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(00J) and American Telephone and Telegraph Company (ATa&T).
terms of the MFJ, exchange

Areas (LATAs) are created.
for the divestiture of the

AT&T.

>
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OPINION

I. Introduction

This is one of several proceedings in which this Commiss<ion
considers the effects of the Modified Final Judgment (MFJ), the
antitrust consent decree between the U.S. Department of Justice

California has been

Under the
areas known as Local Access and Transport
The LATAs provide the structural basis
Bell Operating Companies (BOCs) from
divided into ten LATAs. After divestiture

(January 1, 1984), the 80Cs can provide service only within LATA

boundaries (intralATA),
(interLATA), succeeding
authority of the 80Cs.

is one of the issues in
an application for such

while ATAT serves between the LATAS
to the interstate and interLATA opérating
Whether AT&T may also serve within the LATAS

this proceeding, although AT&T has not filed
authority.

- Anticipating an emerging competitive market, a number of
parties have 2pplied to this Commission for 2uthority to provide
intrastate telecommunications toll services, including the following:

A.82-12-21
A.83-01-20

A.83-05-16

A.83-05-26
A.83-05-40
A.33-06-54
A.83.07=-21
A.83-08-26
A.83-09-37
A.83~10-09
A.83-11-07
A.83~12-25
A.84-01-01
A.84-01-11
A.84-01-33

MCI Telecommunications Company (MCI)

GTE Sprint Communications Company (Sprint)
U.S. Telephone of the West, Inc. (U.S. Telephone)
American Telephone Exchange (ATE)

Combined Network, Inc. (Allnet)

U.S. Ameri-Call, Ine¢

Telamarketing Communications, Inc.
Telesphere Network, Inc.

CalY V.S.A., Inc.

Satellite Business Systems

Ameritel, Inc.

LD Communications

Com-Vest Telecommunications, lnec.

Creative Telecommunications, Inc. (Creative)
Republic Telecom Corporation - Pacific
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A.84-01-32
A.84-01-61
A.84-02-01
A.84-02-13
A.84-02-14
A.84-02-19
A.84-02-38
A.84-02-45
A.84-02-47
A.84-03-02
A.84-03-26
A.84-03-43
A.84-03-54
A.84-03-61
A.84-03-70
A.84-03-78
A.84-03-87
A.84-03-88
A.84-04-08
A.84-04-46
A.84-04-48
A.84-04-59
A.84-04-382

-
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Executive of Sacramento

Southwest Interconnection Corporation
Lo=Call USA, Inc.

New American Phene Company, Inc.
Northwest Network, Inc.

United Telenetwork, Inc.

Ampteico, Inc.

CP National Ne:work Services, Inc.
Budget-Tel Corporation

National Telephone Exchange, Central Coast,

America's Choice Telephone, Inc.
Americall Corporation

A11-State Communications, Inec.
SaveNet, Inc.

NCR Telecommunication Services, Inc.
Tel=Tol1l, Inc.

Starnet Corporation

Toll Communications, Inc.

Nevada Communications Corp.
Westcom Datatel, Inc.

Westcoast Communications, Inc.
North American Telephone, Inc.

Standard Information Services, Inc.

A.84-04-105
A.84-04-115

American Communications Network

Napa Valley Telecom Services

A.84-04-118 United States Transmission Systems, Inc.
A.84-04-136 Associated Telecommuni¢ations Network, Inec.

gach of these appiications has been consolidated with this
investigation. | |

By complaint (Case (C.) 83-05-05) filed May 12, 1983, The
Facific Telephone and Telegraph Company (Pacific) alleges that MCI,
Sprint, and Western Union Telegraph Company (WU) have unlawfully
furnished intrastate telecommunications services. MCI and Sprint
deny that they.have operated unlawfully, while WU c¢laims that it has
authority to provide such service by virtue of i%ts prior operations
within the state, preceding the enactment of the Public Utilities
Code. On November 7, 1983, WU filed tariff revisions that would:
establish the intrastate offering of WU's switched voice service. On
November 22, 1983, the Commission suspended WU's tariff filing and

instituted C.83-11-05 to examine WU's filing. The complaint
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proceeding and the WU tariff suspension have been consolidated with
this investigation. In the discussion that follows, applicants and
WU together are generally identified as “Applicants® or 0CCs (Other
Common Carriers). Where appropriate, MCI, Sprint and WU together are
identified as "Defendants,” while other applicants together are
identified as “Resellers." Of course, individual parties will be
identified by name where necessary.

Pursuant to the schedule set in the order instituting this
investigation, evidentiary hearings began on September 6, 1983, and
concluded on Qctober 28, 1983, after 237 days of hearing. These
matters were submitted upon opening and reply briefs and oral
argument before the Commission en banc , Briefs were received from
Pacific, General Telephone Company of California (General),
Continental Telephone Company of California (Continental), a group of
17 small independent telephone companies that serve in California
(8mall Independents), AT&T, <he Cities of San Diego and San Francisco

.(Cities), Los Angeles, Toward Utility Rate Normalization (TURN), MCI,
Sprint, WU, U.S. Telephone, Call U.S.A., Inc., the California
Association of Long Distance Companies (Caltel), the California Cable
Television Association (CABLE), the City of Mountain View, and the
Commission staff (staff). Parties appearing at the oral argument who
did not file briefs were Allnet, ATE, the California Independent
Telephone Association (CITA), and the California Farm Bureau
Federation (Farm Bureau).

By an interim decision in this matter, Decision (D.)
84-01-037, dated January 5, 1984, those Applicants filing before
January 5 and WU were 2uthorized to provide interLATA services,
subject to the condition that each not hold out to the public the
provision of intralATA service. By D.84-02-012 dated February 1,
1984, D.84-03-058 dated March 2] 1984, and 0.84-05-008; dated May 2,

1984, the remaining applicants were certificated upon the same
condition.
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IT1. Issues

The purpose of this proceeding is to develop and 2pply the
poTwcy basis for deciding these various consoT1dated matters. In the
order instituting this investigation we specifzed seven issues that
we asked the parties to address. These issues“aée as follows:

l. Is any part of the telecommunications system 2
“natural monopoly?" Does the existence of a.
“natural monopo1y“ justify maintenance of a

franchise permitting only a single firm to
provide that service?

Does the rate flexibility provided in the
existing structure enhance universal service
goals? Should franchise monopolies be maintained
to retain cross-subsidies and rate averaging?

To what extent will competition promote

technological innovation and more efficient
operations?

1f competition is permitted, what terms and
conditions should be imposed?

1f competition is not permitted, what enforcement
tools are available?

Should resale service de distinguished from
independent transmission for purposes of
estabiishing Commission policy?

7. Should the Commission grant certificates for

interLATA service before deciding the intralATA
issues?

As stated above, interLATA entry was authorized by 0.84-01-037,
rendering the last issue moot.
As the proceeding progressed, these issues were distilled
into two central questions:
1. Should intralATA competition be authorized?
2. What form of rate regulation should be
applied to AT&T and Applicants?
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In addition, there are certain threshold jurisdictional Yssues +hat
must be resolved in order to put these major issues and Pacific's
complaint into their proper contexts. Before discussing this matter,

a brief technical discussion of the telecommunications network
configuration is helpful,

II1. Network Confiquration

This section generally describes the physical aspects of
the telephone network, particularly those which will exist after the
post-divestiture date of January 1, 1984. This fnformation is
important for several reasons. The specific network configuration
strongly influences questions of enforcement, particularly “"blocking"
issues. The physical network alsoe influences to a degree the
competitive advantages and disadvantages of specific carriers, based
on the type of interconnection they empley. This issue is strongly
tied to "equal access,” one of the crucial elements mandated by the
MFJ. .

In understanding the network, it is imperative to
understand. that one of its central characteristics is that it is a
switched system. In order to permit each telephone in the c¢ountry
to connect with each other telephone in 'the company without using
trillions of wires, a switching network has been developed. It is at
switches that the 0CC's interconnection occurs between the TQcaI

telephone company, the 0CC, and the customer.

Pacific's Exhibit 29 provides a/good basic description of
the network and the interconnections necessary to make it work. As
discussed in that exhidit, "end offices" were created in order %o
provide switching capability, allowing the company to concentrate and
redistribute traffic. An end office is the central switching office
which is connected to the customer at each end of a conversation.

End offices are connected to each other by "trunks."®
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A toll call may be switched through a number of different
offices before it arrives at its intended destination. Large volumes
of traffic between points are generally routed over direct trunks, -
wh{1e small volumes of traffic are usually switched from a central
point. This is known as 2 “tandem” arrangement. Tandeming is used
because it is more economical than direct trunking for small volumes
of to11 traffic. ‘

After a call passes through an end office, it may: be-
switched to progressively higher levels of tandem switching. A
Class 5 switching function is performed at the end office. Class &
switching is performed 2t toll1 center poinzs. The switehing
concentrates and redistridbutes traffic. The next highest switching
takes place at Class 3, 2, and 1 switches, also known as primary
centers, sectiona) centers, and regional centers. There are two
regional center offices in California, located in Sacramento and
Anaheim, and 10 offices in other areas of the United States and

~.Canada. After divestiture, AT&T will own and control Class 1, 2, 3
and &4 switches.

There are currently three types of interconnections between
carriers and the local telephone operating companies. Those
connections are ENFIA A, ENFIA B, and ENFIA C.

An ENFIA A connection is a2 "line-side" connection between
the 0CC customer, the local operating compaﬁy, and the 0CC. A line-
side connection is a connection on the customer's side of an end
office to interconnect the end office's switching equipment and the
customer's line. . |

Virtually 211 0CC connections with local operating
companies are ENFIA A connections. In order to make a call over an
ENFIA A connection, an 0CC customer a receives dial tone from the end
office and dials 2 seven digit number to connect with the carrier
switeh. The customer next receives a second dial tone from +he
carrier switch, and then dials a personal identification number,
sometimes 2lso referred to as an authorization code, of six to eight

.digits. The customer lastly dials the desired telephone number.

-8 -
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There are a number of limitations associated with ENFIA A
Rotary dial teTephones cannot be used with ENFIA A connections,
without 2 separate tone generating device. Specna1 features, such as
answer supervision and automatic number identification ("ANI"), are
also unavailable with this connection. ENFIA A inconveniences the
0CC customer, who must dYal an extr2 six to eight digits for an
authorization code, as well as the seven digit number to access the
0CC switeh., There have also been aTTegations made that the ENFIA'A
connection causes the 0CC's to suffer loss of transmission quality.

ENFIA B is 2 trunk-side connection between an 0CC and an
end office. Under ENFIA B, the customer dials 950-10XX in order %o
access the carrier. The carrier switch produces a second dial tone,
and the customer then dials the telephone number. Trunk-side
connections such as ENFIA B are capable of “answer supervision*, or
the ability of an originating toll switch receiving information from
the terminating toll switch that the terminating party has picked up
the telephone. ENFIA B connections also permit ANI, which aids in
blocking and billing, and allows the customer to make 2 call and to
be identified without the six- to eight-digit authorization code.

ENFIA B is possible only where the 0CC customer is served
by an originating end office utilizing #1 or 1A ESS switches. This
currently limits ENFIA B service. Far fewer people can be called
over an ENFIA B connection than over an ENFIA A connection.

ENFIA C connections are 21s0 trunk-side connections. They
are routed through a tandem collection point, but unlike ENFIA B they
connect directly from the carrier to the end office. The dialing is
identical to that described for ENFIA B connections. The major
difference between ENFIA B and C is that ENFIA C is not capable of
ANI or rotary dialing. Some parties have also claimed that an

ENFIA C connection does not provide "toll quality” calls, because 1%
uses local trunking.
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®
After January 1, 1984, connections will be offered as
"feature groups." Feature Group A is merely a continuatfon‘qf the
existing ENFIA A connection, while Feature Group 8 continues :he
existing ENFIA B and C connections. Feature Group £ 9s the existing

connection between ATET's long lines and PT4T. It is a transitory
connection prior to equal access.

Feature Group D 1s the most important of the connections,
as it embodies the MFJ's mandate of "equal access” to all carriers.
The MFJ requires the operating companies to "provide to a11
interexchange carriers and information service providers exchange
access, information access, and exchange services for such

access...that is equal in type, quality, and price %o that pro&ided
to ATET 2and its Affiliates.” Equal access is one of the most

important feasures of the MFJ, as it is designed %o provide Ocds with

the quality of connection necessary €to compete with ATST on equ&?
terms.

Under Feature Group D interconnections, the following |
characteristics will be available to 0CC customers:

"Feature Group D provides the arrangements which
comprise equal access. These include the 10XX
code for dialing each lEC, presubscription, the
ability for the customer automatically to
designate an IEC and elf{minate the 10XX access
code, and the ability for the customer t0 ac¢cess
the IEC from either 2 push button or rotary
telephone., To access an IEC utilizing Feature
Group D, 2 customer receives dial tone from the
end office, dials the 10XX code of the chosen 1EC
(unless presubscribed) and then dials the called
number, Feature Group D calls will route t¢o the

1EC either on a direct basis or tancem
arrangement.,”

Pacific's witness £drington further explained Feature Group D as
follows: .

"Feature Group D is equal access.




‘.
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"The key elements of Feature Group D are that it
allows a customer to presubscribe %o any
interexchange carrier.

"It obviates the need to dial any special numbérs
to reach the carrier or to currently input any
type of PIN, or that type of nature of thing.

“Simply put, you pick up your phone and you dial
ten digits, and if as I do, you subscribe to
perhaps 2 non-traditional carrier, you will
simply be able to dial your ten digits and
complete your call.

“It 2al1s0o has an option available in it which
allows you to dial 10XX, the XX jdentifying a
specific interexchange carrier and access that

carrier to the completion of your call on an on
demand basis, if you will,"”

Equal access cannot be instituted immediately. Equal
dccess requires the BOCs to invest consideradble time and money in
modifying their facilities, and to do so without disrupting service
to their own customers and those of AT4T. As mandated by the MfJ,
equal access for interlLATA service will. be phased in over a two-year
period starting on September 1, 1984. By September 1, 1985, the BOCs
must provide equal access to 1/3 of their access lines, andrbyf
September 1, 1986, to 2all remaining access Tines 4n conforming end
offices. Local opeéating companies have raised questions as to their
2bility to meet these deadlines.

Equal access for intralATA traffic, to the extent that
state commissions permit intralATA competition, will also be
implemented by the 30Cs. However, equal access for intralATA traffic
apparently does not encompass all the attributes of Feature Group 0.
Instead, intralATA equal access means the embodiment of the 10XYX plan

to access carriers and is just an "overlay on the existing
arrangements.”
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. V. Jurisdictional Issues

The question of this Commission's Jurisdiction to consider
the myriad issues presented by this case arises in two procedural
contexts. First, there is the complaint filed by Pacific against
MCI, Sprint, WU and others regarding the allegedly unlawful provisfon
of intrastate services by the defendants. Pacific seeks both
equitable relief and an accounting of allegedly i71-gotten gains.
The defendants contend that we are without authority to consider the
comp’laint.1 Second, various parties assert that the Commission may
not impose any restrictions on cdmpetition in telecommunications
markets. It is essentially their position that such restrictions
would interfere with the provision of interstate services authorized
by the Federal Communications Commission (FCC).

This Commission has broad authority to regulate intrastate
telecommunications. Qur charter is set forth in the State
Constitution and the extensive provisions of the Public Utilities
Code. However, Pudlic Utilities Code Section 202 recognizes that
Tawful state regulation by and large extends only to intrastate
utility Bperations. Likewise, the FCC has broad authority to
regulate interstate and foreign telecommunications under the federal.
Communications Act of 1334, See 47 U.S5.C.§151, et seq. However,
that enactment explicitly reserves to the states the regulation of
intrastate telecommunications. Communicatioqs Act Sections 2(b) and
221(b), 47 V.S.C. &§152(v), 221(v).

Despite the mutuality of respect embodied in the state and
Tederal statutes for the separate regulatory authority-and interests
of this Commission and the FCC, the advances of technology in the
telecommunications industry have ignored, overrun and blurred that
separation. Indeed, the courts have taken full cognizance of the

.1 The complaint is discussed below in Part VII. of this decision.

- 12 -
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“technicallénd practical difficulties” of separating intrastate and
interstate telecommunications. See, e.g., North Carolina Utilities
Commission v. Federal Communications Commission, 537 F.2d 787, 791
(4th Cir., 1976) ("North Carolina I"), cert. denied, 429 U.S.

1027 (1976), and, California v. Federa)l Communications Commission,
567 F.2d 84, 86 (D.C. Cir., 1977), cert. denied, 434 U.S. 1010
(1978). The judicial response to these difficulties has. been to
create a feceral primacy in order to protect the integrated national
(and intern&tional) telecommunications network from the potentially
disruptive and “frustrating" effects of state-by-state regulation of
“the organic whole." North Carolina I, supra, at 793, 796.

Thus, FCC actions have received judicial approval despite
the fact that those actions have affected facilities (1) located
entirely within a single state, California, supra, at 86, or (2}
used predominantly (97 percent) for intrastate communications, North
Carolina Utilities Commissfon v. Federal Communications Commission,
552 F.2d 1036, 1046 (4th Cir., 1977), cert. denied, 434 U.S. 874
(1977) (!North Carolina II"). One court went so far as to hold
that the FCC holds some residuum of authority to determine whether a
state commission has discriminated against interstate services or
subscribers and, if'it finds this to be the case, to step in and
regulate even the local exchange. See New York Tel. Co. v. Federal
Communications Commission, 631 F.2d 1059, 1065 (2d Cir., 1980):
compare Section 221(b) of the Communications Act of 1934, 47 U.S.C.
§221(b).

Based upon these cases, several parties, notadly MCI,
Sprint and WU, argue that this Commission may not regulate their
intrastate activities. It is essentially their position that
intrastate traffic carried over their facilities as an fncidence to
Tawfully provided interstate services are encompassed within their
FCC certificates and that, consequently, this Commission may not bar
the intrastate traffic which would otherwise fall plainly within our

.jur'isd'ictio-n. Their analysis is incomplete and incorrect.

- 13 -
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There remains in the face of the primacy of federal
regulation 2 vital state jurisdiction. The cases only establish the
proposition that this jurisdiction must be careful1ylexer¢ised S0 as
not to intrude on the interstate and foreign telecommunications over
which the .FCC presides. The FCC has noted on several occasions that
it cannot certifidate intrastate services. Re Competitive Common
Carrier Services etc., 91 FCC2d 59, 62 note 8 (1982); Re MCI |
Telecommunications Corp., 70 FCC2d 666, 667 note 1 (1979). The
full authority to certificate and supervise intrastate ,
telecommunications is thus left to the states subject to the proviso
that federally regulated services be neither burdened nor
discriminated against., In our order, we take full cognizance of the
“practical difficulties” of separating interstate from intrastate
traffic and carefully weigh them so as not to "substantially
encroach” upon the development of the integrated national network the

courts seek to protect. See North Carolina I, supra, at 794 note
6.
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We reject the notion posited by several parties that FCC
certification inherently and as a matter of Taw precludes California
from considering whethecr MCI and similarly situated carriers should
be permitted to provide intrastate service. There are factual
questions to be decided here, namely, whether Californians would be
well-served by the free entry into intrastate communications markets
and, if not, whether any prohibition may be crafted so as to avoid
proscription of or interference with FCC-authorized services. We
therefore conclude that we have Tull jurisdiction to consider the
issues presented by the applications and complaints now before us.z
Having previously decided to permit intrastate interLATA competition,
we now turn to the issue of intralATA services.

2 several parties cite Southern Pacific Communications Co. v.
Corporation Commission, 586 P.2d 327 (Sup. Ct. OKkla., 1378) to the
contrary. That case involved the use of foreign exchange facilities
which the FCC had previously and specifically found to be in
interstate service. Id., at 332. Moreover, the court found that the
state commission's cease and desist arder unavoidably intruded upon
the FCC's prior orders. 1d., at 329, 3s2.

In this case, we find the FCC to have specifically refrained from
authorizing intrastate services, reserving that issue to the states.
See, e.9., MCI Telecommunications, supra; accord, United States

v. Western Electric Co., Inc., 569 F. Supp. 990, 1005, 1006 note 74
(0.0.C., 1%983). ATso, our order falls far short of the cease and
desist order the Oklahoma Commission adopted. Finally, to the extent
that the state court's opinion suggests that the state commission's
authority was completely ousted by the FCC, we decline to follow the

principle of comity and will make our own determination as to the
breadth of our authority.

- 15 -
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V. Arqument of the Parties.
In the order instituting this investigation, we stated our
gegera? policy that applicants for entry into intrastate markets must
demonstrate identifiable benefits for consumers and a substantial
probability that any adverse consequences from-their entry will be
outweighed by those benefits. The parties have directed their
arguments regarding intralATA competition toward this policy and have
tried to respond to our specific issues within this context.

In reviewing this matter, we were confronted by two
competing camps, one advocating free competition without regard to
LATA boundaries and the other opposed to such competition. Following
is a summary of the arguments of both camps.3
A. The Benefits of Competition

The parties asserting the benefits of competition are
largely the applicants in this case. They seek authority to provide
telecommunications services in California without regard to LATA
boundaries. The most bdasic advantage of competition is that it
reduces waste by visiting the negative consequences of inefficiency
and wasfé (and the positive consequences of minimizing it) on those
who cause (or avoid) it. Competition puts businesses on their mettle
by applying the carrot of profitadility to those who use resources

shrewdly and carefully and the stick of unprofitability to those who
do not. '

A firm facing competitive entry is much more likely to
produce and sell the maximum output at the minimum price. This
benefit can be realized even without any substantial exodus of
customers from the incumbent firm. Just as the possibility of

3 14 should be kept in mind that the positions presented in this
Section are not those of the Commission but those of the parties.

.The Commission's views on competition are found in in the ensuing
discussion of Section VI.
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transferring one's patronage to a grocery down the block from one
that has priced too high or provided inferior or 1nattentive service
tends to keep quality up, there is 2 value to the public in being
able to choose, for whatever reason, an alternative intralATA
provider. The benefit is not only in the exercise of the choice, but

in consumers and the telephone company being mindful that the choice
is there. '
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Competition is also viewed as encouraging and fostering increased
choices of service and price/quality opticns. ATlowing. intralATA
entry will permit potential competitors to offer services which the
enfranchised monopolist might never make available. Because
consumers will "vote" with their dollars, it is less Tikely that
telephone companies will produce products and services which will
enhance their regulated rate of return profit picture, but which
ignore consumer preferences and priorities. A firm protected from
competitive entry knows it is "the only gamé in town." It can afford
to adopt 2 "take it or leave it* approach. In contrast, a competitor
seeking to win customers is motivated to offer innovative services or
to satisfy a discrete clientele with particularized needs. Thus, it
is argued, free entry will provide California consumers with a wider
variety of price/quality trade-offs. New price/quality variations
will stimulate new toll demand, which is relatively price;eTastic.

It is also contended that competitive £irms are much more
11ke1y to invent or adant new technologies to maximize their cost
advantages and increase their market. It is an article of faith in a
free enterprise system that more competition means more- technoTog1caT‘
innovation. Competwtﬁon reduces the likelihood that an incumbent
firm will use technologies that Tai) to address consumer preferences
for a range of services. A firm that does not face competitive entry
has Tittle incentive to employ even existing technologies which can
reduce costs. Instead the regulated franchised monopolist also is
likely to ¢choose from the range of .currently available technologies

the one that will maximize profwts--even if it is not the most
efficient technology.
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Indeed, an enfranchised monopolist may be affirmatively
hostile to such innovation, which may only enhance the incentives of
its .customers to find alternatives for its services, thereby
"stranding" its investments in outmoded equipment. The early
introduction of new technology can result in- substantial savingé and
contribute to innovation 4n any one of a number of other areas which
depend upon or employ the telecommunications network. This in turn
discourages system bypass.

With regard to intralATA entry in particular, it is argued
that there s every indication that the shorthaul tol] market is
precisely where the advantages of competition and additional
incentives for new technological innovation are most needed. New
developments in shorthaul microwave may bring costs down and increase
capacities. Such shorthaul technology will be introduced
significantly sooner if intralATA competition is permitted.
IntralATA entry will 21so encourage lower cost rural communications
services based upon spectrum radio systems well suited for, but
currently underutilized in, cural areas. Authorizing intralATA entry
is also Tikely to stimulate technological innovation from sources
other than the feTephone companies or the 0CCs. For example,
competition in the customer premises equipment market has led ‘to
Tower prices for all consumers and has brought about 2 broader range
of product choices and a much more rapid introduction of
technological change than had occurred previously. As a further
example, Sprint was the first interstate carrier to introduce an.
access code which made it possidble for customers to call from any
station in the nation served by Sprint and bill the call
automatically to their home or business number. This feature
combined toll and credit card billing in a2 manner Tater emulated by
the Bell System's credit card offering.
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The importance to universal service goals of enforcing
efficient operations in the short run and encouraging technological
change in the Tong run, 1t is argued, cannot be overstated.

Continued use of outmoded and inefficient technology will result in
unnecessarily high telephone company costs. ~These higher costs will
Tead in turn to requests for future rate increases which would not be
necessary if more efficient technologies were employed.
Implementation of more efficient communications technologies also
will result in important productivity gains throughout the economy.
A1l this redounds to the benefit of those least able to subsidize
inefficiencies and the price of waste.

