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Executive Summary

This volume proposes a conceptual framework, detailed in four ex-
tensive charts, for representing pre- and post-divestiture handling of
telecommunications industry revenue requirements. The analytical
structure developed here provides an integrated view of a sequence of
Industry processes often dealt with in a fragmented fashion. These
processes include jurisdictional revenue requirement allocations,
pricing of major state and interstate services, revenue requirement
recovery, revenue pooling and distribution of pooled revenues among
carriers.

The conceptual framework serves as a tool for identifying options,
for evaluating contingencies and for assessing change, clarifying how
established practices are changing to accommodate access charges and
Computer Inquiry II in a divested operating enviromment. This effort
suggests insights into fundamental telecommunications policy areas
including assessment of winners and losers as additional markets are
deregulated or opened to competition; appropriateness, in a competitive
environment, of existing conventions for handling telecommunications
industry revenue requirements; sustainability of broad averaging in cost
allocations and ratemaking; development of strategies for the transition
to a competitive industry structure; and a host of pending legislative
and regulatory proceedings.

Chart 1 is a pre-divestiture view of the handling of telecommuni-
cations industry revenue requlrements. The second chart shows the
changes, occasioned by divestiture, in the definitions of industry

revenue requirements dealt with in Chart 1, as well as the linkages




among Bell Operating Company (BOC)/Independent Operating Company (IOC)
and interexchange carrier revenue requirements. Charts 3 and 4 deal
with options for handling AT&T/IOC and BOC/IOC revenue requirements as
defined in Chart 2, enabling comparisons between pre- and post-
divestiture modes of operation, between BOC and AT&T revenue
requirements, and between pre-divestiture revenue requirements and the
sum of BOC, AT&T and IOC revenue requirements post—divestiture,

None of the graphics is based on reported data; rather, we
emphasize structure, process and concepts as a basils for further study
and for organizing the numerous complex details associated with the

handling of telecommunications industry revenue requirements.
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ChaEter 1

1.0 TIntroduction

This volume proposes a conceptual framework for defining telecom-
munications industry revenue requirements and for representing major
industry processes from pre— as well as post-divestiture perspectives.
Processes dealt with include jurisdictional revenue requirement
allocation, pricing of major state and interstate services, revenue
requirement recovery, revenue pooling and distribution of pooled
revenues among carriers.

The conceptual framework describes major attributes of industry
practices and linkages between them, and provides an integrated view of
a sequence of industry processes that are often dealt with in a
fragmented fashion both within the industry and in the regulatory
arena. The analytical structure developed here serves as a tool for
identifying options, for evaluating contingenciles, and for assessing
the extent to which changes in a given process imply changes in related
processes. It therefore provides a basis for detailed analyses of
issues confronting the industry, regulators, legislators and other
stakeholders.

The broad examination, in this volume, of industry processes
clarifies how established practices are changing to accommodate access
charges and Computer Inquiry II (CI-2) in a divested operating
environment., Pergpective 1s provided for understanding the relative
importance of access charges in the context of total industry revenue
requirements, and for evaluating the impacts, on industry operation, of

changed methods of recovering access and other revenue requirements.




In addition to providing insights regarding divestiture, access
charges and CI-2, this volume is relevant to a range of other
fundamental telecommunications policy areas. These include assessment
of winners and losers as additional markets are deregulated or opened
to competition; appropriateness, in a competitive environment, of
exXisting conventions for defining and handling telecommunications
iﬁdustry revenue requirements; sustainability of broad averaging in
cost allocations and ratemaking; development of strategies for
achieving a transition from a monopolistic to a competitive industry
structure; and a host of pending legislative and regulatory
proceedings.

Divestiture, rapid technological inmnovation, the evolution of
competition and the vastly increased number of players in the
telecommunications arena can be expected to be accompanied by a lesser
degree of stability and decreased centralization in the traditional
telecommunications industry as well as by increasingly intense debates
of controversial issues. The alternatives under scrutiny are complex,
and the politics of the stakeholder process further heighten the
challenge of dealing with multibillion dollar, widely debated issues.
In the context of a changing telecommunications environment, this
volume seeke to contribute toward the satisfaction of an increasing
need for improved understanding of industry processes, and to provide
tool for monitoring their evolution.

+»1 TFormat and Use of This Volume

Four charts descrlbing the conceptual framework are provided with
thigs volume and are explained in detail in Chapters 2 through 5. The

first of these charts is a pre-divestiture view of the handling of




telecommunications industry revenue requirements. The second chart
shows the changes, occasioned by divestiture, in the definitions of
industry revenue requirements dealt with in Chart 1. In Chart 2, the
representation of revenue requirements for a unified Bell System and
the independents 1s separated into distinct representations for
interLATA AT&T/Independent Operating Company (IOC) and intraLATA Bell
Operating Company (BOC)/IOC revenue requirements. Linkages between
these sets of revenue requirements are shown as well. The portions of
BOC/IOC revenue requirements to be recovered by access charges assessed
interexchange carriers, and by shared facilitles rental charges to be
assessed AT&T, are represented. BOC expenses incurred by the payment
of shared facilities rental fees to AT&T are alsc shown. Similarly,
Chart 2 reflects the portion of AT&T expenses incurred by the payment
of access chargee and rental fees as well as the portion of AT&T
revenue requirements to be recovered by shared facilities rental
charges assessed BOCs.

Charts 3 an& 4 deal with options for handling the separately
defined AT&T/IOC and BOC/IOC revenue requirements as derived in Chart
2. Their format parallels that of Chart 1 to enable comparisons
between the pre— and post—divestiture modes of operation, comparisons
and linkages between BOC and AT&T revenue requirements, and comparisons
of pre—divestiture revenue requirements with the sum of BOC, AT&T, and
I0C revenue requirements post-divestiture.

The discussions of Charts 1 through 4 provide overviews of their
layouts along with detailed descriptions of industry practices depicted

by component graphics. These graphics are interspersed with text for




zhe reader’s convenience. Discussions of Charts 3 and 4 will refer to
Chart 1 to clarify differences between pre- and post~divestiture modes
of Industry operation.

The reader is encouraged to view the charts in their entirety for
perspective on how Individual graphics interrelate and for an
Integrated view of the sequence of complex processes that largely
govern the telecommunications industry. The charts serve as a "visual
index" for the accompanying text; the text can be treated as a
reference source and read selectively. Material has been organized so
t:hat readers can scan the charts, ldentify areas of particular interest
and locate portions of the text providing details. Accordingly,
subsections of each chapter correspond to columns or frames of the
charts, and text and graphics can be readlly cross-referenced.

The analyais of public policy alternatives associated with
processes and options deplcted in the charts and described in the text
1ls beyond the scope of this volume. Rather than presenting a thorough
policy or stakeholder analysis, this volume presents a conceptual
framework that provides a context or foundation for such analyses. The
relevance of the proposed conceptual framework to current telecommuni-
cations policy debates is exemplified in brief discussions of 1ssues
for which insights are provided by the processes represented on the

charts.




1.2 Assumptions

None of the graphics in this volume is based on reported data. In
addition, we have not taken account of demand dynamics, and we assume
that there are no errors in planning assumptions. For example, we
assume that there are no forecasting errors and no mismatch between the
authorized and achieved rates of return. The rate of return used for
planning purposes 1s assumed to be the achieved rate of return. We
make these assumptions to emphasize structure, process and concepts for
handling revenue requirements. A fundamental understanding of
processes and basic concepts provides the foundation for gathering and
analyzing data, and for further study to understand better the
implications of demand dynamics and of errors in planning assumptions.
These charts provide the basis for organizing, unifying and
assimilating the numerous details associated with the handling of
telecommunications industry revenue requirements.

For specificity, the graphics used in the charts and the
accompanying text that deal with access charges assume the access
structure and rules established in FCC orders issued in 1983. However,
these graphics were designed in a sufficiently general fashion to allow
their treatment of access options to remain valid as the implementation

of access charges evolves.




Chapter 2

Chart 1: Pre-~Divestiture Traditional Telecommunications Industry

Revenue Requirements

2.0 Overview

Chart 1 provides a graphic representation of the definition and
treatment of pre-divestiture Bell System and IOC revenue requirements.
Zach column of the chart corresponds to a major industry process and
will be discussed in detail. A sample of the policy'issues on which
each column can provide insights will also be reviewed.

Column 1 defines Bell System and IOC revenue requirements. Column
1 shows the allocation of revenue requirements defined in Column 1
hetween the state and interstate jurisdictions. Columns 3a and 3b
describe how the jurisdictionally allocated revenue requirements were
handled within jurisdictions to provide a basis for pricing decisions.
Pricing is dealt with in Columns 4a and &b. 4a deals with pricing for
state services; 4b deals with pricing for federal or interstate
services. Column 5 deals with demand both for state and interstate
services. Billed revenues in Column 6 result from demand, shown in
Golumn 5, for services at the prices shown in Column 4. Column 7
defines the state and interstate revenue pools for those services where
‘ndependent company and Bell System Company revenues were pooled.
Column 8 provides an overview of the State Settlements, Independent
Settlements, and Division-of-Revenues processes. Finally, Column 9
defines booked revenue and demonstrates that industry practices assured
the satisfaction of the revenue requirements that were established in

Column 1.




The rows of the chart show several illustrative states, Long Lines
(LL) and various summaries. States where explicit processes were
defined for identifying intrastate toll revenue requirements are
represented by the graphies for State 3. New York is an example of
such a state. The row marked '"Federal"” includes Long Lines revenue
requirements as well as the sum of revenue requirements allocated to
the Federal jurisdiction in each state. The summary row marked "Total"
reflects the sum, across all states, of state-allocated revenue
requirements as well as total interstate-allocated revenue requirements
shown in the Federal row.

2.1 Column 1l: Revenue Requirements

Revenue requirements for each entity shown in the rows (State 1,
State 2, ..., Long Lines, etec.) of Chart 1 are represented by the areas
of rectangles 1n Column l. These rectangles reflect annual expenses
and other annual revenue requirements rather than book values of
investments. Annual revenue requirements are based on FCC-prescribed
capital recovery and other accounting practices.

The rectangle from the State 1 row of Column 1 is reproduced in
Figure 2-1 below. The total area of Figure 2-1 is divided into
segments for Independent Operating Company (IOC) revenue

requirements, Bell Operating Company (BOC) non-plant-related revenue

requirements and BOC telephone plant-related revenue requirements in

State 1. I0Cs are grouped because data disaggregated to the same level
of detail as the BOC data classifications shown are not readily

available. Additionally, the inclusion of separate representations for
each company providing service in each state would introduce a level of

complexity masking the basic attributes of the industry practices under

discussion. The three rows of BOC non-telephone-plant-related revenue




requirements reflect commercial expense, traffic expense and revenue
accounting expense. The remaining rows reflect telephone-plant-related
revenue requirements, including maintenance, for station apparatus,

large PBX, station connections-inside wiring, and so on.
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Figure 2-1: Chart 1, State 1 Row, Column 1
State 1 Pre-Divestiture Annual Revenue Requirements

The labels for the various categories of non-plant-related and
telephone-plant-related revenue requirements define “"analytical account

categories."* These categories represent groupings of items in one or

*The derivation of the analytical account categories is discussed
in Behind The Telephone Debates — 1, At the Heart of the
Debates: Costs, Control, and Ownership of the Existing Network
by Carol L. Weinhaus and Anthony G. Oettinger, Cambridge, Ma:
Program on Information Resources Policy, Harvard University,
1985. See The Telephone Debates-Index: Costs, derivation of
analytical cost categorlies. We also note that anlytical account
d, labeled "Tandem dial" throughout this volume, is more
appropriately titled Toll dial.




more USOA accounts into a manageable number of classifications and
facilitate examination of issues. Since analytical accounts are based
on USOA accountsa, they can be disaggregated, as required, to support
analysis of issues requiring further account detail.

The representation of telephone industry revenue requirements
described above is a basic element of the framework for analyzing
pre— and post-divestiture modes of industry operation. Variations of
Figure 2-1 and the "analytical account categories" introduced above
will be employed throughout this volume.

The wvalue of a graphic such as Figure 2-1 is that it puts the
variety of types of revenue requirements in perspective. For example,
to sense the Iimportance of non-traffic-sensitive (NTS) revenue
requirements, we can examine the figure and see that the NTS accounts
include: station apparatus, large PBX, station connections—inside
wiring, station connections-drops and blocks, subscriber line outside
plant, subscriber line circuit equipment, and local dial NTS. 1If this
particular figure were drawn to scale, we could see the proportion of
total BOC revenue requirements represented by NTS plant. Similar
statements can be made about other types of accounts or subcategories
of accounts. Such perspective enables judgments regarding the relative
importance of issues, and potential impacts of certain options.

For convenience the same rectangle appears in Column 1 for each
state. In practice, of course, gathering reported data would bring out
the relative importance and relative differences between states as
measured by annual revenue requirements.

The revenue requirement rectangles include joint expenses for

multi-state companies as well as state-specific revenue requirements.
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Note that these jolnt expenses are distinct from jointly used telephone
plant. Jointly used telephone plant is, for example, non-traffiec-
sensitive plant shared by a variety of federal and state services.
Joint expenses are administrative expenses and other revenue require-
ments (for example, plant without a state identity) associated with
multi-state companies. State-specific revenue requirements reflect
expenses or investment revenue requirements for plant items located in
a particular state. The rectangles in Column 1 reflect an allocation
of the joint expenses for multi-state companies among the states served
by a given company plus the state-specific revenue requirements for
each state.

The row labeled Long Lines shows total Long Lines revenue
requirements. Note that Long Lines revenue requirements are not shown
on a state-by~state basis. Finally, the Total row shows total revenue
requirements for all the states and for Long Lines by analytical
account category. The graphic for total Column 1 revenue requirements

is provided in Figure 2-2.
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Figure 2-2: Chart 1, Total Row, Column 1
Total Pre-Divestiture Annual Revenue Requirements

2.2 Column 2: Jurisdictional Revenue Requirement Allocation

Column 2 shows the allocation of revenue requirements between the
state and interstate jurisdictions as prescribed by the Separations
Manual.* The jurisdictional allocation of revenue requirements for
State 1 is illustrated in Figure 2-3. The shaded portion of each
analytical account has been allocated to interstate in each state. All
Long Lines revenue requirements have been allocated to interstate since

those revenue requirements deal exclusively with provisioning of

*NARUC-FCC Cooperative Committee on Communications. Separations
Manual. Standard Procedures for Separating Telephone Property
Costs, Revenues, Expenses, Taxes and Reserves. Washington:
National Assoclation of Regulatory Utility Commissioners, 1971.
See also Amendments to FCC-NARUC Jurisdictional Separations
Manual 49 Fed. Reg. 7934 (1984) (to be codified at 47 C.F.R. Pt.
674)
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interstate services. The Federal row shows the sum of the allocations
to the federal jurisdiction in each of the states plus the Long Lines
revenue requirements. Finally, the Total row, shown in Figure 2-4,
provides the total of the state revenue requirements in each state and

total federal revenue requirements.
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Figure 2-3: Chart 1, State 1 Row, Column 2
Jurisdictional Allocation of State 1 Pre-Divestiture
Annual Revenue Requirements
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Figure 2-4: Chart 1, Total Row, Column 2
Jurisdictional Allocation of Pre-Divestiture
Total Annual Revenue Requirements
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As Indicated in the discussion for Column 1, the same graphic
representation appears for each state and for the total. In practice,
since the allocations vary by state, drawing these charts with repotrted
data would illustrate differences in allocations on a state-by-state

basis.

2.3 Column 3: Intrajurisdictional Revenue Requirement Handling

Columns 3a and 3b deal with the way jurisdictionally allocated
revenue requirements were handled in each jurisdictiom prior to
esztablishing prices for the various service offerings in each state and
in the federal jurisdiction.

2.3.1 Interstate Revenue Requirement Handling

As indicated in Column 3b and in Figure 2-5, each state and Long

Lines contributed revenue requirements that had been allocated to

% *Contribution
/ to Interstate
A revenue

requirement
pool
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—Account
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lost in
aownstream
processes
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Figure 2-5: Chart 1, State 1 Row, Column 3b
State 1 Contribution to Pre-Divestiture Interstate
Revenue Requirement Pool
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the interstate jurisdiction in Column 2 to an interstate revenue
requirement pool. This pool 1s contained in the Federal row and in
Figure 2-6. The Interim Cost Allocation Manual, known as the ICAM {(FCC
Docket No. 79-245), dictated how this pool of revenue requirements
should be divided among the various service categories. Revenue
requirements assigned to a given service category were recovered
through the rate structures for that service category. As indicated in
the Federal row, the service categories were MTS, WATS, Private Line,

and ENFIA.

MTS

WATS

PL

ENFIA

Notes:

—account identities lost

-service category cost allocations
determined by ICAM

€ 1985 Program on Informalion Resources Policy, Harvard University.

Figure 2-6: Chart 1, Federal Row, Column 3b
Pre-Divestiture Interstate Revenue Requirement Pool

It is important to note that account identities were lost in

downstream processes; there was no direct assoclation between revenue
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requirements originating in given USOA accounts and prices. Rather,
revenue requirements were divided among service categories by the ICAM,
and rate structures were designed (Column 4) to recover aggregate
revenue requirements allocated to each category. For this reason
account identities are not shown in the graphic in Figure 2-6.

2.3.2 Intrastate Revenue Requirement Handling

Processes analogous to the interstate process described in Section
2.3.1 were carried out in each state to determine the revenue require-
ment to be recovered from each intrastate service category. These
state processes were, however, less formal than the ICAM-specified
procedures. ICAM procedures were prescribed in response to the
evolution of competition in the interstate arena. The FCC sought to
establish specific Bell System revenue requirements by service category
to ensure that the Bell System was not underpricing a competitive
service offering (for example, Private Line) and cross—-subsidizing that
service with revenues from monopoly services to the competitive
disadvantage of other carriers (i.e. predatory pricing). The evolution
of an intrastate competitive environment may brimg with it the
institution of formal processes for allocating dominant carrier
intrastate revenue requirements among service categories.

Column 3a illustrates the process that took place in the states.

As indicated beneath the heading for Column 3a, there were two major
patterns for handling revenue requirements within states. In the first
.pattern, which applied in most states, IOC revenue requirements for
directory advertising and sales, exchange services and vertical
services were peeled off first. Revenue requirements were then defined

for BOC directory advertising and sales, BOC and IOC state toll
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services (which include MTS, WATS, 800 Service and Private Line), BOC
vertical services and BOC basic exchange services. States such as New
York followed a slightly different procedure. 1In these states,
Interexchange revenue requirements rather than non-toll IQOC revenue
requirements were peeled off first. Hence, revenue requirements for
MTS, WATS, 800 Service and Private Line were identified and separated
from other state revenue requirements in the initial step of the
process. The next step separated independent operating company
directory advertising and sales, exchange service and vertical services
revenue requirements. Finally, of what remained, directory advertising
and sales revenue requirements, vertical services revenue requirements,
and basic exchange service revenue requirements were identified for the
BOC serving the given state.

The difference between the pattern for states exemplified by New
York and the pattern for other states is the use of an explieit process
for identifying BOC revenue requirements for interexchange services.
With that exception, however, the procedures fecllowed in all states
were conceptually similar. Revenue requirements for major service
categories (except ilnterexchange services in states examplified by New
York) were identified in conjunction with prieing. The goal was to
recover as much contribution as possible from services other than basic
exchange service. Revenue requirements that could not be recovered in
the marketplace through pricing schemes for services other than basic
exchange services were recovered through basic exchange service rates.

This process is referred to as residual pricing. Parity of state and

interstate toll rates was another consideration in the attribution of

state revenue requirements among service categories.
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The graphic representation of the handling of intrastate revenue
requirements for State 1 provides more detail, and is reproduced in
Figure 2-7. First, a portion of the independent operating cowmpany
revenue requirements were peeled off; those are marked IOC DAS plus
Vertical plus Exchange. The revenue requirements for those services
were peeled off for each independent serving the states. Remaining
revenue requirements were grouped into several major categories: BOC
directory advertising and sales, BOC and IOC toll services, BOC
vertical services and BOC basic exchange service. HNote that toll
service revenue requirements included the independent operating company

toll service revenue requirements.
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Figure 2-7: Chart 1, State 1 Row, Column 3a
State 1 Handling of Pre-Divestiture Intrastate
Revenue Requirements
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All account identities were lost in downstream processes. Revenue

requirements were recovered in aggregate for each service rather than
on an account-hy-account basis. For this reason account identities are
not shown in the right-hand side of Figure 2-7. The goal was to
implement, subject to toll parity and market constraints, residual
pricing objectives, recovering as much contribution as possible from
services other than basic exchange and minimizing revenue requirements
that remained to be recovered from basic exchange services.
Accomplished in conjunction with the pricing process, this approach
employed estimates of expected markét response to given price
schedules.

The procedure for State 3, which in this chart is New York,
resembled that of other states except that in the first step of the New
York process, the gtate SPF* and other allocators were employed to
separate explicitly the portion of the revenue requirements
attributable to state interexchange services.

The graphic illustrating the procedure for handling revenue
requirements in New York is reproduced'in Figure 2-8. Although, in

contrast to the other states, a formal process existed in New York for

#The Subscriber Plant Factor (SPF) used for jurisdictional
allocation of NTS revenue requirements, and other allocators
used for jurisdictional allocation of traffic sensitive (T8)
revenue requirements, are described in detail in Behind The
Telephone Debates - 3, Federal/State Costing Methods: Who
Controls the Dollars, by Carol L. Weinhaus and Anthony G.
Qettinger, Cambridge, Ma: Program on Information Rescurces
Policy, Harvard University, August 1984, Draft.
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separating interexchange revenue requirements, New York revenue
requirements.were grouped into the same service categories as revenue
requirements for other states. Hence the right-hand side of the
graphic for New York takes the same form as the right—hand side of the
graphics for other states. Agalin, as for State 1, revenue requirements
for interexchange services refer to IOC as well as BOC toll service

revenue requi rements.
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Figure 2-8: Chart 1, State 3 Row, Column 3a

New York State Handling of Pre-Divestiture
Intrastate Revenue Requirements

Thus far in the discussion of Chart 1, we have seen how revenue
requirements were defined, we have seen how revenue requirements were
jurisdictionally allocated, and we have seen how the allocated revenue
requirements were attributed in each jurisdiction to major service

categories. We also have seen that a formal process existed for
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allocating revenue requirements by major service category within the
Interstate jurisdiction. The definition of revenue requirements for
each service category provides the foundation for a discussion of
pricing to recover those revenue requirements.

2.4 Column 4: Pricing

2.4.1 Pricing of State Services

Column 4a deals with pricing for state services. The graphic for
State |l in Column 4a is shown in Figure 2-9. BOCs and IOCs had
separately determined schedules for all services except toll and

extended-area service (EAS).
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Figure 2-9: Chart 1, State 1 Row, Column 4a
Pre-Divestiture Pricing of State Services

Rate schedules recovered revenue requirements for directory

advertising and sales in each state, taking into account lines of print
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in the directory, the scope of the directory and other rate elements.

Statewide average schedules existed for state toll. The same

schedule applied for calls from a customer served by a Bell office to
another customer served by a Bell office, for calls from a customer
served by an independent office to another customer served by an
independent office, and for calls from a customer served by a Bell
office to a customer served by an independent office. The chart shows
that toll services were paid for directly by end-user customers either
on a usage basis or on a flat basis depending on the service. If
resale were permitted and/or 0CCs leased facilities from BOCs or I0Cs,
certain toll services would be paid for directly by interexchange
carriers. MTS and WATS, and possibly optiomal calling plan (OCP)
services, were priced on a usage basis., On the other hand, Private
Line services, certain kinds of optiomal calling plans, and WATS access
lines were priced on a flat basis. Next, we depict pricing to recover
revenue requirements for vertical and exchange services.

As the chart indicates, end~user customers paid directly for
exchange services, either on a usage basis or on a flat basis. If
resale of local exchange services were permitted, BOCs and I0Cs would
recelve payment for those services directly from carriers rather than
from end-user customers. Usage-based charges entalled customer
payments for each message over a given allowance, or, if message units
were measured, customer payments for additional message units were
based on the length of the additional conversation beyond some initial
usage level. Customer payments for exchange service on a flat basis
included flat rate service (i.e. unlimited calling) payments as well as

the initial period or basic allowance payments for message rate or

measured rate service.
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A similar figure to that indlcated for State 1 obtains for each of
the states since each state had essentially the same kinds of service
offerings. The price levels varied by state depending on the revenue
requirements that had been defined to exist for each state and the way
telephone companies and regulators had chosen to group revenue
requirements by major service category in Column 3a.

2.4.2 Pricing of Interstate Services

Column 4b deals with the pricing of federal services. Since
federal services were priced on a nationwide basis, rate schedules
appear only in the Long Lines and Federal rows. The graphies In those

rows are reproduced in Figures 2-10 and 2-11 respectively.

iX PL
Carrier
Customer PL
usage flat

+ 1985 Program on Information Resources Policy, Harvard Universiy.

Figure 2-10: Chart 1, Long Lines Row, Column 4h
Pre~Divestiture Pricing of Long lines Services
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Interstate Toll: Nationwide
Average schedule for all states
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Figure 2-11: Chart 1, Federal Row, Column 4b
Pre-Divestiture Pricing of Federal Services

Long Lines established prices and billed directly for most

Interstate Private Line services; as indicated on the chart, those

services were priced on a flat basis and were generally paid for

directly by end-user customers. Payments to Long Lines for facilities

leased by 0CCs for resale were made directly by interexchange carriers.

As indicated in the Federal row, in addition to direct payments to

Long Lines for Private Line services, end-user custcomers also paid BOCs

and I0Cs directly for most other services in the federal arena.

BOCs

and I0Cs received payments for resold services and ENFIA directly from

interexchange carriers. As in the case of state toll, interstate toll

services were paid for either on a usage basis or on a flat rate basis.

MTS, WATS, perhaps certain optional calling plans, and Exchange Network
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Facilities for Interstate Access (ENFIA) were paid for on a usage—
sensitive basis. ENFIA payments, although ostensibly based on usage,
were in fact established on a negotiated usage basis, and usage was not
defined in the same way as Bell/IOC usage. OCC minutes were discounted
and conversation time versus holding time minutes of use were
employed.* Toll services in the federal arena that were priced on a
flat basis were Private Line and WATS access lines and perhaps optional
calling plans for which experiments were underway on a limited basis at
the end of 1983.

Federal toll services were priced on nationwide average schedules

for all BOC and IOC customers. Whether the call employed only Bell
facilities, a combination of Bell and independent facilities, or only
independent facilities, the same nationwlde average toll schedule
applied. As Charts 3 and 4 indicate, the post-divestiture environment
implies deviation from nationwide average schedules.

2.5 Column 5: Demand

Column 5 deals with the demand for state and interstate services in
each state as well as with demand for Long Lines services. It also
summarizes total demand for federal services and total demand (across
all states) for state services.

For each state, the chart and Figure 2-12 indicate demand for
directory advertising and sales; demand for state toll services

recorded in minutes, messages, access lines, or circuits for MTS, WATS,

*The conventions for calculating OCC usage are the subject of
continuing debate between OCCs and the traditional telephone
industry. Background regarding these controversies may be found
in Behind The Telephone Debates — 3, Federal/State Costing
Methods: Who Controls the Dollars, by Carol L. Weinhaus and
Anthony G. Oettinger, Cambridge, Ma: Program on Information
Resources Policy, Harvard University, August 1984, Draft.
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and Private Line; demand for vertical services; and demand for exchange
services by lines, minutes or messages. In the interstate arena, the
chart shows demand by customers in each state for interstate toll
services as measured in minutes, messages, access lines or circuits, In
the Long Lines row, demand is shown for certaln interstate Private Line
services measured in lines or circuits, and is classified by PL option.
The Federal row contains a summary of total demand for interstate
services. This summary represents the sum of demand for interstate

services in each state, and demand for Private Line services provided
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=access lines -access lines
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- Exchange
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-messages
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Figure 2-12: Chart 1, State 1 Row, Column 5
Pre=Divestiture Demand in a Given State
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directly by Long Lines. Finally, the Total row provides a summary of
total demand for state services, which is the sum of the state services
demanded in each state, and total demand for interstate services that
wag previously shown in the Federal row.

