunications carriers. He
also criticized Mr. Brosch’s recommended disallowance for IBT’s
corporate advertising based on the Docket 89-0033 Order on Remand,
and pointed out that the Order on Remand disallowed only certain
Ameritech (but not Illinois Bell) corporate advertising expense.

The Commission accepts the adjustments of Staff and CUB/Cook.
Whether or not Section 295.10 of 83 Ill. Adm. Code Part 295 applies
to Illinois Bell, it is within this Commission’s discretion to
apply the standard from this section to any type of utility. The
Commission agrees with Staff and CUB/Cook that the purpose of the
advertising in question is to promote the Company’s corporate image
and goodwill. Accordingly, the Commission does not find this
advertising to be a reasonable expense for the ratepayers to bear.

.F. Payroll

Illinois Bell witnesses discussed several plans that impact
its management and non-management headcount. The first is the
Company’s management workforce resizing program; the second is the
Company’s non-management Supplemental Income Protection Plan
("SIPP"); and the third is the management force reduction announced
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by Ameritech on August 20, 1993. The Company proposbs to amortize
these expenses over&a three—year period and include the unamcrtized
portion in rate base.

CUB\Cook witness Brosch testified that IBT $hou1d. not be
allowed to amortize +these expenses and he yecommended a
disallowance of thei full $9.9 million rate base amomnt associated
with the Company’s workforce resizing programs. According to Mr.
Brosch, because IBT stockholders have been saving so much in
payroll and overhead costs since the end of the test year, it
appears that IBT’s claimed one-time severance and other SIPP
program costs would be exceeded by what the stockholdkrs have saved
due to the Company’s reduction of more than 2000 employees since
the test year ended.

rates were set that recover costs for 2000 employees that no longer
work for the Company. Therefore, contends Mr.! Brosch, IBT
continues to collect rates reflectlng the payroll costs for those
employees, but is not experiencing this payroll pense. Mr.
Brosch recommends that IBT not be allowed to include|severance and
separation costs in. this rate case, since they have been "“over
profiting” from not! hav1ng these employees on the p yroll in the
first place. :

Essentially, Mr. Brosch claims that in IBT'’s l??t rate case,

Staff witness Garret Gorniak contends that expenses for the
SIPP and the management work force resizing program which were
implemented in August 1993 should not be amortized over the
Company’s suggested three-year period. He opined that the
amortization period |should be five years in order to prevent the
Company from recovering significantly more than the aptual cost of
its workforce resizing programs. In addition, [Mr. Gorniak
testified that the unamortized portion of these costs (referred to
by the parties as "“puyout" costs) should not be indluded in the
Company’s rate basei Mr. Gorniak reasoned that buyout costs
related to the Company’s workforce resizing program should be
shared by ratepayersi and shareholders. He further reasoned that
ratepayers will share the cost of the buyout througﬂ their rates
(which are based upon the costs of the Company’s seﬁv1ces) while
shareholders will share the buyout costs through the lost time
value of the costs that are amortized. |

reduction of $891,000, which can be derived from Staffi’s exhibits.
The Company has accepted Staff’s buyout expense of] $9,247,000.
Amortization of this amount over three years would yield an
intrastate expense of $2,228,000 versus Staff’s expense for a five-

The effect of Staff’s proposed adjustment for ﬁre SIPP is a
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year amortization period of $1,337,000. The difference is Staff’s
adjustment which reduces IBT’s test year expense for this category
by $891,000. :

The effect of Staff’s proposed adjustment on expense for the
management work force resizing from October 1992 is a reduction of
$1,333,000. The effect of Staff’s proposed adjustment for the
management work force resizing program in August 1993 is a
reduction of $750,000. The effect on expense for the ASI Resizing
in August 1993 is a reduction of $431,000.

IBT witness Goens responded that the Company’s proposed three-
year amortization period comports with past Commission practice
relating to similar amounts such as rate case expense and therefore
should be adopted. Furthermore, he criticized Staff’s proposal not
to include in rate base the unamortized balance for the Company’s
workforce resizing programs. He asserted that Staff’s proposal
constitutes a sharing mechanism that is both novel and unsupported.
Mr. Goens contended that, in fact, the cost associated with
workforce resizing already is shared by shareholders because they
are not able to recover all the expended funds in the test period.
He explained this absence of immediate recovery represents a lost
opportunity cost on funds that could be spent elsewhere.
Therefore, Mr. Goens argued that the unamortized portion should be
part of the rate base in order to compensate for this lost
opportunity cost. He pointed out that his proposed inclusion of
these costs in the rate base is consistent with the treatment of
unamortized costs in previous cases, such as Docket 89-0033, Order
on Remand.

The Commission is of the opinion that CUB\Cook’s adjustment
must be accepted. The Commission cannot allow material non-
recurring expenses to be included in setting initial rates for an
alternative regulation plan. The starting point in such a plan is
crucial. Including a material non-recurring item at the beginning
of the plan could lead to the Company recovering this amount
indefinitely. The Commission cannot allow this.

In light of the fact that IBT has recovered the costs of these
plans through payroll reductions that have occurred since its last
rate case, the Commission is of the opinion that IBT will not be
harmed by accepting CUB\Cook’s adjustment. The Commission thus
concludes that these expenses must not be incorporated in setting

a starting point for an alternative regulation plan. The
Commission rejects Staff’s arguments that accepting such an
adjustment constitutes single issue ratemaking. This argument

might have merit in a normal rate case, but it does not apply here
in light of the different concerns that the Commission faces in
this docket.
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G. State Idgome Tax Rate

In his direct testimony, Staff witness Smith raised the issue
of whether IBT’s state income tax expense should be calculated
based on the statutory rate or on the unitary rate.; He testified
that IBT’s test year state tax expense was not "rgflective of a
normal ongoing level of operations" and noted that‘}pplication of
the Company’s most. recently known unitary tax rate yields an
expense based on Illinois law and he advocated the #pplication of
the most recent known rate. ;

During rebuttal IBT witness Goens criticized Mr. Smith’s
calculation of the state unitary tax rate. Mr., Goens argued that
Mr Smith: (1) had not removed the prior period adjustments from
either the taxable income or the state income| tax expense
corresponding to the 1991 calendar year when calculating the
unitary rate; (2) had omitted the "flow-through" of dgqferred income
taxes in his calculations; and (3) had erred because his use of the
unitary rate yields a different amount than use of the statutory
rate. }

|

Mr. Smith, in countering these arguments, testifiied that prior
period items were reflected properly in his calculations. He also
noted that the state income tax expense, that he ,used in his
calculations, was provided by the Company for comparison with its
1991 taxable income shown on the tax return. He conclpded that any
items which applied to a period other than 1991 should have been
removed and averred that if items for other years wer;tincluded, it
was also logical that comparable 1991 items were excluded. He
noted that even if the specific items were not exact, they still
reflected one full year as reported to the Illincis Department of
Revenue. He also noted the fact that IBT offered na alternative

calculation. , !

|
He concurred with Mr. Goens’ assertion that Stafff had failed
to add back the flow-through of deferred income taxes properly. 1In
recalculating his unitary tax adjustment, Mr. Smith corrected the
flow-through error. - : '

He also agreed with Mr. Goens’ assertion that the unitary and
statutory rates are different. However, Mr. Smith noted that tax
liability in the State of Illincis was not only the result of the
statutory rate but also the result of factors such as property,
wages and sales. He reasoned that since these factors measure an
entity’s activities in Illinois relative to its activities outside
of Illinois, taxable income adjusted for these factors would
determine an entity’sg tax liability in compliance with Illinois
law. He concluded that application of the unitary rate was
appropriate because it reflected IBT’s actual tax lia%ility.
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The Commission rejects Staff’s adjustment., The Commission
agrees with IBT that use of the test year unitary rate is more
appropriate than Mr. Smith’s use of the 1991 rate.

H. State Unitary Tax Rate

Mr. Smith calculated a 6.27% unitary tax rate for Illinois
Bell, resulting in a proposed decrease of the Company’s state tax
expense by approximately $1.2 million on a grossed-up basis, using
Staff’s conversion factor. He contended that Illinois Bell’s test
vear state tax expense did not reflect normal ongoing levels of
operation. He further contended that the use of his proposed
unitary rate was appropriate because it reflected Illinois Bell’s
actual tax liability. While Mr. Smith concurred with the Company
that the unitary and statutory tax rates are different, he reasoned
that the Company’s tax liability 1is not only the result of the
Company’s statutory rate but also the result of other factors, such
as property, wages, and sales. He argued that taxable income
adjusted for these factors accurately determines an entity’s tax
liability in compliance with Illinois law, and therefore use of the
unitary rate is appropriate.

Illinois Bell witness Goens agreed with Mr. Smith that the
Company’s tax liability in Illinois is a result not only of the
statutory rate but alsoc property, wage, and sales factors.
However, Mr. Goens contended that, based upon these factors, the
calculated rate for the test period is 7.18%, unlike the rate Mr.
Smith calculated using 1991 data. Mr. Goens criticized Mr. smith’s
calculations for not removing adjustments from either the taxable
income or state income tax amounts that were booked during calendar
year 1991 but which correspond to prior periods.

The Commission finds that the Company’s calculated 7.18% tax
rate for the test period accurately reflects the Company’s
effective income tax for the Company’s ongoing level of operations.
The Commission observes that Mr. Smith’s proposed unitary tax rate
of 6.27% is flawed because it includes transactions applicable to
prior periods and therefore calculates a hypothetical tax expense
and tax rate based on out-of-period data. Accordingly, the
Commission will adopt the Company’s calculated rate for the test
period.

I. Life Line 1Link-Up Expense

Staff witness Burchyett recommended that unrecovered Life Line
Link-Up expenses be disallowed from test-year operating expenses.
Staff’s proposed adjustment, if adopted, would reduce test-year
expense by approximately $954,000 on a dgrossed-up basis using
Staff’s conversion factor.
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In support of his proposed disallowance, Mr. Burchyett noted
that these expenses were incurred during the period of December
1989 through February 1991, and therefore were| out-of-period
expenses which should not be allowed. He contended that the
Company had deferred these expenses without Commisgion approval,
referencing a letter dated June 17, 1992, from thé Commission’s
Director of Accounting which denied approval of defeﬁﬁed accounting
treatment of these icosts and suggested that the Company petition
the Commission for deferred treatment. Mr. Burchyett claimed that
the Company has not responded to this letter in a timely fashion.
He further testified that FASB 71, cited by the Company in support
of its request to kreat Life Llne Link-Up costs ap a test year
operating expense, does not dictate to regulators how these types
of expenses should be treated. Rather, FASB 71 simply speaks to how
regulated enterprises should account for : regulators’
authorizations. !

\

In responding on behalf of Illinois Bell, Mr. Goens cited the
response of the Staff’s former Director of Accounting to the
Company’s request for deferred accounting treatment which stated:
"If Illinois Bell Telephone Company wishes to obtain, approval for
deferred accounting of these costs, it should file a petition with
the Commission seeking authority to defer these costs." Mr. Goens
testified that the inclusion of unrecovered Life Line Link-Up costs
in its alternative| regulation plan filing constitutes such a
petition. He cited to FASB 71 and asserted that this. accounting
--rule--indicates that accountants and investors alike expect recovery
of Commission-ordered assets and expenses. He contended that the
Company has deferred Life Line Link~Up costs on the| basis of the
FASB 71 promlse of recovery. Alternatively, he assetrted that the
Company is willing to accept a deferral and amortlzatlon of these
unrecovered costs over a three-year period, with thp unanmortized
portion of these costs added to the rate base. !

As stated above|, the Commission will not allow a material non-
recurring expense to be included in establishing a starting point
in an alternative regulation plan. For the same reaspns as stated
hereinabove, the Commission accepts Staff’s adjust ent. IBT’s
argument that FASB 71 promises a recovery does not apgly because of
the different circumstances present in this docket. |

J. Membership Dues and Fees i

Staff witness Burchyett recommended a $28, 000 reduction to the
Company’s dues and fees for the percentage of expenditures made to
the United States 'Telephone Association ("USTA") and the
Taxpayer’s Federation of 1Illinois for 1lobbying eﬁgenses. In
addition, he recommended an additional $35,000 redudtion to dues
and fees attributable to the reduction in employee ldévels through
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November, 1993. He argued that as employee levels decrease, there
should be a corresponding decrease in the reasonable level of
expenditures for dues and fees. He claimed that the levels of dues
and fees charged by Illinois Bell to operating expenses from 1988
to 1992 had decreased approximately 16.5% while the number of
employees over the same period of time had been reduced by 15.1%.
Therefore, Mr. Burchyett argued there is a direct relationship
between expenditures for dues and fees and the number of employees.

Company witness Goens responded that Mr. Burchyett was
mistaken in claiming that the level of the Company’s menmbership
expenses had declined. Mr. Goens testified that, in fact, the
Company’s records show that Company membership expenses increased
from $714,000 in 1988 to $733,000 in 1992. Accordingly, no direct
relationship exists between membership dues and fees on the one
hand and a reduction in employee levels on the other hand. The
premise underlying Mr. Burchyett’s recommended adjustment therefore
is not wvalid.

The Commission finds that no relationship necessarily exists
between the level of employees on the one hand and a reasonable
level of membership dues and fees on the other hand, as
demonstrated by Mr. Goens’ testimony. While the Commission accepts
Staff’s proposed adjustment of $28,000 for lobbying expenses
attributable to the USTA and the Taxpayer’s Federation of Illinois,
the Commission finds that Illinois Bell’s dues and fees expense
level otherwise is reasonable.

K. Lobbving Expense

CUB/Cook and Staff both propose adjustments to Illinois Bell’s
Lobbying/Government Relations expense levels.

CUB witness Brosch reviewed the Company’s job descriptions for
Government Relations personnel and concluded that the entirety of
functions outlined in these job descriptions was political in
nature and, thus, he proposes that the entire expense ~- amounting
to an additional $371,000 -- be excluded from the Company’s
allowable test year expenses. He stated that IBT’s definition of
lobbying pursuant to Ameritech Accounting Rule Number 90-110 is too
narrow and has the improper effect of retaining significant
above-the-line costs incurred by Illinois Bell in furthering its
political interests.

Mr. Burchyett recommended that an $80,000 reduction to test
year operating expenses for lobbying activities be made. He
proposed adjustments to the total salaries of the Company’s
Government Relations Department as well as to the Department’s
operating expense.
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In explaining the rationale for his proposed adjustment to the
total salaries of the Government Relations Department;, he testified
that, in its response to Staff Data Request MAB 3.27, the Company
had stated that the basis for allocating the Government Relations
Department’s employee salaries included employee wages only and did
not include benefits, team incentives, or merit awards. In his
opinion, the allocation should be based on the total compensation
of the employees; of the Government Relation Department.
Therefore, he proposed to reduce test year operati ng expense by
$68,000 for the allmcatlon of those employees’ tota1|compensatlon.

He also recommended a $12,000 reduction for tﬁat portion of
the Government Relations Department’s operating expense which
should have been allocated to lobbying expense. Mr. Burchyett
reasoned that the department' operatlng expense should be
allocated to lobbying expense in proportion to the|t1me spent on
lobbying by that department. |

In response to Mr. Brosch’s proposed adjustmeht, Mr. Goens
contended that Mr. Brosch is attempting to expand the definition of
lobbying set forth in Section 9-224 of the Act. Mr. Goens pointed
out that, upon cross examination, Mr. Brosch expansively testified
that lobbying expenses should include "all activitijes undertaken
for the purpose of directly or indirectly influencing the
legislative processlof state and local governmentsY. Mr. Goens
argued that this view of lobbying goes far beyond the: Sectlon 9-224
definition. |

Mr. Goens further testified that Illinois Bell hps made a good
faith effort to record all lobbying expenses as ‘non-operating
expenses, booking 63% of its Government Relatlons Department
expenses to a below-the-line lobbying account in the|test year, in
contrast to the 35% allocation reflected in the Order on Remand in
Docket 89-0033. He pointed out that Government Relat*ons personnel
do far more than just attemptlng' te influence the passage of
legislation as outlined in the Lobbyist Registratioh Act. These
employees also attempt to expedlte resolution o constituent
complaints and becbme involved in the resolution of workers
compensation and union issues. Mr. Goens pointed out that these
expenses clearly have nothing to do with lobbyi g . He also
responded to Mr. Burchyett’s proposed adijustment,}| noting that
actual 1lobbying expenses include expenses for employee salary
benefits of the type Mr, Burchyett discussed. Spe¢1f1cally, he
testified that suchwexpenses {(in the amount of $58,507) have been
included in Accouny 7370.6, and are comparable tq the $68,000
estimate provided by Mr. Burchyett.

