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I. BY THE COMMISSION

A. Statement

1. This matter comes before the Commission for consideration of various requests by U S WEST Communications, Inc. ("USWC" or "Company").  First, on May 10, 1996, the Company filed its Mid-term Proposal and Verified Application to Modify its Rate and Service Regulation Plan (Docket No. 96A-218T).  USWC, in that application, requests that we modify its existing Alternative Form of Regulation ("AFOR") plan to allow it to change rates for certain services.  Second, the Company, also on May 10, 1996, filed Advice Letter No 2608 (Docket No. 96S-257T).  That Advice Letter proposes specific rate changes to a number of USWC's offerings, most notably residential basic local exchange service, business basic exchange service, intraLATA toll, and switched access service for interexchange carriers.  Finally, the Company, again on May 10, 1996, filed its Application for Variance from Rules 4(1)(a), 4(1)(h) and 4(2)(a)(i) of the Rules Prescribing Principles for Costing and Pricing of Regulated Services of Telecommunications Service Providers.  That appli-cation essentially requests a waiver of the Rules’ requirements that the Company submit certain cost studies in support of its rate proposals in this proceeding.

2. In Docket No. 90A-665T we previously approved an alternative (to traditional rate-of-return, rate-base regulation) form of regulation (i.e., AFOR) for USWC.  In the orders approving AFOR we directed that the AFOR plan would be subject to a mid-term review.  The instant case also includes that mid-term review (Docket No. 90A-665T).

3. Pursuant to the provisions of § 40-6-111, C.R.S., we suspended the rates proposed in Advice Letter No. 2608 and set those proposals for hearing.  Notice of the above-referenced applications and opportunity for intervention was given by the Commission in accordance with applicable rules.  In Decision No. C96-841, we consolidated all these matters for hearing and decision.

4. A number of parties have intervened in this consolidated proceeding including Staff of the Commission ("Staff"), the Colorado Office of Consumer Counsel ("OCC"), MCI Telecommunications Corporation ("MCI"), AT&T Communications of the Mountain States, Inc. ("AT&T"), and Sprint Communications Company L.P. ("Sprint").  In accordance with prior procedural directives of the Commission, the parties prefiled their testimony and exhibits, and October 28 to November 1, November 6-7, and November 14, 1996 we conducted hearings in this case.  The parties have since filed closing Statements of Position.

5. Now being duly advised in the premises, we issue our orders concerning the requests by USWC.  For the reasons discussed here, we will reject the Company's rate proposals and its request to modify AFOR.

B. History of the Case

1. AFOR

a. In Docket No. 90A-665T, we approved with modifications USWC's application to implement an alternative (to rate-of-return, rate base regulation) regulatory plan.  The approved AFOR plan consisted of a number of components including:

(1) The plan would be in effect for a five-year period beginning January 1, 1993.  However, the Commission would conduct a mid-term review of AFOR, and could modify the plan based upon that review.  USWC could unilaterally end the plan by filing a rate case.

(2) The Company's actual earnings (for the prior calendar year) would be reviewed annually by the Commission utilizing the ratemaking principles previously established for USWC by the Commission.  Company earnings in excess of the authorized return on equity would be shared with ratepayers according to an established formula.

(3) Except as specifically discussed in the AFOR decisions, Part 2 rates
 would be "frozen" under the plan.  As an exception to the Part 2 rate freeze, USWC would be permitted to propose "minor" and "revenue neutral" price changes.

(4) The quality of USWC's service would be measured according to specific factors adopted as part of the plan.  The sharing thresholds (i.e., the portion of USWC overearnings to be refunded to ratepayers) would be adjusted upward or downward to reflect the Company's performance as measured under these factors.

b. See Decisions No. C92-854, No. C92-1377, and No. C93-20.  USWC accepted the approved AFOR, and, on March 18, 1993, entered into the plan.  According to our decisions approving AFOR, the plan will expire on December 31, 1997.

2. Dockets No. 96A-218T and No. 96S-257T

a. As noted above, Docket No. 96A-218T concerns the Company's application to modify AFOR to permit it to implement certain rate changes to Part 2 and Part 3 services.
 As grounds for its request, USWC suggested that since adoption of AFOR, the telecommunications industry has grown increasingly competitive.  The Company specifically pointed out that both the Colorado Legislature in House Bill 95-1335
 ("HB 1335") and Congress in the Telecommunications Act of 1996
 ("Act") have opened the local exchange market to competition.  In the application, USWC claimed that these legislative enactments "constitute a material and substantive alteration to the conditions under which the current AFOR was implemented."  Based upon these significant changes in the telecommunications industry, the Company requests that we modify AFOR to permit it to implement certain rate proposals.  Those rate proposals are reflected in Advice Letter No. 2608.

b. Advice Letter No. 2608 proposes a number of rate changes to various Part 2 and 3 services.  In the aggregate, those rate changes are intended to be "revenue neutral"--increases in revenue as a result of rate increases are intended, according Advice Letter No. 2608, to be offset by decreases in revenue associated with rate decreases.  Therefore, the Company claims, its total revenue requirement would remain unchanged after all the proposed rate changes are implemented.  The Company designed its rate proposals to be revenue neutral inasmuch as this is one of the precepts of AFOR.

c. The principal rate proposals in Advice Letter No. 2608 are:

(1) The statewide average price for residential Basic Local Exchange service would increase $3.00 per month, resulting in a new statewide rate of $17.95.  All other residential line prices, with the exception of the Low-Income Telephone Assistance Program
, would also increase by $3.00.  In their entirety, the Company estimates, these changes to residential local service rates would result in increased revenues of $53.8 million.  This increase in revenues would be offset by reductions in other service rates.

(2) In partial offset of the rate and revenue increase associated with residential basic service, the statewide average price for business Basic Local Exchange service would decrease by $2.00, resulting in a monthly rate of $35.39.  This change, according to USWC, would decrease revenues by $11.2 million.

(3) The statewide average IntraLATA toll rate would decrease by approximately 30 percent, to $.14 per minute, with a total revenue effect of $12.4 million.

(4) IntraLATA toll rates would also be restructured (e.g., elimination of mileage bands, elimination of the first minute/additional minute structure and implementation of a single per minute rate, conversion of the evening/night/ weekend discount rate to a single rate, etc.).

(5) The average switched access rate would be reduced to $.022 per minute (plus monthly carrier common line charges).  This rate decrease represents a reduction in annual revenues of approximately $12.4 million.

(6) Switched Access charges would be modified by changing from a uniform per minute-of-use charge for all types of transport service to a new structure with different charges for different types of transport.  The carrier common line charge ("CCLC") would also change from its present per minute-of-use structure to a flat monthly charge based on a provider's market share.

d. Intervenors oppose these rate changes for various reasons.

3. Docket No. 96A-219T

a. Rules 4(1)(a) and 4(1)(h), Rules Prescribing Principles for Costing and Pricing of Regulated Services of Telecommunications Service Providers, 4 Code of Colorado Regulations ("CCR") 723-30 ("Costing and Pricing Rules"), require that the Company support its proposed rate changes with submission of total service long run incremental cost studies.  In Docket No. 96A-219T, the Company requests a waiver of this requirement for various services (e.g., Specially Classified Service, Joint User Service, Telechoice Service Business, Residence of Ditch Riders Service, etc.).  Generally, USWC claims that the resources necessary to perform these studies are not justified in light of the limited demand for the specific services at issue.

b. Additionally, Rule 4(2)(a)(i) of the Costing and Pricing Rules requires that the price for regulated services be set such that the “total revenue from the given service is equal to or greater than its total service long run incremental cost."  In Docket No. 96A-219T, the Company claims that various services, all residential offerings, will not recover their total long run incremental cost even under the rate proposals in Advice Letter No. 2608.  Since the Company is concerned that further rate increases (i.e., in addition to those suggested in Advice Letter No. 2608) would not be in the public interest at this time, it requests a waiver of the rule

4. Overview of § 40-15-502 Provisions

a. The Company's proposed rate hike for residential basic exchange service, $3.00/month, represents an approximate 20 percent increase.  Intervenors, especially Staff and the OCC, contend that such an increase is prohibited by the provision of § 40-15-502(3)(b)(I), C.R.S. ("Subsection 3(b)(I)"). In fact, prior to hearings in this case, the OCC moved for summary dismissal of the Company's rate requests based upon Subsection 3(b)(I).  USWC, in response, argues that Section (3)(b)(III), C.R.S. ("Subsection 3(b)(III)") sets forth an exception to the provisions of Subsection 3(b)(I), and that its rate proposals come within this exception.  In deliberations before hearing, we denied the OCC's request for summary judgment.  The present order memorializes that ruling.  In addition, we discuss our interpretation of Sections 3(b)(I) and 3(b)(III).

b. Subsection 3(b)(I) provides:


Consistent with the public interest goal of maintaining affordable and just and reasonably priced basic local telecommunications service for all citizens of the state, the commission shall structure telecommunications regulation to achieve a transition to a fully competitive telecommunications market with the policy that prices for residential basic local exchange service, including zone charges, if any, do not rise above the levels in effect on the effective date of this section for comparable service; except that the price of such service may be adjusted by an amount equal to the change in the United States gross domestic product price index minus an index that represents telecommunications productivity changes as determined by the commission.  This adjustment shall be granted only to the extent the commission determines an adjustment is required to cover reasonable costs and shall not exceed five percent in any one year. . . . (emphasis added)

Therefore, Subsection 3(b)(I) imposes a rate cap upon residential basic exchange service: the price for residential service may not increase by more than five percent or by the change in the domestic product price index minus a productivity offset, whichever is less, in any one year.

c. However, Subsection 3(b)(III) states:


This section shall not be construed to prohibit the commission from granting an increase in residential basic local exchange service rates for local exchange carriers under rate‑of‑return regulation if . . . such increase is necessary to recover a provider's costs associated with investments for network upgrades made for the purpose of provisioning residential basic local exchange service if such investments are approved or required by the commission and not previously included in the calculation of residential basic local exchange service rates.

Hence, Subsection 3(b)(III) appears to provide an alternative means (to Subsection 3(b)(I)) for increasing residential basic exchange service rates.

d. On its face, Subsection 3(b)(III) contains a number of components:

(1) The increase (to residential basic local exchange service) must be "necessary" to allow a provider to recover its costs;

(2) The costs must be "associated with" investments "for network upgrades";

(3) The network upgrades must be made for the purpose of provisioning residential basic local exchange service;

(4) The investments must be approved or required by the Commission; and

(5) The investments must not have been previously included in residential basic exchange service rates.

e. USWC's proposal to increase rates by more than the Subsection 3(b)(I) cap requires us to address the meaning of these statutory provisions.

f. We note that there was little dispute with respect to some of the elements of Subsection 3(b)(III).  Specifically, the parties agreed that Subsection 3(b)(III) is an exception to the rate cap provisions of Subsection 3(b)(I).  That is, a proposal to increase residential local rates in excess of the Subsection 3(b)(I) cap is permitted if the proposal comes within the scope of Subsection 3(b)(III).  We agree with this interpretation.  After capping residential rates in Subsection 3(b)(I), the Legislature proceeded to adopt Subsection 3(b)(III) stating that: "This section shall not be construed to prohibit" an increase in residential basic exchange service rates if the requirements of that subsection are met.

g. The parties also appear to agree--at least there was no express statements to the contrary--that the provisions of Subsection 3(b)(III) are not mandatory.  That is, assuming all requirements are fulfilled, Subsection 3(b)(III) permits, but does not compel, the Commission to increase residential rates beyond the cap.

h. Similarly, all parties recognize that Subsection 3(b)(III) expenditures must not have been previously included in residential basic exchange service rates.  Thus, proper analysis under Subsection 3(b)(III) requires the Commission and the parties to examine USWC's last rate case and determine whether expenditures were previously accepted by the Commission for purposes of setting residential rates.  Such analysis was attempted in this case.

i. The parties disagreed on the meaning of other components of Subsection 3(b)(III).  That disagreement was set forth in argument relating to the OCC's motion for summary judgment, and in testimony presented at hearing.  With respect to the OCC's request for summary dismissal, we affirm our prior oral determination to deny the motion.  The OCC itself, in its motion, recognized that summary judgment is appropriate only when there are no material facts in issue (citing Terrell v. Walter E. Heller Co., 439 P.2d 989 (Colo. 1968).  In this case, contrary to the OCC's assertion, there were highly disputed issues of material fact.  All parties, including USWC, concede that the rate proposals with respect to residential basic exchange service exceed the cap set forth in Subsection 3(b)(I).  According to the Company, however, the rate requests here are based upon Subsection 3(b)(III), not Subsection 3(b)(I), and the components of Subsection 3(b)(III) are intensively factual as demonstrated by testimony in this case (e.g., the parties disagree whether the Company's cost studies included only expenditures related to network upgrades and whether such expenditures were made for the purpose of providing residential basic exchange service).

j. The OCC's motion for summary judgment suggested that the Company's rate proposals are not legally within the scope of Subsection 3(b)(III) for essentially two reasons:  (1) Since the Company's filing is revenue neutral (i.e., USWC is not requesting an increase in its revenue requirement), the increase to residential rates is not "necessary," as required by Subsection 3(b)(III); and (2) The Commission had not "approved" the expenditures for which USWC is now requesting recovery in residential rates.  Neither one of these arguments supports summary dismissal of the Company's rate proposals.