2.6 Column 6: Billed Revenues

Column 6 provides representations of billed revenue. It deals with
customer payments in each state to BOCs and IOCs and to Long Lines.
Customer payments are classified by billing entity (i.e. BOC, IOC, LL).
For example, as seen in the graphic for State 1, and in Figure 2-13,
each of the independent companles as well ag the Bell Operating Company
serving a state billed for state services. There was billing for each
service offering in each state; there was billing for directory
advertising and sales, for toll services, for vertical services, and
for exchange services. The chart also notes that billing for all state

services, except for toll services, was on a2 bill and keep (B&K) basis.

That is, an IOC or BOC that billed for a given service kept the
revenues associated with that billing. In the case of toll services,
the Bell and independent company billed revenues in a given state were
pooled. The discussion of the next column will further treat the
establishment of those pools.

Billing for interstate services also took place in each state.
Again, independent operating companies and Bell Operating Companies
each billed their customers for interstate services.

The chart reflects billing for interstate MTS, WATS and various
categories of Private Line, as well as ENFIA. ENFIA billing was
generally on a bill-and-keep basis, whereas the billing for all other

interstate toll services was on a pooled basis. Billed revenues for
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Figure 2-13: Chart 1, State 1 Row, Column 6
State 1 Pre-Divestiture Billed Revenues

non-ENFIA toll services in each state constituted contributions to an
interstate pool of revenues and are shaded. Graphics similar to that
shown in State 1 obtain for each state.

The Long Lines row shows billing for Private Line services billed
directly by Long Lines. The Federal row and Figure 2~14 show the sum
of the ianterstate toll billing by each of the independent operating
companies, the Bell Operating Companies, and Long Lines. The areas
labelled "toll" with diagonal shading represent the sum of
contribufions by 10Cs, BOCs and LL to total billing for interstate toll
services, and define the interstate toll pool. Totals for ENFIA in the
Federal row appear only as a summary of the total size of the ENFIA
billing rather than as a basis for a process to be described in Column

8. ENFIA was not generally subject to Division of Revenues, and ENFIA




29

Pool

| B&K

Pool

ENFIA B&K

© 1985 Program on Inlormation Resources Polley, Harvard Univergity.

Figure 2-14: Chart 1, Federal Row, Column 6
Total Pre-Divestiture Federal Billed Revenues

billing was on a bill-and-keep basis.

The Total row summarizes BOC and IOC total billing for all state
and interstate services. Total billing for interstate services shown
in this row is identical to the content of the Federal row.

2.7 Column 7: Revenue Pools

Column 7 defines the revenue pools established in each state and in
the interstate arena. The State 1 row shows the revenue pool formed by
the sum of intrastate toll revenues billed by I0Cs and the BOC serving
State 1. A similar graphic representation obtains for each state. The
scale of these graphics would differ from the graphic shown for State 1

depending on the magnitude of the toll billing in each of the states.
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The Federal row shows the definition of the interstate revenue pool.
It represents total billed revenues for non-ENFIA Interstate services
in each state by BOCs, I0Cs, and Long Lines. These revenues were
diagonally shaded in Column 6.

2.8 Column 8: Distribution of Revenues by Owmership

Kaving defined revenue pools in Column 7, we have the foundation
for discussing the Division of Revenues and Settlements processes. As

indicated below the heading for Column 8, the State Settlements process

was the vehicle whereby the BOC and each I0C providing service within a
state recovered, from the revenue pools defined in Column 7, expenses,
capital, taxes, and return on investment. The basis for calculating
the level of recovery by each carrier was specified in contractual
agreements and varied by carrier and by state. The possible options
for calculation of return on investment included state toll rate of
return; combined state toll and local rate of return; combined state
toll, local and interstate rate of return; and shared rate of return.
When a shared rate of return applied, as was the case in New York, the
carriers providing service agreed to withdraw from the revenue pool
expenses and taxes, as well as revenues to satisfy capital recovery
requirements. Residual revenues were shared in proportion to
investments. Hence, a partner providing for use by the partnership 80
percent of the state toll investments would withdraw 80 percent of the
residual revenues. Such a process insured that each participating
carrier éarned at the same rate of return. State Settlements were
administered in each state by the BOC serving that state.

The Division of Revenues and Independent Settlements Processes were

the vehicles whereby each BOC, each IQC, and Long Lines, the carriers
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that as "partners' provided service between states, recovered expenses,
taxes, capltal based on established capital recovery practices and
return on investments. The BOCs, Long Lines and some IOCs shared the
same rate of return in the distribution of interstate revenues by
ownership. I0Cs that did not earn at this shared rate of return level
were compensated, generally by the BOCs and in several cases by Long
Lines, in accordance with explicit agreements that varied by carrier
and by state. Interstate earnings at the shared rate of return were
the revenues, from the interstate revenue pool defined in Column 7,
that remained following withdrawal of a)} revenue requirements,
determined by contractual agreements, for I10Cs that did not agree to
earn at the shared rate of return, and b) expenses, taxes, and capital
recovery revenue requirements for carriers that agreed to earn at the
shared rate of return. Remaining revenues were divided among carriers
in proportion to their investments in the interstate enterprise as

defined in the Separations Manual. The Division of Revenues and

Independent Settlements processes were administered by AT&T.

Although state and interstate processes for distribution of
revenues by ownership have been described conceptually as distributions
of revenue pools, the practical implementation of these practices
entailed a shift between carriers of only the difference between a
given carrier’s billed revenues and the total revenues which the
carrier was entitled to keep or "book" under the applicable State
Settlements, Division of Revenues or Independent Settlements process.
Chart 1 illustrates in greater detail the nature of these processes.

The row for State 1 and Figure 2-15, for example, show the change

from billed revenue that was determined by the State Settlements

process.
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Afrom billed revenue

State /5

Toll Toll
B80C =50m +100m
IOC1 +30m +20m
1062 +10m +10m
1003 +10m +20m
Total 0 +150m

© 1985 Frogram on Information Regources Folicy, Harvard University.

Figure 2-15: Chart 1, State 1 Row, Column 8
New Effect of Settlements and Division of Revenues in State 1

For example, the minus $50 million entry in the "State Toll" column
means that billing by the given Bell Operating Company exceeded the
amount it was entitled to keep under the State Settlements process.
This BOC therefore paid $50 million to IOCs in State 1. We have
assumed, for illustrative purposes, that this state has three
independent companies. The $50 million that the BOC paid was
distributed among the three independent companies. The first
independent company received $30 million, the second company recelved
$10 million, and the third received $10 million. The net change for
the state was zero. There was, however, an exchange of revenues
between the carriers providing service ia that state so that each

carrier could recover expenses, taxes, capital and return on investment
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ag defined in contractual arrangements. A similar State Settlements
process took place in each state. The graphic for State 3 provides
another illustration: The Bell Operating Company in that state paid
out $70 million of its billed revenues. 1In this example, that state is
served by two independent companies. The first independent received
$35 million and the second independent received $35 million. The total
change in this state is seen to be zero.

The Total row of the chart, also shown in Figure 2-16, summarizes
the effect of State Settlements across all the states. The net effect
of State Settlements in each state was always zero since State
Settlements referred to a redistribution of billed revenues within each

of the states. There was no exchange of funds between states.

Total State and Interstate
D of R and Settlements

Afrom billed revenue

State 1/5
Toll Toll
State 1 0 +150m
State 2 0
State 3 0 =400m
Long
Lines N/A +Im
Total A 0 0

€ 1985 Program on Information Aesources Policy, Harvard University,

Figure 2-16: Chart 1, Total Row, Column 8
Summary of Net Effect of Settlements and Division of Revenues

Conceptually a very similar process took place for interstate toll

billed revenues. The process is illustrated by the graphic for State 1
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or Figure 2-15. The BOC in State 1 recelved $100 million over its
billed interstate toll revenues; the first independent company received
$20 million, the second independent company received $10 million and
the third independent company received $20 million. In total the
"partners” in State 1 received $150 million in additiom to their own
billed interstate toll revenues. The graphic for State 3 illustrates
differences between that state and State 1. The BOC serving State 3
paid $350 million to other members of the partnership. The first
independent company paid $30 million and the second independent company
paid $20 million. In total, members of the partnership in State 3 paid
$400 million of revenues that were billed to customers in their state

to other members of the partnership in other states to enable them to

gtay whole.

The interstate column of the Federal row and of Figure 2~16
summarizes the effects of the Division of Revenues and Independent
Settlements processes. The carriers in State ] received $150 million.
The carriers in State 3 paid $400 million. Long Lines received $Y
million. Since Long Lines generated revenue requirements for
provisioning of interstate services and did little of its own billing,
it received revenues through the Division of Revenues process to
satisfy its revenue requirements. The total change from interstate
toll billed revenue was zero, because the Division of Revenues and

Independent Settlements Processes reflected a redistribution of billed

revenues among the members of the "partnership." Carriers in certain
states pald to carriers in other states a portion of the revenues that
they billed while carriers in other states received these payments, but

the total change was zero. The interstate portion of the Total row
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reproduces the content of the Federal row beside the summary of the net
effect of the State Settlements process.

The flows of funds between states that were dictated by the
Division of Revenues and Independent Settlements processes were
designed to ensure that revenue requirements allocated to the inter-
state enterprise in each state in Column 2 were satisfied. To the
extent that a higher percentage of the revenue requirements in a glven
state (from Column 1) were allocated to the interstate jurisdiction
than for some other state, the interstate enterprise financed a higher
percentage of the total revenue requirements for the given state than
for the other state. However, a high Interstate allocation in a given
state did not necessarily imply a large inflow of funds to that state
via the Division of Revenues or Independent Settlements processes. If
interstate toll billing in a state with a high interstate allocation
exceeded its interstate revenue requirement, even that state would be a
net "payer" in the distribution of revenues by ownership.

Examples of reasons for billing in excess of revenue requirements
in a given jurisdiction are a high level of billing for long-haul toll
and perhaps a concentration of third-number-billed and credit-card
calls. In these examples, revenue requirements were Incurred by the
provider(s) of interexchange facilities and by local carriers at each
end of third-number-billed, credit-card and other toll calls. Flows of
funds from the billing carrier, in these examples, to providers of
interexchange or local distribution facilitles, were iﬁtended to

compensate these carriers for the use of their facilities.
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The levels of revenue requirements at which carriers were
compensated were established by jurisdictional allocation conventlons

specified in the Separations Manual .* Hence, net payer may not have

implied '"net subsidizer.”™ Payments by a given jurisdiction of revenues
that exceeded revenue requirements simply implied that, under the
conventions for determining costs or revenue requirements, costs in
some other jurisdictions were incurred in excess of billing in those
jurisdictions. Furthermore, it was Ilmpossible to assoclate account
identities (i.e. NTS accounts, interexchange plant accounts, etc.) with
those costs at this stage of the process since account identities were
lost in Columns 3a and 3b. Carriers were,therefore, compensated in
aggregate for expenses, TS revenue requirements and NTS revenue
requirements generated by the services they provided.

A detailed discussion of the factors motivating the establishment
of conventlons for revenue requirement determination, including the
widespread use of broad averaging and allocation of joint and common
costs that are intrinsically nonallocable by engineering or accounting
principles, is beyond the scope of this volume. We note, however, that
definitional conventions were historically established and historically
revised in response to social-political-economic forces. The
realization that revenue requirements are established by convention is

central to the Interpretation of the flows of funds dictated by the

*NARUC-FCC Cooperative Committee on Communications. Separations
Manual. Standard Procedures for Separating Telephone Property
Costs, Revenues, Expenses, Taxes and Reserves. Washington:
National Association of Regulatory Utility Commissioners, 1971.
See also Amendments to FCC-NARUC Jurisdictional Separations
Manual 49 Fed. Reg. 7934 (1984) (to be codified at 47 C.F.R. Pt.
67.)
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Division of Revenues and Settlements processes. Although this
discussion has focused on flows of funds between states, similar
observations can be made regarding the flows of funds within states
that were governed by the State Settlements process.

2.9 Column 9: Booked Revenues

"Booked Revenues," depicted in Column 9, resulted after the flows
of funds dictated by the State Settlementq, Division of Revenues, and
Independent Settlements Processes had taken place. The graphic
i1lustrating booked revenues for State 1 1s provided in Figure 2-17.
Since, by construction, booked revenues equaled the revenue
requirements defined in Column 1, the areas of the graphics for State 1
in Columns 1, 2 and 9 are equal. Alsgo, since each state recovered from
the interstate enterprise those revenue requirements that had been
allocated to the interstate jurisdiction, the areas of the shaded
portions of the State 1 graphics in Columns 2 and 9 are equal.

Long Lines and each IOC and BOC in each state recovered booked
revenues equal to revenue requirements defined in Column 1. This
closure was assured by the conventions for distribution of revenues by
ownership. All carriers recovered their revenue requirements and
stayed whole. Where rates of return were shared, carrilers enjoyed the
same level of profitability regardless of local economic conditions and
uncertainty of planning processes. Such sharing arrangements reflected

an averaging of risk.
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Figure 2-17: Chart 1, State 1 Row, Column 9
State 1 Pre-Divestiture Booked Revenues

Since revenues were booked by service category account (such as
MTS, WATS, local private line, toll private line, other toll, rent
revenues, etc.) rather than by analytical or USOA account, horizontal
lines segmenting graphics by analytical account category do not appear
in Column 9. The same earnings level was achieved for the interstate
portion of all BOC analytical accounts because booked revenues by
service category account reflected aggregate recovery of analytical
account revenue requirvements. Aggregate recovery refers to the loss of
account ldentities following the processes described in Column 3, and

hence the inability at this stage to assoclate revenues with revenue
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requirements for specific analytical accounts. Therefore, in Column 9,
there 1s no distinction between, for example, the achieved rate of
return for investment account k versus iInvestment account g.
Similarly, one could not distinguish between the earnings levels of
portions of investment accounts allocated to the state jurisdiction in
each state.

The Federal and Total rows of the chart are duplicated in Figures
2-18 and 2-19. They provide summaries of booked interstate and total
industry revenues. Note that the graphics in the Federal row of
Columns 2 and 9 have the same area and represent the total of the
revenue requirement allocations to the interstate jurisdiction in each
state plus Long Lines revenue requirements. Similarly, the areas of
the graphics in the Total row of Columns 1, 2, and 9 are equal.

2,10 Potential Inferences from Chart 1

The last row on this chart reviews a sample of the issues we could
analyze and inferences we could make from the process described by each
¢olumn, and from the details that would be available if such a chart
were completed with reported data.

The first column, which deals with the definition of revenue

requirements for each state, Long Lines and the total Bell System,

indicates the relative importance of different accounts, and the

state-by-state variation in their relative importance. Such

information would help answer the following questions: What 1s the
relationship between total revenue requirements in State 1 versus State
67 What 1g the relative importance of groups of accounts in State 1
versus State 6? TFor example, how Important are NTIS accounts in those

two states? As a percentage of total revenue requirements, how does
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Figure 2-18: Chart 1, Federal Row, Column 9
Federal Pre-Divestiture Booked Revenues

/7722222

€ 1985 Program on Information Resources Policy, Harvard Linversity

Figure 2-19: Chart 1, Total Row, Column 9
Total Pre-Divestiture Booked Revenues
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the relative importance of NTS accounts in State 1 compare with the
relative Importance of NTS accounts in State 67 What 1s the importance
of the Independent operating company revenue reguirements in each
state? Where are Independent operating companies a major
consideration, and where are there either no I0Cs or I0Cs with only
minimal revenue requirements?

Column ! can also offer insights on issues such as the impacts of

new capital recovery practices per FCC Dockets 20188 and 79-105, and

proposed changes in USOA accounts in FCC Docket 78-196. HRelevant

questions to be answered include: What is the impact by state? How do
new depreciation practices affect different accounts? How are revenue
requirements regrouped by USOA changes? How does this regrouping
impact downstream processes? The clear account-by-account delineation
of revenue requirements in Column 1, along with a description in other
columns of how these revenue requirements are treated, can help assess
the impacts of certaln regulatory changes—-for example, the detariffing

of CPE in FCC Docket 20828, and the possible detariffing of inside wire

in FCC Docket 79-105.

Analysis of Column 1 in conjunction with Columns 5 and 6 can
provide various additional insights. These include the relationship
between revenue requirements and billed revenues in states with varying
demand patterns. We could, for example, address the relationship
between interstate revenue requirements and billed interstate revenues
in states with primarily short-haul interstate toll demand,
concentrations of credit card calls or calls with a given time-of-day
distribution. Such analyses might suggest causes for flows of funds

between carriers {Column 8). .
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Analyses of the relationship between NTS and TS local distribution
revenue requirements and demand for exchange and toll services (state
and interstate) would provide insights on access revenue requirements
per unlt of demand (lines, total exchange and toll minutes) by
customers in a given state relative to access revenue requirements per
unit of demand In other states. Access revenue requirements per unit
of demand for given customer market segments (business, residence,
etc.) could be compared with access payments by those market segments
to ascertaln any revenue requirement-price mismatches. To the extent
that prices exceed revenue requirements for given market segments,
opportunities for uneconomic market entry are created. Such mismatches
may be inconsistent with pro-competitive public policiles. Possible
causes of mismatches are usage-sensitive recovery of fixed costs and
broad averaging of disparate revenue requirements, demand and other
data employed in ratemaking.

Column 2 provides insights on the allocation of revenue require-
ments among the state and interstate jurisdictions. If we had reported
data, we would see different levels of allocations of revenue require-
ments to interstate by account and by state. In late 1983 the FCC

adopted* the Federal-State Joint Board-recommended** 25 percent gross

*CC Docket 80-286. Amendment of Part 67 of the Commission’s
Rules and Establishment of a Joint Board. Decision aud Order.
FCC 83-564, December 1, 1983,

**CC Docket 80-286. Amendment of Part 67 of the Commission’s
Rules and Establishment of a Joint Board. Second Recommended
Decision and Order. Adopted: April 15, 1983; Released:
September 26, 1983. 48 F.R. 46556, October 13, 1983.




allocation of NTS revenue requirements to the interstate jurisdiction
plus additional interstate allocations in areas deemed to be "high
cost." By being able to visually observe the existing allocations in
each state, we could better sense the Implications of shifting to the
new allocations. Some states may experience increased interstate
allocations whereas other states may experience reduced interstate
allocations. We might also be able to examine the meaning of a change
from business day to calendar day measurements. In what states and for
which accounts are allocations increased and where are they decreased?
How much are they changed? We could also begin to address questions
regarding the impact on access charges of these changed allocation
procedures. We could infer what happens with access charges based on
understanding how divestiture redefines some of the accounts and how
access charges relate to those accounts. The discussion for Chart 2
will deal with the relationships between accounts and access charges.
Column 3a can provide insights as to how decisions 1in each state
impact the price of service in each state. Since decisions on the
handling of state revenue requirements are made independently in each
state, there are likely to be disparities between states in the
distribution among service categories of state revenue requirements.
Hence, in one state x% of the revenue requirements will be destined for
recovery from state toll services while in another state yZ of the
revenue requirements will be destined for recovery from state toll
services. Similarly, the revenue requirement per unlt of service
demanded {minutes, access lines, etc.) will vary by state. These
disparities will impact prices for the services offered in each state.

To the extent, for example, that a larger percentage of the revenue
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requirements in a given state is recovered from directory advertising
and sales, state toll services and vertical services than in another
state, a lower revenue requirement will remain to be recovered from
exchange services in the given state, and, hence, lower exchange
service rates may result. This 1s a pogsible explanation for why
exchange services may be cheaper in some states than in others.
Examination of intra-jurisdiction revenue requirement handling
practices may help us understand the reasons for rate disparities
between states and how customers are affected by such practices.

This column illustrates that account ldentities are lost and that

revenue requirements in each state are recovered in apgregate. Ta the

extent that services other than basiec exchange services are available
from which to recover these aggregate revenue requirements, it is
poseible to pursue residual pricing methodologies and to maximize
contribution provided by other services. However, to the extent that
competition in the markets for these other services is introduced, or
that these other services are deregulated and are no longer available
to pick up a portion of the fixed revenue requirements in a given
state, these revenue requirements will have to be picked up by basic
exchange services and by whatever monopoly or regulated services
remain. So, for example, to the extent that BOCs offer CPE or yellow
page services on a deregulated basis, and regulatory policies are
instituted that do not require an imputing of profits from CPE or
directory offerings to help recover some of these aggregate state
revenue requirements, more of the burden will fall on basic exchange
services. Indeed, some Regional Holding Companies (RHCs) are

organizing their CPE and yellow pages offerings in separate
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subsidiaries. It remains to be seen whether modifications to the MFJ
allowing BOCs to be in the yellow pages and CPE businesses will help
keep exchange rates down.

Another illustration of the potential effect of telecommunications
policy on local exchange rates relates to the evolution of competition
in intrastate toll markets. To the extent that there is no competition
in intrastate toll and the revenue requirement contribution from
intrastate toll can be maximized by loading more revenue requirements
in the box labeled toll, lower revenue requirements remain to be
recovered from exchange services. To the extent that the marketplace
becomes highly competitive for intrastate toll, it may no longer be
possible to recover from intrastate toll a level of revenue
requirements equal to the current level of recovery in the state
jurisdiction. Basic exchange services would have to recover whatever
revenue requirements could not be recovered elsewhere.

Column 3b indicates the relative importance of service categories
to which interstate revenue requirements are allocated. It could also
show how the relative importance of service categories changes over
time if we were to assemble such a picture for different points in
time. For example: Is ENFIA growing? 1Is WATS growing? What is the
impact on ratemaking as the relative importance of MTS and WATS
changes? Column 3b illustrates the loss in downstream processes of
analytical account identities for revenue requirements allocated to the
interstate jurisdiction. 3b is also a vehicle for understanding how
changes in the ICAM (CC Docket 79-245) impact downstream processes.

This column and Column 7 put the role of ICAM in perspective. ICAM

is a pricing device, not a device for Division of Revenues and
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Settlements. Although the ICAM establishes the level of revenue
requirements to be recovered from each interstate service category,
revenues for all interstate services from all states enter a single
pool (Column 7). Hence, a BOC, for example, without any Private Line
can benefit from Private Line profitability via the Division of
Revenues process although that BOC may incur none of the revenue
requirements associated with Private Line. Similarly, the risk
associated with a service not achleving the authorized rate of return
is spread over the entire partnership.

Columns 4a and 4b can lend insights on rate variatlion by state.

How different are local exchange rates in different states? How
different are state toll rates in different states? What is the nature
of disparities between state versus federal toll rates?

If local exchange rates were unbundled, we could study in greater
detail disparities among states in the access line revenue requirement
recovery currently buried in local exchange rates. This analysis may
lend insights as to why customers in some states may experience higher
access charges than customers may find in other states. For example,
suppose two states have roughly the same NTS access line revenue
requirements. However, in one state a greater proportion of that
revenue requirement is recovered in local exchange rates.
Implementation of access charges may imply lower rate increases for
customers in that state than for customers in the other state where
local exchange rates pick up only a very small percentage of the access
revenue requirements.

Unbundling local exchange rates can also lend insights on the

impact of FCC Docket 20828. Suppose that we break out of the local
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exchange rates the amount of CPE revenue requirement that has tradi-
tionally been recovered through local exchange rates. When CPE is
detariffed or customers buy their CPE, the revenue stream assoclated
with the rental of CPE that In the past flowed to BOCs will be lost.
The question arises as to whether the BOCs lose more revenue require-
ment than revenue with the advent of the detariffing of CPE.

Column 5 provides a descriptor of the marketplace. It provides the
weights on the elements of the rate schedules in Columns 4a and 4b that
determine revenuez. The revenue, of course, 1s obtalned by multiplying
price by units demanded.

A complete description of demand for Bell System and Independent
services would indicate concentrations of demand by origination and
termination as well as the concentration of point-to-polnt demand.
These kinds of concentrations are to a large extent determining factors
of how competition will evolve and may impact the nature of future AT&T
regulation. A complete market descriptor may also tell us something
about the geographic distribution of services. For example, how is
interstate Private Line demand distributed ameng the states? Note that
Private Line revenues are pooled together with revenues for other toll
services. To the extent that Private Line is, as a whole, profitable,
even states with no Private Line customers are benefitting from this
pooling.

Availability of demand data provides a device for relating revenue
requirements to the amount of service rendered. For example, given
demand quantities at the same level of detail as revenue requirements,
one could calculate revenue requirement per minute or per line and

perhaps make gross comparisons of differential costs of service between

jurisdictions.
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Column 6 shows billed revenues by state and interstate for each BOC
and for each IOC in each state. Billed revenues could be compared with
BOC and IOC contributions to state and interstate revenue requirements.
We could distinguish net payers and net payees by determining which
states or which BOCs or which I0Cs have billing in excess of revenue
requirements, and who has billing that is less than or equal to revenue
requirements. We could also compare the percent contribution of
individual entities to revenue requirements with their percent
contributicen to the billed revenue pool. "Entities" refers to I0Cs and
BOCs in each state.

Column 6, in addition, enables assessment of the impertance of
pooling relative to total billed revenues in each state. For example,
what percentage of the revenues in each state is subject to pooling
versus a bill-and-keep arrangement?

Column 7 indicates the relative sizes of pools in each state.
Graphics drawn to scale for this column in Chart 1 and analogous
columns in Charts 3 and 4 can be expected to provide insights on how
the size of the pre-divestiture interstate revenue pocl compares with
the sizes of pools that exist in a post-Division of Revenues world.
Again we emphasize that, as shown by the graphics in this column, there
are no service category identities associated with revenues in the
pools.

Column 8 shows which states, BOCs, and I0Cs are net payers versus
net payees. This is, of course, a critical issue since it may
influence the votes of legislators and also may have implications on
the costs of doing business in certain geographic areas. An area may

be a more desirable place in which to do business 1f telecommunications




49

costs are low and if, in fact, pricing policies enable those who do
buginess there to benefit from those low costs and from the efficien—
cies that are feasible in that area. The interpretation of payers and
payees (Column 8) in the context of the process that generated those
results (Columng 1-7) was discussed in Section 2.8.

2.11 Extension of Chart 1 to Explicitly Treat Nondomestic Market

Although this document emphasizes the definition and treatment of
U.8. telecommunications industry revenue requirements and flows of
funds between U.S. carriers, flows of funds between AT&T and foreign
correspondents play an important role in the satisfaction of those
revenue requirements. Revenue requirements for U.S.-based carriers
arise from the provisioning of domestic as well as nondomestic tele=-
communications services. Pre—divestiture Long Lines and BOC/IOC
revenue requirements therefore included expenses, taxes and return for
facilities employed in the provisioning of domestic and nendomestic
services, and a portion of these revenue requirements were satisfied by
foreign correspondents with whom AT&&T had agreements. These
agreements dictated flows of funds from the U.S.* (AT&T) to foreign
correspondents and to AT&T from foreign correspondents. The financial
arrangements dictated by such agreements are distinct from the domestic
settlements processes discussed in Section 2.8 and are referred to as

international settlements.**

*Apgreements between OCCs and foreign telecommunications
businesses pertained to only a small amount of the nondomestic
traffic and are not treated here.

**This complex subject 1s dealt with in an upcoming research
publication of the Program on Informatiom Resources Policy,
Barvard University, by J. Aulik.
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The conceptual framework depicted in Chart 1 can be readily ex-
tended to explicitly show interrelationships between U.S. and foreign
carriers. In addition to entries for the balance of the states of the
United States, the Other States row would contain entries for each
foreign correspondent with whom AT4T had agreements. Columns
corresponding to rows representing foreign correspondents would contain
the following kinds of information.