The applicants assert that regulation itself would benefit
from the introduction of intralATA comoetition. They state that.
resort to regulation %s predicated upon special c¢circumstances that
prevent the effective operation of market forces and'require.pub]ic
intervention to simulate the benefits of competition. For all of the
efforts of regulators, regulation is an imperfect substitute for
competitive incentives. .

It is difficult to force a monopolist to be efficient, or
technologically innovative. A major limitation is that virtually all
of the information about cost, revenues, techno?ogy, and the 1ike are
obtained by the regulators from the regulated company itself.

Regulation necessarily fosters 2 battle of wits between
regulators seeking to impose restraints and regulated companies.
trying to avoid them. It encourages the companies to invest
resources in persuasion and rationzlization, instead of production.
MCI quotes Pacific's witness Harris commenting on Pacific's own
relationship with the Commission in his report to Pacific for its
internal use:

“Though not necessarily deliberate (or even
conscious), the Company's posture toward the
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P.U.C. has Deen generally uncooperative,
sometimes even hostile. This is, to a certain
degree, understandable: regulation is an
adversarial process by Tegislative design.
Nowhere has this posture been more evident than
in the submissions to the Commission in rate
proceedings; the sheer volume of documents and ,
details cannot be justified solely in terms of '
the requirements of the regulatory process.
Whether intentionally or not, one effect of this

approach is to overwhelm the Commission
staff.”

The disadvantage of this adversarial game is that the regulated
company's ingenuity is not harnessed to provide benefits to
consumers--and indeed may be cons¢iously aimed at minimizing
regulatory obligations to furnish such benefits. 1In a competitive
market, firms devote resources to outsmarting their adversaries--
other firms. The key difference is that if they succeed, consumers
win rather than lose.

In this vein, the advocates of competition note that
regutatory resources are scarce. Using them effectively is not
easy. Wherever possible, regulators should look for opportunities to
use the competitive process for furthering consumer welfare,
preserving regulatory resources for the special cases that
competition cannot address. _

It is contended that competition would provide the
Commission with a useful regulatory tool. Authorizing intralATA
competition would 2llegedly enhance the Commission's decision-making
ability by improviang the quality of the information provided to the
Commission. It is claimed that for many years the Commission and
civic parties have been frustrated by the poor quality of costing
information provided by Pacific. This need 2also has been shown in
numerous other ¢ases in thelrecent past, such as 0.83-04-012, in
which the Commission ordered new cost studies to replace Pacific's GE-
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100 studies. The introduction of competition and the possible
participation by competitors in Pacific rate proceedings would force
Pacific to calculate its cost of service carefully and woqu thereby
assist the Commission in its scrutiny of Pacific's rates.‘ Moreover,
with additional providers of services fn the market, the Commission
would no lorger be required to look to the single. te1ephone company
for information. The Commission would be able to compare -data from a
number of carriers in order to test the accuracy of data and the
validity of its underlying assumptions. The Commission also could
Took to the new carriers for innovative ideas on meeting traditional
public interest goals, such as universal service.

In addition to improving cost data submission, competition
in intralATA markets also would assist in the difficult task of
identifying subsidies built into the rate structure and thus in
determining whether such subsidies do indeed promote the public
interest. Sprint claims that in this case, for example, the:
potential entrants have called attention to the significance of the
fact that Pacific's evidence shows that private 1ine and other
business users are receiving greater subsidies than residential
customers, | |

It has been pointed out that the U.S. Department of Justice
has recognized that intralATA entry might be appropriate. 1In a
letter from William F. Baxter, Assistant Attorney General, Antitrust
Division of the United States Department of Justice, addressed to

Administrative Law Judge Patrick J. Power and dated October 20, 1983,
Baxter stated that: .

1)

.e.The Department fu11y expected that state
regulatory commissicns might allow intralATA
competition and require equal access arrangements
for all interLATA carriers. See November 23,

1982 Response at 6-8. Indeed, the Department
expressly assumed that approprwate policy choice
was to permit the consolidation and to rely on
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competition over time between the technology of
-the new entrant versus the potential efficiencies
0F the existing distribution mechanism %o

determine the appropriate mix of traffic between
the BOC and its competitors...."

November 22 Response at 22 (referring to the.Response of the United
States to comments received on the B80C LATA Proposals, United States
v Western Electric, Civil Action No. 82-0192, Noyember.za, 1982).
See also pages 23-24:

“...competitive interests might better bde served
by 2 market test between the interexchange
competitor and the transport of traffic by the
B0C. 1In sum, where a LATA contains myltiple
SMSAs of s1gn1f1cant population, or where
significant distances are involved between
population centers, a regulatory environment
based on the presumption of monopo?y service
between such population centers ‘would be alien’
to the analytic approach used by the Department
in making its LATA recommendations.®

In addition to agreeing with the above arguments, WU
asserts that it needs no additional operating authority prior to
offering intralATA telecommunications services. WU began its
telecommunications service in California under statewide authority
enacted long before the provisions of the Public UtiTlities Act
requiring certificates of public convenience and necessity were
adopted. WU claims that under its preexisting authority, it is not
required to obtain 2 certificate of pubdlic convenience and- necessity
to offer its switched voice MetroFone service. ' .

According to WU, its MetroFone service offering”does not
involve an expansion of its franchise authority nor of its service
area. It has the right to hold itself out to perform this service at
rates which the Commission finds fair, reasonabdle, and non=
discriminatory. It argues that there is no support for Pecific‘s
assertion that these rights may be denied.
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Certain of the parties-advocating competition are
essentially resellers and assert that competition is peculiarly
necessary for their businesses. Their operations, as described by
counsel for American Telephone Exchange, are as follows:

“They are essentially investing their own money in
switching equipment and computer processing
equipment to provide at 2 very close level of
contact with the end user community, a form of
enhanced, maybe not value added, but at least
enhanced long distance service.

"They are taking the WATS service of Pacific
Telephone, scon AT&T Communications, and
offering, reoffering that bulk-priced service to
the small and medium size users, residential and
business alike, who individually and by

themselves could not be good candidates for those
bulkepriced services.

"To resellers, the concept of universal service
is, of course, important. They want their
customers to be adble to ¢2all throughout the
state, but there is another concept of -
interpretation of universal service that is
important to them, and to the viadility of their
business. And that is the ability to offer these
small and medium size business customers or
residential customers the ability to call
anywhere,

"They can't compete effectively in that smaller
market where their customer base usually has a
much smaller telephone bi11 to deal with if they
can only provide them partial calling
capability. '

“Right now that partial calling capability is
limited to interstate calling only. That makes
it difficult for them to penetrate a small user
or a small business and convince them of the
effective savings that they can achieve when they

can only save money for them on an interstate-
call.

“Hopefully with the expected order of this
Commission, they will soon be able to provide at
least some form of intrastate calling, thereby

further improving the savings that they can offer
to their customers..
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"But truthfully, when they are dealing with
customers whose total telephone bill might be no
more than 20 or 25 dollars, or in the case of a
small business it might be 100 to 150 dollars,
they really need to offer that customer a truly
universal calling both within the LATA and
without the LATA or outside the LATA.

"So intralATA calling is important to that market,
and since they will be reselling a service that
you will have jurisdiction over in the form of
Pacific Telephone's WATS service, or ATET's
intrastate WATS service, we submit to you that
the risk of exposing that bulk-priced service %o
the smaller or medium sized customer is really
non-existent, that you can't afford not to do it,
and that is the only fair way to give all
customers the benefit of potential competition.

. “You can't really reach down to them if you make
avaitable to them only MCl or only Sprint.or
carriers of that caliber. The resale carriers in

contrast to those entities need that universal
offering capability.

"And finally, I would express to you that the final
practical reason or pragmatic reason for extending
the resale concept and eliminating these resale
restrictions fn the tariff has to do with the fact
that while there has been probadbly no testimony
throughout this hearing to this point, and those
LATAs of Los Angeles, San Francisco, Sacramento,
there are very large corporate companies out there
reselling that service, reoffering it through their
PBXs, through their tandem networks to their
employees and to their customers in this state
which you don't have any knowledge of and you
probadbly never will have any knowledge of.

"As a practical matter you are never §oing to get to
the bottom of that, probabdbly never going to be a
§good reason to try to interfere on that.

"There is (sic) benefits and advantages accruing %o
the customers and the companies alike. It is going
on now, it has been going on for a year, and going
T0 go on regardless of what this Commission does.
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"So I think you've got to take a practical approach
to this and recognize the real world and that is
going on out there. And make that practice
acceptable and credidble. And do it whether through
resale certification or through an acknowledgment
in PT&T's tariff or ATET's tariff, the resale shall
be permitted or maybe perhaps should be J1imits on
the price or whatever that it might be reoffered
at."” '

As stated above, AT&T has not applied for intralATA
authority. However, AT&T supports competition in the provision of
both interlLATA and intralATA services, ¢laiming that the expansion of
competition in the telecommunication marketplace is driven by the
convergence of two inexorable market developments: (1) 2 burgeoning
customer demand for sophisticated communications and information
options, and (2) the rapid development of new tec¢hnology capable not
only of constantly improving engineering efficiencies in basic
transmission services, but also of providing the means for
introducing innovative new services which enhance the utility of the
telecommunications network. |

Several parties also suggest that unfettered competition is
not likely to dramatically affect the California telecommunications
market. According to the proponents of competition, after weil over
five years of competition in interstate telecommunications services,
the Bell System's competitors have an aggregate market share of
approximately five percent. The arrival of these competitors has
assertedly had no effect on basic local exchange service ‘rates or
universal service penetration. Instead, the interstate ékperience
‘demonstrates the handicaps under which the 0CCs are operating. It 1s
argued that the Commission has 1ittle to fear if the past five years
of "contrived competition” at the interstate level is any guide.
AT&T, with its superior interconnections, access to rotary phones,
simple dialing requirements and obvious "presubscription® advantage,
retained 95% of that market. AT&T's total volume of and revenues
from long distance traffic has continued to grow.
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These parties also claim that data from the state of
Texas, where intrastate competition has been authorized since 1974;
confirm that intralATA competition in California will not jeopardize
affordable telephone service. O0CC aggregate market share in Texas
has gone from zero in 1975 to 1-1/2% in 1979 to 4% or 5% currently.
Over that period, local exchange rates in Texas have not changed any
faster than local exchange rates throughout the nation. Residential
service rates in Texas have not increased any faster than such rates
in the neighboring states, also served by Southwestern Bell, in which
toll service has not been offered on 2 competitive basis. Since
1974, Texas has experienced 2an improvement in universal service
penetration, both in absolute terms and in comparisen to the
surrounding states served by Southwestern Bell.

Thus, the applicants conclude, the facts concerning trends
in local exchange rates and universal service penetration in Texas
during the era of competition are undisputed: universal service
pene;ration has increased.

It is argued by various partfes-thét the alleged subsidy
from toll to local exchange is absurdly overbroad if its. real pdrpose
is preservation of universal service. The existing rate design
delivers a massive "general" subsidy which does not in any way target
the recipient ¢lass. This indiscriminate scattering of benefits is
an unconscionable extravagance in a cost-conscious society.

According to this argument, the existing subsidy depicted
by Pacific's rate design is so radically overbroad that its ultimate
beneficiaries and benefactors simply cannot be identified at all. 1If
2 subsidy does exist from toll to local service, it is in essence a
“tax" of random incidence. Just as the magnitude of the subsidy 9s

unknown, so is the identity of the socioceconomic groups that benefit
from it.
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S0, the argument continues, preservation of “universal
service” is unrelated not only to the indiscriminate toll-to-local
subsidy, but 2also to other subsidy elements in the existing rate
design. Preservation of universal service means the maintenance of
high levels of residential telephone access. Private line and
business customers are substantial beneficiaries of any so-called
"subsidy” from toll. The “subsidy" to business exchange access
projected for 1984 is $219 million; the "subsidy" for business
service connections is $144 million; the “subsidy“ for business local
usage is 5125 million; and the “subsidy" for Pacific private line
service is projected to be $704 million. The total "subsidy* to
business and private line is $1.182 billion.

The pro-competition camp states that the best way %o ensure
universal service is to provide any needed sub51dy out of general tax
revenues or, failing that, by a gross receipts tax on the industry.
These mechanisms avoid the arbitrariness of cross-subsidization
through the rate design and place primary responsibility for any
subsidy with an independent third party. A tax administered by a
public body to a targeted group of beneficiaries minimizes the
misallocations and inefficiencies of a massive, untargeted cross-
subsidization. Most importantly, such a tax is fully consistent with
all of the benefits of competitive entry. So long as the tax burden
is shared proportionate1y,'it wholly eliminates universal service
preservation problems as a reason to consider banning intralATA entry.

MCI points out that there are botﬁ'federaT and state tax
programs specifically addressing post-divestiture locai”exchénge
costs and preservation of universéT service:

a. The Federal Universal Service Fund will
moderate the price of 1ocal exchange rates in
h1gh COST areas. [n connection with Docket
80-286, the F.C.C. and the Federal-State Joint
Board have adopted 2 telephone separations
program which includes a "high cost factor"
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(HCF). The HCF will be charged against
interstate 011 carriers to produce funds to
subsidize directly Tocal telephone companies
having high-cost subscriber plant. The
subsidy will flow to those companies having
subscriber line costs above 115% of the
national average subscribder line cost.

The Gwen Moore Bi11 (Assembly Bill 1348)

willil generate substantial funding for
sSubsicizing basic l1ocal service for Jow income
subscribers., This new law sets up a

Universal Telephone Service Fund generated by
a tax on intrastate telecommunications
providers of up to 4% of gross toll revenues.
The Commission is empowered to appropriate the
fund "for the purposes of instituting
universal telephone service for eligible Tow
ang moderate-income persons who might
otherwise be unabdle ta afford basic minimum
telephone service,"

The proponents of competition argue that, even if the
Commission concludes that the two tax programs do not adequately
address the problem of affordable telephone service, there would be a
variety of other resources available to the Commission short of
excluding competition. Divestiture will bdring substantiaT'cost
savings and new sources of revenue from which Pacific will soon begin
to benefit. MCI contends that in painting 2 gloomy picture of its
post-divestiture needs, Pacific has left these out entirely.

The applicants claim that the 0CCs' presence in fntralATA
markets would create additional revenues for Pacific by stimulating.
additional demand for the communications services provided by all
carriers, and thereby generating increased access charge revenue.

MCI claims there will be the following substantial cost savings:

1. Pacific's payments to AT&T for its "General
Service and License Contract" and for certain
“non-license projects" and interest on
advances alone for 1983 9s estimated to have
been over $200 milldion.

gs;he Commission implemented Assembly Bil1 1348 by Decision 84-04-
- 29 =
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By an agreement dated April 7, 1983, AT&T
agreed to assume five of Pacific's
outstanding debt issues, totalling $250
million; agreed to convert $600 million of
its outstanding advances to equity capital;
and agreed to provide 586 million to retire
additional debt. These agreements reduced
Pacific's embedded cost of funded debt to

below 9.5% and will reduce its debt ratio to
below 47.7%.

By the terms of the MFJ, ATAT has granted
Pacific royalty-free licenses to use
telecommunications equipment and operational
methods as to "all existing patents owned or
controlled by AT&T and all other patents
issued to AT&T on or before five years after
the date of divestiture," as well as rights
to sublicense those patents %o
manufacturers.

Finally, AT&T has guaranteed that Pacific
will recover 211 costs of providing equal
access: if any of the actual costs of
providing equal access and reconfiguring the
network have not been recovered through
access charges imposed on interexchange
carriers by 1994, AT&T must reimburse those
expenses. -

MCI claims that furthermore, there is every indication that
Pacific will be generating significant revenues from services it did
not previously provide. Interstate and intrastate interLATA access
charges and billing revenues are described as obviously “"big ticket®
items. With intralATA entry, intralATA access charge revenue will be
generated. MCI states that Pacific will be generating large revenues
from leasing back to AT&T Facilities it obtained from AT&T. MCI
states that Pacific's estimate of the amount it will receive from
AT&T for such leased facilities is $110 million. MCI claims that
beyond these items, Pacific simply fails to address its prospects in
internally highly-touted areas like marketing and servicing of CPE,

intralATA cellular radio, local exchange access services, and other
informational service ventures.
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Another party that supports the authorization of intralATA
competition is CABLE. CABLE explains that its interests result from
the scope of this proceeding, which appears to address competitive
issues relating to all telecommunications transmission services.
CABLE states that its members are fnvolved in the breadband
distribution of new communications services, some %that can be
characterized 2s straight transmission, while with others the signal
transmitted is enhanced by computers operated by the cable television
system. CABLE's concern is that its members would be precluded from
providing these services such as digital termination systems, point-
to-point microwave, satellite services, optical lasers, etc., which
utilize neither a central switch nor individual lines and do not
exhibit nmatural monopoly charzcteristics.

CABLE argues that existence of many different providers
utilizing different technologies is an additional reason why the
business of providing advanced telecommunications services is a
competitive one. CABLE "observes that in the 0II we stated:

"Competitive pressure might exist if different
carriers vied for the same market with

alternative technologies (e.g., satellites vs.
terrestrial cable).*”

CABLE claims that such circumstances make competition in‘advanced
services appropriate. CABLE states that the local distribution
systems used by the telephone companies were designed to provide
ubiquitous switched voice service, but are deficient in their adbility
to provide an efficient local link for a variety of new demands, such
as high-speed data and video conferencing.

CABLE claims that the public switched network is capable of
transmitting data at speeds up to only 4,800 bits per second (bps).
Through the use of analog private lines, the data rate can b2
increased to 9,600 bps. CABLE argues the apparent complexity of
offering data over facilities designed for basic switched voice
services has led to considerable customer dissatisfaction with the
quality of service furnished.
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According to CABLE, as a result of these shortcoming in the
public switched telephone network and the inability of the telephone
companies to respond quickly to commercial users' requests for
special facilities with higher data rates, the needs of commercial
users in California must be met some other way.

CABLE argues that it is not only the needs of commercial
users which cannot be met by the telephone companies, but the needs
of residential users as well. For example, one service for which
there seems to be a great deal of interest is the delivery of
information to the home. One 2pplication of this service is the so-
called electronic newspaper. The ideal transmission rate for the
delivery of such services to home terminals is 19,200 bps, because
that is the speed at which "“the whole page is projected almost
instantaneously to you,” allowing you to "flip through pages very
much like when you flip through pages of a newspaper.”

CABLE argues that a state policy of competitive entry into
the provision of advanced telecommunications services will have no
adverse effects on the availabiiity of universal service, nor will
such a policy thereaten the viadbility of the telephone companies.
CABLE states that both the Federal Communications Commission and
Congress have adopted a communications policy approach which realizes
that competition in the provision of advanced te1écommunications
services promotes the efficient development of such services and
argues that this Commission should adopt that same policy approach
here.

8. The Adverse Consequences of Competition

The parties opposing the introduction of competition into
the intralATA toll market are the local exchange companies, our
staff, TURN and the Cities. These parties generally are concerned
with the adverse potential consequences which competizion would bring
to this state's telecommunications netwerk. It is their basic
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contention that these consequences outweigh the benefits of
competition and would jeopardize the regulatory policies which this
Commission has formulated to date, among them, the nurturing of
universal telephone service. '

It is claimed that intralATA tol1 revenues support local
exchange costs, and that competition would eliminate such supporst,
driving up the cost of basic telephone service and curtailing.
universal service. It is contended that the existence of such a toll
contribution to exchange costs has been generally accepted and
recognized by this Commission. In this proceeding, proof was offered
as to the fact that such a contribution exists and the extent of the
support. _

The Gueldner analysfis, introduced by Pacific, consists of a
determination of the direct cost of furnishing every service that
Pacific offers, matched against the revenues derived from those
services. Gueldner's study, which required more than. six months to
complete and is based on data developed over several years, involved
examination of every category of cost incukred by Pacifi¢c and the
assignment of those costs on an item-by-item basis to the services
that caused them to be incurred. Pacific claims that the Gueldner
analysis is “probadly the closest thing that Pacific has to a profit
and 1oss statement arranged on a service by service basis.”

The general conclusions from that study are summarized by
Pacific as follows:

"Local exchange service--exchange access and local”
usage-~is furnished at rates that fall short of
covering cost by over $2.2 billion, and service
connection charges are $370 million below the
cost of establishing service. 1IntralATA toll, on
the other hand, is highly profitable~-at least
until exchange costs are assigned against ite--and
thus provides essential support for the local
services that are ‘'underwater'.*
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As a corollary to his companywide study of the costs and.
revenues associated with each of Pacific's services, Gueldner
analyzed the cost of providing local access at a number of selected
Pacific wire centers throughout Californija., Pacific states that the
object was not to provide a cross-section that would be
representative of the state as a whole, but to identify the wire
centers where costs would be close to the high and low ends of the
spectrum. Pacific thus contends that Gueldner determined whether
Tocal service rates cover the ¢cost of service in the Jow-cost areas,
and by how much local service rates would have to be increased to
cover cost in the high=cost areas.

According to Pacific, the results of Gueldner's wire center
analysis will not be startling to the Commission, although they will
be a shock to the public if local service rates must someday be
increased to recover the cost of providing that service. Paéific

claims that even in the lowest cost areas the cost of providing local
access and usage is substantially above the current monthly rate.
For example, residence customers in Los Angeles currently pay $7 per

month; the cost to Pacific of providing that access and local ysage
is $24. ’

Pacific states that the disparity between the cost and
price of access and local usage escalates rapidly as one moves from
the dense metropolitan areas to smaller communities. Its study shows
that in King City the cost of furnishing access and local usage is
§70; the residential basic rate is currently $6.70. And in Baker--
which is the extreme or clese to it, but typical of outlying areas--
the cost of providing access and Tocal usage is S$112.

Pacific's study also shows that service connection--the
cost involved in connecting service for a new customer--displays the
same gap between cost anmd price. The cost of establishing new single-
Tine residence access is 8$94. The current charge is $23.
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Thus Pacific claims that its analysis shows that local
access, local usage and service connection fall short of covering
costs by over $2.5 billion in 1984, and that intralATA toll
contributes to the recovery of that shortfall by over $700 million.
Pacific contends that even though the applicants were 1iberal in
their potshots at Pacific's analysis; no hard evidence was introduced
t0 undermine the basic truth that toll rates do support local service
rates.

Staff witness Popenoe concluded that toll picks up over
$900 million annually in Tocal service costs, using & different
methodology than Pacific’'s. Popenoce treated the cosfmsupport to
local exchange service from intralATA toll as an appropriate economic
assignment of costs, and in fact concluded that local service pays
its own way and earns a return even higher than that-earned on toll
service, ,

Pacific argues that in the final analysis it matters 1ittle
whether the Commission concludes that Gueldner is correct, and that
local access, usage, and-serv?ce'connection do not pay their way, or
that staff is right that exchangé does pay its way aftér exchange
costs are assigﬁed to toll. Pacific claims that in either case the
preservation of toll revenue is imperative--the staff and Pacific are
agreed on that. Every dollar of toll revenue that disappears from
the support of local service is a dollar that must be recoverad
somewhere else; the only "somewhere else" is Tocal service itself.

According to staff, even without intraLATA‘cdmpetition,
basic monthly service rates are 1ncreasing.substantia71y.y'Most'of
the increases come from factors over which this Commission has little
or no control. These factors include faster depreciation resulting
from an increased rate of technological advance, local  operating
companies' loss of interLATA toll revenues by virtue of.thg MFJ, and
inflation., S$taff states that now another rate pressure has appeared
on the horizon - namely intralATA toll competition. Staff contends
that, unlike the case with other rate pressures, the Commission has
some power to control this one. :
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 Staff states that it vehemently rejects the notion that we
must first permit competitive entry=--with all its potential for harm
t0 ratepayers--in order to learn whether a subsidy exists. Staff
contends that the notion of experimenting with ratepayers and.the
prices which they must bear is astounding. Staff argues that there
are certainly adequate sources upon which the Commission can rely in

determining the existence of a contribution from toll to basie mohthly
service.

Staff raises two additional policy considerations which are
consequences of high rates. The first, based on broad social
rationale, is that every home should have the ability to access
emergency services such as police and fire départments. It 1s through
universally affordable telephone service that access to local police
and fire protection has traditionally been supplied.

Staff states that the other ratiomale for eacouraging

universal service is a more subtle one. This involves the universal
service externality. The universal service externality is centered on
the concept that the telephone network is more than just the sum of
its parts. Each new telephone subscriber brings benefits to the
entire network,'and each time a subscridber discontinues service,
entire network suffers., Every time a new sudscriber attaches to
network, the new telephone provides access €0 miTlions of other
telephones in businesses and residences. Staff claims that this
enhances the value of both the local network and the toll network.

According to staff, the existence of the universal service
externality is one of the important reasons why toll currently
contributes to the cost of the local exchange. Toll usage is
impossible without local subscribers. In the interactive, synergistic
network that we have today, it is fair that toll pay some of the local
service costs.
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As to the argument that competition has not proven
detrimental in Texas, Pacific contends that there has not been a
“decade of experience" with intrastate toll competition in Texas.
Pacific states that MCI entered Texas in 1974, before Texas began
requlating the Texas telecommunications industry on a statewide basis,
but it was not until the Tast few years that MCI began to make its
presence felt.

