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TOM MONAHAN, Commigsioner
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FINDINGS OF FACT

Ceneral
h On April 26, 1984 Mountain Bell filed an application

for authority to increase rates ¢to generate an additional

$28,004,000 annually,
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2. On October 18, 1984 Mountain Bell filed a Revised
Motien to Amend the Proccdural Order in this Dockat,

3. On November 2, 1984 the Commission issued an Amended
Procedural Order, The original Proccdural Order would have
resulted in all the testimony presented to the Commission in this
docket utilizing budgeted data as opposed to actual historical
data. The amended procedure bifurcated the hearings in this
docket such that historical data would be used o determine
revenue reguirements in this case, The Amended Procedural Order
set hearings on zrale design and rate of return to begin on
December 4, 1984. Bearings on the remaining issues in this
docket began on June 2%, 1985,

4. On January 31, 1985 the Commission issued Orxder WNo.
S046d 13 this docker, That order addressed all rate of return
issues in this case and authorized Mountain Bell &n overall rate
of return of ll.64%,

5. On January 31, 19R5 the Commission also issued Order
No. 5046a which granted Mountain Bell an interim revenue increase
of $10,4%5,000, This revenus regquirement was calculated using
ten months of actual 1984 operating results,

6. On March 25, 1985 Mountain Bell filed testimony on
reverue reqguirements using a historical 1984 test year. In that
testimony the Company requested a permanent revenue increase of
$24,071,000.

7. On June 13, 1985 Mountain Bell filcd ite rebuttal
testimony revising the reguested revenue reguirement to
$25,45%0,0090, This amount was further revised in the June 25,
1985 hearing to $25,167,000,

8. The following parties intervened in this Dockat:

Montana Consumer Counsel
Department of Defense

AT&T Conmunicallions

Montana People's Aclion

Rural Montana Telephone Systems
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REVENUE REQUIREMENTS

9. Brian Johnson testified on behalf of Mountain Bell on
revenue reguirement issues. Therese Saracino also testified on
behalf of Mountain Bell in the areas of Bell Communications
Reseaarch, Tne. (RCR) and BRell Tri-Co. matters. Nancy Rright
testified on behalf of the Montana Consumer Counsel on revenue
reguirement issues, Allen Buckalew presented testimony on behalf
of the Montana Consumer Counsel in the areas of CPE Phase-out,
RCR and Tri~Co. issues and affiliated interest issues.

Uncontested Issues
10.8everal of the adjustments presented in this case were

unceontested by any party. These were adjustments for:

a, Advances in aid of construction,
b. Customer deposits and the associated interest
expense,

c. Unrecovered capital,

d. General Telephone related true=up.
The Commission finds that al)l of the above adjustments are
reasonable.

11. In Docket 79=-105 the FCC ordered all telephone
companies to begin expensing the costs of station connhections
(inside wire). The FCC ordered a 10 year amortization of the
embedded balance of previously capitalized inside wire costs.

The FCC has now indicated that it would save the 10 year
amertization peried in favor of a shorter period {f the State
Commission regulating a telephone company agreed to the shorter

period. In this case Mountain Bell requested & three year
amortization of embedded inside wire costs to become effective on
September 1, 1885, Montana Consumer Counsel @&id not object to

this treatment for inside wire, The Commission grants Mountain
Bell's request to amortize inside wire over a three year peried.
12, Brian Johnson, in this rebuttal testimony, revised
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the revenue request of Mountain Bell to reflect true-ups for the
Percent 1Interatate Usage Factor and the Standard Network
Facilities Agreement. The Montana Consumer Counsel didé not
object te the treatment of these true-ups but regquested asgurance
that the same amounts used in this Docket be reflected in AT&T
Communications' general rate case Doecket No. 83.11,80, On
August 16, 1985 a stipulation was filed between Mountain Bell,
Montana Consumer Counsel, and AT&T Lthat set forth the amcunts
that all parties agree should be reflected in these two cases.
The Commission finds that the amounts contained in the
stipulation are reasonable, The true~up for the Percent
Interstate Usage Factor increases Mountain DBell's revenue
requirement by $569,000 and the true-up for the 1984 Standard
Network lFacilities Agreement increases revenue requirements by
§B40,000,

Fqual Accegs Cegts

13, Me. Bright proposed ar adjustment to test year
expenses to eliminate egual access costf, Ma. Bright explains:

Mountain Bell incurs Equal Access eXxpenses in
order to provide access to the local network for
non-AT&T interLATA carriers egual to that of
AT&T, Clearl¥, such expenses are related to
interLATA sgervices and should be recovered from
interLATA carrlers through carrier access
charges. However the access charge revenues
included in the test year resulted from tariffs
deesigned to mirror FCC access charges together
with a bulk bill to compensate for the proiits
lost by Mountain Bell because of the divestiture
of intrastate interLATA service. Access charges
were not set to recover Equal Access costs,
Thus, inclusion of Equal Access expenses in the
test vear will result in a rate increase to
intraLATA ratepayers to recover intertATA
costs, (MCC 5(85))