k. With respect to its assertion that a residential rate increase could not be shown to be "necessary," the OCC interprets this term as representing an absolute requirement for recovery of utility costs.  That is, the OCC argued that if costs associated with the provision of residential basic exchange service can possibly be recovered from other services, then an increase to residential rates is not "necessary."  Essentially, the OCC argues that the Legislature intended to prohibit cost-based ratemaking with respect to residential basic exchange service.  Nothing in the statute indicates that this was the Legislature's intent.

l. "Cost" has long been a fundamental consideration in ratemaking before this Commission, and certainly the Legislature was aware of this when enacting HB 1335.
  If the Legislature intended to impose an inflexible ratemaking standard upon the Commission which would preclude such considerations in setting rates, it would have explicitly stated so.  Moreover, the introduction of competition in the local exchange market will likely mean that cost-based review of separate services or service elements will gain added importance in the future for all participants in the local exchange market.
  Given these considerations, we reject the notion that the Legislature intended to absolutely prohibit residential rate increases to cover the costs, incurred in the provision of residential service, even if those costs could be recovered from other offerings.  We interpret the term "necessary" in Subsection 3(b)(III), not as an absolute requirement, but as that which is "appropriate", "suitable", or "proper."  See People v. Brandyberry, 812 P.2d 674 (Colo. App. 1990).  Under our interpretation, for example, residential rates may be increased under Subsection 3(b)(III) to allow recovery of costs which are prudently incurred to provide residential basic exchange service.

m. With respect to the OCC's argument that the Commission has not previously "approved" or "required" costs which USWC is seeking to recover in this case, we do not interpret Subsection 3(b)(III) as requiring pre-approval of local exchange carriers' expenditures.  More particularly, we conclude that the Commission may approve utility expenditures at the time rate recovery is sought.  Notably, it has been the virtually universal practice before this Commission that, with respect to operations in the ordinary course of business, utilities unilaterally decide to make investments as necessary to fulfill their public utility obligations.  The Commission reviews the prudence of such expenditures when rate recovery is sought.  Requiring Commission pre-approval of LECs' investment decisions, even those made in the ordinary of business, would delay the provision of service to customers, contrary to the public interest.

n. The Commission may require investment by utilities, including LECs, through existing rules.  For example, to the extent our rules compel LECs to provide service when requested by customers and to maintain a certain level or quality of service we arguably have "required" companies to make investments.  Our existing rules, in fact, impose certain obligations upon companies such as USWC (e.g., Rules Regulating Telecommunications Service Providers and Telephone Utilities, 4 CCR 723-2).  For these reasons, we conclude that Subsection 3(b)(III) is not intended to change current ratemaking practices by requiring that the Commission involve itself in the day-to-day operations of LECs by reviewing and approving utility expenditures made in the ordinary course of business before such expenditures are made.
  These conclusions require us to deny the OCC's motion for summary judgment.

o. MCI also suggested that Subsection 3(b)(III) was inapplicable to USWC's rate proposal since the statute refers to LECs operating "under rate-of-return regulation."  Since USWC is presently under AFOR, MCI suggested that it is not "under rate-of-return regulation" for purposes of Subsection 3(b)(III).  The Company pointed out that AFOR qualifies as rate-of-return regulation.  For example, AFOR rates were set using traditional ratemaking principles, and earnings under AFOR are annually reviewed in light of established ratemaking principles.  The decisions adopting AFOR themselves characterized the plan as a moderate change to traditional regulation.  Therefore, we reject MCI's argument in this case.

p. The parties decidedly disagreed in their interpretation of other components of Subsection 3(b)(III).  Specifically, USWC and the Intervenors, especially Staff and the OCC, disagree as to the nature of the costs that qualify for recovery under the statute.
 Subsection 3(b)(III) provides for an exception to the rate cap for "costs associated with investments for network upgrades."  The Company contends that the statute contemplates recovery, in residential rates, of all ongoing regular capital investments and expenses associated with the provision of residential basic exchange service.  This includes all operation and maintenance expenses incurred as a result of the Company's obligation to serve.  Examples of expenditures recoverable under Subsection 3(b)(III), according to the Company, include the costs of general purpose computers, trucks and other vehicles used in the provision of telephone service to residential customers, growth and network expansion, etc.  Apparently, the Company's interpretation of Subsection 3(b)(III) is that all prudently incurred costs, both capital costs and expenses, are within the scope of Subsection 3(b)(III).  The Company appears to suggest that the exclusion of any expenditures from the scope of Subsection 3(b)(III), assuming such expenditures were legitimate ratemaking costs and expenses and assuming that those expenditures were used in the provision of residential basic service, would constitute unlawful confiscation of its property.

q. Staff and the OCC contend that the scope of Subsection 3(b)(III) costs is significantly limited.  Notably, Staff suggests that the term "network upgrade" refers to investment which will result in "additional capabilities for customers or an increase in the level of voice grade or data transmission quality."  Staff Statement of Position, page 9.  According to Staff, routine maintenance and upkeep of the network, general purpose computers, growth (i.e., expenditures to provide service to new customers), costs for land and buildings, etc. are not within the scope of Subsection 3(b)(III).

r. The OCC agrees with Staff, specifically arguing that "investment for network upgrades" refers to "investments in the physical distribution and switching facilities which form the backbone of the public switched network...."  OCC Statement of Position, page 10.  In addition to agreeing to Staff's examples of expenditures excluded from Subsection 3(b)(III), the OCC states that costs due to increases in inflation are not within the scope of the statute.

s. We do not agree completely with any of the parties.  We first note that Subsection 3(b)(III) clearly intended to effect a change in the manner in which rates can be set for residential local service.  In particular, the statute plainly specifies that only certain costs may be recovered from residential service in excess of the rate cap, those being costs associated with network upgrades.  Hence, the Legislature plainly intended to draw a distinction between customary ratemaking costs, generally, and costs that may be recovered under Subsection 3(b)(III) as an exception to the cap.  USWC is, therefore, incorrect in concluding that all costs prudently incurred in the provision of residential basic exchange service are within the scope of Subsection 3(b)(III).  Only costs associated with network upgrades are within the scope of the subsection (3)(b)(III) exception to subsection (3)(b)(I).

t. We also conclude that elements of Staff's and the OCC's position are unduly restrictive.  Subsection 3(b)(III) states that costs "associated with" with network upgrades are within the scope of the statute.  This phrase could include expenses, in addition to capital investment itself, within the scope of the statute.  In our view maintenance and operation costs associated with network upgrades are not outside the scope of Subsection 3(b)(III).

u. As for costs and expenses related to growth in the network, USWC argues that this is includeable in Subsection 3(b)(III).  The dispute between USWC and the Intervenors concerns the meaning of "network upgrade."  Unfor-tunately, HB 1335 does not define the term.  Relying upon common usage,
 however, we conclude that Subsection 3(b)(III) is intended to allow for recovery of costs related to network upgrades.
  In particular, we observe only that the addition of customers to the telephone network potentially benefits all residential customers (i.e., current ratepayers will have the opportunity to communicate over the network with all customers).

v. We conclude that the restrictive inter-pretation of "network upgrade" advocated by Staff and the OCC is inappropriate especially in light of USWC's obligation to serve, an obligation imposed by both Commission and Legislative direc-tives.  USWC correctly notes that the obligation to provide service to all members of the public, with its concomitant mandate that LECs expend private funds to meet that duty, is inconsistent with an overly constrained interpretation of Subsection 3(b)(III).  Such an interpretation of the statute could prohibit recovery of even prudently incurred costs related to upgrades of the network.

w. Similarly, we conclude that costs and expenses relating to new land and unexpected building expansions, and non-routine maintenance related to network upgrades are not, on their face, outside the reach of Subsection 3(b)(III).
  Expenditures for items such as land and buildings should be substantially related to upgrades in the network (e.g., where land and buildings are used for new telephone plant).  As for upgrade related maintenance and upkeep of the network, since such expenditures are intended to avert deterioration of the network and consequent inferior service, we conclude that such costs are potentially includeable in Subsection 3(b)(III).  In our view, the network is improved as a result of such expenditures by an LEC.  We note, moreover, that an interpretation which would exclude such maintenance and upkeep costs from Subsection 3(b)(III) could discourage LECs from making expenditures to upgrade service for residential customers.  This result would not be in the public interest.

x. We do agree with Staff and the OCC that some of the costs included in the Company's filing do not appear to be within the scope of Subsection 3(b)(III).  At least, USWC did not meet its burden of proving that these costs were associated with network upgrades.  In particular, it is not apparent that expenditures for items such as general use computers, motor vehicles, and expenses due to general increases in inflation are associated with network upgrades.  As stated above, we disagree with the Company's assertion that all costs prudently incurred for the provision of residential basic exchange service comes within the scope of Subsection 3(b)(III).

C. The Residential Rate Increase Request Relative To AFOR and the Statute, § 40-15-502(3)(B)(I-III)

1. As previously noted, under Application No. 96A-218T, USWC has requested that the Commission modify its AFOR plan to allow USWC to implement the rate proposals it has made under Advice Letter 2608 (Docket No. 96S-257T).  Although the USWC Statement of Position did not mention this issue, USWC witness Johnson testified that the modification of AFOR was to accommodate USWC’s proposal to increase residential basic exchange service rates, which it was bringing forth under Section (3)(b)(III).
  Since USWC has characterized its rate proposals as being “revenue neutral”, this request can only be viewed as an exception to the Part 2 “rate freeze” provision of AFOR.

2. In establishing AFOR, we required a capping of Part 2 rates at the levels established at that time, with exceptions for a few specific programs.  We also provided for changes in this cap through rate filings which were “minor” and “revenue neutral,” while reserving our right to reject such filings for any reasonable cause.
  Although USWC claims that AFOR must be changed to accommodate HB 1335, which included the provisions of Subsections (3)(b)(I-III), we do not find this to be necessary.  As we have previously discussed, the requirements of Subsection (3)(b)(I), are mandatory on this Commission, use of Subsections (3)(b)(II) and (III) allow for the exercise of discretion by the Commission.

3. With respect to Subsection (3)(b)(I) of the statute, rate changes due to implementation of this provision would appear to be similar to the requirement under AFOR that changes for Part 2 rates be minor in nature. We do not foresee the need to adjust the plan for this statutory provision. Under Subsection (3)(b)(III) of the statute, USWC has proposed in this proceeding a significant change in the residential basic exchange service rate which cannot be considered a minor adjustment in rates relative to AFOR.  Adoption of this proposal would essentially end the rate cap provisions of AFOR and a significant benefit of that plan to residential ratepayers.  Furthermore, rather than attempting to eliminate the “rate freeze” provision under AFOR through its waiver request under Application No. 96S-218T, USWC had the option of eliminating the entirety of AFOR, to which it had previously agreed, by electing to end the plan through the filing of a general rate case.

4. In many ways this proceeding has been similar to a general rate case, since disputes over ratemaking principles and concepts used in the last USWC general rate case have been predominant in the discussions of whether an increase in the residential basic exchange service rate was warranted.
  USWC has relied upon Subsection (3)(b)(III) to justify its request for an increase in the residential basic exchange service rate.  As we previously have noted, there has been significant controversy in this docket over the extent of certain limitations within the language  of this provision in the statute.  At this time, it is not necessary to precisely define those constraints, since we have determined infra that USWC failed to meet its burden under its own expansive, although selective, interpretation of the meaning of this provision.

5. However, we do note that Subsection (3)(b)(III) does not support the Company’s rate request.  The statute allows the Commission the discretion to increase rates beyond the cap stated in Subsection (3)(b)(I).  It does not suggest that the Commission must increase rates.  Indeed, Subsections (3)(b)(I) and (III), together, restrict the ability of the Company to increase residential basic local exchange service rates. We doubt that the Legislature intended to include potential rate increases due to changes in ratemaking policies of this Commission when reviewing local exchange service rates under Subsection (3)(b)(III).  As this is a major theme of the USWC case-in-chief, we find that USWC’s request to modify was not properly supported by its filing under Subsection (3)(b)(III).  We further decline to waive either the “rate freeze” or “minor” adjustments provisions of AFOR to accommodate the Part 2 rate increase proposal of USWC.

6. While USWC maintained that its filing would meet the “revenue neutral” provision of AFOR, we wish to clarify that this provision and the “minor” change provision of AFOR relate to rate proposals which involve Part 2 services.  There was some dispute in this proceeding as to whether changes solely in Part 3 rate proposals by the Company must meet these requirements.
  We would clarify that it was not our intent, nor has it been our practice, under AFOR to impose a “revenue neutral” limitation on the Company regarding Part 3 rate filings.
  As noted in Decision C92-854, during the pendency of AFOR, Part 3 rate filings are subject to our Costing and Pricing Rules.
  Subject to these rules, USWC can make rate proposals for such services.  In this proceeding, USWC has made proposals for certain Part 3 services which may stand on their own as separate filings without consideration of the revenue neutral constraint of AFOR.