- Column 1: The areas of graphics in Column 1 would reflect the net
value of the flow of funds (i.e., international settlements)
between AT&T and each foreign correspondent. Positive flows
reflect payments by AT&T to foreign correspondents and a revenue
requirement to be satisfied by the interstate enterprise. Negative
flows reflect payments by foreign correspondents to AT&T and offset
other revenue requirements of the interstate enterprise.

- Column 2: Each graphic shown in Column 1 would be replicated in
Column 2 and diagonally shaded since these revenue requirements are
entirely interstate.

= Column 3a: Since international settlements are interstate revenue
requirements, Column 3a would be blank.

= Column 3b: Column 3b would repeat Column 2 graphics. Anticipated
revenue flows from (to) the United States are positive (negative)
contributions to the interstate revenue requirement pool shown in
the Federal row.

& Column 4a: Since nondomestic services are interstate, Column 4a
would be blank.

-  Column 4b: Column 4b would reflect rates for services between the

United States and a given foreign correspondent.
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Column 5: Column 5 would reflect demand for services between the
United States and a given foreign correspondent.

Column 6: The rows for each of the states of the United States
reflect billing by BOCs and IO0Cs for domestic as well as
nondomestic services. The foreign correspondents portion of the
Other States row would reflect billing by foreign correspondents,
in thelr currencies, for sent paid nondomestic calls originated in
their territory or nondomestic calls received collect in their
territory. The area of the graphie representing this billing could
be partitioned to show the portion of billing by the foreign
correspondent reflecting gross payments to AT&T (at some agreed
upon exchange rate) dictated by the international settlements
process. The area of this portion of the graphic is a contribution
to the interstate revenue pool in the Federal row of Column 7.
{(This contribution may be offset by payments to the foreign
correspondent per Column 8.)

Column 7: No entries would be present in the rows for foreign
correspendents in Column 7. The graphic in the Federal row would
reflect all U.S. billed revenues for interstate telecommunications
services and a portion of non-U.S. billed nondomestic revenues
(i.e., gross inflow to the U.S. depicted in Column 6). Note that
the difference between non-U.S. billed revenues and the amount paid
to AT&T by a given foreign correspondent mever enters a U.S.
interstate pool and is kept by the foreign telephone business.
These monies are never an offset to revenue requirements of the
U.S5. telecommunications industry. Also, note that the revenue pool

shown in the Federal row of Column 7 does not, in general, equal
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the revenue requirement pool in the Federal row of Column 3b. In
addition to Column 3b revenue requirements, Column 7 revenues
include monies owed to foreign partuners in accordance with the
international settlements process.

— Column 8: Entries in the rows for foreign correspondents in Column
8 would reflect gross outflows of funds from the U.S. to foreign
correspondents per the international sgttlements process. Recall
that gross inflows of funds to the U.S. from foreign correspondents
were depicted in Column 6. In the nondomestic arena, AT&T and its
foreign correspondents are generally compensated based on agreed
upon "accounting rates"* rather than settlement processes that
distribute billed revenues among carriers such that each carrier
providing facilities for use by the interstate or state toll
enterprises recovers its defined revenue requirements. A portion
of the U.8. billed revenues for traffic between the U.S. and a
foreign country belongs to the forelgn correspondent per the agreed
upon accounting rate. Similarly, a portion of the non-U.S. billed
revenues for traffic between the U.S5. and a foreign country belongs
to AT&T per the agreed upon accounting rate. The net value of
gross Inflows to the U.S. from a given foreign correspondent (from
Column 6), and gross outflows from the U.S. to that correspondent
(from this Column) would equal the net settlement shown in Columns

1, 2 and 3.

*An accounting rate 1s a negotiated value for a unit of calling
between the U.5. and a foreign country which is, in general, not
equal to the tariffed or collection rate. This matter is dealt
with in greater detall in an upcoming research report of the
Program on Information Resources Poliey, Harvard University, by
J. Aulik.
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Column 9: The areas of graphics in Column 9 for each foreign
correspondent would reflect the net of payments by AT&T to foreign
correrspondents (Column 8) and payments by foreign correspondents
to AT&T (Column 6). The areas of these graphics must by con-
struction equal the areas of the graphics that would appear in
Columns 1, 2 and 3 i1f the conceptual framework proposed herein were

extended to deal explicitly with the nondomestic market.
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Chapter 3

Chart 2: Pre-Divestiture vs. Post-Divestiture Revenue Requirements

3.0 Overview

The discussion of the pre-divestiture mode of operation of the
traditional telecommunications industry was based on a representation
of revenue requirements for a unified Bell System and the IQ0Cs. The
discussion of the post-divestiture mode of industry operation to be
provided in Charts 3 and 4 requires separate representations of
AT&T/IOC and BOC/IOC revenue requirements that reflect a divested
operating environment. Chart 2 graphics are presented to illustrate
how pre-divestiture revenue requirements are pulled apart, redefined
and rearranged to obtain the needed AT&T/IOC and BOC/IOC representa-
tions. This chapter also introduces the notion of access charges,
identifies access revenue requirements in the representations of
BOC/IOC and AT&T/IOC revenue requirements, and provides a conceptual
framework for viewing the broad range of access charge options. A
golld foundation for the treatment of Charts 3 and 4 in Chapters 4 and
5 1s provided by an overview of the differences between pre- and post-—
divestiture processes for recovering revenue requirements traditionally
recovered from toll services.

3.1 Frame l: Pre-Divestiture Industry Revenue Requirements

The first frame on Chart 2 reviews pre~divestiture industry revenue
requirements and provides the same graphic as Column 1l of Chart 1 and
Figure 2=-2. Revenue requirements are shown for 10Cs, for BOCs and for
Long Lines and are disaggregated by major categorles. The Bell
Operating Company revenue requlrements are split by non-plant-related

revenue requirements and telephone~plant-related revenue. requirements.
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The distinctions between.those categories are critical in Chart 2
because of the way revenue requirements are rearranged as a result of
divestiture. After divestiture, some of the telephone-plant-related
revenue requirements for the BOCs became non-plant-related expenses for
AT&T and for the other interexchange carriers. Future frames on this
chart will address the effects of that development in greater detail.

3.2 TFrame 2: Pre-Divestiture Jurigdictional Allocation of

Industry Revenue Requirements

The second frame of Chart 2 reviews the pre~divestiture
jurisdictional allocation of industry revenue requirements. The frame
provides the same graphic as Chart 1 Column 2 and Figure 2-4.

The first and second frames provide a basis for considering some of
the changes that divestiture introduced. These changes are depicted in
the third frame.

3.3 Frame 3: Post-Divestiture Industry Revenue Requirements —

Initial Cut
The AT&T Plan of Reorganization* assigned intralATA Bell System
plant** to BOCe and interLATA Bell System plant to AT&T. IntralLATA
plant includes local distribution and switching facilities as well as

interexchange plant for toll services within LATAs. Local distribution

*U.8. v. Western Electric Company, Inc., and AT&T. Plan of
Reorganization. Submitted for Review and Approval by AT&T.
U.S. District Court, D.C., Civil Action No. 82-0192, December
16, 1982.

*x*%A detailed discussion of Bell System plant appears in Behind
The Telephone Debates - 1, At the Heart of the Debates: Costs,
Control, and Ownership of the Existing Network by Carol L.
Welnhaus and Anthony G. Oettinger, Cambridge, Ma: FProgram on
Information Resources Policy, Harvard University, 1985. GSee
Behind The Telephone Debates — Index: Plant, ownership, AT&T.
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consists of jointly used facilities employed by local exchange,
intrastate toll and interstate toll services. This plant provides the
link between end-users and other customers of interexchange services
(resellers, 0CCs, etc.) with points—of-presence of interexchange
carriers in each LATA. A portion of these jointly used facilities are
referred to as NIS since their costs are fixed and do not vary with
use. Other jointly used facilities are TS since additional costs are
incurred for each unit of service demanded. 1In addition to all
intraLATA plant, BOC plant includes facilities to serve corridor
traffic. "“Corridor" traffic is interstate interLATA short-haul high
volume calling between certain designated geographic areas. An example
of corridor traffic is calling between northern New Jersey and New York
City. AT&T interLATA plant includes interexchange and tocll-switching
facilities for providing service between LATAs.

The division of Bell System plant and service offerings between
BOCs and AT&T dictates post—-divestiture BOC and AT&T revenue
requirements. In Frame 3 and Figure 3-1, we take an informed first
guess as to how each category of Bell System revenue requirements is
split between AT&T and the BOCs. AT&T revenue requirements are for
interLATA plant and non-telephone-plant expenses, whereas BOC revenue
requirements are for intralATA plant and non-telephone-plant expenses.
10C revenue requirements are also identified as intralATA or interLATA.
The interLATA IOC revenue requirements are the bottom segment in the
row labeled "Independents.” InterLATA revenue requirements are shaded,
and intralATA revenue requirements are clear. Revenue requirements for
corridor traffic are included with BOC intraLATA revenue requirements.

The AT&T/BOC split of the revenue requirements does not, of gourse,

equal the federal/state jurisdictional revemue requirement allocation.




57

Each of AT&T and the BOCs will have revenue requirements that are
subject to regulation by the state and interstate jurisdictions.

Reflection on the nature of the revenue requirements represented by
Frame 3, in the context of how the industry is expected to operate
post-divestiture, highlights the fact that pulling apart the existing
revenue requirement rectangle 1s not sufficient to depict
post—divestiture revenue requirements. First, a portion of the revenue
requirements for BOC/IOC telephone plant becomes post-divestiture
access expenses for AT&T and the 0CCs. Second, explicit expenses arise
from the sharing of facilities between ATET and the BOCs over a
transition peried following the initial implementation of the MFJ.
Therefore, AT&T pays BOCs rental fees for facilities that are shared
and owned by BOCs, and BOCs pay AT&T rental fees for facilitiles that
are shared and owned by ATST.

Pre-divestiture, revenue requirements for facilities shared by
several carriers (for example, by BOCs and Long Lines, by BOCs and
I0Cs, by I0Cs and Long Lines) were recovered by each carrier along with
all other revenue requirements through the Settlements and Division of
Revenues processes. Carriers handling mest U.S. toll traffic were
compensated based on a shared rate of return, and risk associated with
service provisioning was averaged. Hence the investments of all
carriers who agreed to a shared rate of return, including investments
in shared facilities, earned at the same rate. In contrast,

post-divestiture rental fees for shared facilities are explicit charges

for the use of certain plant items, and there is no assurance that the
same rate of return will obtain for shared facilities and other

investments employed in providing interstate services.
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~InterLATA/IntralATA split of pre-divestiture revenue
requirements

Note: AT&T/BOC split of revenue requirements does not,

of course, equal Federal/State jurisdictional revenue
requirement allocation
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Access charge and shared facilities considerations necessitate
separate representations for post-divestiture BOC and AT&T revenue
requirements.

3.4 Frame 4: Post-Divestiture Industry Revenue Requirements

In Frame 4 and Figure 3-2, we have split and rearranged
pre-~divestiture revenue requirements from Frame 3 to explicitly show
gseparate representations of AT&T and BOC revenue requirements. The
shapes of the analytical accounts shown in Frame 4 correspond to the
BOC and AT&T components of analytical accounts shown in Frame 3. We
also show access charges and shared facilities rental fees, as well as
a different way of treating CPE.

FCC action in CC Docket No. 80-286,% entitles the BOCs to include
in their definition of interstate revenue requlrements certaln revenue
requirements that were historically directly related to the book value
of CPE but that since Januwary 1, 1983 did not necessarily correspond
with the books of accounts for CPE. In accordance with practices
adopted in CC Docket 80-286 tc accommodate the detariffing of CPE per
CI-2,%#% CPE revenue requirements defined to be interstate were frozen
as of December 31, 1982. Over a five-year transition period BOCs will
be entitled to recover from the interstate jurisdiction a gradually
declining portion of these frozen revenue requirements that at one time
were assoclated with CPE. This level of recovery is prescribed

regardless of the level of sales of embedded CPE in 1983 or divestiture

*CC Docket 80-286. Amendment of Part 67 of the Commission’s
Rules and Establishment of a Joint Board. Recommended Decision
and Order. Adopted: Nov. 18, 1981; Released: Dec. 14, 1981.
FCC 81-566.

*%CC Docket 20828, Second Computer Inquiry. Final Rule.
Adopted: May 2, 1980. 77 FCC 2d, 384.
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on January 1, 1984. CPE sales have the effect of removing CPE from BOC
books of accounts and reducing annuwal revenue requirements, while
divestiture removes all embedded CPE revenue requirements from BOC
books of accounts since all CPE assets and revenue requirements remain
with AT&T per the Plan of Reorganization. These frozen revenue

requirements will be referred to as transiticnal CPE costs.

Access charges that recover transitional CPE costs in the
interstate jurisdiction defray other BOC intrastate revenue
requirements. These "other" revenue requirements defrayed by the |
recovery of '"transitional CPE costs'" are reflected by the void shown
across a variety of analytical accounts. This void must appear because
transitional CPE costs are not Intended to increase BOC revenue
requirements. The portions of Frame 4 in the BOC/IOC column that are
labeled Non-Plant-Related Revenue Requirements and Telephone
Plant-Related Revenue Requirements, exclusive of the void, represent
total BOC revenue requirements. The vold shown equals the area for
transitional CPE costs. Note that the location of the void is
uncertain since, as discussed in connection with Chart 1, revenue
requirements are recovered in aggregate——not on an account-by-account
basis. This uncertainty is reflected by the irregular shape of the
void.

‘In the column labeled B0OCs/I0Cs, the major changes from Frame 3
are, first, the inclusion of the transitional CPE costs per the 80-286
joint board and, second, the inclusion of shared facilities rental
fees.

In the AT&T/I0Cs column, we also see shared facilities rental fees

as well as NTS and traffic-sensitive (TS) access fees, and billing and
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collecting fees. These AT&T expenses show up in the BOC column as
telephone-plaﬁt—related revenue requirements, and in some cases as
non-plant-related revenue requirements.

The third column of Frame 4 shows OCC revenue requirements—-
non-plant-related as well as telephone plant-related revenue
requirements. Non-plant-related revenue requirements include
non-traffic-sensitive, traffic-sensitive and billing and collecting
access charges. It 1s recognized that 0CCs haﬁe generally chosen not
to subscribe to BOC/IOC billing and collecting services. Revenue
requirements are, nevertheless, shown for these services since billing
and collecting is offered by local carriers on a nondiscriminatory
basis, and 0CCs could availl themselves of these services in the future.
For 0CCs that do not subscribe to BOC/IOC billing and collecting, the
"Billing/Collecting" row of the figure would be absent, and billing and
collecting costs would be included in the row labeled "Other" in the
Non-Plant-Related Revenue Requirements segment of the figure. For the
0CCs "Other™ non-plant-related and telephone-plant-related revenue
requirements, the graphic shows question marks since information for
those categories of revenue requirements is not expected to be
available. OCCs are not subject to a uniform system of accounts for

reporting data, and per Docket 79-252% the FCC has decided to forbear

*CC Docket 79-252. Rates for Competitive Common Carrier Services
and Facilities, Authorizations Therefor. Final Rule {(Fourth
Report and Order). Adopted: Oct. 19, 1983; Released: Nov. 2,
1983. 48 F.R. 52452, Nov. 18, 1983,
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from regulating OCCs and to decrease reporting requirements applicable
to them. Note that OCC "Other" non-plant-related revenue requirements
include 0OCC expenses for leased Private Line facilities and for MTS and
WATS services that they resell.

3.5 Frame 5: Post-Divestiture Jurisdictional Allocation of

Industry Revenue Requirements

Frame 5 and Figure 3-3 replicate Frame 4 and illustrate the
jurisdictional allocation of all BOC and AT&T revenue requirements for
all analytical accounts. In practice, however, BOC (AT&T) revenue
requirements that are satisfied by AT&T (BOC) shared facility rent
payments cannot be jurisdictionally allocated by the BOC (AT&T) since
the jurisdictional allocation of those revenue requirements is
dependent on the state vs. interstate use of the shared facilities by
AT&T (the BOC). Hence the Frame 5 representation for the BOCs reflects
the total of the BOCs’ jurisdictional allocation of revenue
requirements for BOC-provided services and AT&T’s jurisdictional
allocation of BOC revenue requirements for shared facilities leased to
AT&T. Similarly, the Frame 5 representation for AT&T reflects the
total of AT&T’s jurisdictional allocatlion of revenue requirements for
AT&T-provided services and the BOCs’ jurisdictional allocation of AT&T
revenue requirements for shared facilities leased to BOCs. An
alternative graphic portrayal could have classified BOC (AT&T) revenue
requirements into state, interstate and nonjurisdictional where the
latter category reflects revenue requirements satisifed by shared
facilities leased to AT&T (BOCs). The jurisdictional classification of
those revenue requirements is, of course, depicted in the shared

facilities rental row shown in Frame 5 for AT&T (the BOCs).
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Significantly, under CI-2 and CC Docket 81-893,% station apparatus
and large PBX (i.e. accounts n and o) were transferred to AT&T
Information Systems (formerly Amerfican Bell) on January 1, 1984. These
accounts will therefore not appear in subsequent representations of
AT&T revenue requirements since the focus of this volume is on the
regulated AT&T Communications as opposed to AT&T Information Systems.
The portion of account o in the BOC/IOC co;umn reflects revenue
requirements for official CPE, charge—~a-call phones and public phones

and enclosures that remain with BOCs post-divestiture.

*CC Docket 81-893, Procedures for Implementing the Detariffing
of Customer Premises Equipment and Enhanced Services (Second
Computer Inquiry). Report and Order. Adopted: Nov. 23, 1983.
FCC 83-551.
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3.6 Frames 4’ and 5°: Frames 4 and 5 Rearranged

Frames 4’ and 5’ (Figures 3-4 and 3-5) provide a clearer visual
display of the information shown in Frames 4 and 5. The irregularly
shaped areas shown in Frame 4 have been rearranged in Frame 4’ to
obtain rectangular areas for post-divestiture BOC, AT&T, and OCC
revenue requirements. Frame 5’ shows the jurisdictional allocation of
those revenue reguirements.

The origins of the revenue requirements neatly displayed in Frames
4’ and 5° are documented by the detalled disaggregation
shown in Frames 4 and 5 of each pre-divestiture analytical account
into BOC and AT&T components. Further insights on the
post—-divestiture environment could be gleaned by a similar exercise
illustrating the BOC/AT&T split of the USOA components of analytical
accounts.

Figures emphasize process and are not drawn to scale. If data were
available, all graphics could be drawn to scale, allowing inferences
regarding the relative importance of various accounts and the relative
importance of some of the changes taking place. For example: How much
revenue requirement is assoclated with detariffing CPE? What
percentage 1s CPE revenue requirements of total revenue requirements?
How does the distribution of AT&T revenue requirements over analytical
account categories compare with the distribution of BOC revenue
requirements over analytical account categories? The graphics provide

a context for addressing numerous such questions.
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3.7 Frame 6: Linkage Between BOC/I0C and Interexchange Carrier

Revenue Requirements

Frame 6 and Figure 3-6 show that Iin an access charge or divested
enviromment, certain BOC revenue requirements become interexchange
carrier expenses. Frame 6 replicates Frame 5 with additional shading
in certain porticns of that chart. The cross-hatched shading denotes
BOC revenue requiremente recovered by interstate interLATA carrier
access charges. The non-cross-hatched portion of BOC interstate
revenue requirements is recovered through customer access charges, BOC
interstate intraLATA toll, corridor traffic or shared factlities
leasing arrangements with AT&T. Note that portions of the same
accounts that are recovered by Iinterstate interLATA access charges are
recovered from BOC non-access services. BOC intrastate revenue
requirements with vertical shading are recovered by intrastate
interLATA carrier access charges. The unshaded portion of BOC
intrastate revenue requirements is recovered by BOC state services,
including customer access charges, intrastate intralATA toll, local
exchange service and possibly other state services as well as shared
facilities leasing arrangements with AT&T. As in the case of
interstate revenue requirements, portions of the same accounts that are
recovered by intrastate interLATA access chargés are recovered from
non—access BOC services.

Although this discussion has employed the analytical account
category representation of BOC revenue requirements as a basis for
distinguishing access and non-access revenue requirements, similar
observations hold for I0Cs. IOC data could be classified by analytical
account categories, and portions of certain accounts could be

associated with interstate and intrastate interLATA access charges.
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While the left side of Frame 6 presents the BOC revenue
requirements to be recovered by access charges, the AT&T column
of the chart indicates which non-plant-related revenue requirements

represent access expenses for AT&T. Again, the cross-hatched shading

depicts AT&T interstate interLATA access expense, and the vertical
shading depicts AT&T intrastate interLATA access expense.

The last column of Frame 6 shows 0CC revenue requirements including
interstate and intrastate access charges. The cross-hatched and
vertical shading denote these access expenses. As in previous charts,
question marks are drawn in the areas reflecting other revenue
requirements for OCCs since that information is not expected to be
available. We can know the 0CCs’ access expenses since they are
incurred through demand for tariffed services from BOCs or I0OCs.

Arrows drawn between the BOC revenue requirements and
non-plant-related revenue requirements for AT&T and OCCs show the
relationship between BOC revenue requirements and expenses for AT&T and
the OCCs. For example, NTS access charges assessed both AT&T and the
0CCs recover BOC and IOC revenue requirements for non-traffic-sensitive
plant. NTS revenue requirements are for station apparatus, station
connections—inslide wiring, station connections—-drops and blocks,
subscriber line outside plant, and subscriber line circult equipment.
We see that local dial NTS, local dial TS, exchange circuit equipment,
exchange outside plant, manual switching equipment, tandem dial,
interexchange circuit equipment and interexchange outside plant are
defined to be traffic-sensitive items, and a portion of the revenue
requirements for these items is to be recovered via the

traffic—sensitive access charges assessed AT&T and the 0CCs. Certain
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BOC/I0C non-plant-related revenue requirements are also recovered
through access charges. We also see that transitlonal CPE costs are
mapped into NTS access charges both for AT&T and the OCCs.

The relationship between BOC/IOC revenue requirements and
interexchange carrier access expense ig further illustrated by Figure
3-7. We first review the generic access configuration used in this
figure, and then discuss the assoclation between revenue requirements
for analytical account categories and elements of the physical access
configuration.

The physical access configuration shows a rate category 3 (RC-3)

element reflecting the link between a subscriber’s premise and his
serving central office, labeled "BOC central office." The same RC3
would, of course, apply if an Independent company central office served
the subscriber. The BOC central office performs local switching or

rate category 2 (RC-2) functions. In this diagram the BOC central

office serving the subscriber 1s directly linked to another BOC central
office serving interexchange carriers. In reality, one or more tandem
switchers are likely to exist between the BOC central office serving
the subscriber and the BOC central office serving the interexchange
carriers, but for simplicity the tandem switchers do not appear in this
chart. Links between the central office serving the end-user and the
central office serving the interexchange carriers perform local

trunking or rate category lb (RC-1b) functioms. Finally, the links

between the points of presence (POPs) of AT&T or of any of the O0CCs and

thelr serving central offices are labeled rate category la (RC-la). We

note that the RC-3, RC-2, RC~1b, and RC-la designations are similar to

the ENFIA rate elements, and are employed here to identify and
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distinguish the functions served by various local distribution plant
ltems.

The lower portion of the figure 18 the representation of post-
divestiture BOC/IOC revenue requirements developed in Frame 6.
Analytical account labels are shown only for those analytical accounts
reflecting revenue requirements to be recovered by a given element of
the access charge. Hence, NTS access charges (rate category 3) recover
NTS revenue requirements for transitional CPE, station apparatus,
station connections—-inside wiring, station connections-drops and
blocks, subscriber line outside plant and subscriber line circuit
equipment. TS access charges recover RC-2, RC-1b and RC-la revenue
requirements. Rate category 2 Includes TS revenue requirements in the
analytical accounts labeled commercial expense, traffic expense, local
dial NTS,* local dial TS and manual switching equipment. Rate category
1b includes TS revenue requirements for commercial expense, traffic
expense, exchange clrcuit equipment, and exchange outside plant.
Finally, rate category la includes TS revenue requirements represented
by the analytical accounts for commercial expense, traffic expense,
interexchange circuit equipment and interexchange outside plant.

We emphasize that Figure 3-7 oversimplifies the general access
configuration, and we have not shown the components of énalytical
accounts that define in detail the revenue requirements to be covered

by access charges. The essence of the illustration is that there is a

*CC Docket 78-72, Phase I. In the Matter of MIS and WATS Market
Structure. Third Report and Order. Adopted: Dec. 22, 1982;
Released: February 28, 1983. 48 F.R. 10319, March 11, 1983,
Local dial NTS revenue requirements were classified as traffic
sensitive in this report.
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direct relationship between analytical accounts and varlous elements of
the access charge.

Cur understanding of the implications of access charges would be
facilitated by supplementing the rough illustration shown in Figure 3-7
with generic access configurations reflecting the various ordering
options, distinctions between switched access and dedicated access, and
distinctions between access for MIS, WATS, FX, various categories of
Private Line, OCC services and reseller services. We would want to
show these generic access configurations in sufficient detall to
reflect each of the elements of the access charge. Similarly we would
want to disaggregate the revenue requirement rectangles in sufficient
detail so that we could see the mapplong of the BOC and IOC revenue
requirements into each of the elements of the access charge. This
exercise would help understand the relationship of BOC and IOC revenue
requirements to access charges, and would provide insights to
interexchange carriers regarding the basis on which they are charged
for access.

3.8 Overview of Differences/Similarities Between Pre- and Post-

Divestiture Recovery of Local Distribution {(Access) Revenue

Requirements from Toll Services

Previous sections of this chapter defined post-divestiture BOC/IOC
and AT&T/IOC revenue requirements and linkages between them. We also
showed the relationship between a sample access configuration and
BOC/I0C revenue requirements for local distribution facilities
comprising the configuration that are to be recovered by access
charges. Here we a) employ the representations of BOC/IOC and AT&T/IOC

revenue requirement linkages to contrast the pre— and post-divestiture
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treatment of revenue requirements traditionally recovered from toll
services, b) show how and why access charges enable continued BOC/IOC
recovery of those revenue requirements, and c¢) provide an overview of
the implications of BOC/IOC revenue requirement recovery via access
charges versus pre-divestiture mechanisms.

3.8.1 Pre-Divestiture Environment: Aggregate Recovery in Toll Rates

of Revenue Requirements for Local Distribution and Interexchange

Plant
Pre~divestiture, as indicated in Chapter 2, Bell System and IOC

revenue requirements were jurisdictionally allocated, and recoveresd in

aggregate in each jurisdiction. Aggregate recovery implied that
explicit prices did not generally exist for recovery of revenue
requirements in different analytical account categories. Therefore,
for example, revenue requirements for local distribution facilities
classified as NTS in accounts 1 through o were allocated between the
state and interstate jurisdictions and recovered in each jurisdiction
in combination with jurisdictionally allocated revenue requirements for
all other amalytical account categories. All other revenue
requirements, including those for TS local distribution plant,
interexchange plant, billing and collecting and all other expense
categories (i.e., non-telephone-plant-related revenue requirements)
were treated in the same way. Intrastate revenue requirements were
recovered from state toll and other services, while interstate revenue
requirements were recovered from interstate toll services. 1In an
environment characterized by ratemaking to recover aggregate revenue
requirements, pooling, State Settlements, Independent Settlements, and

Division of Revenues, each exchange and interexchange carrier satisfied
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its local distribution, interexchange, and other revenue requirements.,
Explicit funds transfers took place between Bell System carriers and
I0Cs, and internal funds transfers took place within the Bell System to
insure satisfaction of revenue requirements for each carrier.