I
The Commission accepts Staff’s adjustments. We agree that the

basis for allocating the Government Relations Departmdant’s employee
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salaries should include their total compensation. In addition, we
are of the opinion that Staff’s allocation of the Government
Relations Department’s employee salaries is the most reasonable
allocation. CUB/Cook’s proposed allocation, however, is based upon
a definition of lobbying that is inconsistent with 25 ILCS 170/1,
et seqg., which is incorporated by reference in Section 9-224.

L. Other Post Retirement (“OPEB"} Expenses

Illincis Bell witness Goens proposes that the Company be
allowed to amortize its deferred Transition Benefit Obligation
("TBO") relating to Statement of Financial Accounting Standards No.
106 (SFAS 106). This amortization is included in both operating
expenses (discussed here) and rate base (discussed in that portion
of this Order). He testified that the OPEB adjustment primarily
represents the TBO portion of unfunded post-retirement employee
benefits. On January 1, 1991, pursuant to an FCC order, the
Company adopted SFAS 106, which requires an accounting change from
the "pay-as-you-go" method to the accrual method of recording OPEB
costs. Mr. Goens testified that the Company is amortizing the
resulting TBO over an 18-year period.

Mr. Goens further testified that by the end of 1993, IBT will
have incurred three yvears of this TBO amortization. He states that
the Company has deferred an amount equal to these three prior years
of amortization and asks the Commission for permission to amortize
this deferred amount over a five-year period beginning January 1,
1994. The Company requests a definitive decision from the
Commission regarding the recognition of this deferral. Mr. Goens
notes that other state regulators have approved such treatment.

Staff witness K. Allen Griffy testified that the amortization
of the SFAS 106 TBO is a normal operating expense which should be
recognized in the year incurred and, therefore, should not be
deferred. He argued that the TBO amortization represents a change
in operating expenses which is not reflected in rates and concluded
that such changes in operating expenses represent out-of-period
costs which are not recoverable by the Company. staff therefore
has proposed the removal of Illinois Bell’s amortization of its
deferred TBO relating to OPEBs from cperating expenses for the test
year. CUB witness Brosch raises essentially the same arguments.

The Commission accepts the adjustment proffered by Staff and
CUB/Cook. As stated previously in this Order, the starting point
in an alternative regulation plan is critical. We will not allow
IBT to amortize the OQOPEB TBO expenses incurred during the 1991
through 1993 time period. These are out-of-period costs and their
inclusion would distort the starting point of this alternative
regulation plan.
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M. SFAS 112 Expenses

Mr. Goens testified that, effective January 1,|1992, Illinois
Bell adopted the provisions of SFAS 112 which relate to certain
post-employment benefits such as worker’s compensation, disability,
and health care continuation coverage, and which require that a
one-time charge be recorded in the year of adoption to reflect the
transition obligation related to the post-employment benefits. 1In
order to avoid having the full impact of this extraordinary item
recognized in whole or in part in the test year as a known and
measurable change, Illinois Bell requests that the gne-time charge
be amortized over a five-year period commen01ng Japuary 1, 1994.
Mr. Goens notes that hlstormcally the Commission has treated costs
which it views as extraordlnary, such as rate case expenses and
accrued compensated absences adopted with the Uniform System of
Accounts ("USOA") through amortization, and that the |Commission has
supported the Company’s efforts to adopt aPl new SFAS
pronouncements since the implementation of the USOA. The Company
therefore has reflected expenses associated with one year’s
amortization in the test year. Mr. Goens also notes that the
Company had not requested the establishment of a deferred asset for
the SFAS 112 expenses. :

staff witness Griffy and CUB witness Brosch bothLdlsagree with
the Company’s proposal and have removed the amortﬁzatlon of the
Company’s transition obligation relating to SFAS 112 from test year
operating expense. | ‘

In support of hls position, Mr. Griffy argues t at regulatory
accounting should follow the guidelines of Generally Accepted
Accountlng Principles ("GAAP") whenever appropriate. He reasons
that since SFAS 112 includes no provision for amortnzatlon of the
transition obllgatuon, conformity with GAAP requires that the
Company’s proposed amortization be disallowed for regqulatory
purposes. He also concludes that the Company’s SFAS 112 transition
obligation represents a non—recurrlng, one~time cmarge against
operating income, and that since this obligation was not a
regularly recurring; item, it should be excluded firom test year
operating expenses.! He also notes that the Commission has not
always allowed amortization of non-recurring expenges and avers
that non-recurring expenses were removed from test year operating
expenses but not amortized in several recent dockets. Flnally, he
recommends the disallowance of the Company’s amortigation of the
transition obligation relating to SFAS 112. Mr. Griffly argues that
SFAS 106, which relates to OPEB costs, differs from SFAS 112
regarding the amortization of transition obligations|. Therefore,
adherence to GAAP requires different regulatory treatment for the
transition obligations under the two separate FASB prpnouncements.
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Mr. Brosch states that the proposed amortization is
inappropriate because it constitutes single-issue and retroactive
ratemaking, and because he has seen no evidence that the Company
actually has suffered a significant adverse financial impact as a
result of the one-time charge to earnings.

For the same reasons stated in Section L above, the Commission
accepts the adjustment of Staff and CUB/Cook.

N.. Ameritech Corporate and Ameritech Services Wage
Differential

Staff has proposed adjustments concerning allegedly excessive
wages paid to employees of Ameritech Corporate ("AITY) and
Ameritech Service ("ASI") and allocated to Illinois Bell during the
test period. staff has analyzed the wages paid by these IBT
affiliates to their employees in order to assess the reasonableness
of those wage levels compared to the wages paid by Illinois Bell to
its own employees. The wage studies also compare wages paid to
former Illinois Bell employees who transferred to these IBT
affiliates.

- Staff witness Norsworthy performed the study that referenced
wages paid to former IBT employees who transferred to AIT. He
concluded that there was no justification for salary increases on
the basis of new duties, cost of living, or raises. 1Initially, he
concluded that slightly over 6% of the wage costs incurred by AIT
and charged to IBT during the test period were not accompanied by
commensurate benefits. Subsequent revisions to the employee wage
data included in the consultant’s sample revised the excess wage
ratio to 5.13%.

IBT witness Willenborg argues that Staff’s position serves to
highlight how speculative and poorly thought out Staff’s wage
adjustments are. In addition, he stresses that Staff failed to
consider, or consciously ignored, numerous important factors. Mr.
Willenborg states that Mr. Norsworthy never properly took into
account: different employee levels; how employees go through
progression to reach a position rate; justification for raises
given at the time of transfer; transfers into or out of the
Illinois Bell Marketing Incentive Plan where a portion of the
monthly salary is withheld; variances due to merit; differences in
population mix; or the impact of consolidation efforts and a
corporate~wide job evaluation process on promotions.

Mr. Willenborg alsoc argues that, if Staff’s studies are
adjusted to reflect all the factors that should be considered, the
differences in pay levels between IBT, AIT and ASI are essentially
zero. He notes that the published 1991 and 1992 wage schedules for

-113-



92-0448/93-0239 Consol.
H. E.;Proposed Order

ASI and IBT employees are identical, and that therejare only minor
differences at the lowest pay 1evels between the Company and AIT.
He further states| that, when properly compared,lthe promotion
salary rate for employees transferred to ASI is no greater than the
promotion salary rate at IBT. Mr. Willenborg bellevps that no wage
disallowance is justified. '

The Comm1551on does not accept Staff’s propospd adjustments
relating to AIT and ASI wages. The record does not justify Staff’s

conclusion that the adjustments are necessary. Fhe Commission
agrees with IBT that Staff did not consider all aof the factors
invelved in 'maklng wage level decisions. This adjustment is

speculative and, therefore, cannot be accepted. |

0. Ameritech Corporate Proiject Code 01 Expepses

Staff Witness, Warinner proposes an adjustmpnt to IBT'’s
allocation of costs to its Project Code 01 ("PCO1l"), PCO1l is the
account to which AIT employees are to charge costé that are of
benefit to all Ameritech subsidiaries, but which cannbt be assigned
directly or allocated by some cost-causative methoi% PCO1 costs

are apportioned on a monthly basis to the subsidiaries through
AIT’s general allocator which utilizes a three-month moving average
of the ratio of each subsidiary’s operating expenses to the total
operating expenses of all subsidiaries combined. :

Mr. Warinner states that the problem with AIT’s dxceptlon time
reporting system.ls that there is no documentation of jJan employee’s
time unless it is reported as exception time. He tbstlfled that
all costs billed by a nonregulated entity to a reguldted affiliate
should be supported by a written record which wou%d provide an
appropriate source for review of the cost and its applicability to
the regulated affiliate. Without a written record, the regulated
affiliate cannot determlne the reasonableness of the ¢ost or how it
applies. Therefore, he recommends that AIT replace hts exception
time reporting system with a 9051t1ve time reportln system. He
goes on to recommend that the Commission reguire th;% all charges
to IBT from aff111at¢s be supported by written recordg that can be
reviewed for both re@sonableness and appropriateness,

He concluded that AIT’s cost allocation methodology does not
allocate costs to AIT’s corporate-related activities properly. 1In
assessing AIT's methodoloqy for allocatlng costs to affiliates, he
found that AIT’s metmodology inappropriately assumeslthat all AIT
services and costs are performed on behalf of afflllates. During.
the test period, he ﬁound that a protion of the total test period
costs were incurred@ for corporate-related activities not properly
allocable to affiliates. His analysis of the [test period
allocation of executive, accounting, internal audit, and other
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corporate overhead costs indicates that little, if any, of these
costs are allocated to AIT’s nonregulated activities, thereby
causing an over-allocation of costs to affiliates including IBT.

He proposed an adjustment to reallocate PC01 costs to
nonregulated activities within AIT, using an allocation methodology
which AIT had used prior to implementing its new cost accounting
and allocation system in 1988.

On rebuttal and during cross-examination, Mr. Willenborg
asserted that a disallowance of no more than $225,921 is
appropriate. He notes that, although Mr. Warinner has proposed a
$3,884,760 adjustment, he also has offered an alternative theory
and calculation, reclassifying certain expenses and reducing the
adjustment to $1.6 million. Mr. Willenborg further observed that
the methodology Mr. Warinner used to arrive at his proposed PCO1
disallowance effectively allocates almost 43% of AIT’/s total costs
to just four activities: Complete Card, New Ventures, Wireless, and
Advertising and Promotions. The corollary of this presumption is
that only 57% of AIT’s efforts are devoted to the activities of its
five wholly-owned telephone companies —-- with tens of billions in
assets, and tens of thousands of enmployees -- and its other
operating units. In Mr. Willenborg‘’s opinion, this conclusion
underscores the unreasonableness of Staff’s proposed disallowance.

Mr. Willenborg stated that, based on his review of all
activities that actually support AIT operations, approximately $6.9
miliion should be categorized as Ycorporate operating costs." He
believes that this figure is conservatively high. He also avers
that it is most appropriate to allocate "corporate operating costs"
using the same methodology (based on payroll costs) that is used to
allocate "true overheads", such as PC98 costs. However, he comments
that, even though Mr. Warinner concurs that "corporate operating
costs" should be allocated in a manner similar to "true overheads"
and even though Mr. Warinner has not in testimony or during cross
examination criticized the payroll cost-based allocation used for
"true overheads," he uses total costs inappropriately in his
calculations.

Staff disagrees with both the level and the efficacy of Mr.
Willenborg’s review of "corporate operating costs". In its Initial
Brief, Staff argues that admissions by Mr. Willenborg establish
that: the true level of "“corporate operating costs" is not
obtainable from Ameritech records and that Mr. Willenborg’s figures
are merely estimates; his use of responsibility center costs prior
to allocation of general payroll overheads to PC98 understates
"corporate operating costs"; executive and supervisory costs are
understated; allocation based on total expenses rather than wages
is appropriate.
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In order to determine the appropriate level pf test period
Corporate operating expenses, Mr. Warinner developed.an analysis of
similar operations! at Illinois Bell. Using the| ratio of IBT
accounting, general, and administrative expenses to total IBT
expenses for the test period, he estimated the "corpgrate operating
expenses" at Ameritech. However, Mr. Willenborg tes?ified that Mr.
Warinner’s approach was deficient because of the completely
different character of the two companies’ operationg.

Regarding the Complete Card project, Mr. Willenborg testified
that it should receive an allocation of "corporate operating costs"
based on the ratio ¢f Complete Card‘’s payroll costs to Ameritech’s
total payroll costs, as is true for other activities. He also
proposes that Complete Card be treated as a subsidiary for the
allocation of the PCO1l costs remaining after the ¢limination of
"corporate operating costs," receiving an allocatiom based on the
ratio of its total expenses to all Ameritech subsidlary expenses,
including those of Complete Card. Finally, he notes that the $44
million Complete (Card test period expense figure is not
representative of. |costs on a going-forward basig because it
includes significant one-time start-up charges. Hel!suggests that
the expense be normalized based on budgeted amounts, and offers $22
million as a more appropriate ongoing figure. However, he also
observes that use of the payroll allocation methodoliogy moots the
issue of what constitutes appropriate start-up costs for the
allocation of "corporate operating costs" to Complete Card because
the wage portion of the start-up costs is quite small.

. |

Mr. Warinner responds that Complete Card représented a $44
million business activity during the test period, |but that Mr.
Willenborg’s proposal amounts to an allocation of accounting and
general and administrative ("G&A") costs at a rate off only 0.7% of
total operating costs. With respect to Mr. Willenborg’s suggestion
that Complete Card can be treated as a separate subsidiary, Mr.
Warinner notes that| Complete Card was left in Amerjitech because
that was much simpler than forming a new corporationﬁ and that if
Complete Card were spun off as a separate subsidiary, it would
require a much greater outlay of cash for accounting, supervision
and G&A support than the business activity currently is being
charged. He also expresses concern with Mr. Willenborg’s proposal
to normalize Complete Card costs because Ameritech’s|prior annual
budgets for this activity consistently have been understated. For
this reason, he recommends that the test period Complete Card costs
of $44 million be recognized instead of Mr. Willenborg’s proposal
to reflect the 1993 estimated level of $22 million. |

The difficulty that the Commission encounters in @eciding this
issue is that both IBT’s and Staff’s arguments are grounded in
speculation, because no audit trail exists to determine accurately
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what types of costs have been recorded in PC0l1. The Commission
thus requests that IBT adopt Mr. Warriner’s suggestion that: (1)
AIT replace its exception time reporting system with a positive
time reporting system; and (2) that all charges to IBT from
affiliates be supported by written records that can be reviewed for
both reasonableness and appropriateness.

The record clearly indicates that there has been an
overallocation of costs to IBT, and the Commission finds IBT’s
recalculation of the allocation to be unconvincing. The Commission
is of the opinion that Staff’s proposal is more reasonable, and
accordingly, accepts Staff’s adjustment.

P. Ameritech Services, Inc. Depreciation

Staff argues that ASI has been charging Illinois Bell for
depreciation in excess of the rates prescribed by the Illinois
Commerce Commission. For the test year Staff contends that year,
excess depreciation charges amounted to $2,750,000.

ASI is a jointly-owned subsidiary of the five Ameritech
Operating Companies ("AOCs") and was established in order to
consclidate certain administrative and overhead functions which the
'AOCs otherwise would provide individually. In return for these
services, ASI bills IBT a share of its costs (including
depreciation) incurred in providing the services. The depreciation
rates ASI applies, however, are higher than those prescribed by the
Commission for IBT’s use, and result in exXcess charges being
attributed te Illinois ratepayers.

Staff contends that ASI was established, not in order to
undertake any specific non-regulated business activities per se,
but, rather, in order to consolidate certain administrative and
overhead functions which the A0OCs otherwise would need to provide
individually. Accordingly, Staff states that ASI continues to be
subject to the Commission’s regulatory oversight and, thus, is
bound by the depreciation rates prescribed by the Commission.
Staff argues that IBT should not be permitted to avoid Commission-
imposed depreciation rates by shifting the provision of services to
an affiliate.

In response, Mr. Willenborg testified that ASI is a
non-regulated company that provides services not only to IBT but to
other AOCs as well. He pointed out that ASI is not subject to
prescription of its depreciation rates by any state regulator. He
argued that the test of whether ASI’s depreciation rates are
reasonable is not whether they comply with prescribed rates for any
AOC, but whether the decisions it makes allows ASI to provide
services for IBT in a cost-efficient manner. He called attention
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to the fact that the Staff audit itself concludes that AST provides
services to Illlno;s Bell very efficiently.

Mr. Wlllenborq further testified that the audqtors' analysis
of ASI’s depreciation rates compounds their erroneous conclusion by
considering depreciation rates in isolation and by not considering
the fact that ASI’s depreciation rates reduce ASI’s asset base. He
stated that this keeps ASI’s return reguirement to BT at a lower
level than it otherwise would be if depreciation ra es had been at
the lower Staff-prascrlbed rates.