7. In addition, USWC has made a proposal to reduce the business local exchange service rate by $2.00 per month.  Since this service is still considered to be a Part 2 offering, USWC would normally file a revenue neutral rate proposal under AFOR.
  However, acknowledging the competitive changes that may occur shortly for this service under AFOR, we will allow USWC the discretion to reduce this rate as proposed without an offsetting revenue increase.

8. Staff advocated that the Commission deny or delay any increase in residential basic local exchange service rate, assuming we determine that an increase is justified, under the provisions of § 40-15-502(3)(b)(II), C.R.S. (“Section (3)(b)(II)”).
  Staff noted that USWC has not been in compliance with some of the service quality rules numerous times in recent years and that recently the Commission initiated an investigation, Docket No. 94C-587T, which, among other things, resulted in USWC committing to improve and come into compliance with Commission Rules.
  Staff proposed that primary consideration be given to USWC’s performance since the review period of Docket No. 94C-587T.  In Staff’s view, certain Commission rules related to provisioning and maintenance of service, such as Rules 22.1, 22.2, and 24.4.2, 4 Code of Colorado Regulations (“CCR”) 723-2, rules concerning Telephone Utilities, are the most critical for review for purposes of determining whether USWC is in substantial violation of the Commission’s Rules.

9. In Staff’s view, whether the rule violations are substantial is primarily dependent upon evidence of continuos noncompliance.
  Staff testified that USWC was not in compliance with Rules 22.1, 22.2 and 24 of 4 CCR 723.2 and also calculated the number of violations (i.e., the number of violation days determined from the number of days in the month for any month in which the performance of USWC did not meet the rule requirement).

The OCC made an argument similar to that of Staff, that USWC was in substantial violation of the Commission’s service quality and held service rules because of the failure of USWC to meet the requirements of Rules 22.1, 22.2, and 24.4.2 of 4 CCR 723-2.  The OCC also performed a calculation of the number of “violations” similar to that of Staff.  With respect to determining whether USWC’s noncompliance with the Rules was substantial, the OCC appeared to place significant emphasis on the number of such “violations.”

USWC opposed the interpretation of the term “substantial violation” put forth by Staff and the OCC.  In the Company’s view, the Commission should look behind the seemingly large number of “violations” calculated by Staff and the OCC.  USWC argued that, in terms of Rule 22.1, only 14 of its 163 wire centers were in violation during January to August of 1996.  For Rule 22.2, USWC observed that it had cleared over 111,000 of 171,500 out-of-service (“OOS”) trouble reports within 24 hours since April of 1996, and that only 49 of its 163 wire centers experienced any episodes of noncompliance with this rule.  Moreover, USWC noted that customers receive a credit on their bill when OOS over a specified time.

With respect to Rule 24.4.2, USWC contrasted the number of total service orders it handles relative to the number of held orders. In addition, USWC noted that certain credits are available to customers experiencing delays in obtaining service. Furthermore, USWC also argued that the number of held service orders for business customers should not be considered in an evaluation of whether to apply Subsection (3)(b)(II). Essentially, USWC argued that to characterize violations as “substantial,” there must be an element of willfulness or at least significant non-compliance.  Finally, USWC suggests that as certain sanctions were imposed on it in Docket No. 94C-587T, principles of double jeopardy preclude delay or denial of a rate increase under Subsection (3)(b)(II).

As noted by the parties, the Commission’s authority  to invoke Subsection (3)(b)(II) is discretionary. As USWC has admitted through its testimony and Statement of Position that violations have occurred, our determination is dependent upon whether any violations of Commission Rules are “substantial.”  Although the testimony of the parties primarily focused on the numbers or percentages of violations, a more basic concern is whether violations are persistent or continuing over time.
  Next, a determination of the scope, which is not necessarily synonymous with  magnitude, is of value in assessing how substantial is the particular problem.

In the instances cited here, violations of the rules have been ongoing, at least for a number of years, and have continued to the hearing dates in this proceeding.  Even after resolution of Docket No. 94C-587T, some of the deficiencies noted in that Docket continue.  With respect to Rule 22.2, we note that a significant number of service complaints, trouble reports, recorded by the Company relate to out-of-service conditions.  Even though USWC may have improved its performance, there are indications that the scope of this problem remains significant, as well as the number of occurrences.
  In this case, we find that violations related to this rule would be termed “substantial” and would allow denial of rate increases otherwise warranted. However, we do not invoke the provisions of Subsection (3)(b)(II) since we have elsewhere determined in this Decision that USWC has not met its burden of proving that an increase in the residential local exchange service rate is warranted.

With respect to violations of Rule 22.1, we note that this has also been a persistent problem since it was at issue in Docket No. 94C-587T.  The scope of this problem seems to be somewhat less than the OOS problem, and we would have judged it accordingly, if we were invoking the provisions of Subsection (3)(b)(II).  Relative to Rule 24.4.2, we agree with Staff and the OCC that this is a significant metric within the service quality rules.  Although the number of affected customers is small, the scope of this problem appears to extend over a number of wire centers served by USWC.  Similar to Rule 22.2, these violations could be considered substantial, when considered in conjunction with our determination under Rule 22.1.

Relative to the other arguments raised by USWC, we do not find that the relief granted in Docket No. 94C-587T constitutes punishment for the purposes of determining double jeopardy.  While we note that the continuing nature of some of the service quality problems discussed in the preceding paragraphs transcends the period of review for that investigation docket, our finding here is that the violation of Commission Rules has continued after the pendant period for that docket.  In terms of the argument by USWC that findings of the held-service-order rules of the Commission should be limited to only residential customers, we note that Commission rules do not exclude consideration of business customers in assessing the performance of the service provider.  Such rules were in effect prior to the enactment of Subsection (3)(b)(II), and we are unaware of any intent on the part of the Legislature to exclude certain types of customers from a determination of the application of Subsection (3)(b)(II).  Similarly, we do not interpret Section (3)(b)(II) to preclude use of its provisions because of billing credits provided under our rules. We also note that USWC is free to propose modifications of our rules to account for such issues in a future rulemaking.

II. costing principles

A. Assignment of the Loop

The fundamental contention of USWC's testimony is that residential service is priced below cost and that rates for such services must increase to eliminate this subsidy.  Specifically, USWC claimed that the current residential basic rate of $14.95 per month is below its costs and requested that the Commission raise the rate by $3.00 per month to move its price closer to cost.  USWC also claimed that under USWC's current rate design, the price of business exchange service, carrier access, and long distance service subsidize basic residential exchange service.  USWC presented Total Service Long-Run Incremental Cost (“TSLRIC”) studies to support these claims.  Notably, the Company's TSLRIC study for residential basic exchange service assigned the entire cost of the residential local loop to residential basic exchange service.  This assignment was a subject of controversy in the instant docket.

Supporters of the USWC position that the costs of the local loop should be borne entirely by the end user included AT&T and MCI.  Generally they relied on the argument that the cost causer should be the cost payer: the local loop was put in place to serve basic exchange customers; any other services are incremental and should only cover their direct costs even if they use the local loop.

For example, USWC witness Dr. Robert Harris in support of the assignment of the cost of the local loop to basic exchange service states:  "Causality is the central concept for assigning the cost of the local loop to basic exchange service. . . . Since the basic connection to the network (the loop and dial tone) is included in basic exchange service, the cost of providing the loop is caused by the provision of basic exchange service, and the cost is, therefore, assigned to this service, regardless of where the revenue comes from to cover the cost.”

Dr. Harris also pointed out that he disagreed with that part of the Commission's costing and pricing rules that specifically requires that the local loop (a network element jointly used by more than one service) not be part of the TSLRIC for local service:  "I agree in concept with most of the definitions and principles contained in the Colorado Rules on Costing and Pricing with the notable exception of the statement regarding the allocation of local loops in Rule 4(2)(a)(iii)."

AT&T in its Statement of Position summarizes the question this way:  "There is little dispute among the parties that costs caused by the provision of a particular service should be assigned to that service.  The controversy centers around application of that economic principle to the loop: is the investment in the loop caused by the provision of local service, as argued by USWC, AT&T and MCI, or is it caused jointly by local, access and toll services as argued by Staff and OCC?"

Opponents of the USWC position included the OCC and Staff.  Generally they argue that the local loop is not directly assignable to a specific service and that a wide variety of services should contribute to supporting the cost of the loop.  They view the loop as a fundamental input in the joint production of several products and focus on the shared benefits that the loop provides.

Staff witness Dr. Neil Langland argued in his direct testimony:  "Staff believes the loop is an input used by several services, all of which should aid in recovery of its costs.  Staff views the loop as a key element in the joint production of several services and not as a simplistic add-on to an existing service."
  He also stated: "In point of fact, local service, toll service, vertical services, indeed any service which uses the local loop should bear some portion of its costs.  Staff urges the Commission to think in terms of simultaneous products using the loop, not sequential products which piggyback for free on ‘existing’ service."

Staff witness Bruce Armstrong contended that the Company's TSLRIC study does not comply with Rule 4(2)(a)iii of the Commission's Costing and Pricing Rules which states that "costs associated with the access loop will not appear in the cost of any single service requiring the access loop but will appear as part of the TSLRIC of the entire group of services requiring the loop."  According to Mr. Armstrong, the definition of TSLRIC under Commission Rules asks the question what costs disappear if the entire service is discontinued?  He pointed out that if residential basic service is discontinued, a loop is still required for the provision of all other services.  He disagreed with USWC witness Dr. Harris's conclusion that local service is the first service to be provided and that therefore the loop must exist as part of local service TSLRIC. 

OCC witness Dr. Ben Johnson disagrees with USWC witness Harris's definition of basic exchange service.  According to Dr. Johnson, ". . . in terms of economic theory, the cost of providing access lines and dial tone are joint or shared costs of the entire family of services that require use of these facilities."
   He contended:  "The facilities that are used in providing access lines and dial tone are also required for, and used by, other services that the Company provides, including interstate switched access, intrastate switched access, interstate toll, Caller ID, Call Waiting and Call Forwarding.  The poles, cable, drop wire, line card, and other items are required equally for the provision of these other services.  There is simply no logical reason to single out basic local exchange service as the sole source of these joint costs."
  

In its Statement of Position the OCC suggests that access costs are accurately viewed as joint costs, rather than a cost attributable to one category of service.  The OCC gave several reasons for this view:  "An access line is necessary to provide local, intraLATA toll and custom calling features.  The provision of the local loop simultaneously provides loop capacity for local exchange, intraLATA toll, and interLATA toll and custom features.  More specifically, the provision of access line yields at least two joint products: access to customers within the same locality (local access) and access to customers within other cities (toll access)."

We believe that a conceptually appropriate understanding of local loop network is essential to the Commission's goals of balancing the sometimes conflicting objectives of: maintaining financially healthy firms capable of providing improved quality of service, assuring universal service/access, protecting captive customers and fostering effective competition. It is important to take this opportunity to give policy direction to the parties concerning our conceptual view of the loop network.  With respect to loop assignment, we reaffirm that the Costing and Pricing Rules remain relevant and should not be ignored.  Loops costs are shared and common and should be covered by all the services using the loop.

The inclusion of loop costs in the TSLRIC for basic exchange service violates the definition of TSLRIC in the Commission's Costing and Pricing Rules (Rule 2(45)). Loop costs would not be avoided if basic exchange services were eliminated and the provision of all other services continued.  The network would still be a part of USWC's costs even if basic local exchange service were discontinued.  Rule 4(2)(a)(iii) of the Commission's Costing and Pricing Pules clearly states that loop costs should be covered by all services using the loop. 

B. Subsidization of Residential Basic Local Exchange Service Under TSLRIC Studies

Without the inclusion of local loop costs in the cost study, residential service is priced above its TSLRIC and in this sense cannot be said to be subsidized.  Rule 4(2)(a)(i) of the Commission's Costing and Pricing Rules, provides that the price floor for any service is its TSLRIC.  If a service's rate is equal to or greater than its TSLRIC, that service is covering its cost and is not subsidized by any other service.  The current rate for basic residential exchange service covers its legitimate TSLRIC costs and provides a substantial contribution to shared and common costs. 

The Commission recognizes that the existence of subsidies is not the only issue when setting prices.  The Commission is concerned about the apparently lower rate of return for residential service calculated in other cost studies.  We will be interested in examining this issue in future dockets.

Because USWC's TSLRIC study of residential and business basic service uses loop costs as part of the TSLRIC of basic service and because this is contrary to the Commission's Costing and Pricing Rule 4(2)(a)(iii), USWC's TSLRIC study did not persuade the Commission that residential rates are below cost and therefore subsidized by business rates.

It should be emphasized that the Commission is not specifically approving or rejecting any of the cost studies presented in this proceeding.  We considered all the FDC and TSLRIC cost studies as tools to facilitate our decision-making process.  We found all the studies to have pluses and minuses.  As described elsewhere, we accepted most of the Staff's FDC study with the exception of Staff's fiber and re-engineering adjustments and so in that sense found Staff's study to be most useful in assessing whether the USWC request to increase residential basic local exchange service rates was appropriate.

