ORDER NO. 96-284

ENTERED NOV 01 1996
Thisisan eectronic copy.

BEFORE THE PUBLIC UTILITY COMMISSION

OF OREGON

UM 773

In the Matter of U SWEST Communications, )
Inc.'sUM 351 Cost Study Summaries. ) ORDER

DISPOSITION: STIPULATION ADOPTED

PROCEDURAL BACKGROUND

On September 29, 1995, U SWEST Communications, Inc. (U SWEST
or USWC) filed cost sudy summaries of mgor building block costs. The cost studies
incorporate changes to agreements reached in UM 351. In November 1995, the Public Utility
Commission of Oregon (Commission) issued notice of itsintent to create a docket for theU S
WEST filing and assigned it docket number UM 773.

Prehearing conferences in this matter were held on December 19, 1995, and
February 6 and June 4, 1996. Participantsincluded U SWEST, PUC Staff, and 13 intervening
parties. The parties and appearances are listed on Appendix A to this order. Audit sessons
and settlement conferences were held prior to the hearing in this matter.

On June 6, 1996, Staff and U SWEST entered into a Stipulation designed to
resolve dl issuesin the case. None of the other parties sgned the Stipulation.

The hearing in this matter was held on June 12, 13, 18, and 19, 1996, in Sdem,
Oregon, before Adminigtrative Law Judge Allen Scott. Briefs were filed in July and August
1996.
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BACKGROUND

In Order No. 90-920, the Commission directed its Staff to develop a
methodology for caculaing the long-run incrementd costs (LRIC) of telecommunications
sarvices and network building blocks. LRIC estimates are used in setting prices and in applying
the test for cross-subsidization. In Order No. 93-1118 (UM 351), the Commission consdered
a Tdecommunication Building Blocks Cost Report prepared through a series of workshops
in response to the directive in Order No. 90-920. The Commission adopted the cost estimates
presented by U SWEST. It dso took the following actions:

1. Adoptedtheseven cod principles ;
2. Adoptedthe Test for Cross-Subsdization ;

3. Decided to apply the cost results devel oped for U SWEST to other
regulated local exchange utilities unless dternetive estimates are developed using the adopted
cost principles; and,

4. Adopted the categories and subcategories of building blocks identified in
the cost report as aframework for conducting cost analyss.

In Order No. 94-1056 (UM 351, July 1994), the Commission adopted revised
cost estimates to supersede those adopted in Order No. 93-1118. The Commission aso
adopted cost estimates for additional network building blocks which had not been caculated
previoudy using the adopted cost principles. The Commission dso directed U SWEST to
submit a cost study of major telecommunication building blocks for Commission approva by
September 1995. The order directed that U S WEST demondtrate that its modd, inputs, and
assumptions comply with the cost principles adopted in Order No. 93-1118. The order aso
directed U SWEST and the other participants to develop cost estimates for additiona
telecommunications functiondities and to update Commissonapproved cost estimates.

U SWEST Filing
U SWEST s September 1995 filing initiating the present caseis designed to

comply with the Commisson sdirectivesin Order No. 94-1056 described above. Thefiling
contains 22 cost studies for review, including data on investment inputs, annual cost factors, and
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incremental cost estimates for the building blocks. Thefiling aso requests consideration

of severa proposed modifications to the agreements reached in UM 351. The changes are
made necessary, according to U SWEST, by severd recent developments, including new
federd legidation, changesin economic and financia conditions, new technology, new means of
providing communications services, and corporate re-engineering. The modifications proposed
in the September 1995 filing are as follows:

1. Depreciation: U SWEST asked for the use of economic livesin cost
gtudies rather than Commission prescribed depreciation lives.

2. Classfication of spare capacity investment: U SWEST asked that the
gppropriate classification of thisinvesment be Volume Sengtive.

3. Terminology: U SWEST presented new terminology thet it clamed is
more closdly digned with industry standard language than the language used in
UM 351 (1).

4. Unitized volume-insengtive costs: U SWEST expressed dl codts, both
volume sengtive and volume insengtive, on aper unit bass. It damed that unitizing the costs
would alow an easier comparison of pricesto cods for subsdy tests, recognizes the significant
decrease in volume-insengtive cogts, and acknowledges the problems of identifying lump sum
costsin UM 351.

5. Adminigrative and product management expense: These expenses were
gpplied to building block cogts.

6. Factors U SWEST updated cost of money and other annual cost factors
to reflect current conditions.

7. Modds. In addition to the updated building block costs, U SWEST
included descriptions of new or updated models utilized in the cost development.

U SWEST claimed that the changes it proposed respond to changes in the
operating and regulaory environment in the three years since costs were filed in UM 351.

STIPULATION
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Eleven audit sessons were held over aperiod of four monthsin early 1996 to
dlow Staff, U SWEST, and other parties to the proceeding to review the details of the cost
studies and other issues presented by U SWEST sfiling. With the exception of the cost
sudiesfor ISDN, Centrex, number portability, and Network Access Channe (NAC)
Connection, al 22 cost studies were reviewed. On May 13 and 14, 1996, the parties held
settlement meetings. U SWEST presented a draft Stipulation.  Following additional
negotiations, Staff and U SWEST sgned afind Stipulation. All other parties declined to Sign
the Stipulation.

The Stipulation entered into between Staff and U SWEST resolves dl issues
between those two parties. Among other metters, it concludes that the cost modelsfiledby U S
WEST in this matter conform to the cost principlesin UM 351 and that the building block cost
sudies will be used in the rate design portion of docket UT 125. The Stipulation sets
out agreements as to severd specific agpects of the cost studies, including cost of money,
depreciation lives, display of costs, and placement and calculation of costs. It agreesto certain
changes in assumptions relating to placement of facilities and agrees upon a method of tresting

growth spare capacity costs.

If the Commission adopts the Stipulation in its entirety, U SWEST agreesto
recast and resubmit its building block cost studies in accordance with the terms of this
dipulation. ... and dso provides that parties may petition the Commission for changesto the
dipulation if the rapidly evolving nature of the industry merits such changes.

The provisons of the Stipulation, and a decription of the signatory parties
intentions for the provisons, are summarized below. Following the outline of the Stipulation is
an andysis of the specific and generd arguments for and againgt portions of the Stipulation. The
Commission sdispogtion of the issues follows the discusson.

Outline of the Stipulation

Paragraph 1. This provison concludes that the cost modelsfiled by U SWEST
in September 1995 conform to the seven cost principles adopted by the Commission in UM
351. See Order No. 93-1118 and Telecommunications Building Blocks, Cost Report,
Volumel (July 1993). Acceptance of the cost models refers to the mode names, dgorithms,
and mode structures. The cost modelsinvolved are as follows. Windows Personal Computer
Cost Cdculator (WINPC3), Switching Cost Models (SCM), Regiond Loop Cost Anadysis
Program (RLCAP), Signding System 7 Modd (SS7M), Transport Mode (TM), and Switching
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Usage Modd (SUM).

Agreement on the cost models does not imply agreement as to model inputs or
resulting cost outputs, which will be subject to additiona audits and separate consideration by
the Commission. Moreover, four cost sudies, including ISDN, Centrex-Plus, NAC
Connection, and SS7, have not been audited and are subject to further review.

This Paragraph aso providesthat if U SWEST s cost studies conform to the
Stipulation, they will be relied upon and used by U SWEST to perform any cost studies used in
any filing through the effective date of the rate design portion of UT 125, U SWEST sgenerd
rate case, even if they do not conform to the implementation guiddlinesin UM 351. This
provison isintended to assure that certain concerns that Staff had with the original cost studies
filed by U SWEST in this case are ultimately corrected.

Paragraphs? and 3. Paragraph 3 providesthat if the Commission accepts the
Stipulation, U SWEST will recast and resubmit the 22 building block cost studiesfiled in

September 1995 in accordance with the methodology in the Stipulation (or in accordance with
modifications directed by the Commission) and in accordance with a tentative schedule
established at a prehearing conference or another schedule directed by the Commission. The
parties envison that Staff will then audit the studies for compliance with Commission directives
inthe order. The Stipulation is sllent on whether the audit process would be open to anyone
other than Staff and U SWEST. However, Staff states on brief that it will encourage other
parties to participate in the process.

The parties anticipate that if any dispute is unresolved, another proceeding might
be necessary to consder theissues. Eventudly the Commission would make afind decison on
the resubmitted cost studies. It is Staff s hope that the ultimate resolution to this proceeding will
provide, for aperiod of time at least, a basis for consstency in development of cost models and
cost outputs.

Paragraph 2 provides that the new cost studies ultimately coming out of this
case will be used in the rate design portion of UT 125, U SWEST sgenerd ratecase. If U S
WEST proposesratesin UT 125 that are below the costsdeveloped inUM 773, U S
WEST will present rate changes to the Commission which assure that the rates meet the
Commission stest for cross-subsidization. (See discussion of Paragraph 12 below.)