14, During cross examination by Mr, Nelson Ms. Bright
clarified hexr position regarding egual access costs.
0. Migs Bright, regarding equal access costs, is it

your position that those cogts should be
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recovered by Mountain Bell?

a, Yes, but not from the local service ratepayers,
Q. From the interLATA carriers?
- Yes, {Tr. pp. 273=-274)

Mr. Johnston stated that he agreed to principle with the equal
access adiustment, i,¢. that ae long as Mountain Bell is allnwed
to recover equai access costs it is appropriate to assign them to
inlerLATA carviers, (MB 7(85))

15. Ms, Bright is correct in her assertion that carrier
access charges curlently mirror the interstate carricr access
charges. However, this rate design wasg created due to the
difficulties involved for local exchange companics if they were
required to bill carriers off two different sets of tariffs and
due to the fact thdat no Monlana cost data was available during
1984 ta justify any other level of access charges, No
determination has yet been made as to the appropriate level of
access charges, Therefore, it is currently unknown whether
access charges are over priced or under priced,. Docket No,
84,4.15 was created for the axprass purposes of reviewing the
current level of carrier access charges. Therefore, since all
parties agree that Mountain Bell should be allowed to recover
equal access costs, the Commission finds that it would be
unreascnable to cxclude theee coste from the allowahle costs that
rateg will be set on in this case. The Commission agrees with
Mr, Dright that egual acceee costs should be recovered from

" interLATA carriers, Since these costs related specifically to
upgrading the network to allow equal access these costs probably
should be recovered through Feature Group D access rates, The
Cummission directs Mountain Bell to include these costs in ite
calculation of Feature Group D access rates when it files these
rates in Docket Nuv., 84,4.,15.
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Abandoned Projects

16. Mountain Bell proposed to reclassify certain
below~the-line costs as operating expenses, These costs related
primarily to abandoned projects., The Uniform System of Accounts
prescribed by the FCC classifies abandoned project costs as
"below-the-line" or nonoperating costs &and therefore does not
allow these costs to be considered in revenue reguirement
calculations, The Commission disallowed these costs in Mountain
Bell's last general rate case (see Order No. 49%991b in Docket No,.
83,3.18). Ms. Bright advocates conlinuing to exclude these coats
from revenue requirement calculations, Ms, Bright explained that
"Abandoned project costs to not benefit ratepayers and should not
be reclassified ag operating expenses absent a persuasive
rationale for doing sc, which the Company has not provided."

17. The Commission finds that it would be unreasonable to
have ratepayers bear the costs of abandoned projects. These
costs do not benefit current or future ratepayers, They
represent expenditures for plant that is not used to provide
service to ratepayers. Ratepayers should not be asked to pay for
projects that will never be used to serve even the general body
of customers,

Interest Synchronigation
18. Ms, Bright proposed an adjustment to income tax

expense to reflect a tax deduction for interest related to
accumulated Job Development Investment Credits (JDIC). Ms.

Bright explained:

Mountain Bell's tax calculation reduced
deductible interest by the amount of interest
related to JDIC, 1If ratepayers are required to
pay hypothetical capital costs associated with
rate base actually financed by cost free capital
in the form of accumulated JDIC, it is also
appropriate to include the interest component of
that hypothetical <capital cost as & tax
deduction for ratemaking purposes, My treatment
of interest related to JDIC is the same as that
adopted bv the Commission in a past Mountain
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Ball order that was recently affirmed on
appeal. (MCC 5(88) p. 27)

19.  Mr. Johneon, in his rebuttal testimony, opposed this
adiustment noting that the interest calculated by Ms. Bright does
not reflect interest actvally pasd by the company and that the
adjustment is contrary to the IRS c¢ode and could jeopardize the
Company's ability te take advantage of the JDIC. (MB 7(85) pp.
37} However, during the Nhearing Mr., Jchnson notified tLhe
Commission and all parties that +he IRS recently issued a
proposed rule which would end the continuing controversy over
whether or not thie adjustment endangers the ability nf the
Company to take investment tax credits, The proposed rule states
that a pre forma interest adjustment is not contrary to its
regulations,

20. The Commiseion hag continuously held that this type
of interest adjustment is necessary to balance the interests of
ralepayers and shareholders. The sharcholders earn the overall
allowed rate of return on the investment financed by cost free
investment tax credit funds and the ratepayers receive an
interest deduction as if the entire rate base were financed by
debt and equity (i.e, as if no JDIC funds were available). As
Ms. Bright peinted out this adjustment has been upheld at the
district court level Mountain States Tel, and Tel., vs. thc Dept.
of Public _Smer. Reg., et al, Cause No, 48964 (lst Judicial
District, Feb, 10, 1985). The Commission once again finds this
adjustment reoasonable, The Commigsion hae recalculated this
adjustment to reflect the rate base found tou e Ireasonable in
thie case. As recalculated thig adjustment decreases operating
taxes by $350,000.