The Commission recognizes that, since residential basic service prices do not now cover the entire cost of the residential local loop, a problem could arise if competition eventually curtails USWC's ability to cover the remaining loop costs with revenues from other services.  The question in such a circumstance would be: who will USWC recover the revenues lost in other services such as switched access and toll which now contribute to supporting loop costs?  In the present docket, USWC's rebalancing solution is to recover those revenues by placing more of the residential loop costs on its captive customers.  For reasons already discussed, including the legislative policy against raising residential basic exchange service rates to support the transition to competition, this is not a solution the Commission can support.  However, the Commission is confident that competition can be fostered and adequate return for prudent investments in the network provided without loading all (or a disproportionate share) of the residential loop costs onto the basic local exchange service user.  We look forward to hearing proposals from all parties in future dockets as to the various services that share the loop should contribute to supporting its costs in a competitively neutral and equitable way.

C. USWC Request for Waiver of Certain Costing and Pricing Rules (§ 4 CCR 723-30) 

USWC applied for a variance from Costing and Pricing Rules 4(1)(a),4(1)(h) and 4(2)(a)(i).Rule 7(3) of the Costing and Pricing Rules allows the Commission to grant a variance for good cause (i.e., if the Commission finds compliance to be impossible, impractical, or unreasonable).

Rule 4(1)(a) provides that:  "At the time of a service rate proposal, both total service long run incremental cost and fully distributed cost studies must be provided."  Rule 4(1)(h) states that:  "Individual cost studies for each service or functional component must not have been performed more than three years prior to their being filed."  Rule 4(2)(a) states that the price for a fully regulated telecommunications service must be set so that "total revenue from the given service is equal to or greater than its total service long run incremental cost."

USWC witness Geraldine Santos-Rach supported USWC's request for variance from Rules 4(1)(a) and 4(1)h with an affidavit attached to USWC's variance application (Docket No. 96S-219T) as Exhibit A.  The Company seeks to receive a variance from Rule 4(1)(a) for the following services: Specially Classified Service, Business Joint User Service, Telechoice Service Business, and Residence of Ditch Riders Service.  According to Ms. Santos-Rach these services have very few customers.  Moreover, Specially Classified Service, TeleChoice Service Business, and Residence of Ditch Riders are obsolete services that have been or are being discontinued as a service offering to all but existing customers.  In the case of each service, Ms Santos-Rach argues that the resources required to develop a study to support them are not justified in view of the low demand.

USWC also requests a variance from Rule 4(1)(h) for the following cost studies: Colorado Operator Assistance Cost Study, Colorado Non-Chargeable Intercept Cost Study, IABS Switched Access Local Switching Billing and Collection Cost Study, Colorado Common Channel Signaling Access Capability (STP Port) Recurring Cost Study, and Colorado Measurement Polling Recurring Cost Study.  Cost studies for these services were performed more than three years ago.  Ms Santos-Rach claimed that in each case performing new cost studies would be impossible, impractical, or unreasonable.

USWC witness Mary S. Owen supported the request for variance from Rules 4(2)(a) with an affidavit attached to USWC's variance application as Exhibit B.  USWC seeks a variance from Rule 4(2)(a)(i) for the following services: flat rated residence service (“1FR”), Low-Income Telephone Assistance Program (“TAP”) line rates, and measured and message residential service.  According to Ms. Owen if residential basic exchange service were priced to cover its TSLRIC plus Shared Cost, it would need a rate increase significantly more than the proposed $3.00.  According to Ms. Owen, USWC is concerned that such an increase might cause concern for these customers.  Ms. Owen also contends that if Residential Measured and Message Service was priced to cover costs, it would need an additional price increase of $12.00. USWC is concerned that a significant increase might cause concern for these customers.  Because of these concerns, USWC believes a waiver of Rule 4(2)(a) is justified.  With respect to the TAP program, Ms. Owen states that USWC believes it to be in the best interests of the public to keep these rates low.  She contends that TAP is subsidized by other services.  Therefore USWC believes that an exception to Rule 4(2)(a)(i) is justified.

In its Statement of Position, Staff recommends that USWC's request for a waiver of Rule 4(1)(a) be granted.  Staff also recommends that USWC's request for a waiver of Rule 4(1)(h) be granted with the condition that the Commission order USWC to produce updated cost studies not later than January 1, 1997.  Staff recommends USWC's request for a variance for Rule 4(2)(a)(i) be denied because USWC failed to establish a need for its request.  In his direct testimony Staff witness Armstrong states that Staff does not agree that the Commission should waive Rule 4(2)(a)(i) (requiring that services be priced above their TSLRIC) because Staff does not agree with USWC’s interpretation of the rules.  Mr. Armstrong pointed out that Rule 4(2)(a)(iii) specifically states that the shared costs of the loop are not part of the TSLRIC of basic local service.  He contended that in order to arrive at the Company's conclusion that flat-rated residence (1FR) service, Low-income Telephone Assistance Program (TAP) line rates, and measured and message residential services are below their TSLRIC, one must accept the USWC assumption that the loop costs are only to be allocated to local exchange service as part of the TSLRIC of those services. 

As previously stated, we do not agree that only local exchange service is responsible for all loop costs.  Consequently, we agree with Staff's recommendations.  The Commission will grant USWC's request for a variance from Rule 4(1)(a) and from Rule 4(1)(h) with the provision that such studies be available in future dockets after the effective date of this decision.  We will deny USWC's request for a variance from Rule 4(2)(a)(i).

D. Elasticity Adjustments

None of USWC's revenue projections for its proposed rate changes included any adjustments for demand responses.  In other words, for purposes of estimating the change in revenues that would result from its various proposed price changes, USWC assumed it would sell the same amount of each service after the price change as it did before the price change.   Economic theory and experience suggest that price changes will cause changes in the quantity demanded.  The responsiveness of the quantity demanded to price changes is measured by price elasticity.  Price elasticity can be defined as the percentage change in the quantity demanded divided by the percentage change in price.

OCC witness Thomas Regan proposed using various estimates of price elasticity to adjust USWC's revenue projections.  Specifically, OCC witness concluded that: "If the Commission approves rate changes, the revenue impacts calculated must be calculated to reflect the revenue effects associated with the change in the quantity demanded in response to the change in price.  Failure to make this proper revenue impact calculation may result in USWC receiving a $8.5 million to $11.5 million per year revenue increase, under the guise of a revenue neutral restructure."

In its Statement of Position, the OCC also urges the Commission to consider the impact of USWC's pricing proposals on affordability and universal service:  "OCC witness Regan has testified that USWC's proposal would likely result in several thousand customers losing their phone service.  The $3.00 increase USWC is proposing in this case would be the largest dollar increase ever approved.  The impact on low-income customers who subscribe to services such as Residential Measured and Residential Message service is even more dramatic.  Those customers will see an increase in their cost of service of 50%."

USWC witness Dr. Robert Harris responded to OCC witness Regan’s argument for elasticity adjustments.  According to Dr. Harris:  "Given the large degree of uncertainty caused by wide ranging changes in the competitive telecommunications environment, targeting price changes to achieve revenue neutrality based on a historical test period is at best an attempt to make changes that will approximate balance.  The application of shifting elasticities in an attempt to hit a moving target would be a blatant attempt at false precision."
  Dr. Harris contended that Mr. Regan's claim that USWC's proposed rates could result in at least a $8.5 million dollar increase when adjusted for price elasticity is "built on an economic fallacy and wrong assumptions.  It could just as easily be a negative $8.5 million or considerably worse."

In its Statement of Position, USWC points out that there is no requirement in any of the Commission rules that an elasticity factor be applied.  Furthermore, USWC claims application of any elasticity factor would be speculative and recommended that the Commission not apply one.

Since we are denying USWC's request to raise the price of residential basic service, the OCC's universal service and affordability concerns are not relevant in this case.  With regard to USWC's other pricing proposals, we agree with the Company.  The Commission also does not support application of an elasticity adjustment in this case.  Given the uncertainties of the present market, the factual record in this docket does not give the Commission sufficient comfort in Mr. Regan's estimated elasticity factors to permit such an adjustment.  However, conceptually, the Commission believes elasticity adjustments could be an important part of understanding the impact of price changes on revenue streams. We believe that elasticity adjustments will become more important as markets become increasingly competitive in the future.

E. Imputation of ILEC Switched Access Charges into USWC TSLRIC Studies

AT&T and MCI contend USWC's imputation process for toll services is not done properly because it does not include the access and billing costs paid by USWC to the independent local exchange companies (“ILECs”)for calls originating or terminating in their territories.  AT&T and MCI claim this is part of a price squeeze of the interexchange carriers (“IXCs”) by USWC.  MCI witness Jonathan Wolf, points out that the Commission has ruled on this issue in the past.  Mr. Wolf provides the following quote from page 15 of Commission decision No. C91-1288.  "U S WEST argues that the access and billing costs it pays to independent local exchange carriers for traffic it handles which originates or terminates in independent territory should not be imputed in the cost calculations for intraLATA toll. These are actual expenses incurred and properly considered costs.  The argument is rejected."
 

According to USWC witness Dr. Harris, USWC should not have to impute the originating switched access prices charge by independent local exchange companies.
   In her rebuttal testimony, USWC witness Ms. Santos-Rach disagrees with the MCI and AT&T position that USWC's toll rates fail the imputation test because they have not included the ILEC originating traffic.  Ms Santos-Rach contends:  "The point is moot since US WEST has performed the imputation analysis with and without ILEC originating traffic included and all services rates pass the imputation test in both cases."

One of the Commission's policy objectives is to create a level playing field for all firms by having USWC impute all legitimate costs.  According to Rule 2(17) of the Costing and Pricing Rules, the definition of imputation is:

In the instance where Part 2 or fully regulated Part 3 services are bundled with other services or where Part 2 or fully regulated Part 3 services are used as inputs by a provider to provide either a final or intermediate service imputation is the practice whereby the tariff price of the Part 2 or fully regulated Part 2 service must be included in the price floor for the service in question.

Therefore, the Commission reaffirms its imputation requirement stated in Decision No C91-1288.  The access and billing costs USWC pays to independent local exchange carriers for the traffic it handles which originates or terminates in independent territory are actual expenses incurred by USWC and properly considered costs.  USWC's imputation process for toll should include these costs.  We find that USWC did not properly impute ILEC switched access charges into its TSLRIC studies in this case.

F. The USWC “Delta” Analysis Methodology Did Not Support an Increase in Residential Basic Local Exchange Service Rates

To meet its burden under Subsection (3)(b)(III) for an increase in rates for residential basic local exchange service, USWC sponsored an analysis which calculated the change in its fully distributed costs (FDC) using revenues, investments and expenses for the twelve months ending March 31, 1990 as the benchmark FDC study and an FDC study for the twelve months ending December 31, 1995 as the end point.  In each of the FDC studies for the test years, USWC allocated a portion of these costs to residential basic local exchange service.  The change in the portion of the revenues, investment, and expenses allocated to the residential local exchange service category between these two periods are collectively referred to as the “Delta” by USWC and will be so referred to in this Decision as a means of brevity.

The FDC study used by USWC for the starting point, the test period ending March 31, 1990 was a confidential exhibit sponsored by a USWC witness in Docket No. 90S-544T.  Since that docket was the last instance in which the Commission set rates for residential basic local exchange service, USWC believed that test year was the appropriate benchmark to use under the requirements of Subsection (3)(b)(III).

The FDC study used by USWC for the end-point, the test period ending December 31, 1995, is also offered by USWC as its requirement under the Commission’s Cost Allocation Rules (4 CCR 723-27) to file an FDC study. In order to determine the additional revenue requirement from its Delta analysis, USWC applied a capital and equity return multiplier to the change in net investment
 derived from the Delta analysis to calculate the capital costs associated with the Delta, and to this amount added the change in operating income
 found under the Delta.  The sum of these two factors produced an additional revenue requirement of $55.8 million for the residential local exchange service category, pursuant to the USWC calculations.

Although arguing that the USWC Delta methodology is inconsistent with and over-inclusive of costs to be reviewed under Subsection (3)(b)(III), Staff produced it own version of the USWC Delta analysis, among several analysis which it performed, in order to provide a comparison to the analysis presented by USWC
.  Besides starting with different accounting records than USWC, Staff made several adjustments to the USWC 1995 accounting data in its 1995 FDC study including:

Imputation of Yellow Page revenue and assign-ment to the residential basic service category;

Removal of “Re-Engineering” expenses and investment;

Cash Working Capital Adjustment;

Use of a “Differential Depreciation” Adjust-ment to reallocate depreciation expenses among service cate-gories;

Removal of expenses and investment associated with unlit fiber-optic cable facilities; and

Adjustment of expenses and reserves to remove the effects of the 1995 depreciation rate changes made by the Company.

The 1995 Staff study was similar to the one it performed for Docket 90S-544T, which was accepted by the Commission for setting rates in that docket.
  The Staff analysis also applied a capital and equity return multiplier to the change in net investment
 derived from its Delta analysis to calculate the capital costs associated with the Delta, and to this amount added the change in net operating income found under the Delta.  Summing these two factors, Staff found that there was no need for additional revenues for the residential local exchange service category, in order to offset the changes in revenues, investment and expenses between its 1990 and 1995 FDC studies pursuant to its calculations for the delta analysis

Besides preparing an analysis which compared revenues with the growth in investments allocated to the residential basic local exchange service category, the OCC produced its own version of the USWC Delta analysis to provide a comparison to the analysis presented by USWC.
  OCC made three significant adjustments to the USWC study:

Imputation of Yellow Page revenue and assignment to the residential basic service category;

Use of a 12.5 percent return on equity rather than the 13.5 percent used in the USWC calculation of the capital costs;

Use of a “Differential Depreciation” Adjustment to reallocate depreciation expenses among service categories.

