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Due to rapid mchnological change, the do-
mestic common carrier telecommunications
industry is in transition from a hnghly ‘monop-
olized structure to a more competitive one.
Reacting to this technological change, the Fed-
eral Communications Commission, supported
by the courts, has issued a series of decisions
allowing competition. This, however, has cre-
ated a need for the Commission to expand its
regulatory approach to assure fair compe-
tition. GAO is making recommendations to
the Congress and the Commission to

-amend the Communications Act of
1934 to clarify and refine the methods i
for regufating domestic telecommunica- |
tions common carriers and ,

~provide a framework for improving the - D I l( :
Commission’s regulatory program.
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COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON D C. 20548

\To the President of the Senate and the
peaker of the House of Representatives

This report assesses the Federal Communications Commission's
program for requlating domestic telecommunications common carriers.
The report makes several recommendations to the Congress and the
Commission for improving the requlatory framework provided by
the Communications Act of 1934. = .

The Commission, supported by the courts, has issued a series
of decisions which have allowed competition into the manufacture
of telecommunications terminal equipment and into the interstate
provision of telecommunications services. The question now cen-
ters on how to nurture competition during the transition from a
hignly concentrated industry structure to a less concentrated and
more diversified, competitive structure made possible by new
technologies. GAO conducted this review to evaluate the Commis-
sion's program for regulating domestic telecommunications common
carriers in light of the changing industry structure.

GAO requested that the Commission provide us agency comments
on this report. The Commission did not provide us official agency
comments; however, we were provided a brief staff commentary on
technical issues raised in the report.

We are sending copies of this report to the Director, Office
of Management and Budget, and the Chairman, Federal Communications
Commission.
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COMPTROLLER GENERAL'S LEGISLATIVE AND REGULATORY
REPORT TO THE CONGRESS ACTIONS NEEDED TO DEAL WITH A
\ CHANGING DOMESTIC TELECOMMUNI-
\ CATIONS INDUSTRY
\
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Rapid technological change has broken down the

natural monopoly characteristics of the tele-
communications industry and paved the way for a
more competitive industry structure. One contrib-
utor to this change has been the development of
alternative transmission technologies—-point-to-
point microwave, satellites, and coaxial cable--
to the traditional technology of paired wires.

The size of the market for telecommunications
has also grown--reflecting the convergence of
data processing and telecommunications—~-further
dismantling the natural monopoly characteristics
of the industry. New equipment has been devel-
oped to provide new services such as digital
networks to meet computers' specialized data
transmission needs.

Reacting to this technological change, the Fed-
eral Communications Commission, supported by the
courts, has over the past 20 years issued a
number of decisions allowing competition into the
manufacture of telecommunications terminal equip-
ment and into the interstate provision of tele-
communications services, which have altered the
structure of the telecommunications industry. *f -
While the established firms still exist and con
tinue to dominate the industry, they are compe-
ting with new, small carriers in many markets.

In other markets, however, the established domi-
nant firms still operate as de facto monopolists.

Where a firm operates in two markets——one e \
monopolized and one populated by new competitive ]
entrants——it has an incentive to cross-subsidize
the competitive markets by undercharging for
services in the competitive markets and over-
charging for services in the captive monopoly
markets. This has created a need for the Com-
mission to expand its requlatory approach beyond
its traditional concern of potential abuse by
carriers of their monopoly power to include en-
suring fair competition between the established
carriers offering monopoly and competitive
services and new carriers offering only com-
petitive services. 1
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GAO conducted this review to comprehensively
evaluate the Commission's program for regulating
domestic telecommunications common carriers in
light of the changing industry structure. The
review included assessments of both the methods
the Commission uses to carry out a system of
price/earnings regulation for monopoly carriers
and the actions it is taking to prevent anticom-
petitive behavior by dominant carriers against new
entrants. GAO has included a considerable amount
of factual and analytical data in this report
because of the complexity and interrelated nature
of the issues confronting the Commission and the
Congress.

THE DEVELOPMENT OF COMPETITION

IN DOMESTIC COMMON CARRIER
TELECOMMUNICATIONS

The evolution of the domestic telecommunications
common carrier industry from a highly monopolized
structure to a competitive structure is not com-
plete. GAO recommends that the Commission (having
set the industry on the road to a more competitive
structure) establish within its Common Carrier
Bureau an industry analysis section to monitor
industry structure. Through its monitoring activ-
ities, the section would provide a basis for
determining which carriers are dominant and which
are nondominant so that the appropriate regulatory
programs and policies can be applied to these car-
riers. It would also enable the Commission to
measure its effectiveness in encouraging competi-
tion. (See p. 28.)

If it wishes to endorse the trend toward competi-
tion in the telecommunications industry, the Con-
gress should amend title I of the Communications
Act of 1934 to direct the Commission to rely on
competition and the private sector to the maximum
extent possible to achieve the overall goals of
the act. (See p. 27.)

To promote more efficient use of the Commission's
resources, GAO recommends that the Congress amend
the act to allow the Commission to exempt carriers
from any or all provisions of title II, who because
of their lack of market power do not require the
full range of regulations. The Commission could
then focus its resources on improving the regula-
tion of those carriers whose market dominance
requires continued regulation. (See p. 27.)
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IMPROVING FCC's APPLICATION
OF PRICE/EARNINGS REGULATION

The Commission has used a system of price/
earnings requlation which relies on rate of
return/rate base regulation to govern prices
charged by carriers. To implement such a pro-
gram, the Commission must establish and monitor
rates of return, review the reasonableness of
investments and expenses, and approve individual
rates for carriers' services. The Commission
has, however, focused on establishing carriers’
rates of return and paid little attention to
carrier investment cost and expenses.

GAO recognizes that because of the nature and
magnitude of the tasks involved, a system of
price/earnings regulation can never be expected
to fully simulate a competitive outcome. As
workable competition develops, the Commission
can relax its application of price/earnings
regulation. Until a competitive environment
exists, however, GAO recommends that the Com-
mission take a number of actions to strengthen
its application of this regulatory approach.
(See p. 62.)

Uncertainty exists regarding the Commission's
authority to authorize the construction of car-
rier facilities, particularly whether it extends
to carrier switching equipment. To clarify the
Commission's authority and to allow it greater
flexibility in carrying out its responsibilities
for determining the reasonableness of carrier in-
vestment costs, GAO recommends that the Congress
amend the Communications Act to give the Commis-
sion explicit authority to require carriers to sub-
mit for approval plans for the construction of any
facility subject to its jurisdiction and to allow
the Commission to require carriers to file long-
term facilities construction plans. (See p. 63.)

THE 20~-YEAR STRUGGLE WITH COSTING
PRINCIPLES AND METHODOLOGIES

Allocating costs appropriately among various tele-
communications services is a critical aspect in
preventing potential cross-subsidy between monopoly
and competitive services.

The Commission, over the last 20 years, has estab-
lished the broad principle that costs should be
fully distributed among all services. The Commis-
sion has had limited success in developing a
method to implement this principle.
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The Commission initially developed a methodology
whose design was flawed. Efforts to correct it
were unsuccessful. The Commission has recently
adopted an interim costing approach to serve as
a stopgap measure until a long-range solution
can be developed.

To comprehensively address the problem of po-
tential cross—~subsidy, GAO recommends that the
Commission include additional service catego-
ries and improved factors for allocating costs
in its interim costing approach. (See p. 88.)

To develop a long-term costing approach the
Commission needs to revise its Uniform System
of Accounts. Since 1978 the Commission has
been attempting to revise the system but with-
out success. Management problems, identified
in a November 1979 GAO report, have hampered
the effort and remain uncorrected. In addition,
the Commission has not decided on the overall
direction or structure for the system.

GAO recommends that the Commission establish a
group consisting of accountants, engineers, econ-
omists, and attorneys to revise the Uniform System
of Accounts. Also the Commission needs to revise
its Uniform System of Accounts to reflect current
technology and business functions and to appropri-
ately allocate costs by service which can be audi-
ted and reviewed. (See p. 99.)

With the development of competition the Commission
must detect and correct carrier rates which are
too low in addition to rates which are too high.
The Commission, however, has had difficulty in
obtaining from carriers cost data from which it
can prescribe a lawful tariff. A tariff contains
the rates, terms, and conditions for a communi-
cations service. GAO recommends that the Congress
amend the Communications Act to provide the Commis-
sion with the authority to prescribe interim
tariffs based on the cost data which the carrier
has submitted. This authority will provide the
Commission with a tool for dealing with carrier
rates which appear too low. Should the Commission
prescribe higher rates, it may increase the car-
rier's incentive to supply cost data which more
clearly supports rates it would prefer. (See

p. 88.)

USING SEPARATE SUBSIDIARIES
AS A PROCOMPETITIVE TOOL

In its "Computer II Decision" the Commission
embraces a separate subsidiary device as a way

iv
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of preventing the potential cross—-subsidization
between a dominant carrier's competitive opera-
tions in certain equipment and service markets,
and its traditional monopoly offerings. The
effectiveness of the separate subsidiary
approach; however, depends primarily on the
nature and stringency of the conditions gov~
erning separation and the quality of regula-
tory oversight,

The separate subsidiary approach proposed by
the Commission does not go far enough in pro-
viding for organizational restructuring and
separation conditions. Further, the Commission
has moved too quickly toward implementing the
separate subsidiary regulatory approach before
many essential costing, accounting, and depre-
ciation problems have been resolved. Further,
the Commission has not undertaken a system—
atic and thorough assessment of what it will
require——in the way of resources, staffing,
and functional organization~-to give the
approach credibility and a realistic chance

of success.

GAO recommends that the Commission strengthen
the conditions governing separation adopted in
the Computer II Decision.

GAO also recommends that the Commission as part
of implementing any deregulation approach based
on the use of separate subsidiaries carry out
those tasks which are necessary to ensure their
efficacy. This includes

-—-resolving the outstanding costing, accounting,
and depreciation issues which must be imple-
mented prior to establishing separate subsi-
diaries;

~-training and organizing a staff to monitor
and enforce compliance with its requirements
and conditions; and

—~—prescribing conditions for capitalization
and financing arrangements for the separate
subsidiaries.

Looking beyond the Computer II Decision, GAO
further recommends the Commission initiate a
proceeding to evaluate the need for structural
separation of a dominant carrier's interex-
change (long distance) and intraexchange
(local) operations. (See p. 135.)




DEPRECIATION RATESETTING
AND ITS IMPLICATIONS IN A
MORE COMPETITIVE ENVIRONMENT

During 1980 and 1981, the Commission made changes
to its methods and practices for setting depreci-
ation rates. These changes, allowing faster cap-
ital recovery, have been largely in response to
the rapid changes in technology and reflect the ]
Commission's overall thrust for a more competitive
environment.

In implementing its changes, however, the Commis—
sion has not resolved questions regarding the
methods and procedures needed to set new depre-~
ciation rates. For example, the proper method
for allocating the depreciation reserve

account to individual plant accounts has.not

been determined and requirements for setting 1
depreciation rates for that part of the depreci-
able plant from the telephone pole to the custo-
mer's premises have not been developed.

Before proceeding to set revised depreciation
rates, GAO recommends the Commission address
these and other questions. Doing so will place
the Commission in a position to avoid accepting
and approving depreciation rates with less than
the rigorous review needed. (See p. 159.)

Commission action is also needed before imple-
menting that part of its Computer II Decision
relating to customer premises equipment--
telephones, computer terminals, and other equip-
ment which may be located at the customer's
premises and attached to the communications
network. The Commission has proposed to deregu-
late as of March 1, 1982, new customer premises
equipment and to continue to regulate existing
customer premises equipment. (See p. 160.)

ENSURING FAIR, NON-
DISCRIMINATORY ACCESS
TO LOCAL EXCHANGES

Since competition was first allowed in interstate
telecommunications services, the Commission has
required that all carriers offering authorized
interstate communications services be allowed
access to local exchange facilities on a non-
discriminatory basis. Such access is virtually
the only means for local distribution of inter-
state telephone services. The Commission and

the courts have, however, continued to identify
access discrimination problems involving both
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the types of access services provided and the
rates charged for such services.

During recent years, the local exchange costs
assigned to interstate services have also grad-
ually increased, giving rise to the allegation
that rates for such services subsidize intrastate
rates. The existence and magnitude of any such
subsidy, however, is unclear.

The Commission is addressing the problem of
access discrimination. Neither the Commis-
sion's past actions nor its present proposals,
however, resolve the following questions.

--What types of interconnection should telephone
companies be required to provide to new car-
riers?

--What rates should be charged to new carriers
for access to local exchanges?

--What are the effects of competition on any
subsidies which may have been provided between
interstate services and intrastate services?

--Can nondiscriminatory access conditions be
assured without major changes in telephone
industry structure and procedures?

GAO recommends that the Congress address

these questions by amending the Communications
Act of 1934 to establish the basic framework

to create nondiscriminatory access conditions.
This includes expanding the Commission's author-
ity to allow it to regulate all long~distance
telecommunications facilities and services.

(See p. 184.)

On June 30, 1981, GAD requested Commission
comments on this report. The Commission did
not provide GAO official agency comments.

The Commission's Chairman did, however, on

July 20, 1981, provide a brief written staff
commentary on the technical issues raised in
the report. The Chairman stated that the com-
ments did not necessarily represent the policy
of the Commission. GAO reviewed the staff com-
mentary and revised technical material as
appropriate. These revisions, however, 4id not
affect GAO's conclusions or recommendations.
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Access charges

Common carrier

Continuing surveillance

Cross subsidy

Docket

Dominant

Economies of scale

Enhanced service

Efficiency

ENFIA

GLOSSARY

Charges to carriers offering inter-
exchange services to cover local
exchange costs associated with the
origination and termination of such
services.

A company, organization, or individual
providing wire or electronic communi-
cations services for hire.

A regulatory process which relies on
continuing informal review rather than
formal rate investigations.

The contribution of profits by one
telecommunications service priced
above its cost made to defer the
cost of another telecommunications
service priced below its cost.

The record of a proceeding which is
assigned a docket number for admin-
istrative control purposes.

Used in relation to a firm in an
industry which controls a significant
portion of total industry output.

The decline in a firm's unit costs
as it increases its scale or plant
size.

A service which involves more than
the pure transmission of information.

The effectiveness with which resources
are allocated to meet consumer demands.
Evaluating the efficiency of a firm's
production process would involve
considerations of input factors as
well as cost, quantity, and quality of
output,

Exchange network facilities for
interstate access. This term par-
ticularly refers to the charges,
terms, and conditions applicable
to the origination and termination
of interstate services offered by
other common carriers.
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Equal life group

Execunet

Fully distributed
cost allocation

Group plan

Industry structure

Institutional

advertising

Intrastate service

Interexchange service

The arrangement of groups of units
by length of life so that units with
a l-year life form one group, those
with 2-year life form another, etc.

A telecommunications service provided
by MCI Telecommunications Corporation
through which a customer can dial

a local MCI Telecommunications Cor-
poration number and be connected to

a telephone in another city served

by the firm.

A method of allocating total costs
among various telecommunications serv-
ices based on the services' historical
cost responsibility.

As applied to depreciation accounting,
a plan under which depreciation charges
are accrued upon the basis of the
original cost of all property included
in each depreciable plant account,
using the average service life thereof
properly weighted, and upon retire~
ment of any depreciable property its
full service value is charged to the
depreciation reserve whether or not
the particular item has attained the
average service life.

The organizational aspects of firms
in a particular market, including
the number and size of the firms
and the presence or absence of bar-
riers to entry.

Advertising which is designed to
enhance a firm's image, as opposed
to advertising designed to promote
a specific product or service or
purely informative advertising.

Service offered within the boundaries
of a State, including both local and
toll service. Such service presently
falls under the jurisdiction of State
regulatory commissions.

Long distance or toll telecommunica-
tions service, as distinguished from
local telephone service. It includes
both intrastate and interstate toll
service.




Interstate service
Joint Board

Jurisdictional
separations
procedures

Life indication

Local exchange service

Marginal cost

Message toll telephone
service

Mortality data

Telecommunications services between

States. Such service presently
falls undér the Federal Communica-
tions Commission's jurisdiction.

A board composed of Federal Communi-
cations Commission and State commis-
sion members, created under Section
410 of the Communications Act of 1934.

The procedures for dividing the cost
of common carrier facilities and
services between interstate and intra-
state jurisdictions.

The average life determined by an
analysis of a band of actual plant
mortality data or by a computed mor-
tality analysis.

Telephone service for single line
business and residence customers
which provides the capability for
originating calls to a defined local
calling area, for receiving incoming
calls, and for access to and from
the toll network.

The rate at which total costs change
as output is varied. It may be
thought of as the difference in total
cost between producing or not pro-
ducing an additional unit of output.
Marginal cost is generally synonymous
with incremental cost.

A long~distance communications
service permitting subscribers to
local exchange service in separate
areas to establish two-way tele-
communications on a message-by-
message basis.

A historical record showing:

-=-The number of plant items or
equivalent units (usually expressed
in dollars) added each calendar
year.

--The number of units retired each
year, and the distribution by years
of placing of such retirements.




Natural monopoly

Net salvage

Network

Price/earnings
regulation

Primary allocation
records

Private line services

Public land mobile
radio service

Rate of return/rate
base regulation

--The net increase or decrease
resulting from purchases, sales,
or adjustments, and the distribu-
tion by years of placing of such
amounts.

--The number that remains in service
at the end of each year, and the
distribution by years of placing
of these survivors.

An industry in which economies of
scale are so pronounced that com-
petition among firms results in
a monopoly by the largest firm.