The Commission accepts Staff’s adjustment. ?he commission
agrees with Staff  that IBT should not be permitted to aveid
Commission-imposed depreciation rates by shifting the provision of
services to an affiliate. Whether or not ASI is sgubject to the
prescription of its deprec1atlon rates by this Commission is
irrelevant. The Commission has the authority to llmlp the expenses
that IBT passes on to its ratepayers. ,

|

Q. Antl-Trust Litigation Fees

Staff witness Garret Gorniak proposed the removaﬂ of a $93,000
anti-trust lltlgatlon expense from the Company’s test year
expenses. He stated that the Company failed to present evidence
regarding the nature of these expenses or why ratebayers should
bear the burden of these expenses. .

IBT's Mr. Goens testified that the test year 1litigation
expenses associated with ongoing, anti-trust aé%ivities are
substantially less than in any recent calendar year but nonetheless
are unavoidable. He noted that the Commission found that such
expenses properly were included in test year expenseilevels in its
Order on Remand in Docket 89-0033. ‘

The Commission agrees that the Company’s antl-trqst litigation
expenses are unavoidable consequences of IBT’s former relationship
with AT&T. Accordiingly, the Commission conclude$ that these
expenses properly are includible in the test year.

R. Rate Case=Expense Amortization

OPC witness I[Catherine Larson suggested & five-year
amortization of the Company’s rate case expenses. $taff witness
Maria Slattery disagreed and concluded that the proposed test year
expense represents a normal level of rate case e;;ense. She
therefore did not pr¢pose that it be amortized. L

Nonetheless, both the Company and Staff address-gow rate case
expenses should be amortized if the Commission were io deem these
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expenses to be extraordinary and therefore subject to amortization.
Ms. Slattery contended that if amortization were required, the
Commission also should require a sharing of these expenses by
ratepayers and shareholders through exclusion of the unamortized
portion from rate base. According to this view, ratepayers would
share the burden of the rate case expenses through rates over a
three-year amortization period and sharehoclders would share that
expense to the extent they incur lost opportunity costs by not
recovering the rate case expenses in one lump sum. Staff arguedq
that such an approach was appropriate since both ratepayers and
shareholders benefit from the rate case.

Mr. Goens adopted the position that his employer’s rate case
expenses are not extraordinary and therefore should not be subject
to amortization. However, he contended that if amortization were
to be approved by the Commission, the entire rate case expense of
$2,028,000 should be amortized over a three-year period, and that
any unamortized portion should be added to rate base.

The Commission agrees with Staff and the Company that the test
year rate case expense represents a normal level of expense for
which amortization is not necessary.

S. Normalization Adjustments

Several adjustments were proposed for the normalization of AIT
expenses during the test period. First, the Staff consultant
proposed the elimination of AIT lease costs for the termination of
a contract for AIT space rented at 10 South Wacker.

IBT asserted that the Staff consultant’s adjustment is
overstated by the difference between the amount accrued on AIT’s
books during the test periocd and the amount actually paid. IBT
claimed that an adjustment for $1,900,000 already had been
recoghized by AIT to reduce lease costs assigned to IBT for
ratemaking purposes. Finally, the Company asserted that there is
an offset by additional lease cost incurred for space leased from
IBT at 220 West Randolph.

In response, the Company countered that this proposed
adjustment should be rejected because of the cost of the
alternative space leased by the corporate management group which
moved out of the 10 South Wacker location. 'If the ongoing expense
of this new lease is taken into account, it more than offsets the
savings Staff was attempting to capture due to the elimination of
the 10 South Wacker lease.

The Staff consultant further proposed to eliminate AIT’s test
period expenses for the President - Ameritech Bell Group whose
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position was eliminated during the test period. Paﬁt of this cost
is an employee termination payment. !

The Company has agreed to the elimination of a portion of the
employee termination payment IBT’'s Mr. Willenborg kesponded that
any remaining adjustment is in error. He contended that there
should be no such adjustment because no savings resulted from the
elimination of the office of the Bell Groyp President.
Specifically, he p01nted out that new positions wene created and
other executives wexe added to replace the Bell Gr#up president. -
Because no savings have been realized, Staff’s proposed
disallowance of the remalnlng cost savings for the te t year should
be rejected. ;

|
|

Issues also arose with respect to various miscellaneous
affiliated expense | adjustments proposed by Staff., First, Mr.
Warinner proposed an adjustment for unsubstantiated expenses in the
amount of $7,000. Mr. Willenborg subsedquently provided supporting
documentation that establishes that the underlying business
activity involves IBT regulated activities. i

The Commission rejects Staff’s adjustments. 1111n01s Bell has
provided adequate evidence to support the $7,000 pense which
Staff had recommended be disallowed. The Commission T}urther finds
that Staff’s proposed adjustment related to the 10, South Wacker
lease should not be adopted in light of the ongoing expense related
to a new lease. With respect to the elimination of the office of
the Bell Group President, the Commission further believes that the
adjustment proposed by Staff based on savings attrlbutable to the
elimination of that office is not reasonable when in fact the
Company realized no actual savings.

T. Revenue Anpnualization i

The annual revenue levels presented by the Comp:ny are based
on actual test year vplumes of business. However, bothICUB/Cook and

Staff proposed adjustments based on annuallzatlon of $peC1f1c test
year figures.

CUB/Cook contended that the Company recorded aireduction to
revenue levels 1mproperly based upon rate changes at occurred
beyond the test year. CUB witness Brosch testifiled that, by
contrast, his revenue annualization adjustment [reflects an
annualization of business and residence revenues as df the end of
the test year, utilizing four times the revenue levels recorded in
the last three months of the test year. He contended jthat the use
of three months of actual data recognizes the potenti%l variation
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in revenue levels actually experienced from month to month while
capturing ongoing sales and revenue volumes at or near the end of
the test year.

He further criticized Illinois Bell’s revenue requirement
presentation and claimed that it fails to match revenue requirement
elements by not reflecting the fact that customers added during the
test year are available as of the close of the test year to provide
additional revenues for assets existing at that date. He further
testified that, should the Commission decide to reject CUB’s
annualization proposal, he then would recommend limitation of the
Company’s Xknown changes to match average test year sales and
revenues more closely with expenses, and in addition would
recommend that the Commission exclude all IBT promotional
advertising expenses because utilization of such an average has the
effect of denying ratepayers the benefits of promotional
advertising.

Staff witness Roth proposed the adjustment of Illinois Bell’s
test year revenues on an end-of-year basis using one month’s data.
That adjustment is similar to the rate base adjustments made by
Staff accounting witnesses.

Mr. Goens testified that the results of CUB/Cook’s and
Staff’s revenue annualization proposals are less appropriate than
the actual test year data provided by the Company. He pointed out
that both Mr. Brosch’s and Ms. Roth’s methods of annualizing test
year revenues totally fail to capture seasonality factors and
remain subject to aberrations inherent in attempting to project
smaller samples.

The Commission concludes that the Company’s presentation of
its revenues through the use of actual test year data, with an
adjustment for known changes involving rate levels, is inherently
more reasonable and less prone to measurement error than the
annualization projection methodologies proposed by CUB/Cook and
Staff. Furthermore, the Commission finds that the use of actual
test year data for revenues comports with the intent of 83 Ill.
Adm. Code 285.150 to develop revenues and expenses for identical
periods. The Commission therefore rejects CUB/Cook’s and Staff’s
revenue annualization proposals and relies instead on the actual
test period data presented by the Company.

uU. Uncollectible Operating Revenues

CUB/Cook and Staff propose uncollectible operating revenues
levels of 1.6054% and 1.42% respectively, in contrast to the
Company’s test year level of 1.798%. CUB witness Brosch adjusted
the Company’s uncollectible level by excluding ten months of the
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Company’s test year experience and including ten ﬁonths of data
subsequent to the Company’s filing, through July 1993. CUB/Cook
contend in their Initial Brief that the Company currently is
experiencing a downward uncollectible cost trend, which emphasizes
the conservatism and reasocnableness of Mr. Brosgh’s proposed
adjustment. : 3
: |

Staff withess Burchyett also sponsored an adjustment to the
uncollectible level, but based it on data through Pune 1993 and
using the Company’s total operating revenues to calculate the
uncollectible level. He testified that his proposed adjustment
better would reflect the level of uncollectible revenyges reasonably
anticipated to prevail while the alternative regulation plan would
be in effect. |

Company witness Goens disagreed with the proposed
adjustments. He asserted that Mr. Burchyett’s uncollectibles
calculation was incorrect because it improperly included
non-regulated revenues and other intrastate operating|revenues that
generate no uncollectibles. He further criticized both CUB/Cook’s
and Staff’s proposals because they are based on out-o&—test period
data and therefore are inconsistent with past Commissilon decisions.

The Commission believes that Illinois Bell’s method of
calculating its uncobllectible operating revenues ii reasonable.
First, the Company lhas excluded from its uncollectible revenue
calculation unregulated items and items which  generate no
uncollectibles. Second, the Company’s calcula?ion of its
uncollectibles is cpnsistent with the Commission’s! approach in
Docket 89-0033, Order on Remand, where the Company was not
permitted to update its uncollectible percentage based on data from
months following the|original filing. Accordingly, the Commission
concludes that the Company has calculated its uncollectible
operating revenues properly. i

| |
v. Vacancy Lévels :

|

The Commission KHas not adopted Staff’s proposed adjustment to
the Company’s Plant-in-Service category, for lease vacancies. 1In
accordance with this conclusion, the Commission will not adopt
Staff’s associated proposed $1.3 million depreciation expense
reduction.

W. Ameritecthlighg Operations i

Staff witness Warinner proposed an adjustment to the Company’s
test period expenses related to AIT flight operation dosts charged
to IBT. Specifically, he recommended a disallowance of $735,588
from the Company’s intrastate test year expense. ;
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He contended that Ameritech’s flight operation costs are both
excessive and are inappropriately allocated to Illinois Bell during
the test period. In arriving at his recommended disallowance, he
determined that AIT’s average cost per passenger trip was $7,909,
compared to an average cost of $1,113 wusing public air
transportation. He also reviewed the purpose of each flight and
determined that only 56.81% of the flights provided either a direct
or indirect benefit to Illinois Bell.

Company witness Willenborg disagreed with the proposed
disallowance. He contended that Mr. Wwarinner had failed to
consider the justification of the business use of corporate
aircraft as an appropriate and legitimate expense. He pointed out
that private air travel reduces travel time and increases executive
efficiency since many trips during the test period were to
locations where the use of commercial air carriers and land
transportation would have been prohibitively time consuming. In
addition, he cited the fact that the Ameritech Board of Directors
has directed the Ameritech Chairman to make every possible use of
corporate aircraft for security reasons.

The Commission accepts Staff’s adjustment. IBT has not met
its burden of showing that these expenses are reasonable in total.
The Commission is not convinced that these flight operation costs
produced any benefit to ratepayers.

X. Management Audit Expense

Staff witness Burchyett recommended an adjustment to
management audit expense that would reduce AIT operations expense
by $318,000, representing the intrastate portion of such expense
booked in the test year. He testified that this expense is not a
recurring one and that the intrastate portion of this expense
should be removed from the test yvear. In addition, he recommended
a $535,000 reduction in IBT'’s test year management audit expense
based on his recommendation that such expense be amortized over a
five-year period.

He opined that an amortization period of five years is
reasonable in light of Company witness Gebhardt’s testimony that
five years is the projected life of the alternative regulation
plan. Finally, he argued that the unamortized portion should not
be included in rate base, thereby developing a form of sharing
between ratepayers and shareholders.

On behalf of the Company, Mr. Goens responded that management
audit expenses are legitimate test year expenses, explaining that
the Commission had ordered the management audit and that Staff had
closely tied the results of the audit to its positions in this
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docket. Therefore, he contended, the Company should be able to
include all such expenses. He said that he could accept as a less
desirable alternatlve the amortization of the total management
audit expenses over a three-year period. He stre?sed that this
treatment would be consistent with the Commissilon’s Order in
Peoples Gas Light and Coke Company, Docket 91-0586. Finally, he
contended - that Staff’s recommendation not to| include any
unamortized amount |in rate base is unsupported, unpﬁecedented and
should not be adopted by the Commission.
L

The cOmm1551on concludes that staff’s proposal iis reasonable.
We are of the opinion that the non-recurring potrtlon of this
expense should not be included for purposes of settljg initial plan
rates. We believe that a five-year amortization is more reascnable
in light of the fact that we are approving a flve—yebr alternative
regulation plan.

Y. Workforcg Regizing Expense !
| i

As noted in the section of this Order dealing |with proposed
rate base adjustments, IBT witnesses discussed several programs
that impact the size of its workforce. .

CUB/Coock contgnd that, while the Company hasiincluded as a
known adjustment to its revenue requirements 4Yhe workforce
reductions resulting from these programs, these adjustments stop
short of recognizing its actual workforce levels. ey propose a
$17.2 million downward adjustment to the Company’ a test period
expenses. ‘
l

In arriving at [this adjustment, CUB witness Brobkch suggested
an employee headcount annualization based on actual headcount
statistics through July 1993. He contended that his adjustment
would account for all transfers of IBT employees: to ASI and
incorporate an offset for employee reductions that IBE already had
included as a known [change in its calculations. He alsc claimed
that, in calculating the cost that Illinois Bell incuﬂs as a result
of ASI employees, he had included the cost IBT incurs as a result
of employee transferis to AST from Ameritech entltlés other than
Illinois Bell.

i
1

Company w1tnessiGoens contended that Mr. Brosdh’s proposal
ignores actual expenses for the test year as adjustked for known
changes. He characterized Mr. Brosch’s calculations as speculatlve
and as based on an annuallzatlon of out~of-period figures, He
pointed out_that Mr. Brosch acknowledged that he failed to consider
the most recent data‘Mr. Goens supplied regarding the Company’s

]

-124-



82-0448/93-0239 Consol.
H. E. Proposed Order

SIPP program and its management resizing program. Finally, he
criticized Mr. Brosch for failing to consider Illinois Bell’s share
of all AOC employees transferred to ASI.

The Commission rejects CUB/Cook’s proposed $17.2 million
disallowance as itself being speculative and unsupported. The
Commission believes that the Company has captured accurately the
savings associated with each of its resizing programs and has
adjusted test year expenses accordingly.

zZ. Bellcore Research and Development Expenses

CUB/Cook propose to exclude from Illinois Bell’s operating
expenses the costs related to certain Bellcore projects which
CUB/Cook argue do not benefit Illinois ratepayers. The total
proposed disallowance is $3.7 million.

Mr. Brosch testified that regulators must be careful when it
comes . to reviewing research and development ("R&DY) expenses as
regulated telephone companies seek to become less regulated and
more competitive. He contended that Bellcore R&D may not produce
benefits for current ratepayers. He reviewed various documents
included with the 1992 Customized Work Program that IBT purchased
from Bellcore. Based upon his review, he recommended disallowance
of expenses associated with those projects which represent the most
forward-locking network technology endeavors. He asserted that his
proposed disallowances are appropriate because nowhere in Illinois
Bell’s case is it indicated that the Company intends to offer new
regulated services based upon the various new technologies
resulting from Bellcore’s work. Finally, he discussed the opinions
of NARUC auditors who concluded after reviewing Bellcore’s projects
that benefits to monopoly service ratepayers would not necessarily
be realized.

In response, IBT witness Jennings described how the Bellcore
R&D work benefits Illinois ratepayers. He argued that the R&D
efforts discussed by Mr. Brosch lead to enabling technologies which
produce real benefits in the provision of regulated services, .
facilitate the offering of the fullest range of high functionality
business and residence services, and at the same time engender cost
efficiencies. In addition, Mr. Goens cited to Financial Accounting
Standards Report FAS~2, which calls for immediate expense
recognition of R&D costs. Mr. Willenborg also discussed the NARUC
report on which Mr. Brosch relied, noting that the opinions
expressed in that report represent the opinions of only a NARUC
accounting taskforce which have not been adopted by the full NARUC
or by any individual regulatory jurisdiction.
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The Commission accépts CUB’s adjustment. The record does not
show that the R&D lexpenses in gquestion offer real benefits in the
provision of regulated services to Illinois | ratepayers.
Accordingly, these' expenses will not be used in the| calculation of
initial rates for this alternative regulation plan,

VI. DEPRECIATION %

A, INTRODUCTION {

In a prior sedtion of this Order the Commissioﬁ found that it
will no longer set depreciation rates for Illinois Bell under its
alternative regulation plan and that it will allow I}linois Bell to
set its own depreciation rates pursuant to generally accepted
accounting principles. In this section of the Order jthe Commission
again addresses the depreciation issue, but only to determine the
reasonableness of the going in rate levels under the plan.