Paragraph 2 dso provides that within 45 days of the final order in UM 773, U
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SWEST may make arate filing with an effective date not more than 45 days theredfter.

Paragraph 4. This section of the Stipulation provides that the Stipulation is not
bindingon any other issues before this Commisson  unless otherwise specified. Thus, the
dipulated findings and conclusion in this case on issues such as cost of capital and depreciation
would not affect other proceedings in which those issues may arise. Staff noted that the
dipulated cost of debt in this proceeding and the rate of return are not materiadly dissmilar from
Saff srecommendationsin UT 125; the congruence is, however, coincidenta, as the analyses
used are different. (See discussion of Paragraph 13 below.)

Paragraph 5. This Paragraph acknowledges that the Federal
Teecommunications Act of 1996 or Federal Communications Commisson (FCC) rules
promulgated pursuant to the Act may require changesin  costs and methods. It provides that
U SWEST or Staff may present such proposed change to the Commission for gpproval.

Paragraph 6. This section takes note of the rapid evolution of the
telecommunications industry and of the potential need for changes to the stipul ated agreement
before the effective date of the rate design portion of UT 125. It providesthat any party
may petition the Commisson for changes to the Stipulation if it believes the Stuation merits the
changes. Staff and U SWEST contemplate that theterm  any party refersto them as the two
sgnatoriesto the Stipulation. However, they acknowledged that any entity having standing
might aso ask the Commission for modifications.

The changes contemplated under this section of the Stipulation are those
involving matters not covered by the audit or compliance provisions of the Stipulation. An
example of such a change would be a sgnificant drop in the financia indexes causing an increase
in the cost of money. This section would dlow Staff or U SWEST to request a change based
upon such an exigency. UM 351 (1) has a specific provision dlowing for a changein cost
factorsif the cost of money changes by haf a percentage point in any six-month period.

Paragraph 7. This section dlows U SWEST to file contract specific or
competitive zone specific cost studies consstent with ORS 759.050 and 759.250. The studies
would have to be performed cons stent with the models, factors, and methods established in the
order in UM 773. Theintent of this provison isto alow for cost deaveraging by U SWEST.
It provides procedures for dedling with the remaining portions of the state if deaveraging occurs.

Paragraph 8. This section deds with the filings U SWEST will make following
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the Commission sorder in thiscase. (See Paragraphs 2 and 3 above). It requiresthat the
company submit adetailed list of cost study factors, including those gpproved in UM 351 and
those proposed in this proceeding and used in the filing. The Stipulation lists the Factor Type by
name and the Accounts involved. It does not list the numerical figuresthemsalves. The
numerica figureisto be obtained from various numbersin the Stipulation. Mogt of the
numerica factors are the same as those contained in U SWEST sfiling in Segptember 1995 and
are dso not changed from the figuresin UM 351.

U SWEST may seek to update the cost factors, which date from more than
onetime period. If so, Staff expects U SWEST to notify it of the proposed changes, dthough
the Stipulation does not specificaly require such notification. Staff s dedreisthat a consstent
st of factorsbe used. Staff does not, however, have a position on which set of specific factors
shoud be used.

Paragraph 9. This section provides for audits of U SWEST s cost studies
submitted following the Commisson s order in this case in accordance with Paragraph 3 above.
It also providesthat if disputes arise between Staff and U SWEST during the development of
cost sudieswhile the order is pending, ether party may request an audit sesson to attempt to
resolve the issues.

Paragraph 10. Paragraph 10 notesthat UM 351 established that the standard
for developing costs for purposes of the test for cross-subgdization and ultimately for usein the
setting of ratesis Long Run Incremental Cogis (LRIC). A definition of LRIC and amethod of
caculating it were adopted in UM 351. LRIC was defined as The product of gpplying dl
seven [UM 351] workshop adopted cost principles to estimate volume-senstive and volume-
insengtive cogts for building blocks. UM 351 case dso referred to Total Service Long Run
Incrementd Cost (TSLRIC), which isastandard for incremental cost calculations. TSLRIC
was defined as the sum of dl building block costs (LRIC) for aparticular service plus service
specific codts.

UM 351 defined service-specific codts as those codts, other than building block
specific codts, that are caused by offering aservice. UM 351 (1) did not, however, identify or
quantify service specific cogts. Paragraph 10 of the Stipulation now identifies them as non
building block volume-sengtive and volume-insengtive codts reated to the specific provisoning
of asarvice which is comprised of one or more building blocks. They are costs, other than
building block costs, which are caused by the company s decision to offer the service or that
can be avoided by not offering the service. The Stipulation identifies certain costs which may fit
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into this category, such as advertising, product management, sales expense, sles compensation,
billing, collection, and businessfees. It dso containsan other category to dlow for the
possihility that presently unidentified costs may be service specific in nature,

The identification of service-pecific costs will dlow Staff to caculate TSLRIC
estimates for use in the cross-subsidization test and in pricing. In the context of thiscase, U S
WEST will develop the factors and Staff will analyze them during the period prior to the
compliance filings following the order in this case and then &fter those filings have been made. U
S WEST has not yet identified which costs would be volume sengtive and which would be
volume insengtive. It hasidentified only areas of potentid costs. The specifics of the
cdculations, such asthe historica period involved and the separation of volume-insengtive costs
from volume- sengitive costs are yet to be worked out.

Paragraph 11. This section provides that the gppropriate statement of service
costsis TSLRIC asdefined in UM 351. It aso provides that where building blocks do not
comprise al costs of asarvice, the additiond cogs related in making the building block aservice
should be included in the service cost study. It provides that to develop pricing at a service
level, building block volume-insengtive and service specific volume-insendtive costs must be
dated on a unit basis, as are building block volume-sensitive and service specific volume-
sengtive cogts. Certain service specific costs not previoudy caculated, such as product
management, advertising, and smilar factors addressed e sewhere in the Stipulation, may be
provided on a unit basis or in a gross amount, depending on the gpplication. The Stipulation
does not provide a method for unitizing costs. Staff believesthat U SWEST will continue to do
its unitization caculations using ether its current annud or its average forecas. This caculation
islikely to lead to an overstatement of costs. However, Staff believes these overgatements are
minor and offset by other portions of the Stipulation.

This section of the Stipulation provides that for purposes of performing the test
for cross-subsidization, volume-insengitive costs may have to be shown on a non-unitized bas's
to avoid digtortion of the test results. U SWEST hastraditiondly provided costs on a unitized
bass The volume-insenstive costs which were not previoudy unitized may need to be
presented on a gross bas's because the only way to unitize them isto arbitrarily dlocate the
costson aunit bass. U SWEST agreesin this section to provide data on a non-unitized basis
when Staff requestsit to do so.

Paragraph 12. This section of the Stipulation contains a proposed change in the
test for cross-subsidization adopted in UM 351 (1). It revises the wording of the first part of the
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test and removes the third part, which focused on revenues and costs of groups of services.
The purpose of the changesisto focus on building block costs and service rates and to smplify
and cdlaify the test.

Paragraph 13. This section sets out agreements as to certain specific aspects of
U SWEST scosts studies. In Section a), the cost of money to be used in building block cost
studiesis set at 9.98 percent, based upon a cost of equity of 11.75 percent, adebt cost of 7.1
percent, and a debt ratio of 38 percent. Section b) establishesthe P-Lives of depreciable
assets and the dispersa curvesto be used for certain accounts, including Digital Circuit
Account, Digital Switching Account, Metdlic Cable Accounts, and Fiber Accounts. Other
accounts will use the historical curve shapes established in UM 767, a recent docket relaing to
depreciation.

Section ¢) describes agreements relating to display of costs. Subsection 1)
defines the building block category as conagting of building block volume-sengtive and building
block volume-insengtive cogts. Subsections 2) and 3) of Section ¢) acknowledge that not all
cogs are cdculated in the TSLRIC configuration. These additiona costs include group related
volume insensitive and common costs and costs dlocated to large groups of unrelated services.
Subsection 4) states that the costs in Subsections 1) and 2) will be summed by category into the
TSLRIC cogsfor aservice. Subsection 5) notes that the Stipulation uses the definition of
TSLRIC found in UM 351. Subsection 6) incorporates an example of the mapping described
in the section.

Section d) sets out 10 specific agreements regarding placement and calculation
of costs. This mapping procedure is based primarily on the need to quantify service specific
costs, which had been included in TSLRIC in UM 351(1) but not caculated in a usable manner.

Section €) is an agreement that certain particularly complex issues rdating to
classfication of costs need study beyond the time available for this proceeding. Included are
adminigrative expense, maintenance expense, non-recurring costs, and placement of facilities.