3.8.2 Post-Divestiture IntraLATA Environment: Aggregate Recovery in

Intral.ATA Toll Rates of Revenue Requirements for Local

Distribution and Interexchange Plant

IntraLATA toll and corridor traffic are BOC-offered services
post—divestiture, and BOCs continue to recover from those services
aggregate revenue requirements for local distribution, interexchange
plant, billing and other expenses traditionally recovered from those
toll routes. The process is similar to that which obtained
pre—divestiture for all toll services offered by the traditional
telecommunications industry. IntraLATA revenue requlirements are
jurisdictionally allocated, and all non—access charge revenue
requirements for local distribution and interexchange plant and other
expenses {i.e., non-customer access charge portion of unshaded BOC/IOC
intrastate revenue requirements and non-customer access charge portion
of diagonally shaded BOC/TIOC interstate revenue requirements in Frame
6) are recovered in aggregate. Non-access charge Intrastate revenue
requirements are recovered from intrastate intralATA toll, basic
exchange service, shared facilitles rental fees and other services
while non-access charge interstate revenue requirements are recovered
from interstate intraLATA toll, corridor traffic, and shared facilities
rental fees. Since some of the intraLATA toll routes are jolntly
served by BOCs and I10Cs, replacements to the State Settlements and

Independent Settlements processes were designed to govern flows of
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funds between carriers and to insure that each carrier recovers its
intrastate and interstate toll service revenue requirements. These
processes are dealt with in detail in Chapter 5.

3.8.3 Post-Divestiture InterLATA Environment: Access Charges Recover

Explicit Local Distribution and Billing/Collectigg_Revenue

Requirements

Whereas intralATA toll is BOC-offered post—divestiture, interLATA
toll is offered by AT&T and other interexchange carriers post-
divestiture. From the previous discussion we saw that the pre- and
post-divestiture processes for handling and recovering intralATA toll
revenue requirements are conceptually similar. 1In contrast, access
charges were introduced as the vehicle for BOC/IOC recovery of revenue

requirements for local distribution plant and billing/collecting

services provided to interexchange carriers.
The major reasons for introducing access charges are as follows:

(1) The MFJ abolished the Division of Revenues process, and
forbade shared rate-of-return and any other partnership arrangements
between BOCs and AT&T.

(i1) The FCC’s pro-competitive policies necessitated a system
for BOCs/I0Cs to offer local distribution facilities to all inter-—
exchange carriers on a nondiscriminatory basis.

(1ii) Inconsistent treatment of local distributlon revenue

requirements* in traditional industry services (ENFIA vs. MTS, Private

*CC Docket 78-72, Phase I. 1In the Matter of MIS and WATS Market
Structure. Fourth Supplemental Notice of Inquiry and Proposed
Rulemaking. Released: June 4, 1982. 47 F.R. 26668, June 21,
198?. See Comments of the Bell System Operating Companies and
AT&T. August 6, 1982, pp. 7-8.
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Line vs. MIS and WATS, FX vs. MTS and WATS, etc.) was, even prior to
the MFJ, a long-term concern in FCC Docket 78-72 (MTS & WATS Market
Structure).

(iv) Neither the Department of Justlce, AT&T or the Federal
Digstrict Court admlnistering the MFJ had authority over the
jurisdictional allocation of revenue requirements. The MFJ envisioned
that all revenue requirements would be recovered post-divestiture in
the same jurisdiction as pre~divestiture. A mechanism was therefore
required that post—divestiture would enable BOCs to recover revenue
requirements that pre~divestiture had been recovered from intrastate
and interstate interLATA toll. The revenue requirements that BOCs
traditionally recovered from interLATA toll that they continue to need
to satisfy are for local distribution facilities. Since interLATA
facilities remained with AT&T post-divestiture, BOCs would, of course,
no longer need to satisfy revenue requirements for interLATA
interexchange plant that had appeared on their books—of-accounts
pre~divestiture.

Although the introduction of access charges was scheduled

concurrently with divestiture, we see that a number of non~
divestiture-related considerations contributed to that development.

The post-divestiture access charge environment for interLATA toll

differs from the pre-divestiture Division of Revenues and Settlements
environment in a number of important respects. Since BOCs/IOCs must

assess customers and/or Iinterexchange carriers explicit charges to

recover revenue requirements that had traditionally been recovered from

interLATA toll, these revenue requirements must be explicitly

identified in the process of establishing the level of those charges.

As indicated earlier, pre-divestiture, all interstate and intrastate
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revenue requirements, for all facilities and non-plant items, were
recovered in aggregate. Post-divestiture, BOCs/IOCs must segregate
from the balance of their revenue requirements, revenue requirements
for local distribution facilities and for billing/collecting services
offered to interexchange carriers. The portions of these segregated
revenue requirements to be recovered by carrier—access charges were
dencted by vertical and cross-—hatched shading in Frame 6.

Access revenue requirements for local distribution facilities are
classified as NTS or TS. Hence in each of the state and interstate
jurisdictions BOCs/I10Cs recover access servicé revenue requirements in
each of several classifications: NTS plant, TS plant, and billing and
collecting. All other state and interstate revenue requirements are
recovered in aggregate from non-—access service offerings.

Each of the access service classifications corresponds to revenue
requirements in one or more analytical account categories, and revenue
requirements for each classification must be recovered via explicit
rates for options within classifications. For example, options within
the intrastate NTS access classification include jointly used and
dedicated NTS access. Intrastate revenue requirements for jolntly used
and dedicated NTS access to be recovered from interexchange carriers
originate in a number of analytical accounts. BO0Cs/I0Cs recover via
rate schedules for intrastate jointly used and dedicated NTS access the
aggregate of the portions of those NTS accounts earmarked for recovery
from intrastate interLATA toll carriers for jointly used and dedicated
access. A compatable identification and recovery of revenue
requirements holds for the various options included in the TS and

billing/collecting access service classifications.
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In an access charge environment, there Is no longer a sharing of
risk or an averaging of risk over all non-plant-related and telephone-
plant-related revenue requirement accounts whereby investments by
carrlers that agree to a common rate of return all earn at the same
rate of return. In an access charge environment we're beginning to
deaverage prices since explicit prices are established to recover
certain explicit revenue requirements. Inyestments assoclated with
access charges, and services that BOCs and independent companies
provide tc interexchange carriers, will not necessarily earn at the
same rate of return as Investments for non-access services or invest-
ments recovered through BOC/IOC partnership arrangements.

Figure 3-8 indicates that explicitly identified revenue
requirements for each c¢lassification of access service are recovered,
at the option of each BOC and IOC, on either a pooled or an unpcoled
basis. For specificity, the access charge options selected by the FCC
in its 8/22/83 Docket 78-72 order* are depicted in the figure. A
broader range of options is discussed in Section 3.9. NTS access
charges are shown to be either customer-flat charges or carrier-usage
charges. We assume that states, at least to an extent, will mimic this
kind of structure. The cell denoting NTS carrier-usage unpooled
charges is marked "N/A" since the 78-72 prescribed practices do not

permit deaveraged or unpooled NTS carrier-usage charges. Figure 3-8

*CC Docket 78-72, Phase I. In the Matter of MIS and WATS Market
Structure. Memorandum, Opinion and Order. Adpoted: July 27,
1983; Released: August 22, 1983. 48 F.R. 42984, Sept. 21, 1983.
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Elements of Access Charge
Pooled Inpooled

NTS

« customer—flat X X

« carrier-usage X N/ A%
15

» carrier-usage X X
Billigﬁ{Collecting X b 4

€ 1885 Program on informalion Resources Policy, Harvard University.

Figure 3-8
Elements of Access Charge

*Deaveraging of NTS carrier usage charges is not an allowable
option under either the Third Report and Order (CC Docket 78-72,
Phase I. 1In the Matter of MTS and WATS Market Structure,
Adopted: Dec. 22, 1982; Released: February 28, 1983. 48 F.R.
10319, March 11, 1983.), or the Memorandum, Opinion and Order
(CC Docket 78-72, Phase L. Adopted: July 27, 1983; Released:
August 22, 1983. 48 F.R. 42984, Sept. 21, 1983).
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shows four possible kinds of pools for access charges, and three-
possible kinds of unpcooled access charges. Hence, the revenue
requirements for access services {NTS and TS access charges, and
billing and collecting charges) are potentially split into numerous
pots for each of the state jurisdictions and the federal jurisdiction.

The term "petentially" is used since the number of pots is
dependent cn the number of local exchange carriers that choose to
deaverage their access charges and how many kinds of access charges
they choose to deaverage. For example, if three local exchange
carriers choose to deaverage NTS customer-flat charges (three pots), TS
carrier-usage charges (three pots), and billing and collecting charges
(three pots), and all other access revenue requirements were pooled
(four pots) we would have a total of 13 pets!! Total access revenue
requirements are potentially fragmented into numerous pieces in each
state jurisdiction and in the federal jurisdiction, and different rate
schedules and earnings levels are likely to result for each "pot™ of
revenue requirements. This, of course, is in contrast to the pre-
divestiture state of affairs where all jurisdictionally allocated
access and non-access toll service revenue requirements were recovered
in aggregate, and there was one pool in each state jurisdiction and one
pool in the federal jurisdiction.

Here we have dealt only with the fragmentation of access revenue
requirements. We will see in the discussion of Charts 3 and 4 that
post-divestiture non-access revenue requirements are fragmented as
well.

From the above discussion we saw that local distribution and

billing and collecting revenue requirements that had traditionally been
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recovered from interLATA toll are recovered by BOCs/I0Cs wvia access
charges. The access charge mechanism, therefore, governs a portion of
the flows of funds between carriers that pre-divestiture had been
governed by the Division of Revenues, Independent Settlements and State
Settlements processes. The balance of the flows of funds dictated by
these pre~divestiture processes ensured that carrlers who made avail-
able their interexchange facilities for Long Lines/BOC/IOC jointly
provided toll services could satisfy revenue requirements for those
plant items and other expenses. Post-divestiture, there is no jointly
provided AT&T/BOC toll, and a new process was designed to coumpensate
I0Cs on IOC/AT&T jointly provided toll routes. Details of this
process, and other aspects of AT&T/IOC post-divestiture interLATA
enterprises are dealt with in Chapter 5.

3.9 Options for Recovery of Access Revenue Requirements

Section 3.8 showed that access charges were instituted to ensure
continued post-divestiture recovery of revenue requirements for NTS and
TS access and billling and collecting services that pre-divestiture had
been recovered from interLATA toll. These charges were seen to apply

in the state and interstate jurisdictions and could be recovered by

customer and/or carrier payments. Although local distribution refers

to jointly used plant for local exchange, state toll and interstate
toll services, only a por;ion of the revenue requirements for this
plant is to be recovered by access charges immediately following
divestiture. 1In this section we provide a schematic representation
yielding perspective as to where access charges apply, the range of
options for access service rate structures and the level of revenues

recovered under each option. This representation will be used




85

extensively in the Chapter S discussion of post-divestiture BOC/IOC
revenue requirements.

Figure 3-9 shows a cube to represent various dimensions for
examining access pricing and revenues. The "Who pays directly?"
dimension shows that either the Interexchange carrier or the end-user
customer can pay the charge. From the "How is payment made?"
dimension, we see that the payment can be based on either a usage
charge or a flat charge. Hence, the interexchange carrier can be
assessed a usage charge or a flat charge. Similarly, the end-user
customer can be assessed a usage charge or a flat charge. Usage
charges include a broad range of possible rate structures ranging from
a fixed average charge per minute of use to capped and tapered rate
schedules whereby charges are limited to a fixed maximum or decline
with increasing usage. The third dimension of this chart asks the
question "In what jurisdiction is payment made?" and we see that the
payment can be made either in the interstate jurisidiction or in the
intrastate jurisidiction. If it is made in the interstate
jurisidiction it can be either for interLATA or for intraLATA toll. In
the intrastate jurisdiction, it can be either for interLATA or
intralATA toll, or for intraLATA exchange services. The cube provides
a very general representation of the different possible price
structures for access cha;ges obtaining in any service area.

Arrows emanating from the interstate InterLATA cross-section of the
cube illustrate that it contains rate structures for the NTS, TS and
Billing/Collecting portions of the access charge. "X"s denote the
options chosen by the FCC in its 8/22/83 Docket 78-72 order. Similar

arrows can be drawn from other cross—sections of the cube to illustrate
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Billing /

Collecting

X

X

Who poys
directly ?
IX
Carrier
Customer
usage fiat
How is payment
made ?
NTS
IX
Carrier | X
Customer X

usage flaf

* 1985 Pragram on Information Rescurcas Policy, Harvard University.

usage flat

Figure 3-9: Access Service Options

usage flat
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the rate structures that apply for other kinds of traffic.

Figure 3-9 shows that interstate access services are regulated by
the FCC, while intrastate access and basic exchange services, which use
the same plant as interstate access services, are regulated by the PUCs
in each state. We see that as a result of the jurisdictional
allocation of the joint and common revenue requirements for NTIS plant,
neither the FCC nor the PUCs maintains control over total rates for NTS
access services. Fragmented regulatory oversight increases the
challenges of balancing various public policy objectives* such as
efficient resource allocation, avoidance of uneconomic bypass, and
maintaining low-priced basic service.

In practice we have only seen the evolution of explicit interLATA
access charges. A great deal of attention has been focused on
interstate interLATA access charges and intrastate interLATA access
charges. Although there are revenue requirements for intraLATA toll
and exchange services that are defined in precisely the same way as
those for interLATA services, the industry has not moved in the
direction of explicit access charges to recover these intraLATA revenue
requirements. As competitive pressures grow in the intraLATA arena, we
may witness ENFIA-like disputes at the state level, and further

attention is likely to be focused on the intraLATA cells of the cube.

*This topic is further dealt with in Samuel M. Epstein, 4
Comprehensive View of NTS Access Costs: Historical Precedents
and Alternatives for the Future. Cambridge: Program on
Information Resources Policy, Harvard Univ., 1983 (unpublished

research outline).
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In addition to employing this Cubg in the context of a
representation of access price structures, we could, as illustrated in
Figure 3-10, apply demand to the various cells of the cube, show the
total revenues recovered by the varicus elements of the access charge,
and derive the total payments made by carriers or customers. We could
calculate the total carrier payment 1n all juriadictions of non-
traffic-sensitive charges on a usage basis, the total payment for
traffic-sensitive charges and the total payment for billing and
collecting. We could also iliustrate, for example, the proportion of
the non-traffic-sensitive carrier-usage charge that is expected to be
permanent in each of the state and interstate jurisdictions to finance
a universal service fund.

The cube provides a conceptual framework for crganizing and
analyzing pricing, demand, and revenue information for the access lines
of business. Policy issues whose analysis 1s facilitated by the cube
include the extent of parity or disparity of interstate and intrastate,
interLATA and intraLATA access rate structures; the combined impact on
customers of the jurisdictional allocation of revenue requirements and
the structure or distribution of those revenue requirements over the
customer base; and the establishment of procedures for financing and

distributing universal service funds.
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. Sample Rate Structure for Jolntly Used NTS Access

IX '
Carrier 3¢ /minute 51,48
Customer 0 $2/1line/month

usage flat

. Demand for Jointly Used NTS Access (Annual)

IX
Carrier X minutes N/A*

* Assume 1.4B charge is
Customer N/A Y lines lump sum fee and is
i not demand-related

usage flat

« Revenue for Jointly Used NTIS Access

Revenue = (Sample Price x Demand) for each cell

1X
Carrier (.03)(X) 1.4B
Customer 0 ($2)(12)(Y)

usage flat

© 1985 Program on Infgrmation Resources Policy, Haevard University.

Figure 3-10
Illustrative Calculation of Revenues Recovered by
Each Element of the Interstate InterLATA Access Charge
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3.10 Potential Inferences from Chart 2

3.10.1 Frame 3

Frame J provides a conceptual framework for comparing the AT&T and
BOC asset split with the split of annual revenue requirements. Such a
comparison would be facilitated by arranging the assets by account
category in a rectangle similar to the rectangle representing annual
revenue requirements. We could then examine the pre-divestiture
relationship between assets and annual revenue requirements, as well as
the post=divestiture relationship between the AT&T/BOC asset split and
AT&T/BOC annual revenue requirements.

Frame 3 also provides a base for comparing BOC/IOC/AT&T
Communications annual revenue requirements immediately feollowing
divestiture on January 1, 1984 with revenue requirements that evolve
over the months and years following divestiture. Such compariscns are
of interest since the MFJ may change the evolution of costs for all
parties as new facilitles are constructed to meet its requirements.
Frames 3 and 4 provide an analytical framework for tracing the
evolution of the industry and measuring the impact of changes that are
introduced by the MFJ. We recognize that it may not be possible to
study the impacts of specific equipment configuration and other changes
introduced by MFJ, since events, totally unrelated to the MFJ, will be
impacting the industry as well. Growth, technological innovation and
other changes will necessitate construction and will generate revenue
requirements in the future which may not be separable from MFJ-dictated
construction. Nevertheless, if representations were developed for
historical revenue requirements at various points in time, and were

alsc developed at various points in time in the future, we would have a
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framework for monitoring the evolution of industry costs. Such
representations could disaggregate analytical account categories to any
required level of detail to focus attention on issues of particular
interest to the industry, regulators, legislators and other
stakeholders.
3.10.2 Frame 4

Frame 4 explicitly notes AT&T and BOC expenses for shared
facilities, and AT&T (and OCC) access expenses. This represents a
different relationship between AT&T and the BOCs than that which
existed pre-divestiture or that which exists between AT&T and the
independents or between the BOCs and the independents post-divestiture.
Post=-divestiture, AT&T and the independents, and the BOCs and the
independents, will remain "partmers" in toll enterprises. However,

AT4T and the BOCs are no longer partners in any aspect of the business.

Joint AT&T/BOC service provisioning on statewide or nationwide average
schedules is forbidden, and money will no longer be transferred between
ATS4T and BOCs on the basis of a shared rate of return. Rather,
transfers of funds will be based on tariffed access charges or through
other contractual arrangements that explicitly specify prices.
Included in the non-plant-related revenue requirements shown in
Frame 4 are several kinds of non-plant expenses Iincurred by
interexchange carriers: force and other operating expenses, shared
facilities contractual obligations, access expenses for NTS and TS
facilities, and finally, access expenses for certain BOC-rendered
services. NTS access expenses differ from other categories of revenue
requirements. Non-NTS access expenses correspond to costs caused by

interexchange carrier demand for services. NTS revenue requirements,
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however, are fixed for any customer connected to the network and do not
vary with use, yet they are levied on carriers, by regulatory policy,
on a usage—sensitive basis. Since these expenses are not under the
control of interexchange carriers, no degree of efficiency--other than
perhaps bypass--can serve to reduce them.

Drafting of Frame 4 with reported data is likely to indicate a high
dollar value for AT&T non=-plant-related expenses. Therefore, post-
divestiture, a large percentage of the revenues collected by the
interexchange business are employed to pay expenses rather than to
recover capital. A possible financial implication of regulatory lag in
the adjustment of toll rates as BOCs/I0Cs revise access tariffs 1s that
in a post-divestiture access charge environment there may be a greater
degree of risk in the interstate enterprise and the financial community
may require a higher rate of return.

3.10.3 Frame 5

Frame 5 shows that AT&T is subject to USOA record keeping. On the
other hand, the OCCs are deregulated. Considerably greater detail is
therefore feasible on such a chart for AT&T Communications than for the
0CCs.

3.10.4 Frame 6

Frame 6 shows the relationship between BOC revenue requirements and
interexchange carrier access charges. Note that the access charges are
explicit only for interLATA toll although revenue requirements in the
sane analytical accounts are to be recovered via intralATA businesses
{(i.e. both toll and exchange services).

Frame 6 can also indicate the relationship between BOC revenue

requirements and AT&T rental fees for shared facilities as well as the




93

parallel relationship between AT&T revenue requirements and BOC rental
fees for shared facilities. No arrows are drawn between the telephone-
plant-related revenue requirements for BOCs to be recovered via AT&T
shared facilities rental fees, or between the AT&T telephone-plant-
related revenue requirements to be recovered via BOC shared facilities
rental fees, since further research is required to identify which
accounts generate the revenue requirements_that are in fact recovered
by these rental fees paid by BOCs and AT&T. Conceptually, of course,
we know that thesgse rental fees are designed to recover certain
telephone—plant-related revenue requirements from BOCs or AT&T.

The capabllity of Frame 6 to relate traffic-sensitive revenue
requirements with traffic-sensitive elements of access charge tariff
structures may provide a tool for identification and sizing of
transport revenue requirements for AT&T vs. OCC traffic. This matter

is the subject of a pending proceeding--FCC Docket 83-287.%

*#CC Docket 83-287. Waiver of Commission’s Rules. (Access
Charges). Memorandum, Opinion and Order, Adopted: June 23,
1983; Released: June 28, 1983. 48 F.R. 31649, July 11, 1983.
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Chapter 4

Chart 3: Post-Divestiture AT&T/IOC Revenue Requirements

4.0 Overview

Chart 3 deals with post-divestiture AT&T and I0C interLATA annual
revenue requirements. This chart and the accompanying discussion are
in the same format as Chart 1 and Chapter 2 that deal with
Fre-divestiture telecommunications industry revenue requirements. The
comments provided in Section 2.10 regarding inferences from Chart 1
remain valid for Chart 3. Additional potential inferences from the
treatment of post-divestiture revenue requirements provided here will
te interleaved with the discussion of the substance of each column.

4,1 Column 1: Revenue Requirements

Revenue requirements for each state, for Long Lines* and for the
total of all atates are represented by the areas of the graphicse in
Column 1. These revenue requirements relate only to interstate
interLATA and intrastate interLATA operations.

The graphic from the State 1 row of Column 1 is duplicated in
Figure 4-1. For convenience the same graphic appears in Column 1 for
each state. A graphic representing total AT&T/IOC interLATA revenue
requirements is shown in the Total row as well as in the middle segment

of Figure 3-4.

#"Long Lines" on Chart 3 refers to the interstate division of
AT&T Communications. Although Long Lines is not the official
name of the post-divestiture AT&T organization that provides
interstate interLATA services, we employ that designation to
maintain comparability between Charts 1 and 3.
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Figure 4-~1: Chart 3, State 1 Row, Column 1
State 1 Post-Divestiture InterLATA Annual Revenue Requirements

Telephone plant annual revenue requirements shown in Column 1 are
based on the AT&T/BOC asset split and are associated with the interLATA
investments that remain with AT&T after divestiture. The non-plant
expenses include access charges and other expenses facing the residual
AT&T post—divestiture. The derivation of the Column 1 graphics was
provided in Sections 3.3 and 3.4 in connection with the discussion of
Chart 2.

The representations in Column ! reflect joint expemses for

multi-state interexchange corporations as well as state-specific

revenue requirements. Post-divestiture, AT&T provides intrastate
interLATA services through 22 interexchange corporatiomns. Non-Long

Lines plant employed in the provisioning of interstate services, and
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retained by AT&T post-divestiture, is also held by these corporations.
Jolnt expenses refer to aduministrative and other non-state-specific
costs incurred by multi-state interexchange corporations.
State-specific revenue requirements reflect expenses or investment
revenue requirements for plant items located in a specific state. The
revenue requirement rectangles for each state and for the total of all
the states and Long Lines reflect an allocation of the joint expenses
for multi-state interexchange corporatlons among each of the states
plus state-specific revenue requirements for each state. This is
analogous to the pre-~divestiture allocation of multi-state BOC expenses
among the states served by each BOC.

None of the Column ! graphics 1s drawn to scale. In practice,
however, 1f we were to analyze reported data, a visual scan of this
column would indicate, for example: the relative differences between
revenue requirements in different states, the relative importance of
different accounts in different states, the relative importance of Long
Lines revenue requirements, and so on. We could also aggregate these
data into groups of states that constitute each of the 22 ATS&T
Communications interexchange corporations. This could facilitate
Inferences regarding the 22 interexchange entities.

4.2 Column 2: Jurisdictional Revenue Requirement Allocation

Column 2 of Chart 3 shows the post—divestiture jurisdictional
allocation of revenue requirements to the interstate jurisdiction, and
residual revenue requirements under state regulation. As in Column 2
of Chart 1, jurisdictional revenue requirement allocations are governed

by the Separations Manual. Access expenses assessed in the state

jurisdiction are classified as state revenue requirements, while access
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expenses assessed in the interstate jurisdiction are classified as
interstate revenue requirements.

Rows 1, 2 and 3 {illustrate jurisdictional revenue requirement
allocations in each of the states. The jurisdictional allocation of

revenue requirements for State 1 is shown in Figure 4-2. The shaded

NN/

—
/7

///////////////// Penvwmat $0Mnl g aprna

/ Wt mivios sl

-

Il s ==
A / VA By rtancrag

Trpthc mpmms

NTS mome

\

PIFFFTTFIEL St Sunbgiuny sipvarannt
Pl Pl il Tonime dupl

A e el ranaad
——

IS TSI FFa R

LR

& 1985 Program on information Resources Policy, Harvard Univeraity.

Figure 4-2: Chart 3, State 1 Row, Column 2
Jurisdictional Allocation of State 1 Post-Divestiture
InterLATA Annual Revenue Requirements

areas of the Column 2 graphics denote the portions of analytical ac-
counts allocated to the interstate jurisdiction. In the Long Lines
row, we show that all revenue requirements are allocated to interstate
since Long Lines does not provide intrastate services. In the Federal
row, we show the sum of-the allocations to interstate in each of the

states, and the Long Lines revenue requirements that are entirely inter-
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state., Finally, In the Total row, we show the sum of all the inter-
state and state revenue requirements. The graphic provided in the
Total row of Column 2 was also shown as the middle segment of Figure
3--5.

Analysis of reported data would enable in-depth inferences
regarding jurisdictional revenue requirements 1n each state, juris-—
dictional revenue requirements for the 22 interexchange entities, and
differences between interexchange entitles. We could study the impact
on access expenses of changes In the way certain BOC/IDG revenue re-
quirements will be allocated in the future. For example, what happens
to access expense 1n each state if there is a change in the process for
allocating BOC/IOC non-traffic-sensitive revenue requirements to inter-
state? What happens to access expense if there is a change in the
measurements employed for determining interstate allocations of BOC/IOC
plant-related revenue requirements? What if the FCC institutes seven-
day measurements versus business-—day measurements? Which states end up
with increased versus decreased interstate access expense? The
graphics may be useful as a tool for assessing the impact of transi-
tioning from the current jurisdictional allocations to some new
proposed allocations. In which states might we have substantial
transition problems? Where might we have temporary, undesirable
dislocations as a result of new practices for allocating revenue
requirements? For example, where will we be temporarily increasing
allocations and subsequently iunterstate prices only to decrease them
later because of some other regulatory change (for example, Customer

Access Line Charges [CALCs]*)?

*A CALC is a recurring monthly charge to customers for recovery
of NTS access revenue requirements. CALCs were referred to as
customer-flat charges in Section 3.9 and in Figures 3.8 and 3.9.

T
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4.3 Column 3: Intrajurisdictional Revenue Requirement Handling

Column 3 is split into two parts, 3a and 3b. In 3a we show the
intrajurisdictional revenue requirement handling for the portion of the
revenue requirements that remain with the state jurisdiction, and in 3b
we show the intrajurisdictional handling of revenue requirements that
are allocated to interstate.

4.3.1 Intrastate Revenue Requirement Handling

Column 3a reflects carrier access, interexchange plant and various
non-plant-related revenue requirements. Carrier access expense in-
cludes revenue requirements for NTS and TS facilities and ancillary
services (billing and collecting). Interexchange plant revenue requir—
ements include capital recovery and return on investment for inter-
exchange facilities. Non-plant expenses, in addition to access
expenses, Include traffic, commerclal and revenue accounting expenses
and shared facilities rental fees paid to BOCs. The sum of the Column
3a revenue requirements (carrier access expense, interexchange revenue
requirements and other non-plant expenses) is to be recovered by AT&T
service offerings in the intrastate jurisdiction, namely MTS, WATS, 800
Service and Private Line, and by shared facilities rental fees*
assessed BOCs.