The OCC justified these adjustments on the grounds that these were included in the FDC study used by the Commission to set rates in Docket 90S-544T.
 Similar to the USWC analysis, the OCC applied a capital and equity return multiplier to the change in net investment
 derived from its Delta analysis to calculate the capital costs associated with the Delta, and to this amount added the change in operating income found under the Delta.  Summing these two factors, the OCC concluded, similar to Staff, that there was no need for  additional revenues from the residential local exchange service category, in order to offset the changes in revenues, investment and expenses between  1990 and 1995 pursuant to its calculations for the Delta analysis.

Among other reasons, USWC  took exception to the Staff and OCC Delta analyses because some of their adjustments were not specified within the USWC Cost Segregation Manual filed pursuant to 4 CCR 723-27.  USWC also criticized the Staff calculations for inconsistencies between Staff’s 1990 and 1995 studies.

In this proceeding, there was substantial argument as to whether the USWC assumption underlying its Delta analysis, that all costs and revenues it allocates to the residential basic local exchange service are necessary for the provisioning of that service, properly reflect the requirements of Subsection (3)(b)(III).  While we have previously discussed in this decision the likelihood that this approach overstates the costs which are within the scope of that portion of the statute, for the purposes of this discussion we will review the method used by USWC as the most expansive test of whether an argument could be made that an allocation of historical accounting costs would determine whether a rate increase is necessary to recover the costs between the test-year periods not previously included in the calculation of residential basic local exchange service rates.

Using the Delta methodology in order to examine, under this expansive interpretation, whether there is any possibility that a rate increase is necessary, we find that Staff’s version of the Delta analysis is the most appropriate means to determine whether changes in costs since the last rate case review of USWC are, in fact,  being recovered by the Company.

In our view, as previously noted, USWC has gone beyond simply justifying an analysis of the requirements of Subsection (3)(b)(III) to essentially arguing ratemaking policies, which are more properly reviewed under a rate case proceeding.
  In addition, as argued by Staff and OCC, use of the major adjustments to the USWC 1995 data, which they made to reflect the FDC study assumptions relied upon by the Commission in Docket 90S-544T, is necessary to focus the Delta analysis on only changes brought about by changes in investments between the period of the last rate case and the ending test-year period used by these three parties.

As previously discussed infra in this Decision, we do not accept the use of the adjustments to the USWC 1995 accounting data proposed by Staff for “Re-Engineering” or for “dark fiber” facilities expenses and investments.  Furthermore, for the same reason that we reject USWC’s version of the Delta analysis, we also reject Staff’s adjustment to remove “memo” revenues, expenses, and investments from its Delta analysis by adjustments to both its 1990 and 1995 FDC studies.  Even with these adjustments to the Staff analysis and using a rate base that does not include construction work in progress, we still do not find that any additional revenue is necessary to recover the change in calculated total costs (capital, expenses and taxes) allocated to the residential basic exchange service category for the test year ended March 31, 1990 to the test year ended December 31, 1995.
 

Therefore, we find that no increase in residential basic local exchange service rates would be necessary even using the expansive methodology advocated by USWC to perform this analysis.  In summary, USWC has failed to meet its burden to justify its proposal to raise residential basic local exchange service rates under this portion of the statute.

III. Restructuring and Rate Proposals: Technical Issues

A. Business Basic Exchange Service

As part of its overall restructuring plan, USWC proposes to lower its business basic exchange service rate by $2 per month, from $37.37 to $35.37, and to lower other business line rates as well.
  This proposal would lower revenues by $11,159,356.80.  USWC also requests that Specially Classified Services, which involve the use of special facilities and for which there are only five lines currently in operation, be moved to an obsolete tariff and that Computer Port Access-Airport Service, Joint Use Message with Hunting, Shared Use Message, and Shared Use additional line services, which currently have no customers, be eliminated.  These proposals are part of what USWC sees as forward-looking policies which regulators must adopt in response to increasing competition.
  With respect to business basic exchange service in particular, USWC believes that these services are becoming more competitive and that their rates must thus be brought down closer to costs.
  It argues that value of service pricing, which historically was one of the factors causing these rates to exceed their costs, is no longer viable.

None of the other parties oppose this rate reduction and several endorse it.  AT&T, for example, does not believe that the reduction goes far enough.
  It argues, in general, that rates should be set equal to the individual service’s TSLRIC and that these proposed rate reductions probably do not achieve that goal, although this cannot be known with certainty because of the limitations of the USWC TSLRIC studies.  Moreover, AT&T observes that USWC charges a statewide average rate whereas costs vary across regions.

Staff also believes that the proposed rates cover the services’ TSLRICs, if loop costs are not included, and that consequently, USWC should be able to lower these rates if it wants to address increasing competition.
  The Staff, however, feels it cannot recommend such a reduction because, given the fact that it opposes the proposed increase in residential basic exchange service rates and that there are no other services in the docket whose rates it could be argued are legitimate to raise, such a recommendation would not be revenue neutral under AFOR.  Staff does not believe that such a unilateral rate reduction would be in the best interests of USWC and that it would be contrary to the rate freeze provision of USWC’s AFOR plan.

The Commission agrees that such a rate reduction should not be mandatory.  However, viewing this as a possible management decision in the face of growing competition, we will allow the Company to file a new tariff reflecting these rate reductions if it chooses to do so.  As for the obsolete and discontinued services, the Commission believes that the USWC requests should be granted. However, we recognize that the process for discontinuance of a service needs to be evaluated on an ongoing basis in the future since resellers may rely on USWC for continued provision of services they resell.

B. Intrastate, IntraLATA Toll

USWC also proposes rate restructuring for its intrastate, intraLATA toll offerings.  This includes eliminating mileage bands, eliminating the first-minute rate differential, reducing the number of off peak rates from two to one, and establishing the potential for different rate schedules for business and residential customers.  These changes would simplify the rate structure down to a single day rate of  $0.18 per minute and an off-peak rate of $0.11 per minute, and would have an overall revenue impact of ($28,424,985).

In addition, USWC wants to make several changes to its Optional Calling Plans; in particular, it proposes to combine the Business Daytime Connection and Business Daytime Connection Plus Plans, to reduce the rates, and introduce tenth-of-a-minute timing for billing purposes for the new combined plan (revenue impact of ($649,948)); and to reduce the rates for the Volume Calling Connection Plan (revenue impact of ($407,347)),the Volume Calling Connection - Multilocation Plan (revenue impact of ($44,067)), and the Guaranteed Rate Calling Connection Plan (revenue impact of ($235,937)).  Finally, USWC wishes to restrict Ratesavers to existing customers, to increase the discount on direct dialed calls made by customers qualifying for a discount due to a speech or hearing disability from 25 to 50 percent (revenue impact of ($3,164)), and to reduce the rate on 800 Serviceline from $12 to $11 per hour (revenue impact of ($35,455)).

The Company believes that these changes are justified as part of its response to increasing competition.  USWC argues, the presence of which can be verified by observing, for example, that, in the first six months of 1995 (using annualized data), USWC’s intrastate intraLATA toll minutes declined by 7 percent while those of other carriers increased by 8 percent.
  The Company suggests that simplification of the MTS rate structure will address this competition by making the rates easier to understand and, consequently, more attractive to customers.
  According to USWC, the proposed restructuring will also bring rates more in line with costs; as an example, eliminating the mileage bands is cost-justified because, with the increasing use of fiber optics, the cost of toll calls is becoming less distance sensitive.

As for imputation, USWC realizes that this must be done correctly so as to avoid any potential for an anti-competitive price squeeze, while, on the other hand, if done incorrectly, it can result in less efficient providers gaining market share at the expense of a more efficient provider, causing toll rates to rise above competitive levels.
  The Company argues that the rate used for imputation purposes should be the rate for the service actually used by the competitor when providing the relevant service.  For example, if the competitor uses special access to provide its toll service, the special access rate, not the higher switched access rate, should be used by USWC when conducting its imputation analysis.  Furthermore, the Company contends it should not have to include, for imputation purposes, the originating  access rate charged by an independent local exchange company.

Staff believes that the proposed MTS rates are probably greater than their TSLRICs, even if the cost of access for calls delivered from and to the independent local exchange companies is included (as it should be). In this sense, it believes the proposed rates conform to the Commission’s Costing and Pricing Rules and so need not be rejected. 
 

Staff does, however, oppose splitting the rate schedule into potentially different parts for residential and business customers because it argues such a division has been used by AT&T and MCI to increase rates for less elastic customers.  Other than this objection, Staff does not otherwise object to the proposal apart from the general observation that it would not be revenue neutral if adopted without an offsetting revenue increase for some other service.

Generally, the OCC also is not opposed to the proposed changes unless they require increasing the rates for monopoly or near monopoly services such as residential basic exchange service.
  It does oppose the elimination of the first-minute rate differential since it believes, however, because the costs for the first minute are higher and because eliminating the distinction will hurt customers who make longer duration calls on average, these typically being residential customers.

The interexchange carriers, on the other hand, oppose USWC’s proposed toll restructuring.  AT&T sees the proposals as being anti-competitive and economically inefficient.
  According to AT&T, the imputation analysis is done improperly because it does not include the access and billing costs paid by USWC to the independent local exchange companies for calls originating or terminating in their territories and because USWC did not conduct this analysis on a service-by-service basis.  These faulty imputation calculations are part of a price squeeze of the interexchange carriers.
  MCI is similarly concerned about the price squeeze that would result from the adoption of USWC’s proposed rates because USWC is requesting a 30 percent decrease in MTS rates, but only a 20 percent decrease in switched access rates.
  Even if the percentage reductions were the same.  MCI suggests the result would still be a price squeeze because access represents only approximately half of the cost of providing toll service.

In rebuttal, USWC contends that, in fact, it did a service-by-service imputation study.
  Moreover, while it disagrees with the need to include the costs of independent local exchange company originating traffic in its imputation, it argues that the imputation test would be met even with this inclusion.  Finally, since the interexchange carriers now have alternate means of providing access, according to the Company the imputation test is becoming a means of putting USWC at a competitive disadvantage since interexchange carriers are able to price below the price floor imposed on USWC through the imputation process.
  On other matters, the Company argues that simplifying the rate structure is being proposed as a way of responding to competition and providing customers with what they want.  It believes that facing competition also necessitates establishing different schedules for residential and business customers.

As with the business basic exchange service rates, the Commission will not direct  USWC to keep its toll rates high in a more competitive environment. If USWC determines that competitive pressures dictate a reduction in price for these services, we want to give USWC the flexibility it needs in responding to this changing environment without ordering USWC to restructure its toll rates or prejudging a revenue change in doing so.  Consequently, we will leave the decision to proceed with such a restructure to the discretion of USWC’s management.  If USWC decides to implement proposed restructure, it should file an appropriate advice letter.  At that time it would need to submit properly executed imputation studies, which include the costs of access for toll calls originating or terminating in ILEC territory, and demonstrate that its proposed rates meet the imputation test.  In this refiling, USWC should also address whether it is offering its proposed rate restructure as an option in addition to current MTS rates or as a replacement for such rates and whether it is proposing to extend the tenth-of-a-minute timing for billing purposes proposed for the new Business Daytime Connection Plus Optional Calling Plan to all customers.  While this cannot be a simple compliance filing, we recognize the possible interest of USWC in restructuring its toll offerings promptly to respond to increasing competition and so will attempt to handle this matter in an appropriately expedited manner, when it arises.

C. Switched Access

1. Local Transport and Local Switching

USWC proposes to (1) reduce its switched access rates overall by 20 percent with a revenue impact of ($12.4) million; (2) restructure and reduce local transport rates by 81 percent to more accurately reflect costs and to establish a structure consistent with changes made by the Federal Communications Commission (“FCC”) at the interstate level; and (3) leave local switching rates unchanged (Ex. H, p. 2).  USWC’s intrastate  switched access rates average $0.057/minute, whereas the corresponding interstate rates average $0.026/minute.
  Since the costs are the same for providing the two services, according to USWC the intrastate rates generate a substantial contribution, which cannot be sustained in an increasingly competitive environment.  Within the switched access service area, USWC believes it is more urgent to reduce local transport rates than local switching rates because the former faces greater immediate competition.  Even with the proposed local transport rate reductions.  USWC argues that, all of the new rates will still exceed the services’ TSLRICs plus some allocation of shared costs.  In addition to lowering these rates, the Company wishes to restructure them as well.  While it currently charges an equal amount per minute for all transport of switched access, USWC is proposing to charge a flat rate for transport on dedicated facilities while retaining a per-minute rate structure if a tandem switch is used.