The salvage value of the property
retired less the cost of removal.

A system where a number of terminal
points are able to access one another
through a series of communications
lines and switching arrangements.

Regulation which aims at (1)
determining a firm's total revenue
requirements, (2) determining
revenue contributions by user group,
and (3) designing rate structures.

Accounts in which data on individual
service revenue and usage is recorded.
This information can be used to allo-
cate common costs among various serv-
ices.

A communications link between two

or more designated points set aside
for a particular customer's exclusive
use during stated time periods.

Mobile radio-telephone services pro-
vided by telephone common carriers and
radio common carriers. These services
include one-way paging and two-way tel-
ephone service interconnected with the
public telephone network.

A method of regulation allowing a
regulated firm to earn revenues

equal to its cost of service, in-
cluding a fair return to stockholders
and bondholders. Such regulation
attempts to prevent firms from re-
ceiving monopoly profits but still
allows them to attract new capital.




Remaining life The future expected service in years
of the survivors at a given age.

Service life The period between the time of in-
stallation of telephone plant and the
time of its retirement.

Service value Original cost of an asset less any
salvage plus the cost of removal.

Settlement procedures The method for dividing revenues
from a long-distance call involving
two or more companies,

Tariff A schedule governing any generally
applicable charge, characteristic,

, regulation, or practice associated

i with a regulated telecommunications

service.

Terminal equipment Any equipment capable of sending
and/or receiving information over a
communications channel.

Theoretical depreciation An estimate of the balance which
reserve should be in the depreciation reserve
‘ at the time of study considering
the distribution by ages of existing

property.

Uniform system of An accounting system prescribed

accounts by the Federal Communications Com-

mission for domestic common carriers.

Vertical integration Combining firms at different stages
of the production process into one
business unit. .

vintage group All of the plant group under study

that was installed in the same
accounting period.

Wide area telephone A system where a telephone user is
service allowed an unrestricted number of
calls in specific areas for one
overall rate.

i
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CHAPTER 1

INTRODUCTION

Technological changes in the domestic common carrier tele-
communications industry have prompted a critical reexamination
of the basic communications policy and regulatory methods con-
tained in the Communications Act of 1934 (47 U.S.C. 151 et seq.),
the enabling legislation of the Federal Communications Commission
(PCC). During the last several Congresses, extensive hearings
have been held and, although none was enacted, legislation was
introduced to amend the Communications Act. At present a bill
(s. 898, 97th Cong., 1lst Sess.) is pending before the Congress
which would set new common carrier communications policy goals
and provide FCC different regulatory tools.

These same technological changes have spurred the growth of
the domestic common carrier industry. In 1979, the over 1,500
carriers in the domestic common carrier industry generated over
$53 billion in service revenues, employed over one million per-
sons, and had a gross investment in plant and equipment of
about $155 billion.

This report contains conclusions and recommendations which
provide a framework from which the Commission can improve its
regulatory program and the Congress, through legislative change,

can clarify the methods for regulating domestic telecommunica-
tions common carriers.

ACHIEVING THE NATION's
ATIONS
POLICY GOALS

Title I of the Communications Act contains this Nation's

policy for common carrier telecommunications. The act created
FCC

"* * * for the purpose of regulating interstate and
foreign commerce in communication by wire and radio
80 as to make available, so far as possible, to all
the people of the United States a rapid, efficient,
Nation~wide, and world-wide wire and radio communica-
tion service with adequate facilities at reasonable
chargesg * * * "

While general in nature this policy statement encompasses several
goals--rapidity, efficiency, universality of service, adequate
facilities, and reasonable charges.

To satisfy these policy goals and the goals of earlier
State regulation a regulated monopolized industry structure
developed, reflecting the traditional belief that the domestic
common carrier telecommunications industry was a "natural
monopoly."”
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A natural monopoly exists when the production of a good or
service is characterized by economies of scale; that is, per
unit production costs decrease as the firm becomes larger.
Consequently, an industry's largest firm has the lowest cost
per unit of output and is the most efficient. This firm is able
to underprice its competitors and drive them out of business;

a monopoly by the largest firm is the "natural” result. A key
attribute of a natural monopoly is that a single firm can supply
the entire market for a good or service more cheaply than any
combination of smaller firms.

To secure the benefits from the natural monopolist's low-
cost production for society, while preventing the monopolist
from exploiting its monopoly position, regulation is imposed.
Unregulated monopolists, for example, may produce too little,
charge prices that are too high when compared to a competitive
situation, engage in discriminatory pricing, and reap monopoly
profits. Regulation, thus, attempts in such circumstances to
establish a means for assuring good performance. To accomplish
this, the regulatory agency may take actions such as limiting
the number of firms which may provide service in a particular
market and placing restrictions on firms' freedom to compete.
In addition, the agency, rather than the marketplace, becomes
responsible for determining price, quality, and conditions of
service.

Title II of the Communications Act sets out FCC's regulatory
structure for dealing with a monopolistic industry structure.
The act requires every common carrier to furnish services upon
reasonable request and at reasonable charges. Consequently, com-
mon carriers must file interstate tariff schedules with FCC, and
the rates and requirements in those schedules are subject to FCC
review and regulation. No carrier may construct or acquire ad-
ditional interstate telecommunications transmission facilities
or curtail or discontinue service over these facilities without
FCC approval. Carrier accounting and depreciation practices are
also subject to Commission regulation. Appendix I highlights the
key sections of titles I and II of the Communications Act per-
taining to domestic common carriers.

The natural monopoly characteristics of an industry, includ-
ing telecommunications, however, are not fixed over time. The
particular economies of scale which determine whether one or many
firms can serve the market at the lowest cost depends on the
technology available at a specific time. A natural monopoly,
therefore, is the best structure for an industry only as long
as the technology which gave rise to the monopoly dominates. For
example, technological changes may allow lowest cost production
to occur at relatively small output levels, thus changing the
optimum industry structure from a natural monopoly to a competi-
tive system. Conversely, technology may change in the other
direction, allowing lowest cost production to occur only in a
monopoly. In either case, preserving an industry structure no
longer warranted by the available technology can impose various
costs on society, such as potentially higher prices.
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The ability to satisfy the entire market is also not fixed
over time. For example, increased demand for a good or service
can enlarge the market beyond the monopolist's economies of scale.

Consequently, the enlarged market can be served by more than one
firm.

Rapid technological change has broken down the natural
monopoly characteristics of the telecommunications industry and
paved the way for a more competitive industry structure. One con-
tributor to this change has been the development of alternative
transmission technologies--point-to-point microwave, satellites,
and coaxial cable-~to the traditional technology of paired wires.

The size of the market for telecommunications has also
grown--reflecting the convergence of data processing and
telecommunications~--further dismantling the natural monopoly
characteristics of the industry. For example, traditionally
telecommunications terminal equipment consisted of essentially
one product--the black dial telephone., As the use of computers
has increased, however, the need arose to establish communications
systems which would facilitate activities between computers. Such
systems require a variety of terminal equipment, much of which has
been made available through advances in computer and electronics
technology. This has also changed the kinds.of services provided,
moving beyond simple voice communications. For example, digital
networks have been established to meet computers' specialized data
transmission needs. Services have developed to allow disparate
computers to communicate.

Reacting to this technological change, FCC, supported by the
courts, over the last 20 years has issued a series of decisions
which have allowed competition into the manufacture of telecom-
munications terminal equipment and into the interstate provision
of telecommunications services.

The primary rationale FCC offered in its decisions to allow
competition in the terminal equipment sector was the consumer's
right to interconnect with the telecommunications system equipment
of his or her own choosing so long as the equipment was not harm-
ful to the network. Natural monopoly issues in terminal equipment
were not raised since FCC recognized that this sector's economies
of scale are not significant.

FCC offered several rationales in its series of decisions
introducing competition in interstate services. Firs:, it rea-
soned that the public would benefit from the dynamic nature of
increased competition. These benefits would include increased
technical innovation, the introduction of new techniques and
services, potentially lower costs, and increased responsiveness
on the part of existing carriers.

In addition, the Commission reasoned that the new common
carriers that were providing these services were not entering a
fixed homogeneous market. As a result, these carriers could be
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expected to satisfy demands which were not being met by existing
carriers and, therefore, expand the size of the aggregate market.
Finally, FCC felt that competition in interstate services was in
the public interest and would further the policy goals of the
Communications Act. ®appendix IV contains a chronology of key
FCC decisions allowing competition.

This series of decisions and the resulting court cases have
altered the structure of the telecommunications industry. While
the established firms still exist and continue to dominate the
industry, they are competing with new, small carriers in many
markets. In other markets, however, the established dominant
firms still operate as de facto monopolists. This has created a
need for FCC to expand i1ts regulatory approach beyond its trad-
itional concern of potential abuse by carriers of their monopoly
power to include ensuring fair competition between the established
carriers offering monopoly and competitive services and new car-

"riers offering only competitive services. 1In particular, a mon-

opolist, even a regulated one, will have a strong incentive to
practice "monopolistic cross-subsidy"” whereby its protected monop-
oly services are charged rates much higher than costs, yielding
high rates of return while existing or potentially competitive
services are charged rates much lower than costs, yielding low or
negative rates of return. FCC has tried to ensure in its regula-
tion that the monopoly services, therefore, do not cross subsidize
the competitive offerings or that monopoly services' consumers do
not bear a portion of the cost of the competitive offerings.

ORGANIZATION OF FCC
COMMON CARRIER ACTIVITIES

FCC is an independent Federal agency headed by seven Commis-
sioners, one of whom serves as Chairman. Commissioners are ap-
pointed by the President and approved by the Senate for terms not
to exceed 7 years. The Commissioners supervise all FCC activi-
ties, delegating responsibilities to staff units, bureaus, and
committees of Commissioners.

In fiscal year 1981 FCC budgeted about $14 million and 322
positions for its common carrier activities. Most FCC work in
this area is carried out by its Common Carrier Bureau whose
functions include

--developing, recommending, and administering common carrier
policies;

--conducting adjudicatory and rulemaking proceedings, in-
cluding rate and service investigations;

--determining the lawfulness of carrier tariffs:;

--acting on applications for service, facility and radio
authorizations;

--reviewing carrier performance;
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--conducting economic research and analysis;

--administering Commission accounting and reporting
requirements;

--conducting compliance and enforcement activities; and

--recommending for FCC prescription annual depreciation
rates for classes of communications plant. -

OBJECTIVES, SCOPE, AND METHODOLOGY

The purpose of this review was to evaluate FCC's program for
regulating domestic telecommunications common carriers. Our
review drew on an earlier report 1/ which set out the three major
issues facing the Congress in the domestic common carrier area.

-~-What domestic common carrier telecommunications policy
goals should the United States pursue?

VU U RIS WP

~-What industry structure should provide common carrier
services?

-~-Can the present methods for regulating the common carrier
industry be improved? t

In particular, we examined FCC's activities in regulating )
the common carrier industry with special attention given to ;
FCC's regulation of the American Telephone and Telegraph Company

(AT&T). We did this for two reasons. First, from our analysis, :
as will be discussed in greater detail in chapter 2, AT&T is a ¢
dominant carrier in the industry. As a result, it possesses mar- §
ket power which might be abused and it could take advantage of i
an incentive to thwart competition by engaging in anticompetitive

practices such as cross-subsidy. Second, reflecting this poten-

tial, FCC over the last 20 years has focused the majority of its

regulatory activities for preventing monopoly abuses and anticom-

petitive practices on AT&T. Consequently, FCC's actions vis-a-vis

AT&T served as the primary, if not the sole, example of its ex-

ecution of its regulatory responsibilities and thus a major focus
of our review. 2/

1/"Developing a Domestic Common Carrier Telecommunications Policy:
What Are The Issues?" (CED-79-18, Jan. 24, 1979).

2/While FCC also regulates international common carriers, our
review did not focus on this aspect of their program because we
had covered this subject in two earlier reviews. See "Respon-
sibilities, Actions, and Coordination of Federal Agencies in
International Telecommunications Services" (CED-77-132, Sept. 29,
1977), and "Greater Coordination and a More Effective Policy

Needed for International Telecommunications Facilities" (CED-78-
87, Mar. 31, 1978).
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In reviewing the Commission's regulatory program, we had two
objectives. Our first objective was to assess the methods FCC
uses in implementing for monopoly common carriers a system of
price/earnings regulation which involves rate of return/rate base
regulation, We examined FCC's activities regarding (1) setting
an allowed rate of return, (2) assessing the reasonableness of
operating expenses, (3) approving additions to the rate base, (4)
approving accounting and depreciation practices, and (5) judging
the reasonableness of individual tariffs (chs. 3, 4, -:d 7). Our !
second objective was to review the reqgulatory problems associated
with introducing competition into domestic telecommunications. We
examined the actions FCC has taken to prevent anticompetitive be- '
havior against new entrants by dominant common carriers. These ‘
actions include (1) creating cost standards to judge the reason- ‘
ableness of rates and to prevent cross-subsidy (ch. 4), (2) re- i
vising the Uniform System of Accounts (ch. 5), (3) using separate ,
subsidiaries as an additional safeguard against cross-subsidy or P

!
I

other anticompetitive actions (ch. 6), and (4) developing arcess
charges to ensure nondiscriminatory interconnection (ch. 8).

To accomplish our objectives, we initially reviewed the
economic literature to identify the components of a traditional
regulatory program and any relevant alternatives. We also sought
in the literature review, information on potential areas of anti-
competitive behavior by dominant common carriers and the efficacy
of methods to mitigate such behavior. This was done to provide a
benchmark against which we could compare FCC's program.

To provide an additional benchmark, we visited three repre-
sentative State regulatory commissions (New York, Michigan, and
Wisconsin) suggested to us by FCC and the National Association of
Regulatory Utility Commissioners. We obtained a perspective of
how their regulatory programs worked. We also contacted two other
Federal requlatory agencies to discuss the aspects of their pro-
grams which were relevant to FCC's activities,

We next reviewed FCC decisions over the last 20 years in
regulating domestic common carriers and preventing anticompeti-
tive behavior. As part of this work, we interviewed present
and former FCC officials and reviewed FCC documents and written
comments filed on FCC actions by members of the public and
representatives of the industry. We also reviewed legislative
proposals and associated hearing records as well as court
decisions.

As part of our assessment, we contacted officials in the
domestic common carrier industry, representatives of industry
associations, and other Federal agencies, most notably the
National Telecommunications and Information Administration and
the Department of Justice. All of the groups we contacted are
listed in appendix II. In addition, we hired three consultants
knowledgeable in the field of common carrier regulation. These
consultants provided advice and expert opinion on the report. |
(See app. III.)
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Our review was conducted at FCC headgquarters, Washington,
D.C., and its Common Carrier Bureau field office in New York
City from June 1979 through July 1981. During this time, we
worked with two other legislative agencies. We provided back-
ground information to the Congressional Budget Office to assist
it in assessing the budgetary impact of H.R. 6121, "The Telecom~
munications Act of 1980," which was being considered by the 96th
Congress. We also have maintained an ongoing working relation-
ship with the office of Technology Assessment as part of its
study of Telecommunication Technology and Public Policy. This
contact included reviewing draft material it developed relative
to its study.

In August 1980, while we were conducting our review, Peter W.
Rodino, Jr., Chairman, House Committee on the Judiciary, requested
our comments on certain portions of H.R. 6121 dealing with separate
subsidiaries. Based on the work we had done as of that date, we
provided our comments in a letter dated September 5, 1980,
(B-200146, CED 0-371).

Our analysis and evaluation of FCC's Computer II decision
(77 FCC 24 384 (1980)) in chapter 6 deals only with the adequacy
of the structural separation and procompetitive safequards which
the agency has required as a condition for the participation of
the dominant carrier in "deregulated" offerings of enhanced serv-
ices and terminal equipment. We did not consider the more funda-
mental, threshold question of AT&T's ability to engage in these
activities at all under the terms of a 1956 Consent Decree entered
into by it and by the Department of Justice in settling an anti-
trust action brought by the Government in 1949. The construction
or interpretation of the Consent Decree and what the decree per-
mits AT&T to do is a matter of dispute between FCC and Justice.

On March 4, 1981, AT&T petitioned the U.S. district court
with jurisdiction over the 1956 Consent Decree to clarify the de-
cree to allow it to participate in deregulated, competitive serv-
ice and equipment offerings in the manner provided for in FCC's
Computer II decision. 1/ As of July 1, 1981, the court had not
ruled on the petition,

Further, Justice is presently engaged in an antitrust action
against AT&T which alleges attempts by the firm to monopolize the
domestic telecommunications industry and which seeks the divesti-
ture of various operations and associated assets of the firm. 2/

1l/United States v. Western Electric Company, Inc. Civ. No.
17-49, (Dist. Ct. for the Dist. of New Jersey).

2/United States v. American Telephone and Telegraph Company,
No. 74-1698 (Dist, Ct. for the Dist, of Col.).
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Because this matter is still in litigation, we have not addressed
this area and have refrained from commenting on the issues in-
volved.




CHAPTER 2

THE DEVELOPMENT OF COMPETITION IN DOMESTIC

COMMON CARRIER TELECOMMUNICATIONS

Domestic common carrier telecommunications is in the midst
of an evolution--from a highly monopolized structure to a com-
petitive structure. Technology has been the driving force behind
this change, reducing the barriers to entry into the industry
and creating market opportunities for a variety of firms. FCC
and the courts have reacted to the impact of technological change
by removing regulatory restrictions on entry and, as a result,
numerous firms have sought to enter the industry. Despite these
changes the structure of the industry remains highly concentrated
and dominated by one firm.