Column 3a for State 1 aand Figure 4~3 show revenue requirements
allocated to the intrastate jurisdiction for that state. The

intrastate interLATA toll revenue requirements classified by anmalytical

*See Section 3.5 for further detail on the treatment of shared
facilities rental fees.
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account category on the left-hand side of Figure 4-3 are reflected by
the area of the rectangle con the right—hand side of that figure. Since
account identities are lost in downstream processes they are not shown
in that rectangle. Revenue requirements will be recovered in aggregate
zather than on an account-by-account basis. However, access-related
and shared facllities rental revenue requirements remain explicit
identifiable expenses determined by BOC/IOC prices. We denote with

vertical shading revenue requirements generated by access charges

Other
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probably no formal cost allocation
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Figure 4-3: Chart 3, State 1 Row, Column 3a
State 1 Handling of Post-Divestiture Intrastate
InterLATA Annual Revenue Requirements

assessed AT&T by BOCs and IOCs. The sum of the access expense and the
other revenue requirements (exclusive of shared facilities revenue

requirements recovered from BOCs) are recovered via rates for intra-
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state InterLATA service offerings: MTS, WATS, 800 Service and Private
Line.

Dotted versus solid lines in Figure 4-3 indicate the service
category distribution of revenue requirements since formal processes do
not exist to allocate intrastate revenue requirements by service
category. Processes for splitting intrastate revenue requirements by
service can vary by state. The evolution of intrastate competition may
create pressures to institute explicit processes similar to those
prescribed in the interstate arena by the ICAM for allocation of
revenue requirements among service categories. Since the competitive
situation in each state can be expected to vary, the evolution of
processes for allocating intrastate revenue requirements among service
categories is likely to vary by state.

Revenue requirements are handled in Column 3a on this chart
differently from the way they were handled in Column 3a on Chart 1. On
Chart 1, revenue requirements to be recovered from intrastate toll were
determined, in most states, in conjunction with pricing. The objective
was to maximize, subject to toll parity and market constraints, the
amount of contribution that could be eked out of the intrastate toll
enterprise. In the environment described on this chart, telephone
plant revenue requirements for intrastate toll are explicitly
determined by the AT&T/BOC asset split, by the capital recovery
practices for particular categories of accounts and by other business
expenses. The access expenses are also formally determined since they
are tariffed. Based on BOC/IOC rates for access charges, and plant-
related revenue requirements and other expenses for intrastate

interLATA toll, revenue requirements that must be recovered by
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intrastate interLATA service offerings result. We no longer pursue the
objective of minimizing local exchange revenue requirements by
maximizing aggregate revenue to be recovered by other intrastate
services since local exchange services are offered by non-AT&T
corporations post—divestiture.

A certaln amount of flexibility, of course, exists for BOCs/I(Cs
to set access charges-«that 1s, the size of the area with vertical
shading in Column 3a--that maximize BOC/IOC intralATA revenue
requirement recovery from access services and thereby mimimize the
level of residual revenue requirements to be recovered from local
exchange service. There are, however, constraints on the viable level
of access revenue requirements. The threat of uneconomic bypass limits
the level of revenue requirements that BOCs/IDCs can expect to recover
. via access charges. Additionally, to aveid jurisdictional shopping,*
intrastate interLATA revenue requirements will have to bear some
relationship to access charges for interstate interLATA toll. As the
competitive marketplace evolves, these access charges will also have to
bear some relationship to interstate intralATA and intrastate intralATA
access charges that develop.

The graphics for each of the states are the same generically as

the graphic for State 1, except for scale. This statement holds as

*Jurisdictional shopping refers to selection by carriers of
access services that minimize their expenses. Hence, if
interstate and intrastate access services are offered at
differing prices, Interexchange carriers will select services
in the jurisdiction with the lower price.
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well for states such as New York with explicit processes for identi-
fying intrastate toll revenue requirements. Chart 1 showed a different
graphic for New York since BOC interexchange revenue requiremeunts were
separated explicitly in New York in contrast to the way they were
determined in other states. However, there is no need to show on this
chart a separate graphic to depict New York interexchange revenue
requirements since post—-divestiture interexchange interLATA revenue
requirements are explicitly determined for all states. These revenue
requirements are AT&T Communications state revenue requirements and are
no longer combined with other BOC revenue requirements. As indicated
earlier, revenue requirements are explicitly determined for intrastate
interLATA services, and flexibility for swishing revenue requirements
between these services and other intrastate service categories is lost.

Collecting data and studying the intrajurisdictional handling of
revenue requirements in each of the states would provide various
insights. Of interest from such a display would be, for example, the
percentages that state interLATA access revenue requirements are of
state revenue requirements, and the extent of variation existing
between states. These percentages indicate the relationship between
areas with vertical shading in Column 3a and the total areas of the
graphics for each state. The discussion of Column 3b will pursue other
implications of intrajurisdictional revenue-requirement handling
processes.,

4.3.2 Interstate Revenue Requirement Handling

Column 3b deals with the intrajurisdictional handling of revenue
requirements in the interstate jurisdiction. The kinds of revenue

requirements treated here are similar to the revenue requirements in
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the state jurisdiction and include carrier access, interexchange plant
and various_hon-plant-related expenses. Carrier access expenses
consist of NIS and TS access charges and expenses for ancillary
services. Interexchange plant revenue requirements include capital
recovery and return on investment for interexchange facilities.
Non-plant-related expenses include revenue requirements for traffie,
commercial and revenue accounting expenses and shared facilities rental
fees paid to BOCs. A portion of the interstate revenue requirements is
recovered through shared facilitles rental fees assessed BOCs.*

Through the ICAM, the balance of the interstate revenue requirement is

divided among various service categories.

*See Section 3-5 for further detail on the treatment of shared
facilities rental fees.
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Figure 4-4: Chart 3, State 1 Row, Column 3b
State 1 Contribution to Post-Divestiture
Interstate InterLATA Revenue Requirement Pool
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Figure 4-5: Chart 3, Federal Row, Column 3b
Post-Divestiture Interstate ILnterLATA Revenue Requirement Pool
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The graphic shown in the row for State 1 in Column 3b and in
Figure 4-4, shows the State 1 contributlon to the interstate revenue
requirement pool. The total revenue requirement pool 1s shown in the
Federal row of Column 3b and in Figure 4-5. A similar graphic
representation applies for each state. In the Long Lines row, we see
the Long Lines contribution to the interstate revenue requirement pool.
Note that each state and Long Lines contributes to the federal pool the
area represented by its graphic. Contributed revenue requirements
will, in general, be recovered in aggregate from various interstate
services rather than on an account-by~account basis. Account category
distinctions are therefore not shown in Figure 4-5. The portion of the
revenue requirements depicted in the Federal row that relates to
interstate interLATA carrier access charges is shaded with
cross—hatching. As for intrastate interLATA services, interstate
interLATA access and shared facilities revenue requirements are
explicit identifiable expenses determined by BOC/IOC prices. These
prices enable BOCs/IOCs to recover access and shared facllities revenue
requirements in portions of their accounts.

The ICAM rules are applied to divide the total of the
contributions to the interstate revenue requirement pool among MTS,
WATS, Private Line and any other sub-categories that may be required.
The graphic in the Federal row shows an area reflecting access expense
for each of the service categories including MTS, WATS, and PL.

The graphic in the Federal row could be refined to show the
distribution of access service revenue requirements among access
service options ordered from exchange carriers in providing each of the

toll services. For example, provisioning of WATS (OutWATS or 800




107

Service) involves the use of dedicated access for the "closed end" as
well as jointly used access at the open end. Provisioning of FX also
requires a mix of dedicated and jointly used access. Private Line uses
only dedicated access. The portion of the Private Line revenue
requirement that is recovered by access charges could be disaggregated
to highlight the portion of the Private Line access charge that
represents some level of regulatory-body imposed surcharge such as the
FCC-preoposed* §25 surcharge. The same holds for potential surcharges
on WATS access lines. NTS and TS acceas charge distinctions could also
be shown.

We could alsoc examine, in the context of Figure 4-5, the portion
of the WATS revenue requirement assoclated with WATS resale. That
would provide insight on the composition of demand for WATS as the
resale market grows and as the mix of AT&T-offered services changes,
with AT&T becoming a "wholesaler" leasing services to other
interexchange organizations that are elther resellers or mixed
resellers/facility~based carriers. This is, of course, in contrast to
situations that existed in the past whereby initially there was no
resale, and later there was only limited resale.

Among the other inferences to be made from Columns 3a and 3b are

the following: We can see the percentage that interstate interLATA

*CC Docket 78-22, Phase I. In the Matter of MTS and WATS Market
Structure. Memorandum, Opinion and Order. Released: August 22,
1983. 48 F.R. 42984, Sept. 21, 1983.
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access service revenue requirements recovered from carriers are of
interstate revenue requirements. We could also examine the importance
of the cross-hatched revenue requirements in the graphics shown in
Column 3b for each state, and the ﬁaria;ion in those shaded areas by
state. The exlstence of some states with access revenue requirements
higher than those in other states may have implications for the
evolution of alternatives to AT&T interLATA services. In states where
access charges are high, competition to AT&T services may be
discouraged by the high costs of doing business resulting from high
access charges. The residents of some states may not have a choice of
interexchange carriers because incentives are not created for
competitive market entry. Availability of competitive offerings may be
a4 factor to be taken into account in the establishment of access
charges. High access charges enable BOCs to recover revenue
requirements that otherwise need to be recovered from residual BOC
services. On the other hand, to the extent that access charges are
kept too high, customers are precluded from having a cholice of
interexchange carriers, perhaps their toll costs are artificially high,
and repressed toll demand decreases BOC/IOC TS access revenues. High
access charges may also create incentives for uneconomic bypass.
Columns 3a and 3b provide a framework for comparing the sizes of
the post-divestiture state and interstate revenue requirement pools
with the sizes of those pools in a pre-access charge environment.
Assuming a non-zero customer access line charge (CALC), and the absence
of revenue requirements for BOC-provided intraLATA interstate and
corridor traffic, the size of the interstate revenue requirement pool

is smaller here than in Column 3b of the pre-divestiture chart.
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The discussion of how revenue requirements are defined for
post—divestiture interLATA enterprises, how those revenue reqﬁirements
are jurisdictionally allocated, and how they are handled in each of the
state and interstate jurisdictions has laid the groundwork for the
pricing of state and interstate services.

4.4 Column 4: Pricing

Columns 4a and 4b deal with pricing. This discussion covers only

interLATA services since we assume that AT&T Communications provides
only interLATA services after divestiture.

4.4.1 Pricing of State Services

The graphic for State 1 in Column 4a reviews the nature of the
pricing schedule for state services. This graphic is duplicated in
Figure 4-6. It is shown that end-user customers and carriers pay for
services on either a usage or a flat basis. Pricing for carriers

reflects rates for resold services and facilities leased by 0CCs. The

-Toll services
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WATS
access
lines
Customer | yTs PL
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*Shared facilities
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Figure 4-6: Chart 3, State 1 Row, Column 4a
Post-Divestiture Pricing of State InterLATA Services

services for which revenue requirements will be recovered by usage

schedules are MTS, WATS, and possibly optiomal calling plans. Services
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priced on a flat rate basis are Private Line, WATS access lines, and
possibly optional calling plans.

Prices for facilities shared by AT&T and BOCs are explicitly
eatablished by contracts between those parties, and are reflected in
the lower portion of the graphic. These facilities are employed for
BOC intralATA services as well as for AT&T interLATA services. We
a&sgume that pricing for shared facilities is on a state~by-atate basis
rather than on some broad nationwide average schedule. BOCs pay the
eame price for shared facilities employed for their state and
interstate services. Shared facilities rental prices are shown in both
Columns 4a and 4b because, as noted in Section 3.5, the graphic
representation of AT&T revenue requirements include the jurisdictional
allocation of revenue requirements satisfied by these rents based on
the BOCs' use of the rented facilities.

In practice, AT&T rental charges assessed BOCs for shared
facilities are non—-jurisdictional, and BOCs determine the mix of state
and Iinterstate usage of the facilities they lease.

Despite the fact that this is a post-divestiture chart, the notion

of statewide average toll schedules still obtains for AT&T/IOC-offered

state toll.* Whether callg are handled by AT&T facilities, a combina-
tion of AT&T and independent facilitiea, or entirely by independent
facilities, all intrastate interLATA calls are subject to the same
statewide average toll schedules regardless of the revenue requirements

generated by individual links of the call.

*Ir is unlikely that post-divestiture BOC/IOC state toll will be
offered on the same schedule as AT&T/IOC state toll. This state
of affairs represents a departure from statewide average toll

schedules.
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4.4.2 Pricing of Interstate Services

Pricing for federal services is dealt with in Column 4b. The Long
Lines row and Figure 4-7 indicate that end-user customers or carriers
leasing facilities pay directly, on a flat basis, for Long Lines
Private tine services. The Federal row and Figure 4-8 depict priecing
for the full menu of AT&T interstate services. Again, end-user
customers and interexchange carriers pay directly for services on
elther a flat or usage basis. We see pricing on a usage basis for MIS
and WATS and perhaps optional calling plans 1f they are offered. We
algso see flat-rate pricing for Private Line, WATS access lines and

possibly optional calling plans. The same nationwide average schedule

for all states applies for each AT&T and I0C-provided interstate toll

+Toll Services

IX Carrier Leased
facilities
Customer PL
usage flat
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Figure 4-7: Chart 3, Long Lines Row, Column 4b
Post-Divestiture Pricing of Long Lines Services
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*Toll services
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Figure 4-8: Chart 3, Federal Row, Column 4b
Post-Divestiture Pricing of Interstate InterLATA Services

AT&T and IOC-provided interstate toll service. Whether a call is
handled entirely by AT&T interexchange facilities, entirely by
independent facilities, or by a combination of AT&T and independent
facilities, the same natlionwide average schedule applies.

In contrast to the pre-divestiture pricing of each Bell System/IOC
1nte¥state service on a natlonwide average schedule, each
post—divestiture interstate service may no longer be priced according
to a single rate schedule. Seven RHCs as well as post-divestiture AT&T
offer interstate services, and each of these separate corporations may
price interstate services according to different schedules.

BOC-provided interstate services consist of intralATA toll where LATAs
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cross state boundaries, and corridor traffic. In October, 1983 BOCs
filed "copycat tariffs™ that proposed 1/1/84 pricing schedules for BOC
interstate services equal to the 1983 AT&T interstate price schedules.
In the future such pricing will not be feasible,* and we are likely to
see some deaveraging of the interstate schedules. The AT&T-offered
interstate interLATA toll will be priced on a given schedule, and over
time BOC-offered interstate toll will be priced according to other
schedules. It remains unclear whether a given RHC will file a single
interstate tariff for all the interstate toll that its component BOCs
handle, or whether each BOC will file a tariff for the interstate toll
that it provides.

The existence of statewide average end-user intrastate toll rates
and nationwide average end-user interstate toll rates
assumes that AT&T/IOC toll rates will not reflect disparities between
access charges imposed at each end of toll calls. As will be
{llustrated in Chart & (Column 4), BOC/IOC access charges can vary by
carrier providing the local distribution facilities at the origination
and termination points of calls. To the extent that access charges are
deaveraged, interLATA carriers may be assessed different access charges
by different BOCs and IOCs serving a given state. Disparate access
expenses assessed interexchange carriers may create pressures for

deaveraged toll rates that more closely reflect the cost of service. A

*A single AT&T/BOC interstate schedule is not feasible since
AT&T/BOC pooling is not allowed. Furthermore, BOCs and AT&T
must cost justify thelr rates. Existing cost methodologles are
not 1likely to yleld the same results when applied by AT&T to
interstate traffic of all lengths of haul, and applied by BOCs
to interstate short-haul toll traffic which they continue to

provide.
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carrier providing a ubiquitous service who averages in his rate
structures di;parate costs is competitively disadvantaged relative to
other carriers serving selected routes and offering deaveraged rates.

Among the possible insights we can glean from Columns 4a and 4b is
the extent of parity or disparity of state and Interstate toll
schedules, and clues as to causes for disparities. For example,
explicit access expenses that vary by statg and by regulatory juris-
diction (state versus federal) may be one major reason for rate
disparities between state toll offerings in different states, and for
rate disparitles between state and interstate toll offerings. By
summarizing on this chart and on Chart 4 price schedules for each
state, we could also see how ATET state and interstate toll rates
relate to BOC state and interstate toll rates.

4.5 Column 5: Demand

Column 5 shows the major state and interstate service offerings,
as well as relevant demand units. Demand Iin State 1 ig illustrated by
the graphie in the State 1 row of the chart and Figure 4-9. The state
portion of the graphic shows MIS demand in minutes, WATS demand in
access lines and minutes, Private Line demand in access lines and
circuits by Private Line option, and demand for optiomal calling plans,
should they be offered, as well as demand for shared facilities. The
interstate portion of the graphic shows demaznd for interstate MTS,
WATS, Private Line, possibly optional calling plans and shared
facilities. Because the same the kind of information 1s required in
each state, the same graphic that is shown for State 1, Column 5

applies for all states.
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The Long Lines row shows demand in access lines and circuits for
most intersﬁé;e frivate Line service options. The Federal row shows
total demand for interstate services: MTS, WATS, Private Line, and
possibly optional calling plans. Availlability of total interstate

demand as well as Interstate demand in each state enables an assessment

of which states are the principal contributors to total demand.

+MTS *MTS
-minutes

*WATS « WATS
=access lines

-minutes

«PL +PL
-access lines

-options

- QCP <QCP

+Shared facilities *Shared faclilities
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Figure 4-9: Chart 3, State 1 Row, Column 5
Post-Divestiture InterLATA Demand in a Given State

The Total row shows total demand for state and interstate ser—
vices. These totals summarize the total demand handled by the post-
divestiture AT&T, and enable inferences regarding the distribution of
demand over the states. We could, for example, compare the percentage
contribution of each state to total demand to percentage contribution

of each state to total billed revenues, or to percentage contribution
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of each state to total revenue requirements.

An important characteristic of demand is the extent of
concentrations of originated and terminated demand regardless of the
service labels that are used today. This kind of information is
extemely useful in some of the access decisions facing interexchange
carriers. A knowledge of the nature of demand concentrations would
help make decisions as.to whether dedicated access 1s applicable or
whether access employing jointly used NTS plant is perhaps more cost
effective. To minimize access costs, the design of service offerings
and the satisfaction of customer requirements will have to deal
explicitly with such tradeoffs. Access costs are estimated to be
approximately 60 percent* of total post-divestiture AT&T Communications
expenses and taxes. Hence, any decisions that minimize these costs can
be cruclal in the competitive environment in which AT&T must operate.

4,6 Column 6: Billed Revenues

Column 6 deals with revenue sources or revenue requirement
recovery. The two major scurces of revenue are billed revenues
for various toll service offerings, and rental receipts for
shared facilities. Pre—-divestiture all revenues resulted from billing
for services to end-users, OCCs and resellers, and explicit revenue
receipts from shared facilities did not exist.

"Column 6 shows revenue sources and revenue requirement recovery
for each state and Long Lines. The services from which revenue re-

quirements are recovered by interLATA carriers are shown in the graphic

#This figure is contained in the executive summary filed with
AT&T Communications’ Proposed Interstate Rates. For summary see
Telecommunications Reports, Vol. 49, no. 40, Oct. 10, 1983, pp.

2-6 .
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for State 1 and in Figure 4-10. The left-hand side of the graphic
reflects billing by each* IOC and by the State 1 BOC on behalf of AT&T
for intrastate MTS, WATS and Private Line. The post—divestiture AT&T
also recovers revenue requirements for shared facilities. The portion
of the revenues shaded with vertical lines reflects AT&T/IOC recovery
in their toll service rates of access expenses in addition to other
revenue requirements.

The right-hand side of Column 6 shows revenue sources for

interstate services. It reflects billing by AT&T (via BOCs) and IOCsg*

Ioci i=1'..|'k Ioci 1=1'|..|k

MT3

WATS
PL

ATAT

MTS

Tres

WATS
PL

shared — BEK
facilities facilities
rental rental
recelipts receipts

+—B&K
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Figure 4-10: Chart 3, State 1 Row, Column &
State 1 Post-Divestiture InterLATA Billed Revenues

*Conceptually we would have a box for each independent company in
the state that is billing for MTS, WATS and Private Line.
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for MTS, WATS and Private Line, and ATAT shared facilitles rental
receipts. fae access expenses for AT&T/IOC interstate interLATA
offerings are shaded with cross-hatching.

The areas of Figure 4-10 shaded with vertical lines and cross-
hatching reflect dollar amounts that AT&T and the independents pay to
local exchange carriers as access charges. The remaining revenue
requirements that have been recovered from_toll gervices will be pooled
and divided among the AT&T and IOC entities providing interLATA
services. Column 7 will define revenue pools in each state and in the
interstate jurisdiction. These pools are financed by the unshaded
revenues represented in Column 6.

Graphics similar to that shown for State 1 apply for all other
states. Reported data would enable us to draw the graphics
to scale and to examine differences between states and differences
between the relative importance of billing on behalf of AT&T by BOCs
and I0C billing. We could also display the independents’ data by major
category of I0C. For example, we might want to show the large
independents separately (GT&E, United & Continental) from remaining
independents to illustrate the relative importance of various providers
2f interLATA services.

The Long Lines row shows AT&T’s revenue requirement recovery from
Interstate Private Line billing. The Federal row and Figure 4-11 show
the sum of the Long Lines interstate revenues and other interstate
revenues recovered in each state. In addition to AT&T/TOC total
interstate toll service revenues, this row also shows total shared
facilities rental receipts that correspond to BOC use of shared

facilities for interstate services. Note that the right-hand side of
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the graphic for State 1 in Column 6 represents the State 1 contribution
to total interstate revenues shown in the Federal row. If we filled in
the graphics for each of the states, we would see the contribution of
each state to total interstate revenues. The Total row shows total 10C
and BOC billing on behalf of AT&T for intrastate and interstate

interLATA toll services and total billing for shared facilitles.

Total I/S Rev.

facilities
rental
raceipts

© 1985 Program on Information Resources Palicy, Harvard Univarsity.

Figure 4-11: Chart 3, Federal Row, Column 6
Federal Post-Divestiture InterLATA Billed Revenue

Before leaving this column, we note that shared facilities rental

receipts are recovered on a bill-and-keep (B&K) basis and represent

payment of an explicit contractual expense rather than the result of a

partnership agreement and a settlement from a pool where risk is

averaged.
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One could argue that there is nothing new about the shared
facilities rental receipts, since pre-~divestiture, members of the
partnership wmade their facilities available for use by other carriers
in providing toll services. Each carrier satisfied through the
Settlements and Divislon of Revenues processes revenue requirements
defined for shared and other facilities. Toll revenues were pooled,
and members of the partnership withdrew their expenses, taxes,
recovered capital, and return on investment from the pool. When there
was a partnership arrangement with a shared rate of return; all
partners providing any required facilities for a service enjoyed the
same rate of return on their investments in those facilities. If the
achleved rate of return was at the authorized interstate level of
12.75, for example, all partners and all investments employed in
providing the given service earned at that rate. All elements of the
business performed equally well {or poorly).

Post-divestiture, shared facilitiee revenue requirements are re-

covered according to explicit rates specified in contractual arrange-

ments. The price in those contracts is established regardless of how
well the intrastate toll enterprise performs in a given state, or how
well the interstate enterprlse performs in aggregate, or the perfor-
mance of any other part of the business. Facilities made available at
an explicit price may not earn at the average rate of return for the
sarvice using those facilities. Rather, earnings for shared facilities
will be based on revenue requirements, demand and price for those
facilities. Earnings on "partnership" services (next column) will
likely be at some other level based on the revenue requirements (in-

cluding shared facilities expenses), demand and price for those

services.
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4.7 Column 7: Revenue Pools

Columns 7a and 7b identify revenue pocols for state and interstate
interLATA services. Definition of these pools is facilitated by
recognizing that access expenses as well as non-access revenues were
recovered from toll services by the processes described in Column 6.

The graphic for State 1 in Column 7a, which is also provided in
Figure 4-12, illustrates the classification of state toll service
revenues recovered in Column 6 into (a) access service expenses
incurred in connection with providing state toll services, and (b) the

AT&T/IOC State 1 revenue pool. The State 1l graphic shows that a

-Access Service Expenses
pooled unpooled

2
NTS carrier usage |

—
sinstng/entiesting.([T11HIHE

el e

$ to BOC/IOCs

MT3

" WATS -AT&T/I0C Revenue Pool

PL
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Figure 4-12: <Chart 3, State 1 Row, Column 7a
Definition of State ! Post-Divestiture AT&T/IOC
InterLATA Revenue Pool
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portion of the revenues recovered from intrastate MTS, WATS, Private
Line and other toll services in Column 6 covers pooled and unpooled
daccess service expenses incurred in comnection with provisioning of
those services. Rémaining toll service revenues form the AT&T/IOC
revenue pool in State l. Note that the revenues dealt with here
exclude shared facilities rental receipts. Since shared facilities
revenues are recovered on a bill-and~-keep basis, they are not a
congsideration in a column that defines revenue pools.

For illustrative purposes, FCC orders in CC Docket 78-~72 were the
basis for defining pooled and unpooled access charges in the Chart 3
graphics. Pooled access expenses can include NTS carrier-usage
charges, TS carrier—usage charges and charges for ancillary services.
Unpooled access service expenses can include TS carrier-usage charges
and charges for ancillary services. The decision to pool or deaverage
i1s generally at the discretion of local exchange carriers. Since
neither the 2/28/83 or 8/22/83 78-72 Orders permit deaveraging of
interstate NTS carrier usage charges, the cells for "NTS carrier-usage,
Unpooled" charges in the graphics for Column 7 are marked N/A.
Deaveraging of those charges is an option that states could permit
local carriers, as well as an option that the FCC could entertain for
interstate access services in the future. Shaded revenues in the left
hand side of the graphic for State 1, Column 6, cover the access
service expenses in the State 1, Column 7a graphic.

The Column 7a graphic for each state is the same as that for State
1 except for scale. A single pool of AT&T/IOC revenues is established

in each state.
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Column 7b shows the establishment of a revenue pool for interstate
services. The graphic for State 1 in Column 7b, which is also provided
in Figure 4-13, illustrates the classification of Interstate toll
service revenues recovered in Column 6 into (a) access service expenses
incurred in connection with pfoviding interstate toll services, and (b)
the State 1 contribution to the AT&T/IOC interstate revenue pool. The
State 1 graphic shows that a portioq of the revenues recovered from
interstate MTS, WATS, Private Line and other toll services in Column 6
covers pooled and unpooled access service expenses. Remalning inter-
state toll service revenues comprise the State 1 contribution to the
AT&T/IOC interstate revenue pool shown in the Federal row and in Figure
4-14, Since rental fees for shared BOC/AT&T facilities used 1n
providing Interstate services are recovered on a bill-and-keep basis,
they are not a consideration in defining the AT&T/IOC interstate
revenue pool.

The Column 7a discussion of pooled and unpooled intrastate access
charges applies for interstate access charges as well. Shading in the
right-hand side of the graphilc in Column & reflecting revenues to cover
access expense, corresponds to the explicit representation of those

access expenses in the Column 7b graphics.
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Figure 4-13: Chart 3, State 1 Row, Column 7b
Definition of State 1 Post-Divestiture Contribution to
AT&T/IOC Interstate InterLATA Revenue Pool
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Figure 4-14: Chart 3, Federal Row, Column 7b
Post—-Divestiture AT&T/IOC Interstate InterLATA Revenue Pool

All states have graphic representations similar to that shown for
State 1. Revenues in each state cover access service expenses and the
state’s contribution to the ATE&T/IOC interstate revenue pool.