Settlements

20, Independent telephons companies currently recover
cost® assigned to intrastate toll traffic through an intrastate
toll pool. Thie pool is8 adminigtered by Mountain Bell. All
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revenues for independent company billed toll traffic are put into
this toll poel. Mountain Bell then pays the independents from the
pool an amount equal to their expenses and taxes allocated to
intrastate toll plus a percentage return on their intrastate toll
plant egqual to the overall intrastate rate of return achieved by
Mountain Bell. In past rate cases, when Mountain Bell has been
granted an increase, this Commission has given Mountain Bell an
additional amount to cover the increase in settlement payments
that the Company will pay because the increase granted will raise
Mountain Bell's achieved rate of return above what it would have
been ahesent the innrease and therefore Mountain Bell will have to
pay additional amounts to the independents based on that higher
achieved rate of return. In this case Montana Consumer Counsel's
witness Mr. Buckalew recommends that no increase in revenues be
granted to Mountain Bell to caover the calculated increase in
settlements. Mr, Buckalew's rationale for this disallowance is
that:

+++ as it stands now independent company expense
increases are passed through to MB rates
automatically without specitic Jjustification,
that 1is, no data has been provided by any
independent in this case. MB ratepayers should
not be required to subsidize the other telephone
companies within the state without specific
Commission approval of the expense increasges,
...The independents should be reguired to
justify any expense increase before this
Commission, (MCC 2(85) p, 35)

21, Mountain Bell rebuts Montana Consumer Counsel's
propogal by pointing out that the $2,277,000 included in the
revenue reguirement for this case reflects the existing
settlements contracts. Mr. Johnson alsc states that Mountain
Bell is in the process of renegotiating all Montana independent
company settlement contracts in an effort to recduce costs borne
by Mountain Rel]l Montana ratepayers. (MB 7(85) p.24)

22, The Commission £inde that Mr. Buckalew's proposal
would be unworkable, This Commission dJdoces not exercise
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jurisdiction over cocperative telephone companies and so has no
anthority to rule directly on the reasonableness of cooperative
cost increases, Furthermore, in Qrder No, 5018a in Docket No.
B3.6.47 the Commission directed telephone companies to continue
the toll settlements pooling mechanism in effect unlil the
Commission further investigated the area,

23, The settlementg contained in Mr. Johnson's testimony
reflect settlements on & "business~as~usual" Dbasis. As Mr,
Johnsen points out, settlements contracts are currently being
renegotiated and the end result may very well bhe a substantial
deviation from the "business-as-usual' approach, 1£f Mountain
Bell negotiates contracts which substantially reduce the current
level of payments to independents it would be very unfair to
regquire the Mountain Bell Montana ratepayers to pay for
settlement amounts that will not in fact be paid to
independents. Mountain Bell would reap & large windfall if this
were allowed, The Rural Montana Telephone Systems, a group ot
small independent telephone companies, is a party to this
proceeding. This group did not sponscr testimony in objection to
this disallowance of settlements, even though they realize that
this would have the effect of pushing Mountain Bell to negotiate
a settlements contract that contains a rate of return no higher
than that achieved hy Mountain Bell in 1984.

24. The Commission finds that to allow any increase to
Mountain Bell for settlements at this time would be
unreasonable. The Commigsion {8 currently conducting &an
investigation into carrier access charger in Docket No. 84.4,15.
This proceeding will also examine the settlements issue, If the
outcome of that proceeding is to £find that a substantially
different level of settlements than that reflected in this order
is roasonable, come further #djustment to Mauntain Bell's revenue

level may be needed at that time,
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Alkgl Refunds

25, ATsT was ordered by the PCC to refund certain amounts
which related to preoperational expensegs for CPE, Enhanced
Services, and AMPS that had originally been paid by the Bell
Qperating Companies, primarily through license contracts, back to
the BOC's, Ms, Bright made an adjustment in this case to flow
through to ratepayers the 1982, 1983, and 1984 refunds, Part of
these refunds (the 1982.and 1983 amountg) were examined in Docket