' |

Illinois Bell iproposes to increase its test yeéar intrastate
depreciation expense by $173 million a year. Ag part of its
proposal, the Company proposes to amortize a |$55%9 million
intrastate depreciation reserve deficiency. The Company proposes
to amortize the portion of the reserve deficiency attributable to
analog switching over four years and the remaining ampunt over five
vyears. Staff proposes adjustments to the Company’s depreciation
study which would result in an $84 million increase [to intrastate
depreciation expense., Staff proposes that the entire depreciation
reserve deficiency (which it believes is smaller than|/the Company’s
figure) should be amortized over a five-year period. CUB/Cook
County propose that the Company’s depreciation expense be reduced
by $18 million and do not believe there is any depreciation reserve
deficiency which reduires amortization. ’

J. Kossnar, Illinois Bell’s Manager of Capital Recovery, Dr.
Lawrence K. Vanston, a principal at Technology Futures, Inc. and
Scott Jennings, the|Company’s Director of Integratqd Planning.
Staff’s depreciation proposal was presented by S. Rick Gasparin, an
economic analyst in the Telecommunications Department jof the Public
Utilities Division. of the Commission. CUB/Caogok County’s
depreciation testimbny was presented by James W. Currin, a
consultant with the: Washington, D.C. firm of Snavely, King &
Associates. 1 |

B. Specific gccount Analysis

The four accounts to which Staff and/or CﬂB/Cook made
depreciation rate adjustments to: Digital Electronic Switching,

The Company’s depreciation proposal was presen?fd by Quentin
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Digital Circuits, Exchange Metal Cable, and Analeog Circuit
Equipment.

1. Digital Electronic Switching
a. Projection Life

, This account consists of all digital electronic central office

switching and packet switching equipment and associated
cross-connecting frames, power plants, test and control equipment.
The Company proposes a projection life of 14 years; Staff proposes
a projection life of 18 years; CUB/Cook County propose a projection
life of 18 years.

The Company contends that its 1l14-year projection life is
reasonable because digital switches are composed of "modular"®
components which will be continually replaced as new
functionalities and technologies are developed, thereby shortening
the projection life of the entire switch as the outdated modules
are retired. The Company alsc contends that its forecast is also
reasonable because the average life span of the analog switching
technology was 15.6 years and no switching technology has ever had
a life span greater than its predecessor. Mr. Jennings testified
that modularity speeds up switch replacement because new
functionality can be added by replacing individual modules rather
than changing out the entire switch. Mr. Jennings testified that
some modular replacement has already taken place; he cited the
replacement of the NT40 in the Northern Telecom DMS 100 switch with
the "supernode" processor.

Mr. Jennings emphasized that the Company’s l4-year projection
life is not dependent on the appearance of any "successor
technology"; rather, currently-deployed modules will be retired as
they are replaced by improved editions of digital switching
technology -~ similar to the way that speakers, amplifiers, and CD
players are updated in a home entertainment system. Mr. Jennings
did note that there are new technologies -~ such as asynchronous
transfer mode switching and photonic switching -- which could speed
this process even further.

Staff asserted that the life of Digital Electronic Switches
will extend to the 18-year projected life because the technology
required to evolve to the "next generation” switching format is
many years away from implementation. Staff also gquestioned the
benefits of next generation switching touted by the Company and
claimed that improvements to the basic "plain old telephone
service" ("POTS") customer will be negligible. Staff noted the
modularity of digital switches and the ability to revise and easily
replace software packages gives IBT’s digital switches the
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capability of having a P-Life of 18 years, becausel the modularity
provides digital switches the ability to evolve! into the next
generation of telecommunications services w1thou¢. the need to
retire an entire 'switch and its appurtenances. ! Mr. Gasparin
testified that upgrades to digital switches can and do occur by
simple replacement ‘of modules, and wholesale replac%?ent of digital
switches should not occur until there is a need foxr such change.

In making its iproposed adjustments, Staff relled in part, on
the 19 year projection life for Digital Electronlb Switches and
depreciation rate of 6.9% set for IBT by the FCC in August 1991.
Staff also relied, 1in part, on the June 1993 intrastate projection
life and deprec1atlon rate prescribed for GTE INorth by the
Commission, which were 18 years and 6.6 percent, respectlvely.

CUB/Cook County also oppose the Company’s 14;year proposal
for several reasons. First, Mr. Currin testified thpt the modular
design of the digital switch allows upgrades without total
replacement and that this will greatly extend the life of the basic
switch. Next, CUB/Cook County contend that their projection is more
reascnable than the Company’s because the Company; assumes that
virtually all of the current investment in digital switches will be
retired by the year 2011. Third, CUB/Cook County assert that
photonlc switching!| is the replacement technology, for digital
switches and that it is many years away from 1‘plementatlon.
Fourth, CUB/Cook County argue that it is unreasonable to expect
that the Company will invest in dlgltal switches in 1997 when they
would only have an average remaining life of only 6.5 years at that
time. Fifth, CUB/Cobk County argue that certain co@ponents of a
basic switch such as power equipment, distribution frames and
rlght-to-use fees on the basic switch will continge to provide
service as long as the basic switch unit is in service and that
only the introduction of a completely new technolog¥ will have a
significant impact on their lives. Flnally, CUB/Cook County assert
that Dr. Vanston’s testimony should be given little W ight because
his prior work for Reglonal Bell Operating Compan1;; places his
professional independence in doubt.

In response to Staff’s position, the Companylasserts that
reliance on 1991 FCC prescriptions is unreasonable because they are
based on 1989 historical data and 1990 forecasts.| Mr. Kossnar
testified that the rapid pace of technological developments means
that forecasts made in 1990 are not adequate today -+ and will be
even more inadequate when this proceeding is resolvead later this
year. Mr. Kossnar further testified that modularity of digital
switches will shorten rather than extend the projected life of the
account. Mr. Kossnar also disagreed with Staff’s reliance on the
depreciation rate prescribed by the FCC, alleging that the projec~-
tion was out of date,l since it was based upon 1989 historical data
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and 1990 forecasts. Mr. Kossnar claimed Staff’s reliance on GTE’s
prescribed depreciation rate was irrelevant, .since that
prescription does not reflect data and forecasts specific to IBT.

With respect to CUB/Cook County’s arguments, Dr. Vanston
testified that while CUB/Cook County and Staff speculate on whether
modularity will increase or decrease the projection 1life of
digital switching, only the Company provided concrete evidence that
modularity decreases the projection life of digital switches. Dr.
Vanston testified that part of this concrete evidence is an
analysis he made of the life characteristics of the individual
components which make up a digital switch such as the processor and
the switching fabric. With a modular architecture, some components
such as the shell will last longer than they would have in an
analog switch, while other components such as the processor will
not last as long. Dr. Vanston weighted each component to reflect
its percent of investment in the entire switch and found that the
weighted average l1life of those components is shorter than the
average life of an analog switch.

b. Future Net Salvage

The Company and Staff agree on a future net salvage (FNS)
value of -3%. Mr. Kossnar testified that the Company’s proposal
starts with the actual gross salvage for digital switching and cost
of removal for digital switches which the Company has experienced
in the recent past. The Company then projected that gross salvage
for digital switching will decline over time the same way that
gross salvage for analog switching has declined over time. The
Company also projected that the cost of removal for digital
switching will increase over time as it has in the past for analog
switching., Mr. Kossnar testified that Mr. Currin‘s recommendation
of 9% (which Mr. Currin took from his FNS analog switching
proposal) is far too high because there are important differences
between digital switches and analog switches. Mr. Kossnar explained
that one clear difference is that digital switches are smaller  and
lighter than analog switches and, therefore, have less junk salvage
value,

Mr. Currin testified that the Commission should simply adopt
the past net salvage for analog switching as the FNS value for
digital switching, with a slight downward adjustment to be
conservative. Mr. Currin argued that this method is more realistic
because historical salvage associated with analog switching is more
representative of what can be expected in digital switching. Even
though digital switches are smaller and 1lighter than analog
switches, Mr. Currin contended that the net salvage value will be
the same because the value of electronic equipment generally has no
relationship to the scrap metal involved; because the cost of
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removing modular units should be less than the costiof removal for
analog switching equipment; and because the ability to remove
medules while they,;still have value should yield akgreater gross
salvage value. ;
: L
In response, the Company contends that costs of removal may
well be greater for digital switches because mofules will be
removed in worklng switches and this effort will require a great
deal of precision gnd caution. The Company also p@ints out that
CUB/Cook County fails to make any allowance for future increases
in the labor costs lassociated with removal. Moreover, Mr. Kossnar
demonstrated that ;the total expected net salvage for analog
switching is 4% using Mr. Currin’s proposed FNS, qrtot 9% as Mr.
Currin testified, and that this error is symptomatlc of the overall
flaws in CUB/Cook 00unty s approach.

COMMISSION gﬂALYSISﬂAND CONCLUSION

The Commission.is of the opinion a projection life of 18 years
as proposed by Staff and CUB/Cook is reasonable. In setting
depreciation rates, the Commission must conspder current
information that is based upon fact, not speculation. IBT’s
statements that digital switches will have a shorter|life then the
analog swithes they replace is speculative. At this point in time,
18 years is the mosi:reasonable estimate of projection life. The
switches are modular and allow for periodic improvement without
total replacement. ' The Commission rejects IBT’s contention that
modularity decreases the life of this equipment. IBT’s statements
to this effect are not convincing. ;

The commission ls of the opinion that the Company s FNS value
of -3% is reasonable because the Company’s analysis béglns with the
actual salvage expenlenced for digital swltches. '

2. Qigithl Circuit Equipment @
a. ?rojection Life

This account consists of digital central office eguipment that
provides communication channels for telephone, data, and video
circuits. This equipment connects interoffice trtfks--special
service circuits between central offices and between central
offices and subscribers. The Company proposes a projection life of
11 years; Staff and CUB/Cook County propose 13 years.

|

Mr. Jennings | contends that the 13-year proposal is
unreasonable becausel it is no change from the projection life
prescribed for the Company in 19892 and it does nat take into
account the technolbglcal changes which have occurred in the
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intervening five years. Mr. Jennings testified that, for example,
major retirements in the digital circuit equipment account are
happening now because of analog switch replacement and will
accelerate between now and 1997 when all analog switches are
replaced. In particular, digital carrier trunk equipment and
D-Channel bank equipment, which allow an analog switch to process
digital calls by converting the digital signals to analog, will not
be needed once analog switches are removed. The Company contends
that imminent removal of all analog switches, which was not a
factor in 1989, shortens the projection life of this account.

Mr. Jennings also testified that fiber optic terminals, which
convert signals from electrical to optical for transmission over
fiber cable, are being replaced and upgraded with SONET-compatible
equipment as SONET transmission becomes more ubigquitously deployed.
Similarly, he explained that digital loop carrier equipment, which
performs analog to digital conversions in the loop, is also being
replaced with SONET-compatible equipment. The Company contends
that its currently-prescribed 1life simply fails to take these
developments into account. The Company also notes that retirements
for this account for 1988-1992 exceeded forecasts by 49% and that,
therefore, past projections have been overly-conservative.

Staff’s proposal relied, in part, on the 1991 FCC interstate
depreciation rate for this accournt of 9.8 percent with a projection
life of 12 years. In making his adjustment, Mr. Gasparin also
evaluated IBT’/s proposal against GTE’s depreciation rate for the
Digital Circuit account. Mr. Gasparin contended his adjustment for
this account was appropriate for the same reasons that his
adjustment to the Digital Electronic Switch account was appropri-
ate. Mr. Gasparin reasoned that Digital Circuits will be replaced
only new generation technology arrives in the marketplace or when
the digital techneology advances to a stage where replacement of
this eguipment would be appropriate. Mr. Gasparin stated that he
considered all relevant factors affecting the projection life for
this account, including the anticipated deployment of SONET
systems.

Mr. Currin testified that the Company’s proposal is
questionable because the Company proposes a 7.8-year remaining life
for pair-gain devices which provide transmission over metallic
cable, but proposes a 12.2-year average remaining life for metallic
cable. Similarly, Mr. currin testified that Company proposes that
fiber cable have a composite remaining life greater than 17 years,
but proposes that fiber electronic investment have a remaining life
of only 4.2 years.

CUB/Cook County argue that the fact that retirements in this
account for 1988-1992 exceeded forecasts by 49% is not persuasive
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because the Company may have intentionally} mis-forecast
retirements, retlrements may have been impacted by]unusual events
such as fires or floods, or the Company may have s;mply performed
a bad forecast. CUB/Cook County also contend that the Company’s
criticism of its juse of historical data is misplaced because
historical data for this account already reflects'the impacts of
technological advances. |

CUB/Cook County also discount the impact of SqNET deployment
on the prOJectlon 11fe of digital circuit equipment because, in
their view, the life of new fiber optic SONET systems should extend
beyond what is expected of the clder units. :

1

Finally, Mr., Currin testified that his |Exhibit 2.19
demonstrates the prpblem with the Company’s forecasq He testified
that this Exhibit compares the actual investment deployed in the.
digital circuit account to the life cycle forecastis used by the
Company in support of its proposal. In Mr. Currin’s view, the graph
shows that, despite the fact that the investment 1n this account
increased sharply 1n 1992, the Company predlcts a prbclpltous drop
in the level of thls account’s investment in serv1ce.

In reply to Staff’s reliance on the FCC’s 1991 prescrlptlon,
the Company once aggln asserts that if the Comm1551?n is going to
rely on FCC prescriptions at all, it should use the most recent
information available, 1i.e., the average of gne 1993 FCC
prescriptions which|is 12 years. Dr. Vanston testified that even
that number is too long and that the Company’s 11-ye¢r proposal is
a more reasonable forecast.

The Company also takes issue with CUB/Cook COuntY's contention
that historical mortallty data lncorporates the | impacts of
technological advances. In the Company’s view, that[would be true
only if the future 1s a repeat of the past. The COmpany contends
that, since the pace of technologlcal | change for
technology impacted | accounts such as this is acceleratlng,
historical data cannot capture the impact of future ¢echnolog1cal
developments.

With respect to CUB/Cock COunty Exhibit 2. 19ﬂ Mr. Kossnar
explained that the tWo graphs show two different things: one shows
total investment, the other shows retirements from existing
vintages. Mr. Kossnar testified that CUB/Cook County| is confusing
two distinct issues. It is completely proper for actupl investment
in an account to co‘tinue to grow over time (there vV increasing
total investment) 1le there is a decline in the amount of
investment in serv1ce from a particular vintage.
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b. Future Net Salvage

The Company and Staff both propose a future net salvage of -5%
for the digital circuit equipment account. The Company’s proposal
is based on the recent historical salvage and cost of removal
trends in this account and the expected increase in labor costs
associated with cost of removal.

Mr. Currin testified that a 1% future net salvage value is
reasonable. Mr. Currin used the Company’s recent actual net salvage
data from 1988 through 1992. In response to the Company’s criticism
that his analysis fails to recognize that labor costs associated
with removal will increase in the future, Mr. Currin argued that
historical information has inflation built into it. He also
contended that labor cost increases will not have as significant an
effect if it turns out that the Company is correct that the
projection life for this account has declined from 13 to 11 years.

COMMISSTON ANALYSIS AND CONCLUSTON

The Commission is of the opinion that the projection life of
13 years proposed by Staff and CUB/Cook is reasonable and results
in a fair projection life and depreciation rate for this account.
The Commission agrees with Staff that the digital circuits will be
replaced either when circuits employing new generation technology
are available or when the digital technology advances to a stage
where replacement of this egquipment would be appropriate. At this
point in time, the estimates of Staff and CUB/Cook are more
reasonable and less speculative.

The Commisssion alsoc agrees with Staff’s reliance on the FCC’s
1991 IBT specific depreciation prescription and with depreciation
rates recently prescribed by the Commission for a large local
exchange carrier which does business in Illinois. The Commission
rejects IBT'’s proposal which is based on neither IBT specific nor
Illinois specific information.

In addition, the Commission finds that the FNS value of -5%
proposed by both the Company and Staff is reasonable because it
takes into account the future costs of removing plant.

3. Exchange Metallic Cable Accounts
a. Projection Life

Exchange metallic cable eguipment is often referred to as the
"local loop." It includes the copper facility which runs from the
central office to the customer’s premises either through the
underground conduit system {underground cable), through cable
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buried in the ground but not in conduit (buried cable), or through
cable placed on overhead poles (aerial cable). For the underground
cable account, the Company proposes a projection life of 21 years;
Staff and CUB/Cook County recommend 30 years. For the buried cable
account, the Company proposes a projection life of 22 vears; Staff
and CUB/Ccook County propose 27 years. Finally, for the aerial cable
account, the Company and Staff propose a pro;ectﬂon life of 24
years; CUB/Cook County propose 25 years.