According to Pacific, the Texas intralATA picture is
totally different than that in California. Texas local caITingnareas
are enormous and intralATA toll is relatively 1ns1gn1f1cantQ The
support that Pacific's intralATA toll provides to local service
exceeds Texas' total intralATA toll revenues. Pacific states that in
California, on the other hand, local calling areas have deliberately
been reduced to preserve low basic exchange rates, and intralATA toll
has become even more important %o the preservation of basic service.

Further, Pacific states that Southwestern Bell's Texas
operation has recently experienced a dramatic fall-off in intrastate
toll message growth., Pacific admits that how much of that decline is
attributable to intrastate toll entry is impossible to know, bdut
claims that one thing is certain: Southwestern Bell toll messages
are not continuing to grow at a rapid rate.

Pacific states that staff witness Popenoe summarized the
value to this Commission of the experience with intrastate toll
competition in Texas correctly as follows:

“Q. In your opinion, should the experience with
intrastate toll entry in Texas, whatever that
experience may have been, be given weight by the

Commission in deciding issues about intralATA
entry in California?

“A. No.

“THE WITNESS: In my opinion, it [Texas] is not at
all comparable, because those 0CCs were at a much
smaller level nationwide at that time, and they
were concentrating on nationwide business.
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"Now they have got a substantial foot in the
interstate nationwide market, and they are in a
much different position than MCI was in '77.

"1 doa't think it is at all comparable to what
wouid happen here.’

Thus, according to Pacific, there is no clear picture of the impact
that intrastate toll competition has had in Texas or may have in the
future. More important, even if this Commission had a readable
blueprint of the past, present and future of Texas tol)l competition,
its significance in California would be nil.

It is also stated that one of the goals of this Commission
has been the establishment of toll rates that not only are above
cost, but that are uniform throughout the State. A 50-mile telephone
call costs the customer no more from San Francisco to San Jose than
from Healdsburg to Ukiah. Statewide toll rate uniformity would be
still another victim of intralATA entry.

In this light, it is contended that if applicants pursue jn
the intralATA market their accustomed.course of offering service over
selected - high-density routes at much lower rates than otherwise
available, local exchange companies will have to match those rates or
perish as tol) éompetitors. Slashing rates over the routes on which
applﬁcants choose to compete will spell an instant end to uniform
statewide tol1 rates. As staff witness Wyse stated:

“Commission rate design flexibility could be
giminished relatively quickly if the Commission
wishes to permit the operating companies to be
able to compete fairly and effectively...[t]his
implies that the Commission probably will be
odliged to raise basic monthly rates in order %o
lTowee toll rates to economic cost, and %o
deaverage the toll rate schedule.”

It is concluded from the above arguments that if the
Commission wanted to salvage whatever could be saved from the
wreckage that'would be caused by a multi-carrier intralATA toll
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market, toll rates over the noncompetitive routes must either be
maintained at the preexisting level, or increased in order to save
some of the former toll revenue support. The result would be that
those subscribers fortunate enough to place their 50-mile calls from
San Francisco to Sam Jose will enjoy much lower rates than those who
find it necessary to make their calls from Healdsburg to Ukfah.
Statewide toll uniformity--and the California citizens who have the
misfortune to reside in areas that are unattractive to the appiicants-
will thus be among the first casualties of the intralATA toll wars.

We are also warned that another consequence that will
necessarily attend intralATA toll entry is the duplication of
facilities that have been deployed by the telephone companies in
fulfiliment of their pudlic utility obligations. California
telephone utilities are obﬁigated‘to furnish service to all those
within their service territories who apply, and are obligéted to
maintain service at levels .that are mandated by the Commissfion. The
cost of meeting the public need is high--Pacific's capital budget in
1984 alone will exceed $2 billion. The cost of failing that
obligation is. also high; a penalty was recently imposed on General
Telephone of California on the ground that its facilities were
inadequate to furnish service at the level required by the Commission.

It is asserted that if intralATA entry is allowed and the
applicants are permitted to undercut intralATA tol]l rates Just as
they have undercut AT&T's interstate rates, intralATA toll trarfic
will be diverted from the telephone companies to the new companies
and the facilities that formerly carried that traffic will be idled.
similarly, if the entrants are allowed to circumvent the exchange
networks of the local telephone companies by furnishing both exchange
and toll service to large business customers, the outcome will be
still more idle facilities. According to this assertion, among the
countless unknowns that will face the Commission if‘intraLATA‘entry
is authorized is the rate at which utility plant will be stranded,
with its ultimate impact on the utiléties.
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| It is argued that utility plant that has been prudently
acquired, thereafter devoted to public service, and then made idle by
a change in regulatory policy, cannot be foisted off on the
shareholders. The utility‘'s obligation to serve carries with it the
right to an opportunity to earn 2a fair return on prudent investment
devoted to public service. The obliteration of that opportunity is 2
deprivation of constitutional dimension.

Stating the constitutional principle, however, is only one
element of the problem. The revenues that will allow local companies
to recover investment that may be stranded by competition can be
obtained only from the company's customers. The very intralATA entry
that produced idle facilities will make it difficult--perhaps
impossible-~to raise the revenue necessary %o permit recovery of the
capital invested in that plant. Under the theory of those parties
opposed to competition, local service rates and service connection:
charges will already have been increased substantially; intralATA
toll_rates will have to be reduced, not increased, if the -local
companies are to be able to stave off further erosion of essential
toll revenues. ) |

Parties opposed to competition also argue that it is no
answer that applicants' current share of the market §s small. If
they are permitted to furnish intralATA to11 service over Pacific's
most profitable routes, at rates that are a fraction of Pacific's, it
is claimed the most important segment of Pacific's intralATA-toll
business will quickly erode. Pacific states that the fact that it
can count om clinging to low-density rural toll routes 2affords no
solace. , '

Pacific argues that if MCI's and Sprint's~1983 revenuye
estimates are extrapolated into 1984, using the growth that these
applicants themselves have shown, the result would be startling even
to those who do not regard MCI and Sprint as a-potent.intrastate




0I1 83-06-01 et al. ALJ/md/mra ALT-CO&-VC

force. Pacific calculates that based on their own 1981-1983 rates of
growth, the 1984 California intrastate revenyes of MCI and Sprint
should approach $175,000,000; their intralATA revenues should
approach $65,000,000. Pacific states that none of this takes into
account that (1) the latter half of 1983 and 1984 should mark.a time
of economic recovery, (2) MCI and Sprint claim that they now
discourage the use of their service for intrastate calling, and (3)
MCI and Sprint have stated as a reason for immediate authority to
legitimize their intrastate service offerings that they intend to
launch promotions of intrastate service.

Pacific argues that the modest revenue estimates of MCI and
Sprint, which seem bemign on first glance, reveal on closer
examination that these carriers will soon present a grave threat to
the preservation of the California toll and exchange rate structure.
Pacific argues that this is particularly so in the intralATA market
where their own estimates show MCI and Sprint to be enjoying the
greatest rate of growth. Pacific states that its estimates of
reve;ue diversion were rough but, as it has turned out, close enough
to the mark even if, as seems unlikely, the Sprint. and MCI estimates
are themselves re11ab1e.

It is argued that Resellers--carriers that have no .
facilities of their own but subscribe to and resell Pacific's
services--present the same kind of threat to the Commission's
ratemaking fiexibility as do MCI, Sprint, WU, and the other facility=-
based carriers. Staff and Pacific were uniform 9in urging that resale
be forbidden and were uniform in the reasoning that led to their
conclusion.

Wide Area Telephone Service (WATS) was designed to enabdle
customers with a Jlarge volume of toll traffic to obtain a favorable
rate that reflects the timing and volume of their incoming or
outgoing calling. The WATS offering was deliberately designed to
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discourage its use by lTow-volume toll users, and the estimates of .
revenue stream that have been used by the Commission in determining
Pacific's rates and revenue requirement have assumed that only those
tol1 users with large traffic volumes would qualify for WATS.

It is contended that the WATS Resellers have evaded the
objectives of that offering by aggregating small toll users into
volumes adequate to0 support WATS lines. The consequence is that the
t011 revenue streams on which the Commission and the local exchange
companies have relied in determining revenue requirements and rates
are disappearing.

WATS resale is allegedly destructive of the message toll
rate structure and the purposes for which that structure was
designed. If resale 1s permitted, the asserted toll revenue loss can
only be offset by higher message tol11 rates--which will encourage
still more resale or reduce usage--or by increasing-WATS-rates--which
will provide further incentive to bypass on the part of the customers
for whom the WATS service was intended.. Pacific concludes that the
resale of WATS service-as an alternative to intralATA message tQIT
service should be forbidden.

Accor&ing to Pacific, the cable television issue has not
assumed major proportions in this case because, unlike the message
toll applicants who are already providing intrastate toll service and
who present an immediate and important threat to the preservation of
affordable local exchange service, two-way cable service is
embryonic. The concern, however, is that as two-way capability
develops, and as experience is gained in offerings such as those
already initiated by Cox Cable in Omaha and San Diego, the danger
that Pacific's network will be bypassed in its. entirety--which is
already very real--will begin to threaten the viability of the
telephone system itself. ‘
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Pacific claims that two-way cable carries with it the
prospect of a duplicate telephone network not dissimilar from the
duplicate networks that provided much of the original impetus for
regulation of the telecommunications industry. Pacific argues that
if cable bypass becomes important it will have its immediate impact
in the loss to Pacific of urban customers and those who generate
large volumes of voice and data traffic. Pacific warns that its
indirect impact should be of at least as much concern. Pacific
states that as the most attractive and profitable parts of Pacific's
business are drawn away through bypass of the telephone network, the
burden of sustaining the network will fall on those who remain.
According to Pacific, those who remain will be those who can Teast
afford to carry that burden. ,

Pacific advocates that a ban on intralATA competition be
enforced by requiring the applicants to block intralATA calls. It
claims that the technology exists to screen intralATA calls
effectively, and offered specific proposals for blocking devised by
its witness Ireland.

Cities state that they disagree with Pacific and the staff
on the b10cking'issue. They suggest that the Commission should wait
and see what happens in 1984-85 in order %o see if blocking is
necessary or desirable. They observe that the equivalent of blocking
might be accomplished by rate structures, advertising and
agreements., When an 0CC or reseller is granted a certificate of
public convenience and necessity, the Commission could require that
its rates for most intralATA distances be the same . or higher than
Pacific's rates for the same distances. In addition, the 0CC or
reseller could be required to advertise that its intralATA rates are
the same or hzgher than those of Pacific.

The Cities state that another possible solution to the
blocking problem, if the Commission bans intralATA competftioﬁ, is %o
require the IECs to account for and turn over to the Commission any
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revenues collected for services that had not been authorized by the
Commission. These revenues could be used to support universal
service. Cities state that in the event the Commission decides
blocking is necessary it should not require blocking until provision
of equal access.

Those opposed to competition also warn that if competitive
entry is allowed, there is no turning back. Investments will be
made, subsidies will be lost, and ratemaking for the good of 2all will
be extremely difficult. The policy decisions emanating from this 0I1
will affect not only today's ratepayers, but will have great
significance for future generations of ratepayers.

it is submitted that 2 pro-competition decision at this
time carries with it far greater risks to the public interest than
any perceivable benefits to be derived. Uncertainty in the industry
at this time is high with'the breakup of the Bell System, the
implementation of access charges, the restriction of Pacific and.
General to services related to intralATA markets, the impact of
interLATA competition, the growing loss of revenues due to customers
utilizing dypass of the network, and the potential threat to the
viability of universal service. More time and a great deal more
information is required to analyze and properly plan for the best
methods of serving telecommunications markets in the years ahead.

" The Small Independents particularly warn that there will be
substantial disruption to the telecommunications system and to the
economics of 1ts participants as a result of divestiture and
commencement of the access charge system. These revolutionary events
will affect interstate and interlATA toll traffic, which has been
decreed to be the bailiwick of the “lTong lines" carrier. They warn
that no one is possessed of a crystal ball of sufficient cTarit& to
predict with certainty the outcome of this grand experiment. The
Smaller Independents believe that a close examination of the overall
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effects of competition on the telephone network following divestiture
and access charges may well produce the conclusion that the’
distinction between "Tong lines* and Tocal toll traffic should be
drawn at the LATA boundaries. On the othef hand, experience
following divestiture and access charges could demonstrate
otherwise. Certainly, it will be much easier to open up the LATA to
toll competition at a future date than it will be to cut off
competition if it is allowed now and proves to constitute a disaster.

In response to the question raised by the Commission 4n
this proceeding of whether continuation of the system of exclusive
franchise service in any part of the telecommunications system 4s
Justified, the Small Independents presented the testimony of Harry
H. Baker, Jr., president of Sierra Telephone Company and Mariposa -
Telephone Company. Mr. Baker's testimony demonstrated some critical
economic factors presented by the issue of potential competition
within the local exchange area of a small rural independent company.

Mr. Baker's conclusion was that any uncertainty as to the
continued exclusive and monopoly nature of the right of the Small
Independent telephone company to be the sole provider of telephone
service within its service territory would ﬁroducé such economic
uncertainty as to threaten the viability of the local exchange
company and its ability to mafntain adequate telephone service in its
Tocal service area. ,

Baker noted that the provision of telephone service {in any
area is a capital-intensive business, but that this was particularly
true in the service areas of ‘rural telephone companies. The extent
of plant investment has been determined by the respective needs and
populations of the rural communities served by the Small
Independents. This plant investment has also been determined by the
requirement that the respective telephone systems 1nterconne;t with
the balance of the statewide and nationwide telephone system and that
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they conform to technical standards which are consistent with the
state of the art of those other components of the nationwide
telecommunfcations system. There is in addition, of course, another
overriding factor which has entered into every decision to construct,
extend, or modernize the Small Independents' telephone plant, and
that is the economi¢ analysis that the investment can and will yie1d

2 rate of return commensurate with the extent of 1nvestment and the
degree of economic risk.

According to the Small Independents, the entry of a
competitor in the provision of telephone service in the franchised
service territory of a rural telephone company would increase
substantially the economic risk without reducing the franchised
company’s capital requirements. If the new competitor succeeded in
attracting customers from the existing company, it would have 2
negligidble effect upon the total plant investment of the existing

company, but it would have a direct and proportional effect upon the
plant investment per main station within the service territory, which
would increase the degree of investment risk. The revenue
requirement of the existing company associated with maintaining the
plant investment would, in total, continue to be the same, while the
number of customers among whom that revenue requirment would be
spread would be reduced. The cost of a mile of telephone plant that
serves thirty subscribers is, essentially, the same if you remove ten
or fifteen of those subscribers from the line.

In his testimony, Baker referred to a3 recent analysis by
the Rural Electrification Administration as to the “stand alone"
revenue requirement of small independent telephone companies
nationwide. The California companies included within this survey
would have a "stand alone" local telephone rate ranging from $38 to
$80 per month per subscriber, after receipt of all funds to which
they are entitled from the "high-cost fund" provided for by the
Federal Communications Commission, and after full phase-in of the
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FCC's access charge plan (assuming "mirror image” access charge rates
for the intrastate jurisdiction). Baker clafims this is the economic
reality of separation of the telephone system into its component
parts. o

The Small Independents state that they are in 2 particularly
precarious position as these issues go forward, because they derive a
larger proportionate share of their revenue from tol]l revenue sources
than does the larger carrier, and the developments of divestiture,
access charges and competition all directly affect the extent and the
distribution of these toll revenues which constitute the 1ifeblood of
the Small Independents. ,

As matters presently stand, the Small Independents have
reached an agreement with Pacific to provide for continuation of a
variation of the present system of toll cost and revenue'pooiing;
which should allow the Small Independents to maintain: 1ocal service
rates comparable to the local service rates of Pacific in {its rural
exchanges. They state that the decisions reached by the Commission on
the.;ubject of compe:ition,.however; will necessarily impact the
availability of toll revenue.sources to fund these pooling agreements.

Staff'suggests that, should the Commission decide to
prohibit intralATA competition, the Commission needs to specifically
set forth what telecommunication services it intends to ban from
competition. The Commission must make careful dﬁstinctiOQS'between
the effects competition will have on different categories of
telecommunications services, and thus, the effects on different groups
of consumers.

Staff has described and placed current intralATA services
in three categories:

1. IntralATA switched services for which staff
recommends a prohibition on competitive
entry. ‘

2. ATl private line services, which staff
recommends be opened to intralATA
competition..
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3. Services not dealt with in this proceedings=--
primarily Radiotelephone Services which fall
partly under FCC Jjurisdiction.

Staff states that it made 2 distinction between services
necessary for local operating companies to preserve universal service
and those which would not threaten unfversal service. Since it was
not possible to make a distinction between voice and data-
transmittal, the distinction was made between switched and
nonswitched service.

Staff recommends that competition be allowed in the

provision of all intralATA private line services. Staff set forth
the following reasons:

1. The revenues derived from private Tine form a
miniscule portion (less than 2%) of Pacific's
total local service revenues. Pacific's toll
private line revenues would only amount to an
estimated 2.3% of post divestiture revenues,
or less if access charges are figured in.

Private line competition does not threaten
the universal network.

The value to be accrued from connection to
the universal network raises the probabiTity
that private line users may desire connection
and may be charged an access charge.

A Clear distinction can be made between
switched and nonswitched services, allowing
different regulatory treatment.

Staff wishes to encourage the potential for
technological advancement in private line,
especially in high-speed data transmission,
an area of current interest.

It is practically impossible to enforce a
restriction due to the rusty switch
principle. This is the situation where a
local private Tine terminates on some switch
which could be used to connect the local line
0 an interstate line. Also carriers have
managed to get FCC preemption over such lines
even though the line may never handle any
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interstate traffic. The FCC estimates that
-3t least one-third of the private lines now
rem2ining under state jurisdiction will be
preempted as of January 1, 1984. There will
be very little for the Commission to
regulate.

Competition may solve the problem of
considerable customer dissatisfaction with
the quality of service currently being
furnished by private lines.

8. Competition in the private line market will
allow Pacific to get out of those private
line sections that are not compensatory.

Staff's recommendation to allow competition in the
intralATA private line market is primarily intended to encourage
competitive data transmission facilities. As previously mentioned,
it is not possible to allow data transmission and disallow. voice
transmission in this context. It would be impossible to determine
what type of transmission was occurring at any moment. ,Staff states
that it does not appear to be necessary to be able to distinguish
data“and voice if private line competition is allowed. -

Pacific notes that the staff not only would perm?t entry
with respect to private lines that are independent of the message
telephone network, but also would allow entry into the market for
private line services that interconnect with that network. Pacific
claims that the result would be private line bypass of the switched
network.

Pacific states that one example makes the point 2gainst the
staff proposal. If entry were 2llowed into the {nterconnected
private line market, Pacific suggests that businesses with
substantial toll traffic between San Francisco and San Jose would
promptly shift from the message telephone network to San Francisco-
San Jose private line services that interconnect with the telephone
network at each end. According to Pacific, the result would be no
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different than if applicants were allowed to offer cut-rate intralATA
toll service between San Francisco and San Jose. Pacifie argues that

its intralATA
to retain the
levels, would

toll revenues, which are essential if the Commission is
flexibility to keep local service rates at affordable
be drawn off into the hands of alternative carrfers--in

this instance suppliers of private line service-~who have no interest
in contributing to the support of local service.

Finally, TURN states that its policy position is two-fold:

1.

2.

For
position into
) 1.

A "protective wall® should be placed around
basic, voice-grade local exchange customers.
These customers should in no way pay more
than their share of the costs of the
integrated telephone system, and should be
the primary beneficiaries of any extra
revenues (e.g. from directory services).

When not inconsistent with No. 1 above,
competition should be encouraged.

the present purposes, TURN translates this abstract
the  following policy recommendations:

The Commission should not allow intralATA competition
for basic voice grade services at this time. A
continued "local” monopoly will allow rates for *local®
services to continue to maximize the universality of
telephone service, by preserving low access costs.

The Commission should consider applications
by would-be competitors for intralATA private
line voice, data, and signalling services.
These services appear 20 be the most
susceptible to competitive pressures, and
their customers best able to take advantage
of the benefits of competition.
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VIi. Discussion

As is evident from the extent and tone of the parties’
contentions, this was a vigorously contested proceeding. The parties
obviously took seriously %the issues specified in the 0II and
responded impressively. When combined with the extensive material
developed in the access charge proceeding, A.83-06-65, et al., the
result is a well-developed record. There are, however, several
crucial questions yet to be answered, and only time will provide
those answers,

An impression that emerges clearly is of an industry in
transition--structuraily and technologically. At the outset we.
intended that in this proceeding we would define the post-transition
requlatory ¢limate that would prevail for years to come. 'Howewef, we
now realize that ﬁany of the eventual impacts of divestiture are
still unknown. We must approach this crucial transition period
carefully, so that actions taken now in the: face. of substantial
uncertainty will provide a solid foundation as the effects of
divestiture unfold.

There is no question that competition is the cornerstone of
our economic system. As the federal court observed in its decision
approving the MFJ:

"...The need to safeguard free competition is a
direct result of the fundamental premise of our
economic system that ‘'unrestrained interaction of
competitive forces will yield the best allocation
of our economi¢c resources, the lowest prices, the
highest quality, and the greatest material
progress, while at the same time providing an
environment conducive to the preservation of our
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democratic political and social institutions.
Northern Pacific Railway Co. v, United States, 356
U.s. 1, 4..."7"" United States v. Al&L,

Supp. 131, 150-151 (D.D.C., 1982)~

In the decision approving the MFJ, the Court also
obsexrved: '

"There is a dispute, reflected at the trial as well as
other forums, over the question whether local telephome
services have actually been subsidized by intercity '
service as AT&T has consistently claimed. ... The
government contended that,. to the contrary, local
telephone revenues have subsidized AT&T's intercity
rates ... and since the trial was aborted by
settlement, no final decision was reached in the issue.”
(United Stztes v. AT&T, supra at 169 n. 160).

1t was further stated by the Court im approving the MFJ

"The divestiture of the Operating Companies will
not necessarily have an adverse effect upon the
cost of local telephome service. The decree

. would leave state and federal regulators with a
mechanism -~ access charges ~-- by which to
require a subsidy from intercity service to local
service. By means of these access charges, the
regulators would be free to maintain local rates
at current levels or they could so set the
charges as to increase or decrease local
exchange.” (U.S. v. AT&T, supra at 164).

Consequently the Court reacted "with considerable surprise and some
dismay' when the FCC opted "to saddle the local subscribers with the
access costs of interexchange carriers."

While we concur in the Court's assessment of the importance
of competition, we believe that competition in the telecommunications
arena must be implemented vexy carefully. Staff suggests that the
continued availability of telephone sexvice at affordable rates
should be of overriding concernm to regulators. We also share the
Court's views regarding the burdening of local exchange costs as'a_
result of the restructuring decision itself. . ' o

- . -
--

' .
t N




A. The Uncertain Future and the Universzl Service Principle

This proceeding was originally intended to resolve the
question of "the extent to which competition should be permitted in
the intralATA roll marker. Our resolution of this question was to
have been dependent wpon evidence as to the extent and direction of
the effects competitive entry might have on universal telephome
sexvice. However, all that can be said with any degree of certitude
is that the telecommunications industry is going through an
unprecedented transition marked by techmological and corporate
upheaval. We have determined that this transition period demands
caution. If we err, we should err on the side of universal service.
Caution, as a tramsition strategy, serves and bears that bias.

In this ordexr, we will thexefore adopt a prohibition on
competitive entry into the intralATA toll market. In our opinien,
competition in this market xequires findings of fact which we camnot

.make upon the record before us. Rather, the record is reple;e with
uncertainties which prevent us from concluding that competitive entry
will not jeopardize our goal of universal telephone service. TWe
discuss those uncerrtainties presently.

01l 83-06~01 et al. c¢g ATL-COM-DV
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1. The Upward Pressures on Basic Exchange Rates
Inflation and other predictable phenomena have 2lways
placed upward pressures on local exchange rates 7or basic telephone
service. Recently, severa) new factors have appeared which increase

the difficulty of holding local exchange rates to an affordable
Tevel. |

The divestiture of the Bell System will have significant
effects on rates and revenues. The net effect is not predictable at
this time. We today issue our first Pacific general rate case
decision which incorporates the specific effects of diyestiture on
revenue requirements. Experience is necessary before We can
determine whether we have correctly or fully anticipated those
effects. .

We have previously authorized competitive entry into the
intrastate interLATA to011 market and the FCC has done so at the
interstate level, As we have heard throughout this proceeding,
competitors in those markets incidentally carry intralATA traffic,
diminishing toll revenues to the local exchange company.. We cannot
estimate with any accuracy the magnitude of this revenue- diversion.

The Tevel and form of intarstate access charges are still
being debated. Based on the current separations procedure and cost
allocation methodologies, about a quarter of the nontraffic-sensitive
(NTS) subscrivber plant costs in California are currently recovered
through interstate toll revenues. While we continue to seek state
flexibility in designing rates and access charges to recover this
revenue requirement, we do not know yet to what extent recovery
through end-user charges of NTS costs now allocated to interstate
traffic may be mandated by the FCC. 1If added %o the basic exchange-
rate, interstate access charges would increase the threat to |
universal telephone service in California.