Having established a policy in favor of competition, FCC
must be in a position to monitor competitive development so
that regulation may be relaxed in markets where workable competi-
tion has been established and maintained in markets where monopoly
conditions still exist. FCC currently has no ongoing analysis of
the state of competition. We believe FCC needs to establish such
an industry analysis function, and use information this function
develops in its regulatory decisionmaking.

If the Congress wishes to endorse the trend toward competi-
tion it needs to amend title I of the Communications Act to direct
FCC to rely on competition to the maximum extent possible to
achieve the overall goals of the act. To assist in deregulating
nondominant carriers, the Congress needs to give FCC authority
to relax title II regqgulation of carriers when it finds it in the
public interest.

THE DOMESTIC COMMON CARRIER
TELECOMMUNICATIONS INDUSTRY--
WHO ARE THE PLAYERS?

The largest, and most prominent, firm in the common carrier
industry is AT&T or the Bell System. AT&T is defined as the
parent company, which includes AT&T Long Lines Department (pro-
vider of interstate long-distance services); its principal domes-
tic telephone operating companies; the Western Electric Company
(the system's manufacturing arm); and Bell Telephone Laboratories
(the system's research and development arm). AT&T is both a hold-
ing and an operating company. It owns 100 percent of Western
Electric's stock and 50 percent of Bell Laboratories' stock
(Western Electric owns the other 50 percent). In addition, AT&T
owns controlling interest in 23 of its 25 operating companies
and minority interest in 2 others.

AT&T is the largest nonfinancial corporation in the world.
AT&T's operating revenues in 1979 were over $46 billion and its




gross plant totaled almost $124 billion. 1/ AT&T provides 85
percent of the Nation's local exchange service. 2/ 1It also pro-
vides B8l percent of the long-distance interexchange service--
Message Toll Telephone Service (MTS) and Wide Area Telephone
Service (WATS). 3/

In addition, AT&T is engaged in virtually all other aspects
of the common carrier telecommunications industry. For example,
it is the major private line voice and data services supplier 4/
and provides the bulk of the facilities used in transmitting
radio and television programs.

The so-called independent telephone companies provide most
of the remainder of the Nation's telephone service. There are
about 1,500 small telephone companies many of which are cooperative
and municipal systems. The exception to this are the few medium-
sized systems which are the subsidiaries of five independent
hol?ing companies. Table I compares these firms to AT&T on the
basis of revenues and telephones served. General Telephone and
Electronics Corporation (GTE) is by far the largest of the major
independents. Like AT&T it operates local exchanges, provides a
variety of interstate services, and manufactures communications
equipment. Overall, the independent telephone companies pro-
vide about 19 percent of domestic telephone service, while
serving about one-half the U.S. land area.

1/1979 data is used in this section for the purpose of consis-
tency since more recent data was not available in all cases.

2/Local exchange service provides users with the ability to
originate and receive calls within a defined local calling area,
and to access the long-distance interexchange services network.

3/MTS/WATS is long-distance telephone service. It is provided on
a switched basis which means a user can reach potentially any
telephone subscriber in the United States. MTS/WATS is used by
both residential and business customers, and it is the largest
form of interexchange telecommunications service.

4/Private line telecommunications services are provided between
or among two or more points over facilities dedicated to a par-
ticular customer's use. Various types of services are avail-
able on a private line basis, including voice, data, facsimile
and audio/video programing transmission. The demand for pri-
vate line services consists entirely of business traffic.

10
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Table 1

Ty

A Comparison of AT&T and the Independent
Telephone Companies

{ (1979)
1
Operating Percent Telephones Percent
Company revenues share served share
(000)

American Telephone
and Telegraph Co. $46,430,667 83.6 141,936,300 81.0

General Telephone
and Electronics

Corp. 4,380,965 7.9 15,138,800 8.6
United Telecommuni-
; cations, Inc. 1,281,627 2.3 4,501,900 2.6
| Continental
! Telephone Corp. 901,011 1.6 3,023,600 1.7

Central Telephone
and Utilities

Corp. 526,192 1.0 1,888,600 1.1
, Mid-Continent
i Telephone Corp. 218,566 0.4 1,062,200 0.6
Other independent
telephone :
companies 1,788,639 3.2 7,610,600 4.4
Total $55,527,667 100 175,162,000 100

Source: U.S. Independent Telephone Association.

The primary established carrier providing domestic telegraph
communications services is the Western Union Telegraph Company.
Western Union, until January 1979, provided public message tele-
gram service as a de jure monopoly; however, FCC has relaxed the
legal barrier to entry into this service. 1In addition, Western
Union has virtually no domestic competition in the area of
switched public record telex/TWX services. 1/ Western Union

1/Telex/TWX is a service where written messages are originated and
terminated directly at a customer's premises in teletypewriter
machines provided as part of the service. %
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also provides some private line and other services which compete
with similar services by other carriers. Western Union's oper-
ating revenues in 1979 were $636 million, and its gross plant
totaled $2 billion.

The most recent additions to the common carrier industry are
the so-called other common carriers (OCCs). These carriers have
.developed primarily in response to FCC and court decisions allow-~
ing entry into the common carrier industry discussed in Chapter
1. The OCCs are usually grouped into four categories-~Specialized
Common Carriers, Domestic Satellite Carriers, Resale (including
value added) Carriers, and Miscellaneous Common Carriers.

Specialized Common Carriers provide terrestrial point-to-
point private line voice and data communications primarily via
their own intercity microwave transmission facilities. The con-
nection between the user's premises and the carrier's network is
usually leased from the local telephone company. Most of these
carriers have also recently expanded their offerings to include
public switched services--in particular MTS/WATS equivalents.
There are six specialized carriers, and their operating revenues
for 1979 totaled about $247 million. MCI Telecommunications
Corporation and Southern Pacific Communications Co. are among the
largest specialized carriers.

The Domestic Satellite Carriers offer essentially the same
services as the specialized carriers but they use satellites in-
stead of microwave for transmission. Because of the costliness
of developing and launching satellites, initial costs are higher
than those for a microwave system; however, satellite transmis-
sion costs are insensitive to distance, generally giving satel-
lite carriers a cost advantage over long distances. There are
three satellite carriers operating--RCA American Communications
Inc., Western Union and American Satellite Corporation.

The Resale Carriers lease circuits from other carriers,
primarily AT&T, and use these circuits to provide service to the
final user. Those resale carriers which add specialized services
to existing services are more specifically referred to as value-
added carriers. Services which they offer might include special-
ized data processing capabilities which permit different computer
terminals to communicate with one another. The major value added
carriers are GTE-Telenet; Tymnet, Inc.; and Graphnet Systems Inc.
Included among the pure Resale Carriers are those entities that
lease satellite transmission capacity from the underlying satel-
lite carriers and resell the transmission of television signals
to cable television networks. Because they do not construct
facilities networks, investment costs and construction delays for
Resale Carriers are less than for the Specialized or Domestic
Satellite Carriers thus tending to lower the barriers to entry in
this industry group.

The 48 Miscellaneous Common Carriers, like the Specialized
Common Carriers, own their own microwave relay facilities. Their

12
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main service is one-way transmission of television signals to
cable television systems, although they also provide some service
to television broadcast stations and a very limited amount of
other point~to-point services, including data, facsimile and
voice transmission.

9% Complimenting the firms providing service are those which

: manufacture telecommunications equipment. Such equipment is used
for transmitting, switching and terminating voice and data com-
munications and is manufactured by a wide variety of firms. This
portion of the industry will be discussed more fully in a subse-
quent section.

COMPETITIVE STATUS OF THE
TELECOMMUNICATIONS INDUSTRY

Technological change has paved the way for the introduction
of competition into the telecommunications industry, breaking
down the former barrier of natural monopoly. FCC and the courts
have responded to this change by relaxing the legal barriers to
entry and, as a result, new firms have entered the industry. The
telecommunications industry, however, remains highly monopolized.

To provide a perspective on the competitive status of the
common carrier telecommunications industry, we collected revenue
data for carriers operating in common carrier telecommunications
markets and submarkets. 1/ We then used this data as a method
for determining which firms appear to possess market power and,
thus, may be considered dominant.

In defining telecommunications markets, we used a traditional 1
approach which attempts to define market boundaries based on the J
interchangeability of products and services offered within them.

Such an approach is recognized both in law and scholarly litera-
ture. We limited our analysis to domestic common carrier tele-
communications services and equipment (excluding mobile services),
in keeping with the scope of our review. We did not include some
services and equipment which others might include in a discussion
of the relevant submarkets for the telecommunications industry--
such as postal services and computers. The telecommunications
services we included involve transmitting information electronic-
ally, over distance, from an identified sender to an identified
recipient. This is in contrast to transmission of information
over distance on a mass media basis such as that provided by tele-
vision. The telecommunications equipment market involves elec-
tronic and electromechnical devices used to originate, transmit,
switch, and terminate messages.

1/As discussed on page 24, FCC has not performed such an analysis
~ of the domestic common carrier industry.
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Our analysis also considers markets on a national basis.
We recognize that there may be other methods for assessing market
structure, for example, on a regional basis. We chose, however,
to conduct our assessment on a national basis since the neces-
sary data was available from FCC or others we contacted. We also
chose to measure a firm's market share by computing the ratio of
its revenues (expressed as a percentage) to those of all firms in
the particular market or submarket. Such a method is often used
in assessing market structures. For example, FCC used such an
approach in its 1976 evaluation of the economic effects of com-
petition in the telecommunications industry (Docket 20003).

Data we used in carrying out this analysis was obtained from
a variety of sources. Much of the data was taken from FCC's an-
nual publication "Statistics of Communications Common Carriers”
and from material presented by FCC in docketed proceedings. Other
data was obtained from common carrier industry sources. Finally,
certain 1970 and 1975 data relating to the independent telephone
industry was obtained from the U.S. Department of Justice. 1/

The telecommunications
services market structure

Table II shows the market share as measured by total
revenues for the entire telecommunications services market. This
market includes all of the carriers discussed on pages 9 through
13 and is measured on a nationwide basis. While its market share
has declined slightly, AT&T still accounts for 82 percent of the
market. AT&T's decline in market share is a product of the growth
of the independent telephone companies which tend to be situated
in the more rapidly growing areas of the country. Despite the re-
laxation of the legal barriers to entry and their rapid growth, the
other common carriers' overall market share has remained largely
unchanged.

1/pData obtained from the Department of Justice was collected
in connection with its antitrust proceeding against AT&T.
The accuracy of the data we used was, however, agreed to by
both AT&T and Justice.
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TABLE 1l

TELECOMMUNICATIONS SERVICES MARKET SHARES
AS MEASURED BY REVENUES
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77. INDEPENDENT TELEPHONE COMPANIES ‘

OTHER COMMON CARRIERS 1/

_‘l/lnciudu Western Union, Specialized Common Carriers, Domestic Satellite Carriers, Resale Carriers, and Miscellaneous Common
Carriers.

Saurce: FCC, U.S. Independent Telephone Association, Department of Justice, and Southern Pacific Communications Co.

Table III breaks down the total services market into a local
services submarket and an interexchange services submarket. 1In
both of these submarkets, AT&T has maintained a market share in
excess of 80 percent, although its share of the interexchange
services submarket has declined somewhat. The other common car-
riers do not operate in the local services submarket which is com-
prised of primarily telephone services and which has historically
been served on a monopoly basis by AT&T and the independents.

Their share of the interexchange submarket has remained largely
unchanged.
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TABLE I

LOCAL SERVICES AND INTEREXCHANGE SERVICES SUBMARKET
SHARES AS MEASURED BY REVENUES
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Source: FCC, U.S. independent Teleph Associstion, Department of Justice, and Southern Pacific Communications Co.
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The interexchange submarket can be broken down into several
different sub-submarkets. FCC, in its Second Computer Inquiry, 1/
has made an initial distinction between basic and enhanced serv-
ices within what we have designated as the interexchange services
submarket. A basic transmission service is defined by FCC as
the offering of transmission capacity to move information between
two or more points. 1In offering this capacity, a communications
path is provided for the analog or digital transmission of voice,
data, video, or other information. An enhanced service is a
service which involves more than the pure transmission of infor-
mation. For example, in an enhanced service, computer processing
applications are used to act on the content and other aspects of
the user's information.

Within the basic transmission services sub-submarket we see
three major service sectors--MTS/WATS, private line services, and
public switched record services. 2/ Table IV presents market
share data for these three sectors. 1In MTS/WATS, the largest
sector in terms of revenues--total revenues in 1979 of $26.9
billion--AT&T again has, by far, the overwhelming market share.
The other common carriers were allowed into this sector by a
1977 court decision. From 1977 through 1979 their market share
grew to approximately one-half of 1 percent.

The private line services sector has experienced the most
significant penetration by the OCCs reflecting the fact that (1)
regulatory barriers to entry were relaxed in 1971; (2) until
the 1977 court decision this was the only area in which OCCs
were competing; and (3) growth in demand for these services has
been very rapid. Although the OCCs' share has grown to almost 10
percent of the sector, AT&T's share remains in excess of 85 per-
cent.

The public switched record services sector consists almost
entirely of Western Union's Telex/TWX service. Since AT&T dis-
continued TWX service in 1971 and sold some of the associated
facilities to Western Union, Western Union has maintained virtu-
ally a 100 percent share of the sector.

Reliable data on the enhanced services sub-submarket is not
available. Consequently, its overall size cannot be accurately
determined or the share of its participants computed.

1/Docket 20828, amendment of section 64.702 of the Commission's
Rules and Regulations (Second Computer Inquiry) is discussed
further in chapter 6.

2/These are the same categories used by FCC in its Competitive
Carrier Rulemaking (Docket 79-252).




TABLE IV
MARKET SHARES AS MEASURED BY REVENUES FOR MTS / WATS,

PRIVATE LINE SERVICES, AND PUBLIC SWITCHED RECORD SERVICES SECTORS
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As measured by market share, AT&T is a dominant firm in the
telecommunications service market, maintaining an overwhelming
share in virtually every submarket and sector. 1/ This dominance
is further reinforced by two additional factors. First, AT&T
dwarfs its competitors in size (for example, revenues, net plant,
and net operating income). None of the competitors, we believe,
are large enough to perceptibly influence the price of overall
telecommunications services by their decisions regarding supply-
ing telecommunications services. Second, AT&T controls access to
an overwhelming portion of the local services submarket by virtue
of its franchised local monopolies. Competitors in the interex-
change services submarket depend on these facilities to provide
their services,.

Consequently, viewed strictly from a structural perspective,
we believe the overall services market cannot be considered com-
petitive. Further, as noted in chapter 1, regulation has been
imposed in the telecommunications industry because of the concern
that a firm holding a monopoly position would abuse its monopoly
power. Because AT&T continues as a dominant firm in this indus-
try and because it has considerable monopoly power we believe,
continuation of price/earnings regulation is needed.

At the opposite end of the spectrum from AT&T are most of
the other common carriers. These firms are relatively small--
both in absolute revenue and in market share--and possess no real
market power in any of the markets, submarkets, or sectors in
which they operate. Because of their lack of market power, we
believe these firms do not require the price/earnings regqulation
which would be applied to dominant carriers. FCC has recognized
this fact in its Docket 79-252 proceeding begun in May 1979 and
is attempting to relax regulatory requirements for competitive
carriers. This effort will be discussed in a subsequent section.

In between these two extremes lie several firms which may
or may not be considered dominant in particular markets or sub-
markets. For example, Western Union, as measured by market share,
is a dominant provider of services in the public switched record
services sector. The potential exists for Western Union to use
this position to behave anticompetitively in other sectors where
it faces competition. FCC has removed the legal barriers to entry
into this sector and at least one firm, Graphnet Systems Inc.,
has shown a desire to enter this sector. Further, facsimile
equipment combined with the MTS/WATS services may provide a sub-
stitute which may mitigate Western Union's market power in this
sector.

1/Economists have traditionally considered a firm dominant if
it controls at least 40 percent of the total market.
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Another firm for which dominance is an open issue is GTE.
As noted previously, GTE is the largest independent telephone
company and has about 8 percent of the total services market as
measured by revenues. GTE also controls bottleneck facilities
through its local monopolies in several major cities and occupies
a major position in the enhanced services sub-submarket through
its ownership of GTE Telenet Corporation.

Whether these and other carriers are dominant and possess
such market power that price/earnings regulation or regulation in
some form should be applied, requires additional analysis. Such
a determination can only be made after FCC has made a detailed
study of such factors as the relevant markets in which these firms
operate and the extent to which other services may act as substi-
tutes for the services in the dominated markets. As will be dis-
cussed in a subsequent section, we believe this detailed analysis
is the responsibility of the regulatory agency.

Telecommunications
equipment market

The telecommunications equipment market involves elec-
tronic and electromechanical devices used to originate, transmit,
switch, and terminate messages. We divided this market into three
submarkets--central office switching equipment, transmission
equipment, and terminal or customer premises equipment. Major
providers of a broad line of telecommunications equipment include
Western Electric, the GTE subsidiaries of Automatic Electric Com-
pany and Lenkurt Electric Co., Stromberg Carlson, Inc., and the
International Telephone and Telegraph Co.

Analysis of this market and its relevant submarkets is
hampered by a lack of comprehensive data. For example, conclu-
sions which other organizations, in particular FCC, have reached
regarding the terminal equipment submarket have been largely
based on less than complete evidence.