.The Long Lines row and Figure 4-15 show revenues to cover access
service expenses and the AT&T/IOC revenue pool contribution by Long
Lines. Access service expenses result from pooled or unpooled NIS and
traffic-sensitive carrier-usage charges and are shaded with
crogs~hatching. These expenses represent payments by AT&T’s interstate
division to BOCs and I0Cs. Since Long Lines does its own billing for

the services reflected in the Long Lines row, no billing and collecting
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charges for those services are assessed AT4T by BOCs and IOCs. The
portion of the revenues that AT&T bills directly for Private Line
services, over and above revenues to cover access service expense,
congtitutes the Long Lines contribution to the AT&T/IOC revenue pool.
The box labeled PL represents this contribution. These revenues
correspond to the unshaded portion of the graphic in Column 6 for Long
Lines.

The Federal row defines the interstate AT&T/IOC revenue pool.

This revenue pool is defined to be the sum of the
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Figure 4-15: Chart 3, Long Lines Row, Column 7b
Definition of Long Lines Post-Divestiture Contribution
to AT&T/IOC Interstate InterLATA Revenue Pool

contributions to the pool from each of the states and Long Lines
and reflects the sum of revenues represented in the lower part of the

graphics for each state and Long Lines in Column 7b.




127

4.8 Column 8: Distribution of Revenues by Ownership

The foundation for a discussion of the distribution of revenues by
ownership is provided by the classification in Columns 7a and 7b of
toll service revenues into revenues that cover access service expenses
and revenues that form various AT&T/IOC revenue pools. Pools were
defined for AT&T/IOC intrastate InterLATA toll revenues in each state
and for AT&T/IOC interstate interLATA toll_revenues in the federal
jurisdiction. Revenues that cover access service expenses as well as
AT&T/IOC pooled revenues must be divided by ownership.

Column 8 fllustrates the processes for distributing among owners
revenues In each pool. In each state, AT&T and each independent
company recovers expenses, taxes, capital, and return on investment. A
very similar process takes place in dividing the interstate pool among
owners. AT&T (that 1s, the 22-state interexchange organizations and
Long Lines) and each independent operating company again recover
expenses, taxes, capital and return on investment. TIOC return on
investment is based on either a rate of return that is shared with AT&T
or some other contractual arrangement. This process is described in
more detail later in this section.

Although Chart 3 focuses on AT&T/IOC revenue requirements and on
the distribution of revenues in AT&T/IOC pools that were defined in
Columns 7a and 7b, for completeness we briefly address the attribution
of access service revenues by ownership. Unpooled access service
revenues are on a bill-and-keep basis. Therefore, the BOC or I0C that
does the billing keeps the revenues that it billed. For at least the
initial period following divestiture, the BOC providing service in a

given state will administer pooled intrastate access service revenues
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in that state. Pooled interstate access service revenues will be
administered by the National Exchange Carriers Association (NECA) for
those local exchange carriers that have chosen to pool various access
charge elements or where pooling is mandatory. In summary, access
gservice revenues are recovered on either a bill-and-keep or pooled
basis. 1If recovery 1s on a bill-and-keep basis, there is no further
need for distribution of revenues. 1If recovery is on a pooled basis,
pools are administered by either a BOC or by NECA. Chart 4, which
deals with post-divestiture BOC and IOC revenue requirementﬁ, will deal
in detall with the attribution of pooled access service revenues by
ownership.

Column 8 {llustrates the attribution of AT&T/IOC revenues by
ownership. The graphic for State 1 in Column 8 shows the differences
batween the contributions of AT&T and each IOC to the state or
interstate revenue pools, and the amount of each carrier is entitled to
keep, such that AT&T and each I0C recovers expenses, taxes, capital and
return on investment. This graphic is duplicated in Figure 4-16. For
example, in the column marked State Toll, we see minus $30 million. In
the determination of who keeps the revenues that have been contributed
to the State 1 pool by ATET or by the independents, $30 million of the
revenues contributed by AT&T belong to other carriers serving that
st:ate. AT&T keeps the balance of its contribution to the pool. Of
this $30 million, $5 million goes to the first independent, $10 million
goes to the second, $15 million goes to the third. The net change from
the total AT&T/IOC contributions to the State 1 partnership revenue

pool is zero. That is, the sum of all the entries in that column 1s

ZeTO.
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The row for State 3 shows a similar situation. Of AT&T’s

contribution to the state revenue pool, $40 million belongs to AT&T’s

—Access Service Revenues
.unpoolad: BOC/IOC Bill and Ksep
.pooled: BOC/NECA billing
(see BOC/IOC chart)
-ATAT/I0C Revenues: State 1
(A from contribution to state or
interstate ATAT/IOC revenue pools)

State 1/3

Toll Toll
ATAT - 30m + 50m
Tﬁc1 + 6om + 20m
1002 + 10m + 20m
1003 +- 15m + 10m
_T;&t.al 0 +100m
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Figure 4-16: Chart 3, State 1 Row, Column 8
Net Effect of Distribution of Post-Divestiture InterLATA
Revenues by Ownership in State 1

partners in that state. $20 million belongs to the first independent
company, $20 million belongs to the second independent company, and the
net of those exchanges of funds is zero. AT&T keeps the balance of its
contribution to the state revenue pool, and each of 1its TOC partners
keeps its full contribution to that pool.

In the Total row for Column 8, and in Figure 4-17, we see the
result of the attribution of revenues by ownership in each of the
states. We see that the net change in the size of the revenue pool in

each state is zero because there are no transfers of funds between
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states. There are only changes from each partner’s contribution to the
t£tate revenue pool within each state.

The above process is very similar to the State Settlements process
that was described in Chart 1 in a pre-divestiture enviromment. A
major difference between the pre- and post-divestiture environments is

in the definition and sizes of the state revenue pools.

Total State and Federal Revenue by
Ownership

(A from contribution to state or
interstate ATAT/IOC revenue pcols)

State I/S
Toll Toll
State 1 0 +100m
State 2 0
State 3 0 =200m
Long N/A +3Zm
Lines
Total 0 0
A
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Figure 4-17: Chart 3, Total Row, Column 8
Summary of Net Effect of Distribution of
Post=Divestiture InterLATA Revenues by Ownership

Pre—-divestiture, one large pool represented all access and non—access
state toll revenue requirements. In the post-divestiture enviromment,
however, there will be six pools for state revenues: a pool for AT&T/-
INC partnership intrastate interLATA toll, a pool for BOC/IOC partner—
ship intrastate intralATA toll, and- four state access service revenue

pools. There will be a pool for the NTS carrier-usage charge, a pool
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for the traffic-sensitive carrier-usage charge, a pool for billing and
collecting, and a pool for the NTS customer-flat charge. Some of these
charges may not exist in some of the states so the number of pocls may
be less, but conceptually we see how one large pre-~divestiture pool in
each state is replaced by a number of smaller pools. In addition,
there are some revenues that will not be subject to pooling. These are
access charge revenues for categories of access charges (for example,
NTS customer—flat, TS carrier—usage, billing/collecting) assessed by
local exchange carriers who have chosen not to pool. The only intra-
state pool dealt with in Chart 3 is that for AT&T/IOC intrastate
interLATA toll. The discussion of Chart 4 will further treat the
definitions and distribution of revenues in the other post-divestiture
pools. Similar observations can be made regarding the definitions and
distribution of pre— and post-divestiture interstate pools.

We now address the portion of Column 8 labeled Interstate Tell.
Entries in the interstate portion of the graphic for State 1 (Figure
4=16) reflect net receipts or payments by each carrier calculated as
the difference between contributions of each carrier to the interstate
revenue pool and revenues each carrier must withdraw from the pool to
recover expenses, taxes, capltal and return on investment. For
example, for State 1 we see that AT&T will receilve $50 million over and
above its contribution tolthe interstate revenue pool, The first inde-
pendent will receive $20 million over its contribution, the second
independent will get $20 million, and the third independent will get
$10 million. So the total change from the contributions of each of the
carriers to the interstate partnership revenue pool for State 1 is plus

$100 million.
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State 3 illustrates the reverse of this situation. Funds
contributed to the interstate partnership revenue pool are distributed
t¢ other states. $100 million of AT&T s State 3 contribution to the
interstate revenue pool is distributed to other states. AT&T keeps the
balance of its contribution to the interstate revenue pool from State 3
scurces. We also show that $50 million of the contributions of each
independent company in State 3 is distributed to other states. The
tctal change from the contributions of each of the partners to the
interstate revenue pool 1s seen to be minus $200 million.

The Long Lines row shows that the change from Long Lines’
contribution to the interstate partnership revenue pool 1s z million
dollars. Hence, 1n this illustration, in the process of recovering
expenses, capital investment, return on investment and taxes, Long
Lines recovers z million dollars more than its contribution to the
interstate partnership revenue pool.

The Interstate Toll column in the graphic for the Federal row
sumnarizes payments and receipts by all carriers (AT&T and I0Cs) whose
interexchange facilities are employed in the provisioning of interstate
interLATA service. We see that the change from the contributions of
the carriers in State 1 to the interstate partnership revenue pool was
plus $100 million. Therefore, carriers in State 1 withdrew from the
pool $100 million in excess of their contributions to the pool. The
change from the contributions of the carriers in State 3 to the
interstate partnership revenue pool is seen to be minus $200 million.
State 3 carriers, therefore, lost to other states $200 million of their
coatributions to the interstate partnership revenue pool. Plus =z

million dollars is shown as the change from Long Lines’ contribution to
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the interstate partnership revenue pool. The "Total Delta” row shows
that the net of all these transfers of funds between states and Long
Lines 18 zero.

In this discussion, we have referred to AT&T and the I0Cs with
whom it jointly provides interLATA services as "partners." They are
partners in the sense that they provide Intrastate toll services on
statewide average schedules and interstate toll services on nationwide
average schedules. All interstate (state) MIS calls, for example, of a
given length of haul, at a given time of day,.of the same class of
service (for example, direct dial, operator-person, operator-station)
are priced on the same schedule regardless of the route and mix of
AT&T/IOC facilities employed. In addition, AT&T and certain IOCs agree
to a shared rate of return, and therefore divide among themselves
revenues remaining in a given state pool or in the interstate pool
following withdrawal of expenses, taxes, capital and revenues to
satisfy requirements of carriers that do not agree to a ghared rate of
return. It is conceivable that in the future IOCs may opt to establish
explicit rates for use of their interexchange facilities which include
return on investment at some specified rate. Hence, instead of
compensation arrangements based on AT&T/IOC-shared rates of return,
explicit prices would determine I0C compensation for interexchange
facilities. Explicit IOC interexchange facilities prices could change
the entries in Column 8, but the conceptual process overview provided
would remain valid.

Post-divestiture revenues distributed among owners by the
processes described in Column 8 on Chart 3 are defined differently from

pre—divestiture revenues distributed among owners by the processes
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d2scribed in that column on Chart 1. Pre~divestiture revenues for
distribution included payments for carrier recovery of all access,
interexchange and other non-access revenue requirements.
Pogst-divestiture interLATA revenues for distribution dealt with on this
chart do not include the portion of customer payments that cover access
service (local distribution and billing and collecting) revenue
requirements. Access revenues are pooled separately and are dealt with
in detail in Chart 4 and Chapter 5.

4,9 Column 9: Booked Revenues

Column 9 shows booked revenue. Booked revenues result from the

exchange of revenues between various AT&T Communications entitiles and
other carriers in Column 8., We see that the partners in each state and
Long Lines have all recovered thelr revenue requirements as defined in
Column 1. The graphic reflecting booked revenues for State 1 is
reproduced in Figure 4-18. Long Lines booked revenues appear in the
Long Lines row, while the Federal row (Figure 4-19) shows the total of
the federal booked revenues in each of the states and Long Lines.
Finally, the Total row (Figure 4-20) depicts the grand total of the
state booked revenues and the interstate booked revenues. In the
post—divestiture_as in the pre-divestiture environment, we have
closure.

Revenues that the AT&T/IOC interLATA enterprises recover as
"middle men" on behalf of local carriers are shaded. The cross-hatched
shaded revenues are interstate interLATA access service revenues that
AT&T recovers and passes on to local exchange carriers. The revenues
shaded with vertical lines reflect intrastate interLATA access service

revenues that AT&T recovers and passes on to local exchange carriers.
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Chart 3, State 1 Row, Column 9
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State 1 Post~Divestiture InterLATA Booked Revenues
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Chart 3, Federal Row, Column 9

Federal Post-Divestiture InterLATA Booked Revenues

Figure 4-19:
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Figure 4-20: Chart 3, Total Row, Column 9
Total Post=-Divestiture InterLATA Booked Revenues

Since revenues are booked by service category account (i.e., MT3, WATS,
ete.) rather than by analytical or USOA account, horizontal lines
sagmenting graphics by analytical account category do not appear in
Column 9.

AT&T and I0Cs who agree to a shared rate of return earn at the
same interstate rate on telephone plant-related lnvestments allocated
to the interstate jurisdiction and at the same state rate in each state
on telephone plant-related investments allocated to the state
jurisdiction. These earnings are iucluded in the area shown in Column.
9 as Telephone-Plant~Related Revenue Requirements.

Telephone plant-related revenue requirements for BOC/IOC plant

employed in the provisioning of access services are satisfied by
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AT&T/IOC payments of non-telephone plant expenses shown in Column 9.
The BOC/IOC access plant investments do not necessarily earn at the
same rate as AT&T/IOC telephone plant investments. This matter is
raised here to point out a difference between the pre- and
post—divestiture environments. Pre-divestiture, all telephone plant
investment for access and non—access facilitiee, by carriers that
agreed to a shared rate of return, earned at the same rate in each
state and in the interstate jurisdiection. Post-divestiture, shared
rates of return, and averaging of risk, obtains only within certain
plant categories of the traditional telecommunications industry and
there 1s no assurance that the same rate of return will obtain for
different categories. These categories are AT&T/IOC interLATA
facilities for carriers that agree to a shared rate of return (Chart
3), BOC/10C intraLATA non-access service facilities for carriers that
agree to a shared rate of return (Chart 4), and facilities for each
BOC/IOC access service (NTS, TS, Billing/Collecting) for which carriers
pool revenue requirements and agree to a shared rate of return {Chart
4).

4,10 Extension of Chart 3 to Explicitly Treat Nondomestic Market

Section 2.1; outlined extensions to the conceptual framework
detailed in Chart 1 to explicitly show interrelationships between U.S.
and foreign carriers. Those extensions remain generally valid for the
post-divestiture representation of the AT&T mode of operation. Changes
from the pre-divestiture discussion include the following:

-  BOC/IOC revenue requirements associated with the provisioning of
non-domestic telecommunications services are recovered by local

carrier acess charges assessed AT&T.
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The interstate revenue pool in the Federal row of Column 7 would
reflect all U.S. billed revenues for interstate telecommunications
services and a portion of non-U.S. billed non-domestic revenues
(1{.e. inflow to the U.S. depicted in Column 6) after payment of

access charges by AT&T.
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Chapter 5
Chart 4: Post-Divestiture BOC/IOC Revenue Requirements

5.0 Overview

Chart 4 deals with post-divestiture BOC and I0C intraLATA annual
revenue requirements. IntralATA revenue requirements are associated
with BOC/IOC-provided local exchange, directory, vertical and intraLATA
toll services; facilities shared with AT&T; and access services for
AT&T, 0CCs, resellers and other interexchange carriers. All BOC/IOC
plant employed in the provisioning of access to intralATA and interLATA
toll services 1is classified as intralATA, and all BOC revenue
requirements are dealt with in this chart. In contrast, since
post—divestiture IOCs may provide both intra and interLATA services,
I0C revenue requirements appear on both Charts 3 and 4. IOC revenue
requirements for traffic that is jointly provided with AT&T, rather
than with BOCs, appear on Chart 3.

The exposition of Chart 4 follows the format of the presentations
of Charts 1 and 3 in Chapters 2 and 4 respectively. Comparison of any
column of Chart 1l with the corresponding columns of Charts 3 and 4
enables the reader to assess changes implied by divestiture in basic
definitions, services and practices. The comments in Section 2.10
regarding potential inferences from Chart 1, and those in Chapter 4
regarding potential inferences from Chart 3, remain valid for Chart 4.
Additional insights offered by the conceptual framework provided here
will be included with the discussion of each column.

5.1 Column l: Revenue Requirements

Revenue requirements for each state and for the total of all states

are represented by the areas of the graphics in Column 1. These
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revenue requirements relate only to lnterstate intralATA and intrastate
intralATA operations and corridor traffic.
The graphic from the State 1 row of Column 1 is duplicated in

Figure 5-1. For convenience, the same graphic representation

Raiated Ry Ay

e

Teomurimm) CNL

T bmpatam b

Talenom Plom Faioied Paviroud Aigue smants

Sl

SMEwr COMG T
e wray

Mot
Sulmtrtas 1w O30

L * Tg curpl
Lo dupl HTS

—oce gl TH
Excrumgn s’m:l p—

‘-.nr,.-n-..,.a-,./
i

- Leus ¥

T

&

® 1985 Program on information Resources Policy, Harvard Liniversity.

Figure 5-1: Chart 4, State 1 Row, Column 1
State 1 Post-Divestiture IntralATA Annual Revenue Requirements

aspears in all rows. The graphic representing total BOC/IOC intralATA
revenue requirements is shown In the Total row as well as the left-hand
side of Figure 3-4.

Telephone plant annual revenue requirements shown in Column 1 are
based on the AT&T/BOC asset split dictated by divestiture and are
assoclated with investments that remain with BOCs post-divestiture.
Note that since BOCs retain ownership of local access facilities,

access revenue requirements for BOC local exchange services, BOC toll
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services and BOC-provided access to interexchange carrier points-of-
presence are included in Telephone-Plant-Related Revenue Requirements.
Recall that for AT&T (Chart 3) and other interexchange carriers access
revenue requirements were classified as non-plant related expenses.
The derivation of the Column 1 graphics was provided in Sections 3.3
and 3.4 in connection with the discussion of Chart 2.

As in Charts 1 and 3, Column 1 reflects joint revenue requirements
for multi~state companies, Regional Holding Company (RHC) expenses and
Central Services Organization (CS0) expenses as well as state-specific
revenue requirements. The revenue requirements summarized in Column 1
represent a state-by-state allocatlion of the joint revenue requirements
plus the state-specific revenue requirements.

This chart, in contrast to Charts 1 and 3, does not show a separate
row for Long Lines. The reason, of course, is that this is a
post-divestiture view of the BOCs and theilr independent company
partners. Long Lines 1s no longer a partner of the BOCs. Therefore
BOCs and AT&T no longer provide services on a common rate schedule;
BOCs and AT&T no longer pool revenues; and BOCs and AT&T no longer
share a common rate cof return. Explicit charges, rather than
partnership arrangements, are established for AT&T Communications
services that BOCs requife, and for BOC services that AT&T
Communications requires.

In this column as in the columns on all the previous charts, none
of the graphics are drawn to scale. If we.had reported data, we could
examine differences in the relative importance of given accounts in

different states, and differences between revenue requirements defined
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for each state. We also could disaggregate the independent revenue
requirements by category of independent to gauge their relative
importance. For example, we could explicitly break out revenue
requirements for the major independents, GTE, United and Continental,
énd show those distinct from revenue requirements for the numerous
smaller independent companies.

322 Column 2: Jurisdictional Revenue Requirement Allocation

Column 2 shows the jurisdictional allocation of the revenue
requirements that were defined in Column 1. Rows 1, 2 and 3 show
illustrative revenue requirement allocations in each of three states.
The jurisdictional allocation of revenue requirements for State 1 is

reproduced in Figure 5-2. The shaded areas of the Column 2 graphics
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Figure 5-2: Chart 4, State 1 Row, Column 2
Jurisdicticonal Allocation of State 1 Post-Divestiture
IntralLATA Annual Revenue Requirements
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denote the portioms of analytical accounts allocated to the interstate
jurisdiction.

The Federal row shows the sum of the interstate allocations in each
of the states. The Total row shows the sum of all interstate and state
revenue requirement allocations. The graphic provided in the Total row
of Column 2 was also shown as the left-hand section of Figure 3-3.

5.3 Column 3: Intrajurisdictional Revenue Requirement Handling

Columns 3a and 3b deal with the intra-jurisdictional handling of

revenue requirements. Column 3a deals with the handling of.state
revenue requirements in each of the states, and Column 3b shows how
revenue requirements that have been allocated to the interstate
jurisdiction are handled.

5.3.1 Intrastate Revenue Requirement Handling

The header for Column 3a summarizes two processes for handling
revenue requirements in each of the states. The first process applies
to most states. The initial step of the first process separates from
total revenue requirements that have been allocated to the intrastate
jurisdiction, revenue requirements for each independent operating
company for directory advertising and sales, local exchange service and
vertical services. Residual revenue requirements, resulting from the
removal of non-toll IOC revenue requirements, are divided into the
following categories: a) InterLATA access revenue requirements for NTS
access, TS access and billing and collécting, b) BOC revenue require-
pments for directory advertising and sales, c) intraLATA toll revenue
requirements for MTS, WATS, and the various Private Line optiomns, d)
revenue requirements fof BOC vertical services, and e) revenue

requirements for BOC basic exchange services.
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In the case of states exemplified by New York, the first step in
the process is to separate from total state revenue requirements those
revenue requirements assoclated with the provisioning of interexchange
services. Interexchange revenue requirements are split into interLATA
access service revenue requirements and revenue requirements for BOC/-
I0C intralATA toll. Access services entail provisioning of NTIS and TS
facilities for linking end-users and interexchange carriers’ points-
af-presence, and billing and collecting. IntraLATA toll services
Include MTS, WATS and Private Line. The separation of interexchange
service revenue requirements from total intrastate revenue requirements
ls followed by the separation, for each independent operating company
in states exemplified by New York, of revenue requirements for
directory advertising and sales, exchange services and vertical
services. Remalning revenue requirements are divided inte the
Zollowing categories: a) BOC directory advertising and sales, b) BOC
vertical services and c¢) BOC basic exchange services. For states where
BOC facilities are shared with AT&T, a portion of the BOC revenue
requirements would be earmarked for recovery from rental fees assessed
AT&T.*

Note that thgre are fewer regulated BOC-offered vertical services
post~divestiture than pre-divestiture. Since CPE has been transferred

to AT&T Information Systems, revenue requirements for embedded CPE

*See Section 3.5 for further detail on the treatment of shared
facilities rental fees.
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(other than official CPE and public and charge-a-call phones) are no
longer BOC revenue requirements. This point was discussed in greater
detail in Section 3.5. In addition, pricing, demand and anticipated
revenues for services that RHCs provide through separate unregulated
subgidiaries will not be included on this chart.

Directory advertising and sales is treated as 1f it continues to
be offered by regulated BOC and IOC entities. Post-divestiture, a
number of the reglonal companies established separate subsidiaries for
the handling of directory advertising and sales. Pre-divestiture, an
attempt was made to maximize revenue requirement recovery from
directory advertising and sales. A portion of the revenues that were
recovered from directory advertising and sales served to recover state
revenue requirements that needed to be recovered in aggregate but that
may have had nothing to do with the provisioning of directory
advertising and sales. To the extent that post-divestiture RHCs set up
separate subsidiaries for handling directory advertising and sales, and
that there are no regulatory requirements that profits from the
directory advertising and sales lines of business be imputed to other
lines of business, directory will not be contributing to the recovery
of non-directory related state revenue requirements. It remains to be
seen whether regulators will devise mechanisms to employ revenues from
unregulated businesses to reduce revenue requirements to be recovered
from basic exchange service, as well as to insure that deregulated
services are not cross-subgidized by monopoly profits. WNevertheless,
in this chart we assume that, in general, directory advertising and
sales would be handled the same way pre— and post-divestiture. It is

possible that the treatment of directory revenue requirements will vary

on an RHC-by-RHC basis.
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The above overview of the handling of revenue requirements in the
state jurisdiction provides the foundation for discussing the graphics
in Column 3a. The graphic for State 1 is duplicated in Figure 5-3. A
portion of the area of the figure representing I0C Intrastate revenue
requirements 1s separated from the balance of the intrastate revenue
requirements. 1t is labeled independent operating company directory
advertising and sales, vertical and exchange and reflects revenue re~
quirements for each I0C in the state for the aforementioned services.
The remaining revenue requirements are grouped, on the right-hand side
of the graphic, into the following categories: a) revenue requirements
for access services, b) revenue requirements for BOC-provided directory

advertising and sales, c) revenue requirements for BOC/IOC-provided
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Figure 5-3: Chart 4, State 1 Row, Column 3a
State 1 Handling of Post-Divestiture Intrastate
IntralATA Revenue Requirements
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intralATA toll (MTS, WATS, B0Q Service, and Private Line), d) revenue
requirements for BOC-provided vertical services, e) revenue require-
ments for BOC-provided basic exchange services, and finally, f) revenue
requirements for shared facilities that BOCs lease to AT&T.

We assume that pre— and post-divestiture state practices for
classifying these revenue requirements by service category are similar.
It is expected that revenue requirements fpr each of the categories
will be determined in conjunction with anticipated pricing for the
various services in an attempt to maximize contribution from all
services other than basic exchange service. Whatever revenue
requirements are not recoverable from other services will be recovered
from basic exchange service. "Maximize contribution' means that an
attempt wili be made to set prices in keeping with market forces. In
general, as prices are ralsed, demand is repressed. The goal here is
to set prices as high as possible without repressing demand to the ex-
tent that total revenues realized at the higher price are lower than
total revenues that could be realized at a lower price with higher
demand. Parity of state and interstate access and toll rates and
minimization of incentives for uneconomic bypass are other considera-
tions in this process.

The graphic shows that access revenue requirements can be pooled or
unpooled and will be recovered from several categories of access
charges. These are non-traffic~sensitive carrier—usage charges,

non-traffic-sensitive customer-flat charges, traffic-sensitive
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carrier-usage charges and billing and collecting charges. Since the
8/22/83 FCC Docket 78-72 order* does not permit deaveraging of NTS
carrier-usage access charges, we assume, for illustrative purposes,
that deaveraging of the NTS carrier-usage charge may not be feasible
faitially in the state jurisdictions either. For this reason the cell
denoting NTS-carrier usage/Unpooled is marked N/A in Figure 5-3.
Deaveraging of NTS-carrier usage charges 1s, of course, an option for
the future, and may be necessary in response to market pressures that
evolve. The portion of the graphic labeled access revenue‘requirements
indicates seven possible combinations of pooled and unpooled charges
for various kinds of access services. Hence prices for access services
will recover geven potential classifications of revenue requirements.

Account identities within categories of revenue requirements are

lost in downstream processes. These categories are NTS access, TS
access, billing and collecting, shared facilities rented to AT&T and
the other BOC or I0C-offered services. Rate schedules are designed to
recover revenue requirements in aggregate for each category rather than
on an account—by-account basis. For example, NTS access service
revenue requirements are contained in portions of accounts j threough o
and are recovered in aggregate rather than on an account-by-account
basis. For this reason account identities are not shown in the
right-hand side of Figure 5-3. 1In contrast to the pre-divestiture
environment where revenue requirements for access services or for

facilities shared by BOCs and AT&T were recovered in toll rates in

*(CC Docket 78-72, Phase I. In the Matter of MTS and WATS Market
Structure. Memorandum, Qpinion and Order. Adopted: July 27,
1983; Released, August 22, 1983. 48 F.R. 42984, Sept. 21, 1983.
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conjunction with other clasgifications of revenue requirements, the
portions of accounts reflecting access and shared facilities revenue
requirements are directly assoclated with access charges or with
explicit facilities rental charges to AT&T.

Note that account categories containing access revenue requirements
to be recovered from interLATA carriers, and shared facilities rental
revenue requirements to be recovered from AT&T, also contaln revenue
requirements to be recovered from BOC/IOC services. Hence, although
access and shared facilities rental charges recover revenue
requirements for particular accounts or groupings of accounts, the
level of recovery, or the precise portions of those accounts to be
recovered from interexchange carriers, remains at the discretion of
exchange carriers and state regulators.