Section f) establishes atime frame for further revision of cogts based on the
results of the review of complex issues described in Section €). It requiresU SWEST tofile
updates and revisons for al building block costs, based upon the results of the review of the
complex items set out in Section €), no later than 12 months after the date the find rates go into
effect in UT 125.
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Paragraph 14. This section relates to the cost of placement of facilities.
Placement costs involve labor, machinery, equipment, poles, conduit and superstructure used in
the deployment of telecommunications services. This paragraph sets out a change from the
conclusons on that issue arrived at in UM 351. In that case, Staff and U SWEST made
assumptions that, from a cost perspective, alarge proportion of placement iseasy. Later
analyses led to the conclusion that costs attributable to difficult placement should be increased
ggnificantly. Through negotiation, Staff and U SWEST arrived & ardative weighting
placement assumption of 65 percent difficult and 35 percent easy placement. The agreement
a0 recognizes that the 65-35 split may not be a perfect solution and that matters such asthe
proper mix of technologies may change matters. The parties thus agree to study the matter
further to attempt to arrive at a permanent resolution (see Paragraph 13 e-4 above).

This Paragraph dso recognizes that the cost of placement is different according
to where the placement occurs. The greatest impact will be in Stuations involving trenching-type
placement, in Digtribution Groups 2, 3 and 4. On the other hand, in NAC distribution Group 1,
which is primarily urban high-rise placement, the cost of placement assumptions do not change
subgtantidly regardless of theratio. Didribution Group 5, which involves plowing, isadso
affected less than the groups requiring trenching.

Paragraph 15. This section of the Stipulation relates to the trestment of the
costsof growth spare capacity.  InUM 351 (1) they were designated as group related
volume-insengtive cogts. In the Stipulation they are designated as building block costs that can
be ether volume sensitive or volume insensitive, depending on the application. The Stipulation
does not adopt terminology, such as ready to serve and standby capacity proposed by U
SWEST.

Paragraph 16. In this section, the parties agree that the proper categorization of
growth spare capacity as building block volume senstive or building block volume insengtiveis
an issue that requires long term resolution. They note that they were unable to determine any
objectivefill factor for distribution and feeder facilities. They agree to the use of feeder fill
factors as a surrogate for distribution and drop fill when U SWEST performs cost studies
pursuant to the Stipulation. The feeder fill factors used in UM 351 (1) will be used for this
purpose. They dso agree that volume-insengtive costs for feeder and digtribution will be
included in the NAC building block, a change from UM 351 (1).

Paragraph 17. This section provides an dterndive to the treatment of
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distribution and drop set out in Paragraph 16: costing distribution and drop on a per customer
basis (building, dwelling, or household) rather than by the use of feeder fill factorsasa
surrogate. This potential change recognizes that the drop and distribution may be customer
related costs. U SWEST agrees to caculate those costs on that basis and on the basis set out
in Paragraph 16 and to provide that datato Staff. This section provides further that issues
asociated with pricing and implementation of this revision will be addressed in the rate design
portion of UT 125,

CONTESTED ISSUES

The Stipulation was signed only by Staff and USWC. It is opposed by three
active partiesin the proceeding, AT& T, MCI, and the Oregon Cable Telecommunications
Asociation (OCTA). The opponents argue that it violates or abandons principles established
and reiterated by the Commission and will have sgnificant adverse effects upon potentia
competitors of the loca exchange companies (LECs) and the generd public. These specific and
generd criticisms are discussed below followed by the Commission s decision on each issue.

Specific Criticisms of the Stipulation

The three opponents to the Stipulation contest severa provisons of the
Stipulation. The positions of the proponents and opponents are set out below.

1. New Test for Cross-Subdsdization.

Paragraph 4 of the Stipulation proposes a change in the test for cross-
subsdization adopted in UM 351, which contains three parts:

1. The per unit price of each service must cover its volume-sengtive cods,

2. Therevenues from each sarvice shdl cover the volume-senstive and
volume-insensitive costs for the building block that comprise the service, plus any service
specific costs;

3. Therevenues from groups of services shal cover the volume-sensitive and

volume-ingengitive codts of the building blocks that comprise the services in the group, plus any
group volume-insensitive cods for dl the services in the group.

11
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The proposed new test is as follows:

1. The per unit price of each service rate dement must cover its building block
volume-sensitive costs.

2. The revenues from each service must cover the TSLRIC of the service.

Staff and U SWEST contend that the change will darify and smplify the test.
The exiding tegt, in their view, did not make a clear distinction between building blocks which
are cost eements and building blocks which were, or could be, services. Thefirgt part of the
new test bascaly reflects Staff sactud practice up to thistime. Moreover, Staff has not been
able to cdculate the group related volume-insensitive costs that were required for the third part
of the test and has never gpplied that part of the test to any loca exchange company filing. The
third part of the origind test was designed to ded with issues surrounding right to use fees where
thereisalarge block of program costs relative to features. Staff believes that few other
aoplications for the origind test are likely to occur and that the modification would alow for
greater adminidrative ease in dedling with pricing and cogting on adaily besis.

MCIl and AT&T both ask the Commission to reject the proposa. MCl
contends that the third part of the test is essentia to its function of fostering effective competition
in the telecommunications marketplace. It arguesthat the third part of the UM 351 test may
provide protection to consumers from burdensome pricing in some Stuations where group costs
exis. MCI aso disputes Staff s claim thet the third part of the test is adminigtratively unwieldy.

MCI presented testimony from its expert suggesting that a different conceptudization of the
group cost test would make it workable. MCl summarized its analysis as follows:

In other words, rather than examining a group of functions and determining
retrogpectively those functions that are related, the starting point for applying the
third part of the step (s¢) isto identify the investment and expensesincurred in
the least cost provision of a network function. Then, the gppropriate test for
cross-subsidy will compare the price and TSLRIC of the function, and
determine whether the revenues from each group of functions exceed the
function s TSLRIC by enough to recover the group cost.

OCTA dso asks that the change not be adopted by the Commission. It

presented evidence that removal of agroup of costs from the cross- subsidization test may lead
to anticompetitive practices and give grategic advantage to afirm. It could lead, according to

12
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OCTA, to inclusion of group costsin other categories of the TSLRIC cdculation to achieve
drategic costing and pricing. For example, a company making an investment in a group of
services could caculate its investment cogts as part of the building block or service-related costs
of current services, such as POTS (plain old telephone service). The result could be recovery

of mogt or al of the cogts of the one group of services from current customers not receiving that
sarvice and use of the revenues to develop future services. Thus, customers of the telephone
company would be subsdizing future but unnamed services.  OCTA argued that the third

part of the original test is workable and that if the data needed for it is not now available, a zero
can be used in the computation and work can continue to obtain the datain the future. OCTA
comments favorably on the different method of conceptualizing suggested by MCI.

Staff and U SWEST criticize MCI s proposa as not Smple or even
demonstrably workable, particularly, Staff notes, with respect to  group-related costs for
groups of network functiondities involving one or more of the same functiondities (thet is, with
respect to overlgpping groups and the various permutations thereof).  Staff notes that MCl and
its expert have not provided computations to show that the proposed conceptua approach is
workable nor identified any cost studies which have successfully gpplied a group-related test to
alarge tdlephone company s network building blocks and services.

Commission Disposition

The Commission concludes that the changes proposed in the Stipulation should
be adopted. The dimination of the third portion of the test isjudtified by the evidence from Staff
about the great difficulty of developing the information needed to gpply the test. A test which
cannot be applied in practice is of no value, no matter how useful it appearsto bein
theory. Itisthe present test s unworkableness, not mere convenience or preservation of
Saff s snity, asthe opponents assart, that causes us to adopt the new test. The means of
utilizing the existing test suggested by the opponents are abstract and not supported by any red
caculations or actua experience. Staff notesin its testimony, moreover, that this third portion of
the test was developed to ded with issues relating to features and that the test has limited or no
gpplicability to other Stuations. The impact on consumers of dispensing with this portion of the
test will, we conclude, not be significant. The concerns described by OCTA and MCI about
the increased possibility of cross-subsidization are not redigtic. We believe the test as modified
will retain its ability to prevent subsidies and thus protect the public interest.

The Stipulation aso proposes changesin the first part of the test for cross-
aubdgdization: theinsation of thewords ratedement after theword service, and the

13
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insertion of thewords building block beforethewords volume sengtivecosts. The
Commission adopts these changes, with the following understanding. U SWEST or any other
LEC submitting an incrementa cost sudy must define its building blocks a a sufficient leve,
with corresponding cost estimates developed, to alow for verification that each rate e ement
within aservice is no less than its respective incrementa cost. For example, timeof day rate
elements for switching, with one of the rate dements representing an off-peak period, would
probably violate the test if only the average

(i.e., average cost for the entire day) cost of switching was provided.