Staff agrees it is reasonable to restructure local transport rates to match their interstate counterparts.
  If USWC’s proposed rate reductions in this area are adopted, Staff believes, the return on rate base will fall from 33.4 percent to (8.8) percent, using the results from the Staff Part 36/69 study of 1995 USWC data.  Accordingly, Staff recommends that all of USWC’s proposed local transport rates be doubled except for the rates for Entrance Facilities.  Under this approach, Staff argues that revenues will decline by $9.9 million, instead of $12.4 million and that the return on rate base for this service will be approximately zero percent.  Staff proposes that the rates for Entrance Facilities be left as USWC suggests, but that it be understood that these rates apply to a four-wire voice grade facility and that USWC should be required to offer a two-wire voice grade facility as well for $14/month.  With respect to local switching, while USWC is currently charging $0.019484/minute and proposing no change, Staff believes this rate level equates to a 92 percent return on rate base, based on its Part 36/69 study.  Staff proposes a 16.5 percent reduction in this rate to $0.015730 per minute. Such a reduction makes Staff’s overall proposal (local transport, local switching and Carrier Common Line (“CCL”)) revenue neutral.  Staff believes that, since it is recommending no other rate changes outside of the switched access area, it must make its overall proposal here revenue neutral in order to conform to AFOR.  If the Commission were to modify or terminate AFOR so that revenue neutrality were no longer an issue, however, the Staff would continue to recommend its proposed local transport and switching rates, but would not recommend any change in the CCLC.

The OCC does not oppose USWC’s local transport restructure, but strongly believes that these reductions should not be allowed to be offset by increases in the prices of monopoly or near monopoly services such as residential basic exchange service.

AT&T agrees with the proposition that switched access rates should be reduced, not only to allow USWC to remain competitive, but also to benefit both the IXCs and end users.
  While it supports the local transport restructure, it does not support USWC’s proposed rates.  It believes these prices should be reduced further down to their TSLRICs. AT&T believes simply mirroring the interstate rates, as USWC proposes to do, is not supportable because doing so does not reflect cost-based pricing.

MCI believes that the regulatory process should begin to reduce these rates toward their respective TSLRICs, and that there is no need for either offsetting rate increases for residential basic exchange service or additional universal service funding.
 If prices for these wholesale services are set equal to their TSLRICs, MCI believes USWC can still cover its shared and common costs through its retail rates, as any other firm would do.  On the other hand, if rates for switched access services are set above TSLRIC, MCI contends competing firms will be forced to pay some of USWC’s shared and common costs as well as all of their  own.  MCI does support, as an initial step in the realignment process, rate reductions which will amount to a decline in revenues of $12.4 million, identical to the result from USWC’s proposal.
  It does not, however, necessarily  support reductions in the specific rates selected by USWC, namely, for local transport.  Rather, it recommends that the methodology used should be such that the switched access rates furthest above direct costs, whether they be for local transport or local switching, be reduced the most.  Finally, MCI commits to passing through to its end users any reductions in switched access rates approved by the Commission.  

In rebuttal, USWC criticized the revenue neutral proposal by the Staff for failing to address the fundamental need to reduce switched access rates.
  USWC argues that Staff’s proposed local transport rates, in particular, are too high for the emerging competitive environment in which the Company finds itself.  USWC believes that if these intrastate rates do not conform to their interstate counterparts, tariff shopping will occur.  Decisions by IXCs will be distorted as well if intrastate switched access rates are inflated in comparison to special access rates.  With respect to Entrance Facilities, USWC opposes Staff’s separate two-wire voice grade offering because this would be different from all other USWC jurisdictions as well as the interstate structure.  USWC also questions the use of a Part 36/69 study by Staff to determine intrastate rates since it was designed to be employed at the interstate level.  Finally, USWC strongly objects to the IXCs’ suggestion that rates be set equal to TSLRICs without any consideration as to how USWC will cover its shared and common costs.  The Company also believes that TSLRICs cannot by themselves be used to determine prices but must simply serve as price floors.

The OCC agrees that these rates should not be set equal to TSLRICs and that the latter only provide price floors for the rate setting process.
  According to the OCC, USWC must continue to be able to cover its costs and earn a reasonable profit.  Furthermore, the OCC argued that setting rates equal to TSLRICs does not achieve economic efficiency, since the concept of economic efficiency is dependent on marginal cost, not TSLRIC.

AT&T, in rebuttal, rejects Staff’s proposal as inconsistent with the rates already adopted as interim tariffs.
  It suggests that, for now, USWC’s local transport and switching rates should be set equal to the interim tariffs.  In contrast, it also notes that USWC is proposing to leave its local switching rate at $0.02 per minute, as opposed to the $0.005 per minute rate in the interim tariffs, and that such a disparity will result in tariff shopping.  MCI expresses a similar concern.

As with business basic exchange and toll offerings, the Commission realizes that USWC faces increasing competition and that it may find it desirable to respond to these changes by local transport rate reductions and restructuring.  The Commission would not, as before, require these changes, but would grant management discretion to USWC to reduce these rates to optimize its response to the market.  Therefore, we will permit USWC to make these changes in its local transport rates, should it choose to do so, through a compliance filing.

2. CCLC

USWC’s CCLC is currently calibrated on a per-minute-of-use basis.
  The Company wishes to change that to a flat monthly charge based upon market share, measured by relative minutes of use.  USWC is also proposing to tie its CCLC revenue to the number of residential access lines it serves as a way of relating these revenues to the service which it believes is most benefiting from them. For the test-year period, USWC calculated this would amount to a charge of $2.78 per residential access line per month to be assessed to IXCs.  USWC proposes this methodology be executed as follows:  Every six months, USWC will determine the average number of its residential access lines and then multiply that number by $2.78 to arrive at the monthly CCLC revenues.  It will then determine the market share for each carrier over the previous six months and use that to compute each carrier’s share of the total monthly CCLC bill.  These changes to the CCLC are being recommended by USWC for several reasons:  since divestiture, switched access usage has grown quickly and so, consequently, has CCL revenues; and such a rapid increase in the latter has been burdensome to the carriers.  USWC believes the CCLC bill will not increase as fast if it is related to residential access lines because their growth rate is lower than that of access minutes.  Moreover, USWC argues that relating CCLC revenues to residential access lines will help maintain this revenue source, even as USWC experiences more competition in the switched access and toll areas.  Finally, USWC believes the flat rate structure is a more appropriate way than usage-sensitive charges for covering non-traffic-sensitive (NTS) costs.

As part of its overall, revenue-neutral proposal, Staff recommends increasing the CCLC because the current rate generates a (4.21) percent return on rate base as it is not covering a fair share of the costs of the network.
  Staff’s Part 36/69 study shows that, for the 1995 test year, if the CCL were to earn 10.78 percent on rate base, the CCLC would have to be increased by 84 percent.  As such an increase violates the statutory cap (§ 40-15-105(1), C.R.S.) which states that these rates cannot exceed the levels in effect on July 1, 1987 ($0.0309 per originating minute and $0.0446 per terminating minute), Staff, therefore, proposes that the CCLC be increased to these levels and, implicitly, that they be maintained as usage-sensitive charges.  The Staff also opposes USWC’s methodology since Staff believes it is designed to ensure the current level of CCLC revenue even in the face of declining numbers of business and access customers due to increasing competition.  Finally, as an underlying conceptual matter, the Staff does not view the CCLC as a subsidy of residential basic exchange service rates, but rather as a charge to the interexchange carries for use of USWC’s network for completion of toll calls.

OCC does not necessarily oppose USWC’s flat rate proposal but argues that it should not be based upon residential access lines only; business lines must be included as well.
  Using residential lines only is based upon the false premise that the CCLC provides a subsidy to residential service.

AT&T, on the other hand, considers the CCLC to be a pure subsidy with no underlying cost recovery responsibility, and, hence, in direct violation of the pricing principle of cost causation.
  Consequently, it recommends that the CCLC be eliminated, not restructured.  It also believes that the USWC proposal is anti-competitive in that it guarantees a continued revenue stream through the collection methodology regardless of what happens in the market.  Finally, even if restructuring the CCLC would be desirable at some point, AT&T believes it would be a waste of time to do so now because of the FCC actions on universal service and access charge reform upcoming in mid-1997.  MCI agrees with the position taken by AT&T.

Sprint believes that the CCLC should be eliminated ultimately and that universal service should be addressed through some competitively neutral funding mechanism.  However, until the access charge reform and universal service issues are resolved at the federal level.  Sprint advocates that the CCLC should just remain as it is.
  Finally, MFS also recommends that USWC’s request be denied because any changes made now will need to be reconsidered after the FCC acts in mid-1997.
  Furthermore, MFS argues USWC should not be allowed to guarantee its revenue stream from the CCLC by changing its structure.

In rebuttal, USWC argues that the CCLC should not be eliminated without replacing it with some other means of recovering the NTS costs of the network, as the lost revenue would be substantial.
  On the other hand, USWC argues that the CCLC should not be left as it is; it must be changed promptly because, otherwise, the Company will experience a decline in revenues between now and mid-1997 due to increasing competition.  Moreover, parties are wrong to conclude that basing the CCLC solely on residential lines somehow places the entire burden of this charge on residential customers.  Rather USWC believes it  just insures the continued stream of benefits to them.  Finally, USWC contends that using market shares in the calculations of the CCLC responsibilities makes them, in fact, competitively fair.

In response, AT&T argues that, since residential basic exchange service is not being subsidized, the CCLC is just another unallocated funding mechanism for USWC and should definitely not be increased, as the Staff is recommending.
  MCI also opposes any such increase and argues that Staff should not be using a flawed, historic separations cost study to develop its access charge proposal.

We understand that the FCC will be acting upon the questions of universal service funding and access charge reform by mid-1997.  In light of that, it would be ill advised to restructure the CCLC now, only to revisit the issue in a few months.  Therefore, we find it most prudent to leave the current CCLC structure in place for the present time.

3. Expanded Interconnection Channel Termination (“EICT”)

Within its Switched Access tariffs under its Advice Letter 2608 filing, USWC proposed to introduce the EICT to its Colorado intrastate tariffs as a rate element to charge for the connection between carrier designated collocation equipment and USWC facilities.  In this manner, USWC argues that long distance carriers will have the option of purchasing or self-provisioning part of the necessary transport rather than using only the transport services of USWC.
  Staff recommended rejection of these tariffs as they would conflict with the present interconnection arrangements included within the interim Interconnection Tariffs for local exchange access adopted in Docket 96S-233T.  Staff also identified numerous other tariff provisions for which there were discrepancies between the current interim interconnection tariffs and those proposed under Advice Letter No. 2608.

In response, USWC agreed with Staff that these issues were being addressed in other dockets, but noted that the other tariffs did not include such a provision for use by carriers purchasing service through switched access.  USWC recommended that, if the proposed EICT tariffs are suspended, that it be allowed to make the existing interim tariffs available to switched access customers and that any additional issues be taken up in Docket 96S-331T.

Generally, we agree with the alternative solution proposed by USWC that the existing EICT tariffs should be made available, at least on an interim basis, to carriers using switched access services.   

IV. Calculation of USWC Financial Performance Under AFOR

In making certain adjustments to the 1995 accounting data of USWC for use in its Delta analysis, Staff also sought Commission approval of certain adjustments that it had recommended in the 1994 and 1995 AFOR earnings review, which had not specifically been ruled upon by the Commission.  USWC also requested that the Commission approve its 1994 Depreciation Represcription Results.  

A. Yellow Page Revenue Imputation

Through witness Enright, Staff requests Commission approval of the directory revenue imputation included in the AFOR reviews.  The Yellow Page Revenue Imputation figure for 1994 was $53.766 million and $58.059 for 1995.  Staff used the 1995 figure in its 1995 FDC study as sponsored by Staff witness Armstrong within its Delta calculation.  Staff stated that it appears that the Company properly determined the imputed revenues for those years.

As previously discussed, we believe the Staff’s treatment of the Yellow Page revenue imputation is correct under existing rate of return principles.  Therefore, we will approve the Yellow Page Revenue Imputation figures for 1994 and 1995 AFOR reviews and its use in Staff’s cost study in this proceeding.  Continuation of the treatment of Yellow Page revenue in this fashion is subject to further review in a rate case or other similar future proceeding.

B. Cash Working Capital 

For both the 1994 and 1995 AFOR filings, USWC included a reduction to rate base for the associated effect of its cash working capital (“CWC”) requirements.  According to Staff witness Temmer, the Company changed certain lead/lag factors between its last rate case (Docket No. 90S-544T) and the 1994 AFOR review.  These changes were caused by the adoption of an accounting pronouncement regarding post retirement benefits (“FAS 106”).  We find that the changes to the lead/lag factors for the adoption of FAS 106 are appropriate and should be adopted.  As a result, we will approve the amount included for CWC in the 1994 AFOR review.

For the 1995 AFOR review, the Company essentially used the same method it had employed in its 1994 review, with a few minor changes.  These minor changes reflect, for example, an increase in the lead/lag factor for maintenance expense.  This factor changed from 20.6 in 1994 to 21.4 in 1995.  We acknowledge that certain lead/lag factors may change over time as the Company’s payment of expenses change.  We also will approve the amount included for CWC in the 1995 AFOR review.

The Staff also noted differences in comparing the CWC figure the Company submitted for the 1995 AFOR review to its FCC Part 36 CWC intrastate figure.  Staff seeks to have the Company prepare a reconciliation of the difference.  We believe this is a reasonable request and will order USWC to provide such a reconciliation for the 1995 AFOR review period and any future review, if a difference exists between the amount of CWC reported for AFOR purposes and FCC Part 36 intrastate purposes.