Of the three submarkets the one which has received the most
attention has been the terminal equipment submarket. As a result
of Commission decisions directed at removing tariff provisions
that restricted noncarrier provided terminal equipment from being
attached to the telephone network, this submarket has been subject
to an increasing amount of competition as new and innovative types
of equipment have been introduced into the marketplace. Terminal
equipment manufacturers are not subject to economic regulation by
FCC, and therefore, are not required to file reports with the
Commisssion as are common carriers. Their equipment, however,
must be registered with FCC. FCC statistics, compiled during its
registration program, indicate that over 600 firms are manufactur-
ing a wide range of terminal equipment.

Data developed by the Office of Technology Assessment as
part of its study of Telecommunication Technology and Public
Policy indicates that various types of terminal equipment are
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subject to different levels of competition. 1/ For example, the ]
manufacturers captive to the telephone operating companies dominate ‘
the key telephone and dial in handset telephone sectors. On the !
other hand, new market entrants have made significant gains at the

expense of the captive manufacturers in certain other sectors like y
private branch exchange, 2/ although the captive manufacturers

still have over 50 percent of this sector. 1In other sectors, like [
decorator telephone sets and facsimile machines, the new entrants
and manufacturers not captive to the telephone companies have the
major share.

Because of the lack of reliable data on the telecommunca- ;
tions equipment market, we have not drawn any conclusions regard- ;
ing the competitiveness of the market's structure. We note that 3
FCC has decided to relax price/earnings regulation for AT&T's
equipment offerings while still subjecting them to regulation
under a separate subsidiary approach. This approach is dis- 1
cussed in chapter 6.

WILL THE COMMON CARRIER INDUSTRY
BECOME WORKABLY COMPETITIVE?

Our analysis of the structure of the telecommunications
service market, indicates that a competitive market does not now
exist. The status of the equipment market is less clear. Both
markets are experiencing the impact of rapid technological changes
which has reduced economies of scale and expanded markets beyond
the traditional telephone and telegraph services and the black
dial telephone. These changes strongly suggest that a competi-
tive market will continue to develop and raise the question of
when particular markets and submarkets will be competitive enough
that regulation of dominant carriers can be modified or relaxed.

We have attempted to develop some prognosis for future
competitive developments through talks with officials at FCC, the
Office of Technology Assessment, and the Department of Commerce's
National Telecommunications and Information Administration, con-
sultants in the telecommunications industry, and officials of the

1/The data develcped by the Office of Technology Assessment is
based on shipments of terminal equipment units rather than reve-
nues, as was used in our services market discussion. This data
is divided into four broad supplier categories--manufacturers
captive to telephone operating companies; long-term U.S. manu-
facturers not associated with a telephone operating company; new
U.S. based terminal equipment entrants; and firms importing
foreign equipment for sale in the United States.

2/private branch exchanges are terminal equipment which allow
for communications within a particular location. A typical
exchange would be a switchboard used by a business or apart-
ment building for handling communications on the premises.
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established and other common carriers. These talks focused pri-
marily on the services market. We discussed barriers to entry,
expected merger activity, and potential new entrants. On balance,
none of these factors will preclude the development of a com-
petitive environment although they do suggest that competitive
developments will not be rapid and the number of firms in the
industry will probably never be large.

Barriers to entry

Apart from the legal restriction on entry, which FCC and the
courts have relaxed for interstate communications, a major
barrier to entry is the amount of capital required to construct
a viable communications network. This barrier was cited by
several officials we contacted. 1Its significance can be seen
in the range of annual expenditures of the existing carriers.

For example, AT&T spent about $11.3 billion in 1980 to maintain ;
and improve its network. New entrants like MCI and Satellite :
Business Systems have reportedly spent about $350 million and
$500 million, respectively, for their farilities. These high
costs of entry have led many observers to suggest that the
number of carriers who own their own facilities would never be
very large and that it would take a considerable period of time
before effective competition develops.

One former FCC official expressed the view that the amount
of capital needed to get started might be reduced if carriers
constructed regional rather than nationwide networks. This
would increase the number of entrants owning their facilities.
State Public Utility Commissions regulate entry into their
States; therefore, to build a regional network, the carriers
must overcome the legal entry barriers provided by State regu-
lation. Further, other officials we spoke with expressed doubt
regarding the viability of regional carriers because they felt
only a nationwide network could attract sufficient customers to
meet the costs of constructing a network. Concern was also
expressed by several officials that increasing crowding of
frequency spectrum for both terrestrial microwave and satellite
facilities might limit the number of carriers owning their
facilities.

The required amount of captial to provide resale (includ-
ing value-added) services was generally viewed as considerably
lower. Rapid growth and vigorous competition is anticipated
among value-added carriers in the enhanced services submarket.
The outlook for pure resale carriers--those carriers not adding
value to communications services they offer but just taking
advantage of discounts offered by carriers who own their facil-
ities~~was more guarded. Many observers felt resale carriers'
dependence primarily on other carriers' facilities and pricing
strategies for existence would make them something of a transi-
tory presence in the market.
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An additional crucial barrier to carriers seeking to enter
the services market is interconnection to the local network and
the charge which is assessed for this interconnection. This area
is discussed in chapter 8.

Mergers and acquisitions

A pattern of mergers and acquisitions could reduce the
absolute number of competitors in the services market, although
it may serve to make the remaining competitors more viable. Al-
ready several mergers and acquisitions have occurred. Most prom-
inent was the merger of GTE, the largest independent telephone
company with Telenet, a major value-added carrier. Satellite
Business Systems represents a partnership of Communications
Satellite Corporation, International Business Machines Corpora-
tion, and Aetna Casualty and Surety Company. Other actions in-
clude the acquisition of 50 percent of American Satellite Cc. by
Continental Telephone Corporation,

Potential new entrants

Considerable attention has focused on new firms proposing
to enter the telecommuncations industry in response to its ex-
pected rapid growth. One cited example is Xerox Corporation
which has proposed a digital network (referred to as X-TEN) which
will cover about 200 cities. This network will use satellite
facilities for interexchange services and will use rooftop ter-
restial microwave facilities to bypass the local exchange network.,
Xerox, however, in May 1981 announced it would not pursue this
network with further investment. Consequently, the future of
this network is not clear. Exxon Corporation is also view~d as
a potential market entrant as a logical extension of its in-olve=-
ment in the terminal equipment submarket.

FACTORS WHICH CAN FURTHER
THE DEVELOPMENT OF COMPETITION

Based on our review, we believe the trends toward competitive
service and equipment markets are established. These trends re-
flect the impact of technological change on the telecommunications
industry, and the subsequent decisions by FCC and the courts to
allow new entry. In allowing new entry FCC has recognized the
benefits of competition--increased innovation, the introduction
of new techniques and services, potentially lower costs, and in-
creased responsiveness on the part of the existing carriers.
Having set the industry on the road to a more competitive struc-
ture, FCC needs to establish an industry analysis function to
monitor the industry and the growth of competition.

If it wishes to endorse the trend toward competition, the
Congress may want to amend the Communications Act to direct FCC
to rely on competition to achieve the act's broad policy goals
and to allow FCC to relax regulation for those carriers which it
finds do not possess market power.
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FCC needs an industry

analysis function

FCC must be in a position to analyze information regarding
market structure, barriers to entry, and other aspects of an
analysis of the domestic common carrier industry. Such analysis,
we believe, represents an important input into the establishmen*
of appropriate regulatory policies and programs and initiating
legislative change. For example, the regulatory constraints
placed on a particular carrier should reflect the market power
that the carrier possesses in the relevant markets and submarkets
in which it operates. Where a carrier is dominant and the po-
tential for abusing its market power exists, the Commission
should continue to regulate. Conversely, where a particular
firm does not possess market power the full range of regulatory
requirements is not warranted. The particular requlatory ap-
proaches used--traditional price/earnings regulation, cost allo-
cation requirements, separate subsidiaries and their attendant
conditions--should flow from a comprehensive, ongoing analysis
of the industry. Finally, the assessment of the success of
policy initiatives to promote competition must ultimately rest
on an analysis of their effects on the industry's structure--
has the industry become more competitive?

The~ Economics Division in the Common Carrier Bureau is
responsible for conducting and coordinating economic research
required for the development of common carrier regulatory po-
licies including such subjects as industry structure and com-
petition. The division is also responsible for developing
guidelines for evaluating the economic performance of the in-
dustry. These responsibilities, however, are not being carried
out. For example, in developing the industry structure data
presented previously, we found that no such information was being
prepared or collected by the division or anywhere else in the
Bureau. Division economists responsible for industry data col-
lection told us that developing comprehensive market share data
using FCC information would be difficult because in some cases
detailed market data is not reported, and in other cases, such as
for Domestic Satellite Carriers and value-added carriers, no sys-
tem of accounts has been approved and, consequently, FCC receives
no regular financial reports from these carriers. Beyond the col-
lection of such basic data, we found that no group of individuals
is engaged in analyzing the industry.

Economists in the Economics Division, analysts on the Program
Evaluation Staff, and a former Bureau Chief have all acknowledged
that this key function does not exist. The former Bureau Chief
also stated that the lack of industry analysis in the Commission's
decisions, in particular, the Second Computer Inquiry, has re-
flected the absence of this function. We agree. For example, the
assessment of the competitiveness of the terminal equipment market
in the Second Computer Inquiry was based largely on less than com-
plete information. No data on relevant market or submarket shares
was presented.
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We believe the principal contributing factor to this
situation has been the fact that the Economics Division has
been in a state of turmoil over the past several years. There
has been a continual turnover of Division Chiefs and prior to
November 1980 no full-time Division Chief for over a year. 1In
this leadership vacuum, Division economists have tended to
become involved in projects which reflected their personal in-
terests, and the industry analysis function has been neglected.

The former Bureau Chief had initiated an effort to improve
this situation. This involved identifying the industry data :
collected by the Bureau and determining what information is !
necessary as part of an industry analysis process. A new quar- ' ;
terly report on carrier market structure and carrier financial
conditions was developed and the first report was issued in
May 198l1. FCC has also taken some steps to consolidate in the
Economics Division information on the various reports the Com- |
mission receives from the carriers.

While collecting information is an important first step,
we believe the Bureau needs to establish a group responsible for
ongoing analysis of the industry. This group's analysis would
serve as the foundation for future Commission decisions on regu-
latory policies for dominant and nondominant carriers as well as
a basis for evaluating the impact of Commission policies designed
to foster competition.

Congress can facilitate
competition's development by
amending the Communications Act

According to the broad policy goals of the Communications
Act, FCC is to regulate communications to make available a rapid,
efficient communications service with adequate facilities at
reasonable charges. FCC's decisions allowing competition have
flowed from its determination that a competitive environment would
facilitate achieving the act's policy goals. While these deci-
sions have been sustained by the courts, several attempts have
been made to legislatively limit the development of competition.
In particular, the established carriers supported legislation in
the 94th and 95th Congresses to affirm a regulated monopoly in
all markets in which they operate. 1In recent years, however,
these carriers have altered their view to an acceptance of com-
petition as the appropriate long-run structure for the industry.
Legislation introduced in the last Congress and the current Con-
gress contain provisions which in essence would codify FCC's and
the courts' decisions supporting competition.

If the Congress wishes to support the trend toward competi-
tion and endorse the decisions reached by FCC and the courts in
favor of competition, we believe the Congress needs to amend title
I of the Communications Act to direct FCC to rely on competition
and the private sector to the maximum extent possible to achieve
the overall goals of the act.
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Where firms do not possess market power, we believe the kind
of pervasive regulation applied to a dominant carrier is not war-
ranted. FCC has recognized these facts in its Docket 79-252 pro-
ceeding and is attempting to relax regulatory requirements for
competitive carriers, FCC is attempting this "deregulation”
through what it believes are several novel interpretations of the
Communications Act. Certain carriers like MCI or Southern Pacific
Communications Co., which were found to not have market power
would no longer be defined as common carriers and would no longer
be subject to title II regulation. Other carriers, like Western
Union, which we noted earlier in this chapter, have market power
in certain market sectors but not others would still be defined
as common carriers but FCC would "forebear" from regulating under
title ITI the nondominant aspects of their business.

According to an attorney in the Policy and Program Planning
Division controversy exists regarding whether FCC can take this
proposed action, and several existing Commissioners have raised
doubts about the appropriateness of this overall approach. Even
if approved by the Commission this overall approach will likely
be litigated over several years. Further, the "definitional”
aspect may beget other problems. For example, under FCC's spec-
trum allocation rules, common carriers are given key portions of
the frequency spectrum which are better in quality than other
portions. The issue is, therefore, raised whether previously de-
fined common carriers would still have rights to these portions
of the frequency spectrum after the Commission had defined them
not to be common carriers.

We believe that the thrust of the Commission's actions is
correct. Deregulating carriers without market power will reduce
the costs of regulation for these carriers and society as a whole.
Further, as subsequent chapters will demonstrate, much needs to
be done, including the more appropriate application of personnel
resources, to improve FCC's regulation of dominant common car-
riers. By freeing nondominant carriers from title II regqula-
tion, FCC can simultaneously release scarce Common Carrier Bureau
resources for regulation of dominant carriers. The Congress by
amending title II of the Communications Act to allow FCC, upon a
finding that it is in the public interest, to exempt any carrier
from any or all provisions of title II will provide the certainty
FCC needs to shift the focus of its regulation.

CONCLUSIONS

Domestic common carrier telecommunications is in the midst
of an evolution--from a highly monopolized structure to a com-
petitive structure. Rapid technological change has been at the
heart of this evolution--reducing barriers to entry into the in-
dustry and expanding market opportunities for a variety of firms.
FCC and the courts have reacted to the impact of technological
change by removing requlatory restrictions on entry and, as a
result, numerous firms have entered the industry.
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We believe the trends toward competitive service and equip-
ment markets are established. From our analysis, it does not
appear that competition has developed to the point that the tele-
communications services market can be considered competitive.
Detailed analysis of whether domestic common carriers are domi-
nant and possess sufficient market power that requlation should
be applied or relaxed, however, needs to be done by FCC. To
facilitate such analysis, FCC needs to establish an industry
analysis group to monitor and report on developments in the in-
dustry and the growth of competition. This group would assemble
and analyze information on which carriers were dominant and which
were nondominant so that the appropriate regulatory programs and
policies can be applied to these carriers. This group's analysis
would also serve as a basis for measuring the effectiveness of
FCC's policies designed to foster and encourage competition.

In the equipment market, competition in some sectors is more
highly developed. Reflecting this situation, FCC has decided to
relax price/earnings regulation for AT&T's equipment offerings
while still subjecting them to regulation under a separate sub-
sidiary approach. (See ch. 6.)

If the Congress wishes to endorse the trend toward competition
and the decisions reached by FCC and the courts in favor of com-
petition, we believe the Congress needs to amend title I of the
Communications Act to direct FCC to rely on competition and the
private sector to the maximum extent possible to achieve the over-
all goals of the act.

We believe deregqulating carriers without market power is an
appropriate regulatory approach which will reduce the costs of
regulation for these carriers and society as a whole. By focus-
ing its regqulation on dominant carriers, FCC can optimize the use
of its reqgulatory resources. The Congress can facilitate this
shift in regulatory focus by amending title II of the Communica-
tions Act to allow FCC to exempt any carrier from any or all
provisions of title II when it finds such exemption is in the
public interest. By reducing the uncertainty surrounding FCC's
ability to exempt carriers Congress would allow FCC to relax its
regulation of nondominant carriers and focus its attention on
dominant firms.

RECOMMENDATIONS TO THE CONGRESS

If the Congress wishes to endorse the development of com-
petition, we recommend that the Congress

--amend title I of the Communications Act to direct FCC to
rely on competition and the private sector to the maximum
extent possible to achieve the overall goals of the act.

--amend title II of the Communications Act to allow FCC, upon
a finding that it is in the public interest, to exempt any
carrier from any or all provisions of title II.
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RECOMMENDATION TO THE CHAIRMAN, FCC

We recommend that the Commission establish within the Common
Carrier Bureau an industry analysis section, whose analyses should
provide a framework for future Commission decisions for regulating
dominant and nondominant carriers in light of changing market con-
ditions and would enable the Commission to measure the effective-
ness of its policies designed to foster and encourage competition.
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CHAPTER 3

PRICE/EARNINGS REGULATION--

ITS APPLICATION BY FCC

To carry out its responsibilities for regulating telecom-
munications common carriers under the Communications Act of 1934,
PCC has used a form of price/earnings regqulation which relies
on rate of return/rate base requlation. Under this system a
regulatory agency attempts to simulate a competitive outcome by
limiting a regulated firm's revenues to its cost of service, in-
cluding a reasonable return on investment. This involves deter-
mining the firm's reasonable costs of plant (rate base) and ex-
penses and the prices which it should charge for its products and
services to cover its costs and provide a fair return to investors.

FCC's administration of rate of return/rate base regulation
has focused on establishing rates of return. However, rate of re-
turn proceedings have been long and complex, leading some critics
to suggest the possible use of modified procedures.

FCC has, on the other hand, paid relatively little attention
to carrier investment costs and expenses. Apart from one large,
formal investigation of AT&T's rate base and expenses, conducted
in the mid-1970s, FCC has reviewed these items only on an informal
"continuing surveillance” basis. Little effort, however, has been
devoted to carrying out this surveillance. As a result, FCC has
exercised little control over rate base and expense items and has
not addressed many of the problems raised in the one formal
investigation.

While we believe that FCC can take certain actions to improve
its administration of rate of return/rate base regulation, we also
recognize that because of the nature and magnitude of the tasks
involved no such regulatory approach can ever be expected to fully
simulate a competitive outcome. Further, while alternative regula-
tory approaches have been proposed, and some tried by State com-
missions (see app. IX), no one approach has yet emerged which seems
clearly more effective than rate of return/rate base regulation.