No, 83.3,18, Mountain Bell's last general rate case. The
Commission flowed the non-license contract portion of the refunds
through to ratepayers at the time (Order No. 4991b). The

remaining amount, the 1984 refund, relates to amountgs paid
through license contract payments in years that this Commission
digsallowed scme or all of the license contract payments. (Me.
Saracino calculated that $24,000 of the refund received in 1984
was paid in 1980 when license contract payments were not
disallowed.) Ms. Bright does not contest the factual situation
surrounding the AT&T refunds. Instead Ms, Bright makes the casec
that there will be a windfall to USWest if these amounts are not
flowed through to ratepayers:

The fact that the Commission disallowed the recovery
of certain TLinense Contract costs in previous cases
does not mean that the FPCC-ordered refunds should
accrue as a windfall +o Mountain Bell stockholderxs...
I would, of course, acknowledge that to some extent
MB's jurisdictional ratepayers will thereby receive a
windfall benefit -« because the commission originally
chielded ratepayers from certain License contract cost
-burdens and, now, under by proposal, ratepayers would
derive a revenue offset bhenefit for the rafund...AT:iT,
Mcountain Bell's former owner, was forced to bear the
burden of the dJdiscallowanca. AT4T 4is no longer the
owner of Mountain Bell; USWest is., Moreover, USWest
and AT$T arec not even affiliated. (MCC 5(8%) p. 15=17)

26. Ms, Baracine peointe out in her rebuttal testimony
that "Since the shareholders of USWest are essentially the same

body of shareholders that owned AT&T stock before divestiture, it
is appropriate for them to receive the benefit of the refunds
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since the impact of the previous License Contract disallowance
wag on the ghareholders and not the ratepayers." Ms. Saracino is
correct., In the divestiture process shareholders of ATsT
received one share of stock in each of the seven regional holding
companies for every ten shares of AT&T sBtock that they held.
This mcant that for at least part of 1084 the two groupa of
shareholders (the AT&T shareholders and the USWest shareholders)
were almost identical,. Therefere, to flow the benefits of the
AT&T refunds to ratepayers would mean that the ultimate owners of
Mountain Bell, the stockholders, would not receive the refund
that they are entitled to since it was they, and not the
ratepayers that paid the License Contract amounts originally.

Advertising

27. Ms. Bright propozsed an adjustment to test year
advertising expenses of §528,000, Montana statutes do not allow
advertising costs to be considered in setting public utility
rates unless the advertising “"encourages the conservation of
energy or product  safety or informs the public of the
availability of alternative forms of energy or recommends usage
at time of lower rates or lower demand. Furthermore, for
communications public utilities, the provisions for this section
shall not apply to advertising which relates to epecial equipment
that is avajilable to aid the handicapped or to special services
that are designed to protect the public health, welfare, and
safety or promote more efficient use of a c¢ommunications
system, " MCA EGee, 65-3-307, Ms, Bright analyzcd the 1984
advertising campaigns and proposed disallowance of advertisements
which relate to either divestiture or sales.

28. It is true that some of the divestiture related
advertisement that the company included in allowabille cosis are
informational in nature and perhaps contributed somewhat to more
efficient use of the communications system. However, the
Commission received many complaints £from customers about the
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advertising campaigns that were launched at divestiture, It was
clear that Mountain Bell'e customers viewed these ade as
primarily public relations in nature. Divestiture advertising is
alsc a nonrecurring cost. 'The Commission agrees with Ms, Bright
that divestiture advertising should not be paid by ratepayers,

23, The Commission also agrees with Ma, Bright's
assessment of the advertisements that she exc¢luded as promotional
in nature. The Company's argﬁment that ads which promote Centren
and custom calling services "promote more efficient use of the
communications system” oz that subscribing to these services will
lower the customere bills is rather hard t¢ buy. Ms. Bright did
exclude one advertisement for a Special Hour Discount rate fourx
long distance. This advertisement clearly promotes usage at a
lower rate and the Commission £inds that this ad should be
allowed. The intrastate cost of this ad was $9,000. At times
Mountain Bell does advertising that informs customers of discount
periods and also ie PR in nature or sells other services. Tha
Commigeion views ads that inform customers of discount periods as
rocommanding usage at times of lower rates. In the future.
Mountain Bell should either refrain from mixing these types of
advertising or recommend some allocation of the cost of these ads.

30. Ms. Bright also recommended disallowance of equal
access advertiscing., Purcuant to the Modified Final Judgement
Mountain Bell must work towards allowing all interexchange
carriers (AT&T, MCI, Sprint, etc.) "equal" acecess to the loecal
network. Carriers have equal access when a customer can
subscribe to its service and have interlLATA calls go over that
carriers network when they pick up the phone and dial I+ any

number in another LATA. It is important that customers
understand the options they have when their exchange cuts over to
' equal access capability. It is especially important now that