AT&T and MCI argue that the Commission specificaly reaffirmed the three
part cross-subgdization test in UM 351, Order No. 96-188, at 63. In fact, the Commission
there merely stated that  prices should conform to the test for cross- subsidization adopted by
the Commission in Order No. 93-1118. The proposa now before us was not before usin
that order and our reference to the existing test was obvioudy not intended as a repudiation of
the new proposal. Based on the record in this case, where the issue has been raised and argued
competently by the parties, we adopt the change proposed in the Stipulation.

2. Deaveraging

Paragraph 7 of the Stipulation alows U SWEST to file contract specific or
competitive zone specific cost studies consistent with ORS 759.050 and 759.250. The studies
must be performed cons stent with the models, factors, and methods established in this order.
The intent of the provison isto adlow for cost deaveraging by U SWEST. Staff anticipates that
U SWEST will soon seek to cost either customer specific or zone specific outputs. The
provisonsin the Stipulation are designed to provide a method of dealing with those costs. The
Stipulation notes that only the invesment and usage weightings will changein the revised studies.

Initsfiling in this case, U SWEST submitted a cost study for the basc NAC
which divided its cogts into two zones, 1 and 2. These zones involve a geographic deaveraging
which does not specificaly correspond to competitive zones. Such afiling is nevertheess within
the boundaries of the Stipulation. U SWEST has the discretion to deaverage in any areanot
less than a Commission designated competitive zone, which may be as smdl as one exchange,
and may petition for deaveraging on a basis less than an exchange.

This section provides that if costs are deaveraged from State average vaues, U
SWEST will remove appropriate costs from the studies for the remaining portion of the Sate

14
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and provide, at Staff s request, the resulting restated studies. The Stipulation does not
contemplate that other parties could demand such restated studies in the event Staff did not
make such arequest.

This section dso provides that the test for cross-subsidization will be applied to
deaveraged cogts if the service rates are d so deaveraged and to averaged codts if service rates
are averaged. Thus, the deaveraged costs and deaveraged rates will be compared as will the
averaged costs and averaged rates.

OCTA contends that this provison is unclear and a departure from policies
developed in UM 351. Moreover, according to OCTA, these provisions could force some
ratepayers inthe remaining part of the sate to pay higher rates after deaveraging as aresult of

USWC sresponse to competitiveentry.  For example, if acompetitive zone were
deaveraged and those costs removed, the reca culated costs for the rest of the state might be
higher than before. Thiswould, in OCTA sview, dlow adominant firm to maintain a

monopoly position through Strategic pricing.

U SWEST counters by asserting that OCTA s paogtion isincongstent with
Commission policy. U SWEST citesUM 351 (I1), Order No, 96-188, which, it says,
concluded that cost differences should be reflected in rates because averaged NAC prices do
not reflect underlying costs, send mideading signals to consumers and competitors and leed to
uneconomic consumption of tedecommunications services.  The Stipulation is, accordingto U S
WEST, designed to adlow U SWEST to deaverage costs as contemplated in Order No. 96-
188. U SWEST further asserts that the Stipulation is clear and needs no eucidation as
requested by OCTA.

Commission Disposition

In Order No. 96-188, we noted that the cost differences among NAC types
should be reflected in rates a some point.  (at 62) We aso noted that we were concerned
that NAC deaveraging will produce substantia rate increases for certain customers.  (id) We
therefore decided to retain Statewide average loca exchange rates across dl density and
distance categories. (id) We noted that we had no mgjor objectionsto U SWEST s
deaveraging proposal, which we directed be examined in its rate case.

The Stipulaion is not incongstent with these conclusons. It merdly dlowsU S
WEST to proceed with the process we established in Order No. 96-188. Any proposal by the
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company will, as we noted in the prior order, be examined in the rate case. We adopt the
Sipulation s provison regarding deaveraging.

3. TheCost of Money

In Section @) of Paragraph 13 of the Stipulation, the cost of money to be used in
building block cost studiesis set at 9.98 percent, based upon a cost of equity of 11.75 percent,
adebt cost of 7.1 percent, and a debt ratio of 38 percent. The development of cost of money
for thiscaseis forward looking and differs from the cost of money appropriate in arate case.
All components of the determination are different. In arate case, for example, the cost of debt
isthe company sembedded cost of debt. 1t may include existing debt that has been on the
books for many years. That debt may be quite chegp. In aLRIC study, debt already on the
books isignored and the focus is on forecasts of future cost of debt. Moreover, in arate case,
the actual or pro forma capitd structure is used, whereas aforward-looking or target cost of
capital would be applicable in a cost study.

OCTA, MCI, and AT& T chdlenge the cost of money figure in the Stipulation.

OCTA notesthat in UT 125, the pending U SWEST rate case, Staff has proposed for
Settlement purposes a cost of money figure for U SWEST of 8.66 percent. OCTA counters
Saff sargument that the cost of money figure used in cogt studiesis a different matter from the
cost of money computation used in arate case by asserting that the costs developed in the
present case will indeed be used in UT 125 to help set particular rates. OCTA aso argues
that the debt/equity ratio in the Stipulation-- 38 percent debt/62 percent equity--isnotin
compliance with the UM 351 TSLRIC concept and a forward-1ooking andysswhich
presupposes best efficiencies. OCTA adso clamsthat the debt/equity ratio in the Stipulation
does not take into account U SWEST s reduced cost of equity resulting from the spin-off of its
Media Group with attendant decreased risk.

AT&T argues that the cost of money caculation in the Stipulation is not based
upon an appropriate capital structure and incremental costs of debt and common equity. If the
dipulated figure is used in the pending rate case, pricesin the rate case would be based upon
costs that were produced using amuch higher capital cost.  Thus, accordingto AT&T, the
higher than needed prices could produce a higher return than intended by the Commission.
Essentidly, AT& T argues, acceptance of the stipulated figure dlows U SWEST to makeits
own determination of cost of money instead of having to abide by decisions made by the
Commisson.
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Staff and U SWEST argue that the stipulated cost of money is reasonable and
that the opposing parties have provided no dternative figures. Staff points out that the
caculationsused in Saff srecommendationsin UT 125 are not inconsstent with those used in
the Stipulation: the return on equity in the Stipulation of 11.75 percent is within the range of
10.2 percent to 12.9 percent recommended in UT 125; the cost of debt of 7.1 percent in the
Sipulation is close to the 6.98 percent Staff will testify to in UT 125; and the overdl cost of
money figure of 9.98 percent figure in the Stipulation is within the 8.77 percent to 10.27 percent
range Staff will recommend in UT 125. Of greater Sgnificance, however, isthe fact thet the
cost of money to be used in an LRIC study isforward looking and considers incrementa capita
sructure and costs without primary regard to historica data. U SWEST and Staff also note
that the record indicates that smd| differencesin the cost of money will make only dight
differencesin the cost of some network eements. For example, a change of one-hdf percent in
the cost of money would havean imperceptible impact on the cost of switching and afew
centsimpact on the NAC costs.

Staff notes the following recent history of cost of money caculaionsfor U S
WEST: InUM 351 (1), the participants agreed that a cost of money of 11.5 percent and a
debt ratio of 38 percent would be used in U SWEST cost sudies. The cost of money was to
be adjusted if it changed by 50 basis points or more. In its March 1994 cost estimates, U S
WEST used a cost of money of 10.90 percent. Inits September 1995 cost studies, U S
WEST used a cost of equity of 12.50 percent and an overal cost of money of 10.40 percent.
In the present Stipulation, the cost of equity factor has been reduced to 11.75 percent.

U SWEST reiterates that rate cases utilize the embedded cost of debt while
cost studies use an incremental cost of debt. Rate cases use actud (book vaue) capita
dructure, but cost studies use a market vaue capital structure of atarget mix of debt and equity
financing. U SWEST ds0 assarts that in keegping with the TSLRIC concept, the Stipulation
uses forward-1ooking codts, not ahistorical cost of capitd estimate. U SWEST further argues
that OCTA sdam regarding theimpact of the spin-off of the Media Group isirrdevant
because the pertinent cost of capita isthat of U SWEST Communications and not U SWEST
asawhole.

Commission Disposition
The Commission adopts the cost of money figure set out in the Stipulation. The

evidence in the record, including the testimony of experts, establishesthat it is within the range of
reasonableness for purposes of U SWEST cogt studies, the purpose involved in this case. The
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cost of money to be determined in the pending U SWEST rate case, UT 125, isnot directly
relevant. That figure will partidly determine the company srevenue requirement. Thefigurein
this case will have an impact on rate design. It will not raise U SWEST srevenue
requirement. In any event, the proposasin UT 125 are only proposasand are notin
subgtantia conflict with the figure in the Stipulation. The arguments of the opponents that this
cost of money figure will result in higher prices than would alower cost of money caculation is
not determinative. The question is what the appropriate cost figure is, based on the evidence. If
the codt figure is sound, then the impact on pricesis gppropriate. In this case, the Stipulation is
supported by persuasive evidence. The opponents have not provided any aternative figure
based on evidence.