C. 1994 Triennial Depreciation Represcription

As a result of the 1994 Triennial Depreciation Represcription for USWC, the Company reflected in its 1994 and 1995 AFOR filings an increase in its depreciation expense.  Both the Staff and the Company request the Commission approve the 1994 Triennial Depreciation Represcription rates for the 1994 and 1995 AFOR filings as well as for future AFOR filings.  We note that the depreciation represcription provides a better matching of the ratable reduction in asset value to the depreciation expense charged to telephone customers.  As such, we will approve the 1994 Triennial Depreciation Represcription rates and the depreciation expenses and associated depreciation reserves included in the 1994 and 1995 AFOR filings and will allow these rates to be used in future AFOR filings.

D. Debt Refinancing Costs

Within the Company’s 1994 AFOR filing, USWC included an adjustment to amortize the costs associated with its 1993 debt refinancing expense.  Staff and the Company agreed to amortize these expenses over the weighted remaining life of the debt issue, in this case 26 years.  

In the 1995 AFOR filing, the Company included the 1993 debt refinancing amortization and an amortization for additional refinancing expenses for debt refinanced in 1995.  The amortization period for the 1995 refinancing is similar to the 1993 amortization in that it reflects the remaining period of those debt issuances.

We agree that while interest rates are low, it is beneficial to both the Company and ratepayers to refinance debt issues which lower the embedded cost of debt and associated interest expense.  We find the amortization period is reasonable and this method should be adopted for any future debt refinancing costs which may occur in future AFOR filings.  Therefore, we will approve the debt refinancing costs included in the 1994 and 1995 AFOR filings.

E. Re-engineering Costs

Beginning in 1993, USWC began to incur costs in order to implement its re-engineering plan.  For the 1994 AFOR review, the Staff proposed to disallow the entire 10 million dollars of costs incurred for this purpose during 1994.  The basis for Staff’s disallowance was USWC’s poor service quality.  For the 1995 AFOR review, Staff proposed to disallow the portion of these costs in excess of the benefits, but these values were not available at the time Staff filed its report.  Staff proposes that for future AFOR filings and for use in its Delta analysis in this proceeding, the re-engineering costs be netted against the re-engineering benefits.

USWC objects to this proposed treatment because it changes the regulatory standard from one in which expenses or investments incurred by a utility are allowed recovery unless they are determined to be imprudent to a cost/benefit standard.  Moreover, USWC argues the standard of customer benefit is a subjective exercise that is very likely to be contentious.

The Commission agrees with USWC that the cost/benefit standard is problematic since costs may be incurred in one period and the associated benefits may occur at a later date.  Likewise, once the restructuring costs end, customers will continue to receive the benefits of the process improvements into the future.  Therefore, we will reject Staff’s proposed disallowance of re-engineering costs under the cost/benefit concept.

F. Dark Fiber

Staff proposed in the 1994 AFOR review to disallow 92 percent of fiber investment because it was “unlit.”  In the 1995 AFOR review Staff proposed to disallow 85.4 percent of fiber investment because it was unlit and seeks to include a similar disallowance within its Delta analysis in this proceeding.  Staff proposes to disallow unlit fiber for AFOR financial performance measurement purposes until a more precise means of measuring its benefit is developed by the Company and approved by the Commission.

The Company argues that Staff’s adjustment is based on an inaccurate report filed by USWC with the FCC
 and Staff’s misunderstanding as to how the Company deploys fiber optic facilities.  The Company states that it places orders for standard size cables (as opposed to special ordering cable sizes) which may result in the placement of incrementally more fiber, but this does not result in increased costs.  Moreover, the Company contends that the incremental capacity of a 216 fiber cable vs. a 12 fiber cable is 18 times while the cost increment increase is only 4.3 times.  Finally, USWC explained that for planning purposes it considers current and future capacity requirements.  This results in USWC estimating capacities needs two to three years in the future.  We generally agree with USWC and will reject the proposed Staff disallowance for fiber optic investment based merely on it being “unlit.”

G. Issues Raised in this Docket Related to the Current AFOR Service Performance Measurement Plan (“SPMP”)

Both Staff and OCC recommended that the linkage between the SPMP and the financial overearnings sharing mechanism within the current AFOR plan be modified.  Staff proposed
 retention of the existing incentive for keeping additional overearnings by the Company when positive scores are recorded by USWC under the SPMP.  However, Staff proposed to abandon the current linkage when USWC records negative scores and recommended institution of a bill credit of $200,000 for each point in the current AFOR SPMP matrix (100 points maximum), which  would imply a maximum amount of $20 million at risk for USWC, if it had a perfect negative score.

The OCC proposed a revision to the SPMP and an earnings sharing mechanism similar to that of Staff.  Specifically it requested that USWC provide rate reductions up to a maximum amount equivalent to two percent of the intrastate operating revenues of USWC if the Company fails to achieve the lowest range of the performance bands for the SPMP measurements.  Based upon mid-year 1996 operating revenues for USWC, the OCC estimated the maximum effect of its recommendation to be approximately $23 million and recommended that this effect be allocated among the SPMP measurements with the largest share reserved for the maintenance category and held service order parameter within the SPMP.

USWC strenuously objected to these proposals for modification of the current AFOR plan.
  USWC argued that if such disincentives are to be used they should be coupled to similar positive incentives.  Furthermore, USWC stated that adoption of such a proposal would radically alter AFOR so as to, in effect, constitute a new plan.  USWC noted that it would have to consider whether it would elect to continue AFOR under such circumstances.

We decline to adopt the modification to the SPMP and earnings sharing mechanism proposed by either Staff or the OCC.  We note that the current plan is entering its final test year in 1997 and the changes proposed by Staff or the OCC would be a significant modification to AFOR.  Since we have rejected the Company’s proposal to increase residential basic exchange service rates because this would constitute a significant modification of AFOR, we also reject these proposals by Staff and the OCC.  Furthermore, pursuant to our previous determinations regarding Subsection (3)(b)(II), we have already given notice to USWC to improve its performance in the categories of service quality deemed most important by OCC. 

Staff proposed that the current waiver for USWC of Rule 10.2.4 of 4 CCR 723-2 rescinded and the current requirement for USWC to rebate $10 for every missed service appointment under Decision No. C92-854 in Docket No. 90A-665T be eliminated.
  Although one USWC witness recommended that the current rebate should be subsumed by Rule 10.2.4
 another recommended that the waiver and current $10 rebate be maintained.
  We agree with Staff that  Rule 10.2.4 should apply to USWC and shall require USWC to follow the requirements of that rule as of the effective date of this Order.

In conjunction with the request for elimination of the waiver of Rule 10.2.4, Staff requested that USWC file with the Commission quarterly reports on the number of missed service installation appointments and the associated billing credits, including a disaggregation of multiple bill credits.  Staff requested that such reporting be required for at least one year after the waiver of Rule 10.2.4 is withdrawn.
  We shall grant this request and order USWC to file quarterly reports for the information requested by Staff in Docket No. 90A-665T. USWC shall file at least four reports before it can request relief from this requirement.

USWC proposed that the bands for several performance measurements within the current AFOR SPMP be adjusted for consideration of the sale of certain rural exchanges by USWC.  The parameters for which adjusted performance bands were proposed by USWC for 1996 are as follows:

        Measurement


  Performance Band


Total Trouble Report Rate:


1.46-1.84



Repeated Trouble Report Rate:

  .18-.23

New Construction Held Orders:

   87-174

Occurrences of Wire Centers with
    
   20-25


Over 8 RPHL Average for 3 Months

USWC also proposed that the method of measuring the delay in providing customers telephone access to service representatives in the Small Business Service Centers should be changed consistent with the manner in which the Company now internally measures access to this business unit and Rule 21.2.4 of 4 CCR 723-2.

Staff and OCC were in agreement with these changes for the 1996 performance measurements.  In addition, Staff proposed that the performance bands be adopted for 1997 for all of the AFOR SPMP parameters.  Staff proposed that certain measurements for 1997 be determined based on extrapolating the 1992 through 1996 performance bands.  For other measurements, Staff proposed maintaining the same performance bands as used for 1996.  USWC neither opposed nor affirmatively supported Staff’s recommendations for adoption of performance bands for the 1997 AFOR test period.

We will grant the requests of USWC to modify the AFOR SPMP performance bands for 1996 and to modify the access measurement for the Small Business Service Center, as well as adopt the performance bands proposed by Staff for 1997.  The AFOR SPMP parameters for 1996 and 1997 shall be as shown in Exhibit AZ-10, which is included as the Attachment to this Decision.

The OCC also proposed several other changes to the AFOR SPMP.  As one modification, OCC proposed that Repeated Trouble Report measurement in the SPMP be replaced with the OOS requirements in Rule 22.2 of 4 CCR 723-2.  The OCC also advocated that the performance bands for the AFOR SPMP measurements for “Wire Centers Over 8 RPHL in 3 Months” and “Directory Assistance Customer Access” be made consistent with the requirements of Rule 22.1 and 21.2.3, respectively.  Neither Staff nor USWC took a specific position on these proposals.

We will not adopt these proposals at this time.  First, review of the performance of USWC in responding to OOS complaints is specifically covered within our rules.  At this time, review of the number of repeat trouble reports for USWC is not a quantitative parameter within our rules.  Inclusion of this parameter in the AFOR SPMP allows regulatory attention to be focused on the important maintenance issue of how well USWC fixes a problem the first time a customer complains.  In terms of modifying the other two parameters to be consistent with our rules, we note that our rules also allow exclusion of certain potential occurrences which AFOR does not.

Through cross-examination of USWC witness John Priddy and in its Statement of Position, OCC contended that USWC had unilaterally and substantively modified the residential and business customer survey portions of the SPMP.
  This allegation was supported by Exhibit 68 which showed that USWC was using a compilation of “very good” and “excellent” responses for reporting purposes under AFOR for the residential customer survey.  A similar change was also made for the business customer survey.  OCC requests that USWC only report the number of “excellent” responses for the AFOR SPMP.  The OCC wants USWC to remove this modification from all data reported by the Company for AFOR.

We shall grant the request of OCC and require reporting of this information by USWC on the basis required under Decision No. C93-20 in Docket No. 90A-665T.  Even in this proceeding, USWC had the opportunity to request modification of these measurements under AFOR but declined to do so.
  USWC cannot unilaterally change these measurements under AFOR.

V. Future Dockets

Two proposals for future dockets were offered in this proceeding. Staff urges the Commission to establish an investigatory docket to consider the type(s) of regulation of local exchange providers to be used in the future.
  In Staff’s opinion such a docket might be followed by a rulemaking which should be completed before the end of 1997 so as to establish guidelines for USWC by the time the current AFOR ends.  In this process, Staff recommends that the Commission consider: whether any form of rate of return regulation should be retained; whether industry price caps should be established and, if so, what form they should take and to whom they should be applied; and what service quality standards should be imposed upon providers of regulated services, what areas they should address, and how they should be enforced.

In a separate recommendation,
 the OCC proposes  a comprehensive review of the Commission’s service quality rules as it alleges many of them are either difficult or impossible to enforce since they are ambiguous, conflict with each other, do not indicate what constitutes a violation, or contain unmeasurable standards.
  The OCC believes there is a need to ensure that customers are protected during the transition to competition and to determine what service quality rules are appropriate for various providers.  It suggests that the rulemaking be preceded by a working group, whose task it would be to draft a set of proposed rules.

The Commission agrees that both the question of alternatives to rate of return regulation and the question of appropriate service quality rules are important for the future because of increasing competition and the need to change regulatory procedures in response to it.  In particular, this docket has raised questions about the use of funds derived from high cost support systems in the context of measuring the profitability of residential basic exchange service,  the appropriate consideration of revenues from other services delivered over the access line to a residential customer in this same context.  

In a similar vein, there was testimony elicited from some witnesses in this proceeding regarding the appropriate rate treatment for additional lines that a residential customer may order from a local exchange provider.
  Since we have found that there is no need to change the rate for residential basic exchange service, there was no need to further consider this possibility in this proceeding.  However, further consideration of a separate rate or different universal service treatment for additional lines for residential customers is warranted. In particular, this possibility needs to be explored relative to the statutory requirements at issue in this proceeding, including the definition of basic service and the impact on a competitive residential telecommunications market.

Based on the foregoing, the Commission intends to open two dockets: one to address alternative regulatory structures as proposed by Staff, and the other to evaluate, and possibly amend the existing service quality rules as requested by the OCC.  Since we cannot be certain that all of the preceding concerns can or will be addressed in these proceedings, if necessary, we may bring them forth in other future dockets.  However, as we progress towards the local exchange market envisioned by the Legislature in HB 1335, we believe all these issue will be resolved. 
VI. ORDER

A. The Commission Orders That:

The Motion for Summary Dismissal by the Office of Consumer Counsel is denied for the reasons set forth in this Decision.

The tariffs proposed by U S WEST Communications, Inc., under Advice Letter 2608 are permanently suspended.

U S WEST Communications, Inc., may file tariffs on not less than one day notice to the Commission to implement the $2.00 per month reduction in business local exchange service rates under the same terms and conditions proposed by it in this docket.