Mountain Bell will allocate customers who do not subscribe to a
speciflc carrier to any ovne ol the carriers in the area (prior to
this time customers who did not subscribe to a carrier remained
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with AT&T). Mountain Bell should have a responsibility to make
sure i1ts customers understand what is happcening eo that the
customers can make a choice, The Commission finds that the cost
of these ads should be considered allowable costs that are
‘recovered in the same way as other egqual access costs, In 1984
the intrastate portion of these costs was $32,000, S8ince this is
the first vyear in which customers who do not subscribe to a
carrier will be allocated to a carrier the Commission directs
Mountain Bell to submit the material it plans to send out to its
customers for review, The Commission wishes to be assured Lhat
Mountain BRell adequately explains the new procedures to its

customers. Reviewing these materials will also assist the
Commission in answering ratepayer guestions. ]
31. Ms, Bright  proposed disallowing  $528,000 of

I
advertising costs. After adjusting this amount for the two items

discussed above the Commigsion find a disallowance of $487,000 is
appropriate.

Antitrust Costs

32, Mountain Bell's test year contains §$582,000 of
expenses . for antitrust settlements and $136,000 of antitrust
litigation expenses. Ms, Bright proposed total disallowance of

koth of these costs, Ms. Bright explainedé

Prior to divestiture, the Bell system wag the

defendant in numerous lawsuits brought by
private plaintiffs and by the United States
government. The suits alleged massive

violations of the antitrust laws. The Bell
System eventually agreed to selilements in a
number of these cases, including payments of
over $300 million to the private plaintiffs,
Because these lawsuits were settled, it is
impossible to determine what judgements may
ultimately have been entered against the Bell
System had the law suits been litigated to their
conclusion. It is beyond dispute that costs
incurred as the result of illegal acts should
not be imputed as a cost of utility service and
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settlements are paid for the apparent motive of
avoiding an wultimate adverse judgement, the
settlement should net be recoverable trom
ratepayers any more than the judgement itselt
would be recoverable, If these settlements were
deemed recoverable utility expenses, utilities
would have little incentive to refrain from such
illegal actes whenever they appeared to be
privately advantageous, with the knowledge that
stockholders could ultimately pass the entire
cost of subsequent settlements on to
ratepayers, (MCC 5(85) pp, 20=21)

33, Mr. Johnson rebutted Ms., Bright's testimony:

I disagree with both her method of handling
these expenses and her presumption of guilt on
the part of the former Bell System, Ms. Bright,
in her attempt to artificially lower the revenue
reguirement for Mountain Bell, makes an
erroneous assumption that all litigation and
cettlement expenses are the result of
"...apparent violations of antitrust statutes.”
It is my understanding that there is absolutely
no presumption of guilt when a settlement is
reached. (MB 7(85) p. 22)

Mr. Johnson goes on to note that companies may settle antitrust
actions it it appears the cost of defense may be very high or it
the Cenmpany perceives a risk of heing found guilty even if it is
innocent (the big bad company syndrome) or 1f outstanding actions
are affecting the capital markets by creating uncertainty.

34, The Commisgeion realizes that an ongoing policy needs

to be established regarding antitrust costs. There are three
possible outcomes 0f an antitrust suit:
a. A court of law finda the Company innocent - In

cagses where the Company successfully defends
iteelf all costs of litigating the cace will be
allowed, Anyone can file a harassment suit.
The Company should not be penalized £for being
sued.

b, A court of law finds the Company guilty - 1In
cases where the Company is actually judged to be
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guilty costs of litigation as well as damages
will be disallowed, Ms, Bright is correct. It
is beyond dispute that costs of illegal acts of
management should not Dbe recovered from
ratepayers through the rates for a monopoly
service,

The case is settled out of court and guilt ox
innocence is not determined ~ This appears to be
the only gray avrea, Mr. Johnson is correct in
his assertion that Mountain Bell should not be
agsumed to be guilty if it settles an antitrust
case. However, to reguire the Commissicn to
look at each settlement and determine whether or
not the costs relating to the settlements should
he allowed wonld ragquire the Commission to have
access to all of the information  and
considerations that went inte the decision to
settle and may require some judgement on the
part of the Commigsion ag to +the quilt or
innocence of the Company. Obviocusly this
Commission should not be put in the position of
an antitrust case jury, Antitrust actions are
totally outside the jurisdiction or expertise of
this Commission. It seems that the only
possible action for the Commission is to either
allow all settlement costs or no settlement
costs. If the Commission were to allow all
settlement costs to be flowed through to
ratepavers in rates there would be obvious
incentives for companies to settle at any cost,
There would &lso not be very strong incentives
to refrain from illeqal acts. Therefore, the
Commission finds that the only reasonable
solution is to disallow all settlement costs,
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CPE Phase-out