AT&T sargument that the adoption of the figure in the Stipulation will be an
abdication by the Commission of its decision making authority is not persuasve. The Stipulated
figureissmply aproposa submitted to the Commission, like any other issue presented to us. If
we adopt it, it isour decision. In this case, we do so based upon the record.

4. Economic Depreciation Lives

Paragraph 13 (b) establishesthe prescribed livesor P-Lives of depreciable
assats and the dispersal curvesto beused.  For al but four categories, the depreciation lives
are the same as those prescribed by the Commission in UM 767, the triennia depreciation
review of the depreciation assets of U SWEST. For four technology-driven categories of
fadilities, induding Digitd Circuit Account, Digitd Switching Account, Metalic Cable Accounts,
and Fiber Cable Accounts, the Stipulation sets lives different from those established in UM 767.

The UM 767 depreciation life projections were a composte life gpplicable to dll
vintages of plant. They are based upon averaged embedded plant. The economic livesin the
Stipulation for the four above-noted plant are depreciation projections for new plant installed
under the scorched node assumption. They are intended to reflect forward-1ooking
economic conditions rather than the historical depreciation of embedded plant and equipment.

OCTA opposes the stipulated depreciation treatment. It notes that according
to the evidence the treetment will shorten the life of the assets and thus result in increased costs.
OCTA bdievesthistreatment will atificidly shorten the life of plant usng metdlic cable, namdy
the locd loop. OCTA assarts that the copper wire will, in redity, last until the currently
prescribed lives are up. If the economic life of copper wire is shortened and it becomes
prematurely obsolete, end users will be asked to pick up the additiona costs. U SWEST will
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thereby be free to drive up the costs of the loop to its competitors while usng the increased
cash flow earned from competitors and the company s POTS end-users to develop future
services not yet enjoyed by POTS end users. Thus, U SWEST will be able to engage in
cross-subgdization of competitive services.

AT& T arguesthat U SWEST should use the depreciation treatment
developed in UM 767. The proposed new treatment for some accounts will drive up the cost
of the NAC. Staff, according to AT& T, provided no evidentiary basis for the new depreciation
treatment and merely declared it to be reasonable.  Aswith the cost of money issue, AT& T
asserts that adoption of the stipulated agreement will be an abdication by the Commission of the
decison making process.

Staff and U SWEST argue that the depreciation trestment is consstent with
UM 351 (1), where the participants agreed that economic depreciation rates should be used in
forward-looking cost studies. The four exceptions to the lives prescribed in UM 767 reflect
forward-1ooking economic conditions rather than historical depreciation of embedded plant and
equipment. UM 767, according to the evidence, was a study of the depreciation of embedded
investment, not new investment asin acos study. New investment in some accounts may be
expected to have different life characterigtics than those of embedded investment. The
depreciation livesin the Stipulaion are not arbitrary figures but are the product of andyss by
Staff and U SWEST. They represent U SWEST s best estimate of how long equipment will
be useful. They should be adopted by the Commission for these cost sudies.

Commission Disposition

The proposed depreciation trestment set out in the Stipulation is adopted. The
Commission concludes that it isin kegping with the forward-1ooking methodology appropriatein
cost studies. See Telecommunications Cost Report, Appendix 5, A-18, 19. UM 767, a
docket dedling with depreciation rates for U SWEST, was not intended to determine the
depreciation factors used in cost studies. Information more suited to cost studies should be
developed and used. The four proposals for exceptionsfromthe UM 767 lives presented
in the Stipulation are designed for cost studies and are thus conceptudly appropriate. We
conclude, moreover, that the figures proposed for those four accounts are the product of
andysisand are not arbitrary. The fact that these figures might lead to higher costs, as clamed
by OCTA and AT& T, does not make them ingppropriate. The god isto arrive at sound cost
esimates. Thefact that a particular cost estimate is higher than it would be under some
dternative theory does not make it incorrect. We conclude that these lives are proper and
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should be adopted.

5. Display and Mapping

Paragraph 13, sections ¢, d, and e, set out agreements relating to display and
mapping of various categories of cods.

Section ¢) describes agreements relating to display of costs. Subsections 1 and
2 define the categories of costs which comprise TSLRIC: building block volume sengtive,
building block volume insengtive, service specific volume sengtive, and service specific volume
insengtive. Service specific costs are defined as costiswhich  can be uniqudly identified with a
sarvice or array of related services.  Service specific costs do not include costs dlocated to
large groups of unrelated services.

Subsections 2) and 3) of Section ¢) acknowledge that not al costs are
cdculated in the TSLRIC configuration. These additiona costs include group related volume
insenditive and common costs and costs alocated to large groups of unrelated services.
Subsection 5) notes that the Stipulation uses the definition of TSLRIC found in UM 351.
Subsection 6) incorporates an example of the mapping described in the section.

Section d) sets out specific agreements regarding placement and calculation of
eight cost categories: product management, administrative expenses, business fees, advertisng,
sdes expense, sdes compensation, billing and collection, and maintenance. Thisnew

mapping of company expensesis the result of the need to identify and caculate service
gpecific cogts for incluson in TSLRIC determinations. The specific agreements set out how U S
WEST scurrent cost factors will be applied to the particular  cdls  of an exhibit to the
Stipulation providing for computation of the various categories of cost.  Advertising, for
example, is currently viewed as acommon expense.  The Stipulation notes, however, that some
advertisng expenses, such as product specific advertisng expenses, could be service specific.
Advertisng cogts which are directly related to the sale of a service may be viewed as service
gpecific cogs. On the other hand, advertising that urged customers to remain with U SWEST
during the  telecommunications revolution would probably not be service specific.

Section €) is an agreement that certain particularly complex issues relating to
classfication of costs need study beyond the time available for this proceeding. U SWEST
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agreesto begin working toward a solution agreegble to parties on theseissues. Theissues
involved are adminigrative expense, portions of which may be service specific and not group
related; maintenance expense; non-recurring codts, and essy versus difficult placement of
fecilitiesissues. On the latter issue, a compromise was reached for this proceeding (see
Paragraph 14 below), but the parties agree in this section to study the matter further.

Section f) establishes atime frame for further revison of costs based on the
results of the review of complex issues described in Section €). It requiresU SWEST to file
updates and revisonsfor al building block costs no later than 12 months after the ratesin UT
125 go into effect. The revisons may aso include matters other than the specific issues set out
in Section €). Examples of eventudities which might necessitate such changes are FCC
preemption or adoption of aU SWEST proposa that land and buildings be included as a
building block cost. The Section dso dlowsU SWEST to petition the Commission for a
walver of the requirementsin the Section  should conditions warrant it.

Staff and U SWEST bdieve that these agreements and accompanying
exhibits will darify and facilitate the caculation of the pertinent categories of costs. They dso
resolve issues of terminology. The display includes new columns and rows for service-pecific
costs, shared costs, and common costs. The terminology is based on the terminology adopted
by the Commissionin UM 351 (1), rather than that proposed in this proceeding by U SWEST.

OCTA assarts that the display would define product management, saes
expenses, saes compensation, billing and collection and certain business fees as service specific
cogsto beincluded in the TSLRIC cdculation for services. Such trestment would turn the
study into an embedded cost study, rather than a TSLRIC study, according to OCTA. Staff
points out, however, that the Stipulation does not specify that these costs are service specific or
common cogts but leaves that to be determined by analysis prior to actud caculation of cost
estimates.

Commission Disposition

The Commission concludes that the mapping and display and related provisions
discussed above are appropriate and shoud be adopted. They provide for consstency in
terminology. They dso provide good guiddines on the gpplication of cost factors in categories
of cods. They contain provisons which will dlow for or require additiona study and andys's of
many specific issues. They are agood step in the development of sound methods of calculation
of costs. No good reason for rejecting these provisions has been provided.
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6. Placement of Facilities

Paragraph 14 of the Stipulation relates to the cost of placement of facilities.
Placement cogts involve labor, machinery, equipment, poles, conduits, and superstructure used
in the deployment of telecommunications services. This paragraph sets out a change from the
conclusons on that issue arrived at in UM 351. In that case, Staff and U SWEST made
assumptions that, from a cost perspective, alarge proportion of placement iseasy. They
arrived at an assumption of 80 percent easy and 20 percent difficult.  In the present
Sipulation, Staff and U SWEST arrived a arelaive weighting placement assumption of 65
percent difficult and 35 percent easy placement. The Stipulation recognizes that the 65/35 split
may not be a perfect solution and that matters such as the proper mix of technologies may
change the proportions. The parties thus agree in the Stipulation to study the matter further to
attempt to arrive at a permanent solution (see Paragraph 13 e-4 above).