[
¢
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We established intrastate interLATA access charges in
D.83-12-024 which recover the portiomn of NTS subscriber plant costs
allocated to the intrastate interLATA market through common carrier
line charges. Our concerns about maintaining affordable exchange
rates contributed to this decision. However, our lingering concerns abdout
pypass and controversy over the proper allocation of NTS costs on the
basis of cost causatiom may result in the modification of that decision.
Further, while we reserve judgment, there are strong arguments in
favor of making interstate and intrastate interLATA access chaxges
consistent, if not equal, for simplicity's sake and to aveoid rate
arbitrage. Along with other issues, the desirability of parity
between intrastate and interstate access charges, and proposals for
future reallocation of costs, including WIS costs, between Intrastate
access services and intralATA sexrvices have been set for further
hearings in the access charges proceeding. The disposition of these
issues may well affect the basic exchange rate.

. Other factors contributing to inexorable increases in local
rates include FCC actions to require faster depreciation of capital
equipment, the direct expensing of the costs of commections,
installations, and moves, and an amortization of the accumulated,
capitalized past charges of this kind; federal tax law changes; and,
particularly for some rural companies, increased interest costs.

The parties have vigorously debated whether local exchange
rates will remain affordable assuming competitive entry at the
intralATA toll level. The above factors do not paint an optimistic
plcture of this Commission's ability to maintain those rates at a
level which will avoid the jeopaxdizing of umiversal service,
Allowance of intralATA toll competition could add yet another
potentially adverse factor, the reduction or loss of intralATA toll

contributions to NIS costs. An already bleak situation could then‘
turn desperate.
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2. Marginal Cost Pricing and Its Economic Efficiencies
As we have heard from many experts in both this and the

access charges proceeding, theory holds that prices tend to be driven
to marginal costs in a compétitive market, and the pricing of goods
and services at their marginal costs results in the most efficient
use of those goods and services and of the nation's resources. .
Particularly for eleetric utilities, we have long sought to apply
these principles, and have devoted considerable efforts to calculating
and implementing prices based on margimal costs, both for electr&city
sales and for utility purchases from nonutility power producers.‘
However, there are at least two significant barriers to 1mp1emen;1ng
a marginal cost~based pricing system for telecommunications services at
this time. First, little effort has been spent even formulatingwthe
principles that ought to apply, let alene calculating the margin@l
costs of various compoments of telephone service. Second, the |

‘un:.versal service externality represents a greater public :'mte:est than

the economic efficiencies which are allegedly inherent in marginal cost
pricing.

While the accuracy of the various embedded cost studies was
hotly debated in this proceeding, no testimony was devoted torthg
development of marginal costs. At this time, we simply do noz;h#ve
the tools or studies available to us to allow marginal cost pricﬁng
with any degree of accuracy. The behavior of the OCCs in the intrastate
interlATA toll market will provide valuable evidence in |
this regard. We would expect that the 0CCs will devote
their resources to the most profitable routes and configure
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their systems to accommodate the most lucrative toll traffic pattems.
The local exchange companies have always been required to extend L
sexvice to unprofitable routes and to accommodate all anticipated
traffic patterns. Thus, they have not pursued the resource allocations
which marginal cost pricing would dictate but have incurred ‘
substantial NTS costs made artificially economic by our system of
rate regulation of public utility monopolies. It is simply unrealistic
to expect the local exchange public utilities to effectively compete
with their modern brethren having been born and bred under vastly
differing environments.
Furthermore, the substantial economic and social benefits
to society of a fully integrated and universal teleeommunxcat;ons system
should restrain us from adopting a pricing system based completeiy on
competitive theory. Our regulatory posture in this regard is di#ectly
related to what economists refer to as the elasticities of demand
when competitive options are made available. Given the pace of %
.technolog:’.cal advancenent in this industry, the introduction of ‘
competition tends to give large users of telecommunication services,
whose demand is highly elastic (or price;sensitive), greater marl'::et
power to fend off the common costs (fixed coste'such as NTS costs)
of an integrated telecommumications system tham smaller users (such
as POTS users), whose demand tends to less elastic, except perhaps
at poverty levels of income,. This is what bypass concerns axe all
about -~ the ability of large users to view their cost options apart
from societal benefits and costs and to opt out of all or paxt oI the
network, leaving more of the network's £ixed costs to be borne by others 'wno axe
uﬁtnmm:the.dnlichx:whqunm:less<qunxumuv'uacpt<xmr nng'aftme Lmnxm'indhxh
soall and moderate businesses. In this context, preventing comron costs
from falling too heavily on small users has become a major issue ixn
our efforts to maintain the essential character of our telephone ystem
Where the shifting of common costs umder competitive pricxng concepts
has threatered to push some small users out of the system, the
Legislature has responded withithe passage of the Moore Lifeline Tax
qin. as referenced below. Short of pushing users out of the system,
owever, a substantial shifting of common costs in itself can raise
serious equity issues, especially when the allocation of common costs,
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Quch as NIS, has been a major factor in the development of universal .
service. From a public policy point of view, therefore, universal '
service is more than just an economic extermality. It is a critical
element of our integrated telephone system as part of the "infra-
structure” glue that holds our society together. We cannot allow
competitive pricing theory to push regulatory policy to the brink
of destroying or even undermining the commumity function of a
telephone service acknowledged to be the best in the world.

To date the implementation of InterxlATA competition has
focused these issues on the amount of common exchange costs,
principally NTS, to be allocated to ipterexchange caxriers through
access charges. While the level of sustainable access charges will
loom laxge in Phase II of the pending access proceeding, it is clear
that our efforts to find an equitable method of allocating common
costs in the face of intexexchange competition is already causing
major problems in designing rates and meeting the revenue requirements

£ Pacific and other exchange carriers. Long-run concerms about

ggravating the eonomic bypass options of larger users and the possible
involvement of carriexrs in such bypass options are constraining
influences in our efforts to moderate the impact of divestiture on
rates for exchange sexrvices in ouxr decision in Pacific’s ‘
A.82-11~07 to be issued concirrently with this oxder, These issues,
in turm, are compounded by the serious limitations of curfent cost
studies that provide the underpinning for moving toward greater reliance
on competitive pricing concepts. Under these circumstances, it would
appear that the extension of competition to IntralATA traffic would
be undesirable at the present time even if there were sound
economic reasons for doing so.

3. Embedded Costs and Theilr Relevance to TntralATA Competition

Both Pacific and staff performed embedded cost studies
which conclude that intxralATA toll revenues now provide substantial
support of local exchange costs, though they take differing viewpoints
regarding whether this support comstitutes a "subsidy" of local rates.
On the other hand, Sprint, MCI, and WU presented witnesses who asserted

.ither that no toll-to-local subsidy exists or at least that existing
data {s insufficient to determine whether a contribution from toll to
local sexvice exists.

=564~
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We do not believe that embedded cost studies can be
dispositive of the issues for which they have been presented to us,
namely whether the various services are priced properly and whether
revenue from 011 services is used to subsidize exchange rates.
However, the sfudies do shed light on these issues, and. we wish to
comment on them briefly in hopes of preventing a repeat of the
Tengthy record developed here in some future Commission proceeding.

The basic difference among the Pacific (Gueldner), staff
(Popenoce), and WU (Wilson) embedded cost studies lies in their
treatment of NTS costs. Pacific assignes all NTS costs to the local
exchange; staff allocates 2 portion of NTS costs to the provision of
toll services in accordance with current separations and settlements
procedures; and WU allocates them based on the FCC-Joint Board
recommended Gross Allocator method.

We reject the notion that any of these three methods of
assigning NTS costs represents an accurate determination of cost
causation. Pacific's assignment of all NTS costs to the local
exchange is based on its.argument that.the NTS investment must be in
place for local use to occur. A similar, and equally valid (or
invalid) argument could be made for assigning almost all NTS costs to
toll services since the NTS dinvestment is equally necessary for toll
calls, which almost everyone makes at one time or another. The
distinction between toll and local usage is a regulatory
convenience. The only accurate theory of cost causation is that
telephone service causes NTS investment. The statement that toll
revenues “subsidize” local exchange rates is nonsensical. We hope
that the issue of cost causation im this context can now be laid to
rest.

This is not to say that cost allocation cannot be a useful
requlatory tool. We have allocated NTS costs among local exchange,
interstate toll, and (now interLATA and intralATA) intrastate %011
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services for many years for purposes of cost recovery. However, the
allocation factors have been chosen by the federal and state
regulatory agencies Targely to achfeve the des?red'distr1but1bn of '
costs, and certainly not bdased on any theory of cost causation.

The partfes offermany valid criticisms of portions of
Pacific’s cost study. Pacific reports directory revenues of $483
million, and operating expenses and depreciation of $189 million, but
3 combined return and tax component of only $8 million. We have.
never before encountered the notion that $300 million in net income
“Ycauses® less than $8 million in fncome taxes. Conversely, Pacific
reports that the operating expenses and depreciation allocated to the
access line {(the loca) Toop and associated plant) exceed revenues,

but that the access line “causes” hundreds of millions of dollars of
income taxes.
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Pacific reports that directory assistance services generate
revenyes of $9 million while causing direct costs of $239 mitlfon.
.-lowever, Pacific did not allocate to directory assistance any
revéhues generated from toll calls placed over its network after the
number is obtained from directory assistance, even though its witness
admitted that “perhaps™ svenh ¢alls occur,
Similarly, Pacific includes in the “access Tine" category

the costs of all Yellow Page business listings, but no revenues from

Yellow Page advertising, and includes the capital costs of all pay
phones but no toll revenues generated through use of pay phones.

Pacific admits that some of the criticisms zimed at its
cost study may be xalids but contends that al) the identified
shortcomings taken together are far too minor to undermine its basic
conclusions.

While the details of the parties’' cost studies can be
dedated 2d infinitum, we conclude (without finding that a subsidy
is iﬁgbived) that the evidence in this proceeding overwhelmingly
supports Pacific’s and staff’'s common
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conclusion that intralATA toll sexrvices mow provide a substantial
support of the NIS subscriber plant costs of the local exchange. We
believe that the underlying questions of how much of the revenue
requirement for the NIS subscriber plant costs (the fixed costs of
the local exchange) should be collected from intralATA toll users and
how much from users of basic exchange services are even more
important for purposes of intralATA competition than our interLATA
decision. 3
Many parties have argued ghat economic forces dictate
against an indefinite continuation of the current level of NTIS costs
included in toll rates. Further, the size and source of any
support of NIS c¢costs needed to ensure universal sexrvice also
engendered much controversy. In allocating the excess of the exbedded costs of
the local exchange over the marginal costs of providing telecormmications sexvices, we
find ourselves in search of a solution that balances the benefits of
wniversal service against the desirability of pricing toll and other
.exchange services closer to their marginal costs in oxder to increase
economic efficiency of their usage. We must considexr intxa-LATA
competition in this light. At the present time, not only are our
cost studies inadequate, but the issues concerning the allocation
of NIS are still to be resolved in pending proceedings.
4. Rate Design v. Governmental Support
As the parties to this case acknowledge, it has been this
Commission's policy to develop rate design schemes reasomably calculated
to foster universal service. We have been largely successful. However,
issues have been raised as to whether our rate design policy has been
misdirected or could be effectively replaced by altermative supports.. _
Several parties argued that any support of NIS subscriber plant
costs besides that obtained from local exchange rates should be
narrowly focused to provide the minimur support necessary to maintain
universal'se;vice,.and that the resulting additional revenue
requirement'should be allocated on the basis of respective
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elasticities. Under this approach, only those residential customers
most likely to be forced to abandon telephone service in favor of
even more pressing necessities of 1ife would receive local telephone
service at ‘2 rate below the total costs, including all NTS costs, of
providing service. The revenue requiremené needed for this support
would then come primarily from the local exchange rates of businesses
and other residential customers since exchange service exhibits a
much lower elasticity than does toll service. Business and
nontargeted residential customers would also receive hefty rate
increa2ses to recognize the NTS costs of their own services.

In D.83-12-024, the access charges decision, these issues
were discussed at length. We concluded that,

“We cannot fault the abstract principle of
assigning costs to the cost-causer, nor the-
proposition that efficient pricing will be based
on marginal cost and demand elasticity
considerations. Where we part company with
Pacific and Dr. Kahn is in applying these
principles to the assignment of NTS costs to
particular telecommunications services.”

(p.33)

Two efforts are underway which would target low income or
otherwise needy Tamilies, and exchange companies in high ¢ost areas.
In California, Assembly Bill 1348 (A8 1348) and our 0.84-04-053
implementing it seek to provide affordable basic te1ephonejservﬁce to
those residential customers least able to absord rate increases., The
FCC's proposed "high cost fund” would lessen somewhat the pressure on
1ocal rates due to use of its proposed Gross Allocator Method, for
those exchange companies with NTS subscriber’'plant costs
significantly above the national average.

goth of these efforts are in their infancy. The FCC is
still receiving comments on its high cost fund proposal. We do not
know precisely in what form it will be implemented. Ac¢cording to
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staff, AB 1348 is a step in the right direction toward maintaining
universal service in the face of rising local rates but does not |
address the problem completely. |

Staff notes that AB 1348 could contribute, at current
rates, approximately $68 million if the full 4% tax rate were applied
to interLATA revenues solely and another $85 million if it were
applied to intralATA t0l1 revenues. AsS an example, $95 million a
year would be needed to provide a $60 annual subsidy to each Tamily
whose fncome is less than $10,000. This $5 per month subsidy would
defray a large portion of most current basie exchange rates, but
would not go very far §f sybstantially greater portions of NTS costs

were recovered through dramatic increases in the local rates, as
advocated by several parties.

L d

A targeted subsidy, 1f coupled with very Targe increases in
basic exchange rates, could result in 2 sftuation where only the
rich and the very poor could afford telephone service.

Under these-circumstances, we can hardly be confi{dent that
viable alternatives exist to replace the rate design policies we have
vigorously pursued for several decades or that such alternatives will
ensure universal telephone service. Once again, we find substantial
uncertainties and will affirm our faith: in the wisdom of California
rate design principles. |

5. The Benefits and Consequences of Competition

The proponents of intralLATA competition base their case Targely
on the theoretical benefits of competition: a firm exhibits
increased efficiency in a competitive marketplace, competition
encourages increased choices of service and price/Qua11ty-optjons and
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also more technological innovations, and the need for and complexity
of regulation are'reduced. They argue further that intralATA '
competition would enhance, not hinder, universal service because the
efficiency gains aand technological innovations would result in Tower
service €0sts, and because intralATA access charges would Dbe .
generated.

As we have stated earlier, we wholeheartedly agree that
competition ¢an engender many of the benefits alleged by its:
proponents. However, we do not believe that the proponents have
adequately addressed the'preservation of universal service.

We do not know what the marketing patterns of 0CCs and
resellers would be in the intralATA market. There is a substantial
Tikelihood that some loss of toll contribution to NTS costs and some
rate deaveraging would occur due to competition., Applicants ¢laim
that these effects may not .occur at all and, to the extent that they
do, they will occur gradually.

Staff argues that a gradda1 deterioration of our rate
stchfure is not necessarily any more palatable than quick
disruption; that the benefits of gradual change are very small if the
result is still a tripling of rates three, four, or five years from
now; and further that the applicants may well penetrate the intralATA
market, if they are 2allowed to compete freely, much more rapidly than
they would have us believe. :

Upon. examination, all the claims and countercliaims
regarding the extent and rate of entry by the applicants into the
intralATA market appear to be merely informed (and often self-
serving) speculation. Since many of the market conditions:that would
accompany the allowance of intralATA competition, e.g., access.
charges, are not now known, we conclude that the extensive data
presented by the various parties to support their positions in this
respect are of little value.
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6. Conclusions

In reviewing the contentions of the various parties, we.
reach the I{idevitable conclusion that no one can accurately predict
the configuration of the future telecommunications market. Local
exchange rates may be driven up by the forxrces beyond our control
without adding the threat of losing intralATA toll revenue support.
On the other side, we do not yet know the extent to which targeted
subsidies such as the new lifelime rate in Califormia or . the
nationwide "high cost fund” will succeed in reducing the cost burden
of telephone service to those persons or areas of the country most
vulnerable to rising rates. To be frank, even if we we?e so inclined, “
we doubt that political considerations would allow the large basic
rate increases propounded by Dr. Kahn and other economists. The FCC
has certainly encountered substantial political resistance in Congress
to the limited end user charges it is attempting to implement.

The forces of competition have been umleashed in the

'interstate and intrastate interLATA markets. In those arenas, perhaps

the largest ever experiment of free-market competition is already
well underway. As competition develops further in those markets, much

will be learmed as to the wisdonm and effects of telecommunications
competition.

In the face of such uncertainty, we must refrain for now
from surrendexring the reservoir of support for NIS costs that is being
realized from within LATAs. As we have noted, economic theory holds
that revenue requirements in excess of marginal costs should be
recovered from the least elastic services (absent a gemeral tax, which
appears highly unlikely at this point). This means that basic exchange
rates will be viewed more and more as the revenue source of last
resort. We must also keep in mind, as our staff points out, that a
decision to allow intralATA competition is not a short-term decision.
Once such a decision is made énd‘interexchange companies establish
a presence, however small, in the intxralATA market our decision would

.be irreversible for all practical purposes. |
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. Waile on a theoretxcal level we agree that intralAlA
competition may have comsiderable merit, the risks and market "" .'v//
uncertazntles are too large to allow us to authorize it at this
time. Unless and until we axe convinced that a feasible alternmative
nas been developed which will protect universal service in tne mammer
of the toll-to-exchange contribution engendexed by the intralAla
monopoly we leave in place, we must pronibit intralArLA competition.

We fully embrace staff witness Wyse's recommendation:

The time is not ripe for intralATA competition.
While intralATA competition could benefit
consumers through technological advancement,
diversity of choice and more efficient management
of resources, these long term benefits are
outweighed by the risk of so thoroughly
disrupting the historic rate structure that
universal service becomes jeopardized in the near
term. The Commission should wait until it has
more experience in a post-divestiture world
before making an aff1rmat1ve decision to permit
competitive entry."

We take small comfort from the arguments of the 0CCs that
they are unlikely to achieve more than a negligible share of the
market or that, if they do, it will be a Targer market with “"plenty
for everyone.” The record certainly leaves the penetration rate and
market growth issues open to speculation. Nor do we find the Texas
experience to be at all compelling. As staff points 0ut; the
structure of rate design in Texas is hardly comparable to our own.
More importantly, competition was introduced under a pre-divestiture
scenario quite different from the facts now a2t hand. The 0CCs there
"competed” with the Bell System ; AT3T did not compete with the local .
exchange carrier as it could in our case. Customer awareness as to
the availability of choices is at an all-time high due to
divestiture. We simply cannot rely on the evidence garnered from 2
vastly different place and time to draw conclusfons as to the future
California market.
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In recognition of the economic considerations we have
discussed, we have already begun steps to improve the efficiency of
the pricing structure for telecommunications sexrvices. We have
authorized competition in the interlATA market. We will examine
various proposals to determine the portion of NIS costs to be
recovered through intrastate access charges in phase two of our access
charges proceeding, as well as proposals for tapered or declining
block toll rates as a further means of capping the imposition of
NTS costs on large users of toll services. And in our decision in
Pacific's general rate case which we issue today, we oxrder Pacific
and staff to begin examining the marginal costs of various Pacific
services. We expect to rely on their evaluations for guidance as
we reexamine our current rate design procedures in future general
rate proceedings. '

As we stand at the dawn of a new age in telecommunications,

.ae realize that our first few steps are necessarily cautious.
However, we believe that caution will more assuredly safeguard the
public interest which it is our solemn duty to protect. Ve will willingly reexamine
our current prohibition against intxalATA competition as experience with intexLATA
warkets and in the post-divestituwre era tuxns dawn to daylight. =
B. Implementation Issues

Having determined that intralATA competition should not be
authorized at this time, there are several residual issues yet to be
decided. These issues generally concern the implementation of our
adopted policy. They are as follows:

°' Whether special exemptions from the restraints
on competitive entry should be applied to
private line facilities or WAIS resellers;
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Whether blocking of intralATA calls be
carriers other than the local exchange
companies should be required;

Whether 2 prohibition of carrier bypass
should be imposed; ‘

Whether Western Union should be exempted
from our order proscribing the offerings
of competitive intralATA services.

We address these issues-in this part.

1. Private Line Facilities and WATS Resellers

As an exception to its overall opposition to intralATA |
competition, staff recommends that private line services be open to
competition. It is staff's opinion that there is a clear distinction
between switched and nonswitched (private Tine) services in terms of
their importance to universal service. Due to considerations unique
to private line technologies, coupled with the fact that private.
lines constitute a miniscule portion of Pacific's revenues, we
finc that there is some merit in staff's recormendation.

Private line services consist of direct access Tine
connections which avoid the need for switching over the public
network. Private line service 4s primarily used to provide direct
telephone connections and high speed data transmission over dedicated
non-switched access Tines. Other uses which seem to be growing are
services such as digital termination service, along with burglar
and fire alarm services.
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We believe that there is some merit in opening up the
private lines market to some limited form of competition. We
therefore invite applications from persons who are interested 4in
providing high-speed data transmission services over private line
networks. In our view, Pacific’'s (or any other local exchange
company's) facilities may not de well suited to the provision of
these specialized services and competitors should be allowed to
provide them on an intralATA basis. We intend to encourage the
development of these technologies by this order. While we do not
completely open the private lines market to full competitibn, we may
in the future reexamine our policy on this issue. For now, however,
we will not since we have concerns that the fullest competition will
only encourage carrier bypass which, as we discuss elsewhere in this
opinion, poses a threat to the switched network.

Pacific has argued that private lines competition should be
entirely prohibdited. It views anuy encroachment on its markets as
jeopardizing the local exchangé. However, the specialized and
technologically advanced services preseat a compelling distinection
anong the various private line services which could be made available,
and we would be remiss if we did not provide an opportunity to the
developers and providers of these services 1o apprly for authority to
offer such services in California without regard to IATA doundaries.
Pacific should review the applications which night be filed and
present its case Iif necessary to address the issues raised by them.
In the general rate case decision which we issue today, we invite
Pacific to file responsive tariffs and rates for private line
services which it might want %o defend from private lines
competition. We reiterate that invitation here.
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Pacific has, however, raised an important issue regarding'
private lines regulation. The difficulty in regulating private lines-
service rests with the problem of distinguishing among the pany
configurations and uses involved with these services. We are
concerned about the lack of clear distinctions between private line
and switched services. Some private line equipment lends itself o
use for services which duplicate or are identical to those of the switched
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network. For example, private lines that terminate on a PBX provide_
3 customer with switched access to 2 greater area of distribution.
The “"leaky PBX” might enable customers to bypass the local exchange.
Any increased opportunity or incentives for bypass of the local
exchange is a matter of concern to the Commission. We find this
concern sufficient reason in itself to limit competitive entry 9n
private lines to the extend we ¢o so today.

We reach an entirely contrary disposition on the question
posed by WATS resellers. There 4s no Togical reason to distinguish
between intralATA toll services which might be provided over an 0CC's
facilities as compared to over Pacific's facilities via its WATS
services. Since we do not allow intralATA toll competition through
0CC facilities, we will not do so through WATS resale efther.

The arguments of the resellers are simply not persuasive.
The resellers essentially argue that this Commission should enhance
the marketability of the service they p}ovide. The resellers point
out that it would be easier for them to market an all inclusive
service, i.e., one encompassing interstate, interLATA and $ntralATA
calling, as opposed to a service offering only interstate and
interLATA c211ing. The marketability of their resale service §s not
a compelling public interest in our opinfion. There is simply no
intrinsic value to fostering a competition for identical traffic when
the competition would essentially be between Pacific's retafl
(message to11) and “wholesale” (WATS) services. None of the
efficiencies or benefits resulting from market competition would
accrue from such inbred competition.

The resellers posit that large WATS users are already
reselling intralATA WATS through privately-owned PBXS and that we
should strifp ourselves of our self-imposed naivete and allow them to
1egally share in that now §111¢cit market. We will not permit
competition because some WATS customer is i1legally offering WATS-
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on a resale basis. While we 2allow joint users to share an intralATA
WATS service, we have never authorized the resale of that service for
profit. Our staff and Pacific are hereby advised to intensify the
enforcement of Commission-approved WATS tariffs and to terminate the
provision of intralATA WATS service to uncertificated intralATA WATS
resellers in order to halt these illegal operations.

Finally, assuming we were to authorize intralLATA WATS resale,
0CCs could easily purchase WATS capacity for resale and thereby hold
out the intrzaLATA services we would not certificate with respect to
their own facilities. It is intuitively obvious that both doors in 2
two=-door barn should be closed if our aim is to keep the horse |
inside. We will therefore prohibit the resale of intralATA WATS
services except to complete an interLATA or interstate call,

2. Blocking - '

“8locking” generally refers to the interception and
automatic termination of certain specified transmissions, here
unauthorized intralATA traffic. Several parties, most notably Pacifi
and staff, have advocated that a2 ban on intralATA competition be
enforced by requiring interLATA carriers to employ blocking schemes
to prevent intralATA usage of their metworks. . .