35. The FCC ordecred that all new customer premises
equipment (CPE) would be cffered on a derequlated basis starting
on January 1, 1983, Starting on that same date the embedded CPE
investment and expenses were to be phased out of the separations
process. fhe FCC adoepted the Joint Board's recommendation that
separations of CPE costs to the interstate jurisdiction would be
phased out over a 60 month period. The amounts in Lhe CPE plant
accounts as of December 31, 1982, and the average amounts in the
related expense accounts for the year 1982 would be "frozen" and
constitute a "base amount” for the phase out. The phase out
continues even though all of the embedded CPE was transferred to
AT&T on January 1, 1984. Thie hasg the effect of continuing a
subsidy from interstate services to intrastate services. The
gubsidy will end at the end of 1987, Mountain BRell estimated
this subsidy at $4.5 million for 1Y¥4, Mr., Buckalew proposed an

adiustment to increase the subksidy to $£7.9 million. Mr. Buckalew
explained that he did not agree with the 1982 "base amount" used
by the Company te compute the CPE phase out amount:

+..an estimate of the costs that existed in 1982
are reflected in the 1982 Embedded Direct
Analvsis (EDA}, The EDA presents the direct
costs for CPE operation.,,I have taken the 1982
total costs and applied the separation factors
to determine the "base amount™ that was frozen,
(MCC 2(83) p. 30)
36. The EDA is not an FCC recognized accounting system.
The EDA is an analysis Mountain Bell performs to reach
corclusions about the profitability of its various lines of
business, The EDA has often been used to justify rate design
proposals to regulatory bodies, Mr, Johnson, in his rebuttal
testimony, provides Appendix B of the FCC Order in Docket
80-286. That appendix is the FCC ordered changes to the
Separations Manual. The appendix sets forth the accounts for
which separations changes were authorized. (Changes in the
Separations Manual are dictated by the Joint Board which is
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composed of three FCC Commissioners and four state
Commissioners,) Mr, Johnson alsv provided a letter from the ICC
to the United States Telephone Association which specifically
lists all investment, expense, tax and reserve accounts that are
to be included in the "base amount"., Mountain Bell is required
te follow the Feparations Manual in determining what types of
costs and the amount of costs that are assigned to the interstate
jurisdiction. It is clear that Mountain Bell fcllowed the
separations procedures required by the FCC. Therefore, it is
unreasonable to impute a subsidy from the interstate jurisdiction

whiech will not occur and over which Mountain Ball has no control.

B vs, 10% ITC Election
37, In 1982 Congress passed the Tax Eguity and Fiscal
Responsibility Act (TEFRA}, TEFRA reguired that for property

placed after December 31, 1982 a taxpayer can claim either a 10%
investment tax credit (ITC) or and B% ITC (6% or 4% for 3eyear
property). However, if the higher ITC rate is elected the tax
basis of the property must be reduced by 50% of the credit
claimed. The election to use the 10% ITC rate or the 8% ITC rate
is an asset by asset election, TEFRBR alse limited the amount of
credit that can be used to offset tax liability to 853% of the tax
liability. 1In all cases Mountain Bell has chosen to take the 10%
and 6% ITC rate with the reduction to the tax basis of the asset.

38, Ms. Bright proposed an adjustment to reflect the
revenue requirement that would be needed if the 8% and 4% ITC
rates had been elected. Ms, Bright testified:

Thae effect cof chooesing the higher credit with a
tax basis reduction instead of the lower credit
is to decrease deferred income taxes and to
increase accumulated deferred investment tax
credits {(ADITC). The reduction in accumulated
deferred income taxas and increase in ADITC
raises the ratepayer revenue requirement bhecause
deferred taxes reduce the rate base while the
ratcpayer muet pay the overall cost of capital
rate on ADITC. Although the effect on groes
rocvenue reguirements of choosing tha higher
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credit may vary with the type of property, the
rule uswally is the longer the book and tax life
of the plant, the more advantayeous for
ratepayers it becomes for the Company to choose
the lower credit with no basis reduction...The
Company provided an analysis which compares the
revenue requirement using 8 percent versus 10
percent credits with respect to four different
types of telephone plant, in each case, the
study shows the revenue requirement over the
life of the plant is higher, both on a
cumulative and a present value basis, using the
10 percent ITC compared to the 8 percent ITC.
(MCC 5(85) pp. 29-30)

e, Mr, Johnson explained why Mountain Bell chose the 10%
ITC option. Mr, Johnson explainred that the higher ITC increases
the Company's cash flow and that cash flow is important to
utilities that are very capital intensive, Mr. Johnson stated
that Mountain Bell has properly weighed the advantages of cash
flow and revenue requirements and determined the proper course of
action, (MB 7(85) pp. 17-18) Mountain Bell also sponsored the
late filed exhibit MB 11(85) which is a Congreecsional Conference
Committee report concerning this issue. The report states the
reason an election was included in TEFRA: "the election is
intended to deal with the case in which a taxpayer cannot c¢laim
all the regular investment credits he earns because of the
BS-percant-~of-tax-liability limitation,*