This paragraph of the Stipulation also recognizes that the cost of placement is
different according to where the placement occurs. The greatest impact will be in Stuations
invalving trenching-type placement, Distribution Groups 2, 3 and 4. On the other hand, in NAC
Didtribution Group 1, which is primarily urban high-rise placement, the cost of placement
assumptions do not change subgtantialy regardiess of theratio. Digtribution Group 5, which
involves plowing, isaso affected less than the groups requiring trenching.

AT&T,OCTA, and MCI dl criticize the agreement regarding placement.
They note that it is a dramatic change from the 80 percent easy/20 percent difficult assumption
arived at in UM 351. They notethat it isexplicitly the product of a compromise between Staff
and U SWEST and, they argue, is not supported by the record in the case. They present
several specific criticisms. Fird, they clam that the assumption does not take into account the
cost savings that would actualy be redlized through a sharing by various utilities of the cost of
placement. That is, under the scorched node concept applied in UM 351, the location of
exiging wire centers and facilities between them are retained with investments in equipment to
reflect the least cost dternative. Thus, dl utilitieswould be  scorched  and would be sharing
replacement expenses, thereby reducing the cogt to the telephone utility. They aso criticize the
dipulated figure for not taking into account possible cost savings from technological advances,
such asthe fiber ring placement in an urban setting. They dso criticize the agreement for
ignoring economies of scale and for ignoring the provisons of the 1996 Teecommunications
Act, which requires U SWEST to make its conduits, poles, and rights-of-way available to new
entrants. That requirement would reduce any need to ingtal red didribution plant  under
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difficult placement assumptions.

According to the opponents, the adoption of the assumption relating to
placement will embed unsubgtartiated costs into the TSLRIC for the network and dramaticaly
increase the cost of basic NAC. AT&T dates that this change in assumptions will push the cost
of the basic NAC 40 percent abovethiscost in UM 351. AT&T further asserts that the basic
NAC cog for Portland has more than doubled since July 1993, and that the change in
placement assumptions aone accounts for dmost haf of that increase.

Staff and U SWEST acknowledge that the 65 percent difficult/35 percent

essy assumption in the Stipulation is partly amaiter of compromise. The origina proposa by U
SWEST wasfor aratio of 82 percent difficult and 18 percent easy. However, Staff and U S
WEST assert that the stipulated figure is aso the product of actua experience by U SWEST
and review by Staff which indicates that the assumptions made in UM 351 severd years ago
were inaccurate and inconsstent. 1n UM 351, the parties made an assumption that alarge
portion of placement was easy while also agreeing that conceptualy dl costs should be
considered placed as though there are no facilitiesin the ground. U SWEST s experience has
demondrated, however, that a much higher proportion of placement would occur in difficult
conditions and the cogt of placing facilitiesin difficult conditions is more expendve than was
origindly thought. Under the scorched node assumption, placement would often involve such
difficult tasks as breaking asphdt streets, burrowing under sdewalks, and digging through
gardens and lawns, with attendant replacement costs. Alternatively, U SWEST would employ

boring, an expensive procedure, to reduce replacement costs. Staff offered testimony that
the earlier assumptionsin UM 351 were more suited to 1936 than to 1996.

U SWEST notesthat the agreement does, in fact, take into account the sharing
of fadllities It dso argues that the clams by the opponents that current technology was not
consdered isinaccurate. U SWEST argues that the opponents are actudly trying to require it
to take into account  futurigic  types of technology that were rgected in UM 351, rather than
areasonable number of currently available technologies actudly being used by
telecommunications companies. Staff and U SWEST aso note that the intervenors have not
provided support for any figure different from the stipulated figure. They dso emphasize that the
dipulated figure is intended to be an interim number that will be modified following the further
sudy cdled for in the Stipulation.

Commission Disposition
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The Commission accepts the figure agreed upon in the Stipulation. The record
indicates that the figure used in UM 351 was not aredidtic figure. According to the record, it
was based on inconsistent assumptions, as Staff notes. It so used amodd that does not
develop different placement costs based on specific Stuations, such as urban and rura
goplications. Cost Report, a Appendix A5-22. 1t was hot the Commission sintentin UM
351 or the intent of the participantsin that case that conclusions drawn therein were immutable.

Although the figure agreed upon in the Stipulation is explicitly the product of acompromisg, it is
a0 based on actual experience by the company. It has been reviewed by Staff and found to
be reasonable. The opponents, while criticizing the compromise figure, have not provided
evidence of what the figure should be. We conclude that the Stipulated figure is a reasonable
figure to proceed with until the results of further sudy become available. Thisissueis sgnificant,
however, and we conclude that it is important that better assumptions be developed quickly.
We direct that the additiona review of thisissue agreed to in the Stipulation occur as soon as
practicable.

7. Growth Spare Capacity and Fill Factors

Paragraphs 15 and 16 treat the issue of the costsof ~ growth spare capacity.
Growth spare capacity is the spare capacity that occurs when forecasted growth in demand
requires that more than one piece of equipment be ingtalled to provide capacity for an
engineering period. The Cost Report definesit as  equd to the difference between the
enginearing maximum (- objectivefill ) of the planned increment of investment to meet
forecasted demand and the current demand ( averagefill ). Vol. 1, a 16. Fll isthe
caculation of percentage of capacity utilized. Averagefill isamost dways less than objective
fill. Thefill factor is used to Spread the capacity cost of investments. Use of averagefill inthe
denominator of the volume-sengtive cost equation will produce a higher cost result.

In UM 351 (1) these growth spare capacity costs were designated as group
related volume-insengitive costs. Cost Report at 42-43. In Paragraph 15 of the Stipulation
they are designated as building block costs that can be ether volume sengtive or volume
insengtive, depending on the application. The Stipulation does not adopt terminology, such as

ready to serve and standby capacity proposed by U SWEST. Paragraph 16
acknowledges that the proper categorization of growth spare capacity as building block volume
sengtive or building block volume insengtiveisamatter  requiring long term resolution.”  Staff
notes that the portion of growth pare not associated with modularity, or lumpiness might
gppropriately be treated as volume sengitive.
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Paragraph 15 aso states that in accord with the trestment set outin -~ UM
351 (1), building block volume-sengtive cogs will remain afunction of objectivefill (engineering
cgpacity) and building block volume-insengtive costs will remain afunction of the difference
between objective fill and averagefill (forecasted demand). UM 351 (1) fill factors and thefill
factors in the case will be, with minor exceptions, identica. The method of calculation does not
change.

In Paragraph 16, the parties agree to the use of feeder fill factors as a surrogate
for digtribution and drop fill when U SWEST performs cogt studies pursuant to the Stipulation.
The feeder fill factors used in UM 351 (1) will thus be used for this purpose. They note aso theat
they were unable to determine any objective fill factor for distribution and feeder facilities.

Paragraph 16 dso provides that volume-insengtive costs for feeder and
digtribution will be included in the NAC building block cogts (as building block volume-
insengtive costs). The NACsintended are DSO or basic NACs or their equivaents, such as
ISDN NACs, and not jumper NACs, DS1 or DS3 NACs. The Stipulation notes that this
treatment is a change from UM 351, in which feeder volume-insengitive costs were treated as
group related while distribution was treated as building block specific.

AT&T,MCI,and OCTA dl object to the Stipulation s proposed treatment
of growth spare capacity and fill factors. They point out that it is a departure from the trestment
established in UM 351. In Phasel of that case, the cost of spare capacity was treated as a
group-reated volume-insenstive cogt not to beincluded in TSLRIC. In the Stipulation, these
costs are to beincluded in the cost of building blocks to the extent that the growth spareis
building block specific and thusincluded in TSLRIC. Moreover, the Stipulation adso provides
that volume-insengtive costs for feeder and distribution will be included in the NAC building
block. Thisisachangefrom UM 351, in which feeder costs were treated as group-related
volume-insengtive costs. They aso point out that in UM 351, objectivefill factors, and not
averagefill, were to be used to caculate the cost of spare capacity. The Stipulation, however,
dlows U SWEST to use actud fill factors to determine the amount of building block volume-
insengtive cost associated with spare capacity in the NAC, thus potentialy producing a higher
cost estimate.

The opponents argue that these changes are unjustified and will lead to dramatic
increases in NAC costs with attendant adverse impacts on the development of true competition.
MCI argues, for example, that there is no evidence that spare capacity is volume senditive. It
argues that analyses presented by U SWEST purporting to show adirect relationship between
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increased volume and increased cost for spare capacity are flawed and show no more than a
moderate correlation explainable by more likely factors. Thus, MCI clams, no causation
between volume and spare capacity costswasfound. AT& T argues that there is no basis for
identifying spare capacity codts as being caused by a particular NAC. It points out thet spare
capacity can be used to provide future high-capacity NACs, basic NACs used to provide
switched services, and perhaps other future services. Thus, accordingto AT&T, the
Stipulation s effect of attributing al spare capacity to the basc NAC iswrong. OCTA,
amilarly, arguesthat if afacility can be used to provide more than one function, the spare
cgpacity associated with the facility is, by definition, a group related volume-insengtive cos.
OCTA takesthe pogition that a TSLRIC mode requires the assumption that the network is
efficient and therefore the appropriate Size. Additiond spare capacity, other than smal amounts
needed for adminigirative and maintenance, should not beincluded in TSLRIC.