The implementation of blocking, before the implementation
of equal access, by every parties' contention, would require a
considerable commitment of capital, resources and time. Undex
certain proposals, switching capacity and memory would have to
be added by the OCCs in order to facilitate blocking. New
software would have to be developed for the proposals proposed
by Pacific. Although these facts are conceded by all, the
0CCs and Pacific differ on the extent of the burdens blocking
would entail.

- ¥
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The OCCs claim that Pacific's blocking proposals would take
years and millions of dollars: to implement and would be ineffective
in any event. According to the OCCs, implementation is not so
readily achieved because under their current ENFIA A interconnection
arrangements the OCCs do not know the point of originatién for any
call placed over their systems., In order to provide, store and
utilize that data, the OCCs must redesign or reconfigure their
existing systems. The OCCs note that they would be required to
overcome all these difficulties even though equal access would shortly
present a different system configuration which would require new
blocking arrangements. |

The OCCs also axrgue that blocking can easily be evaded v//,
through the use of adjunct facilities, MCI maintains that successful
evasion requires no cleverness, juSt "a PBX sitting in a closet”
through which a subscriber's calls would be routed to obtaim the most
favorable toll rate. It is also argued that, whatever schemes are

evised, there would be the extreme likelihood that interstate and
interlLATA calls would also be blocked.

Pacific responds that the OCCs should not be trusted. Pacific
argues that the 0CCs have done nothing to discourage unauthorized calls and
the OCCs have the technological competence to prevent such calls. 7
Although Pacific concedes that the 0CCs are correct in their assessment
of the technical difficulties the implementation of blocking poses,

Pacific argues that the difficulties are surmountable or peripheral, y//

Staff also concedes the difficulties of implementing blocking
prior to equal access but adopts an approach differing from Pacific. |
Staff concludes a blocking requirement should be adqpted, if at all, upon
the implementation of equal access, We agree that this approach is
prudent since Pacific will be in a position to prevent unauthorized calls
under presubscription after equal access,




OIT 83-06-01 et al. cg ALT-COM-DV

9

As noted above, all parties agree that months and milliomns
of dollars would be required to implement Pacific's blocking v//
proposals imﬁediately even assuming the ready availability of :
appropriate technological means, an assumption in which we have little \/////
confidence prior to equal access., The OCCs have configured and V//
constructed their present systems in good faith, free from any FCC
or other requirement to accommodate blocking. The Bell affiliates
certainly did not bring any successful actions of which we are aware
either before the FCC or any state regulatory agency timely seeking,such
a requirement despite theixr full knowledge that intrastate traffic
could be carried over the networks of the 0CCs. See, e.g., MCI
Telecomrunications, supra. It is, quite simply, too late in the game
to require blocking prior to equal access.
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We note that the record before us establishes that the
technological progress that has blurred the interstate-intrastate
dividing line may soon offer us the 2bility to separate interstate
from intrastate and interlLATA from intralATA traffic. Upon the
implementation of equal access commencing in the fall of 1984,
Pacific will have the capability of distinguishing intralLATA
calls from interLATA or interstate calls. AT&T has not épposed
the impiementation of blocking even before equal access because
Pacific can presently block intralATA calls placed over AT&T's
facilities. As equal access is implemented and the 0CCs are in the
same relationship to Pacific as is the current case with respect
to AT&T, we will order Pacific to block any intralATA ca11 placed
over an 0CC's facilities.

We note that Pacific will be phasing in equal access
throughout its territory over a two year period. Pacific should
21s0 phase in the implementation of blocking. As equal access
is fully implemented within a single LATA, Pacific shall block
unauthorized intralATA traffic carried over or through the
facilities, whether owned of lTeased, of any interexchange carrier.
Upon the full implementation of equal access within a LATA,
Pacific shall file an advice letter with the Commxss1on stating
that fact and that it will commence blocking of unauthorized
intralATA calls ten (10) days following the filing of the
advice letter. Pacific shall serve a copy of said advice letter
upon all interexchange carriers operating within that LATA.
Should any such carrier not accept the interconnection
arrangement constituting equal access and/or maintain any
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interconnections other than those offered under equal access,
that carrier should file a notice of such facts with the
Commission within five (5) days of receiving Pacific’'s advice
letter. Such notice will stay the implementation of blocking
for that carrier within that LATA for ninety (90) days, in
which time the carrier shall iﬁBTement all nédessary means

by which it or Pacific as may be appropriate shall commence
the blocking of unauthorized intralATA traffic.

We will also continue our policy of prohibiting the applicants
from holding out the availability of intraLATK service., Such a
prohibition hardly intrudes upon the FCC's aufhority to permit
the applicants to provide interstate service over common facilities.
We will add one further requirement at Pacific's request. The
applicants, in 2answering customer inquiries as to whether their
facilities may physically be used to complete intralATA calls,
shall advise current and potential customers that such calls
(1) may not be lawfully placed over th2ir networks and (2) should
be placed over the facilities of the local exchange carriers
without any further advice being given.
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3. Prohibition of Carrier Bypass

. .

The questions of the extent to which NTS costs shou)d.be
recovered through usage sensitive charges and the extent to which
they can continue to be recovered in this manner without resulting i-
significant bypass are central ones on several fronts. The FCC has
wrestled with this on the interstate level, and we have examined it
carefully in estabTi;hing intrastate interlLATA access charges. In
Decision 83-12-024, we stated that:

“_ _.the ubiquitous nature of the telephone network
offers benefits to 211 subscribers. Those
benefits tend to increase as the subscriber makes
greater use of the network. Thus, although the
costs of sudbscrider plant may not De usage
sensitive, the benefits derived by customers from
the sum total of Pacific's subscriber plant do
increase with in¢reased usage.

“There is no denying that any particular

. subscriber loop is of more benefit to the
subscriber served by that loop than to any other
customers. So it is appropriate that the
particular subscriber bears the greatest share of
the costs of the facilities provided for his
service. Still, the logic of telephone utility
accounting practices 2nd the shared benefits of 2
ubiquitous telecommunications network strongly
imply, even dictate, that the costs of the
network should be shared as well...
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"We accept Dr. Kahn's theoretical principle that
it 1s economically inefficient to recover fixed
¢costs through charges based on usage.

“ The need %0 recover fixed costs is not, however,
peculiar to the telephone industry, or even to
regulated industries, The fact was cited in this.
proceeding that Sears Roebuck does not bear the
costs of its customers' driveways although it may
use them to deliver merchandise. More
significantly, Sears Roebuck does bear the fixed
costs of its retail stores and it must recover’
those costs through its sales of goods. In terms
of Dr. Kahn's economic ideal, Pacific's pricing
of its services is more effi¢ient than that of
Sears, because Pacific recovers at least a2
portion of its fixed c¢costs through fixed monthly
echarges.

“Probably Sears, or any other competitive provider
of goods and services, would Tike nothing better
than to be able to recover its fixed overhead
costs through fixed taxes levied periodically on
the public 2t large. In the real world few
businesses other than franchised public utilities
or providers of uniquely valuable services are
able to implement this economic ideal, through
fixed monthly service charges, retainer fees, and:
the like...

“Clearly, in an 'open market situation' users of
toll services would be willing to pay for the use
of Jocal subscriber plant. We believe that such
market considerations are relevant to the
assignment of the NTS costs associated with -that
subs¢criber plant.

*The risk of bypass is one-market consideration
relevant to NTS ¢ost assignment. It is to be
weighed against other market considerations, such
as the toss of subscribers which would result
from massive shifts in NTS cost assignment t¢ the
end=-user, It is 2lso to be weighed against
considerations of fairness and social policy.

The manner in which Pacific has selectively, and
moderately, 2applied market factors to pricing
traffic-sensitive rate elements should also be
applied to the assignment of NTS costs, in
preference over a rigid appTwca*1on of abstracet
economic theory.
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"Based on the record developed in this proceeding,
we do not view the emergence of competition and
the threat of bypass as such drastic changes of
circumstances as Pacific would have us believe.
The evidence shows that Pacific has long fostered
competition with its own switched network
services through its NATS and private line
service offerings. Dr. Xraemer's survey of the
extent of bypass among Pacific's larger customers
offers grounds for concern but does not Justify
concluding that Pacific faces any serious threat
to its viadility in the foreseeable future.

“On the other hand, we recognize that the range
and attractiveness of competitive alternatives to
the use of Pacific's exchange network are
increasing and that it would be unwise to expose
Pacific unnecessarily to risks of uneconomie
bypass. This situation justifies c¢lose attention
to Pacific’s costs in the setting of access
charges, particularly in the longer term,

"Bypass is a long-term prodlem. Commitments to
bypass investments by IECs or large customers
will be based on their expectations as to the
future trend of Pacific's rates. To this extent
we agree with Pacific on the importance of
signalling clearly the seriousness with which we
take the bypass problem and the seriousness of
our intent to limit uneconomic bypass.”

"Our intent fs not to eliminate all NTS costs from
the revenue requirement for access charges. We
share the concern of our staff, the Cities, and
TURN that IECs and the users of their services
need not and should not be given free use of
Pacific's local subscriber plant., The benefit to
users which arises from the ubiquitous character
of the local network fully justifies continued
imposition of 3 significant share of NTS costs
upon those who take advantage of their access to
that network." (D.83-12-024, pp 35-38.)

We find similarly in the intralATA arena that bypass does
not appear tc be a short-term probdlem for Pacific and that toll rates
(or, if we allowed intralATA competition, access charges) can continue

.

to be used to recover NTS costs at this time. ‘ v///
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Some additional observations are appropriate in elaboratiom
of the relationship between the threat of bypass and intralATA
competition.

Bypass is either economic or uneconomic. Economic bypass
occurs when the economic cost ¢of the bypass is less than the economic
cost of providing the equivalent service over the switched network.
Uneconomic bypass occurs when the converse condition prevalls.

Uneconomic bypass of the local exchange could be
economically attractive for large toll users Lf toll rates (including
access charges if applicable) are set substantially above the marginal
costs of providing toll sexvice. This could occur due to any or a
combination of the following effects: the averaging of toll xrates
over geographic areas cncompassing high-cost areas; inclusion in toll
rates of excessive NIS costs of the local exchange; oxr the development
of new, relatively low-cost toll technologies. Exchange rate
averaging in combination with relatively low-cost exchange techmologies

ould also contribute to uneconomic bypass.

Bypass may be by either customer or carrier. Customer
bypass occurs when a customer constructs its own facilities for the
purpose of serving its own internal telecommunications needs. Carrier
bypass occurs when a carrier constructs facilities that permit its
customers to bypass the local exchange for originating oxr terminating
calls. No customer is likely to bypass the local exchange for all its
requirements. Pacific is concermed that large customers will dypass
its facilities for their toll calling purposes, and proposed that
carrier bypass be prohibited.

Carrier bypass of the exchange raises serious regulatory
issues. Under competitive pricing, as noted earlier, large users of
telephone services may opt to bypass the exchange for all or part of
their needs for strictly ecomomic reasons, regardless of whether or not
a decision to do so is harmful to the network. There is little that
regulatory bélicy can do about bypass by customers ' M_—“”‘-F

. | -75a-
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themselves. Whether we should sanction carrier bypass of the exchange,
however, is c¢learly another matter. Curreatly, in setting t0lls and”,
in dealing with access charges, we have been meking a conscious
effort to avoid policy choices that would encourage bypass by either
customers or cerriers. In fact, when possible, we have been giving
signals to actively discourage bypess. Our rate case order of today
contains such signals. 3But while we may have limited optioms in
dealing with customer bypass it is questionable whether, as a matter
of regulatory policy, we should rermit regulated carriers to
facilitate such dypass. There'arefét:ong reasons related %o
maintaining a universal telephone service that would support the
prohibition of carrier bypass. Rather than making & decision at this
time, however, we will ask for comment on such a prohibition by the
perties within 30 days of the issuance of this order. This
proceeding will remain open for the explicit purpose of considering
these comments, and the disposition of this issue including the
possibility of further hearings will be severed from the interim
decision we issue todey.

Finelly, we note that denying intralATA competition at this
Juncture and asking for comment on the prohibition of carrier bypass
are intended to protect our universal service goals and to further
provide Pacific an opportunity to adjust to the post—divegtiture
world. Pacific should view this opportunity not as a're3pite but as
a time 40 develop creative strategies which will ensure the

continvation of the high level of service quality and universal
service to which California has decome accustomed.
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4., Western Union

The question posed by WU is a simple one: to what extent
do WU's Civil War era operations require the Commission to permit WU
to provide intralATA toll services? WU contends that since {ts
operations predate the enac¢tment of the State Public Utilities Act it
need only file tariffs in order to lawfully enter any communications-
related market. Upon such a filing, WU contends that the sole fssue
which the Commission may consider is whether the rates presented in
the filing are just and reasonable. We hold that WU's contentions
are wholly without legal merit.

WU's position merely points out, as we have in %this
opinion, that the law and regulatory principles are in many respects
anachronistic. The statutes under which wulclaims a franchise all
distinguish between telephone and telegraph service,s yet WU's:
facilities, once exclusively dedicated to telegraph service, at some
point in time were capable of carrying telephonic messages. As 2
result of this progress, the statutory separation of telegraphic and
telephonic communications is hardly a compelling one. Indeed, we use
the term “telecommunications” in this opinion to describe the
business of the parties rather than the more arcane “"telephone" or
“telegraph®. . .

WU is nonetheless quite fncorrect in fts assertions. The
cases WU cites indicate quite clearly that the privileges of a
utility franchise, whether granted by Commission order or by
implication (i.e. grandfathered), are subject to the full regulatory
authorities of this Commission. See Pacific Tel. & Tel. Co. V. City
of Los Angeles, 44 Cal.2d 272, 276 (1955); and, Postal Telegraph-
Cable Co. v. Railroad Commission, 200 Cal, 463, 469-470 (1927). In
fact, the latter case is fully consistent with the jurisdictional
discussion in Part IV of this opinion. In that case, the court found
that the Commission could not prohibit intrastate operations where
such operations were incidental to operations conducted under 2

-

5 see, e.g., Pub. Util. C.§§233 t06236, 7901.
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Tawful, federally-authorized interstate franchise. I1d., at 472;
accord, California, supra, 567 F.2d at 86. However, the court
carefully noted that the Commission retained full “regulatory®, as
opposed to “prohibitory", powers over grandfathered public
utilities. Id., 2t 470. We therefore conclude that it is within our
broad discretion to prevent WU from holding out intraLATA‘serVi;es.
WU's arguments to the contrary would require us to abdicate our
responsibilities with respect to the orderly administration and
regulation of the Tocal exchange and intralATA to1l markets. We
refuse to do so. WU will be subject to the same proscriptions
'appTiéabIe To the other 0CCs.
VII. The Pacific Complaint

Ppacific filed Case 83-05-05 seeking a cease and desist order
against the intrastate operations of MCI, Sprint and WU. By various
amendments, Pacific added a number of defendants. and, as a result of
these amendments, the defendants to its complaint are by and large the
parties whose applications have been consolidated with 0II 83-06-01.
Pacific also seeks an accounting from the defendants of all revenues
accruing from the operations Pacific 2alleges to be unTawfu].G For
the reasons set forth below, Pacific's complaint is denied in all
respects.

By the various decisions rendered in these matters, we have
authorized numerous parties to provide intrastate interLATA
telecommunications services. See, e.g., Oécision-84e01-037. Having
ratified the provision of such services by the defendants, we find
Pacific's complaint for 2 cease and desist order, t0 the. extent it is
directed at interLATA operations js moot.

6 Several parties have argued that this Commission is not empowered
to award damages to Pacifi¢ in any event. Pacific does not requesst
damages but an "accounting” of allegedly illicit gains.. The

jurisdictional fssue does not arise under the complaint and we need

not reach it.
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In this decision, we address the issue of intrastate
intralATA services and determine that switched toll services should
remain the exclusive domain of Pacific. Pacific's request for a cease
and desist order 3s it may apply 2gainst the ‘intralATA operations of
the defendants therefore remains ripe. However, there are two Key
proofs which Pacific, as a complainant, was obligated to provide but
did not. Pacific failed t6 prove either that the intralATA traffic
carried over the defendants’ facilities was. not incidental to
otherwise lawful services or that a cease and desist order which might
go beyond a prohibition on the holding out of intralATA service could
be crafted without unduly burdening or proscribing otherwise Tawful
service offerings.

We specifically found in D.84-01-037 that the carriage of
intralATA traffic over the defendants' fac¢ilities was incidental to
the use of those same facilities for otherwise lawful, i.e.
certificated and supervised activities. (Id.,” Finding of Fact
11.) The quest{on of whether the intralATA traffic at issue
constitutes an incidental use turns on the defendants' intentions. We
find that the defendants have never manifested an intention to‘provihe
uncertificated 'services.

In this case, facilities were designed and constructed
pursuant to federally-tariffed and -certificated operations.
Defendants' tariffs specifically state that no intrastate service is
offered. Contrary to Pacific's claims, the defendants Qere~under no
obligation to configure, design or construct their facilities in suc¢h
a3 manner as to permit the precise and efficacious blocking of
unauthorized traffic. We note that, as an example, AT&T protested
MCI's application for interstate authority alleging that MCI could
provide intrastate service pursuant to the latter's tariff filing but
never raised the issue of blocking: its protest was dismissed upon
MCI's inclusion of a tariff provision excluding intrastate services.
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MCI Telecoumunications, supra, 70 FCC 24 at 667. Thus we find ,
no prior legal duty was ever imposed upon the defendants to configure‘
their respective networks so as t0 permit blocking. To impose such a
duty a2t tbis late date would impose potentially severe and omerows
burdens upon the defendants, dburdens created in large part by
Pocific's and AT&T's collective and individual failure to more timely
raise the issue. And, as noted above in our discussion of dlocking,
the difficulty of blocking is a product of the inferior
interconnections presently provided. dy Pacific to defendants. This
situation will be changed with the “advent of equal access and we
inpose a dlocking requirement as 2 resulte

Pacific also alleges that the defendants have held
themselves out as intrastate carriers. However, we L£ind that the
defendants have taken reasonable steps to advise their subscridbers as
to the lawful limits of the services they offer.! While we might
agree with Pacific that they could have done more, we cannot find on
the record before us that the defendants exhidbited an affirmative
intent to hold out the avalladbility of uncertificated services nor
can we find that the defendants have acted unserupulously or
contunaciously.

The promotional materials that Pacific cites to the
contrary are apparently from national advertising programs, not
tailored to any particular jurisdiction. The advertising does list
cities that may be reached by a subscrider dut when such materials
are distributed on a national basis, the information is more
reasonably interpreted as promoting interstate calling, since a
subscriver in one state is advised of the various places that may be
reached over the network. Defendants allege that they have never
used an intrastate city palr as the basis for a comparison of their
rates with the Bell system rates. Thus, we agree that they have
never actively promoted their service as an intrastate service.

l 7 Our additional requirements placed upon the intrastete interLATA
carriers to refer intralATA callers to0 the local exchange company
provides additional steps to0 the ones voluntarily undertaken to date.

-79-
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Pacific's reported conversations with defendants' sales
personnel are ultimately no more persuasive. Although it is true that
defendants did not discourage the intrastate use of their network,
they were under no obligation to do so. The evidence only shows that
defendants' salespersons were not equal to the task of fending off
persistent subscribers. 1In this light, the defendants are in much the
same position as was the petitioner in the recent case of Sony
Corporation v, Universal City Studios, Inc., U.S. » 78
L.Ed. 574 (1984). That case involved the question of whether the sale’
of home videotape recorders constituted contributory infringement of
television program copyrights. In §ts holding, which is equally
applicable here, the Court stated: .

"Accordingly, the sale of copying equipment, like
the sale of other articles of commerce, does not
constitute contributory infringement if the
product is widely used for legitimate,
unobjectionable purposes. Indeed, it need merely
be capable of substantial noninfringing uses.*
Id., at 592.

Appiying that principle to the specific case, the Court stated:

“The question is thus whether the Betamax is
capable of commercially significant noninfringing
uses. In order to resolve that question we need
not explore 211 the different potential uses of
the machine and decide whether or not they would
constitute infringement., Rather, we need only
consider whether on the basis of facts as found
by the district court a significant number of
them would be non-infringing (sic).” 1d.,

ats592.

The Court found that at least one potential use plainly satisfied
this standard.

In the case at hand, there.are numerous "noninfringing®
uses; we suspect that they constitute the dominating users. The
record in fact establishes that, for 2 great deal of the intralATA
toll market, Pacific's service and rates are superior to those of the

-
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defendants. Pacific would itself do much to discourage the diversion
of intralATA traffic by disseminating these facts. Moreover, it is
in the business interests of the defendants to do the same in order
t0 prevent the dissatisfaction of their subscribers should the Tatter.
use the defendants' facilities for intralATA calls only to later.
discover Pacific's rate advantage. We 2re willing to rely upon the
parties in this case to exercise good fatth, business judgment and
fair business practices in complying with our order. We therefore
decline to issue a cease and desist order to effect compliance.

In light of the above discussion, we see no point in
issuing an order for an accounting as requested by Pacific. 1Its
proofs are not compelling and an ac¢counting serves no independent
purpose in the context of Pacific's complaint. It will be denied.
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VII. Regulation of Interexchange Carriers
The major question in this area is whether this Commission

will adop? the FCC dominant/non-dominent carrier distinction %o
regulate the intrastate interlATA operations of AT&T and its
conpetitors. TUnder this system AIL&T isvsubject.to rate base/rate of
return regulation, while {ts competitors are free to set thelir rates
as they ckoose. The idez is that the "dominant" carrier has the
market power either to extract nonopoly profits oé‘to price

redatorily, wkile the non-dominant carier has th{,power to 4o
neither.

AT&T argues that this Commission should recognize that
effective competition requires fair and equitable treatment for all
participants. AT&T states that efforts to handicap one carrier ina
order %o provide a competitive advantage to another carrier not only
victinize the Lirst carrier's customers, bdut preclude delivery to the
pudblic of the true benefits of competition. Thus, AT&T argues that
the "domiznant/non-dominant™ blanket scheme of rate and tariff
regulation proposed by its competitors is inappropriate {n the new
compesitive communications enviroanzment. According to AT&T, 1if£ the.
Commission finds there are any competitive "problems,"” they should e
dealt with directly- The Commission should not destroy real
competition by conmtinuing full rate-base, rate-of-return restrictions
oz AT&T Communications, while excusing its competitors from these
regiirecents.

AT&T states that it should be noted that after Januwary 1,
1984, AT&T will be the only interlATA carrier dedicated o serving
all Califoraians. It will be the only carrier availadble to many low
income, rural and occasional users, and it will de attenmpting %o
naintain statewide 401l rate averaging. AZ&T claims that if the
Commission were to adopt the proposal of the competitors, it would dbe
turaing its back on all these Californians and undermining the
viability of statewide toll rate averaging.
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AT&I urges the Commission to introduce pricing flexidbility
and decreased regulation; and to pursue over a ftransition period the
deregulation of the telecommunicavions industry. AT&T argues that
pricing Llexibility is necessary if the competitive marketplace is to
operate efficiently; therefore, the Commission should immediately
suthorize the use of tariffs with upper and lower price dounds.
According to AT&T, such tariffs would permit the public 4o receive
the benefits of competition while protecting against the possibility
of pricing abuses. | |

AT&T states that the uncontroverted evidence is that the
0CCs are viadle entities whose rate of growthk "almost boggles the
imagination;" <they "grow by leaps and bounds, and 4o it very
aggressively.” AT&T claims that statistics introduced in 4his
proceeding denonsirate that its competitors are not in need of
regulatory favoritism. MCI has annual sales of about $2 dillion and
a customer base of about 1.3 million subscriders in Califernia. MCI
already has 17 switching machines and terminates directly ianto 9 of
the 10 LATAs. Thus, AT&T states that the fact is that MCI is clearly
a significant competitor, with a large and expa:ding‘network and
ready access %o the capital markets. ”

According to AT&I, the other 0CCs are also strong, viable
cozmpetitors. AT&T points out that GIZ recently paid $727.4 million
for the Sprint operations, nearly twice the dook value, in obvious
anticipation of rapid growth by those companies, and Satellite
3usiness Sysvens, which has applied for intrastate certification, is
owned by three powerful companies-=IBM, Aetna, and Comsat General.

At least 26 interstate resellers are headguartered in California, and
a2jor value-added network carriers and domestic satellite companies
are providing service to customers in the state. Thus, AL&I's
interexchange competitors are dig dusinesses in their own right.
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AI&T'states that a commonly stated bvasis for handicapping
it through regulation as a dominant carrier is that AT&T has a larger
zarket share than other carriers and thus may be able to engage in
soze Zorn of monopolistic adbuse. 2&T argues that this deceivingly
sizple rationale ignores the facts and, if relied on to formulate
regulatory policy, will hinder competition, not encourage it.

According to AT&I, competitive activity can and does exist
even when one f{irm is large, quoting its witness Dr. Alessio who
testified:

"The fact is that the firms 4o not have to be of
equal size. The firms do not have t0 have egqual
shares in the mariket, and in fact there can be
intensely conpetitive activity between small
firns and large firms, when in fact the small
Lirms individually and collectively have only a
small piece of the market. That has been a
characteristic of the nmain frame conmputer market
in recent years. It khas happened in copy
nachines, cash registers, and electronic point-of-
sale equipment, fairly clear".