As the industry becomes more workably competitive, relaxation
of price/earnings regulation needs to be vigorously pursued. How-
ever, in the interim FCC will still need to continue its applica-
tion of rate of return/rate base regulation to services not sub-
ject to effective competition and provided by dominant carriers.

To better enable FCC to carry out its regulatory responsi-
bilities as a more competitive environment evolves, we believe
that PCC can take several actions including:

--Initiating a proceeding to explore changes needed to
facilitate and improve its process for setting a rate of
return.
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--Increasing the scope of its audit program.
--Coordinating with State regulatory commissions.

In addition, we believe the Congress needs to clarify FCC's

regulatory authority by amending section 214 of the Communications

Act of 1934 to give FCC explicit authority to require carriers to
submit for approval plans for the construction of any facilities
subject to its jurisdiction and to allow FCC to require carriers
to file long~term facilities construction plans.

CONCEPTS OF PRICE/EARNINGS REGULAT]ION

In industries where one firm has been able to achieve
monopoly power, economic theory has suggested that the firm be
subject to some form of price/earnings regulation. Without such
regulation, the firm's natural profit-making incentives would be
expected to lead it to charge higher prices and produce less out-
put than if it were subject to effective competition. Regulatory
intervention, thus, attempts to simulate a competitive outcome
by restricting the firm's prices which should, in turn, lead to
increased production.

Some form of price/earnings regulation has been frequently
applied to firms which are considered public utilities--those
which produce gas, electricity, water, and communications. Such
regulation is often mandated under Federal or State law.

Such an approach is contained in title II of the Communica-

tions Act of 1934 which gives FCC the authority and responsibility

for carrying out a price/earnings regulatory program for inter-
state communications common carriers. For example, title II con-~
tains a variety of provisions which may be used to constrain mar-
ket power through control over prices charged; control over con-
struction; prohibitions on discrimination in charges, practices,
or services; and requirements dealing with terms of services.

The Communications Act does not explicitly set forth a
specific price/earnings regulatory system which must be used by
FCC. It does, however, contain the basic elements of a rate of
return/rate base regulatory system, such as is frequently used
to regulate public utilities. It is this system which FCC has
used to regulate domestic common carriers.

Principles of rate of
return/ rate base requlation

Under the Communications Act of 1934, FCC has attempted to
limit the profits and review the operations of telecommunications
common carriers through a system of rate of return/rate base
regulation. Under this system, FCC tries to limit a regulated
carrier's revenues to those necessary to cover its cost of serv-
ice, including funds needed to pay reasonable interest payments
and dividends to investors. The amount of funds which a carrier
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is allowed to take in during a given year is called its revenue
requirement.

A carrier's revenue requirement may be broken into two
primary elements: (1) its legitimate business expenses--operating
expenses, depreciation, and taxes--and (2) a fair return on the
property which is used in providing services to the public. This
latter amount can be computed by multiplying the net or depreci-
ated valuation of the carrier's property (rate base), times its
cost of securing capital (rate of return).

To determine a firm's revenue requirement, a regulatory
agency must, therefore, be involved in two major activities.
First, it must determine what constitutes a fair rate of return.
Second, it must oversee rate base and expense items to ensure
that they represent only those costs which the firm needs to
incur to provide service.

The rate of return which a firm is allowed to earn should be
equivalent to that earned by other firms with comparable business
risks. In determining this return the agency must take into ac-
count three main factors--the firm's cost of debt, its cost of
equity and its capital structure. Establishing the firm's cost
of equity--the return which should be paid to stockholders--is
generally the most difficult task.

Determining a fair rate of return will, however, not alone
ensure that a firm's rates are reasonable. The agency must also
determine which investments and expenses incurred by the firm
are actually necessary to provide service to the public. (See
app. V.)

After the firm's revenue requirement is determined, rates
for the various services offered by the firm must be established
to realize the total amount of revenue required. These rates
are, in the case of telecommunications firms, contained in tar-
iffs which are filed with FCC. To protect all of the firm's
customers, the agency must examine these rates, otherwise the
firm would be free to price discriminate--i.e., to price its
services to arbitrarily favor one class of customer over another.
The incentives for a firm to engage in such price discrimination
are enhanced when it faces competition in certain market sectors.
(See ch. 4.)

Problems with rate of
return/rate base requlation

Although rate of return/rate base regulation has been widely
used by regulatory agencies, questions exist concerning whether
it can ever come close to achieving its goal of keeping rates at
a competitive level or even whether the benefits of such regula-
tion outweigh its costs. For a rate of return/rate base regula-
tory system to function effectively, the regulatory agency must
supervise the firm's costs as well as constrain its profits. 1In
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addition, the agency must pay attention to the firm's quality of
service as well as its performance--for example, its innovation
and efficiency--since the firm may lack the spur of effective
competition in all markets.

Given the size of many monopoly firms, particularly one as
large as AT&T, the task confronting the agency is formidable es-
pecially since costs and market conditions change over time as
the result of technological change or change in consumer demand,
for example. Also, the imposition of profit constraints on a
firm may cause its incentives to differ from those of a competi-
tive firm, thus, exacerbating the need for requlatory supervision
of its activities. Among the undesirable incentives which econ-~-
| omists have attributed to limiting a firm's profits are the
[ following:

--The firm may excessively expand its rate base.

z --The firm may be less cost conscious.

-=-The firm may be less innovative.

-=The firm may try to evade regulation and enter unregulated
or loosely regulated markets.

These incentives are discussed in appendix VI.

FCC's EFFORTS TO ESTABLISH
AND MONITOR RATES OF RETURN

In administering its rate of return/rate base regulatory
program, FCC is responsible for establishing rates of return for
carriers under its jurisdiction and for monitoring carriers' ac-
tual rates of return between formal rate proceedings. Through
these efforts, FCC attempts to ensure that a carrier has the
opportunity to obtain the revenues which it needs to cover its
cost of service without allowing it to earn excess profits.

FCC's efforts in this regard have focused primarily on the inter-
state operations of AT&T. Carriers' intrastate operations are
regulated by the States,

Establishing rates of
return~-a complex, lengthy
and costly process

Since 1965, FCC has been involved in four proceedings to es-
tablish a fair rate of return for AT&T and its associated opera-
ting companies' interstate and foreign operations-—each of which
involved the use of trial like evidentiary hearings. These pro-
ceedings——Dockets 16258, 19129, 20376, and 79-63--were initiated




in 1965, 1970, 1975, and 1979, respectively. 1/ Before that
time, AT&T s tate of return was set on an informal basis.

: In each of these four proceedings, it has taken FCC about 1
: to 2 years to issue a final decision. The most recent proceed-
ing, Docket 79-63, was initiated in March 1979, when AT&T filed
a petition calling for an increase in its authorized rate of re-
turn. An initial decision was issued by an FCC administrative
law judge on January 30, 1981, and the Commission's final deci-
sion was made on April 6, 1981.

: Rate of return proceedings have been complex, lengthy, and )

; costly. For example, during the hearings in connection with

: phase I of Docket 19129, which dealt with rate of return is-
sues, some 33 volumes of transcript were taken. In Docket 20376,
which focused almost exclusively on AT&T's cost of equity, the ¥
record consisted of over 1,400 pages of transcript and some 100 .
exhibits.

An PCC official told us that they had not documented the
costs incurred by FCC in carrying out rate of return proceedings.
We were told, however, that as of March 1981 approximately 53
person-months had been spent on Docket 79-63, mostly at the
GS-15 level. 2/ This estimate did not include time spent by
the administrative law judge assigned to the proceedlng or time
spent by Common Carrier Bureau staff involved in preparing a
final decision. 1In addition to staff time, FCC spent $70,000
on consultant services.

Although rate of return proceedings have been long, complex,
and costly, a number of officials we spoke with believed that
they were necessary. The primary reasons cited for using such
formalized proceedings for determining rates of return are that
they are needed to ensure that the carrier receives "due process”
and “"equal protection of the law" 3/ and they allow detailed
examination of all evidence presented by all interested parties.

A number of officials we spoke with, however, were critical
of the rate of return setting process, noting that:

1/The basic process followed by FCC in conducting a rate of return
proceeding is described in appendix VII.

2/A GS-15 employee presently earns approximately $45,000-$50,000
per annum. Fifty-three person-months at an average salary
level of $47,500 would total approximately $210,000. The
agency would, however, also incur related overhead costs.

3/The constitutional rights of due process and equal ptotection
of the law have been cited by the U.S. Supreme Court in con-
nection with rate cases. See, for example, Chicago, M. &
St.P.Ry. Co. v. Minnesota, 134 U.S. 418, 458 (1889).
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--The process produces no adequate standards which may be
used to determine from the evidence presented which
evaluation of a fair rate of return is correct.

--FCC's determination of rates of return applies only to
interstate operations. Similar proceedings must also be
conducted before State commissions in which the carrier
operates.

--The process fails to focus on important aspects of
carrier performance, such as efficiency and productivity.

Objective standards to
determine rates of return
do not exist

In spite of the time and effort which has gone into rate of
return proceedings both before FCC and other similar regulatory
commissions, no objective and unequivocal method for correctly
determining a firm's rate of return has emerged. Instead the
Commission must rely on its judgment to evaluate the presenta-
tions of various parties to the proceeding and to weigh their
merits. Such a task is far from simple since, as economist
Alfred E. Kahn has noted, participants in such proceedings "have
become increasingly skilled and assiduous in developing prolonged,
complex, and inconclusive testimony” on the proper measurement
of a firm's cost of capital. 1/

Since an unequivocal determination of a carrier's rate of
return cannot be reached even after lengthy hearings, some dis-
agreement exists concerning whether the existing rate of return
procedures are necessary or whether some alternative means for
setting a rate of return might be used. 1In its decision in
Docket 20376 the Commission stated that it believed the inform-
ation contained in the hearing record was indeed useful in
allowing it to reach a decision on AT&T's rate of return. For
example, it stated that while no one method for determining the
appropriate cost of equity can be determinative, presentations
of alternative methods serve as "useful tools" in enabling it
to use its judgment.

Other persons we spoke with believed that some modifica-
tions in existing rate of return procedures are possible. For
example, a former Common Carrier Bureau Chief believed FCC could
streamline the rate of return setting process through the use of
a rulemaking which could narrow the areas of contention and
establish a specific policy or procedure for setting carriers'
rates of return. Alternative approaches which could be con-
sidered include the establishment of a "risk premium"-~an ad-
ditional percentage return which a carrier would be allowed to

1/Alfred E. Kahn, "The Economics of Regulation: Principles s
and Institutions."™ New York: John Wiley & Sons, Inc., 1970.
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earn based on the relative risk associated with the carriers'
securities--which would be added to the return on more-or-less
risk free investments, such as Government bonds, to determine
the carrier's rate of return, or a requirement that all parties
in rate of return proceedings file their estimates of cost of
equity in a format designated by the Commission.

In 1976, the Federal Power Commission (currently the e
Federal Energy Regulatory Commission) had sought to expedite
its own consideration of rate of return cases by establishing
a uniform format to determine the cost of equity capital for
natural gas pipeline companies and public utilities as well as
establishing a set of evidentiary criteria to be used in fixing
rates of return. This would have required parties to present ,
their estimates of cost of equity capital in terms of a dis- :
counted cash flow format, 1/ although alternative methods could
be submitted in addition. A Federal Energy Regulatory Commis-
sion official told us that this policy was intended to facili- E
tate the Commissioners' ability to make rate of return deter-
minations. However, due to opposition to the policy change, no
action has been taken on it.

An economist in the Common Carrier Bureau's Economics
Division who is involved in rate of return activities told us
that while he did not believe FCC could alleviate the need for
evidentiary hearings in rate of return cases entirely, he be-
lieved that FCC could take action to reduce their frequency.
He believed that FCC could through a rulemaking establish a
procedure whereby specific models could be used to monitor the
cost of capital between formal rate of return proceedings. As
changes in cost of capital occurred, modifications could be made
in a carrier's rate of return. He estimated that the use of
such an approach could have delayed the need for the Docket
79-63 rate of return proceeding by approximately 1 to 1-1/2
years.

Rate of return responsibility
divided between FCC and State
commissions

Another limitation of the present rate of return setting
procedures is that FCC's determinations apply only to a carrier's
interstate operations. Each of the State commissions in which a
carrier operates must also make rate of return determinations for
intrastate operations under its jurisdiction. This can be costly.
For example, AT&T told us that it could not determine the costs

1/The discounted cash flow formula which the Commission
proposed to use was:

Rate of return on = Annual dividend Growth rate
equity capital Market price + of dividends 4

35




involved for all of its companies to participate in rate of return
proceedings; however, AT&T estimated that it would spend about
$1,200,000 in 1980 on fees for outside witnesses and consultants
in such proceedings. AT&T also stated that most of the time of
its Financial Requirements Section is spent on such matters.

The salaries and expenses for this section totaled about $525,000
in 1980.

While consolidation of such rate of return proceedings would
appear to be desirable in terms of eliminating duplication
of effort, one carrier noted several barriers which would first
have to be overcome:

--Different State commissions use varying standards and
procedures in conducting ra“e of return cases.

--Earnings vary from jurisdiction to jurisdiction and, thus,
the need for rate increases will occur at different times
in different States.

--Different operations experience different risks, and
therefore require different rates of return.

While other parties we spoke with agreed that it would be
difficult to consolidate rate of return hearings, some suggested
that greater coordination was possible between FCC and State com-
missions. Potential opportunities for increased coordination in
this area which were suggested included exchanging rate case
information and establishing a Pederal-State Joint Board which
would collect cost of capital information. The information
could then be used by various commissions in setting rates of
return.

Rate of return proceedings
do not focus on performance

A further problem which has been raised with the existing
rate of return setting process is that the process fails to
effectively focus on what should be a major concern of regula-
tory policy--the performance of the firm. While the.establish-
ment of a fair rate of return can effectively limit a firm's
profits while enabling the firm to obtain needed capital, it
does little to ensure cost efficiency. It may instead distort
a firm's natural incentives and encourage inefficient investment.

The fact that FCC's rate of return procedures have not ef-
fectively focused on carrier performance was noted by two Com-
missioners in FCC's first AT&T rate of return proceeding, Docket
16258. One Commissioner noted that while the record in the pro-
ceeding consisted of "the traditional stuff of ratemaking deci-
sions,” it did not get at the heart of the matter--providing the
company incentives to achieve efficiency and economy in its
operation. Another Commissioner also pointed out the need for
greater focus on AT&T's performance and questioned whether that
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end could be accomplished directly~~for example, through the use j
of some type of performance standards rather than "by beating
around the bush of conventional public utility financial
issues."

In the subsequent rate of return proceeding, Docket 19129,
i FCC used a procedure which was ostensibly intended to deal with '
AT&T's performance to some extent by encouraging AT&T efficiency !
and productivity. 1In this proceeding, FCC used what was termed

a "conscious use of regulatory lag."™ This allowed AT&T to earn

an additional 0.5-percent rate of return if it could be achieved

through additional efficiency or productivity gains. 1/ Specifi- -
cally, in Docket 19129, FCC allowed AT&T to file tariffs designed !
to produce an overall 8.5-percent rate of return. However, FCC ¥
stated that if AT&T were able to achieve a 9-percent rate of re-
turn through efficiency and productivity gains, FCC would take no
regulatory action. FCC also established a 0.5-percent range in
AT&T's rate of return in Docket 20376.

While AT&T has been able to earn a rate of return in excess
of the minimum level established by FCC, FCC has not taken any
action to determine whether such returns have resulted from im-
provements in efficiency and productivity or from other factors.
FCC officials recognized, however, that such increases in AT&T's
rate of return could result from changes in market conditions or
inaccurate tariff filings, as well as from productivity and ef-
ficiency increases. At the same time, they acknowledged that no
investigation has been undertaken to determine the reason for
such increases. A former Common Carrier Bureau Chief stated that
he believed the 0.5~percent allowance in the rate of return
was not really aimed at increasing efficiency and productivity,
but rather it was intended to simply allow FCC more time be-
tween rate of return cases.

In a September 1979 Hearing Order in AT&T's most recent rate
of return proceeding, Docket 79-63, FCC indicated that a range
for AT&T's rate of return was not at issue in the proceeding.
Rather, a separate proceeding would be initiated to consider an
allowance for efficiency and productivity. As of August 1981, no
such proceeding had yet been initiated. In its April 1981 deci-
sion in Docket 79-63 the Commission decided, however, to allow a
0.25 percent range in AT&T's rate of return. This range was, how-
ever, established to reflect the volatility in current economic
and financial conditions~-rather than being tied to productivity
and efficiency.

1/In Docket 16258 FCC also allowed a 0.5-percent range in AT&T's
rate of return; however, its order did not specify that AT&T
could only achieve the upper level through efficiency gains.
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Common Carrier Bureau officials told us that they believed
an examination of AT&T's productivity and efficiency would be a
worthwhile endeavor. 1In this regard, the Economics Division Chief
and Economic Studies Branch Chief stated that while such an inves-
tigation may not lead to the development of any hard and fast
productivity measures, they believed that it would nonetheless be
valuable in assessing the effects of regulation on AT&T's per-
formance. A Division economist involved in rate of return activi-
ties believed, however, that FCC could come up with productivity
and efficiency measures to be used in regulating AT&T. 1/

FCC's monitoring of the rate of
return--what policy 1s appropriate?