The Company contends that the projection éives for all
exchange metallic dable accounts should be shorten from current
levels because all indications increasingly point to|the aggressive
deployment of fiber optic cable or coaxial cable as a substitute
for metallic cable. Mr. Jennings testified that theke has already
been extensive deployment of fiber optic cable in the interoffice-
network and that deployment of fiber optic cable iin the feeder
portion of the loop is accelerating. While deployment of fiber in
the distribution portion of the loop (from the feeder to the
premises) has been limited, deployment will accelerate as the cost
of fiber continues to fall and the benefits of flbér become more
pronounced. According to Mr. Jennings, fiber optic cable is
superior to metallic cable because it has reduceﬁ maintenance
costs, it is immune to electrical interference andlwater damage,
and 1t can deliver broadband services, i.e., voice,}data or video
at speeds over 1.54| MB/S. i

Mr. Jennlngs also testified that deployment \of broadband
capablllty is 1ncrea51ngly becoming the standard for providing
services. He testified that Pennslyvania’s new law Eequlres high
capacity capability to the home by 2015 and that New Jersey Bell
has committed to be 100% fiber optic in the loop by 2010.
Subsequent to the announcement of these two initiatives, other
companies have also announced plans to exten31ve1y'de§;oy broadband
capablllty'throughout their networks. The Company confends that the
same considerations that have led to the adoption of fiber in these
states will also actelerate fiber deployment in Illinois Bell’s
network. :

Dr. Vanston testified that his independent analysis confirms
that the projection lives proposed by the Company forf the exchange
metallic cable accounts are reasonable. Dr. Vanston’s fonclusion is
based on an 1ndustry study of fiber feeder fac111ﬂ1es which he
performed in 1988 and updated in 1992; on his New S¢rV1ces study
which examined the demand for high capacity services; and on his
extensive analysis of technology in the distribution plant.

Dr. Vanston’s ﬁestimony'that current projection'ﬁives must be
shortened is supported by the most recent FCC prescriptions for the
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projection lives of underground and buried cable of 26 years and 22
years, respectively.

Staff witness Gasparin argued that IBT’s 21 year projection
life is inappropriate because it assumes that the life of this
account needs to be shortened so that the Company can replace
existing copper cable with fiber optic cable. Mr. Gasparin
asserted that deployment of fiber is not necessary for IBT to
provide service to the vast majority of its customers who subscribe
to basic voice communications service, or plain old telephone
service ("POTS"). Mr. Gasparin further asserted that technologies
exist, such as HDSL, which can extend the useful life of existing
copper cable. 1In recommending adjustments to the Company’s rates,
Mr. Gasparin again used the FCC’s 1991 prescribed projection life
and deprecation rate for IBT and the Commission’s prescribed
projection life and depreciation rate for GTE.

CUB/Cook County advance several arguments in support of their
proposal. First, they contend that the Company’s proposal is based
on the assumption that there will be customer demand for broadband
services. Second, CUB/Cook County question the Company’s
commitment to broadband technologies since the Company continues to
invest substantially in metallic cable while placing limited
quantities of fiber cable. For example, CUB/Cook County contend
that the Company added $202.7 million in investment in the buried
cable account during 1990-1992, but added only $1.2 million in the
exchange fiber account. Third, CUB/Coock County assert that HDSL
technology will be the only economic¢ choice for installation of
high-capacity (1.54 MB/S) services where very high capacity fiber
technology is not needed. Mr. Currin explained that HDSL
technology can provide 1.54 MB/S service over copper loops that are
6,000 feet or less from the central office. For premises located
more than 12,000 feet from the central office, HDSL technology will
work in conjunction with fiber feeder cables. Finally, CUB/Cook
County note that the Company’s projected retirements for the
underground cable exchange plant account in 1992 were $8 million,
but that actual retirements were only $6.7 million.

The Company makes several responses to these arguments.
First, the Company claims that Staff and CUB/Cook County have
overlooked the serious limitations of HDSL technology. The Company
contends that HDSL is not a viable long-run substitute for fiber
because it cannot serve customers above the 1.54 MB/S speed which
is necessary for full motion video applications. The Company also
explained that HDSL technology is not effective beyond 9,000 to
12,000 feet and that 31% of its customers are located beyond 12,000
feet from their serving central office. 1In addition, Dr. Vanston
testified that HDSL cannot provide National Television Systens
Committee guality (today’s television standard) and does not come
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close to providing HDTV quality which will become 1¢portant within
the next 10 years.

Dr. Vanston also explained that the relative lavels of recent
investment in fiber and metallic cable cannot provide a reliable
forecast of usefuli lives. Dr. Vanston explained that technology
substitution patterns do not occur gradually as CUB/Cook County
appear to believe. In the early years, substitution of the new
technology for the iold technology does begin slowly\ but when the
new technology takes over, old products are dlsplaced suddenly and
simultaneously overwrelatlvely brief periods of tlmb

Finally, the Company contends that Staff and C JCook County
are wrong to assert| that fiber will not be deployed|because it is
not needed to provide basic voice services. Mr. Jennings testified
that fiber provides improved clarity of transmission for voice
services today and provides the capacity for the sophisticated data
transmission needs which are developing for v;deokconferenclng,
home entertainment,’ medical applications and dlsthnce learning
applications. He, also testified that it will facilitate
telecommuting and will provide the transmission ;%pacity which
special needs dgroups will use to overcome

| barriers to
communications and access., i

b. iFuture Net Salvage

The Company and Staff propose a future net salv ge value for
the aerial and underground accounts of -36% and -19%, respectively.
CUB/Cock County contend that the figure should be -30% and -8%.
With respect to buried cable, the Company proposes la future net
salvage of -14%, Staff proposes -12% and CUB/Cook Céunty propose
~13%.

The Company’s future net salvage proposal foﬁ these cable
accounts  is based strictly on a review of the latest 10-year
average of historic gross salvage and cost removal ac¢tivity. The
Company contends that it is appropriate to use a 10+year average
rather than a shorter average because no clear trend 15 seen in the
annual or 5-year band data. According to Mr. Kossnar, the Company
proposes no change  to its current FNS prescription for the
underground accountland only small changes for thé buried and
aerial accounts. |

Staff objects to any change in FNS for the buried cable
account because, in Staff‘s view, the Company’s prop al does not
represent the actual\occurrences to the account.

CUB/Cook COunty s proposal is based on the use of!ﬁ-year bands
of Company data rather than the latest 10~year average. (A S-year
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band of data is simply 5 years of information, e.g., 1988-1992; two
S-year bands represent overlapping periods, e.g., 1987-1991 and
1988-1992). Mr. Currin contends that FNS for aerial cable should
be analyzed based on the last two 5-year bands of data, that
underground cable accounts should be analyzed based on the last
single band of 5-year data, and that buried cable accounts should
be analyzed based on the last three 5-year bands of data. CUB/Cook
County obiject to the use of a 1l0-year band of data because, in
their view, changes since the early 80’s have reduced the cost of
removal and increased gross salvage. For example, they contend
that during the early 80s much of the Company’s retirements
involved only “partial systems" which were more expensive to remove
than "entire systems." Moreover, CUB/Cook County contend that
manual record keeping in the early 80’s was more expensive than
record keeping later on. They also assert that due to
"consolidation" the Company is in a better position now to maximize
its salvage than it was 10 years ago.

In response, the Company contends that CUB/Cook County’s use
of data in its analysis was arbitrary and was apparently selected
to produce the desired result. The Company observes that CUB/Cook
County used either one band of 5-year data, two bands of S5-year
data, or three bands of 5~year data without any consistency among
accounts. The Company also contends that CUB/Cook County’s
argument regarding the alleged decrease in cost of removal and
increase in salvage since the early 80’s are mere conjecture. The
Company argues that there were no changes which decreased overall
costs of removal or which increased gross salvage.

COMMISSTION ANALYSIS AND CONCLUSION

This issue is one area that is an indicator of the problems
that this Commission would face under ROR regulation in the future.
The Commission is clearly put in the position of having to choose
whether and when a new technology should be implemented. The
Commission agrees with Staff and CUB/Cock that for purposes of
providing POTS, metallic cable will suffice. If the Commission
takes the position that depreciation rates must be based upon the
philosophy that IBT provide only POTS, the Commission would be
detering progress and all of the pecople of the State of Illinois
would suffer. As stated previously in this order, the time has
come for Illincis Bell to make its own investment decisions. The
Commission should not be in the position of determining whether new
techneclogies should be implemented.

For purposes of setting the initial rates going into the
alternative regulation plan, however, the Commission will set this
depreciation rate based upon the proposals of Staff and CUB/Cook.
It is 1Illinois Bell that will enjoy the profits, if any
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materialize, of providing broad-band services -- 1ﬂ-1s, therefore,
not the ratepayers‘’ obligation to pay for this technology. For
the underground cable account, the Commission accepts a proaectlon
life of 30 years. For the buried cable account,\the Commission
accepts a projection life of 27 years. Finally, for the aerial
cable account, the Commission acceptsa projection lafe of 24 years
as proposed by Staff and IBT. !

In addition, nhe Commission is of the opinion that the Staff’s
proposal for future net salvage is the most reasocndble.
The Commission accgpts a future net salvage value [for the aerial
and underground accounts of =-36% and =~19%, respéctively. With
respect to buried| cable, the Commission accepts} a future net
salvage of ~12%. i

4. Anaﬁog Circuit Equipment
a. Projection Life

The analog circuit account consists of central office
equipment that provides analog transmission ggths serving
telephone, data and video circuits. It interconnects message
trunks and carrier pquipment for special service circuits between
central offices and between central offices and sub cribers.

The Company cqntends that the current projecti life of 11.5
years is too long and that its proposal of 8.3 years‘?; reasonable.
The Company argues that analog circuit equipment 1s|becom1ng less
and less useful in its network as analog transmission technologies
are replaced with dlgltal transmission. To illustrate how far this
process has already come, Mr. Jennings testified that| at the end of
1991, 17% of the Company’s total circuit investment (analog and
digital) was in analog circuit equipment. By the end|of 1994, this -
figqure will drop to just 10%. Mr. Kossnar testified that the
diminishing need for analeg circuit equlpment is refﬁected in the
fact that the Company’s actual retirements in this| account have
exceeded forecasted retirements by an average of 8.0%|over the past
five years. Finally, Mr. Kossnar noted that staff ag&ees with the
Company’s projection life of 8.3 years.

CUB/Cook County contend that the projection 1 fe should be
reduced to 11 years.| Mr. Currin tegtified that $65 million of the
$186 million investment in this account was Line Test equipment
which does not necessarily have to be replaced in conjunction with
analog switches. He also noted that a large portion of the
Company’s investment in this account was labeled “mlﬁcellaneous“
Finally, Mr. Currlnldlscounted the fact that actual retirements
exceeded forecasts because, in his view, this could have been
caused by reasons other than accelerating retlrements
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In reply, Mr. Jennings explained that the retirement of Line
Test equipment is related to conversion from analog to digital
transmission technologies, not necessarily conversion from analog
to digital switching, and that most of the Company’s transmission
facilities are digital. He also identified the categories of
equipment which make up the "miscellaneous" category.

b. Future Net Salvage

The Company proposes an FNS of -20%. Mr. Kossnar based this
proposal on the fact that historical net salvage in this account
has declined rapidly in the past several years. He testified that
net salvage realized in this account in 1991 was as low as a -21.6%
and that the Company’s proposal is less than this amount. Staff
agrees with the Company’s FNS proposal.

CUB/Cook County propose an FNS of -19% because the net salvage
in the analog circuit account has averaged -~19% for the last five
years. CUB/Cook County do not believe that any adjustment is
needed to reflect increases in labor costs. In their view, since
net salvage is treated as a percent of the original cost of the
investment being retired, and since labor for the cost of removal
and the cost of installing have increased, the cost of removal as
a percent of original cost may not increase.

COMMISSTON ANALYSTS AND CONCILUSION

The Commission is of the opinion that the Company’s
depreciation proposal for the analog circuit account is reasonable.
The projection life of 8.3 years reflects the analog to digital
conversion which has been under way in the Company’s network for
years. In addition, the future net salvage wvalue of ~-20% is
reasonable.

C. Accumulated Depreciation Reserve Deficiency
1. Amortization of the Reserve Deficiency

The issues of whether the reserve deficiency should be
amortized and if so, over what period of time were disputed in this
proceeding. IBT has proposed that the reserve deficiency be
recovered over either a four or five year period, depending on the
particular account. Mr. Kossnar testified that the Company has an
accumulated depreciation reserve deficiency of $716 million ($559
million intrastate) which represents a shortfall in depreciation
due to rapid changes in technology which has not been incorporated
into past depreciation rates. The amount of the Company’s reserve
deficiency is based upon its depreciation study discussed above.
The Company gives three reasons to support its proposal that (with
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the exception of the analog switching reserve def1C1ency) this
reserve deficiency should be amortized over five years. First, the
Company contends thgt a five year period reascnably Q1str1butes the
financial affect of the amortization and avoids an undue impact on
earnings in any one year. Second, the Company contends that-a five
year period is consistent with prior amortization proposals
approved by this Commission. Third, the Company contends that five
years matches the initial period during which Tllinois Bell’s plan
is expected to be in effect, and that, since the Public Utilities
Act sunsets on July 1, 1999, this will prov1ﬂe a logical
opportunity for a formal review of the plan. i

‘Staff also proposes that Illinois Bell be permltted to
amortize its reserve def1c1ency over five years, bdt argues that
the reserve deficiericy is actually less than the Company calculates
when it is based on Staff’s overall depreciation proposal. Staff
opposes the Companyfs proposal for four year amortﬂzatlon of the
portion of the reserve deficiency attributable to analog switching.

CUB/Cook County deny that any reserve def1c1endy exists and,
therefore, oppose the proposals of the Company ﬁnd Staff. In
CUB/Cook County’s Vview, the reserve deficiency is "imagined®
because it is basediupon the Company’s overly aggregsive product
life cycle forecasts and FNS percentages as well as the Company’s
belief that past represcriptions by regulators were linadequate to
fully recover capital costs. In fact, CUB/Cock Countﬁ allege that
if a calculation were made using the llves and FNS levels proposed
by Mr. Currin, it would reveal a reserve excess rather than a
reserve deficiency. | i

The Commission agrees with IBT and Staff that aa accumulated
depreciation reserve deficiency exists. The Commission believes
that this deficiency should be recovered over the life of the
alternative regulatory plan, which is five years. The Commission
rejects IBT’s argument that a four year amortization period for the
analog switch account would better match the life of {the account.

2. Analog Switching Amortization :
! !

The Company proposes a four-year amortization off the reserve
deficiency in the analog switching account in order to match the
recovery of capital with the actual retirement of th equipment.
Staff proposes a fivé-year amortization, but Staff witness Smith
acknowledged in hfs prepared testimony that four-year
amortization wmay be approprlate as a "exception". [The Company
contends that an exceptlon is justified because all anaﬁog switches
will in fact be replaced within four years. Mr. Kossnak calculated
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thét, with a four-year amortization, Staff’s proposed change in
intrastate depreciation expense would increase by $10.9 million --
from $84.4 million to $95.3 million.

CUB/Cook County object to the Company’s depreciation rate for
analog switching and propose "dying account" treatment rather than
amortization. First, Mr. Currin testified that 1998, rather than
the Company proposed date of 1997, is the more reliable
end-retirement date for this account. He based this conclusion, in
part, on his cbservation that the Company’s analog line replacement
forecast for the future is 156% of the actual replacement for
1991-1992. He also asserted that actual retirements in 1992 were
11% less than forecasted in a prior study.

Mr. Currin also contended that the Commission should adopt his
FNS proposal of 0% rather than the Company’s -3%. He contends that
this difference is solely attributable to his view that the cost of
removal will decrease from the current 2.3% range to around 2.0%,
while the Company believes cost of removal will increase to the 5%
range. Mr. Currin argued that his view is more reasonable because
less care will be required when removing analog switches than when
replacing components (presumably in digital switches).

Mr. Currin also testified that capital recovery in the analog
switching account should be reduced by 6.5% to account for
reclassifications of analog switching investment to other accounts.
Mr. Currin testified that reclassified investment in the analog
switching account has been 6.5% of its retirement amount for the
years 1990-1992 and that the Commission should assume the same
level of reclassifications will occur in the future.

Finally, CUB/Cook County contend that the Company’s
amortization proposal should be rejected in favor of a "dying
account" amortization. Mr. Currin testified that this procedure is
accomplished by taking the net beook investment, plus or minus
future net salvage, and amortizing the balance over the remaining
period the plant is in service. To adegquately reflect the expected
depreciation amount over the amortization period, reclassifications
must also be subtracted. Mr. Currin further testified that the FCC
has authorized the use of the dying account amortization method for
the analog-ESS account in several companies in the past and that
use of the dying account amortization fully recovers the investment
in plant. Finally, he contended that this procedure is not complex
and can be achieved by simple division of the net book investment
at the beginning of the month by the number of months remaining.