Purther, AT&T claims tha*t Sprint's own witness, Dr. Cornell,

belied the 0CCs' argument when she acknowledged that market share

nalyses ("conceztration ratios™) are "very poor measures of
conpetition™. :
AT&T clainms that the telecommunications industry is
characterized by contestadbility and rivalrous activity. ZIZatry can
and has occurred with highly mobile capital, particularly through
resale and sharing by either pure resellers or facilities=based
carriers seeking t0 expand their networks throngh acquisitiozn of
existing lines. AT&T states that Dr. Alessio has defined 2 number of
considerations within the category of =sivalrous activity--such 25 “he
growth of competing companies, both in market penetration and in
Tinancial strengik; ease of entry; price competition; and vigorous
advertising compaigns. According 4o AT&T, these practical neasures
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o< market behavior reveal that competition is clearly pervacive in
California’'s telecommunications transmission markets today; indeed, '
tais whole proceeding demonstrates cogently the presence of rivalrous '
¢competition.

AI&T states that rather than size, it is market power over
eatry, the pace of technological innovation, and the development of
quality standards and potential substitute products and services
which zus% be protected against. AT&T claims. that it clearly has no
control over these elements. The facts of the present marketplace

re ample evidence of this. Purther, AT&T states that it does not
control the prices charged for interexchange services; rather, in a
regulated structure, the Commission is the price leader. In a
cozpetitive and deregulated market, AT&T states that the carrier who
can design service to fit customer needs——the carrier who is the most
efficient in real engineering and service provisioning—-is going to
be the price leader. Size will be dut one—-and.clearly not the most
izportant--of many factors inpacting competition in the new
telecomnunications marketplace.

" A2%D observes that in addition to a market share rationale,

a few witnesses have based recommendations for "dominant™ regulation
on The allegedly superior interconnection with local exchange
¢companies enjoyed by AT&T Comnmunications. According to AT&T, the
subiect of suck engineering comparisons and the propriety of a
"prenium access" carrier charge have been exhaustively discussed in
the Commission's hearings in A.83~06~05, and that docket igs the
gparopriate forun for addressing this issue in full. AT&D argues
that any dilferences in access arrangements have absolutely no
relevance t0 the forz of regulation necessary in the new
eavironment. AD&T claims that whatever those differences are~-and
AT&D clains they are minimal-~they are not a valid excuse for any
pervasive regulatory procedures or requirements whick handicap AT&T
vis=a=vis it3 competitors. '
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“AT&T states that, in order to achieve the full benefits of
competition, it has urged the Commission %o establish a transition
plan to maximize the self-regulatory ability of tihe interexchange
services marketplace and to minimize the formalities of traditional
regulation. According to ATAT, during this transition, AT&T, as
other carriers, should be regulated in an innovative fashion, with
pricing flexibility and rate structure changes encouraged. AT&T
suggests that there should be a certain duration for such 2 program,
such as 2-3 years.

According to AT&T, one critical feature of such a
transition period would be the immediate introduction of flexible
tariffs, with upper and Jower price bounds. The upper limit would be
one judged by the Commission not to be monopoly abusive, while the
Tower bound would be one found not to involve any anticompetitive
cross-subsidization. AT&T states nearly 40 states have allowed.
flexible pricing tariffs during the past 10 years. AT&T argues that
such a mechanism is an appropriate solution to the need of
competitive carriers to respond quickly to market demands without
sacrificing the public interest concerns protected by this Commission.

According to AT&T, 2 second element of change in
traditional regulation should be greater reliance on market trials
and experiments. AT&ET quotes its witness Wilcoxon, who testified:
“Experimentation performed without prolonged regulatory consideration
will 1imit the financial risks associated with introducing new
features or pricing packages and will permit early introduction of
services that consumers find beneficial and attractive.* AT&T urges
the Commission to forbear from regulation of new services, including
those developed through market trials. AT&T c¢laims that the clear

benefit to the public would be more prompt introduction of new and
innovative services.
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AT&T states that ultimately the Commission should eliminate
regulation of the interexchange services market altogether,

According to ATET, in this way, consumers will be free to receive the
optimal benefits from an open and fafr competitive marketplace
through the selection of that package of service options most
responsive to their needs. AT&T observes that Sprint's witness, Dr.
Cornell, has written that “[r]ate of return regulation, however well
carried out, does not service society well. It nefther protects
customers against abuses of monopoly or 0ligopoly power nor prevents
predatory pricing in nonmonopoly sicuations.” AT&T states that 4t
would not cast regulation in so negative a Tight, but it does believe
that, in a competitive environment, regulation with its costs and
market encumbrances is not necessary. AT&T states that regulation
should be removed from the competitive marketplace as promptly as
possible. ‘ '

Sprint argues that AT&T clearly is the dominant carrier in
interLATA and interstate telecommunications markets. S$print claims
that the extent of AT&T's continuing domination is f1lustrated by its
ability to retain approximately 95% of these markets, despite the
eight years of competitive effort by 0CCs and resellers. Sprint
claims that AT&T's overwhelming market power is reinforced by its
Superior access to the consuming public and its ability, because of
its immense size, t0o maninulate cost and economic data to Justify
unreasonably high or low prices. Sprint warns that absent some form
of regulatory control by the Commission, AT&T's dominant market
position would enable it to prevent competition from developing in
interLATA markets to the detriment of the consuming public.

According to Sprint, the unlawful and anticompetitive
exercise and unrestrained overwhelming market share or monopoly power
could appear in numerous ways. For example, AT&T, as a dominant
carrier, could afford to engage in a long and protracted predatory
pricing campaign in order to drﬁve its competitors out of business.
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. Sprint states that the Commission should ensure that ATAT
would not be able to exploit its dominant market position by adopting
a type of regulation which adequately protects the public .and makes
the benefits of competition generally availadble. According to
Sprint, the FCC has met these twin goals by adopting the dominant/non~
dominant form of regulation. Sprint explains that this type of
regulation, as originally adopted in 1980, applied-traditional rate
regulation to AT&T, the dominant carrier. It applied less burdensome
requlation to non-dominant carriers, which were allowed to file new
tariffs on 14 days' notice and were not required to file detadiled
cost and economic data. Sprint states that recently the FCC further
reduced its regulation of non-dominant carriers. S$Sprint states that
on October 19, 1983, the FCC decided to forbear from applying even
these less burdensome filing requirements to specialized common
carriers, basing its decision ‘on these carriers' lack of market power
and its three years of experience with .requlating them as nonw
dominant carriers. | ﬁ

Sprint contends that the FCC's decision to apply different
levels of regulation to AT&T and to non-dominant carriers. was based
on its finding that these carriers were effectively regulated already
by the marketplace,  Sprint states that the FCC determined that the
0CCs' lack of market power would require them to price their services
close to cost, thus ensuring that the prices charged to the consuming
public would be just and reasonable.

According to Sprint the merits of this type of regulation,
which takes account of the realities of the marketplace, have been
demonstrated over the past three years, during which time
increasingly healthy competition has been developing in interstate
markets. Sprint observes that the FCC recently stated, in its
further deregulation of non-dominant carriers:
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"The purposes of the Communications Act are best
satisfied by reduced entry, exit, and pricing
barriers and burdens for non-dominant carriers,
[because] such barriers and burdens impair
competition by delaying or deterring carriers in
their service and rate offerings and causing them
to bear additional costs. Consequently, users
pay higher rates and there is limited
availability of services satisfying users
needs."

Sprint further notes that the FCC also stated that “full regulatory
scrutiny under Title II of firms lacking market power can impose
costs on these firms and consumers without offsetting benefits."”

Sprint observes that AT&T urges the Commission not to adopt
dominant carrier regulation, claiming that such regulation is
unnecessary because AT&T does not have the power to dominate or
control interLATA markets. According to Sprint, AT&T's conclusion
that it is not a dominant market force in the intrastate
telecommunications market is based upon contestability theory.

Sprint argues that AT&T's reliance on contestability theory
is misplaced because this theory assumes preconditions which clearly
dre not present in telecommunications markets. Sprint states that
according to those who developed the theory, William J. Baumol and
John C. Panzer, "A contestable market is one into which entry is
absolutely free, and exit is absolutely costless.”

Sprint argues that telecommunications markets are not
completely open to entry in the way required by Baumol's definition,
nor will they be even if other carriers are allowed to provide
interexchange service. Sprint contends that, contrary to the
conditions cited by Baumol for freedom of entry, entrants into ‘
interLATA markets will face cost disadvantages and their customers
will perceive Tower product quality compared to AT&T or Pacific, due
to unequal access. These conditions will last at least as long as
there is unequal access.
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. Further, Sprint argues that there is not freedom of exit
without capital losses in telecommunications markets. A firm that
wishes to serve these markets must design networks of microwave
towers and switching facilities for particular expected traffic
flows, and must install these facilities on particular rights of way,
after those rights of way are acquired. The firm must also make
other investments in equipment and Tabor. Sprint states that a
telecommunications firm forced to exit from serving 2 market would
not be able to recover this investment fully, because the facilities
and rights of way designed to serve a particular market generally
cannot be moved to serve a different market. Sprimt contends that
these barriers to entry and exit make “hit and run* competition
impossible, and show that these markets are not contestable.

Sprint urges the Commission to0 regulate resale carriers in
the same manner that it reguTates 0CCs. Accordingftd Sprint, the FCC
dlready has decided to apply the same level of regulation to both
resellers and OéCs. This decision was based upon its finding that
both of these types of carriers Jack the market power to set prices
contrary"to the goals of the Communications Act of 19234.

Sprint states that there are additional policy
considerations which mandate similar treatment of these two types of
carriers. According to Sprint, resellers generally provide the same
services as the 0CCs, and at similar prices. Thérefore, there is no
way for the public to distinguish between 0CCs and resellers and the
public has a legitimate expectation that these carriers would be
subject to the minimum regulation necessary to assure dependable and’
honest service., Sprint states that, as with 0CCs, resellers fall
within the statutory definition of telephone corporations subject to
PUC regulation, by virtue of their operation of the switch whieh
allows resellers to route calls over leased lines or their own
Tfacilities. Sprint claims that even the traditional distinctions
between 0CCs and resellers have become bdlurred, as many “resellers”
now are constructing their own facilities, and the "0CCs" which have
been primarily facilities-based also resell some services.

- 90 -
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CABLE states that once 2 policy of open entry is adopted,
the question rexmains as To whether any regulation at all should be
applied To the entrants. Accordiag to CABLZ, in the area of advanced
services, since those services will generally not be provided on a
common carrier basis, and since those services exhidit no monopoly
characteristics, there should be no utility-type entry, exit, rate or
other regulation inposed on those providers, unless such a provider
also operates as o regulated public utility. CABLE argues that
because an entity providing both monopoly and competitive services
has the opportunity %o cross-subsidize its competitive endeavors with
revenues from its nonopoly ratepayers, segulatory oversight is needed
T0 protect both the competitors and the ratepayers. '

CABLE claims that for those providing competitive basic
telephone service, traditional rate regulation is not appropriate
except for those dominant providers whose market power is sufficient
to foreclose emerging competitors. |

taff notes that AT&T has raised its objection to "dominant
carrier” interlATA regulation. Staff observes that the 0CCs have
recozmenéed <hat ATET be sudbject o pricing restraints and %he duty
tTo serve all routes, even unprofitable ores. TUnder this recommendation,
the 0CCs would have considerable flexibility <o set interLATA rates of
their choosing, and to serve the routes of their choice. tafl states
that when cozpevition becomes sufliclent, dominant carrier regulation
should end and all carriers should compete on an equal basis.

pichibd originﬁlly made this recommendation in iws August 22,
1633, brief relating to interLATA competition. tall states that it
continues to recommend dominant carrier regulation for AT&I. Stafs
observes that AT&T now commands 95% o2 all interstate toll dusiness
in this country.

Stafl stavtes tk2at the company is one of the largest firms
in the world. According to staff, under these ¢ircumstances, AT&T
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could either drive its competitors out of business by under-pricing,
or it could over-price and milk exorbitant profits for considerable
time before being forced to lower its prices. Staff states that
neither condition would be in the public interest. )

taff states that the Commission needn't now set specific
dominant c¢arrier rules for AT&T. According to staff, that can:
largely be left to future AT&T rate cases. Staff suggests that the
decision here should merely adopt the general principle of dominant
carrier regulation.

The Cities believe that the Commission should adopt a
dominant/non-dominant standard, at Teast initially. They state that
there is no doubt that AT&T will have a disproportionately high
market share relative to its competitors. They suggest that as equal
access becomes available this policy should be reviewed and changed
as market conditions change. They add that in setting any standard
that favors the non-dominant carrier, the Commission must consider
that ATAT should be required to provide service to any California
customer who requests it, whereas no 0CC will have this:
responsibility immediately.

AT&T replies that Sprint pays lip service to the benefits
which competition in the provision of interexchange services would
provide to the public, but it reveals fts real goal--marke?
allocation, not competition. AT&T argues that Sprint's program is %o
prevent AT&T from being able to respond %o marketplace forces in a
timely or effective way. Ac¢cording to AT&T, Sprint would undermine
the competitive initiatives of AT&T by the application of so=-called
dominant regulatieon, while itself avoiding comparable regulatory
processes or oversight., AT&T contends that this 0CC proposal should
be recognized for what it is--2a blatant attempt to avoid real
competition'and obtain market allocation.
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. AT&T ¢laims that current market share is a product of past
economic conditions, which are forever gone for the
telecommunications industry, and in no way measures the future
economic conditions upon which future sales will be made.

AT&T contends that Sprint's speculation that ATET could
somehow engage in predatory pricing to drive its competitors out. of
business or earn monopoly profits is simply wrong. AT&T argues that
there is no support in fact or sound logic for such a proposition.
AT&T cites the court in the August 11, 1982 opinion generally
approving the AT&T divestiture, which stated:

"The divestiture.,..will remove...barriers that
previously deterred firms from entering or
competing effectively in the interexchange
market... The Operating Companies will own the
Tocal exchange facilities. With the removal of
these barriers to competition, AT&T should be
unable to engage in monopoly pricing in any
market... For these reasons, it appears that
after divestiture, AT&T will largely lack the
monopcly power that the opponents of the decree
suggest.” 552 F. Supp. 131, 171-172 (D.D.C.
1982).

ATAT contends that Sprint attempts to avoid the fact of a
rivalrous and competitive marketplace by asserting that ATAT witness
Dr. Alessio improperly relied on “contestability theory® to support
his empirical observation that the marketplace is highly
competitive. According to AT&T, Dr. Alessio's testimony is generally
supported by, but does not rest on, contestability theory. AT&T
states that it agrees that contestability theory is an abstract
notion intended "as a new widely applicable benchmark that both
encompasses and transcends the concept of perfectly competitive
markets", and that its proponents did not “believe that most markets
are perfectly contestable." The authors of contestability theory

only intended the theory “to be more or less applicable" to real
world situations.
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AT&T contends that Sprint misses the point in faulting
Dr. Alessio because entry or exit from telecommunications markets may
not be "absolutely costless™. According to AT&T, the incontrovertible
fact is that costs of entry and exit are low, relative to the potential
profits to be earned, and that outside firms can and do enter the
market to take advantage of market opportunities.

AT&T states that Sprint makes much of the FCC's repeatedly
revised decisions in Docket No. 79-252, by whuch the FCC has
estadblished various rules for tariff filings and supporting. data.
According to AT&T, the fundamental premise behind the FCC's decision 4n
1980 to impose a “dominant® label on AT&T is obsolete, since that
premise, as stated by the FCC, was:

"The Bell System controls access to over 80% of
the nation's telephones. Since many of AT&T's
competitors must have access to this network if
they are to succeed, AT&T possesses control. of”
bottleneck faciTities. Therefore, we believe
that AT&T must be treated as dominant.*

AT&T observes. that divestiture terminates the Bell System
enterprise and removes AT&T from any semblance of control of ’
bottleneck facilities. AT&T states that it is no wonder that on
Octoder 19 of last year the FCC established a proceeding to consider
adopting for ATE&T the streamlined treatment previously established
for "non-dominant" carriers.

According to ATA&T, this FCC proceeding expressly seeks
consideration of “whether the domestic, interstate telecommunications
marketplace warrants, or soon may warrant, 23 new long-range direction
for reduced regulation of AT&T's basic interstate services under the
[Communications] Act." ATST states that the FCC has recognized that
major developments have increased competition, including “regulatory
approval of entry by new competitors: the MFJ; greater relfance on.
market forces to promote the public interest regarding the rates and
TYacilities of many carriers; and the requirement of equal
1nterconnec.1on arrangements and access charges.“
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. According to ATAT, there is a clear movement by the FC'C
towards the regulation-free marketplace envisioned by FCC Chairman
Fowler -and several fellow Commissioners in public remarks earlier
this year. AT&T states that contrary to Sprint’s exposition, the FCC
is moving to obtain the benefits of real competition by removing the
outdated and unnecessary handicaps previous1y'app1ied.:o ATE&T. AT&T
concludes that this Commission has no reason in fact or sound policy
to accept Sprint’'s proposal for market allocation.

We are confident that interlLATA competition will eventually
develop to the point that we can substantially reduce the extent of
economic regulation that is imposed on AT&T. However, we are
persuaded that conditions do not support any reduction at this time.
Thus, we maintain rate base/rate of return regulation of AT&T.

While it is true that divestiture has severed the knot
tying together the long distance carrier and the Tocal operating.
companies, it is not.in and of itself a sufficient remedy for the

.anticompetitive conduct that preceded and precipitated it. Rather,
the central feature of the MFJ is the provision for equal access.
Given the differences in the nature and quality of access- provided by
the BOCs to ATET and its competitors prior to equal access, we find
it highly unlikely that meaningful interLATA competition can occur
prior to the widespread availability of equal acecess. -

While it is true that MCI and Sprint are growing and that
more resellers enter the market daily, their presence does not
obscure AT&T's dominance. After equal access allows competitors to
provide equivalent service, we will entertain AT&T's application for
more flexidle regulation.

On the other hand, there 1s no party that has proposed rate
base/rate of .return regulation of aTI applicants. Such regulation is
perceived as unnecessary in Inght of their inadbility to extract
monopoly profits or to maintain predatory prices. Obviously, rate
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base/rate of return regulation would impose a substantial burden on
such entities; it would also impose an impossible burden on this
Commission and its staff. Therefore, we adopt the dominant/non-
dominant carrier distinction as the basis for regulating the emerging
competitive market.

By non-dominant carrier regulation we intend that
applicants have the freedom to set and change thefr rates as thefr
self-interests indicate, subject only to such conditions as are
necessary to protect their customers from exploitation.

The tariff filing rules now in effect are certainly
adequate to protect the customers, but are not nearly flexible enough
to accommodate competitive interests., MCI and Sprint each proposed
modified tariff filing rules in their applications. The adequacy of
their respective proposals was not examined in this proceeding. We
are not prepared to adopt detailed rules at this time.

This is the sort of problem that is well suited for 2

.ruTemaking proceeding, leading to a modified general order. We will,
provide, in a subsequent order, for a prompt resolution of this

problem.” We direct staff to prepare an order instituting rulemaking
for this purpose. '

As public utilities, applicants are subject to this
Commission's jurisdiction generally. With that status attaches 2
numder of obligations on their part and ours, such as regulation of
securities transactions and encumbrances or transfers of property.
By A.84-03-92 the California Association of Long Distance Telephone
Companies requests that the Commission exempt such utilities from
various provisions of the Public Utilities Code on the ground that
such requirements are antithethical to the concept of 1imited
regulation of non-dominant carriers. Evidentiary hearings are
appropriate for the purpose of evaluating their position, and we
suggest that interested parties who are not members of that
association should appear in that proceeding and be heard.
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One of the issues specified in the 0II is whether resellers
should be treated differently from facilities-based carriers. No
party proposed that any distinction be made, and we find that any .
distinetion would be inappropriate, in part because the public is not’
aware of any difference and will expect public utility type service
from either kind of emtity. There Iis also a difficulty in
distinguishing between these types of carriers, because even the
larger facilities-based carriers rely on reselling for some of their
traffic, and even the smaller resellers are likely to imstall their
own transmission capability if the market response is sufficient[
Some of the applicants have indicated an intention to expand their
business by way of franchises oxr limited partnerships that would
result in one entity providing service in several locations with
different affiliations in each. Given that individual customers will
nost often deal only with the entity providing service at each
location, we find that each such venture is an individual carrier and

.musz have its own certificate and tariff om file.

Several parties have observed that applicants are umder no
obligation to serve statewide and may "skim the c¢reanm” by serving'
only the most lucrative markers. It bas been suggested that we
impose an obligationm to serve as a condition to receiving a
certificate. This reasoming overlooks the implicatioms of the
natural monopoly evidence.

Several of the witnesses indicated that some toll routes
may be naturally monopolistic because traffic volumes arxre not
sufficient to support more than one carrier. In those instances it
would be wsound regulation to require competition that would not be
sustainable. |

Rather than attempting to identify such routes and preserve
their monopoly status, it is more efficient to allow the marketplace
to make the distinction. There is no point in criticizing
competitors for not entering markets in which the existing carrier
has a natural monopoly.
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Another issue that stimulated substantial discussion is the
problem of deaveraged rates. The notion is that "cream skimming" _
will force® down rates in competitive markets and force up rates om
noncompetitive routes. We find there is no foreseeable danger that
deaveraging will occur spontameously in the‘near future, in light of
the access charges that we adopted; however, in oxder to further

diminish the probability, we will require that each applicant file
rates that are uniform on a distance basis.

-97a-
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Findings of Fact

1. Virtually 211 0CC connections with local operating
companies are ENFIA A, “line-side", connections.

2. Line-side connections reguire that the 0CC. customer dial 2
lengthy series of digits in order to reach a desired telephone |
nuymber,

3. Rotary dial telephones cannot be used with ENFIA A
connections without a separate tone-generating device. Also, special
features such as answer supervision and automatic number
identification are unavailable through 0CCs with Tine-side
connections.

4. Due to the inferior configuration of a line-side
connection, O0CCs with such connections suffer a Toss of transmission
quality. .

5. Pacific provides ATET with a “trunk-side" connection which
does not suffer from the inconveniences and technical difficulties
associated with line-side connections.

6. The divestitu}eforder issued by the Federal District Court
(MFJ) regquires the provision of "equal access" to all carriers
commencing in 1984, to be ;omp1eted no later than Sebtember of 1936.
Under equal access, the 0CCs will be provided interconnections equal
in type, quality and price to that provided to ATS&T and its

affiliates. ‘
7. The telecommunications industry is an industry in dramatic
transition, both structurally and technologically.
8. In order to protect universal telephone service in
California, it is appropriate to adopt a préhibition on competitive
entry into the intralATA toll market.

-
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9. The intralATA toll market should be Jeft in the monopo]y
control o¥ the local exchange companies. .

10. There are various upward pressures on basic exchange rates
which individually and collectively threaten yniversal telephone
service in California.

11, The loss of intralATA tol) contributions to the local
exchange companies and their nOntraffwc sensitive (NTS) costs could
jeopardize universal telephone service in California by driving up
the cost of basic exchange service.: .

12. IntralATA toll services now'provide 2 substantial support
of the NTS subscriber plant costs of the local exchange companies,

13. The substantial ecomomic and social benetits to soczez&
created by a universal telephone service, which’ absent a governuental

willingness to independently proevide the funding needed to ma1nta1n

universal service, justify the rejection of a pricing system based
completely on marginal cost.

.14. The universal service bepefitr répresents a greater j v/(
pudblic interest than the economic efficiencies which are allegedly
inherent in wmarginal cost pricing.

15. It has been this Commission's policy to develop rate design '
schemes reasonably calculated to foster universal telephone service.

16. Neither the FCC's High-Cost Fund proposal nor 1983 Assemdbly
Bi11l 1348 are unquaiifiedly viadble alternatives to replace the rate
design policies which insure universal telephone service.

17. There is a substantial likelihood that some loss of tol
contribution ¢0 NTS costs and rate deaveraging would occur. due to
fntralATA tol1 competition.

18. Private line services consist of direct access Tine

connections which avoid the need for being switched over the public
network.
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19. Privete line services are Primerily used to provide direct
telephone connections and high-speed date transmission over dedicated’
non-switched access lines.

20. Private lines constitute a small portion of the revenues of
the local exchange companies.

21. It is desirable to permit some limited private lirne
competition.

22. IntralATA competition by WATS resellers would provide none
of the efficiencies or dbenefits resulting from competition.

23. Blocking generally refers to the interception and automatic
ternirnation of certain specified transmissions, here unasuthorized
intralATA traffic.

24. The implementation of blocking prior to equal access would
require a consideradle commitment of capital, resources, and time.

TUpon the implementation of equal access, these commitments are no
longer required.

‘ 25. The 0CCs have configured and constructed their systems in
good faith, free from any Federal Communicetions Commission (PCC) or
other requirement to sccommodate blocking.

26. TUporn the offering of interconnections under the mandated
equal access, all interexchange carriers would be provided the
inzediate means to dlock intralATA traffic without affecting their
other services.

27. Western Union holds a utility franchise by implication of
law under the principles of "grandfathering."

28. The carriage of intralATA traffic over the facilities of
the defendants in Case (C.) 83-05-05 is incidental to the use of
those same facilities for otherwise lawfully provided services.