In addition to establishing a fair rate of return for AT&T
in formal rate of return proceedings, FCC also attempts to monitor
the carrier's realized rates of return between rate proceedings.
Various other financial information is also collected. The aim
of the activity is to determine whether AT&T has exceeded its
authorized rate of return or whether changes in cost of capital
necessitate the initiation of a rate proceeding if, for example,
a significant drop in the cost of capital should occur. 1In 1979,
an occurrence took place which focused attention on this function
and raised questions concerning the policies which FCC should
follow in carrying out its rate of return responsibilities. This
was FCC's determination that AT&T had apparently exceeded its
authorized rate of return in 1978.

AT&T's 1978 excess earnings

In early 1979 FCC determined that AT&T appeared to have
exceeded its authorized rate of return as specified in Docket
20376. In that Docket FCC had authorized AT&T an overall rate
of return of 9.5 percent plus an additional 0.5 percent which
could be achieved through increased productivity and efficiency.
According to FCC a report issued by AT&T in January 1979 showed
its ratio of net earnings to average net investment for 1978 was
10.22 percent. FCC stated that this equated to an excess earnings
of $99 million above the authorized 10 percent maximum. Further
study of the matter led to questions, however, concerning whether
the figure contained in the report was accurate or whether a
different figure was correct.

In October 1979, FCC issued a notice of inquiry into the
excess earnings issue. In the notice FCC asked for comments on
the following questions:

l/Common Carrier Bureau officials told us in July 1981 that they
plan to explore carrier productivity and efficiency in connec-
tion with the application of FCC's section 214 authority.
This issue is to be taken up in a planned extension of the
Competitive Carrier Rulemaking (Docket 79-252).
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--What is the appropriate time period over which FCC should
consider AT&T's earnings--a calendar year or some other
period?

--What measurement of AT&T's rate of return should FCC use?

--Had AT&T exceeded its authorized rate of return for 1978
and, if so, by what amount?

--What action, if any, should FCC take regarding any excess
earnings?

In the notice, FCC also discussed more broadly the policies
it should follow in those instances in which carriers earn above
their allowed rates of return. For example, FCC questioned
whether the rate of return prescription should be viewed solely
as a "target" earnings rate which individual tariffs would be
designed to achieve and, if so, whether it should prescribe tar-
iffs if the earned rate of return varied from the prescribed rate
of return. It also asked whether a rate of return prescription
should provide an upper limit to the earnings of a common carrier
with any excess revenues being returned to ratepayers.

S U U

As of August 1981, the Commission had yet to issue a decision
on what action it will take regarding the excess earnings. Some
FCC officials we spoke with, in this regard, believed that a lack
| of Commission action on this proceeding could undermine the cre-
dibility of their rate of return regulatory program.

FCC's REVIEW OF RATE
BASE AND EXPENSE ITEMS

FCC's efforts to review rate base and expense items during
the past decade have focused around a single proceeding--phase
II of Docket 19129. 1In this Docket FCC attempted to formally and
comprehensively investigate AT&T's rate base and expenses as well
as other aspects of its operations. Both before the initiation
and after the termination of this Docket, FCC has instead used an
informal "continuing surveillance" apprcocach for rate base and ex-
pense analysis. Under both approaches FCC has experienced con-
siderable difficulty in establishing any meaningful oversight over
AT&T's operations.

Continuing surveillance

Several years after its creation, FCC adopted a program of
continuing surveillance to use in regulating interstate telephone
rates. This program was designed to use informal negotiation
between the FCC and AT&T in lieu of formal rate cases. It re-
quired AT&T to submit various reports and applications to the
Commission, including applications to construct interstate facili-
ties. In addition, FCC maintained field offices which were respon-
sible for interpreting and monitoring compliance with accounting
requirements and prescribing depreciation rates.




In October 1965, however, the Commission began a formal
investigation into AT&T's charges for interstate and foreign
communications services. It initiated Docket 16258 which was in-
tended to examine a wide range of matters, including the rate of
return required by AT&T, the amounts properly includable as rate
base and expense items, and other aspects of AT&T's operations.
Docket 16258 ultimately did encompass an investigation of AT&T's
fair rate of return; however, a formal review of rate base and
expense items was, in effect, postponed to a subsequent pro-
ceeding~-Docket 19129, phase II.

Docket 19129--phase II

Docket 19129 was initiated on January 20, 1971, to investi-
gate the lawfulness of the charges of AT&T and its associated
companies for interstate and foreign communications service.

The investigation was divided into two phases. Phase I was
limited primarily to the determination of a fair rate of re-
turn on AT&T's interstate services. Phase II was aimed at
other aspects of AT&T's operations, including an investigation
of AT&T'S revenue requirement. 1/

There were approximately 50 FCC staff conducting the
investigation--consisting of Common Carrier Bureau personnel and
part-time consultants. ATS&T supplied the staff with over one
million pages of documents and internal records during the in-
vestigation. Hearings were also held periodically during 1974
and 1975 during which some 16,000 pages of transcript were
recorded and almost 16,000 pages of exhibits presented. In addi-
tion, FCC awarded several outside contracts to study AT&T opera-
tions. Cost of participation were, according to FCC, approxi-
mately $4 million for the FCC Trial Staff and almost $6 million
for AT&T.

The overall proceeding lasted over 6 years. An initial
decision was issued by the presiding FCC administrative law judge
in July 1976 and the Commission's final decision was adopted in
February 1977.

FCC's investigation of AT&T's revenue requirement included
an examination of various plant and expense accounts as well as
a review of such items as AT&T's construction program, the utili-
zation of the interstate telephone network, and AT&T's internal
audit program. 1In carrying out the investigation, FCC did not,
however, attempt to perform a complete audit of AT&T. Therefore,

1/The two other major areas considered in phase II dealt with (1)
the relationship between Western Electric and the rest of AT&T
and (2) AT&T's long-distance (MTS) rate structure.
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the dollar amounts reported by AT&T for its plant items were
generally accepted as accurate. 1/

Lack of past oversight
hampers FCC's investigation

In spite of the time and effort expended during phase II
FCC experienced considerable difficulty in determining the rea-
sonableness of AT&T's rate base and expense items--particularly
those involving the largest expenditure of funds. As recognized
by FCC throughout the proceeding, these problems were greatly
compounded by the lack of previous FCC oversight of such items
under its continuing surveillance program. This is clearly il-
lustrated by FCC's attempts to deal with AT&T's construction
program, its utilization of the interstate network and its
maintenance expenses. 2/

AT&T's construction program

FCC's investigation of AT&T's construction program during
phase II revealed that past regulatory oversight had been inade-
quate and more extensive review would be required in the future.
In his initial decision in phase II, the presiding administrative
law judge concluded that neither FCC nor State public utility
commissions had exercised the necessary scrutiny over AT&T's con-
struction expenditures. This dearth of review of construction
expenditures by the responsible regulatory agencies, he believed,
precluded them "from acting responsibly and decisively to problems
as they arise."™ 1In this regard, he added that reviews by most
State commissions were, at best, little more than informal dis-
cussions between commission staffs and company personnel and that
FCC review was, seemingly, even less in depth. 1In its final de-
cision, the Commission agreed that more effective review of the
construction program was needed in the future.

Network utilization

The inadequacy of past FCC review also hampered the Commis-
sion's ability to deal in Docket 19129 with problems relating to
AT&T's utilization of the interstate telecommunications network.

1/During the test year of 1972 used in phase II, AT&T's interstate
rate base, as specified in the Commission's final order, totaled
approximately $15.4 billion and its expenses approximately $5.3
billion. 1In 1980, AT&T's interstate rate base and expenses, in-
cluding taxes, totaled approximately $29.2 billion and $13.7
billion, respectively.

2/FCC's actions and problems relating to various other rate base
and expense items are discussed in appendix VIII. 1Issues re-
lating to AT&T's depreciation expense and its costs for in-

stalling telephones and other statio
in chapter 7.9 n apparatus are discussed
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F While the record established during the proceeding indicated that
the network had been underutilized during the test year of 1972,

FCC declined to take retroactive action since it believed its

own lack of oversight placed with it some responsibility for the

problem. Again FCC called for increased future oversight.

Because AT&T's efficiency in using the interstate toll
network directly impacts its rate base, regulatory oversight is
needed to ensure that the network operates at its lowest cost
and most efficient level. Such oversight includes a review of
service standards and utilization objectives developed by AT&T ‘
and its adherence to them. If service standards are too high or '
network utilization too low, an over-investment in facilities
would occur which would, in turn, increase the carrier's rate g
base and revenue requirement. If, on the other hand, service
standards are too low or utilization too high, service problems
could occur. Among other things, this could result in increased
congestion of facilities, particularly during hours of peak usage,
which would reduce a customer's ability to successfully complete
a telephone call.

In Docket 19129, FCC questioned both the utilization
objectives established by AT&T and its actual utilization of the
network. It noted, in this regard, that AT&T had not justified
its network utilization standard as being reasonable for effec-
tive utilization of its interstate toll network. FCC also as-
serted that actual utilization of the network had been far below
even the objectives which AT&T had set. To compensate for this
underutilization, the staff had recommended to the administrative
law judge a disallowance of $305.7 million from AT&T's rate base.
While AT&T did not dispute the conclusion that the network had
been underutilized, it argued that such underutilization had
occurred because high growth rates in demand for service which
had been forecast 4id not materialize.

In its decision the Commission accepted the conclusion that
the interstate telephone network had been underutilized; however,
it determined that a retroactive disallowance of funds in the rate
base should not be made. The Commission stated that while AT&T
was partly responsible for the underutilization, because of its
responsibility for facilities authorization under section 214 of
the Communications Act, 1/ it must also bear a portion of the
blame. In this regard the presiding administrative law judge had
noted that neither the Commission or its staff had ever conducted
an in depth study of network utilization. Thus, he believed
retroactive criticism in this matter was warranted only on a
showing of arbitrary or capricious management.

1/Under section 214, before constructing or extending a communi-
cations "line,” carriers must obtain from FCC a certificate 1
that such action serves the public convenience or necessity.

42




Although it declined to take retroactive action, the Commis-
sion stated that the issue of network utilization was vital and
increased regulatory vigilance in the future was needed. The
Commission directed the staff of the Common Carrier Bureau to
develop regular reporting requirements and changes to the section
214 authorization procedures which would permit better oversight
of network management and utilization. In the interim, it also
required AT&T to demonstrate as part of its regular section 214
justification, that any proposed addition to the network would
not exacerbate underutilization of the network and to take
remedial action to-correct that which existed.

Maintenance expense

PCC's difficulty in reviewing rate base and expense items
was further demonstrated in its investigation of AT&T's mainte-
nance expenses. Maintenance expenses represent the largest cate-
gory of interstate operating expenses--totaling about $1.3 billion
in 1972 or about 31 percent of all expenses (excluding taxes).
Although the Commission concluded that AT&T had not demonstrated
the reasonableness of such expenses, it found that evidence pre-
sented in the proceeding was insufficient for it to disallow any
expenses from AT&T's revenue requirements.

In its presentation, FCC's staff noted several problems
relating to AT&T's expenditures for maintenance expenses:

~-Maintenance expenses had increased at a faster rate than
average plant from 1966 to 1973,

~~Certain maintenance functions' productivity had been
decreasing.

--AT&T's operating companies maintenance expenses were
increasing at widely differing rates.

In addition, the staff maintained that unless AT&T adequately
justified maintenance expenses they should be disallowed.

In its decision, the Commission agreed that AT&T had not "in
any sense" demonstrated the reasonableness of its maintenance ex-
penditures. Rather, it said

"* * * the sole evidence AT&T offered was the
existence of its maintenance accounts and the
bald assertion that they were reasonable and
necessary to the rendition of interstate tele-
phone service.”

The Commission found, however, that the staff had not developed
evidence which was sufficient to demonstrate imprudence on the
part of AT&T--noting that the staff had relied on an examination
of AT&T expense ratios rather than challenging the accuracy of
maintenance figures.
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In his initial decision the presiding administrative law
judge also concluded that the staff had "put too many eggs in one
basket"” in relying on an expense ratio analysis. He went on to
note that the problem of understanding and evaluating the prudence
of maintenance expenditures was both complicated and somewhat
arcane in the sense that a great deal of subjective management
judgments were involved, and there was probably no one on the
Commission's staff with a sufficient combined background of
engineering, accounting, and technical management needed to fully
grasp and comprehend the subject. He added that until the Commis-
sion could find or train the proper experts, it would obviously
be at a marked disadvantage in the performance of its regulatory
responsibilities in the particular area of maintenance expenses.

The Commission stated that greater certainty in the area of
maintenance expense was needed. Toward this end, it required
AT&T to submit an affirmative plan for monitoring the performance
of its maintenance program. In August 1977, AT&T filed such a
plan with FCC. However, as noted on page 46 little if any further
analysis of this area has been undertaken by FCC.

The proceeding’'s
effectiveness and future plans

Both the Commission, in its final decision, and the adminis-
trative law judge, in his initial decision, questioned the effec-
tiveness of Docket 19129, phase II, and set forth proposals for
future procedures to deal with rate base and expense items and
other aspects of AT&T's operations. 1In general, both agreed that
the proceeding had been too broad, and that a different approach
was needed in the future.

The administrative law judge believed that there was promise
in a "continuing surveillance" approach to regulation, although
FCC's administration of such an approach had been deficient in
the past. In this regard, he cited a 1973 report by the Admin-
istrative Conference of the United States which found that the
continuing surveillance as practiced by FCC was a "misnomer,”
since the Commission had little mastery of the subject it pur-
ported to scrutinize. He added that it seemed that since the
19308 "there never was a realistic intent on the government's
part to requlate AT&T and the other common carriers in the tele-
communications field."

To regulate AT&T in the future, the judge called for a
regulatory program which would include:

~-adopting rules and regulations prescribing formal "audit"
procedures on a periodic basis of all carriers, followed
by formal reporting procedures with audit reports retained
in a public file;

--designating hearings, as necessary, on narrow or
restricted issues; and
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~-scheduling conferences from time to time to allow
participation by consumers, trade suppliers, and
other parties,

In addition, he called for FCC to employ or train an adequate

number of specialists in all disciplines relevant to its responsi-
bilities. He also advocated improvements in FCC's data collection

activities., 1In this regard, he stated that a wholesale review of

FPCC's Uniform System of Accounts was an absolute necessity. FCC's

efforts to revise the Uniform System of Accounts are discussed in
chapter 5.

In its decision, the Commission favored a somewhat different
approach. It stated that, "where appropriate, future major cases
should be conducted first with a general rulemaking to establish
major principles."” Once general policies had been established,
implementation of them could be carried out on a case-by-case
basis using formal or informal adversary proceedings or partial
audits.

Regarding the administrative law judge's recommendation for
increased auditing by FCC, the Commission noted that audits could
be used to determine areas of carriers' operations which require
further investigation. However, it did not believe a complete
audit would be an appropriate or efficient way to determine the
reasonableness of AT&T's rate base or expenses or the costs as-
sociated with providing individual services. Rather, it stated
a more reasonable approach would be to audit only those services
or areas in which "a significant question or dispute has arisen.”

F:C’s current program for
mouitoring rate base and
expense ltems remains a misnomer

Since the conclusion of Docket 19129, phase II, FCC's review
of rate base and expense items has once again been conducted on
a "continuing surveillance" basis. However, relatively little
time and attention has been devoted to this surveillance. While
PCC has taken action to address some of the concerns raised in

Docket 19129--such as increasing oversight over network operations

and revising the treatment of station connections and asset re-
tirements 1l/--it has done little or nothing on many others. Thus
FCC has fallen far short of the agenda which it established for
itself in Docket 19129 to exercise needed oversight and control
over AT&T's interstate revenue requirements.

Responsibility for reviewing rate base and expense items is
divided primarily among three divisions within FCC's Common Car-
rier Bureau--the Economics Division, the Domestic Facilities

1/PCC actions relating to station connections and asset retire-
ments are discussed in chapter 7.
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Division, and the Accounting and Audits Division. Other divi-
sions in the Bureau are involved only on an ad hoc basis.

Economics Division

Primary responsibility for reviewing rate base and expense
items within the Economics Division has been assigned to the
Cost Analysis Branch. Among the responsibilities assigned to
it are the following:

--Develop methods, procedures and standards for testing
the reasonableness of investment costs and expenses
reported by communications common carriers.

-~-Continually review and compare investment and expense
cost data reported by carriers. Identify and investigate
deviations from cost standards and initiate or recommend
corrective action.

--Monitor continually components and amounts in the rate
bases of carriers. Identify areas where the items in-
cluded appear unreasonable or inappropriate and initiate
or recommend appropriate action.

--Develop principles concerning carrier rate base and
structure for use in tariff review and rate investiga-
tions. Review the general level of carrier rates, rate
base and expenses and recommend areas requiring further
investigation, as appropriate.

--Develop, in coordination with the Accounting and Audits
Division, information requirements for costs and rate base
analysis.

During our audit work, a formal Cost Analysis Branch did not,
however, exist within the Economics Division. Throughout most of
calendar year 1980 this branch and the Economic Studies Branch
were without chiefs and the Division was without a full-time chief.
As a result, we were told work was being carried out in four in-
formal working groups, one of which was assigned cost analysis
responsibility. Only one or two persons were involved, however,
in cost analysis activities.

Economics Division officials in the cost analysis group told
us that no ongoing program for monitoring rate base and expense
items existed within the Division. While a Division economist
said that some work has been done within the Bureau relating to
rate base issues raised in Docket 19129--such as facilities con-
struction, station connections, and asset retirements--no overall
review has been conducted. He added that, except for depreciation,
no analysis of AT&T expenses has been undertaken~-noting, in this
regard, that nothing had been done by FCC to address the concerns
raised in Docket 19129 regarding AT&T's maintenance expenses. In
general, he said that most of the cost analysis group's time had
been spent on cost of capital and depreciation issues.
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The previous Cost Analysis Branch Chief told us that little
or no rate base or expense analysis had been conducted in the
Branch during his tenure as well. He said that, in essence,
the Branch had never really functioned as intended. 1Instead,
personnel had been primarily involved in working on "crash
dockets™ dealing with other issues.