40, The Commission understands that Mountain Bell prefers
higher cash flow to lower revenue requirement. However, the
Commission is not interested in increasing Mouutain Bell's cash
flow at the ratepayers expense. Mountain Bell may be correct as
to the reason taxpayers are allowed to make an election as to
their ITC rate, However, Congress did not choose to reguire
taxpayers to choose the lower c¢redit only if they reached the
85¢-of-tax-liability limit. Taxpayers can chose the 10% or 8%
ITC rate on a asset by asset basis for any reason. If Mountain
Bell chooses to take 10% ITC option then costs allowed for

ratemaking will vary somewhat from costs on the books., There 1is
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nothing unigue in this situation. Manv items are treated \

differently for book purposes and ratemaking purposes. [
Mountain Bell does not want to trark tha difference in the two l
options then Mountain Bell should choose the option that results
in the lowest revenue requirement. The Commission will expect

Mountain Bell to file a calculation of using the 8% ITC rate 1in

11 fut t A My fane ’ﬂééé/l( Service C"c?}n,n,f:SJCn OC. g-/—
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VI,

BCR Expenses
41. The seven Bell regional Holding Companies formed a
partnership that owno Bell Communications Research (BCR). BRCR

works on projects for the operating companies and bills each
operating company for the projects that the company participates
in. Mr. Buckalew recommended that approximately 25% of the BCR
expenses be disallowed because they do not bkenefit current
ratepavers, The expenses that Mr. Buckalew recommended
disallowing were associated with new services or research, Mr.
Buckalew estimated the cost of these projects to be §455,000,
$355,000 for development of new services and £100,000 for
rerearch.
42. Ms. Saracino filed rebuttal to Mr. Buckalew's proposal:

First, Mr. Buckalew is using an analysis of 1985
Bellcore projects to make an adjustment to a
1964 test year expense, When asked in a data
request why he chose to use the 1985 projects,
he responded "1985 work packages represent a
known and certain change in BCR activities¥,
However, I believe this approach lacks validity
in ratemaking. Tf Mr, Buckalew chooses to use
the results of his analysis of 1985 projects, he
should apply that analycie to the 1385 prodjects,
he should apply that analysis +to the 1985
cotimated test year expense of £2,005,000... (MB
2(e5) p. 4)

.+.Mr. Buckalew seems to be arguing that
Mountain Bell should not be able to improve its
exigting plant or in any way search for new uses
of its axisting plant to provide new or improved
services to its customers,.,Some of the projects
Bellcore is now working on will put new servine
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capability into the existing network. The
intention is not to lay out a new network, but
instead to generate more efficient uses of that
network. (MB 2(85) pp. 10-11)

43. Under cross examination by Mr, Lopach Mr. Buckalew

explained that the costs of developing new services should bhe

paid through the procesee of producing that new service., (Trans,
p. 69) The Commission agrees with Mr, Buckalew, Current
ratepayers should not be asked to pay for the development ot new
scrviees, This is cspecially true in today's competitive
environment. The reason there were refunds from AT&T was because
development costs for new products had been paid by monopoly
ratepayers through license contracts, Since these services are
now becing offered by ATaT én an unregulated basis ATLT was
required to refund the development costs, Thise type of a
situation could easily occur again, especially in Montana, The
1985 Telecommunications ACT contains a much narrower definition
of reyulated telscommunicalions services than existed prior to
the Act's passage, Therefore, some o©of the new services being
developed by BCR could end up being offered by Mountain Bell as a
deregulated service.

44, Although the Coummission ayrees with Mr, Buckalew's
recommendation +that new service development costs should be
disallowed, the Commission finds that Mr, Buckalew's analysis of
1985 work projects is unreasonable, It is inconsistent and
unfair to calculate the percentage of 1985 BCR costs that
represent the development of new services hasad on the argument
that "1985 work packages represent a known and certain change in
BCR activities™ and then apply that percentage to 1984 BCR \
expenses, If Montana Consumer Counsel feels that 1985 work \
packages represent a known and measurable change to the 1984 test

. year then an adjustment should have been proposed t¢ bring the
test year level of BCR expenses to 1585 levels, Ms. BSaracino
presented an analysis of 1984 work packages that relate to new
scrvices. The Commiesion finde ¢that the 1984 level of RCR
expenses presented by Ms. Saracino is reasonable, Acceptance of
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this position changes the amdunt related tC¢ new services frowm
$355,000 to $123,000 and makes the total adjustment for BCR
expenses $223,000. (.