29. 7The defendents in C.83-05-05 have never menifested an
intention to provide uncertificated intralATA services.

30. Xo prior legal duty was ever imposed upon the defendants in

C.83-05-05 to configure their respective networks so as to permit
blocking of unauthorized intrastate traffic.
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31. The defendants in €.83-05-05 have taken reasonable steps:to
advise their subscribers 2s to the lawful limits of the services they
offer.

32. Given the differences in the nature and quality of access
provaded by the Bell Operating Companies to ATAT and 1ts competitors
prior to equal access, it is highly unlikely that meaningful
interLATA competition can occur prior to the widespread availability
of equal access. g

33. Except for ATST, no other fnterexchange carrfier 1n

California has an adility to extract monopoly profits or to make
mafintain predatory prices.

Conclusions of Law

1. The Commission has broad regulatory authority over the
providers of intrastate telecommunications services.

2. Intrastate telecommunications traffic carried over:
Tacilities 2s an incidence to 1awfu11y provided interstate serv1ces
are encompassed within interstate operating authorities and may not
be prohidbited by this Commfssfon..

3. The Federal Communicatwons Commissfon (FCC) may not
certificate fntrastate services.

4. The Commission méthgitheerurden nor discriminate against
federally authorized teTecommdnfcétfons. however, FCC certification
does not preempt this Commission’s consideration of applications for
the provision of the intrastate services of persons holding such
federal authority.

5. This Commissfon has jurisdiction to-cons{der the issues
presented by the O0II, the applications and comp1a1nts now before us,

6. Private line competition in {ntralATA telecommunications
should be permitted in limited form.

7. The resale of intralATA WATS service should be prohibited,
except to complete an interLATA or Interstate call,
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8. Blocking should not be required prior to equal,acooss-

9. Persons not authorized to provide intraLA&A
telecommunications services should be prohibited from holding out the
availability of such services and should be required 1o advise their

subscribers that intralATA communications should be plaoed over the
facilities of the local exchange company. N : ‘

10. The privileges of a utility Zfranchise, whether granted
expressly by tkis Commission or by implication of law, are subject to
the full regulatory authorities of this Commission.

11. Western Union may be prohibited from holding out intralATA
teleconmunications services. '

12. Pacific's complaint against the intrastate carriers should
be denied. o -

13. AD&T should be regulated under the dominant/riondominant
carrier system of regulation. AT&T should be regulated under the
rate base/rate of return regulations applied to other California

.public utilities.

14. Resellers should be regulated in the same nmanner as
facilities-based interexchange carriers.

15. UniZora rates should be required.
INTERIM ORDER

IT IS ORDERED that: )

1. All applications to the extent not previously granted are
denied. Persons not authorized to provide intralATA
telecomxunications shall refrain from holding out the availadility of
suck services and shall advise their subscribers that intralATA
communications should be placed over the facilities of the local
exchange company. .

2. Pacific Bell (Pacific) shall dlock unauthorized intralATA
traffic carried over or through the facilities of any interexchange
carrier upon full implementation of equal access within a LATA.
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3. In accordance with Ordering Paragraph 2, Pacific shall file
an advice letter with the Conmission stating that it will commence
blocking unauthorized intralATA calls ten (10) days following the
filing of the advice letter. Pacific shall serve a copy of said
advice letter upon all interexchange carrierS-operating'within that
LATA.

4. Any interexchange carrier not accepting the interconnection
arrangement constituting equal access and/or maintaining any
interconnections other than those offered under equal access shall
file a notice of such facts (with the same distridution as an advice
letter) within five (5) days of receiving Pacific's advice letter.

5. Providers of private line services offering high speed data
transmission services may file applications i they wish to offer
such services intralATA subject to the limitations set forth in the
decizion. Pacific and any other local exchange company which
provides competing service, where its rates exceed or cover the costs

.of providing that service, in the LATA relevant t¢o any such

application may appear as 2 protestant and/or file responsive rate
tariffs in order to preserve its market share.

6. Within 30 days from the date of this order, parties to this
proceeding shall file with our Docket Office the original and 12
copies of Comments on the Issue whether a prohidbition of
interexchange carrier bypass of the switched network should be
imposed and, if so, in what manner.

T. AT&T shall be regulated as the dominant interexchange
carrier in California. All other interexchange carriers shall Dde
regulated in a manner which permits them to compete in the California
interLATA market. |

8. Applicants are authorized to have on file with this
Conmission tariff schedules for the provision of intrastate
interLATA telecommunications services, subject to the condition that
rates shall be uniform on a distance basis. If any applicant has an
effective FPCC approved tariff, it may file a notice adopting such FCC
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tariffs with a copy of the PCC tariff included in the filing. Those
applicants that have no effective FCC tariffs, or that wish to file -
tarifls applicable only to California, are ‘authorized to do so,
including rates, rules, regulations, and other provisions necessary
to offer service to the public. Such £ilings shall be made in
accordance with General Order 96-A, excludihg Sections IV, V, and VI
2ad shall be effective not less than one day after filing.

9. Case 83-05-05 filed by Pacific against various defendants
is denied. .

10. The tariffs suspended in &S Case 83-11-05, to the extent

not previously authorized, are Permenently suspended and the case is
closed.

11. Each of the applications, to the extent not previosuly
granted, is denied. |
This order is effective today in order 10 provide for the
continued effect of our previous orders prohiditing the holding out
.of intralATA toll services by persons other than the local exchange

companies.
Dated June 13, 1984, at San Francisco, California.

LEONARD M. GRIMES, JR.
President
VICTOR CALVO
DONALD VIAL
WILLIAM T. BAGLEY
Commissioners

Comnissioner Priscilla C. Grew,
being necessarily absent, did not
participate.
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List 02 Avpvearances

Applicants: Brad E. Mutschelknaus, J. Manning Lee, (Virginia), .
Attorneys at Law, and Messrs. Sullivan & Cromwell, by Robert
Bell ,A%%orney at law, for Satellite Business Systems; Michael
Gary Per=due, Attorney at lLaw, for CAILL USA, Inec.

Despondents: Richard A. Bromley, and Hathaway Watson, IIT,
Attorneys at Law, and John E. Demnnis, for AT&T Communicatlons;
Jazes S. Hamasaki, Richard W. Odgers, and Jemes B. Young,
Attorneys at Law, for The Facific Telephone and Telegraph Company;
Messrs. 3robeck, Phleger & Harrison, by Gordon E. Davis and
Williaz E. Booth, Attorneys at Law, for western Union Telegraph
Compeny; Lawrence P. Keller, Attorney at law, for The Wes<ern
Union Telegraph Company; cetty, Andrews, Tufts & Jackson, by
Dennis Swanson, Attorney at Law, for Telemarketing
Communications; Preston Moore and Gary Rinck, Attornyes at law,
for MCI Telecommunications; Messrs. Graham & James, dy Thomas
Mac3ride, Jr., and Jemes Secueri, Attorneys at Law, for Telephone
and CALIZL; and Ann C. Pongracz, Attorney at law, and Messrs.
McCutchen, Doyle, Zrown & Enmersen, by James B. Lewis, Ricaard D.

Zimzerzan, and Terry J. Eoulihan, Attorneys at lLaw, for GTE
Sprizt Comzunication Corporation. '

Interested Parties: Richard Arrington, for Contra Costa County 2nd
the League of Californiz Cities; Jon P. Flliett, Atterney at
Law,and Sylvia M. Siegel, for Toward Utility Rate Normalization
(TURN); Messrs. Orrick, Herrington & Sutcliffe, by Rober:t J.
Gloigtein and David R. Pigott, Attorneys a%t law, for contizental
Teleprorne Company; E. Ralph Snyder, Jr., Attorzey a% lLaw, for
General Telephorne Cozpany ¢f Californla; William L. Xnecht,

vverney at Law, for Zxeculine of Califernia, Inc.; Lioye L.
Xrause, Telecommunications Industry Consultant, for hizmsels;

o ik he! o nan Y

JORL 5. Loewen, Zor Savenet; Earrie+ Moss, for the City o2
sountaila view; Messrs. Pelavin, Norverg, Harlick & Beck, by Alvin
. Pelavin and William R. Eaerle, Attorneys 2%t ILaw, for Calaveras
~elepaone Company, California-QOregon Telephone Company, Capay
Valley Telephone Systex, Inc., Dorris Telephone Company, Ducer
Telephone Company, Zvans Telephone Company, Foresthill Telephone
Company, Eappy Valley Telephone Company, Zornites Telephone. ‘
Company, Xerzan Telephone Company, Livingson Teleprone Cozpany,
Inc., Pinnacles Telephone Company, Sierra Telephone Company, Inc.,
Che Ponderosa Telephone Co., The Siskiyou Telephone Comypany, and
The Velcano Telephone Company; Auzust Sairanen, for State of
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California - Office of Telecommunications; John W. Witt, City

~ Attornmey, by Williazm S. Shaffran, Deputy City Attorney, for the:
City of San Diego; George Agnost, City Attorney, by Leonmard L.
Snaider, Deputy City Attorney, for the City and County of oan
Trancisco; Williasm M. Winter and Michael A. Morris, Attorneys at
Law, for California Cable Television Association:; Thomas L.
feeney, for TeleMarketing Communications of Monterey: William
J. iTving, for County of Los Angeles; Ira Relner, City ATtorney,
oy Zd Cerez, Deputy City Attorney, for City of Los Angeles;
Yessrs. Farrow, Schildhause, Wilson, & Rains, by E. Nicholas
Seldy, Attorney at Law (D.C.), for itsel?f; Victor J. Totih,
Attorney 2t Iaw (Virginia), for American Telepnone =Zxchange,
Comprehensive Communication Systems, Inc., Transcall Americs,
Inc.; Francis L. Yourg, Attorney at Law (Texas), for CP Fational

Corporavion; and {ctavio A. lee, for California State 3ocard of
Bgualization, Valuation Divisicn.

Commissicon Staff: Rodert Cazén and Javier Plasencia, Attorneys
law, and Zmily Marks and Duncan Wyse.

(END OF APPENDIX A)
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democratic political and social institutions.
Northern Pacific Railway Co. v United States, 356
US 1, 4...' " United States v AT&l, 552 F. -
Supp. 131, 150-151 (D.D.C., 19¢2,).

While we concur in the Court's assessment of .the importance
of competition, we believe that competition in the telecommunications
arena must be implemented very carefully. Staff suggests that the
continued availability of telephone service at affordable rates
should be of overriding concern to regulators. We ree that, for
purposes of this decision, the criticzl determipdtion 15 whether the
allowance of intralATA competition might jeopdrdize the universalify
of telephone service which California now
A. The Uncertain Future and the Universdl Service Principle

This proceeding was origina)ly intended to resolve the
question of the extent to which competition should be permitted in
the intralATA toll market. Our r sdiution of this duestion was to
have been dependent upon evidengl as to the extent and direction of
the effects competitive entry might have on universal teTephone
ser;ice. However, all that/déz be said with any degree of certitude
is that the telecommunicatjons dindustry is gofng through an
unprecedented transition arked by technological and corporate
upheaval. We have determined that this transition period demands
caution., If we err, wérshoqu err on the side of universal service.
Caution, as a transifion strategy, serves and bears that bias.

In this prder, we will therefore 2dopt a prohibition on
competitive entrx/fnto the intralATA %011 market. In our op{nﬁon,
competition in @is market requires findings of fact which we.cannot
make upon the record before us. Rather, the record is replete with
uncertaintiesfwhich prevent us from concluding that competitive entry
will not jeopardize our gdaT of universal telephone service. We
discuss those ungertainties presently.

LN
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We established intrastate interlLATA access charges in
0.83-12-024 which recover the portion of NTS subscriber plant costs
allocated to the intrastate interLATA market through common carrier
Tine charges. Our concerns about maintaining affordable exchange
rates contributed to this decision. However, particularly if various
parties' dire warnings regarding the threat of bypass prove true, we
recognize that this decision,mayrequiﬁﬁ/m6§}ficatfon. Further,
while we reserve judgment, there are strong arguments in favor of
making interstate and intrastate iq}erATA access charges consistent,
if not equal, for simplicity's sake and to avoid rate arbdbitrage.
Along with other issues, the desirability of parity between
intrastate and interstate accesys charges, and proposals for future
reallocation of costs, includX%g NTS costs, between intrastate access
services and intralATA serviyces have been set for further hearings din
the access charges proceeding. The disposition of these issues may
well affect the basic exchange rate.

Other factors/contridbuting to inexorable increases in Tocal
rates include FCC actyons to.require faster depreciation of capital
equipment, the direct expensing of the costs of connections,’
installations, and moves, and an amortization of the accumuyiated,
capitalized past d(nges of this kind; federal tax law changesu and,
particularly for/some rural companies, increased interest costs.

The parties have vigorously debated whether local exchange
rates will re Qin affordable assuming competitive entry 2t the
intralATA tof1 Jevel. The above factors do not paint an optimistic
picture of /zhis Commission’s ability to maintain those rates at a
Tevel which will avoid the jeopardizing of universal service.
Allowance of intralATA toll competition could add yet another
potentially adverse factor, the reduction or Toss of intralATA toll

contributions to NTS costs. An already bleak situation could then
turn desperate.
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2. Marginal Cost Pricing and Its Economic Efficiencies _

As we have heard from many experts in both this and the
access charges proceeding, prices tend to be driven to marginal costs
in a competitive market, and the pricing of goods and services at
their marginal costs results in the most efficient use of those goods
and services and of the nation's resourées. Particularly for
electric uti]ities;‘we have Tong recognized these ptipc¢ﬁ1es, and
have devoted consideradle efforts to calculating and implementing
prices based on marginal costs, both for electrcity sales and for
utility purchases from nonutility power pcgdf;ers._ However, there
are at least two significant barriers to/implementing a marginal cost-
based pricing system for teIecommdnicaﬁqg;s services at this time.
First, 1ittle effort has been spent/aven formulating the principles
that ought to apply, let alone calculating the marginal costs of
various components of telephone/service. Second,the universal

service externality representy a greater public interest than the

economic efficiencies which fre allegedly inherent in marginal cost
pricing.

While the accupdcy of the various embedded cost studies was
hotly debated in this proceeding, no testimony was devoted to the
cdevelopment of margingl costs. At this time, we simply do not have
the tools or studies/available to us to allow marginal cost‘pricing
with any degree of faccuracy.

We suspect that marginal cost studies will demonstrate that
the marginal costs of toll service are substantially Tower than the
costs allocated/to to011 under embedded cost studies. The behavior of
the 0CCs in e intrastate interLATA toll market will provide
valuable evidence in this regard. We would expect that the 0CCs will
devote their resources to the most profitadle routes and configure




011 83-06-01 et al ALJ/md/mra ALT=-COM=VC

their systems to0 accommodate the most lucrative toll traffic ‘
patterns. The local exchange companies have always been required to
extend service to unprofitable routes and to accommodate 2all
anticipated traffic patterns. Thus, they have not pursued the
resource allocations which marginal cost pricing would” dfctate but
have incurred substantial NTS costs made artificially economic by our
system of rate regulation of public utility monopolies. It is simply
unrealistic to expect the local exchangéfbublfc utilities to
effectively compete with their modern brethren having been born and
bred under vastly differing enviraﬁ%ents.

Furthermore, the subs¥antial societal benefits of unfversal
telephone service create an externality which, absent 2 governmental
willingness to independentiy/provide the fundﬁng'needed to maintain
universal service, justify/;he rejection of'a-pricing‘systemﬂbased
completely on marginal cost. Some individual customers are unwilling
or unable to pay as mch/éor phone service as. it is worth to society
or as it costs to provide. There was unanimous agreement among the
parties regarding this/universal service externality. Until.we:see
evidence that marginal cost pricing would not jeopardize. the
universal service g0, our bias will be to pursue that goal without
extreme deference td/the economic efficiencies of marginal cost
pricing. We expect/to reexamine the issue in Pacific's next general
rate case, 2as discussed in our decision in A.82-11-07 issued today.‘

3. Embedded/Costs and Their Relevance to IntralATA Competition

Both Pacific and staff performed embedded cost studies
which conclude zhat intralATA tol171 revenues now provide-sub%tantia1
support of 10¢al exchange ¢osts, Though they take differing
viewpoints regardfhg-whether thisvsupporticonstftutes & "subsidy" of
local rates. On the other hand, Sprint, MCI, and WU presented
witnesses who asserted either that no toll-to-Tocal subsidy exists or
at least that existing data is insufficient to determine whether a
contribution from t0l1 to local service exists.
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services for many years for purposes of cost recovery. However, the
allocation factors have been chosen by the federal and state
regulatory agencies largely to achieve the desired distribution of
costs, and certainly not based on - any theory of cost causation.

The parties offer many valid criticisms .of portions of
Pacific's cost study. Pacific reports directory revenues of $483
million, and operating expenses and depreciation of $189 million, but
a combined return and tax component of only 38 million. We have
never before encountered the notion that $300 million 4n net‘;méome
“causes” less than $8 million in income taxes. Conyerse1%}/9acifjc
reports that the operating expenses and depreciation allofated to the
access line (the local loop and associated plant) excesd revenues,
but that the access 1ine "causes® hundreds of milliofis of dollars of
income taxes. |

Pacific reports that'directory'assist ncewéefvices generate
revenues of $9 million while causing direct cgsts of $239 million.
However, Pacific did not 2allocate to directory assistance any
revéﬁues~generated:from~t011 calls placed/over its. network after the
number is obtained from directory assistlnce, even.though its witness
admitted that “perhaps® such calls occhdr.

Similarly, Pacific includes in the “access line" category
the costs of all Yellow Page business 1istings, but no revenues from
Yellow Page advertising, and inz}ﬁGes the capital costs of all pay
phones but no toll revenues generated through usévof pay phones.

Pacific admits that some of the c¢criticisms. aimed at its
cost study may be valid¢ but/ contends that all the identified
shortcomings taken togethern/are far too minor to undermine dts basic
conclusions, ‘

While the details of the parties' ¢cost studies. can be
debated ad infinitum, we conclude that the evidence in this
proceeding overwhelmingly supports Pacific's and s<aff's common
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conclusion that intralATA toll services now provide & substantial
support of the NTS subscriber plant costs of the TOcéi'exchange. We
beTiev; that the underlying questions of how much of the revenue
requirement for the NTS subscriber plant co:;;/ithe-fixed costs of
the local exchange) should be ¢ollected fro intraLATA t011 users and
how much from users of basic exchange services are much more
important for the purposes of our de¢isipn regarding intralATA.
competition. '

Many parties, including both/proponents and opponents of
intralATA competition, have argued at economi¢c forces dictate
against an indefinite continuatiz?/gf the current high level of NTS
costs included in to11 rates. Further, the size and source of any
support of NTS costs needed %o dﬁsure universal service also
engendered much controversy. ﬂg find ourselves searching for a
solution which balances the benefits of universal servicé against the
desiradility of pricing toll/service closer to its marginal cost to
increase the economic efficifency of toll usage. We must consider
intralATA competition in this light. With no solution in sight, we
cannot support such competition. .

4, Rate Design v. Governmental Support

As the parties to this case acknowledge, it has been this
Commission's policy to/develop rate design schemes reasonably
calculated to foster uUniversal service. We have been largely
successful, However, issues have been raised 2s. to whether our rate
design policy has been misdirected or could be effectively replaced
by alternative supports.

Several parties argued that any support of NTS subscriber plant
costs besides that obtained from local exchange rates should be
narrowiy‘focused to provide the minimum support necessary to maintain
universal service, and that the resulting additional revenue
requirement should be allocated on the basis of respective
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6. Conclusions

In reviewing the contentions of the various parties, we
reach the inevitable conclusion that no one can accurately predict
the configuration 0F the future telecommunications mark;t. Local
exchange rates may be driven up by the forces beyond our control
without adding the threat of losing intralLATA toll revenue support,

On the other side, we do not yet know the extent tbrwhibh'targgxeﬂw
subsidies such as the new lifeline rate in Californta or th
nationwide “high cost fund” will succeed in reducing the cost burden
of telephone service to those persons or areas of\t “country most
vulnerable to rising rates. To be frank, we don X know whether
political considerations would allow the largesbasic rate increases
propounded by Or. Kahn and other economists/ The FCC has certainly
encountered substantial political resist Ce in Congress-to- the.
limited end user charges it is attemptjfig to implement.

The forces of competition ve been unleashed in the
interstate and intrastate interLATA markets. In those arenas, perhaps
the largest ever axperiment of fpée-market competition is. already well
‘underway. As competition deve)ops further in those markets, much will
be Tearned as t0o the wisdom and effects of telecommunications
competition.

In the face of Such uncertainty, we must refrain for now
from surrendering the 12st bastion of additional support of NTS costs.
As we have noted, economic theory holds that revenue requirements in
excess of marginal costs should be recovered from the least elastic
services (absentd;/genera1 tax, which appears highly unlikely at this
point). This means that basic exchange rates will be viewed more and
more as the revenue source of last resort. We must also keep in mind,
as our staff 'gints out, that a decision to allow intralATA |
competition/{z not a short-term decision. Once such a decision is

made and interexchange companies establish a presence, howeyer small,
in the intralATA market, our decision would be irreversible for all
practical purposes.
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While on a theoretical Tevel we agree that intralATA
competition has many merits, the rusks and market uncertawnt1es are
t00 large to allow us to authorize it at this time// Unless and until
we are convinced that a feasible alternative has been developed which
will protect universal service in the manner of‘the.toli-tdqexchange
contribution engendered by the intralATA pénopoly we leave in.piacé,
we must prohibit intralATA competition./ We fu11y;embrace*staff
witness Wyse's recommendation:

"The time is not ripe for AntralATA competition.
While intralATA competityon could benefit
consumers through technological advancement,
diversity of choice ag{ more efficient management
of resources, these 16ng term benefits are
outweighed by the rigk of so thoroughly
disrupting the historic rate structure that
universal service becomes jeopardized in the near
term, The Commission should wait until it has
more experience An a post-divestiture world
before making a affarmat1ve decision to permit
competitive entry.”

We take small/comfort from the arguments of the 0CCs that
they are unlikely to achieve more than a negligible share of the
market or that, if they do, it will be a larger market with "plenty
7or everyone." "The/record certainly leaves the penetration rate and
market growth issues open to speculation. Nor do we find the Texas
experience to be At all compelling. As staff points out, the
structure of ratg design in Texas is hardly comparable to our own.
More importantly, competition was introduced under 2 pre-divestitufe
scenario quite/different from the facts now at hand., The 0CCs there
"competed” with the Bell System ; ATgT did not compete with the local
exchange carrier as it could in our case. Customer awareness as to
the avawlab111ty of choices is at an all-time high due to
divestiture. We simply ¢annot rely on the evidence garnered from a
vastly different place and time to draw conc1us1ons as to the future
California market.
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In recognition“gf the economic considerations we have -
discussed, we have alread&@begun steps to improve the efficiency of
the pricing structure for telecommunications services. We have
authorized ¢ompetition in the interLATA market and now in private
Tine intralATA services. We will examine various proposals to reduce
the portion of NTS costs to be recovered through intradféte access
charges in phase two of our access charges proceedisfg, as well as
proposals for tapered or declining dlock toll rares as a further
means of capping the imposition of NTS costs on Targe users of toll
services. And in our decision in Pacific's general rate case which
we issue today, we order Pacific and staff/to begin examining the .
marginal costs of various Pacific services. We expect to rely on
their evaluations for guidance as we reexamine our current rate
design procedures in future general fate proceedings.

As we stand at the dawn ¢f a new age in telecommunications,
we realize that our first few steps may appear faltering and weak to
those who would stride boldly fdrward. However, we believe that
caution will more assuredly aéfeguard the public interest which 9t is
our solemn duty to protect. /Me will willingly reexamine our current
prohibition against intralATA competition as experience in the
interLATA markets and in tme post-divestiture era turns dawn %o
daylight.

B. Implementation Issues S

Having determined. that 1ntraLATA competition should not be
authorized at this tv/m, there are several residual issues yet to be
decided. These 1sngs generally concern the implementation of our
adopted policy. T/ey are 2as follows:

o Whether special exemptions from the restraints

on competitive entry should be applied to
p? vate line facilities or WATS resellers:
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on a resale basis. While we allow joint users to share an intralATA
WATS service, we have never authorized the resale of that service for
profit. OQur staff and Pacific are hereby advised to intensify the
enforcement of Commission-approved WATS tariffs and to terminate the
provision of intralATA WATS service %0 uncertificated intralATA WATS
resellers in order to h2alt these illegal operations.

Finally, assuming we were t0 authorize intralATA WATS resale,
0CCs could easily purchase WATS capacity for pesale and thereby hold
out the intralATA services we would not ceodf?icate with respect to
their own facilities. It is 1ntuitive1x/65vi0us that both doors in a
two-door barn should be closed if z;;/{im is to keep the horse
inside. We will therefore prohibi the resale of intralATA WATS
services.

2. Blocking

“Blocking" generally refers to the interception and
automatic termination of certain specified transmissions, here
unauthorized intralATA tpaffic. Several parties, most notably Pacific
and staff, have advocated that a ban on intralATA competition be
enforced by requiring/interLATA carriers to employ blocking schemes
to prevent intraLAT"usage of their networks. In reviewing the
record, however, 84:cking does not 2appear to be as efficacious an
enforcement method as Pacific and staff contend.