Consistent with the above discussion, U S WEST Communications, Inc., on not less than one day notice to the Commission shall file tariffs to move Specially Classified Services to its obsolete section in its tariffs and to eliminate the following services: Computer Port Access-Airport Service, Joint Use Message with Hunting, Shared Use Message, and Shared Use Additional Line.

Consistent with the above discussion, U S WEST Communications, Inc., on not less than one day notice to the Commission may file tariffs to implement the switched access restructure rates and/or the rate reduction under the same terms and conditions proposed by it in this Docket.  This Order is limited by the rejection of the restructure of the CCLC rate proposed by USWC and the requirement to include a DS0 entrance facility, as proposed by Staff, for the EICT tariff element in any access charge restructure.

If U S WEST Communications, Inc., elects not to file the switched access restructure allowed in the preceding order paragraph, U S WEST Communications, Inc., shall file on one day notice, to use the EICT rates and structure within its current interconnection tariff for its switched access services on an interim basis.  Such interim use will not extend beyond 90 days of a final Decision in Docket 96S-331T without further approval of the Commission.

The Application to Modify its Date and Service Deregulation Plan by U S WEST Communications, Inc. as described in Application No. 96A-218T is denied.  The requested waiver of Rules 4(1)(a) and 4(1)(h) of 4 Code of Colorado Regulations 723-30 by U S WEST Communications, Inc., in Application No. 96A-219T is granted for the purposes of this proceeding.  Cost studies receiving waivers of Rule 4(1)(h) are to be available for use in other dockets by the effective date of this Decision.

The requested waiver of Rule 4(2)(a)(i) of 4 CCR 723-30 by U S WEST Communications, Inc., in Application No. 96A-219T is denied.

As described in this Decision, U S WEST Communications, Inc., shall use the depreciation rates agreed to in the 1994 Triennial Depreciation Represcription for its intrastate jurisdictional operations.

For the existing U S WEST Communications, Inc.,  AFOR plan, the Service Performance Measurement Bands for 1996 and 1997 shall be as shown in the Attachment to this Decision.

U S WEST Communications, Inc., shall comply with Rule 10.2.4 upon the effective date of this Order.  Under Docket No. 90A-665T, USWC shall file quarterly reports regarding the number of missed installation appointments and billing credits as more fully described within this decision.

U S WEST Communications, Inc., shall comply with and provide all reporting consistent with the methodology for determining the results of the residential and business customer surveys for the AFOR SPMP pursuant to Decision C93-20.

If a difference exists, USWC shall annually prepare a reconciliation between the cash working capital reported for regulatory purposes to this Commission and that determined from FCC Part 36 calculations.

Use of the debt refinancing amortization by U S WEST Communications, Inc., as described in this Decision is approved for regulatory filings. 

This order is effective upon its Mailed Date.

B. ADOPTED IN Commissioners’ Weekly Meeting January 15, 1997.
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� The term "Part 2 rates" refers to prices for telecommunications services which continue to be subject to full Commission regulation pursuant to the provisions of §§ 40-15-201 et seq., C.R.S.  This includes basic local exchange service.


� The term "Part 3 services" refers to emerging competitive telecommunications services regulated by the Commission pursuant to §§ 40-15-301, et seq., C.R.S.


� The provisions of HB 1335, enacted at the 1995 legislative session, are codified at §§ 40-15-501, et seq., C.R.S.


� Public Law No. 104-104, 110 Stat. 56 (1996) (codified at 47 U.S.C. § 151, et seq.).


� The Low-Income Telephone Assistance Program price would increase $2.25 to $13.43.


� We emphasize that cost should not be the exclusive consideration in ratemaking, even after passage of HB 1335 and the Telecommunications Act of 1996.


� For example, below-cost pricing for residential service by USWC could constrain competitors from participating in this segment of the local exchange market.


� Generally, § 40-5-101 et seq., C.R.S. does require Commission pre-approval of expenditures for new facilities, when undertaken outside of the ordinary course of business, to the extent a certificate of public convenience and necessity must issue prior to commencement of a project.  No party, including the OCC, argued that the Company had made investments which were subject to these requirements.  Therefore, these provisions are not at issue in this case.


� Intervenors such as Staff and the OCC also dispute whether the Company correctly quantified (or allocated) costs incurred for the purpose of providing residential basic exchange service.  Those issues are discussed infra.


� Subsection 3(b)(I) makes no distinctions as to the nature of costs which may recovered under its provisions.  Costs excluded from recovery under Subsection 3(b)(III) could be the subject of a rate request under Subsection 3(b)(I).


� See § 2-4-101, C.R.S (words and phrases in statutes shall be construed according to common usage).


� See Webster's Third New International Dictionary (1971) ("upgrade" means to improve; to raise the quality of).


� Our conclusions infra that residential basic exchange service is recovering its costs signifies that Staff's and OCC's interpretation of Subsection 3(b)(III) would not result in unlawful confiscation in this case in any event.


� Of course, an LEC making a Subsection 3(b)(III) request carries the burden of proving that specific costs meet the statutory criteria.


� Exhibit X at 9-10.


� Tr. 10/31/96, at 191-192.


� See Decision No. C92-854.


� In Decision No. C92-1377, Exhibit 2, at 5, we found that the Company could opt out of AFOR through the filing of a rate case and that this provided sufficient flexibility to respond to unforeseen events.


� For example, the USWC Position Statement opines on such issues as Imputation of Yellow Page Revenues, Depreciation Allocation, “Memo” revenues, etc.  None of which are central to the question of merit posed by USWC through its proposed “Delta” analysis for a determination as to whether the changes in costs since the last rate case warranted a rate increase. 


� Exhibit AU, at 14-17.


� For instance, See Decision C93-278 (Exhibit 21).  During the pendancy of AFOR, numerous rate filings have been made by USWC without a strict requirement for revenue neutrality. 


� Decision No. C92-854, Exhibit 1, at 30-31.


� Since USWC is proposing to lower the rate by a small amount, we do not view this as significant under either the “rate freeze” or “minor” change constraints of AFOR.


� Subsection (3)(b)(II) states that the Commission may delay or deny a price increase for residential basic service if a provider is in substantial violation of the Commission’s rules governing service quality or held service orders.


� Exhibit AZ, at 4-7.


� Ibid.


� Staff’s Statement of Position, at 14; and Exhibit AZ, at 7.


� OCC’s Statement of Position, at 21-23; and Exhibit AT, at 32, 38.


� USWC’s Statement of Position, at 26-27.


� This consideration relates to the most fundamental requirement within our service quality rules that the provider employ prudent management and engineering practices so that sufficient equipment and  adequate staff are available at all times. (4 CCR 723-2-16.1.1).  Persistent or continuing problems call into question whether this requirement is being met. 


� As evident from the  USWC approximately 30 percent of its wire centers were not incompliance and  these were located throughout the state.  Also USWC had approximately 36 percent of its out-of -service reports going over 24 hours which in the five month period beginning in April of 1996 which was still below the reduced objective we have temporarily required in the transition to wire center specific reporting for this rule.  


� Exhibit D at 38, ll, and 17-21.


� Exhibit D at 36, ll, and 13-16.


� AT&T’s Statement of Position, at 18.


� Exhibit AY, at 6, ll 187-194.


� Exhibit AY, at 17, ll 536-541.


� Exhibit AP, at 20.


� Exhibit AP, at 20,21. 


� OCC’s Statement of Position, at 19.


� As a matter of costing and pricing principle, the Commission does not agree with the premise advanced by AT&T and MCI that the only pro-competitive option for pricing switched access is one which results in a zero contribution to loop costs.


� Exhibit AQ at 24, ln. 16-21.


� OCC’s Statement of Position, at 20.


� Exhibit E at 54, ln. 21-26.


� Exhibit E. at 56, ln. 14,15.


� Exhibit AL at 24, ln. 10-14.


� Exhibit D at 63.


� Exhibit O at 11, ln. 24-26.


� This factor is similar to net rate base except it excluded an adjustment for cash working capital.


� We note that this is not net operating income, but rather operating income before taxes.


� USWC made an adjustment to its two FDC studies to remove the effect of the sale of some exchanges and an adjustment to its 1990 FDC study to normalize certain depreciation expense. (See Exhibit K at 6-8 and Exhibit K-1 at  3)  Outside of  these adjustments, USWC maintained that its studies followed its Cost Segregation Manual. (Exhibit K at 4)  


� Exhibit AU at 24-29.


� Ibid. at 28-29.


� Although Staff made an adjustment to include a CWC offset to net investment, it did not exclude plant under construction from its calculation of the net change in plant investment, thereby using a value to determine the capital costs which would be greater than the same calculation by USWC .  As another conservative adjustment, Staff did not attempt to adjust its FDC studies for the sale of some exchanges by USWC. (Exhibit AU at 29.)


� Exhibit AO at 8-19.


� Ibid. at 9-10; and Decision No. C91-1128, Exhibit 12 at 44.


� The OCC used 12.5 percent for the return on equity rather than the 13.5 percent used by USWC.  The OCC also did not attempt to adjust its FDC studies for the sale of some exchanges by USWC. 


� In particular, USWC noted that Staff specifically adjusted its 1990 study to remove “memo” revenue, taxes and expenses.  (“Memo” refers to an allocation of the revenues, taxes and expenses associated with the internal telephone network of USWC.)


� To be consistent with the determination of rates and revenue requirements within a rate case proceeding, we believe that  USWC should have also considered the change in allocated taxes between the two FDC studies used for its Delta analysis.  As it used operating income rather than the net operating income results used by Staff to determine a deficiency in noncapital related costs,  USWC overstated the total change in costs within its analysis and would not be able to justify all of its $53 million rate increase request with just this one change to its assumptions. 


� Although USWC seems to base its argument for the appropriateness of  its Delta analysis on the use of FDC studies prepared pursuant to its Cost Segregation Manual, we note that our Cost Allocation Rules (4 CCR 723-27) require such studies for the purpose of cost allocation between regulated and deregulated services.  The rules do not subsume all retail ratemaking discretion of the Commission.   


� In essence, this means that the profitability of this service has improved over this period, regardless of the arguments as to whether it was originally profitable.  


� Exhibit F-1.


� Exhibit D at 10-18.


� Exhibit D at 53-54.


� Exhibit AJ at 24-29.


� Exhibit AU at 32-33.


� Exhibit F at 8-10.


� Exhibit D at 54-55.


� Ibid. at 59-66.


� Exhibit AU at 34-44.


� Exhibit AO at 30-33.


� Exhibit AL at 23-24.


� Exhibit AJ at 29-34.


� Exhibit AC at 8-9.


� Exhibit O at 11-12.


� Exhibit G at 21-26.


� Exhibit H at 14-18.


� Exhibit AX at 20-42.


� Exhibit AO at 39-45.


� Exhibit AL at 8-13.


� Furthermore, MCI argues that any revenue losses associated with reducing switched access rates will be offset by growth in demand for USWC services in general.  In fact, the growth in demand for value-added services alone will provide a complete offset (Exhibit AF at 20-22).


� Exhibit AC at 2-5.


� Exhibit I at 2-20.


� Exhibit AS at 3-24.


� Exhibit AM at 4-8.


� Exhibit H at 19-23.


� Exhibit AX at 10-19.


� Exhibit AO at 34-39.


� Exhibit AL at 13-16.


� Exhibit AC at 6-7.


� Exhibit AA at 2-6.


� Exhibit AB at 3-9.


� Exhibit I at 21-37.


� Exhibit AM at 2-4.


� Exhibit AD at 5-7


� Exhibit H, p. 9.


� Exhibit AX at 42-45.


� Exhibit I at 11-12.


� The erroneous report of fiber utilization to the FCC was due to an apparent data base error in converting feet to miles.  When this correction is made, it more than doubles the amount of lit fiber in Colorado.


� Exhibit AZ at 53-55.


� Exhibit AT at 13-15.


� Exhibit Z, p. 8 and Exhibit T at 20-21.


� Exhibit AZ at 55-57.


� Exhibit Y at 10.


� Exhibit T at 20.


� Exhibit AZ, p. 58.


� Exhibit T at 7-9.


� Although we note that Staff did not propose these adjustments in its 1997 performance bands.


� OCC’s Statement of Position, at 28-29; and Tr. 10/30/96, at 257-259.


� We note that USWC did specifically request to modify certain performance measures in this proceeding.


� Exhibit AU at 47-48.


� Exhibit AT at 22-25.


� We do not necessarily agree with the characterization by the OCC of our current rules.  Some of them are of a quantitative nature while others are described in qualitative terms.  Rules in the latter form are not likely to specifically define “...the point at which a violation occurs and how violations are counted for the purposes of  imposing ... Section 40-7-105, C.R.S.”  Rather, they provide an expectation of the general level of performance provided by regulated entities.  For example, see Rule 16.1.1.   In particular, quantitative rules such as Rule 22.1 and 22.2 appear to be reasonably specified in their intent.  However, we will provide the OCC with the opportunity to improve upon the existing rules through establishment of such a docket.  We look forward to its active and  total participation in such a proceeding. 


� Tr. 11/1/96, at 32-35, 52-56; and Tr. 11/14/96, at 282-288.  In its Statement of Position, USWC stated that under certain conditions, it would not oppose an increase in the price of additional residential as an alternative to its rate increase proposal for residential basic local exchange service.  (See Footnote 22 at 33.)
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