These agreements in the Stipulation, are, according to the opponents, the
product of a mere compromise that will not benefit consumers. The proposed trestment of
growth spare capacity will, they argue, dlow U SWEST to engage in strategic pricing which
will negatively impact competition. AT& T suggests that under the test for cross-subgidization,
U SWEST will be able to raise the price of the basic NAC or unbundled loop above the
TSLRIC. On the other hand, if U SWEST wants to compete with a provider, particularly a
facilities based provider, it would be able to charge the customer amuch lower price covering
just the volume-senditive cogts. According to AT& T, the Stipulation thus nullifies agreementsin
UM 351 which prevented such manipulation. MCI agrees that the Stipulation will giveU S
WEST grest flexibility to set prices to disadvantage competitors. U SWEST would end up
with high total costs leading to higher prices which would disadvantage entering competitors
who might want to resell or buy unbundled loops. 1t could aso, however, lower prices when
doing so would give it a competitive advantage.

U SWEST and Staff acknowledge that the treatment of growth spare capacity
is adeparture from UM 351. They note, however, that UM 351 was not intended to present
the finad word by the Commission on every issue rdating to costs. Staff notes, for example,
that the Cost Report acknowledged that service specific costs have not been identified and that
there will be aneed to update building block cost data. Cost Report at 43. Staff points out
that AT&T sexpert witness acknowledged that the matter of growth spare capacity needsto
be examined to see how it fits into the total costing picture.

Specifically, U SWEST and Staff argue that the company presented credible
evidence of adirect relationship between increased volume of working loops and increased
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costs for spare capacity. The company s witness described relevant sudies asfollows:

Studies were made of standby capacity [growth spare] in the
primary facilities group, namely outside plant feeder and didtribution,
inter-office trangport, and switching. In al cases, the amount of
standby capacity was proportiond to the amount of these facilitiesin
use. Thisisthe criteriafor volume sengtivity of costs. If the amount
of standby capacity had been found to be constant, without regard to
the amount of these facilitiesin use, then it would have been
gopropriate to classfy them as volume insengtive.

Didribution plantisingdled in  chunks, either in digtribution
aress or buildings. Sufficient inventory of digtribution plant is
provided for qudity and timely service based on a planning horizon.
The amount of standby capacity ingtaled is afunction of the number
of dwdling units anticipated in the service area. More units implies
more standby capacity. A datistical study was made of al feeder
loopsin U SWEST. Thisstudy was provided as aresponseto MCl
First Set of Data Requests, Request #1, incorporated here by
reference. The result of this study was that stlandby capacity wasin
direct proportion to the number of working loops. Thisisa
requirement for standby capacity to be volume sendtive.

Similar to digribution plant, digita switchesand SONET
based transport facilities are deployed in chunks of capacity. The
amount of standby capacity available in these chunks of capacity is
generdly determined by the anticipated growth rate of the services
using these facilities. If twice the capacity is needed, twice the
standby capacity is needed. Again, the standby capacity is directly
linked to the working capacity and the standby capacity isvolume
sengtive,

Staff and U SWEST argue that factua information that has been devel oped
since the Cost Report requires a change in the assumptions made in the Report. Staff and U S
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WEST assert that the Stipulation provisions are a reasonable compromise on thisissue,
paticularly, as Staff pointsout, when consdered in light of the other termsagreedtoby U S
WEST inthe Stipulation. Staff also notes that the change is appropriate because cogtsin this
case are not determined by class of service, such as business service or resdentia service, but
by functiond building blocks. It isthus proper to treet the building block as having building
block volume-insenstive codts.

Commission Disposition

The Commission adopts the treetment of growth spare capacity contained in the
Stipulation. The fact that it is a departure from the policies set out in UM 351 is not fata. Our
decisonsin that case contemplated changes as necessary and anticipated that issues would be
updated and reviewed, specifically some of the issues reating to growth spare capacity. Cost
Report a 43 and Appendix at A5-24. Nor doesthe fact that the find agreement was the
product of a compromise make it unacceptable, provided the agreement is based on sound
evidence and analyss. Here, the evidence provided by U SWEST and reviewed by Staff,
including the studies discussed above, establishes that the changes set out in this portion of the
Stipulation are gppropriate. The opponents  attempts to discredit this evidence are not
persuasive. Thefact that the agreement in the Stipulation may result in increased costs for the
NAC isnot determinative. What we are trying to arrive at are, of course, appropriate costs
based on redity. We conclude that the agreement set out in the Stipulation is an appropriate
resolution based on the record in the case and we adopt it.

8. Flat Rate I nterconnection
OCTA objectsto the Stipulation because it does not provide a basis for
appropriate flat-rate interconnection costs. It argues that for competitors to make inroads,

they must be able to purchase abasic input on aflat rate rather thana minutesof use basis.

Staff responds that the matter raised by OCTA isapricing matter outside the
scope of UM 773. Staff aso notes that OCTA did not provide evidence that interconnection
cods arefixed or volume insengtive.

Commission Disposition

The Commission concludes that issue of flat-rate interconnection is outside the

scope of UM 773 and will not be considered in this order.
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General Criticisms of the Stipulation
1. The Stipulation Abandons UM 351 Principles.

The opponents of the Stipulation note that the Staff and affected members of the
industry and other interested parties |abored for yearsin UM 351 to develop principles
gpplicable to the development of costs and prices in telecommunications. Of particular
importance, according to the parties, were the agreements reached by dl the participantsin that
proceeding and, specificdly, theseven cost principles set out in the 1993
Telecommunications Cost Report (Cost Report). In Order Nos. 93-1118and ~ 94-1056,
the Commission adopted the cost principles and directed their implementation.

The parties opposing the Stipulation assert that the Stipulation abandons or
changes severd of the important principles set out in UM 351. They note that Staff
acknowledges that new cost models have been added, the test for cross-subsidization has been
changed, some depreciation studies have changed, the treatment of certain cost factors has
changed, and the treatment of growth spare capacity has changed. The opponents assert that
these are fundamental changes which are unjustified by the record in this case or by policy
consderations. The parties argue that Order No. 96-188, the Commission srecent UM 351
order relating to pricing, reaffirms the earlier principles and, moreover, contains language which
may directly support the criticism of the parties opposing the Stipulation. The parties note that
UM 351 orders are the product of balancing and consensus among the interests of various
parties in the tedlecommunications indusiry. They assert that the present case and the Stipulation
do not provide areason for revoking the Commission sdirectivesin UM 351.

Commission Disposition

The Commission is aware of the need for some degree of continuity with
respect to certain policy consderations. That is particularly true when our policy isthe product
of alengthy and fully developed examination of important issues, as was the process thet led up
to the development of cost policy in UM 351. We bdieve, however, that the Stipulation is by
no means a departure from the principles we developed in that case, as the opponents argue. It
adheres to the seven basic cost principles and to many of the specific policy determinations we
made in that case. It isthus not an abandonment of the consensus that was so strenuoudy and
carefully worked out in that case.
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The fact that there are some sgnificant departures from specific UM 351
methodology is not initsdf troubling to the Commission. The question is whether the changes
are gppropriate. It isquite clear, as Staff and U SWEST point out, that it has been anticipated
al dong that the development of cost estimates for telecommunications services and building
blocksisan evolutionary process. Order No. 93-1118 Attachment at 4-5; Order No. 94-
1056 at 1-2 and Appendix a 4; Teecommunications Building Blocks Cost Report, Val. |, a
43 and Vol. Il, Appendix 5, a A5-6, A5-16 to A5-31. Thisorder has analyzed the specific
departures from UM 351 noted by the opponents. We have concluded that the changesin
policy sat out in the Stipulation are appropriate and will lead to an improvement in our attempts
to develop good cost estimates for telecommunications services and building blocks. This order
issmply astep in the continuing process and the fact that it departs from prior ordersis not
fatd.