In response, the Company first contends that "dying account®
treatment is inappropriate because it does not meet the applicable
FCC criteria. Although Mr. Currin testified the FCC has authorized

=
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the use of "dying jaccount" treatment for other LE¢s, Mr. Kossnar
argued that the fact that other LECs may have warranted "dying
account" treatment for this account does not establish in any way
that this treatment 1is appropriate for Illinois| Bell in this
proceeding. Second, Mr. Kossnar testified that FCC procedures are
very specific in defining when an account qualifjes for "“dying
account" treatment. He stated that the FCC in Prescription of
Revised Percentages of Depreciation, FCC Docket No. 83-587, Order,
December 20, 1983, lallows "dying account" treatment only when one
of the following conditions is met: ;

1. When plant balance is zero and there is b depreciation
reserve balance; or

2. when a plant balance exists and due to a]large reserve
imbalance there woduld result an extremely high remaining life
depreciation rate (i.e., approaching or in excess of 100%).

Mr. Kossnar testified that the analog switching jaccount meets
neither of these criteria because analog switching has a calculated
remaining life rate without amortization of 22.3% and a book
reserve percent of 51.7% as of the study date. He poted that Mr.
Currin does not dispute these facts. :

Mr. Kossnar also testified that CUB/Cook County’s proposal
would result in an éstimated shortfall in depreciation accruals of
$29 million because Mr. Currin makes a "reclassification" of
equipment out of analog switching, but does not adjust his proposal
to account for the necessary recovery of that investment in any
other account. :

Third, Mr. Kossnar testified that CUB/Cook County’s proposal
to reclassify 6.5% of analog switching investment 1s non-standarad
practice and is unsupported. The Company argues that just because
a given level of reclassification may have been made in account in
the past is absolutelly no reason to believe that equﬂvalent levels
of reclassification jare appropriate in the future. |

the Company would rnot physically be able to complete the work
involved in retiring the remaining analog switches by the end of
1997. Mr. Jennings gstated that the Company has repladed an average
of 30 switches per year during the 1990~19922 period. Since the
Company will have only 18 analog switches remaining at the end of
1994, Mr. Jennings tdstified that this work can clearly be finished
within the schedule. Mr. Jennings also testified that the advent
of the "jumperless" switch cut-over has reduced the amount of labor
required to install a new switch and will further facilitate the
Company’s ability to!complete its project within the|schedule.

Finally, Mr. Jeﬁnings contradicted Mr. Currin’s %;sertion that
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Staff does not agree with CUB/Cook County’s proposal for
"dying account" treatment for analog switching.

The Commission is of the opinion that the Company’s proposal
to amortize the analog switching reserve deficiency over a
four-year period is reasonable. Since we believe that it is
appropriate to recover the costs of analog switching while analog
switches are still in use in the Company’s network, we reject
Staff’s proposal to amortize the reserve deficiency over five
years. Finally, we reject CUB/Cook County’s proposal for "dying
account® treatment because it is not appropriate in this situation
under recognized depreciation procedures and because the proposal,
as framed by CUB/Cook County, would result in an under-recovery by
the Company.

3. CUB/Cook County’s Proposal to Record Cost of Removal and
Salvage as a Current Period Expense

CUB/Cook County propose that the Commission should change
existing practice and should reguire the Company to begin recording
its cost of removal and salvage as a current period expense for
regulatory purposes. Mr. Currin testified that this would provide
incentives to the Company to ninimize its cost of removal and
maximize its gross salvage.

Mr. Kossnar testified that Illinois Bell opposes the
proposal. Mr. Kossnar explained that this idea is not new; the FCC
evaluated this issue in the past (FCC Docket 84-468) and decided
not to modify present methods. The FCC recently considered this
issue again in its simplification docket, but again decided not to
adopt it.

Mr. Kossnar also testified that CUB/Cook County’s proposal
would impact all of the major LECs in Illinois and that, therefore,
if this Commission chooses to address the issue, it would be best
to do so in a separate rulemaking. Such a rulemaking would allow
all affected companies to participate and to address the
advantages, disadvantages, and possible implementation problems
associated with this proposal.

For the reasons contained in Mr. Kossnar’s testimony, the
Commission finds that it would not be appropriate to adopt CUB/Cook
County’s proposal to record cost of removal and salvage as a
current period expense.

VII. RATE BASE ADJUSTMENTS

The Company proffered an adjusted intrastate original cost
rate base of $3,122,223,000, which reflects the adoption of certain
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adjustments. The |accepted adjustments, and theifteffect on net
original cost ("NOC") are set forth below: ‘

The Staff and Intervenors have proposed sevearal additional
rate base adjustments with which the Company takes&issue.

A.  Cash Working Capital

Staff witness Judith Marshall reviewed Illinois Bell’s cash
working capital analysis and proposed adjustments which would
produce a net cash working capital allowance of negative $20.1
million, a level 1limited to the offsetting of a lmaterials and
supplies inventory| balance otherwise reflected aé a rate base
component. CUB witness Brosch also reviewed the Company’s analysis
and proposed adjustments which would reduce the Company’s cash
working capital requirement to a negative $9.6 million.

|
Mr. Goens provided the Company’s cash working capital
analysis. He testified that the purpose of a cash working capital
allowance is to compensate investors for the capital they provide
to finance the Company’s ongoing operations until customers
reimburse the Company for the services rendered. He stated that
the Company performed an lead-lag study to determine the amount of

cash needed for this purpose. i

The lead-~lag study systematically measured the timing of cash
flows through the Company. For example, Mr. Goens e?plained that
the Company receives revenue from its customers and pays expenses
such as wages and taxes. If customer payments are received in
advance of the servide rendered, there is a revenue "lead" whereas
if the service is provided in advance of the payment, there is a
revenue "lag". The difference between revenue lead and revenue
lag, expressed in terms of days, is the net revenue lag.

He explained that the same concept applies to the measurement
of expense and tax p§yment lead-lag days. His application of the
Company’s lead-lag study to the test year revenue | and expense
resulted in a cash working capital requirement of $75.1 million,

The disputed wgrking capital issues are discdssed in the
following sections. '
1. Depreciation Expense 3
‘ Ms. Marshall objects to the Company’s inclusion of
depreciation expense in its cash working capital requirement.

She testified that investors long have been giare of the
traditional approach she followed regarding depreciation expense
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and are familiar with the fact that every cash flow must be
adjusted for the effect of timing. She argued that, to the extent
any lag involving depreciation expense recovery exists, capital
markets adjust for the lag. She further testified that the
Commission rejected the Company’s approach most recently in
Illinois Power Company Docket 91-0147 and that there is no reason
why the Commission should change its longstanding practice of
excluding depreciation expense from lead-lag studies.

Mr. Brosch testified that depreciation expense is a non-cash
expense element of cost of service which does not require an outlay
of current periocd cash. Accordingly, CUB/Cook contend that
depreciation expense does not influence a Company’s need for cash
working capital and should not be included in a lead-lag study. He
maintained that the elimination of depreciation expense would not
result in an understatement of rate base because the ratemaking
system is not precise enough to capture the dynamics of ongoing and
continually changing accruals of depreciation expense and of the
related changes in depreciation reserve used to serve current
period customers. In addition, he opined that it 1is not
appropriate to provide for working capital requirements at the end
of the plant accounting cycle while totally ignoring the working
capital effects of the construction phase. Finally, he noted that
the FCC concurs with his position, citing to FCC 89-30, Docket
86=-497, paras. 28-32.

Mr. Goens replied that all operating expenses represent cash
transactions, even though the cash transactions for items such as
depreciation do not occur at the same time that the costs are
"recognized". He insisted that the relevant concern for ratemaking
purposes is the total amount of investor-supplied capital required
to finance the cost of service, rather than just those costs paid
contemporaneously in cash.

In his view, depreciation expense reflects the recovery of
prior investment from customers receiving service from the plant.
The Company’s proposal compensates investors for financing this
depreciation expense from the time service is rendered to the time
the customer pays for that service.

The Company notes that neither Staff nor CUB/Cook deny that a
depreciation lag exists. Rather, they argue that the lag should
not be included in the cash working capital analysis because
investors have no expectation that it will be included and because
the ratemaking process is not precise enough to capture changes in
depreciation adequately. Mr. Goens testified that their theories
about investors’ expectations are entirely speculative and that
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there is no evidence that investors have in fact ﬂncreased their
rate of return reguirements to adjust for the npbn-recovery of
depreciation lag.

The Commission accepts the adjustment of Staff and CUB/Cook.
The Commission is of the opinion that the exclusion iﬁ depreciation
expenses in the lead-lag approach used by both the FCC and this
Commission has been in place for years and is well Xknown.
Investors have long been aware of this approach and are familiar
with the fact that every cash flow has to be adjusted for the
effect of timing and, to the extent that any lag involving
depreciation expense recovery exists, capital |markets have
knowledge of and adfjust accordingly. IBT's meritleés argument has
been presented to and rejected by this Commission many times, most
recently in Illinoils Power Company Docket 91-0147.

2. | Ameritech Services Payments

Staff contends that the Commission should [disregard the
actual timing of IBT‘s payments to ASI for material# and services
and should substitute instead a 73-day lag peried to reflect
payments as they should be made under a 1983 contra%f between the
Company and ASI. @ Ms. Marshall testified that this contract
provides for ASI to:bill IBT monthly, on the last day of the month
following the month to which any bill pertains, land that the
Company will pay such bills within 30 days of receipt. She
testified that Illinois Bell is billed on a weekly basis for
material and services purchased from ASI and that these bills are
paid by wire transféer within a few days of the date|on which they
are received. She javers that other vendors do not| receive such
favorable treatmentiof their charges to Illinois Bell; the Company
pays those bills approximately 30 days after billinq.

Although Staff recognizes that the Company and ASI medified
their 1983 contract in 1990 to provide that ASI will render
materials bills weekly and service bills monthly oh a net seven
days basis, Staff contends that the modification waslan affiliated
interest transaction which requires Commission approval under
Section 7-101. Ms. Marshall testified that, since it was not
submitted for approval, she must assume that payments still should
be made to ASI in accordance with the 1983 contract.

Ms. Marshall also testified that, although the 1983
contract permits the Company to pay its bills to ASI within 30
days, it is good cash management practice to pay bills as near to
the due date as possible. She said that the Company acknowledges
this in its Accountihg Bulletin No. 271, which provides that it is
the duty of each employee to process bills so that payment will
reach the supplier as close as possible to the due date. 1In her
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view, any IBT payment to ASI sooner than 30 days after billing
reflects "“poor cash management practice" and should not be
subsidized by ratepayers.

Finally, staff contends that there is no evidence that ASI
costs allocated to IBT would increase if IBT complied with the
terms of its 1983 contract. In Staff’s view, ASI allocates costs
using a fully distributed cost method which includes a return on
its investment. This return on investment is the weighted average
allowed rates of return for the Ameritech operating companies and
bears no direct relationship to ASI’s actual costs.

In response, Mr. Goens testified that, pursuant to Section
13-601, there is no requirement that the 1990 modification be
approved by the Commission and that Staff’s entire position
therefore should be rejected. First, the Company claims that
contracts between affiliates of less than $1 million do not have to
be approved by the Commission. Since the 1990 contract
modification does not change the prices which IBT is obligated to
pay below its 1983 agreement with ASI it falls under the $1 million
threshold. Second, the Company contends that Rule 310. 60(b) of
the Commission’s Rules explicitly allows affiliated companies to
enter into contracts without Commission approval if such contracts
are "made in the ordinary course of business . . . at . . .
standard or prevailing market prices, or at prices or rates fixed
pursuant to law. "

The Commission accepts Staff’s adjustment. The original
contract was approved by the Commission and IBT should have appliedqd
for approval of its modification. To argue that the effect of the
medification is less then $1 million and, thus, not subject to
Commission approval is incorrect. Accepting IBT’s logic would
allow them to come to the Commission with one contract and then
subsequently "cherry-pick" the contract through modifications. The
Commission does not accept such convoluted reasoning that would
permit a utility to circumvent the Commission’s oversight to the
detriment of ratepayers.

3. Collection_Float

Mr. Goens testified that Staff made an adjustment to the
Company’s analysis for disbursement float (the interval between
check payment and its deduction from the Company’s checking
account). Mr. Goens testified that Illinois Bell then requested
but Staff refused a corresponding adjustment be made to reflect
collection float (the interval between a deposit of customer checks
and their availability for withdrawal). The Company argues that
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since it does not have the immediate use of the checks when they
are deposited, an adjustment should be made. In 1té view, Staff’s
one-sided approach !is unreasocnable.

changlng the revenué lags which the Company originally calculated,
i. e., the lags associated with the time from receipt of customer
payments until they|are deposited in the bank.

Ms. Marshall testified that she sees no justfication for

She further stated that Illinois Bell 1ndlca ed in a data
request that there were no written agreements with any banks
regarding fund avamlablllty and that therefore no|adjustment is
appropriate.

In response, Mr. Goens submitted a collection float analysis
from the Harris Bank| which shows that the Company must wait between
zero and four days flor check deposit balances to became available.
He said that, basedi on similar reports from its other banks, the
Company determlned that it must wait an average of 1.1 to 1.5
business days before it can use the funds it deposits. He went on
to explain that, while there are no formal “contri cts“ between
Illinois Bell and its banks on this subject, each bank has its own
policy regarding fund availability which delays the Company’s
ability to access its funds immediately.

The Comm1551on finds that the Company’s Wrequest for
recognltlon of a collection float is symmetrical with its agreement
to recognize a disbursement float and therefore is rempsonable. We
also find that the Company has proved the existience of the
collection float adeguately by means of the Harris

ank analysis
and Mr. Goens’ testlmony. f

4, VEBA Payments 1

Mr. Goens explained that Voluntary Employee Benefit
Association ("VEBA")| payments are made by the Comgany to fund
medical and dental  benefits of past and curren employees.
Contributions which are earmarked for active employees are paid
into a separate trust fund and also are used to reimburse insurance
carriers for the claiis of retirees. 1In his rebuttal estimony, he
related that the Company inadvertently omitted $20.6 million of
VEBA expenses from its study which developed the bengfit expense
lead-lag factors and therefore was submitting a *‘evised cash
working capital analysis. i
Ms. Marshall testified that the VEBA payments werf considered
in the lead-lag study submitted with IBT’s direct cas Payments
to the VEBA trust during the study period were recorded in Account
6728.2, Other General and Administrative - Benefit Plan Payments.
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staff states that the "Ameritech Guidelines for Preparing Cash
Working Capital Lag Studies” specify a treatment for items recorded
in that account. These guidelines state that, "Benefits charged to
account 6728.2 will not be studied separately, but will utilize the
lag days developed for benefits charged to account number 8701.1,
(Benefits and Payroll Taxes)". Staff contends that IBT followed
these guidelines for calculating the benefits lag days in preparing
the lead-lag study submitted with its direct case. Staff argues
that this approach to calculating benefits lag days was accepted in
Staff’s direct testimony and previously has been adopted by the
Commission in Illinois Bell Telephone Company Docket No. 89-0033.
The Commission’s order in Docket 89-0033 states at page 51, "...the
record herein indicates that the Company’s lead/lag study was
properly conducted...".

Accordingly, she contends that the treatment of VEBA payments
proposed in Mr. Goens’ rebuttal testimony is not in accordance with
the guidelines as quoted above and as previously adopted by the
Commission. She further contends that he offered no rationale for
changing the way VEBA payments are considered in calculating IBT’s
cash working capital requirement other than through the statement
that these payments were "inadvertently omitted" from its original
study.

In response, the Company contends that Staff overlcoks a
crucial distinction between two separate components of its lead-lag
study. Mr. Goens testified that the first component is a "factors"
study which developed lead-lag factors by analyzing the size and
timing of payments and receipts during a three-month period during
1991. The lead days and lag days produced by this "factors study"
were then applied to the test year expenses to develop the cash
working capital requirement. He explained that when the Company
performed its "factors study" it inadvertently omitted $20.6
million in VEBA expenses and that this mistake significantly
overstated the total lag day factor and had a large impact on total
cash working capital requirements.

Finally, he emphasized that the Company was aware of, and
correctly followed, the Company’s guidelines which Staff cited in
its testimony. According to Mr. Goens, the Company and Staff agree
that VEBA expenses charged to Account 6728.2 are not studied
separately and that they are assigned the composite benefit lag day
which results from a separate study of Account 8701.1. In his
opinion, there is no disagreement on the operation of the
guidelines and Staff’s objection should be rejected. b

The Commission rejects IBT’s request that the Company’s cash
working capital analysis be adjusted to include the VEBA expenses
which it inadvertently omitted from its original study. The
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Company has not pnesented persuasive evidence thaﬁ an error took
place. L

5. | Credit for Non-Cash Benefits
' |

Mr. Goens testified that a staff mathematical error improperly
understates the amount of the Company’s cash wérking capital
requirement and should be corrected. He stated that|this situation
originated when the Company agreed to Staff’s\ reguest that
non-funded employee benefits be removed from the stu y and to apply
the revenue lag appropriately to that amount. 1In Staff’s revised
calculations it subtracted this amount. Howevér, Mr. Goens
maintained that 91hce the Company’s pension is over-funded, the
non-funded employee benefit obligation actually hs a non~cash
credit to the Company, and that to remove the effect |of this credit
mathematically it must be added to the benefit expehse.