Economics Division officials including the present and
previous Division Chiefs cited as a primary reason for not
carrying out rate base and expense analysis functions, the
inherent difficulty of such tasks. 1In this regard the Econ-
omics Division Chief said that he was not optimistic about
FCC's ability to perform rate base and expense analysis par-
ticularly for a firm the size of AT&T. Consequently, he was
unsure what would be done to carry out these functions in the
future.

In addition to the inherent difficulties in carrying out
rate base and expense analysis, Division officials pointed out
several other problems which had hindered their efforts. One
frequently cited problem was that the Division was without full-
time leadership for over a year. 1In this regard, both the present
and a former Division chief agreed that the Division had not func-
tioned up to par and needed to be pulled back into the mainstream
of the Bureau's requlatory activities.

Another often mentioned problem was the lack of intrabureau
coordination, particularly between the Economics and Accounting
and Audits Divisions. Officials including the present and
former Economics Division Chiefs told us that animosity existed
between the Divisions for a variety of reasons--including dis-
putes over how to handle revisions of the Uniform System of
Accounts and, thus, little coordination had taken place. The
Economics Division Chief told us, in this regard, that he be-
lieved coordination between the two divisions was essential
and he planned to initiate action to improve their relationship
in the future.

Domestic Facilities Division

The Domestic Facilities Division is responsible for adminis-
tering FCC's responsibilities under section 214 of the Communica-
tions Act of 1934. The Division's functions include developing
policy and procedures for authorizing and regulating the domestic
transmission facilities used by interstate common carriers. This
includes authorizing AT&T's "blanket application," which contains
its facilities construction proposals for a given year required
under section 214 of the Communications Act.

The Division is also responsible for maintaining general
oversight over the interstate telecommunications network. To
accomplish this, a Network Analysis Branch has been established
within the Division. 1Its responsibilities include studying the
nationwide telecommunications network to determine the nature of
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its operation and the methods by which the carrier determines the
need for new or additional facilities and providing support and
recommendations for the development of facility authorization
programs designed to reduce unnecessary investment in facilities,
taking into account network efficiency and utilization, among
other factors.

Discussions with a recently resigned Domestic Facilities
Division Chief, the Network Analysis Branch Chief, and other
Division officials revealed, however, that while some progress
has been made, problems in determining the reasonableness
of facilities construction and network utilization cited in
Docket 19129, phase II still exist. A primary reason cited - .
L for this was the difficulty in understanding a subject as
broad and complex as the operation of the interstate telecom-
munications network, particularly in light of FCC's past lack
of oversight in this area.

: In this regard these officials stated that FCC recognized

f in Docket 19129 the difficulty in attempting to regulate AT&T's
facilities investment retroactively. Thus, it determined that

a more prospective approach should be applied. To accomplish
this, in 1975 the Common Carrier Bureau established a network
analysis function, which was charged with developing an under-
standing of the interstate telecommunications network. 1In 1979
this activity was expanded from two positions to eight positions
when a formal Network Analysis Branch was formed.

The Network Analysis Branch Chief told us that FCC has
generally reviewed AT&T's facilities on an informal basis rather
than in the context of formal proceedings. He said that they
have, on numerous occasions, asked AT&T questions about its
facilities' operations, which he believed, in some cases, have
led AT&T to improve its facilities' plans. He acknowledged that
such a claim would, however, be difficult to document. The
Branch Chief also believed that some progress had been made to-
ward improving FCC oversight over the utilization of the inter-
state telecommunications network, as the Commission ordered in
Docket 19129. He said, however, it would be a good distance in
the future before FCC could evaluate the service standards and
utilization methods used by AT&T to the extent necessary for it
to be able to exercise any real control over AT&T's facilities
applications.

In addition to the complexity of such a review, another fac-
tor which may affect the Branch's effectiveness in regulating
AT&T's facilities investment is the language presently contained
in section 214 of the Communications Act. Under section 214, FCC
is given authorization authority over interstate communication
"lines."” Generally, FCC has interpreted this authority narrowly--
to cover only interstate transmission facilities and to exclude
other facilities, such as switches. Under such an interpretation
FCC has facilities authorization authority over only a very small
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percentage of AT&T's rate base-approxxmately 3 to 5 percent ac-
cording to one FCC official's estimate. 1/ Although Bureau of-
ficials including the Network Analysis Branch Chief believed that
FCC might be able to assert jurisdiction over other types of car-
rier facilities including switching, some uncertainty exists. 1In
addition, one official said no attempt has been made to do so
because FCC is reluctant to try and expand its authority because
it lacks the resources necessary to review such additional facil~
ities.

Officials including the Network Analysis Branch Chief and
a former Division Chief, said that a further problem relating
to the facilities review process under section 214 is that
facilities which are submitted for approval have been decided
on by the carrier several years earlier. Without understanding
the decisionmaking process which led to the application, it was
difficult for FCC to determine the need for the facilities and
the reasonableness of their cost. To better carry out their
responsibilities, they said FCC needed to get more involved
in the facility planning process.

According to the Network Analysis Branch Chief FCC is
in the process of evaluating its facilities authorization pro-
gram and attempting to formulate procedures which will better
enable them to carry out their responsibilities in the future.
He said a Notice of Proposed Rulemaking will be issued on this
subject, although he did not know when this would occur.

Accounting and Audits Division

This Division is responsible for administering FCC's Uniform
System of Accounts; reviewing and approving the carriers' ac-
counting reports, reviewing and summarizing the carriers' finan-
cial and operating reports; auditing the carriers' financial and
operating practices, procedures, and records; and recommending
to the Commission annual carrier deptec1at1on rates. 2/ The
Division has one field office located in New York City to aid
it in carrying out its audit function.

The Division's accounting activities have generally centered
around the approval of various plant account journal entries,
providing interpretations of the Commission's accounting rules

1/FCC can retroactively review the reasonableness of other
interstate facilities, including switching, as was attempted
in Docket 19129, phase II; however, as FCC's experience
indicated, such a retroactive review is plagued by diffi-
culties.

2/FCC's activities in setting depreciation rates and their
implications in a more competitive environment are discussed
in chapter 7.
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and providing, as requested, support to the Hearing Division on
accounting questions related to rate of return cases. The Divi-
sion's responsibilities regarding the revisions to the Uniform
System of Accounts which are discussed in chapter 5 have not been
clear, resulting largely in an ad hoc, disjointed input.

The auditing capabilities the Division needs to review
rate base and expense items virtually do not exist. The audit
capabilities would determine whether

~-the carrier is maintaining effective control over
revenues, expenditures, assets, and liabilities;

-—the carrier is properly accounting for its resources,
liabilities, and operations;

--the carrier's financial reports contain accurate,
reliable, and useful financial data; and

~-the carrier is complying with the requirements
of the Commission's regulatory rules and regulations.

According to the Acting Chief of the Division, anything which
would resemble the audit function described above, other than
some ongoing onsite work by the New York office, has not
existed at the Commission. He attributed this to the lack of
resources, the priority use of the audit staff for other tasks,
and the general misunderstanding at the Commission of the impor-
tance of auditing and its relationship to regulatory functions.
In this regard, the former Division Chief said that the Divi-
sion's role has depended largely on how the Bureau Chief has
perceived the Division function. He said that each of the past
three Bureau Chiefs have handled things differently, each time
with a direct impact on the Division's work approach.

Our review of the 23 ongoing or recently completed projects
by the Division's Washington staff as of August 1980 showed that
7 were administrative, 10 dealt with accounting activities, 5 re-
lated to audit activities, and 1 was an internal FCC audit. Of
the five audit projects none were specifically geared to review
expense items of the domestic common carriers. One was to re-
view the audit reports received from the field. One was essen-
tially a desk or forms audit concerning whether financial
material submitted by the carriers was correctly added and shown
in the appropriate form and schedule. Two were for international
activities and one related to the separations process. The
large number of administrative projects, we were told by the
Audits Branch Chief, was necessary to him because of his newness
to the position.

The Division's New York office at the time of our review
represented the Commission's ongoing "hands on"™ onsite audit
activity. It consisted of nine auditors and two administrative
persons. The audit activities of the office are determined
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by the office chief and as directed by the Division's auditing
branch. The office chief said that he determines what audit
work to do by (1) reading the trade press, (2) reading FCC
dockets and "Major Matters Before the Commission”, and (3) re-
viewing carrier supplied data and noting any glaring changes.
The office's work has largely been done in a vacuum. The Chief
of the New York field office said that other divisions of the
Bureau are not coming to him asking for assistance on projects
which he or the New York office may have some knowledge or have H
done some work. For example, the New York office has not been
asked for input regarding the Commission's revision of the !
Uniform System of Accounts or establishment of separate subsid- ;
iaries in the Computer II Decision. The official said the 1,
t

reports done by the New York office will go to other divisions
within the Common Carrier Bureau if the Accounting and Audits
Division Chief determines that the reports would be of interest ,
and useful to the other divisions. Often, the official said, l
they complete a project, prepare a report, and then look around |
to see if anyone has an interest in their work. |

The New York office audit work serves as FCC's ongoing
audit of AT&T. The Chief of the New York field office noted
that from their work at AT&T's New York Telephone Company they
can generalize about the rest of AT&T. This is done by asking
AT&T if conditions found by the audit at New York Telephone
also exist at other operating companies. The official noted, ;
however, that it would be far more preferable to have audit :
teams visit and audit similar activities at the other operating
companies. The official noted that without additional per-
sonnel and travel moneys it was not possible for his group to
go beyond the New York area.

et v

Three of the nine auditors at the New York office at the
time of our review were involved in reviewing the carrier's
annual financial report. This review, a desk audit, is looking
to see whether the information is (1) being reported properly,
(2) reported in the right columns, (3) reported and presented
in the p-oper forms, and (4) consistent. This desk audit, ac-
cording to the Chief of the New York field office, is not in-
tended to check whether the reported information is accurate or
reliable, only that the financial forms are consistent. This
official and another New York field office auditor noted in
this regard that they did not see this as a useful exercise since
the first thing they will do when looking at a particular activ-
ity of a company is to review the income statement, balance
sheet, and other supporting records.

The above activities of FCC's Accounting and Audits Division
do not represent a well designed program which can assure the
regqulator that a regulated company is performing in an efficient,
economical manner. Based on the limited hands-on audits of
domestic common carriers FCC has not systematically assessed
carriers' rate base and expenses, and is in no position, for
example, to detect




--wasteful use of property;

--procurement and accumulation of unneeded or excess
quantities of property, materials, or supplies;

--inefficient or uneconomical use of equipment;

--duplication of effort by employees or between
organizational units; and

--per formance of work which serves little or no useful
purpose.

It is not our intent to suggest that FCC should be in a
position to audit all the activities of all the regulated car-
riers. The resource requirements would be overwhelming. Rather,
we see three changes to FCC's existing audit approach. First,
FCC must recognize that accounting and auditing are essential
tools of the regulator which complement all other elements of its
regulatory program. To use these tools the agency needs to have
or develop knowledgeable and experienced people. This develop-
ment can be enhanced by hands-on, onsite audit experience.

Second, FCC needs to set priorities for its audit work,
thereby establishing coverage of a carrier's activities which
can provide the Commission timely and adequate information on
performance. For example, AT&T's maintenance expenses were
singled out in FCC's Docket 19129 as an area which should be
given increasing attention. However, according to the Audits
Branch Chief and New York field office Chief they have done no
audit work relating to the reasonableness of AT&T maintenance
expenses.

Third, FCC's Accounting and Audits Division needs to have
greater interaction and coordination with the State regulatory
commissions. The Audits Branch and the New York field office do
not solicit the views or opinions of the State regulators. They
neither actively compare their own audit activities to those of
the States, nor do they share or request copies of audit reports
developed by the State commissions.

Problems with the regulatory program

In carrying out a rate of return/rate base regulatory
program, FCC has made little progress since it clearly docu-
mented its own inadequacies in Docket 19129. Various officials,
including former Common Carrier Bureau Chiefs, stated that a
primary problem they faced was regulating a firm of the size
and complexity of AT&T. They said, in this regard, that the
difficulty in obtaining the knowledge and expertise necessary
to regulate AT&T's rate base and expense items had resulted in
relatively few resources being assigned to these activities.
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During the time of our review the Chief of FCC's Common
Carrier Bureau told us that he recognized that FCC's efforts had f
focused on establishing AT&T's rate of return and relatively
little effort had been devoted to rate base and expense analy-
sis outside of Docket 19129. He said that such an approach
was taken because he believed FCC could not conduct a "textbook"
rate of return/rate base regulatory program. As a result, he
said, the Bureau has focused its attention on the one area which
it can address--setting a rate of return--and spent little time
on rate base and expense analysis--an area in which he believed
FCC's ability to function effectively was questionable. He
acknowledged that such an approach may create efficiency disin-
centives for the regulated firm. 1/ However, he believed that,
overall, customers were better off under such a program than if
regulatory control was eliminated. While he was not optimistic |
about FCC's ability to substantially improve its rate of return/
rate base regulatory program in the future, he believed that one 1
action which would be worthwhile was an expansion of FCC's audit
capability.

Another former Bureau Chief also believed that it was
impossible for FCC to develop a regulatory program which could
effectively substitute for competition. He said, however, that
in the absence of a workably competitive environment, FCC had no
alternative but to attempt to formulate and carry out traditional
rate of return and rate base responsibilities. 1In addition to
strengthening FCC's audit capabilities, he also favored strengthen-
ing the Bureau's network analysis program and streamlining its
rate of return setting process.

Obtaining and managing resources

Staff members in the Economics and Accounting and Audits
Division, among others, believed that another source of FCC's
difficulty in conducting a rate of return/rate base regqulatory
program stemmed from its inability to obtain, retain, and manage
the resources needed to carry out its responsibilities. 1In this
regard, officials believed that the Common Carrier Bureau did not
have the trained staff needed to even begin to carry out an ef-
fective regulatory program.

One factor which was cited as contributing to FCC's staffing
problems was turnover among Common Carrier Bureau officials. 1In
this regard, during the 3 years before April 1981, the Bureau had
four appointed or acting Bureau Chiefs, five Economics Division
Chiefs, three Tariff Division Chiefs, three Chiefs in charge of
domestic facilities, and three Chiefs in charge of program evalua-
tion. Given the previously cited difficulty in obtaining a
thorough understanding of the problems and nature of the industry,

1/Efficiency disincentives which may result from regulation 1
are discussed in appendix VI.
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it is not surprising that turnover could greatly restrict FCC's
ability to regulate effectively.

Officials said that management problems had also impacted
FCC's regulatory efforts. One particular problem which was cited
was the lack of effective coordination within the Bureau, partic-
ularly between the Economics and Accounting and Audits Division.
The lack of interdivisional coordination and other FCC manage-
ment problems were discussed and recommendations concerning over-
all FCC management effectiveness were made in our July 30, 1979,
report "Organizing the Federal Communications Commission for
Greater Management and Regulatory Effectiveness" (CED-79-107).

Obtaining and processing information

Problems in collecting, processing, and analyzing informa-
tion were also cited by FCC officials as a factor affecting FCC's
regulatory efforts. The Common Carrier Bureau Chief at the time
of our review, as well as staff members in the Economics, Ac-
counting and Audits, and Domestic Facilities Divisions pointed
out information problems which had hampered their efforts. These
included obtaining necessary information from AT&T and other car-
riers, organizing information collected into data bases, and
developing reports and analyses which can be used in carrying out
regulatory activities and deciding on policy matters.

The Common Carrier Bureau Chief told us that he recognized
the need for a review of the Bureau's information activities and
had initiated a study into this subject. A Program Evaluation
Staff official told us in May 1981 that while the effort is not
yet completed, some accomplishments have been achieved, including
the elimination of certain carrier reports which are no longer
needed.

Coordination with State
public utility commissions

A further factor which has inhibited FCC's regulatory
efforts is the lack of coordination with State public utility
commissions. The responsibility for supervising rate base and
expense items for AT&T and other carriers involved in both inter-
state and intrastate telecommunications is divided between FCC
and State commissions, respectively. Consequently, both FCC and
the States may frequently be involved in reviewing many of the
same aspects of a carrier's activities. However, we were told by
officials at both levels that little coordination has taken place,
except for work involving Joint Boards and depreciation issues.

Both FCC and State commission officials we spoke with be-
lieved that increased coordination would be desirable and benefi-
cial. They particularly believed that increased efforts to share
information and to discuss problems and concerns at the staff
level would be beneficial.
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ALTERNATIVES TO AND ABANDONMENT OF
THE TRADITIONAL REGULATORY PROCESS

A variety of proposals and suggestions have been made to
modify, replace, or simply abandon the traditional rate of return/
rate base regqulatory process. These approaches range from rela-
tively minor alterations in the methods used to determine rates
of return to complete deregulation.

Most of the alternatives suggested appear to be based
largely on considerations of economic theory. We are aware of
little empirical evidence to support the changes proposed or to
compare their effects to those which have resulted under existing
applications of rate of return/rate base regulation. Indeed,
such comparisons would be difficult to make with any degree of
certainty.