Employee Reductions

48. Mg. Bright recommended an adjustment to the test year
employee related expenses to reflect the reductions in employee
levels that have occurred through March of 1985, Ms. Bright
explained:

Since Mountain Bell's adjustments go beyond the
booked test vear coste to include 1984 wage
inviesses on an annualized basis, and further
increase actual test year costs by including out
of period 1985 wayge increases, it is alse¢
appropriate to adjust the test year resultsg to
reflect labor cost reductions made possible by
the Company's personnel reductions... §8ince
Mountain Bell has been able to maintain the same
or an increasing level of service with fewer
employees, it is reasonable to attribute
workforce reductions toe increased workforce
productivity. It is alsoc likely that lncreasing
competitive pressures in many of Mountain Bell's
markets have induced the Company to eliminate or
reduce overstaffing that previously existed
under monopoly condition, (Emphasis added) (MCC
$(85) pp. 7-8)

46. Mr, Johnson explained that the adjustment made by Ms,
Bright violated historical test year principles:

when a historical test year is used, there exist
relationships between expenses, volumes of
business, and investment that should not be
disturbed., Price or cost level adjustments can
be made to the test yeaxr, however these
adjustments are made at test year volumes. When
the veolumes of a historical test year are
altered, what has been introduced is a future
test year.

Mr, Johnson presented an adjustment that reflected the revenue
regquirenent needed if all volumes were brought up to March 1985
levels. The adjustment would increase revenue requirements by
$3,118,000,
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a7, The Montana Consumer Counsel has advocated using
productivity gainse in pagt rate cases. The Commission has

rejected productivity adjustment based on the facts that they are
not known and measurable and that the Commission has refused to
allow attrition adjustments. The Montana Consumer Counsel has
specifically rcjcected using anything other than average test year
employees in past rate cases based. on the assumption that this
type of adjustment violated test year principles. The Commission
agrees with Mountain Bell's position and past Montana Consumer
Counsel arguments that average test year employees should be used
in a historical test year. The “known and measurable” criteria
has been used to apply increases and decreases in ¢ost or rate
levels (i.e. adjustments for price increases, postage rate
invresses, soclal securily rates, tax rates, etc.) but these rate
changes are applied to test year volumes. The Commission
typically requires large adjustments to be made to reflect rate
increases that happened during or after the test year. However,
these adjustments are made based on Lest year sales volumes,
Finding of Fact No. 44 notes that Mr. Buckalew did not propose to
adjust BCR expenses to 1985 levels even though he expressed the

opinion that +this was a "known and certain change". This
Commission has continucusly supported the use of historical test
years. However, when historical test years are used the

principles involved must be applied in a consistent and fair
way. The Commission finds that the adjustment to employee levels
ig unreasonable, '

MIPP/SIPP Payments

48, During the past several years Mountain Bell
implemented both the Management Income Protection Plan (MIPP) and
the 8upplementary Income Protection Plan (SIPP)., Thagse plans
offer financial incentives for employees to retire or terminate
their employment with Mountain Bell. Ms, Bright recommended
disallowance of all of the 1984 cash payments for these
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programs. Ms. Bright explained that "It is8 clear that Mountain
Bell has had an overstaffing problem for some time, and yet the
cost of surplus employees has been included in the cost of
service and paid by ratepayers. Ratepayers should not be
required to pay twice for excess employees.”

49, The Commisgion agrees with Mg, Bright. PFmployee
levels have been decreasing rather drastically in Mountain Bell
for several years as the Company attempts to lower costs and
become more efficient in the face of increasing competition. The
Commission certainly supports the cfforts by Mountain Bell to cut
costs. However, to the extent that these employees were not
needed in the past and to the extent that Mountain Bell has not
been an economically efficient cempany, ratepayers have beer paid
the cosi, Requiring ratepayers te pay for inefficiencics twice
is indeed unfair. The payments for the MIPP and SIPP plans are
also nonrecurring in nature and hopefully will not continue as
the employee levels in Mountain Bell stabilize. Since the
Company only booked $194,000 in MIPP and SIPP payments in 1984
there is furthar evidence that these costs are indeed
nonrecurring, The Commission finds that disallowance of the
$1,380,000 of 1584 cash payments is reascnable,

Dircctory Revenuesg

50. On January 1, 1984 Mountain Bell transferred all of
its yellow page directory assets and personnel to USWest Direct,
a wholly-owned subsidiary of Landmark Publishing company, which
is & subsidiary of USWecst. Under a publishing agreement signed
by USWest Direct and Mountain Bell, USWest Direct will provide
the directory publishing service for Mountain Bell. Mountain
Bell receives a preset level of revenues under the publishing
eontract, The Montana Consumer Counsel roccommended an adjustment
to the 1984 operating results to present a test year as if all
directory operations had remained with Mountain Bell. Mr,

‘Buckalew explained the reason for this adjustment:
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The provision of directory advertising is a very
profitable business which has always been a p