2. Thelmpact of the Stipulation is Uncertain.

The opposing parties note that the Stipulation does not contain or refer to the
specific costs which will result from its adoption. The Stipulation is designed to establish certain
principles which, if adopted by the Commission, will be used by U SWEST to recast its cost
dudies. Theserecast cost studies will then be submitted to Staff for review and audit, and then,
finaly, to the Commission for approva. In other words, according to the opponents, the
Commission is being asked to accept and approve a Stipulation whose ultimate impact is
unknown. Witnesses for both Staff and U SWEST tedtified that they have not recomputed the
costs based upon the agreement set out in the Stipulation and do not know what those costs will
be. The best estimate Staff could offer was that the cost figures would be less than the 85
percent increase proposed by U SWEST in April 1996 during the settlement negotiationsin
this proceeding but that the cost of unbundled loops would increase Sgnificantly. The magnitude
of the change will not be known until U SWEST prepares cost estimates. This absence of
specific informetion on the impact of the Stipulation means, according to the opponents, that the
Commission cannot tell whether the codts it is being asked to approve in the Stipulation will be
gopropriate or will lead ultimatdly to the establishment of  just and reasongble  rates.

Commission Disposition
The opponents of the Stipulation are correct that we do not know at this point
the specific cogs that will result from adoption of the Stipulation. However, the question before

usiswhether the method set out in the Stipulation, or in UM 351 and other cases and affirmed
inthis case, are sound. If they are the best way available to make good estimates of costs, then
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they are the policies we should follow. If they are appropriate, the costs they will lead to, and
ultimately the prices, will be just and reasonable. Clearly, the Commission cannot reverse the
process, as the opponents would seem to suggest. We cannot compute the costs that we might
like for some reason and then design a policy schemeto arrive at those costs. To the extent
possible, the cost estimates we are developing are to reflect actua cogts. To achieve that god,
we need to arrive at reasonable principles and methods and then determine the consequences of
those principles and methods. As we have noted in this order, we have concluded that the
principles set out in the Stipulation, when gpplied dong with our other orders relating to cost
policies, are a practica means of degling with this case. We note that, in any event, the
Stipulation requires that the cost results that come from this case be submitted to Staff for
review and possible audit and to us for fina approval.

3. Negative Impact on Costs and Competition.

The opposing parties assart thet the Stipulation will significantly impede the
introduction and development of competition in the telecommunications industry in Oregon. The
opponents offered expert testimony suggesting that the costs of the NAC would be raised
ubgtantidly by the provisons of the Stipulation. The Stipulation would, in the view of the
opponents, allow U SWEST and other LECs to engage in strategic pricing to keep opponents
out of thefidd. OCTA dams, for example, that the flaws in the Stipulation and deviations
from UM 351 policy would lead to  fasdly inflated cogts for regulated monopoly services and
deflated costs for competitive services. 1t would therefore defeat competition before it has

begun.
Commission Disposition

It is understandable that the opponents of the Stipulation are concerned about
the impact of the Stipulation on costs and ultimately on prices. Aswe noted above, the purpose
of this proceeding and others relating to cogtsis to arrive at the best estimates of actua cods.
Policies which lead to the best estimates are appropriate, whether they lead to higher or lower
cogis than a particular eement of the industry would prefer. Adopting procedures that would
lead to unredidticaly low cogsis not any better policy than one that would lead to unredigticaly
high costs. Aswe have noted, we conclude that the Stipulation is a good step toward the
development of accurate cost estimates. The cost estimates that result from it are not inflated
but are the best estimates at this time of actual costs.

4. The Stipulation givestoo much discretion to U SWEST.
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The parties note that the Stipulation contains severd provisions which gppear to
dlow for changesinitsterms or in its effects. The parties suggest that this  carte blanche
freedom given to U SWEST, in Paragraphs 4, 5, and 6, for example, would dlow U SWEST
to make any changesit wants. The parties argue thisis a dangerous latitude and that the
Commisson shoud, at the least, permit other parties to participate in the review of cost studies
filed in conformance to the Stipulation or in any proceedings relating to additiona changes
requested by the company.

Commission Disposition

We conclude that the Stipulation does not alow too much latitude or discretion
to U SWEST. The various portions of the Stipulation that alow the company to request
changes are an attempt to take account of the genera evolutionary nature of the process, aswe
have noted above, and of other changes that might necessitate modifications, such asthe 1996
Federal Telecommunications Act, or other changes in the generd industry environment. Even
without these provisonsin the Stipulation, U S WEST would have aright to request changes.
In other words, the Stipulation does not provide for anything our rules and applicable Satutes
do not dready dlow. The Stipulation merdly spdlls out some Stuationsin which modifications
might be more likely to occur.

Moreover, the Stipulation does not dlow U SWEST to make unilatera
modifications. Anything the company might propose would be subject to review by Staff and
condderation by the Commission. Additiondly, as Staff notes, other parties may participate in
processes or proceedings that may result from requests for change.

5. The Stipulation isa compromise.

The opposing parties argue that many provisonsin the Stipulation are smply
the result of an effort to compromise and are not supported by good evidence in the record.
The parties argue specificaly that the provisons rdating to placement of facilities, depreciation
lives, and the treatment of growth spare capacity are supported in Staff shriefsonly by
datementsthat they are appropriate or reasonable. The parties argue that agreements
based smply on compromise are not supported by substantial evidence and should be rgjected
by the Commission.

Commission Disposition
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We disagree with the opponents  daimsthat some provisonsin the Stipulaion
are not supported by evidence in the record. Thereisevidencein therecord on dl issues. In
some instances the opponentsignore that evidence. In others, they disagree withiit. Itisther
right, of course, to argue that we should not credit some evidence or should choose their
evidence over that presented by U SWEST and Staff. We have reviewed the record,
however, and we conclude, as we have described above, that the Stipulation s provisons are
supported by convincing evidence in the record.

Moreover, we would note that the fact that some portions of the Stipulation are
the product of compromise does not mean they are flawed, provided that there is some basis
for them. The resolutionsto the issuesin thistype of case arerardly definitive. Thereisdways
arange of reasonableness. If agreed-upon resolutions to issues fal within that range, we will
adopt them. In this case, as we have noted throughout, we conclude that the provisonsin the
Stipulation are sound and reasonabl e resolutions to the complex issues. We conclude that the
Stipulation is agood resolution of the issues and isin the public interest.

Relief Requested by the Opponents of the Stipulation

AT&T and MCI ask that the Commission reject the Stipulation in its entirety.
In the dternative, they urge the Commission to reject the following portions of the Stipulation:

1. Paragraph 15 and 16 relating to growth spare capacity.

2. Paragraph 14 relaing to cogts of placement of facilities.

3. Paragraph 13 (a) and (b) relating to depreciation factors and cost of money.
4. Paragraph 12 relating to the new test for cross-subsidization.

In place of these chalenged provisons, AT& T and MCl ask that the
Commission order U SWEST to refile its cost studies usng UM 351 trestment of spare
capacity and placement and the Commission agpproved factors for cost of money and
depreciation and the Commission gpproved cross-subsdization test. They dso ask that, in any
event, the Commission order that al parties be afforded the opportunity to participate
meaningfully in the development of the methodology and input aswell asin the review of any
new cogt studiesby U SWEST.
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OCTA askstha the Commission do the following:

1. Order U SWEST to file new cost studies based on the Stipulation so that
the Commission can see the impact of the Stipulation before deciding to adopt or reject it.

2. Order U SWEST to file a summary document which quantifies and
compares the costs from past UM 351 studies with the new UM 773 costs computed in
conformance with 1 above.

3. Provide al parties with an opportunity to review and comment on the
product of 1 and 2 above.

4. |Issue an order after the process set out in 1, 2, and 3 above which decides
about the Stipulation  based upon real numbers  and which clarifies how UM 773 codts
will beused in UT 125.

CONCLUSIONS

The Commission has examined the Stipulation and the specific and generd
arguments for and againgt it. We have adso considered the recommendations by the opposing
parties as to how we should treat the Stipulation. Aswe have discussed throughout this order,
we conclude that the provisions of the Stipulation will lead to the development of sound cost
estimates. We conclude that the Stipulation isin the public interest and should be adopted in its
entirety.

We note that the 1996 Telecommunications Act may have implications for the

policies we have adopted in this order. We direct that cost and rate issues relating to the Act
and the FCC rules adopted pursuant to the Act be addressed in UT 125.

ORDER
IT ISORDERED that:

1. The Stipulation attached as Appendix B to this order is adopted.
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2. The new cogt sudiesby U SWEST required in the Stipulation shdl befiled
with the Commission no later than six weeks after this Order isissued.

3. Codt and rate issues relating to the 1996 Telecommunications Act and FCC
rules adopted pursuant to the Act shal be addressed in UT 125.

Made, entered, and effective

Roger Hamilton Ron Eachus
Chairman Commissioner
Joan H. Smith

Commissoner

A party may request rehearing or reconsideration of this order pursuant to ORS 756.561. A
request for rehearing or reconsderation must be filed with the Commission within 60 days

of the date of service of thisorder. The request must comply with the requirementsin OAR
860-014-0095. A copy of any such request must also be served on each party to the

proceeding as provided by OAR 860-013-0070(2). A party may appeal this order to a court
pursuant to ORS 756.580.
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