For the reasons set forth by the Company, the Cohmlssion finds
that the appropriate method to remove a non—cashlbredit to the
Company is to add this amount to the benefit expense and to apply
the revenue lag to;that amount. The final cash working capital
analysis should be adjusted to reflect this correction.

6. Wire Transfer Adjustments :
‘ |
Finally, Mr. Goens stated that corrections were necessary to
reflect properly the items which the Company paid by\w1re transfer
but which Staff believes were paid by check.

paid by wire transfer and should be assigned negative 13.5 lag
days. Similarly, he maintained that all Federal income taxes were
paid by wire transfer and should be assigned 62.5 lag days.
Finally, he stated that other taxes were paid by chedk and by wire
transfer and that the composite lag days for all other taxes was
137.7 days.

He testified that all of the Company’s postagei:xpenses were

The Commission finds that the Company’s proposeh corrections
to reflect wire transfer adjustments properly aré reasonable,
appropriate, and should be adopted.

B. Othg;,Pogt—Rgpirement Benefits ("OPEBS")‘

Staff and CUB have proposed the removal of the test year
capitalized portlon of the OPEB amortization which was included by
the Company in its rate base. IBT witness Goens submits that the
staff and CUB OPER rate base adjustments should be rljected.

|
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The Company included, as an addition to rate base, the
unamortized balance of the deferred transition benefit obligation
("TBO") relating to SFAS 106. Since Staff removed the entire
amortization of the deferral, Mr. Griffy concluded that the
associated unamortized balance also must be removed from rate base.

During the rebuttal phase of the proceeding, Mr. Goens noted
that the Company had included a liability for unfunded OPEB costs
in the amount of $99,489,000. He asserted that this liability was
associated with the unamortized deferred OPEB asset and that the
unfunded liability should be removed if the associated asset were
removed.

Mr. Griffy testified that the unfunded OPEB liability was not
directly related to the deferred OPEB TBO asset but instead refers
to the amount of OPEB costs accrued but not paid to an external
fund. He reasoned that since the Company was funding only its
current OPEB accruals, no amortization of the TBO had been funded.
He concluded that the asset, however, represent the unamortized
portion of the deferred OPEB TBO and that the unfunded liability
would exist regardless of whether the Company received deferred
accounting treatment for the TBO.

Mr. Griffy agreed with Mr. Goens that the cumulative unfunded
liability incurred by IBT through the end of 1993 is $99,489,000,
and recommended that this entire cumulative amount be included in
rate base as a known and measurable change in the test year.

The Commission is of the opinion that the Company’s treatment
of OPEB-related rate base amounts is reasonable and should be
adopted.

C. Vacancy Levels

.Staff witness Slattery proposed an adjustment to reduce Plant-
in-Service by $47,494,000. Staff’s adjustment removes from rate
base the cost of vacant office space and is based upon an average
vacancy level of the buildings which IBT included in rate base at
the end of the test year, August 31, 1992. This adjustment would
reduce depreciation expense by $1.3 million on a grossed-up basis,
using Staff’s revenue conversion factor. In support of the
" proposed adjustment, Ms. Slattery reasoned that IBT failed to
demonstrate how assets representing vacant office space were
productive in serving the Company’s ratepayers.

IBT witness Goens advanced four basic reasons why IBT should
be allowed to include costs of vacant building space in its test
yvear rate base. He claimed that: (1) some of the vacant areas are
due to the implementation of new technologies which require less
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physical space; (2) the Company continually levaluates the
relocation and consolidation of employees in leased quarters into
Company-owned space as the leases expire; (3) due|to the future
demand for interconnection, some level of vacant space should be
reserved when planning to remodel an existing location or to build
a new location; and (4) Staff’s adjustment penalizes the Company
for taking advantage of new technology and resizing |its workforce.
: |
Staff countered that the reason the Company retains vacant
space is irrelevant. Rather, it is the Company’s business needs
that should dictate whether the rate base should b¢ increased or
decreased. Moreover, the Company s claim that it is| "considering"
the relocation of employees 1is not a known and meagurable factor
which could alter Staff’s adjustment; and that even if the Company
were to shift employees from leased quarters into | Company-owned
space, there wouldbe a corresponding decrease in| rent expense
which is not presently reflected in the filing. |
|
The Commission accepts Staff’s adjustment. The tompany failed
to present any known and measurable data as ev:.d:mce in this
proceeding to support its claim that there is a foreseeable future
need for this excess space. |

VIII. CAPITAL §TRUQ¢URE AND RATE OF RETURN E
A. Capital §tructure

In order to determlne the fair rate of return on | total capital
that should be applied to the Company’s approved rate base, the
Company and Staff recommended the use of the Company’s actual
capital structure. The Company submitted evidence of its capital
structure as of July 31, 1993, adjusted to reflect the retirement
on September 1, 1993, of $125 million of Series I First Mortgage
Bonds, which were replaced with short-term debt. Staff presented
evidence of the Company’s capital structure as of August 31, 1993,
adjusted to reflect a 12-month average balance of short term debt.

Staff witness Jon Summerville recommended the\adoptlon of
IBT’s actual capltal structure which consisted of QQ 50% common
equity at August 31, 1993. He concluded that the use such a
capital structure would be appropriate because it [reflects the
Company’s target caphtal structure, the capital strﬁFture during
the period during wh;ch rates establlshed by this pragceeding will
be in effect, and it results in a reasonable overall ¢ost of capi~
tal. :

1

Company witness|Goens testified that IBT/s embedded cost of
long-term debt was 7.85% based on a schedule of the embedded cost
of long-term debt as of September 1, 1993. This schezﬁle reflects
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the retirement of the Series I First Mortgage Bonds and includes
$6,367,000 of capital leases.

Mr. Summerville testified that the appropriate embedded cost
of long-term debt for Illinois Bell was 7.69%. His schedule of the
embedded cost of long-term debt is identical to the schedule
provided by Mr. Goens except that it does not reflect the
retirement of Series I First Mortgage Bonds or include $6,367,000
of capital leases.

Mr. Summerville utilized the end-of-test year schedule of
long-term debt because on September 1, 1993, the Company replaced
the $125 million Series I First Mortgage Bonds with short-term
debt. He opined that the use of a 12-month average balance of
short-term debt has the advantage of smoothing out monthly
fluctuations in the balance of short-term debt.

Staff notes that Mr. Goens included $6,367,000 of capital
leases in his schedule of the embedded cost of long-term debt.
Staff states that it is not clear from the Company’s testimony or
responses to data requests that the $615,000 cost associated with
these capital leases is reasonable. Staff takes the position that
because the Company has failed to demonstrate the reasonableness of
these costs, Staff recommends that the Commission not permit the
Company to reccover than from ratepayers.

Mr. Goens testified that the Company’s cost of short-term debt
was 3.43% and the balance of short-term debt on September 1, 1993,
was $366,332,000.

Mr. Summerville recommended using a 3.13% short-term debt rate
because this was the rate at which 30-day high-grade unsecured
commercial paper was sold through dealers by major corporations as
reported in the September 1, 1993 edition of The Wall Street
Journal. Staff contends that all short-term borrowing at Illinois
Bell is done through Ameritech and that Ameritech’s short-term debt
consists of over 85% commercial paper. Staff contends that this
3.13% short-term debt rate better reflects prevailing market
conditions.

Mr. Summerville testified that the average balance of short-
term debt for the Company for the twelve months ending August 31,
1993, was $211,538,000. He also testified a 12-month average
balance was appropriate because the Company’s actual month-end
balance of short-term debt tends to fluctuate significantly over
short periods of tinme. This was also the same method the
Commission adopted in the last IBT rate case, Docket 89-0033.

=153~



i 92-0448/93-0239 Consol.
H. E. Proposed Order

Furthermore, Staff points to the fact that Mr. Goens agreed during
cross examination that the Company’s monthly balancé of short-term
debt tends to fluctuate significantly from month to month.

Mr. Goens testmfled that IBT'’s capital structuré is consistent
with the Companyﬂs long-term objective, as stated to this
Commission since 1983, of targeting a debt ratio below 40%. He
stated that a 40% debt ratio provides the best balance for
customers and investors because it allows the Companhy to maintain
a top quality bond rating and enjoy access to capital markets under
almost any conditions. He also opined that the Compkny’s business
risk is increasing due to the rapld technological and competltlve
changes that are occurring in the industry, and that it is
approprlate to offset hlgher business risk by redu¢1ng financial
risk with a lower debt ratio. i

Dr. Phillips testified that the Company’s actual capital
structure is reasonable for three reasons. First, it!is consistent
with the capital \structures of comparable teleéommunlcatlons
companies. Second, it is required for an "A" bondtratlng under
Standard & Poorsf ("S&P") revised telecommunjications LEC
guidelines. Third, the Commission prev1ously hasi approved the
Company’s almost identical equity ratio, and it would|!be unsettling
to investors for tha Commission now to reject that ratio at a time
when the Company is faced with increasing business risk.

Mr. Summerville recommended the acceptance of the Company’s
actual capital structure because the structure is consistent with
actual and prospective capltal structures in the telecom-
munications 1ndustry and is reflective of the Company’s capital
structure that actually will exist dQuring the térm that the
Commission’s order will be in effect. He also notedfthat the S&P
Credit Review requirps less than 42% debt in capital| structure in
order to gqualify for an "AA" bond rating. His analysis of 40
market-traded telecommunications companies inclugied in the
Telecommunications Compustat II database demonstrated that at the
end of the third quarter 1992, the weighted average dommon equity
ratio was 56.19% with a standard deviation of 8.55%. The Company’s
equity ratio fell within this range. Similarly, the Value Line
Investment Survey . projected equity ratios | for the
telecommunications service industry of 53% in 1992, |54% in 1993,
54.55% in 1994 and 58.5% in the 1996-1998 time perlod

Based on his analyses, Mr. Summerville conclude¢ that use of
the Company’s actual capital structure would| facilitate

determination of a reasonable overall cost of capltan
w

AG witness Stephen G. Hill recommended the use of a
hypothetical capital structure due, in part, to Ameritach’s capital
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structure. He recommended a capital structure consisting of 51.05%
common equity, 44.50% long-term debt, and 4.45% short-term debt,
based on Ameritech’s actual capitalization at year-end 1992. He
reasoned that Ameritech as a whole faced greater business risk than
Illinois Bell; therefore, it would be expected that Ameritech would
have the higher equity ratio. He concluded that IBT’s higher
equity ratio was evidence of financial cross-subsidization of
Ameritech’s unregulated activities by IBT’s regulated services.
This would occur because equity is more expensive than debt; thus,
by transfering more equity to IBT's balance sheet, Ameritech could -
finance its unregulated activities with a higher percentage of
lower-cost debt. He also performed an analysis of the independent
telephone industry and IBT for an 18-year period from 1973 to 1991
to show that both the industry and IBT had enjoyed relatively
stable Earnings before Interest and Taxes ("EBIT") that well
exceeded their actual interest expense. He concluded from this
that Illinois Bell could be capitalized safely with a much higher
level of debt.

CUB witness Rothschild also recommended the use of an imputed
capital structure for IBT because of Ameritech’s capital structure.
He agreed with Mr. Hill’s contentions that IBT could be capitalized
safely and more cost effectively with less common equity and that
the level of common-equity in a capital structure should be
expected to decrease as the operating risk decreases. Mr.
Rothschild recommended using a hypothetical capital structure
containing 42.5% common equity, which would be consistent with a
"triple-B" bond rating. He performed an analysis to demonstrate
that this equity ratio would provide Illinois Bell with the lowest
overall cost of capital. He also demonstrated that IBT'’s equity
ratio was higher than the end-0f-1992 average equity ratios of the
seven regional Bell holding companies ("RBHCs") and seven
independent telephone companies.

Mr. Rothschild also contended that Illinocis Bell’s high equity
ratio was being used to support Ameritech’s unregulated activities.
He backed out of Ameritech’s balance sheet the combined balance
sheets of the five AOCs and concluded that Ameritech’s unregulated
activities were being financed with only 28.68% common equity.

Mr. Rothschild indicated that it would be "totally
unnecessary" for IBT actually to sell debt in order to reduce its
equity ratio; it was sufficient that the Commission simply impute
a higher debt level to IBT for ratemaking purposes.

COMMISSION ANALYSIS AND CONCLUSION

The Commission is of the opinion that Staff’s proposed capital
structure is reasonable and should be adopted. The Commission
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concurs that the use of a 12-month average balance of short-term
debt is more sound | because it smooths out monthly filuctuations in
the balance of short-term debt. In addition, t?e Commission
accepts Staff’s $615,000 adjustment of the costs associated with
certain leases. The Commission agrees that the Company has failed
to demonstrate the reasonableness of these costs. |

The Commission also accepts Mr. Summerville’s use of a short-
term debt rate of 3,13%. The Commission agrees with!Staff’s use of
the prevailing rate, as of September 1, 1994, at whi%h 30-day high~
grade unsecured comiercial paper was sold through dealers by major
corporations. The Commission believes that a short-term debt rate
of 3.13% better refllects current market conditions.|

The Commission rejects the proposals of Mr. |Hill and Mr.
Rothschild to use| a hypothetical capital strucﬁure. It is
impossible to determine the overall cost of capital for IBT
accurately by using a hypothetical rather than an actual capital
structure, because with a hypothetical capital strudture the cost
of common equity and cost of debt cannot be determined accurately.
For example, if the Company had been capitalized with higher
percentages of debt; the costs of individual debt issues and the
cost of equity would have been higher. It is impossible to
calculate those costs accurately. Conversely, utiliz{?g the actual
capital structure, the embedded cost of debt can be calculated
precisely and the estimation of the cost of equity ib facilitated
because the actual|capital structure is what is !reflected in
current market prices and investor expectations. t? persuasive
evidence has been adduced to warrant deviating from pur customary
practice of using an actual capital structure wherevbr possible.

The Commission |rejects the contention of Mr. Hill and Mr.
Rothschild that fingncial cross-subsidigation existd between IBT
and Ameritech. The Company does not guarantee 'the debt of
Ameritech or of it$ unregulated subsidiaries. Absent such a
guarantee, investors|in Ameritech could obtain little sclace from
IBT’/s lower debt ratio. !

The Commission also is concerned with Mr. Hillﬁs failure to
compare IBT’s capital structure with those of other telecom-
munications firms, even though this information was readily avail-
able. Mr. Hill concluded that financial cross-subsidization exists
between IBT and Ameritech based on the capitalization|of companies
in the gas, electric and industrial industries, not of lcompanies in
the telecommunicatiorns industry. :

Ancther drawbadk associated with the analyses of Mr,
Rothschild and Mr. Hill is that they are incompleta since they
ignored the future i of the telecommunications infustry when
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conducting their respective capital structure analyses. The
Commission agrees with Staff and IBT that for ratemaking purposes,
a utility’s capital structure should reflect the best available
estimates for the period during which prospective rates will be in
effect, The Commission is of the opinion that it is important to
consider forecasted data when evaluating the reasonableness of a
utility’s capital structure.

In summary, we find IBT’s actual capital structure, as
adjusted by Staff, to be reasonable. It is consistent with the
present and prospective capital structures of firms in the
telecommunications industry. It appropriately reflects the
business risks the Conmpany faces and it allows the Company to
maintain a high quality bond rating that will afford ready access
to the capital markets whenever necessary to meet service
requirements. Finally, it results in lower costs for both debt and
equity than would exist with a higher debt level.

B. Return On Equity

IBT claims a return on common equity ("ROE") of 15.50% based
upon the testimony of Dr. Charles F. Phillips, Jr., who recommended
this rate of return on book equity based on his comparable earnings
analysis. IBT also offered the testimony of Dr. Roger Ibbotson,
who performed a market return analysis. Three other witnesses, Ms.
Antonia Joy Nicdao for staff, Mr. Stephen Hill for the AG, and Mr.
James A. Rothschild for CUB, presented evidence on the required
return on Respondent’s common egquity.

Dr. Phillips recommended an equity return of 15.50% based on
his comparable earnings analysis of a group of proxy telecom-
munications firms and unregulated entities having similar
investment risk to that of Illinois Bell. He is the Robert G.
Brown Professor of Economig¢s at Washington and Lee University and
has testified on rate of return matters in many regulatory
proceedings in Illinois and around the country.