On thig chart, as on Charts 2 and 3, areas shaded by vertical lines
continue to reflect Intrastate interLATA carrier access service revenue
requirements, and areas shaded by cross-hatching reflect interstate
interLATA carrier access service revenue requirements.

The graphic representation for most states, with the exception of
states exemplified by New York and represented by State 3, is the same
as that shown for State 1 except for scale. The graphic for New York
is reproduced in Figure 5-4. The difference between the handling of
inﬁrastate revenue requirements for State 3 and for the other states,
is that in New York there 1s an explicit process for breaking out the
state interexchange revenue requirements. State interexchange revenue

requirements are labeled "State IX" in Figure 5-4. The New York state
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SPF factor and other allocators* are used to determine these revenue
requirements. Except for the difference cited ahbove, New York revenue
requirements are treated in the same fashion as revenue requirements
for other states. Revenue requirements are attributed to the major
service categories, and the same generic representation as that shown
on the right-hand side of the graphic for State 1 holds for New York.
For New York, as for all other states, account identities for
non-access and non-shared facilities rental revenue requirements are

lest in downetream processes.
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Figure 5-4: Chart 4, State 3 Row, Column 3a
New York Handling of Post-Divestiture Intrastate
IntralATA Revenue Requirements

*Later volumes in The Telephone Debates series by Carol L.
Welnhaus and Anthony G. Oettinger will cover regulatory control
over revenue requirements.
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5+3.2 Interstate Revenue Requirement Handling

Column 3b deals with the intrajurisdictional handling of revenue
requirements that have been allocated to the Interstate jurisdictionm.
We are dealing here with pooled and unpooled access revenue require~
ments fqr interstate interLATA toll, revenue requirements for BOC/IOC
jointly provided interstate IintraLATA toll and corridor traffic, and
revenue requirements for BOC facilitles shared with AT&T.* Corridor
traffic refers to interstate toll that crosses LATA boundaries but
under the MFJ will be initially handled by BOCs. Interstate toll may
not be provided by all BOCs since there are states where no LATAs cross
state boundaries. To the extent that none of the LATAs for a given
BOC/I0C service area cross state boundarles, and there is no corridor
traffic, there will not be any BOC/IOC interstate toll. Further
research could determine the extent of BOC/IOC interstate toll.

The graphic for State 1 shows how revenue requirements that have
been allocated to the interstate jurisdiction for State 1 are
rearranged into access revenue requirements, BOC/IOC interstate toll
revenue requirements and shared facllities revenue requirements. This
graphic is also provided in Figure 5~5. BOC/IOC interstate toll
revenue requirements are for BOC/IOC jointly-provided MTS, WATS, and
Private Line, and for corridor traffic. Access revenue requirements
are for access to Iinterexchange carrier-provided interstate interLATA

toll services. Revenue requirements to be recovered by NTS

*See Section 3.5 for further detail on the treatment of shared
facilities rental fees.
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carrler-usage charges, traffic—sensitive carrier-usage charges and
billing and collecting charges are shaded with cross-hatching. Note
that NTS customer-flat charges are paid directly by end-user customers.
Therefore, revenue requirements for this category of access charges do
rot appear as AT&T expenses on Chart 3 and are not shaded with cross—
-hatching. TFor illustrative purposes it is assumed that with the
exception of the non-traffic-sensitive carrier-usage charges, each type
of access revenue requirements may be pooled or unpooled. Revenue
requirements labeled "pooled" in the State 1 graphic constitute the
State 1 contribution to a nationwide pool of interstate revenue
requirements for Interstate toll services or for a particular access

service.
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Figure 5-5: Chart 4, State 1 Row, Column 3b
State 1 Handling of Post—Divestiture Interstate
IntraLATA Revenue Requirements
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Each local exchange carrier that chooses to "unpool” or to
deaverage would have its own rate schedule to recover those deaveraged
revenue requirements. If there are, say, four local exchange carriers
in State 1, and each of those local exchange carriers chooses not to
pool access revenue requirements for NTS customer—flat charges, TS
carrier-usage charges, and billing and collecting charges, there would
be 12 separate rate schedules for those access services. A single

schedule would exist on a nationwide bagis for each kind of access

revenue requirements that are pooled. For example, 1f a gi&en carrier
in State 1 chose to pool its traffic-sensitive carrier-usage revenue
requirements with those of other carriers, that pooling would be done
on a nationwide basis, and all carriers who joined the given pool weuld
offer traffic—sensitive access services on a single schedule. The same
arrangement holds for each of the other three types of access revenue
requirements. Therefore, four would be the maximum number of
nationwide rate schedules that could obtain for pooled access service
revenue requirements. A considerably smaller number of rate schedules
results when revenue requirements are pooled rather than recovered on a
deaveraged basis. The benefits of simplicity inherent in nationwide
rate schedules are, however, offset by the evolution of competition
which may force the introduction of deaveraging to an increasing
extent.

As in the case of state IntralATA revenue requirements, account
identities within categories of revenue requirements are lost in

downstream processes.* These categories are NTS access, TS access,

*This point was explained in further detail im Section 5.3.1.
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billing and collecting, shared facilities rented to AT&T and other BOC
or I0C-offered services. Rate schedulés are designed to recover
revenue requirements in aggregate for each category. This contrasts
with the pre-divestiture environment where all revenue requirements
were recovered in aggregate. Account categorles contalning access
revenue requirements to be recovered from interLATA carriers and shared
facilities rental revenue requirements to_be recovered from AT&T, also
contain revenue requirements to be recovered from BOC/IOC services.
Therefore, although explicit access and shared facilities rental
clarges recover revenue requirements in particular accounts or
groupings of accounts, the portions of those accounts to be recovered
from interexchange carriers remains at the discretion of exchange
carriers aﬁd regulators.

Graphics qimilar to that shown for State ! apply for all other
s-ates. There would, however, be differences in the scale of these
graphics, and In the relative importance of analytical accounts shown
in the left-side of the state-by-state graphics. There would also be
differences in the relative importance of access and BOC/IOC interstate
toll revenue requirements in different states. If there were no
interstate intralATA toll or corridor traffic in a given state, the
portion of the right-hand side of the graphic representing such traffic
for that state would not appear.

The Federal row of Column 3a and Figure 5-6 illustrate the pools
that result from the pocling of access revenue requirements by those
local exchange carriers who have chosen to pool rather than file their
own rate schedules. We also show the BOC/IOC partuership pool of

revenue requirements for the provisioning of interstate intralATA toll
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and corridor traffic. As the graphlec indicates, there are potentially
four access revenue requirement pools: a pool for NTS carrier—usage
revenue requirements, a pool for NTS customer-flat revenue
requirements, a pool for traffic-sensitive carrier-usage revenue
requirements, and finally a pool for billing and collecting. The
exigtence of all four pools assumes that more than one carrier elects
to pool for each of these four general classifications of access

revenue requirements. The last box of the graphic in the Federal row
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Figure 5-6: Chart 4, Federal Row, Column 3b
Post-Divestiture Interstate IntralATA Revenue Requirement Pools

of Column 3a shows the pooling of revenue requirements for interstate
MTS, WATS and Private Line services offered by the post-divestiture
BOC/I10C partnership. We assume that the service category distribution

of these interstate revenue requirements is dictated by the ICAM.
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From Figure 5-6, we see that five interstate pools have been
defined: four access revenue requirement pools and the pool
representing BOC/IOC intraLATA interstate toll revenue requirements.

In addition, on Chart 3 another pool was defined for interstate
interLATA revenue requirements for the AT&T/IOC partnership. The
combined size of these six pools may be considerably smaller than the
size of the pre—-divestiture* interstate pool. The reduction in the
level of interstate revenue requirements subject to pooling is equal to
the level of revenue requirements to be recovered by deaveraged access
charges that will not enter a pool. Note that the AT&T/IOC interstate
partnership pool (Chart 3, Column 7b) will be considerably smaller than
the pre-divestiture partnership pool since that partnership no longer
provides all U.S. Interstate toll, and NTS access revenue requirements
are not Iincluded in that post-divestiture pool. The fact that pre-
dtvestituré, 40 percent of the interstate toll revenue requirements
ware non—-traffic-sensitive access revenue requirements provides a rough
sizing of the expected reduction in the size of the AT&T/IOC interstate
pool.

For simplicity, Chart 4 reflects the assumption that there would be
a single pool for intralATA interstate toll revenue requirements. In
practice, one would expect pooling of revenue requirements for all
interstate intralATA toll providers to be infeasible after divestiture.
Initial BOC fillngs for interstate 1ntralATA toll were so called

"sopycat" tariffs that mimic pre-divestiture AT4T tariffs for

*Assuming the same demand and the same level of interstate
revenue requirements pre— and post-divestiture.
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interstate toll. Post-divestiture it will not be feasible for all the
BOCs to file a single schedule for each intralATA interstate toll
gervice since they are separate corporations. There is no reason to
expect that the BOC rate schedules would agree at all with the AT&T
rate schedule for interstate calling. Rates are likely to differ by
length of haul, time of day and other rate elements that define toll
rate schedules. Post-divestiture, therefore, we can expect a change
from the long-standing practice of a nationwide interstate toll rate
schedule for each toll service. Perhaps only a minor portién of the
market 1is beipg deaveraged since the BOCs may not provide a great deal
of interstate toll service, but, significantly, divestiture appears to
be accompanied by the beginning of deaveraging.

A number of possible options exist for pooling of Interstate
intralATA toll revenue requirements. These options include pooling by
a given RHC of all interstate intraLATA toll revenue requirements for
its components BOCs, pooling on a BOC-by-BOC basis and pooling on a
state-by-state basis. Pooling on any broader basis than within an RHC
seems infeasible since the BOCs are separate corporations and
partnership arrangements between RHCs might not be in keeping with the
spirit of the MFJ. As indicated in previous discussions of these
charts, in general, the only kinds of partnership agreements that
obtain are those between AT&T and independents, and between BOCs and
independents, although one can speculate as to whether those kinds of
partnerships will continue into the future.

Columns 3a and 3b can provide insights on the relative importance
of various post-divestiture intraLATA service offerings, aund on the

extent to which pooling is employed to recover these revenue require-
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ments. Specific questions that might be answered Iinclude: What is the

percent of intrastate intraLATA revenue requirements to be recovered

from carrier access charges (vertical-lines shading in Column 3a), NTIS
customer-flat access charges, directory advertising and sales,
intralATA toll, vertical services and basic exchange service? What is

the percent of interstate intraLATA revenue requirments to be recovered

from carrier access charges (cross-hatched shading in Column 3b) versus
NTS customer-flat access charges versus BOC/IOC-provided interstate
toll? How do these percentages vary by state, by BOC and by RHC? What
percentage of intrastate and interstate access service revenue

requirements are to be recovered from each access service? What

percentage of the revenue requirements for each intrastate and
interstate access service is pooled?

When vieweq in conjunction with Columns 3a and 3b of Chart I, Chart
4 can help to assess the change in the mix of pre— and post-divestiture
BOC service offerings and the changing importance of pooling. For
example, we could compare the pre— and post-divestiture levels of
revenue requirements to be recovered on a pooled basis as well as the
levels of revenue requirements to be recovered on a bill-and keep
basis.

Telcos that pool revenue requirements and agree to a shared rate of
return are averaging the risks of planning and other business decisions
with the partners with whom they pool. The price paid for this
averaging of risk is that charges to end-user customers and carriers
for a given service by a "low cost" telco may exceed revenue require-
ments on the books of that telco. Such charge-revenue requirement

relationships will impact the flows of funds between telcos when pooled
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revenues are divided by ownership per the processes to be discussed in
Column 8. Since post-divestiture revenue requirement pools are
disaggregated by type of access service, flows of funds between states
can be associated with types of analytical accounts (for example, NTS
access or TS access accounts). Pre-divestiture, revenue requirements
for all analytical account categories were recovered in aggregate and
when pooling arrangments held, one could qot readily associate flows of
funds with cost-price relationships for any category of plant items.
These i{ssues will be discussed in greater detail in connection with
Column 8 (Section 5.8) but are alluded to here to provide perspective
on the implications of pooling, and hence on the value of knowing the
percentage of revenue requirements that are pooled.

Another example of information provided by Colummns 3a and 3b of
Charts 1 and 4 is knowledge of differences between the pre- and
post—divestiture distributions of revenue requirements across service
categories. Such information indicates, for example, (a) the
percentage of BOC* revenue requirements satisfied by intrastate toll
pre-divestiture, and (b) the percentage of BOC* revenue requirements
satisfied by access services and by intrastate intralATA, Interstate
intraLATA and corridor traffic post—-divestiture.

Questions pertinent to the change in the importance of BOC toll
offerings include the following: What percentage of the toll that was

handled by BOCs pre-divestiture is no longer handled by BOCs? What is

*A meaningful comparision would require consistent pre- and post-—
divestiture treatment of CPE revenue requirements.
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the potential impact on the price of local service of this lesser
degree of toll handled by BOCs post-divestiture? As discussed in
Section 2.3, a pre—divestiture ratemaking goal was to maximize the
amount of contribution that was recovered from intrastate toll. 1In the
interest of encouraging a competitive telecommunications marketplace,
the MFJ sought separate control of bottleneck local distribution
facilities and interexchange plant. Hence post-divestiture BOC toll
gervice is limited to intraLATA offerings. To the extent that BOCs are
left with substantially less intrastate toll, and that somé of the
revenue requirements recovered from "lost" intrastate toll remain with
BOCs post—-divestiture, other BOC-offered regulated services must pick
up these revenue requirements. BOC offerings through unregulated
sabsidiaries are not likely to compensate for revenue requirements
racovered pre-divestiture from toll offerings that are no longer
BOC-provided.

| It can be argued that intrastate access charges must be designed to
keep BOCs whole and to recover these "lost" revenue requirements.
However, the recovery through access charges of previously obtained
contribution from toll may be constrained by a required relationship
between interstate IinterLATA and intrastate interLATA access charges to
avold jurisdictional shopping. To the extent that post-divestiture
there is a need for access~charge parity, BOCs may not have the

flexibility to recover the pre-divestiture level of contribution
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through the mechanism of access charges.* The levels of access charges
are also constrained by the need to discourage uneconcmic bypass.

Columns 3a and 3b may also lend insights on the financing of
universal service funds. Key questions_include: What portion of state
and interstate access service revenue requirements are designed to
ensure universal service? What is the total size of these revenue
requirements in each state? "Total size" refers to the amount of
revenue requirement to be recovered in the interstate jurisdiction plus
the revenue requirement to be recovered in the interstate jurisdiction
plus the revenue requirement to be recovered in the intrastate
jurisdiction to finmance universal service. We can expect that state
regulators will be at least as concerned with universal service
considerations as has been the Federal Communications Commission, and
therefore attempts may be made to set up universal service funds within
states. We should look at what is being done in the interest of
unlversal service across all jurisdictions. As the discussion of the
access options cube in Section 3.9 emphasized, NTS access is in a
single entity although several goverhment bodies are regulating it.
Looking across jurisdictions could clarify the total impact of any
number of disjoint regulatory activities.

The prospects for uneconomic bypass are impacted by the financing
of universal service funds by carrier-usage charges both in the state
and interstate jurisdictions and the recovery of those expenses in the
rates of interexchange carriers. Such practices could yleld a very
high level of recovery of non-traffic-semsitive costs on a usage-

sensitive basis. Even with some changes in the way access revenue

*This subject is dealt with in greater detail in Samuel M.
Epstein. A Comprehensive View of the Treatment of NTS Access
Costs: Historical Precedents and Alternatives for the Future.
Cambridge: Program on Information Resources Policy, Harvard
Univ., 1983 (unpublished research outline).
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requirements are recovered, there may still be very significant
incentives for high volume users to leave local networks in favor of
teleports* and other forms of bypass. Hence, carrier-usage charges to
finance universal service funds could ultimately be detrimental to
unversal service. As incentives for uneconomic bypass are created and
an inceasing number of high volume users leave the public switched
network, a reduced customer base will be fgced with higher rates to
enable local exchange carriers to recover their fixed costs.
Furthermore, to the extent that high volume users are no longer
customers of public switched network services, high carrier-usage
charges could no longer be recovered in their rates to ensure universal
service.

Thus far In our exposition of Chart 4, we have defined the revenue
requirements for each of the states and for the total of all states, we
have reviewed the jurisdictional allocation of these revenue require-
ments, and we discussed the handling of revenue requirements in each
jurisdiction. The foundation has, therefore, been established for
discussing priecing practices.

5.4 Column 4:; Pricing

In Columns 4a and 4b we consider the various kinds of rate
schedules that will exist for recovery of the revenue requirements that

ware defined in 3a and 3b.

*This is the subject of an upcoming study by Richard A. Larios, a
research fellow at the Program on Information Resources Policy,
darvard University.
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5.4.1 Pricing of State Services

The graphic for State 1 Column 4a lists the major service
categories and some of the basic elements of their pricing schedules.
This graphic 1s also shown in Figure 5-7. The first service category
indicated is directory advertising and sales which is priced by
directory lines of print, directory scope and other rate elements.

The second service indicated is intraLATA toll. A statewlde average

schedule* is expected to exist for each intrastate intralATA
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Figure 5-7: Chart 4, State 1 Row, Column 4d
Post-Divestiture Pricing of State IntraLATA Services

*There is no reason to expect that AT&T/IOC intrastate toll
services would be priced on the same schedule as BOC/IOC
intrastate toll services.
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30C/10C provided toll service. Toll rates will be paid directly by
end-user customers or by carriers (resellers, 0CCs) either on a usage
basis or on a flat rate basis. MTS, WATS and possibly optional calling
plans will be priced on a usage—sensitive basis. Private Line
services, 0CC facilities, possibly optional calling plans, and WATS
access lines will be priced on a flat basis. The existence of
statewlde average schedules means that the same rate schedule applies
whether BOC facilities are used exclusively, whether independent
operating company facilities are used exclusively, or whether some
combination of BOC and independent facilities is used.

The third and fourth major service categories indicated are
vertical services and exchange service, respectively. As discussed
previously, exchange service rates will be paid directly by end-user
customers or carriers (i1f resold), on either a usage or a flat basis.
Additional message units will be assessed 6n a usage basis where
message rate or measured message rates are offered. Flat rates will
obtain where flat service rates are offered, and for the initial
ellowance for message rate and measured rate service offerings.

The right-hand side of the graphic for State | uses the conceptual
representation for access pricing that was discussed in Section 3.9.
fince explicit iIntrastate access charges will obtain only for InterLATA
services, access prices are represgsented by the interLATA portion of the
cube. Arrows that emanate from the interLATA area point to three
g¢quares denoting the various kinds of access charges that would be
assessed. There are non-traffic-sensitive access charges,
traffic-sensitive access charges, and access charges to recover billing

and collecting revenue requirements from interexchange carrilers.
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In the non-traffic-sensitive square an "X" marks the two options
for NTS revenue requirement recovery that would be employed per the
FCC’s 8/22/83 78-72 order. Interexchange carriers would be assessed
NTS aceess charges on a usage basis, and customers would be assessed
NTS access charges on a flat basis. In the traffic-sensitive square,
an "X" marks the interexchange carrier—usage cell, indicating that
interexchange carriers would be assessed t;affic—sensitive access
charges on a usage basis. Interexchange carriers would also be
assessed flat and usage—~based billing and collecting charges.

We show a more general representation than the FCC’s 78~72 choices
to encourage an awareness of the broad range of alternative plans
available to telcos and regulators. For example, in the case of
non-traffic-sensitive access charges, carriers might be assessed a
certain portion of the revenue requirement on some flat basis, or
customers might be assessed a portion of the non-traffic-—senmsitive
access revenue requirements on a usage basis. A very general

representation is shown to help us visualize the full set of available

options.

As discussed earlier in connection with the definitions of pools of

intrastate revenue requirements, if only one local exchange carrier
decides to unpool or to deaverage his access charges, there would be

seven possible rate schedules. If all carriers choose to pool, or

states do not allow deaveraging, then there would be only four possible

rate schedules.
The graphic for State 1, Column 4a indicates that there is also a
price schedule for shared facilities rentals, which is the rental of

BOC facilities by AT&T following divestiture. We assume that pricing
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for shared facilities is on a state-by-state basis rather than on some
sroad nationwide average schedule. AT&T pays the same price for
facilities employed for its state and interstate services. Shared
facilities rental prices are shown in both Columns 4a and 4b because,
as noted in Section 3.5, the graphical representation of BOC revenue
requirements includes the jurisdictional allocation of revenue
requirements satisfied by these rents based on AT&T s use of the shared
Jacilities. 1In practice, BOC rental charges assessed AT&T for shared
facilities are nen-jurisdicticnal, and AT&T determines the mix of state
and Interstate usage of the facilities it leases.

The graphlics for State 2, State 3, and so on would be similar to
the graphic shown for State l. Including the pricing schedule detail
would allow us to compare prices between states for each service
category.

5.4.2 Pricing of Interstate Services

In the interstate arena, price schedules are required for access
services for which revenue requirements could either be pooled or
unpooled and for BOC/IOC-provided interstate toll services consisting
of interstate intraLATA and corridor traffic. Note that when access
service revenue requirements are not pooled, separate sets of schedules
appear 1In the row for each state. Pooled access service revenue
requirements are recovered by a single set of schedules appearing in

the Federal row.
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Figure 5-8: Chart 4, State 1 Row, Column 4b
Post-Divestiture Pricing of Interstate IntraLATA
Services in State 1
The graphic for State 1 Column 4b and Figure 5-8 represent the
access service schedules for unpooled revenue requirements. Per the
8/22/83 FCC Docket No. 78-72 Order, the carrier-usage charge for
recovery of non-traffic-sensitive revenue requirements cannot be
deaveraged., Under that plan, there would therefore be three possible
kinds of schedules for unpooled access service revenue requirements.
Any glven carrier that chose to make maximum use of the deaveraging
option would have three separate schedules for interstate access
services in that state. If State 1 was served by four local exchange
carriers, and they all chose to deaverage, the graphic in State 1
Column 4b would represent 12 schedules. Access service revenue

requirements that are recovered on a deaveraged basis are, of course,

not included in any pools.
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As in the graphic for intrastate revenue requirements, the pricing
for Interstate InterLATA access revenue requirements applies to three
categories of access service revenue requirements: NTS, TS, and
billing and collecting. For specificity, "X"s are shown to represent
the options that the FCC has selected in its 8/22/83 78-72 order; the
evéntual lmplementation of access charges may entail some option other
than the options specified by the exlsting 78-72 order.

The graphiecs for State 2 and State 3 and all the other states would
be analeogous to the graphic shown for State 1 in Column 4b.

The Federal row of Column 4b and Figure 5-9 represent the BOC/IOC
partnership rate schedule for interstate intraLATA toll. The
foundation for a natlonwlde average schedule for each interstate
intraLATA toll service was provided in the Federal row of Column 3b.
Interstate intralATA service charges are pald by end-user customers or
carriers on either a usage or flat basis. As discussed in Section
5.3.2, nationwide average interstate intraLATA schedules may not obtain

in the future.
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Figure 5-9: Chart 4, Federal Row, Column 4b
Post-Divestiture Pricing of Interstate IntralATA Services
When Revenue Requirements Are Pooled

The Federal row of Column 4b also provides a representation for
pricing to recover pooled interstate interLATA access service revenue
requirements. The graphic represents four kinds of rate schedules
corresponding to the various categories of access. Again we show three
squares, each of which 1s associated with a given category of access
charges. "X"s inserted in the appropriate cells of the squares
indicate the FCC-selected 78-72 optiouns as of early 1984.

We conclude the discussion of Columns 4a and 4b with comments
regarding the kinds of inferences that can be made from the information
they provide. Columns 4a and 4b enable examination of the prices of

access services that are priced on a pooled basis relative to prices of
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access services priced on a deaveraged basis. Major differences

between the pooled and deaveraged access service prices may create
incentives or disincentives for competitive entry by interexchange
carriers. Note that access prices are expenses for interexchange
carriers. Therefore, an incentive will exist for interexchange
carriers to penetrate markets where expenses are low. Higher access
charges in certain areas create a disincentive for competitive entry,
and customers in those jurisdictions may lack the choices that exist
for customers in other areas with lower access charges. As we enter
the information age and telecommunications becomes more and more an
important aspect of doing business, certaln territories may become much
more attractive for development of business enterprises that are
telecommunications intensive. Access price disparities may also impact

the perpetuation of statewide and nationwide average interLATA toll

rate schedules {Chart 3 - Columns 4a and 4b, Section 4.4).

A policy issue that Columns 4a and 4b might help us analyze is the

price of state and interstate intraLATA competition. The motivation

for asking this question is that, as shown in Chart 4, intralATA toll
access revenue requirements are recovered in aggregate along with
interexchange revenue requirements in BOC/IOC partnershlp toll rates.
However, if competitors choose to do business in intralATA markets,
they will seek to use the same local distribution facilities that
B0Cs/I0Cs use in thelr provisioning of intraLATA toll, and BOCs/IOCs
will need to determine explicit intraLATA access charges for the use of
these facilities. Given explicit intralATA toll access service prices,
cne could calculate the difference between the end-to—end BOC/IOC toll

rate, and the access service rate assessed non-BOC/IOC interexchange
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carriers. This difference or residual (residual = total toll rate -
access charge) reflects the interexchange component of BOC/IOC rates.
Should BOCs/IOCs be required to recover in their rates "premium"*
access charges, as is the case for AT&T post-divestiture, the residual
will be calculated as the difference between the BOC/IOC total toll
rate and their premium access charge. Under the assumption that access
charges are passed along to customers, andlthat the interexchange rate
of competitors is the difference between the rate they present to
customers and thelr access expenses, one could compare the interex-
change components of BOC/IOC and competitor rates.

To the extent that the interexchange component of BOC rates is
substantially higher than the interexchange component of competitive
offerings, the level of contribution that BOCs are recovering from
IatralATA toll may not be sustainable, rates may need to be cut and
contribution may need to be recovered from some other service.
Assuming RHC corporate structures where innovative, creative BOC
services {(including vellow pages, CPE, and AMPS, for example) are
offered through separate subsidiaries, and the major service that
remains in the regulated portion of BOC enterprises is basic local

exchange service, one could speculate that local exchange prices might

*Regulators may choose (or may be forced) to assess BOCs/IOCs
premium IntraLATA access charges since even with the avail-
ability of equal access for all interexchange carriers,
customers will need to dial 5 additional digits to access a non—
BOC/IOC intralATA toll carrier. Presubscription to a non-BOC/
I0C intraLATA toll carrier is not a planned option per the Plan
of Reorganization. In addition, prior to the availability of
equal access, non-BOC/IOC interexchange carriers will object to
paying access charges for interconnection arrangements that may
not offer the same features and functions as BOC/IOC inter—
connection. Such controversies would parallel the ENFIA and FCC
Docket 78-72 disputes we have witnessed to date Iin the
interstate arena.
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reed to increase were intrastate competition allowed and were it to
proliferate. Note that BOCs will be able to engage in successful price
competition only if their interexchange revenue requirements are less
than those of competitors by at least the value of the access discount
enjoyed by BOC competitors. A similar observation can, of course, be
made for post-divestiture AT&T.

Another important inference from the data that would be available
in Columns 4a and 4b of this chart, in conjunctlon with data from
Charts 1 and 3, 1s the extent to which the introduction of éccess
charges has introduced a change from the pre-divestiture level of state
znd interstate toll parity. One could also investigate the impact of
ceaveraging of certain access charges on disparities in toll service
rates.