Of the approaches which have been formulated, an apprach

for promoting competition where economic conditions no longer

" warrant the preservation of an exclusive monopoly franchise and
for gradually relaxing rate of return/rate base regulation as
markets become workably competitive appears to offer the greatest
long-term benefit. 1/ However, other approaches--particularly
those which attempt to affect the firm's incentives--also offer
some potential for improving regulation in those markets which
are not workably competitive.

Modifications of rate of
return/rate base regulation

Perhaps the most noteworthy proposals to modify the existing
rate of return/rate base regulatory system are those which involve
the use of automatic rate adjustment clauses and incentive plans.
In general, automatic adjustment clauses aim at facilitating the
regulatory process while incentive plans focus on a firm's incen-
tives to perform efficiently.

Automatic rate adjustment clauses are designed to expedite
adjustments to changes in economic conditions. This may be done,
for example, by indexing utility rates or certain utility costs,
to a general economic indicator such as the Consumer Price Index,
so that they would automatically go up or down by the same per-
centage as the percentage change in the indicator. 2/ The primary
advantages of using such clauses are that (1) they may make it
easier for utilities to deal with inflation and (2) regulatory
agencies might be required to conduct fewer rate hearings and, this,
they could devote their time to other areas needing attention.

1/This is further discussed in chapter 2.

2/Automatic adjustment clauses may also allow utilities to simply
pass along certain cost increases to customers. !
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Among their disadvantages are that they may reduce efficiency,
they may not be tied to appropriate indicators, and they may be
subject to manipulation.

Incentive plans attempt to provide firms with reasons to
increase efficiency and, consequently, to overcome a primary
weakness of rate of return/rate base regulation. Such plans are
often predicated on the concept that a firm should be given the
opportunity to earn above its cost of capital if it does so through
efficiency improvements.

One of the methods aimed at improving efficiency is simply
allowing a range in the firm's rate of return, the top of which
would be above the firm's cost of capital. This would theoreti-
cally provide the firm with an incentive to reduce its costs,
since by doing so it could increase its profits. 1/ While this
approach appears to offer promise, a primary problem with it lies
in establishing procedures to ensure that extra profits result
from cost efficiencies rather than some other factors. 2/

FCC has taken some action to explore the possibility of
using these or other modifications in its regqgulatory program for
domestic common carriers. In 1974 Horace J. DePodwin Associates
submitted a report to FCC under contract FCC-0071 in which it
outlined an alternative to rate of return/rate base regqulation.
The proposed alternative used an incentive approach which would
allow the regulated firm to increase its profits if its perform-
ance improved, in accordance with a performance index to be estab-
lished by FCC. An FCC official involved with the contract said
that nothing was ever done to attempt to implement the proposal
since it was believed to be unworkable.

In 1976 FCC also held a 2-day ccnference in which a number
of experts in regulatory theory were to discuss alternatives to
and improvements in rate of return regulation for the common car-
rier industry. 1In his concluding remarks at the conference, the
then Common Carrier Bureau Chief noted that while much informa-
tion was presented on the theory and deficiencies of rate of
return/rate base reqgulation, little was said about alternatives.
Nevertheless, he believed the conference was "a good beginning®
and, hopefully, would stimulate further research on the subject.

1/As discussed on page 37, FCC set forth such an approach in two
of its rate of return proceedings for AT&T.

2/A more detailed discussion of modifications of rate of return/
rate base regulation and examples of their use is contained in
appendix IX.
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Abandonment of rate of return regulation

Because of the problems which agencies such as FCC have ex-
perienced in formulating and implementing a rate of return/rate
base regulatory program or some alternative to it, questions
have been raised by some economists and regulatory theoreticians
concerning whether regulation makes a difference or whether it
is worth its costs. Some parties have argued that society would
be better off if rate of return/rate base regulation were aban~
doned and some other form of government intervention were man-
dated, as necessary.

While it appears that rate of return/rate base regulation can
and has made a difference in that agencies, including FCC, have,
among other things, ordered rate reductions, disallowed items from
firms' rate bases and limited rates of return, it has been argued
that such actions do not necessarily prove that such regulation
is effective. Rather, the argument continues, such actions may
have been in error or may have led to service degradation or may
have resulted from exaggerated requests made by the firm, which
was aware that any full request would not be granted. Thus, it
has been suggested, the ultimate result may have been close to
that achieved without regulation.

Proponents of deregulation have also cited the costs to
society which rate of return/rate base regulation may create.
The regulatory process imposes administrative costs on the
agency, the firm and other parties to requlatory proceedings--
much of which is passed on to the ratepayer and taxpayer. How-
ever, it has been argued, even greater costs to society may re-
sult from the effects of rate of return/rate base regulation on
the firm. For example, such regulation may distort the firm's
pricing behavior and inhibit its desire and ability to innovate.
It has been argued that the need to promote innovation is partic-
ularly acute in the telecommunications industry where the rate of
technological advance is high,

Because of these costs, certain studies on the subject have
concluded that rate of return regulation is likely to be more
harmful than beneficial and, therefore, should be abandoned.
Instead, it has been suggested that alternative forms of inter-
vention such as opening the right to operate a public utility to
competitive bidding at specified intervals (franchise bidding) or
taxing excess profits could be used, if necessary.

While recognizing the validity of some of the problems raised
in these arguments, other studies have argued against the overall
conclusion that rate of return/rate base regulation should be
abandoned under any circumstance. Among the counter-arguments
which have been made to such broad deregulatory proposals are:

--They tend to be based on simplistic analyses.

--They tend to minimize the power and incentives of an ]
unregulated monopolistic firm.
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--They presume that the regulatory agency is inherently
inept and no improvements in the regulatory process will
occur.

--Alternatives such as franchise bidding and excess profits
taxes are unlikely to function effectively.

A more middle ground approach for deregulating firms with
monopoly power is one which links deregulation to the level of
competition which exists in each market served by the firm. Under
such an approach, legal barriers to entry are removed from markets
in which cost factors or other economic concerns no longer justify
the maintenance of a franchised monopoly. As competition develops
in such markets, rate of return/rate base regulation is relaxed.
To facilitate this process and make it function effectively, how-
ever, other forms of Government regulation or intervention may be
required--particularly during the transition toward a fully com-
petitive environment in all markets served by the firm. These
include such things as:

--The establishment of structural requirements to reduce or
eliminate the opportunities for firms to use their power
in certain markets in an anticompetitive manner.

--The formulation of accounting requirements and cost allo-
cation standards to ensure that costs are properly assigned
between competitive and noncompetitive markets (as well as
among services and products in markets which are not sub-
ject to effective competition).

--The requirement that all firms have nondiscriminatory
access to those operations of dominant firms which compe-
titors need to provide service.

In general, this is the approach which has been initiated
by FCC and is being considered by the Congress for promoting
competition and dereqgulating or modifying regulation of the
telecommunications industry. While such an approach appears to
offer substantial promise, a number of questions exist concerning
FCC actions to ensure that the transition to a more competitive
and less regulated environment is successfully completed. These
qgquestions are discussed in the remaining chapters of this report.

OUTLINE FOR IMPROVING FCC's
RATE OF RETURNZRATE BASE
REGULATORY PROGRAM

PCC's rate of return/rate base regulatory program, as
described in the previous sections, has fallen short of both
the standards set forth by economic theory and those which
FCC established for itself in Docket 19129, phase II. While we
recognize the inherent difficulty in conducting all of the tasks
necessary to establish a "textbook” regulatory program as well
as the uncertain outcome of any regulatory efforts, we believe,
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nevertheless, that certain actions can improve the scope and in-
tensity of FCC's regulatory efforts and better serve the public
interest while a fully competitive marketplace is given the time
and opportunity to evolve. These actions apply to both FCC's
efforts to establish rates of return and to monitor rate base
and expense items.

Rate of return

In establishing rates of return for carriers--as exemplified
in its regulation of AT&T--FCC has relied in recent years on the
use of an evidentiary hearing process. While this process
represents the traditional approach used by regulatory commis-
sions, its effectiveness has been questioned on the grounds that
its contribution to the achievement of a reasoned determination
by the Commission on a firm's fair rate of return is outweighed
by the costs and delays which are attendant to it. The existing
process has also been questioned on grounds of efficiency, in
that largely duplicative proceedings must be conducted before
both FCC and State commissions in which a carrier operates.

Although it appears unlikely that the existing process could
be abandoned without jeopardizing carriers' rights to due process
and equal protection of the law, we believe that FCC needs to
institute a proceeding to explore opportunities for improving and
facilitating present procedures as well as for making the need
for full evidentiary hearings less frequent. The issues which
need to be examined in this proceeding include, among others,

--opportunities for FCC to coordinate its rate of return
determinations with those of State public utility commis-
sions,

--the possible use of formats for presentations of cost of
equity capital, and

--methods which could be used to adjust carriers rates of
return between formal rate of return proceedings.

We also believe that FPCC needs to initiate a project to ex-
plore the methods which it should use to address the issue of
dominant carriers' efficiency and productivity. This should in-
clude an evaluation of using efficiency incentives in establishing
carriers' rates of return. FCC has in the past allowed AT&T to
earn above its cost of capital if such earnings were due to effi-
ciency and productivity gains; however, no attempt was made to
determine whether such earnings resulted from efficiency increases
or from other sources.

While there appears to be considerable merit in incentive
approaches such as this, we believe that FCC needs to develop
measures of efficiency and productivity which it could use in
applying such an approach in the future. For example, given the
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problems which FCC has cited in AT&T's utilization of the inter-
state network (see pages 41 and 48), FCC may wish to explore the
possibility of linking AT&T's rate of return to its efficiency in
designing and using interstate facilities.

We recognize that developing efficiency and productivity
measures is a complex undertaking, particularly for a firm the
size of AT&T. However, given the importance of ensuring the
achievement and maintenance of high performance levels in U.,S.
industry and the possibility of rate of return/rate base regula-
tion weakening efficiency and productivity incentives, we believe
the Commission needs to direct the Common Carrier Bureau to
initiate a project to work toward developing efficiency and pro-
ductivity measures. Based on this groundwork the Commission would
then be in a position to determine how such measures could best
be used in regulating dominant carriers.

We also believe that prompt Commission action is needed to
resolve the issues which it raised in its 1979 notice of inquiry
on AT&T's apparent 1978 excess earnings. Such action should re-
solve not only the factual question of whether AT&T earned in
excess of its authorized rate of return, but also set forth a
policy which the Commission can follow in any similar instances
in the future. Such action, we believe, will help dispel ques-
tions concerning the Commission's credibility as a regulator.

Rate base and expenses

We believe that several actions are also needed to improve
FCC's review of the rate base and expense items of dominant car-
riers. These include (1) upgrading the Common Carrier Bureau's
information collection and analysis capabilities, (2) establish-
ing an expanded audit capability, (3) improving FCC coordination
with State public utility commissions, and (4) modifying FCC's
facilities authorization authority and procedures.

FCC's Common Carrier Bureau has already taken an important
first step in improving its regulatory program by undertaking a
study of the Bureau's information needs and requirements. Once
this study has been completed the Bureau will be in a better
position to develop improved data bases which it can use to
monitor dominant carriers' rate base and expense items on a
continuing basis. To ensure that this function is carried out,
we believe FCC needs to reestablish a group within the Economics
Division which has the resources necessary to carry out primary
responsibilities assigned to the Cost Analysis Branch, including

--developing methods for testing the reasonableness of
carrier investment costs and expenses,

--identifying and investigating deviations by carriers from
cost standards and recommending corrective action, and
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--monitoring rate base components and recommending action
in those cases where amounts appear unreasonable or
inappropriate.

FCC's audit capabilities within its Common Carrier Bureau's
Accounting and Audits Division must also be tailored to meet
its needs for timely and adequate information on carriers' per-
formance. This can be achieved by upgrading its existing audit
capabilities through a more active, participatory audit program--

one whose work has been prioritized and complements other elements

of the regulatory process, including those of the Economics Divi-
sion, described above, and has been communicated and coordinated
with others in the Commission and State regulatory agencies.

Similarly, FCC needs to cooordinate other elements of its
regulatory program with those of State public utility commis-
sions. At present, little coordination exists, particularly at
the staff level. To improve the FCC-State relationship, FCC
needs to establish a program within the Common Carrier Bureau
under the direction of a top level official aimed at accomplish-
ing this task. This person should work with other Bureau of-
ficials, representatives of State commissions, and the National
Association of Regulatory Utility Commissioners to determine the
methods which can best be used to improve the exchange of infor-
mation and coordination of activities between FCC and the States.

To improve FCC's ability to carry out its responsibilities
to authorize carrier facility construction programs, its author-
ity under section 214 of the Communications Act needs to be
broadened. During our review FCC has taken action to improve
its review of facilities constructed by carriers by increasing
the staff assigned to its network analysis function and by ini-
tiating action to formulate its future program for reviewing
the construction and use of facilities by carriers. We view
these as positive steps.

To ensure that FCC has the needed flexibility and authority
to carry out these responsibilities, however, FCC's present
authority under section 214 needs to be amended. 1In the past,
FCC's authority under section 214 has been applied to only
transmission lines~-which constitute a small portion of the
interstate communications network. While FCC officials believe
its authority might be reinterpreted without legislative change,
such action could provoke legal challenges. Congressional action
formally extending FCC's facilities authorization authority
to any new facilities under its jurisdiction, including switch-
ing, would provide FCC the regulatory certainty and flexibility
needed to administer its facility authorization responsibilities.
Further, since FCC's efforts in this area have been hampered
because facilities submitted to it for authorization have been
planned years in advance, FCC needs to have specific authority
to require long~term facilities plans from carriers and to es-
tablish the necessary safeguards to ensure that such plans are
followed.
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CONCLUSIONS

In carrying out its requlatory responsibilities under title
II of the Communications Act of 1934, FCC has used a system of
rate of return/rate base regulation to govern the prices charged
by carriers. 1In keeping with the precepts of this system, FCC
is responsible for establishing and monitoring rates of return,
reviewing the reasonableness of rate base and expense items, and
approving service rates of carriers which are subject to this
form of regulatory control. 1In addition, to ensure that regula-
tory constraints do not lead to undesirable consequences such as
service degradation, FCC must also supervise such carriers'
performance and conduct.

As is evidenced by its application of rate of return/rate
base regulation to AT&T, FCC's experience in formulating and
implementing a regulatory program to meet the criteria estab-
lished by economic theory has been far from successful. FCC has
made little progress in carrying out the agenda which it estab-
lished for itself in Docket 19129, phase II-~both in terms of (1)
addressing specific problem areas cited in the docket and (2)
generally upgrading its continuing surveillance regulatory
program.

Given the complexity and magnitude of the tasks which FCC
faces in regulating the domestic common carrier telecommunica-
tions industry, we do not believe that FCC will ever achieve
a standard of performance through regulation which will simu-~
late a competitive outcome. Such an effort, we believe, would
involve resources beyond any reasonable standard, and even if
such resources were available, the additional cost which this
imposes on society would still have to be balanced with the
benefit produced.

As discussed in chapter 2, we believe that FCC's move toward
competition and concomitant relaxation of rate of return/rate base
requlation in domestic telecommunications represents an alterna-
tive which may produce long term benefits to society. However, as
noted in that chapter the development of workable competition in
all telecommunications markets has not yet occurred. Consequently,
we believe that it will be necessary for FCC to continue its ap-
plication of rate of return/rate base regulation for those car-
riers which it considers to be dominant.

We have found little empirical evidence which can be used
in determining what type or intensity of regqulation will produce
the optimum results in these markets. We believe, however, the
regulatory and legislative initiatives we have outlined on pages
58 through 61 represent opportunities for strengthening the
regqulatory emphasis and precision that we found to be lacking.

RECOMMENDATIONS TO THE CHAIRMAN, FCC

We recommend that the Commission:
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--Initiate a proceeding to explore changes needed to
facilitate or otherwise improve FCC's rate of return set-
ting process for dominant carriers including: (1) oppor-
tunities for coordinating its rate of return determina-
tions with those of State public utility commissions, (2)
the possible use of formats for presentations of cost of
equity capital, and (3) methods which could be used to
adjust carriers' rates of return between formal rate of
return proceedings.

--Initiate a project within the Common Carrier Bureau to
examine dominant carriers' efficiency and productivity.
This inquiry should explore possibilities for linking
carriers' rates of return to efficiency and productivity
gains.

--Resolve the issues relating to AT&T's 1978 apparent excess
earnings by completing the Octdober 1979 Notice of Inquiry.

--Reestablish within the Common Carrier Bureau's Economics
Division a group with clear responsibility and adequate
resources to: (1) develop methods for testing the rea-
sonableness of carrier investment costs and expenses, (2)
identify and investigate deviations by carriers from cost
standards and recommending corrective action, and (3) moni-
tor rate base components and recommend action in those
cases where amounts appear unreasonable or inappropriate.
This group's activities should be fully coordinated with
those of other groups within the Bureau that have related
functions.

--Increase the scope of the Common Carrier Bureau's audit
program to enable it to review, appraise, and report
on carriers' operations and activities to support the
Commission's rate of return/rate base regulatory respon-
sibilities.

--Establish a program within the Common Carrier Bureau to
improve overall coordination between the Bureau's regu-
latory activities, including its rate base and expense
analysis functions and those of State public utility
commissions.

RECOMMENDATION TO THE CONGRESS

We recommend that the Congress clarify FCC's facility

; authorization authority by amending section 214 of the Communica-
! tions Act of 1934 to explicitly authorize FCC to require carriers
to:

-=-Submit to it for approval applications to construct any
! new facilities or extensions thereof which are subject to
i its reqgulatory jurisdiction.
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--File with it long-term facilities construction plans
in lieu of or in addition to such applications and to
establish such conditions and reporting requirements
as are necessary to assure that such p