He used four publicly-traded independent telephone companies
and the seven RBHCs as a proxy for Illinois Bell. He also
identified twelve unregulated companies that he believed have
investment risk comparable to that of the proxy telecommunications
companies, using three measures of investment risk: Value Line beta
coefficient, Value Line safety rating and S&P bond rating. By this
method, he identified twelve companies: Anheuser-Bush, Bristol
Myers Sguibb, Clorox, Coca-Cola, Heinz, IBM, Kellogyg, McDonalds,
McKesson, Quaker Oats, Sara Lee and Vulcan Materials. He analyzed
the earned returns on book equity of the proxy firms as well of as
the unregulated firms and looked at both historic and expectational
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data. His analysis determined the following averageé annual earned
returns of the unregulated firms and the proxy telecommunications
firms: i

\

Pﬁoxy
Unregulated Telecommunications

Firms irms
1987 -- 1991 ‘ 20.52 - 24.27% 11.93 - 15.13%
1992 | 20.82% . 13.98%
1993 : 24.08% { 14.63%
1995 =~ 1997 23.87 | 16.37%
1996 ~- 1998 | 25.28% | 16.61%

After Ms. Nicdao criticized his method of seléctlon of his
proxy telecommunications firms, Dr. Phillips presented a comparable
earnings analysis of the proxy telecommunications f rms that Ms.
Nicdao selected for her analyses. These firms earne .average book
returns on equity of:13.83% for the 1988-92 period and are expected
to earn average returns of 16.46% for the 1996-98 period.

Based on his entire analysis, Dr. Phillips conclluded that an
ROE above 20% would not be unreasonable for the Compa and will be
required by investors as the Company’s business becomes fully
competitive. Howevelr, for the present, he concludeq that an ROE
equal to the average of the future expected returns of the proxy

telecommunications firms, i.e., 15.50%, would be reaéonable.

The Company contends that the Commission shoyld give Dr.
Phillips’ recommendaﬁion significant weight in reaching its final
determlnatlon, noting that since -the ROE that the Commission
determines is applied to a book value rate base (as a component of
the total return on Capltal), the comparable earnlngb method has
the advantage of comparlng apples to apples.

Both CUB and thelAG cite Docket 89-0033 and Illihois Bell v.
F.C.C., 988 F.2d 1255 (D.C Cir. 1993) as support for rejecting Dr.
Phillips’ comparable earnings analysis. With respect to Docket 89-
0033, CUB and AG c1telthe following: %

The Commission cqncludes a decision on an appropriate rate of
return for Illinois Bell cannot be based on Dr,. Phillips’
comparable earnings analysis. This Commission hasLused market
based approaches to determining the cost of equity for
Illincis Bell for some time. The Company’s own ievidence as
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to its financial condition speaks to the adeguacy of this
approach.

(Order on Remand, Docket 89-0033, p. 15.)

With respect to Illinocis Bell v. F.C.C., 988 F.2d 1255 (D.C
Cir. 1993}, CUB and AG argue that his comparable earnings analysis
was rejected when IBT presented it before the FCC.

The Company’s second rate of return witness, Dr. Roger
Ibbotson, performed a risk premium (i.e. Capital Asset Pricing
Model or “CAPM") analysis and a non-constant growth Discounted Cash
Flow ("DCF") analysis on Ameritech and used the results to derive
IBT’s cost of eguity mathematically.

A DCF model implies that the market value of a firm’s common
stock equals the aggregate value of its expected stream of future
dividends, discounted at the investor-required rate of return.
That is, the expected rate of return equals the dividend yield
(dividend divided by price) plus the expected rate of growth in
dividend yield. The expected rate of growth in earnings can be
substituted for dividend growth in the model. .

The quarterly DCF model recognizes that dividends are paid
quarterly and can be reinvested immediately to earn a return. The
constant growth DCF model assumes that the firm’s dividends (or
earnings) will grow at a constant rate; whereas, the non-constant
growth model assumes that they will grow at different rates during
different future periods.

For his DCF analysis, Dr. Ibbotson used the dguarterly
compounding DCF method and relied on published analysts’ estimates
(from IBES) for his first-stage growth rate. For his second stage
growth rate, he used the historical, long-term, real growth rate in
the economy, plus an estimate of long-term inflation. He stated
this was reasocnable because 1Illinocis Bell’s customer base
represents a broad cross-section of the economy and, thus, the
Company can be expected to grow in the long-run at least at the
rate of growth of the economy as & whole. Otherwise, the Company
would go into decline, which is not anyone’s current anticipation.
His DCF analysis produced an expected market return of 13.6% for
Ameritech.

The CAPM or risk premium model is based on the premise that
investors are risk averse. It assumes that the return an investor
expects is equal to a risk-free rate plus a premium to compensate
for the perceived risk of owning the security. For his risk
premium analysis, Dr. Ibbottson estimated IBT’s beta (a measure of
risk or volatility) by removing the beta of Ameritech’s unregulated
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business from Amerltech's total company beta. He then selected a
sample of nlneteenlcompanles, which he considered t@ be comparable
to any one of four unregulated businesses of Ameritech, in order to
estimate the beta of Ameritech’s unregulated businegses. His risk
premium analysis indicated a CAPM cost of equity est mate of 13.00%
for IBT, before flotatlon costs.

Dr. Ibbotson’s non~constant growth DCF result\for Ameritech
was applied to a CAPM formula in order to derive his 113.10% cost of
equity estimate for IBT, before flotation costs.

He determined lhis flotation cost adjustment using an Arzac-
Marcus flotation cost formula based on his assumption that IBT’s
flotation costs are 4.0% and external equity financing rate is
65.0%. Accordlngly, he added 40 basis points on top jof his DCF and
CAPM ROE estimates for IRT, although he did not provide evidence
sufficient to support an adjustment of this magnitude. The average
of his DCF and CAPM results, adjusted for flotation C sts reflects
his recommended 13. 50% ROE for IBT. .

Ms. Nicdao used the constant growth quhrterly DCF,
non-constant growth! quarterly DCF, and risk premlum (i.e., CAPM)
models in order to estimate the market cost of common equity for
Illinois Bell. Since IBT’s common equity is not mark't—traded, she
performed her analﬁies on nine market-traded teldcommuncations
companies which she determined to be comparable in i vestment risk
to Illinois Bell basgd on a quantitative analysis of a set of seven
ratios which measure operating and financial risk.

In.determlnlng'an appropriate dividend yield, M$ Nicdao used
the current price of her proxy firms at the time of her analysis.
In order to estimate growth in her constant growth model, she
considered four separate estimates of the growth rate from the
investment community as published by IBES, Zack Investment
Research ("Zacks"), [Prudential Securities Universe dnd the Value
Line Investment Survey. For her non-constant growtth model, she
used her constant grpwth estimates for the first five-year perlod
and growth estimates from Merrill Lynch’s Quantitative Analysis and
Prudential Securities for her third stage (beyond ten|years). Her
second-stage growth jestimate (for the second five years) was a
transitional blend of her first-stage and third-stagg estimates.
She updated her analees in her rebuttal testimony. Her constant
growth DCF analysxs, as updated, produced estimated returns for her
proxy firms ranging from 9.08% to 11.76%. Her updated non-constant
growth DCF analysis produced returns ranging from 10. 449 to 11.17%.

For her risk premlum analysis, Ms. Nicdao used [two measures
of the risk-free rate, the rates implied by the pricés of futures
contracts for short~term Treasury bills ("T-bills") and for

-160-



92-0448/93~0239 Consol.
H. E. Proposed Order

long-term Treasury bonds ("T-bonds"). To measure the risk premium,
she first determined the risk premium of the stock market as a
whole. In order to do this, she performed an individual, bottoms-
up DCF analysis on the 431 firms in the S&P Composite Index that
pay dividends and for which published growth rates were available.
Each firm’s rate of return was weighted by the proportion of its
equity to the total equity of the firms studied. From this DCF
return on the market, she subtracted her risk-free rates to
determine the risk premium of the market as a whole.

In order to determine IBT’s specific risk premium, she
multiplied the market risk premium by the betas of her proxy firms.
A firm whose stock price rises faster than the prices of the market
as a whole in periods of rising prices and falls faster than the
market as a whole in periods of falling prices has a beta greater
than one, indicating that it is more risky than the market as a
whole. Correspondingly, a stock with a beta less than one is less
risky than the market, and its price rises and falls more slowly
than overall price movements in the market. To determine beta, Ms.
Nicdao used the average of published Value Line betas, and betas
she calculated using the Merrill Lynch beta calculation method on
data contained in S&P Compustat II data tapes.

After determining Illinois Bell’s risk premium by multiplying
the risk premium on the market by the betas of her proxy firms,
Ms. Nicdao determined Illinois Bell’s market-required return by
adding its idiosyncratic risk premium to the risk~free rates. Her
methodology, updated in her rebuttal testimony, produced a .CAPM
market cost of equity capital for Illinois Bell of 13.06% to
13.49%.

On rebuttal, comparing her DCF and CAPM results and applying
her sound judgment as an analyst, Ms. Nicdao concluded that IBT’s
market cost of equity capital ranged from 11.90% to 12.90%, with a
mid-point of 12.40%. She recommended that the mid-point be used in
order to determine the equity component of the overall weighted
cost of capital.

Mr. Hill presented market cost of equity analyses on behalf of
the AG. He performed a constant growth annual DCF analysis on a
sample consisting of the seven Bell RHCs and on another sample
consisting of nine natural gas distribution companies. He
calculated his growth rates utilizing the formula "br + vs". This
method determines internal - growth by multiplying publisheqd
estimates of expected future earned returns on book equity times
the earnings retention rate, the "br" factor. It also adds a "vs"
factor for growth due to external financing. He performed a
similar analysis of nine natural gas distribution companies as a
check, based on his opinion that gas distribution companies are
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comparable in risk to telecommunications companies. | The results of
this analysis for‘the RHC sample and gas sample are 10.81% and
10.29%, respectively.

Mr. Hill also performed an Earnings-Price R&tio Analysis,
Market-to-Book Ratio Analysis and a CAPM analysis in order to
corroborate the results of his DCF analysis. On the basis of these
four analyses, Mr. Hill derived a 10.75% to 11.25% RUE estimate for
his RHC sample and a 10.25% to 10.50% estimate for his gas
distribution sample. He then determined that IBT’$ true cost of
equity falls within a range of 10.50% to 10.75%.

CUB witness Rothschild performed a constant growth annual DCF
analysis which he referred to as the "Simple DCF" and his own
version of the DCFA i.e., the "Complex DCF*, wherein he used his
forecasts of earnings, dividends, and stock prices [for 40 years.
The Simple DCF model used a growth rate developed by Mr.
Rothschild. The Complex DCF model used a growth rate}whlch in Mr.
Rothschild’s opinion, produced realistic market-torbook ratiocs,
payout ratios or earned returns on book equity. |

He applied these models to a sample that consisted of the
seven Bell RHCs including Ameritech, and to Ameritech only. His
Slmple DCF results for the RHCs range from 9.21% to 10.81% and for
Ameritech, 8.58% to 9.81%. His Complex DCF results| for the RHCs
range from 9.82% to 10.57% and for Ameritech, 8. 5@% to 9.52%.
Based on his analysbs and on a capital structure t?n51st1ng of
42.50% equity, Mr. Rpthschlld recommended a 10.85% cpst of egquity
for IBT.

COMMISSION ANALYSTIS AND CONCLUSION }

In setting a return on equity for a particular'utility, the
Commission must balance the interests of ratepayers and
shareholders. The chm1551on must authorize a rate of return that
is equal to its costi of equity. A rate of return that is higher
will unduly burden ratepayers with excessive costs. [Meanwhile, a
rate of return that: is set too low will impair the utility’s
ability to raise capital and, ultimately, affect tﬁe utility’s
ability to provide quality service. !

In determining what the cost of equity is for a mtility, the
Commission must base| its decision on sound financial principles
that are used by professional investors. When determining whether
or not to invest in the stock of a particular utility, the
professional investoxr is, in effect, settlng the real cost of
capital for that utlllty. The Comm1551on, in autorlzﬁng a rate of
return, makes an estﬁmate what the investor is demanélng It is
the Commission that reacts to the investor and not vice versa.
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The Commission believes that Staff’s analysis is the most
reasonable analysis presented in this docket. The Commission is of
the opinion that Ms. Nicdao’s analysis best reflects the thoughts
of the professional investor.

The Commission rejects Dr. Phillips comparable earnings
analysis as differing from the conventional thinking of the
professional investor. Dr. Phillips’ comparable analysis is flawed
because it attempts to establish rates based on book equity instead
of using a market-based approach. The Commission has previously
rejected Dr. Phillips’ use of the comparable earnings analysis for
this reason and IBT has not establised a basis for the Commission
to find differently in this case.

With respect to Mr. Hill’s analysis, the Commission does not
agree with the growth rates that he utilize in his DCF analysis.
Mr. Hill’s methodology for determining growth rates is unothodox
and clearly inferior to Ms. Nicdao’s approach of using published
estimates. The Commission is also not convinced of the usefulness
of Mr. Hill’s Earnings-Price Ratio Analysis and Market-~to-Book
Ratio Analysis. Neither of these methods reflect an investor’s
future expectations which is what the Commission’s decision should
be based upon.

The Commission alsoc rejects Mr. Rothschild’s analysis. The
growth rates that Mr. Rothschild utilizes for his DCF analysis are
highly subjective and, accordingly, unrealistically low. Mr.
Rothschild’s estimates of future growth do not reflect investors’
expectations.

The analysis of Ms. Nicdao and Dr. Ibbotson are fundamentally
sound. While neither is completely free of subjective input -- it
is impossible for such an analysis to be so =~ their is a miniaml
amount of subjective content in their analyses. The Commission,
however, is of the opinion that Ms. Nicdao’s DCF analysis is more
reasonable, in part due to her use of a more objective growth rate
estimate.

As stated repeatedly in this Order, this dJdocket differs
significantly from a rate case. While under normal rate case
circumstances this Commission would be inclined to accept the 12.4%
midpoint of Ms. Nicdao’s range of 11.90% to 12.90%, for purposes of
setting the initial rates for an alternative regulation plan, the
Commission will adopt the low end of the range of 11.90% as the
cost of equity for IBT. There are two reasons for the Commission’s
choice: first, it must be noted that any point in that range is
reasonable and, thus, the Commission’s choice of 11.90% is
reasonable; second, although the Commission rejected using a
hypothetical capital structure as proposed by CUB and AG, some of
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the concerns espoused by these parties are also of | ‘concern to the
Commission. ;

The following: computatlon reflects the Commlsslon's decision
on overall cost of " capital.

Cost Weighted: i

| Amount (Q0Q’s Ratio Rate Conponent
Common Equity : $2,469,118 59.50% 11.90% 7.08%
Short-Term ;
Debt 211,538 5.10% 3.13% .16%
Long-Term f E
Debt 1,468,965 35.40% 7.6 2.72%
Total . $4,149,621 100.00% | 9.96%

IX. TARTUP REVENU' DJUSTMENT

Staff argues that the Commission should reduce revenues an
added $20 million in 1994 below the 1994 revenue requirement
assessment in order:to provide an upfront and ongoing benefit to
customers to help ensure that they are not harmed by the move to
price regulation. DOD/FEA also support Staff’s recommendation to
make a startup adjustment to bring 1994 rates tol|a reasonable
level.

IBT contends that Staff’s proposal for an addltlonal $20
million up front raté reduction is unnecessary and would impose an
excessive financial penalty on Illinois Bell. IBT sthtes that its
own proposal causes & substantial revenue requiremehts shortfall
and a further reduction in rates is not warranted. |IBT contends
that it should be afforded a realistic opportunity to earn a
reascnable return and that adoptlon of price regulation should not
be used as the occasion for imposing financially onerous conditions
on the Company. IBT also states that the benefits &xpected from
its plan will not materialize if it is subjected to excessive rate
reductions. IBT arglues that its plan produces ample!benefits for
customers and additional rate reductions are simply not warranted.

In balancing the interests of ratepayers and IBT, the
Commission is of the opinion that an additional $18 mi%lion revenue
reduction is necessary to ensure that the plan is /in the best
interest of the public and provides ratepayers with an immediate
benefit from the change to price regulation. This reduction, in
addition to the reductions resulting from the Commission’s rate
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evaluation, totals approximately $38 million. The total reduction
should be implemented through the immediate detariffing of charges
for touch-tone services.

Although this adjustment is subjective, the nature of these
proceedings is such that subjective decisions are necessary in
balancing the interests of IBT and the ratepayers. As technical as
the process of evaluating an alternative regulation plan is; in the
end such a correction is still necessary. The Commission views
this adjustment as a fine-tuning of the plan.

X. RATE _DESIGN

Staff witness Ms. Jing Roth described Illinois Bell’s current rate
design:

IBT's current 1local service rate
structure includes separate rates
for Network Access Lines (NALs) and
usage. Those rates are grouped into
three geographic areas, by customer
class, and mileage bands. Time-of-
day discounts also apply to usage
rates. The three geographic areas
are often referred to as Access Area
A, encompassing most of the downtown
portion of Chicago; Access Area B,
encompassing the remainder of
Chicago plus certain suburbs; and
Access Area C that includes the
remainder of the state se