Column 4b also lends insights on the nature of access charges that
apply to AT&T directory services. A certain amount of controversy has
been associated with the AT&T filing to assess customers 75 cents per
interstate directory assistance call. Of this proposed 75-cent charge
64 cents* consists of BOC charges for access services. The price
schedules in Column 4b highlight the origin of the various access
charges applicable to directory assistance and the extent to which BOC
charges that are not under AT&T’s control are the major component of

expense in the provisioning of this service.

xCctober 3, 1983, AT&T Communications files Proposed Interstate
Rates for January 1, 1984. For summary of event see Telecom—
munications Reports, Vol. 49, no. 40, Oct. 10, 1983, pp. 2-6.
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5.5 Column 5: Demand

Column 5 discusses demand for BOC/IOC state and interstate
service offerings. As mentioned earlier, demand plays a role in
the determination of the level of revenue requirements that can be
recovered from each major service category in the state arena (Column
3a). Under the assumptlion that the ICAM applies for BOC/IOC-provided
interstate toll, demand plays a role in the distribution of revenue
requirements by interstate service category (Column 3b).

The graphic for State 1l in Column 5 indicates the major-categories
of state and interstate services. This graphic is also provided in
Figure 5-10. The state services are directory advertising and sales,
intralATA toll, vertical services, exchange services, access services,
and shared facilities. The interstate side of that graphic shows that
the major interstate services are BOC/IOC-provided intralLATA toll,
access services, and agaln shared facilities. Since the nature of the
service offerings is the same in each state, a similar graphic would
apply for each state. The right hand side of the graphic in the
Federal row shows total demand for interstate services, including
demand for intraLATA toll, access, and shared facilities. The Total
row summarizes total demand for state and interstate services.

Demand data could indicate the relative demand concentration by
service by state. Such information would enable identification of

areas with the greatest competitive vulnerability, where bypass 1is a
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problem, and the extent to which uneconomic bypass impacts states
differentially. Demand data may be useful in measuring this
differential and may provide useful information from a policy-making

point of view. If we could assoclate competitive vulnerabilitry with
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Figure 5-10: Chart 4, State 1 Row, Column 5
Post-Divestiture IntralATA Demand in a Given State

certain demand characteristics, we may be in a better positiom to
determine what kinds of transition plans are appropriate in given
states. In states where there are no concentrations of originating or
terminating traffic, and perhaps no concentrations of point-to-point
traffic, and where other demand characteristics that make certain areas
attractive to competition do not exist, perhaps we can pursue different
policies than in areas that appear to be more amenable to competitive

entry. To the extent that a different transition path can be followed
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in certain areas, perhaps the impact of the evolution of competition
elsewhere can be mitigated. Changes to accommodate competition may not
be needed if, because of the nature of demand, the evolution of
competition is perhaps unlikely in certain areas.

A knowledge of the nature of demand may alsc be useful for local
exchange carrier decisions on how to maximize access service revenues.
For example, to the extent that demand is dispersed, and alternatives
for customers are not likely to exist because the altermate supply cost
will vastly exceed the cost as defined for a BOC, it may be in a BOC’s
interest to attempt to deaverage the access rates and perhaps charge
more in such areas than the average access rate. Of course, the BOC
would have to take care not to create an ilncentive for uneconomic
competition in areas where otherwise the incentive would not exist.
That is, pricing must take account of the potential pricing of
alternatives, to avoid creating incentives for the development of
alternatives that would not have existed ctherwise. Such a strategy
would, of course, need to take account of factors such as customer
reaction to higher rates and universal service considerations.

5.6 Column 6: Billed Revenues

We have discussed pricing structures in each of the state and
interstate juridictions for BOC/IOC-provided state and interstate
services, and we have dis;ussed the demand for these services. The
overview of pricing and demand considerations provides the foundation
for discussion of billed revenues.

Column 6 deals with sources of revenue, or recovery of revenue
requirements by end-user customer and interexchange carrier payments

for BOC/I0C-provided services. A major difference between this chart
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and Chart 1 is that on the earlier chart virtually all revenue
requirements were recovered directly from end-user customers.* In the
post—divestiture environment interexchange carriers demand services
from BOCs/I0Cs and resell them or combine them with capabilities of
thelr own facilities in developing service offerings for end-users.
For example, BOC/IOC local distribution facilities are employed in
conjunction with AT&T interexchange plant in providing MTS and WATS
services. BOCs/I10Cs therefore recover substantial revenue requirements
from interexchange carriers as well as frem end-users. Revenue
requirements for local exchange, vertical and certain toll services,
and perhaps a portion of the revenue requirements for certain access
services (if CALCs are Implemented) are recovered directly from
end-users. But other revenue requirements associated with the rental
of shared faclilities, resold services, and access services are
recovered from interexchange carriers. Interexchange carriers are
intermediate customers who recover from their end-users expenses for
BOC/IOC services.

The graphic for State 1 in Column 6, which is duplicated in Figure
5-11, shows the menu of services for which BOCs will recover revenue
requirements in each of the state and interstate jurisdictions. The
graphic also indicates which of those revenue requirements will be
recovered through a pooling process, and which of those revenue

requirements will be recovered on a bill-and-keep basis.

*Revenue requirements for resold services, leased facilities and
ENFIA were recovered from resellers and/or OCCs pre-divestiture,
but the dollars recovered from these sources were relatively
small.
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The menu of services in the state jurisdiction 1s directory
advertising and sales, intraLATA toll, vertical services, exchange

services, access services and shared facilities. Note
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Figure 5-11: Chart 4, State 1 Row, Column 6
State 1 Post-Divestiture IntralATA Billed Revenues

that we are dealing with recovery of revenue requirements by the BOCs
and each of the 10Cs serving the state. We see that revenue
requirements are recovered on a bill-and-keep basis for directory
advertising and sales, vertical services, exchange services, certain
access services and for shared faecilities. On the other hand, they are
recovered on a pooled basis for intrastate intralATA toll and for
certain access services where carriers have chosen to pool. Extended

area exchange service billing is assumed to be subject to contractual
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rather than pooling arrangements. Although we assumed in this graphic
that the option exists to deaverage access charges, this option may not
exist in all states. The extent of deaveraging of access service rate
schedules on a state-by-state basis 1s a subject for further research.

The right-hand side of the graphic for State 1 shows the menu of
interstate services consisting of intralATA toll, access services and
shared facilities. Access service revenue requirements can be
recovered either on a bill-and-keep or on a pocled basis. IntralATA
toll revenue requirements are assumed to be recovered on a pooled
basis. Shared facilities revenue requirements are recovered on a
bill-and-keep basis. On this side of the graphic, as on the left-hand
side, we are referring to revenue requirement recovery by both BOCs and
each of the I0Cs that serve the state.

The numbers in parentheses next to the word "pool" summarize the
number of pools that exist. On the state side of the graphic, a single
pool exists for intraLATA toll and four pools exist for access
services. Therefore, a total of five pools exist for state services.
On the interstate side of the graphic, we also see the definition of
five pools: four pools for access services and a pool for intralATA
interstate toll. The graphics obtaining for all the other states are
similar to the graphic for State 1.

The Federal row and Figure 5-12 show total interstate revenues.

The graphic in the Federal row represents the sum of contributions by .
each of the states to pools of interstate revenues. Pooling of
interstate revenues is on a nationwide basis. On the right hand side

of the graphic for State 1, for example, we have shown that state’s
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contribution to each of four pools of access service revenues. The
Federal row shows the sum of the contributions to access service
revenue pools from all the states., For purposes of completeness, we
show the total access service revenues that are recovered on a
bill-and-keep basis and the total shared facilities revenues recovered
on a bill-and—keep basis. We also presume* there is a single intraLATA
interstate toll pool, and we have shown the sum of the contributions to

that poeol from each of states.
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Figure 5-12: Chart 4, Federal Row, Column 6
Federal Post-Divestiture IntraLATA Billed Revenue

*This matter was discussed in further detail in Section 5.3.2.
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In the Total row, also for summary purposes, we show total state
revenues by type of service, by BOC and by I0C, and we indicate whether
those revenues are recovered on a bill-and-keep basis or on a pooled
basis. Total interstate revenue in the Total row is identical to the
interstate revenues In the Federal row.

%.7 Column 7: Revenue Pools

Having defined billed revenues in the discussion of Column 6, we
are now In a positlon to define revenue pools in Column 7. Our
classification in Column 6 of billed revenues into bill-and-keep and
pooled revenues provides the foundation for a detailed representation
of revenue pools. In the graphic for State 1 Column 7, and in Figure
5-13, we see four pools for access service revenues and a pool for
intrastate intralATA toll revenues. The State 1 contribution to pooled
interstate access and toll service revenues (from Column 6) is included
in the row marked Federal. A graphic similar to that for State 1
cbtains for each state.

Reported data would enable us to compare the relative sizes of
pools in given states, the relative importance of pooling for different
kinds of access charge rate elements, and the relative importance of
intraLATA toll in each state.

The graphic Iin the Federal row in Column 7 and Figure 5-14
indicates pools for interstate revenue requirements. We see four

access service revenue pocls and a pool for intralATA toll.
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Figure 5-13: Chart 4, State 1 Row, Column 7
Definition of State 1 Post-Divestiture BOC/IOC
IntralATA Revenue Pool
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Figure 5-14: Chart 4, State 1 Row, Column 7/
Post-Divestiture BOC/IOC Interstate IntraLATA Revenue Pool
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An interesting potential refiunement of the representation of pools
defined in Column 7 would be to show the portions of the pools that
were designed to "preserve universal service." Designing such pgraphies
at different points in time would allow us to observe the relative
importance of the universal service portion of the pool over time and
to see how 1t changes.

5.8 Column 8: Distribution of Revenues by Ownership

Having defined the access and toll service revenue pocls, we now
discuss the processes whereby monies in those pools are distributed
among the carriers whose facilities are employed in providing those
services.* Before we discuss in detail the graphics in Column 8, we
provide an overview of the basic process for distributing pooled
revenues by ownership.

Revenues in each of the pools are distributed among the carriers
who agreed to participate in pooling arrangements. Within each state,
the BOC and each IOC serving the state recover from each state pool
expenses, taxes, capital and return on investment. The federal pools,
formed by carriers that pooled their billed interstate revénues, are
distributed among partners in a similar fashion. Each BOC and each
independent operating company again recovers expenses, taxes, capital

and return on investment from each federal pool. Earnings on state and

*This section deals with the distribution by ownership of intra-
LATA revenues. Although not discussed here, it 1s expected that
Interstate InterLATA revenues from corridor traffiec between two
RHCs would be pooled and divided among carriers in a fashion
similar to the treatment of intralATA revenues. An example of
corridor traffic between RHCs 1s calling between New York City
(NYNEX) and Northern New Jersey (Bell Atlantic).
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interstate investments are based on either a shared rate of return or
on some other agreed-upon rate of return. The latter generally applies
for interexchange investments of small I0OCs. This process holds for
each of the pools that were created within each of the states and each
of the pools that were created in the federal arena. Based on the
assumptions we made, there would be five pools in each state and five
pools in the interstate arena.

The graphic for State 1 illustrates the distribution among carriers
serving that state of revenues in any of the five intrastate pools for
State 1 as well as revenues in any of the five interstate pocls defined
in the Federal row of Column 7. This graphiec is reproduced in Figure
5~15. The left-hand side of the graphic for State 1 deals with the
distribution of access service revenues, whereas the right-hand side of
the graphic deals with the distribution of intralATA toll revenues.

The graphic for State 1 in Column 8§ indicates that unpoocled access
service revenues are recovered on a bill-and-keep basis. There is no
need for any additional process for delivering revenues to their proper
owner since revenues were billled by thelr proper owner, and the company
that did the billing also keeps the revenues. For pooled access
service revenues, we have BOC administration of four state pools and
NECA administration of four interstate pools. The table in the graphic
for State 1 shows receipts by a BOC or IOC (positive numbers) of poocled
revenues in excess of the carrier’s billing for a given access service,
as well as payments by a BOC or I0C (negative numbers) of a portion of
its billing for a given access service to other carriers. These
receipts and payments are labeled "change from billed access revenues

for a given pool." This illustration reflects the transfer of funds
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between carriers such that each recovers expenses, taxes, capital and
return on investment. Although we show an example for a "given' pool,
the process illustrated holds for any of the four state access service
revenue pools, and for any of the four interstate access service
revenue pools.

The minus $10 million in the column labeled "State Pool" for the
BOC in State ] means that of x million dollars of a given type of
access service revenues billed by the BOC, $10 million belong,
according to established pooling conventions, to the BOC‘s independent
operating company partners. $10 million of billed access service

revenues that the BOC collected were, therefore, distributed among the

-Access Service Revenues -IntralATA Toll Revenues
.unpocled BOC/IOC B&K
.pooled: BOC administration of 4 state
pools. NECA administration of 4
interstate pocls
(Afrom billed access revenues (A from billed revenues)
for given pool)
State I1/8 State I/8
Pocl Pool Toll Tell
BOC - 1M + H4OM BOC - 2M + ©M
IOC1 + M + &M IOC1 + 10M + ©OM
I0C,, + oM v M _IOC2 + GM 0
"Ioc3 + GM + M 10C, + 6M + M
Total 0 + S50M Total 0 + 1M
A A
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Figure 5-15: Chart 4, State 1 Row, Column 8
Net Effect of Distribution of Post-Divestiture IntraLATA
Revenues by Ownership in State 1
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other local exchange carriers in State l. We assume there are three
independent operating companies. In this i1llustration the first
Independent operating company received $3 million; the second, $2
million; and the third, $5 million. We see that the net change from
billed access service revenues for a given type of access service
revenues In that state was zero.

In the case of a given pool of interstate access service revenues,
say the traffic-~sensitive carrier-usage charge, we show plus $40
nillion for the BOC in State 1 in the column marked Intersfate Pool.
The BOC withdrew from the federal pool $40 million over and above its
billing for the particular type of interstate access service.
Furthermore, each independent in that state also withdrew funds from
that pool over and above its own billing. The first independent
withdrew $5 million; the second, $2 million; and the third, $3 million.
The total change from billed access service revenues for the particular
type of interstate access pool that we are dealing with in State 1 in
this example was 550 million. This state is a net payee for this
particular Interstate access service pool.

The right-hand side of the graphic for State ! Column 8, deals with
the distributlion of state and interstate intralATA toll revenues by
ownership. We show receipts by a BOC or IOC (positive numbers) of
poocled revenues in excess of the carrier’s billing for intrastate or
interstate toll, as well as payments by a BOC or IOC {negative numbers)
of a portion of its billing for intrastate or interstate toll to other
carriers. These receipts and payments are labeled "change from billed
revenues" for each of state and interstate toll. In the State Toll

column we see that the BOC in State 1 distributed to its partners in
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that state $20 million of revenues which it billed. Of the $20 million
that it distributed, the first independent received $10 million; the
second, $5 million; and the third, 45 million, for a net change in that
state of zero. We expect a net change of zero because the pooling
arrangement in the state is entirely contained within the state and is
simply a vehicle for redistributing billed revenues among the carriers
in that state.

The column labeled Interstate Toll shows changes from billed
interstate toll revenues for the BOC and each of the independents. TFor
the BOC we see plus $5 million which means that the BOC withdrew from
the pool $5 million over and above its billing for interstate intraLATA
toll. The first independent withdrew another $6 million, and the third
independent withdrew $2 million. The billing by the second independent
for interstate intraLATA toll was exactly equal to its expenses, taxes,
capital and return on investment. There was no need for this IOC to
send to other members of the partnership any of its billed revenues,
nor was it due from other members of the partnership any revenues that
they had billed. We see that the net delta for this state for
intraLATA toll revenues 1s plus $13 million. In total, this state
received plus $13 million over and above billing to 1its residents for
interstate intraLATA toll services.

The graphic for State 2 would be similar to that for State 1
except, of course, for different numerical entries in the tables shown.
For illustrative purposes, we show for State 3 a graphic similar to
that for State 1. State 3 has only two independent companies in this
illustration, but the number of independents is immaterial. It is

important to note that state pooling 1s self-contained. The left-hand
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side of the graphic for access service revenues indicates that the
total change from billed access service revenues for a given access
gservice pool is zero in the State Pool column in the row marked Total
Delta., In the case of the interstate pool for access service revenues,
we gee that the BOC pays to other members of the partmership $80
million, whereas the first independent receives $20 million and the
gsecond independent receives $10 million. Ihe total delta from billed
access service revenues for the particular interstate access service
peel In State 3 is seen to be minus $50 million. This state is,
therefore, a net payer of $530 million in revenues for this particular
interstate access service pool.

Similar inferences can be made from the right hand portion of the
graphic for State 3. Again, the distribution of revenues among
partners for the column marked State Toll ylelds a total change of zero
from billed revenues. In the interstate column we see that the BOC
pays to other carriers $100 million, the first independent pays $20
million, and the second independent also pays $20 million. The net
change from billed revenues for interstate intralLATA toll services is
minus $140 million. That amount will go to intraLATA carriers in
states other than State 3. State 3 is a net payer. Similar graphics
to those shown for State 1 and State 3 can be produced for each of the
states.

The Federal row summarizes the distribution of revenues by
ownership in the interstate arena for a glven access service revenue
pool, and for intraLATA toll revenues. This graphic is reproduced in
Figure 5-16. We see that the net effect of the redistribution of

revenues in the interstate arena is zeroc when we look across all the
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Total Federal Revenues by Ownership Total Federal Revenues by Ownership
-Access Service Revenues ~IntralATA Toll Revenues
{Afrom billed access (Afrom billed revenues)
revenues for gilven pool)
1/5 State 1/8
Pool Toll Toll
State 1 + 50M State 1 + 1M
State 2 State 2
State 3 - 50M State 3 -14oM
Total o Total 0
A
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Figure 5-16: Chart 4, Federal Row, Column 8
Summary of Net Effect of Distribution of Post-Divestiture
Interstate IntraLATA Revenues by Ownership

Total State and Federal Revenues by Total State and Federal Revenues by
Ownership Ownership
~Access Service Revenues -IntrallATA Toll Revenues
(Afrom billed access (Afrom billed revenues)
revenues for given pool)
State I/8 State I/8
Pool Pool Toll Toll
State 1 0 + 50M State 1 o + 13M
State 2 0 State 2 0
State 3 0 - 50M State 3 0 -14M
Total 0 0 Total 0 0
A A

% 1985 Program on Information Resources Policy, Harvard University.

Figure 5-17: Chart 4, Total Row, Column 8
Summary of Net Effect of Distribution of Post-Divestiture
State and Interstate IntralATA Revenues by Ownership
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states, If we look at the column marked Interstate Pool on the
left-hand side of the graphic, we see that the total change from billed
access service revenues for the given access service pool 1s zero.
Similarly, when we look at the column marked Interstate Toll on the
right-hand side of the graphic, we see that the total change from
billed revenues for interstate intraLATA toll is also zero.

In the Total row and Figure 5-17, we duplicate the information for
the interstate access service revenue pool and for the interstate
intralATA toll revenue pool. We see that the total delta iﬁ both cases
ig zero. Similarly in the case of pools that apply for each state, for
access service revenue pools as well as for state toll revenue pools,
we see that the net change for each state is zero.

Inferences from Column 8 include the differentiation of net payers
from net payees for given pools, and assessment of the importance of
the outflows and inflows of funds relative to revenue requirements to
be satisfied in each state and in the interstate jurisdiction. From
Column 8 we can gauge the percentage of state or Interstate revenue
requirements in each state that represent transfers of funds between
carriers. Pre-divestiture, settlements were relatively small compared
to the large pools of revenue requirements. Analysis of Column 7 and 8
data in Charts 1 and 4 would enable assessment of pre- and
post-divestiture relationships between flows of funds between carriers
and sizes of pools.

Although the mechanisms governing flows of access service revenues
(left-hand side of Column 8 graphics) and flows of intralATA toll
service revenues {right-hand side of Column 8 graphies) are similar,

the interpretation of those funds transfers differs. Access service
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revenues result from explicit charges to recover revenue requirements
in analytical accounts for gpecific access services. On the other
hand, intralATA toll revenues are associated with all analytical
accounts since they reflect recovery of revenue requirements for access
facilities at each end of the call as well as revenue requirements for
interexchange facilities and other expenses. The differing
interpretation of access and toll service_funds transfers is based on
our inability to assoclate toll service revenues with local
distribution revenue requirements, with interexchange revenue
requirements or with other expenses.

As discussed in Section 3.8.2, the post-divestiture treatment of
intralATA toll is similar to the pre-divestiture treatment of all toll.
Intrastate and interstate revenue requirement pools represent aggregate
revenue requirements for local distribution, interexchange plant and
other expenses. Flows of funds between carriers within and between
states result from reveaue requirement recovery conventions (revenue
requirement definitions for each carrier, rate of return, etc. ), demand
patterns {(calling by time-of-day, length-—of-haul, etc.) and type of
billing (sent paid, received collect, credit card, third number, ete.).
Hence an outflow of funds might simply reflect a high volume of
long-haul calls for which carriers providing long-haul interexchange
facilities needed to be compensated, and perhaps a concentration of
third-number billing where the carrier deing the billing incurs only
the billing revenue requitements and other carriers need to be
compensated for local access and interexchange revenue requirements.

Since all intralATA toll revenue requirements are recovered in

aggregate, one cannot assoclate revenue requirements classified by
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analytical account category with billing, and flows of funds do not
necessarily imply subsidization of payees by payers. We can classify
revenue requirements by amalytical account category, but we cannot
determine how much any carrier‘s subscribers are paying for plant in a
particular category. Therefore, we cannot infer that a given carrier’s
subscribers are paying less than that carrier’s revenue requirements
for a particular plant category, and that they are being subsidized by
other carriers’ subscribers.

In contrast to the post-divestiture treatment of intraLATA toll and
the pre-divestiture treatment of all toll, access service revenue
requirement pools are associated with particular analytical accounts.
Furthermore, end-user customers and/or carriers are billed according to
explicit rate schedules designed to recover explicitly i{dentified
revenue requirements for each category of access service. Customers in
a given state pay a CALC of $y per month per line toward the recovery
of NTS revenue requirements, and interexchange carriers pay B0Cs/I0Cs
at each end of a call explicit carrier—usage NIS and TS charges.
Interexchange carriers also pay the billing BOC/IOC an explicit charge
for billing/collecting services. The pooled BOC/IOC revenue
requirements for any given access service category can be directly
associated with BOC/IOC billing to recover revenue requirements for
that access service category. Hence, when a BOC or IOC bills in excess
of its revenue requirements for a given category of access, a flow of
funds from that carrier to other carriers implies that the given
carrier’s customers (end—users or interexchange carriers) are

contributing toward the satisfaction of other carriers’ revenue

requirements for that access category. Flows of funds in connection
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with distribution of pre-divestiture toll and post-divestiture
intralATA toll cannot be interpreted in this fashion. This
consideration is likely to be a factor in the willingness of carriers
to pool and in legislative and regulatory debates on mandatory pooling.

5.9 Column 9: Booked Revenues

Having distributed revenues by ownership, we are in a position.to
deal with Column 9 which reflects booked revenues. Booked revenues
~eflect the sum of revenues that had been pooled and distributed among
carriers in each state and unpooled revenues that are bookéd directly
by carriers (i.e., bill-and-keep revenues). Booked revenues satisfy
rhe revenue requirements that were defined in Column 1. In practice
~here would be planning error, and the booked revenues may not exactly
squal the revenue requirements that were established at the outset.
The assumption underlying all the charts dealt with in this volume,
‘Jowever, is that there are no errors in planning assumptions and tha;
the mechanics of the processes described in Columns 1 through 8 assure
that booked revenues will equal established revenue requirements.

The State | row and Figure 5-18 show booked revenues for State l.
The rows marked State 2, State 3 and so on would have similar graphlcs
to that for State 1 in this column. The vertical-lines shading
reflects intrastate interLATA carrier access revenues whereas the
crass~hatched shading reflects interstate InterLATA carrier access
revenues. The Federal row shows a summary of the interstate booked
revenues in each state. The Total row and Figure 5-19 show the sum of
interstate booked revenues and the sum of Intrastate booked revenues in
pach state. Since revenues are booked by service category account

{(i.e., MTS, WATS, NTS access, TS access, etc.) rather than by
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analytical or USQA account, horizontal lines segmenting graphics by
analytical account category do not appear in Column 9.

In practice, the various accounts may not all be earning at the
same rate. Revenues for particular access services and contractual
leasing arrangements can be directly asscociated with portions of
analytical accounts. For these portions of analytical accounts,
earnings could conceivably be different than for the residual of these
analytical accounts and for other accounts for which revenue
requirements were recovered in aggregate. Earnings can be expected to
be the same for portions of accounts that are recovered on an aggregate
basis and where carriers have pooled revenues and agreed to a shared
rate of return. For example, the portions of all NTS accounts
recovered in aggregate by an interstate interLATA carrier—usage charge
all earn at the same rate for all carrierz who have pooled revenue
requirements for that access service category. Local exchange carriers
that have deaveraged may experience earnings rates different from those
of other carriers that have either deaveraged or pooled.

It might be interesting to compare the relative earnings of the
access lines of business with the earnings of other lines of business.
The ability to make such comparisons represents a difference from the
pre—divestiture mode of operation. Pre—divestitufé earnings from
access lines of business could not be separated from earnings for other
lines of business. As we have noted, access as well as non-access
revenue requirements were all recévered in aggregate, and the rate of
return was the same for jurisdictionally allocated access and
non-access account categories reflecting investments used in providing

toll service. Post-divestiture, relative earnings in each
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Figure 5-18: Chart 4, State 1 Row, Column 9
State 1 Post-Divestiture IntraLATA Booked Revenues
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Figure 5-19: Chart 4, Total Row, Column 9
Total Post-Divestiture IntralLATA Booked Revenues
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jurisdiction, by carrier, by account category or grouping of account
categories, can vary depending on the accuracy of planning assumptions,

and on whether access service revenues were pooled or unpocled.
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GLOSSARY

. AMPS - Advanced Mobile Phone Service

. BOC - Bell Operating Company

. B&K - Bill-and-Keep

. CALC - Customer Access Line Charge

. CI-2 - Computer Ingquiry II

. CPE - Customer premises equipment: equipment which generally
consists of telephone sets and private branch exchanges, used by a
customer at the customer’s premises to originate, route or receive

telecommunications.

. CSO - Central Services Organization. Also known as Bell Communi-
cations Research, Inc. or Bellcore.

. DAS - Directory Advertising and Sales
. EAS - Extended Area Service
. ENFIA - Exchange Network Facilities for Interstate Access

. Exchange Carrier - carrier that provides telecommunications service
within a local access and transport area (see intraLATA
gservice).* BOCs and IOCs are exchange carriers.

. FCC - Federal Communications Commission

. Interexchange Carrier — carrier that provides telecommunications
service between local access and transport areas (see InterLATA
service).*

. InterLATA Service - telecommunications service which links a
subscriber’s telephone or other apparatus to the transmission
facilities of AT&T and other interexchange carriers which will in
turn provide telecommunications service between local access and
transport areas.¥

. IntralATA Service - telecommunications traffic between telephone and
other appartuses located within the same local access and
transport area.¥

*Al1l acronyms in this study aim to reflect the general use of the
terms. Starred items are taken from the glossary in AT&T
Information Statement and Prospectus, November 8, 1983.
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. I0C = Independent Operating Company

« IS = Interstate

« IX - Interexchange

- LATAs - all Bell System territory has been divided into 161
geographical areas which have been termed "Local Access and
Transport Areas."* '

« LL - Long Lines

+« MFJ — Medified Final Judgment

+ MIS — Message Telecommunicatifons Service

« NECA - National Exchange Carriers Assocliation

« NTS = Non-Traffic-Sensitive

» OCC - Other Common Carrier

« OCP - Optional Calling Plan

. PL - Private Line

+« POP - Point of Presence

- POR — Plan of Reorganization

« RHC - Regional Holding Company

« TS = Traffic-Sensitive

. USOA - Uniform System of Accounts

« WATS - Wide Area Telephone Service

*Al]l acronyms in this study aim to reflect the general use of the
terms. Starred items are taken from the glossary in ATAT
Information Statement and Prospectus, November 8, 1983.