Ths/,mplementation of blocking, by every parties'

¢contention, ould require a considerable commitment of capital,
resources i?d time. Under certain proposals, switching capacity and
memory would have to be added by the 0CCs in order to facilitate
blocking. New software would have to be developed for'the¥proposa1s
proposed by Pacific. Although these facts are conceded by all, the
0CCs and Pacific differ on the extent of the burdens blocking would

entail.,




OIl 83-06-01 et a1l ALd/md/mra. ALT=-COM-VC"

The 0CCs claim that Pacific's blocking proposals would take
years and millions of dollars to implement and would be ineffective
in any event. According te the 0CCs, implementation is not so
readily achieved because under their current,ENFIA A‘interconnection
arrangements the 0CCs do not know the point ot/o4?gination for any
call placed over their systems. In order Eg/provide, store and
utilize that data, the 0CCs must redesign Or reconfigure their
existing systems. The CCCs note that they would be required to
overcome all these difficulties even fhough equal access would
shortly present 2 different system onfiguration which would require
new blocking arrangements. .

The 0CCs also argue tiat blocking can easily be evaded
through the use of adjunct fadilities. MCI points oht that
successful evasion requires /Mo cleverness, just "2 PBX sitting in a
closet" through which a subscriber's calls would be. routed to obtain
the most favorable toll fate. It is also argued that, whatever
schemes are cevised, there would be the extreme likelihood that.
interstate and interlLATA calls would also be blocked.

To all this, Pacific merely responds that the 0CCs should
not be trusted. Pxcific argues that the 0CCs have done nothing ¢o
discourage unauthorized calls and that the OCCs should be using this
opportunity to eZﬁibit their technological prowess. Although Pacific
concedes that fhe 0CCs are correct in their assessment of the
technical difficulties the implementation of blocking poses, Pacific
offers that /nothing in 1ife is foolproof and that the difficuTties
are surmoustable or peripheral. '

Staff also concedes the difficulties of implementing
blocking but adopts an approach differing from Pacific. Staff
conc1gLes a blocking requirement should be adopted, if at all, upon
the implementation of equal access. We agree that this approach is

prudent and will defer adoption of a blocking requirement until a
later time.
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As noted above, all parties agree that months and millions
of dollars would be required to implement Pacific's blocking '
proposals even assuming the ready availability of appropriate
technological means, an assumption in which we have Tittle
confidence. The 0CCs have configured and constructeﬂ’fheir systems
in good faith, free from any FCC or other requiremént to accommodate
blocking. The Bell affiliates certainly did net bring any'succéssfu1
actions of which we are aware either before phe FCC or any state
regulatory agency timely seeking such 2 regduirement despite their
full knowledge that intrastate traffic could be carried over the
networks of the NCCs. See, e.g., MCI Yelecommunications, supra.

t is, quite simply, too late in the /Qame to require blocking prior
to equal access.

Given the record before/us, we cannot conclude that a
blocking requirement would neither interfere with nor otherwise place
undue, onerous burdens upon thé7§CCs' Tawful interstate (and now
intrastate interLATA) services. We reject Pacific's fnvitation to
disregard this issue. To d¢/ s0 may well exemplify and result in the
type of state regulation that the courts have found %0. be repugnant
to the orderly administration and development of a national
telecommunications netwgzz. North Carolina. I, éqpra, at 7935 New
York Tel. Co., supra, a%t 1065,

The evidence before us Teads us to the inexorable
conc1usion that AT&;/Gnd Pacific are Targely responsidble for our

current predicament The inferfior ENFIA A 1nt°rconnectvons offered

to the 0CCs- precTuJL the immediate means to block 1ntraLATA traffic
without affeCt1ng,their other services. AT&T gratuitousTy offers
that it will accebt an order to block intralATA calls placed over its
system. This is a hollow offer. Pacific can readily do so given the
configuration of the present system. If all parties stood in
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AT&T's shoes, a more compelling case for_bTockiﬁg arrangements would
be made. But this is not the case defore us and it is not the case
due to the failure or refusal of the Bell affiliates td provide
similar interconnections to 211 comers. These cir;dﬁ;tancgs add.
equitable grounds to the technical prodblems disc ’;ed above; the sum
is that no blocking requirement shall be 1mpi}£éfs

We note that the record before us pstablishes that the
technological progress that has dlurred the interstate-intrastate
dividing Tine may soon offer us the abil¥fty to separate {nterstate
from intrastate and interlATA from intpalATA traffic. Upon the full
implementation of equal access in the/ fall of 1986, Pacific will
assertedly have the capability of dfgtinguishing wholly intralATA
traffic from interlLATA or ﬂnterstdé; calls. At an appropriate time
and in a proper procedural context, we intend to revisit:the blocking
issue. We leave this matter to the future. '

As for the moment, we will continue our policy of
prohibiting the applicants from holding out the availability of
intralATA service. Such o pronibition hardly intrudes upon the FCC's
authority to permit the 2pplicants to provide interstate service over
common facilities. We will add one further requirement at Pacific's
request. The appiic:;és, in answering customer inquiries as to
whether their facilities may physically be used to complete intralATA
calls, shall advise/current and potential customers that such calls
(1) may not be 1awiu11y placed over their networks .and (2) should be
placed over the #acilities of the local exchange carriers without any
further advice ﬁging provided. In the event that this measure.
proves unsuccessful in preventing the diversion of local exchange
intralATA to11 revenues or the appTicants'do.nbt observe our order,
we will consider available enforcement alternatives.
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3. Prohibition of Carrier.Bypass

In the closing paragraphs of its reply brief, Pacific
proposed that a prohibition against interexéhange carrier bypass
would be an appropriate manner in which to enforce a ban on intralATA
competition. Pacific Tsﬁ:pparently concerned that certain carriers
will leave the switched network to avoid the ban and the access
charges imposed upon them. Although this idea may ve merit, it was
not considered in the evidence or arguments of ¢ parties to this
proceeding. We therefore will not adopt Pacific's proposal bdut will
set further hearings to determine whether such a prohibition is
indeed appropriate and, if so, in what mapher,

The questions of the extent 20 which NTS costs should be
recovered through usage sensitive chajyges and the extent to which
they can continue to. be recovered ip/ this manner without resulting in
significant bypass are central ones on several fronts. The FCC has
wrestled with this on the inters';te-ievel, and we have examined 1t
carefully in establishing intrdstate interLATA- access charges. In
Decision 83-12-024, we stated that:

“...the ubiquitoug/%ature of the telephone network
offers benefits to all subscribers. Those
benefits tend to increase as the subscriber makes
greater use of/the network. Thus, although the
¢costs of substriber - plant may not be usage
sensitive, the benefits derived by customers from
the sum totAl of Pacific's subscriber plant do
increase with increased usage.

"There is ho denying that any particular.
subscriber loop s of more Dbenefit to the
Subsc;;per served by that loop than to any other

customegdrs., So it is appropriate that the :
particular subscriber bears the greatest share of
the ¢osts of the facilities provided for his
service. Still, the logic of telephone utility
accounting practices and the shared benefits of 2
ubiquitous telecommunications network strongly
imply, even dictate, that the costs of ¢the
network should be shared as well...

73 -
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"Based on the record developed in this proceeding,
we do not view the emergence of competition and
the threat of bypass as such drastic changes of
circumstances as Pacific would have us believe.
The evidence shows that Pacific has loigffbstered
competition with its own switched netwgq

services through its WATS and private/1ine
service offerings. Dr. Kraemer's syrvey of the-
extent of bypass among Pacific's larger customers
offers grounds for concern buta%pé: not Jjustify.
concluding that Pacific faces y serious threat
to its viability in the foresebable future.

"On the other hand, we recogpize that the range
and attractiveness of compegtitive alternatives %o
the use of Pacific's exchénge network are .
increasing and that it would be unwise to expose
Pacific unnecessariTydygorisks of uneconomic
bypass. This situatigh justifies close attention
to Pacific’s costs ig the setting of access
charges, particularly in the longer term,

"Bypass is a long-trm problem. Commitments %o
bypass investments by IECs or large customers

‘ will be based orn/ their expectations as to the.
future trend off Pacific's rates. To this extent
we agree with Pacifi¢c on the importance of
signalliing ciearly the seriousness with which we
take the bypass problem and the serfousness of
our intenz/mo 1imit uneconomic bypass.”

"Our intent is not to eliminate all NTS costs from
the revenue requirement for access charges. We
share the concern of our staff, the Cities, and
TURN thdt 1ECs and the users of their services
need not and should not be given free use of
Pacific's local subscriber plant. The benefit to
users which arises from the ubiquitous c¢haracter
of the local network fully justifies continued
implosition of a significant share of NTS costs
upon those who take advantage of their access to
¥hat network." (0.83-12-024, pp.35-38.)

ﬁe find similarly in the intralATA arena that bypass does
not appear to be 2 short-term problem for Pacific and that toll rates
(or, if we 2allowed intralATA competition, access charges) can.continue
to be used to recover NTS costs at this time without fear of bypass.
We will examine these issues in the coming hearings.
@
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MCI Telecommunications, supra, 70 FCC2d at §67. Thus, we Tind no
prior legal duty was ever imposed upon tﬁg defendants to configure
their respective networks so as to permit blocking. To impose such a
duty at this late date-wodﬂd,impose potentially severe and onerous
burdens upon the deféhdants; burdens created in 1arge/6;rt by '
Pacifie's and AT&T‘é_CO11ectfve and individual faiture to more timely
raise the issue. And, 2as noted above in our discussion of blocking,
the difficulty of blocking is a product of the inferior
interconnections presently provided by Pa;}f{; to defendants.

Pacific also alleges that the 9 Tendants have held
themselves out as intrastate carriers. owever, we find that the
defendants have taken_reasonable stepﬂ/iivadvisevtheir subscribers as
to the lawful limits of the services/they offer.” While we might
agree with Pacifi;‘that they could/have done more, wevcénnot find on
the record beforefus that the defendants exhidited an affirmative
intent to hold out the availabifity of uncertificated services nor can
we find that the defendants have acted unscrupulously or
contumaciously.

The promotional materials that Pacific cites to the contrary
are apparently from natiogal advertising programs, not t2ilored to any
particular jurisdiction./ The advertising does list cities that may be
reached by 2 subscriber/ but when such materials are distributed on a
national basis, the i” ormation is more reasonably interpreted as
promoting interstate/calling, since a subscriber in one state is
advised of the varigus places that may be reached over the network.
Defendants allege that they have never used an intrastate city pair as
the basis for a gomparison of their rates with the Bell system rates.
Thus, we agree that they have never actively promoted their service as
an intrastate service. | |

7 Qur additional requirements placed upon the intrastate interlLATA
carriers to refer intralATA callers to the local exchange company
provides additional steps to the ones voluntarily undertaken to date.
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One of the issues specified in the 0II is whether resellers
should be treated differently from facilities-based carriers. No

‘party proposed that any distinction be made, and we find that any

distinction would be inappropriate, in part because the public is not
aware of any difference and will expect public¢c utilits type service:
from either kind of entity. There is also a diffifulty 4n
distinguishing between these types of carriers,/gz:ause even the
larger facilities-based carriers rely on resefling for some of their

~traffic, and even the smaller resellers ar Tikely to install their

own transmission capability if the market response is sufficient.
Some of the applicants have indicated Xn intention to expand their
business by way of franchises or lim¥ted partnerships that would:
result in one entity prov1d1ng secche in several Tocations with
different affiliations in each - /aiven that individual customers will
most often deal only with the entity providing service at each
location, we find that each’ sd@h venture is an individual carrier and
must have its own certificate and tariff on file.

Several partfes";ve observed that applicants are under no
obligation to serve statewide and may “skim the cream” by serving
only the most Xucrati:;/%arkets. It has been suggested that we.
impose an obligation th serve 2s a condition of receiving a
certificate. This ré;sonvng overlooks: the 1mp11catwons of the
na.uraI monopoly eVQdence.

Several/of the witnesses indicated tha. some toll routes
may be naturally monopolistic because traffwc volumes are not
sufficient to/;upport more than one carrxer. Zn those instances it

would be unsound regulation to require competwtaon that wovld not be
sustaxnabTe.
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9. The intralATA toll market should be left in the monopoly-
control of the local exchange companies.

10. There are various upward pressures on basic exchange rates
-which individually and collectively threaten universal telephone
service in California. '

~11. The loss of intralATA toll contributions to the local

exchange companies and their nontraffic-sensitive (NTS) costs could
jeopardize universal telephone service in California by driving up
the cost of basic exchange service.

12. IntralATA toll services now provide 2 subsigﬁciaT support
of the NTS subscriber plant costs of the local excharige companies.

13. The substantial societal benefits of unfversal telephone
servicﬁﬁcreate an externality which, absent a gbvernmental
wiliingness to independently provide the fun 1ng needed to majntain
universal service, justify the rejection o 2. pricing system based
completely on marginal cost.

.14. The universal service externylity represents a greater
public interest than the economic efffciencies which are 217egedly
inherent in marginal cost pricing.,

15. It has been this Commissfhon's policy to develop rate design
schemes reasonably calculated to/foster universal telephone service.

16. Neither the FCC's High-Cost Fund probosa1 nor 1983 Assemdly
Bill 1348 are ungualifiedly vﬁZZTe alternatives to replace the rate
design policies which insure/universal telephone service.

17. Thgéé is‘aTsubstantial Tikelihood that some loss of toll

contribution to NTS costi/énd rate deaveraging would occur due to
intralATA tol1 competition.

18. Private line/services consist of direct access line

connections which avoid the need for being switched over the public
network.
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19. Private line services are primarily used to provide direct

telephone connections and high speed data transmission over dedicated
non-switched access lines.

20. Private lines constitute a small portion hf the-
the local exchange companies.

21. It is desiradle to permit private line com

22. IntralATA competition by WATS resellers
of the efficiencies or benefits resulting from

23.

intralATA traffic.

24, The implementation of blockin
commitment of capital, resources and

25. The 0CCs have configured ahd constructed their systems in
good faith, free from any Federal Lommunications Commission (FCC) or
other requirement to accommodate/blocking.

.26. Upon the offering ;;/gnterconnections under the mandated
equal access, all interexchapge carriers would be provided the
immediate means to block intralATA traffic without affeCtiqg their
other services. .

27. Western Union/holds a utility franchise by 1mp11cation of
Taw under the principles of “grandfathering®. [

28. The carriage of intralATA traffac over the facwl“ties of
the defendants in O/ie (C.) 82-05-05 is incidental to the mse of
those same fac111€2es for otherwise Tawfully provwded serv*ces.

29. The defendants in C.83-05-05 have never manwfestwd an
intention to provide uncertificated 1ntraLATA services. J

30. No/ﬁrwor legal duty was ever 1mposed upon the defeﬂdants in

C.83-05-05 to configure their respective networks so as to permit
blocking of unauthorized intrastate traffic.

I
J
|
|
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31. The defendants in €.83-05-05 have taken. reasonable steps- to
advise their subseribers 2s to the lawful limits of the services they
offer.

32. Given the differences in the nature and'qu¢?}:y of access
provided by the Bell Operating Companies to AT&T ahd”{fs-competﬁtors'
prior to equal access, it is highly unlikely that meaningful
interLATA competit1on can oc¢cur prior to the wﬂdespread avawlability

of equal access. e///
33. Except for AT&T, no other interexchange carrier in

California has an ability to extract monopoly proffts or to make
maintain predatory prices.
Conclusions of Law

l. The Commission has broad/regulatory authority over the
providers of intrastate telecommynications services.

2. Intrastate te]eCOmmun(Eations traffic carried over
facilities as an incidence to/flawfully provided interstate services
are encompassed within interstate operating authorities and may not
be prohibited by this Commﬂéiion.

3. The Federal Communications Commission (FCC) may not
certificate intrastate services.

4. The Commission may nefther burden nor discriminate against
vederally authorized telecommunications, however, FCC certification
does not preempt this Commission's consideration of applications for
the provision of 3yé§intrastate services ¢f persons holding sueh
federal authority |

5. This Commission has jurisdiction to consider the issues
presented by the QII, the applications and complaints now before us.

6. Private line competition in intralATA telecommunications
should be permitted.

7. The resale of intralATA WATS service should be prohibited.
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8. Blocking should not presently be required.

9. Persons not authorized to provide intraLATAi
telecommunications services should be prohibited from holding out the
availability of such services and should be required to advise their
subscribers that intralATA communications should be placed over the
facilities of the local exchange company.

10. The privileges of a utility franchise, whether granted
expressly by this Commission or by implication of 1aw, are subJect to
the full regulatory authorities of this Comm1ssioh.

11. Western Union may be prohibited from holding out intralATA
telecommunications services.

12. Pacific Bell's complaint aga(nyt the intrastate cafriers
should be denied. . '

13. ATE&T should be regulated under the dbminant/nonddminant
carrier system of regulation. AT&Y should be regulated under the
rate base/rate of return regulatidns applied to other California
public utilities. ///°

14, Resellers should be mregulated in the same manner as
facilities=based interexchange carriers.

IT IS ORDERED Efat:

1. A1l requests to provide intralATA toll service are denied
to the extent of said réquests. Persons not authorized to provide
intralATA teTeCOmmunwcat1on shall refrain from: ho1d1ng cut the
availability of sucﬁ/servwces and shall advise their subscribers that
intralATA commun1cat10ns should be placed over the .ac111tmes of the
local exchaage, company.

2. Provuders of private line services, 1nc1ud1ng cabTe
operators, may file applications for the offering of 1ntraLATA
private Tine services. Pacific Bell and any other local exchange
company which provides competing service, where its rates exceed or
cover the costs of providing that service, in the LATA relevant to
any such application may appear 3as a protestant and/or file
responsive rate tariffs in order to preserve its market share.

3. Further hearings at a time and place to be Tatér'determined

- 102 -
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responsive rate tariffs in order to preserve its market share. ‘

3. Further hearings at a time and place to be later determined
shall be held for the purpose of determining whether a prohibition of
interexchange carrier bypass of the switched network should de
imposed and, 1f so, in what manner. //,

4. Case 83-05-05 filed by Pacific Bell against various
defendants is denied.

5. AT&T shall be regulated as the dominant interexchange
carrier in California. A1l other interexXchange carriers shall be
regulated in a2 manner which permits them to compete in the California
interLATA market. ,

This order shall be effective today in order tovprovidé for
the continued effect of our previous orders prohidbiting the holding
out of intralATA toll services/by persons other‘than'themlodaﬁ,
exchange companies. '

Dated , &t San Francisco, California.
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democratic political and social institutioms.
Northern Pacific Railway Co. v. United States, 356
U.S. L, 4...""7 VUnited States v.
Supp. 131, 150-151T (U.D.C., 1982)"

In the decision approving the MFJ, the Court a2l
observed:

"There is a dispute, reflected at the trial as well as
other forums, over the question whethex Local telephone
services have actually been subsidized/by intercity
sexvice as AT&T has consistently claifted. ... The
government contended that, to the ¢dntrary, local
telephone revenues have subsidized AT&I's intercity
rates ... and since the trial wag aborted by
settlement, no final decision wés reached in the issue.”
(United States v. AT&T, sup:;/ét 169 n. 160).

C

It was further stated by the/Court in approving the MFJ

[ -

e

"The divestiture of the Operating Companies will
not necessarily have adverse effect upon the
cost of local telephone service. The decree
would leave state and federal regulators with a
mechanism -~ access/charges -~ by which to
require a subsidy from intereity service to local
service. By means of these access charges, the
regulaters would/be free to maintain local rates
at current leigxs or they could so set the
charges as to Increase or decrease local
exchange.” (U.S, v. AT&T, supra at 164).

Consequently the Coupé/reacted "with considerable surprise and some
dismay" when the FCC opted "to saddle the local subscribers with the
access costs of interexchange carxriers.”

While we concur in the Court's assessment of the importance
of competition, we believe that competition in the telecommunications
arena must be implemented very carefully. Staff suggests that the
continued availability of telephone sexvice at affordable rates
should be of overriding concerm O reguiators. While we concur
in the Court's assessment of the importance of competition, we also
share its views regarding the burdening of local exchange costs as
a result of the restructuring decision itself., We believe that
competition in the telecommumications arena must be implemented

‘I'wery carefully.




- OII 83-06-01 et al. cg ALT-COM-DV

. We established intrastate intexLATA access charges in
D.83-12-024 which recover the portion of NTS subscriber plant costs
allocated to the intrastate interLATA market through common carrier
line chargés. Our concexrns about maintaining affordable exchange
rates contributed to this decision. However, lingering concerns about
bypass and controversy over proper allocation of NIS costs on the
basis of causation may result in the modificat”dﬁﬂof that decision.
Further, while we reserve judgment, there are strong arguments in
favor of making interstate and intrastate/§:terLATA access charges
consistent, if not equal, for simplicitd's sake and to avoid rate
arbitrage. Along with other issues, Ake desirability of parity
between intrastate and interstate alcess charges, and proposals for
future reallocation of costs, inc uding NIS costs, between intrastate
access services and intralATA sexvices have been set for further

hearings in the access charg:é/&roceeding The disposition ¢Z these
issues may well affect the basic exchange rate.

rs

' Other factors contéibut:.ng to inexorable increases in local

rates include FCC actmons to require faster depreciation of capztal
equipment, the direct expensing of the costs of conmectiomns,
installations, and moves/ and an amortization of the accumulated,
capitalized past charggp of this kind; federal tax law changes; and,
particularly for some/rural companies, inc¢reased interest,costs.
The partie%/have vigorously debated whether local exchange
rates will remain affordable assuning competitive entry at the
intralATA toll levei The above factors do not paint anLoptimistic
plcture of this Commission s ability to maintain those xates at a
level which will avoid the jeopardizing of universal service.
Allowance of znt;aLAIA toll competition could add yet another
potentially adverse factor, the reduction or loss of imtralATA toll

contributions to NIS costs. An already bleak situation could_then.
turn desperate. ‘
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2. Marginal Cost Pricing and Its Economic Efficiencies
As we have heard from many experts in both this and the

access charées proceeding, theory holds that prices tend to be driven ’ V//
to marginal costs in a competitive market, and the pricing 9£~goods
and services at their maxrginal costs results in the most efficient
use of those goods and serxrvices and of the nation's resources. V///
Particularly for electric utilities, we have 1:2§736;éht to apply
these principles, and have devoted comsiderablesefforts to calculating
and implementing prices based on marginal costs, both for electricity
sales and for utility purchases from nonurility power producers.
However, there are at least two significant barriers to implementing
2 marginal cost-based pricing system for telecommunications sexrvices at
this time. First, little effoxt had been spent even formulating the
principles that ought to apply, Léé alone calculating the marginal
costs of various components of telephone service. Second, the
universal service-externalitz/ézpresents a greater public interest than

the economic effié;gncies.w ¢h are allegedly inherent in marginal cost
pricing. ' 3

While the accuracy of the various embedded cost studies was
hotly debated im this Coceeding, no testimony was devoted to the
development of marginazrcosts. At this time, we simply do not have
the tools or studies/available to us to allow marginal cost pricing
with any degree of /accuracy.

We suspect that marginal cost studies will demonstrate that
the marginal costs of toll sexvice are substantially lower than the
costs allocated to toll under embedded cost studies. The behavior of
the OCCs in the intrastate interLATA toll market will provide
valuable evidence In this regard. We would expect that the 0CCs will
devote their resources to the most profitable routes and configure
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their systems to accommodate the most lucrative toll traffic pattexns.
The local exchange companies have always been required to extend
service to unprofitable routes and to accommodate all anticipated
traffic patéerns. Thus, they have mot pursued the resource allocations
which marginal cost pricing would dictate but have incurred
substantial KIS costs made artificially economic by our system of
rate regulation of public utility monopolieQ. It is simply unrealistic
to expect the local exchange public utilities to effectively compete
with their modern brethren having been born and bred under vastly
differing environments.
Furthermore, the substantial economic and social benefits
to society of a fully integrated and universal teleégmmunications system |
should restrain us from adopting a pricing systeﬁrbased completely on

competitive theory. OQur regulatory postuzﬁ/ig'this regard is directly
related to what economists refer to as the elasticities of demand

when competitive options are made avai 'gle; Given the pace of
.technological advancement in this indéiry, the introduction of =
ewcompetition tends to give largeazféés of telecommunication services,
whose demand is highly elastic (Or price sensitive), greater market
power to dend off the common ¢osts (fixed costs such as NTS costs)
of an integrated telecommunié;tions system than smaller users (such
as POTS users), whose demand tends to less elastic,(except perhaps
at poverty levels of incdﬁe). This is what bypass concerns are all
about -- the ability of/ large users to view their cost optioms apart
from societal benefits and costs and to opt out of all or part of the
network, leaving Zors of the common costs to be borne by others who
have less opportunl%y-to opt out. Many of the latter include small
and moderate businesses. In this context, preventing common COsts
from falling toélheavily on small users has become a major issue in
our efforts to/ﬁaintain the essential character of our telephorie system.
Where the shifting of common costs under competitive pricing cdncepts
has threatened to push some small usexrs out of the system, the 7
Legislature has responded with'the passage of the Moore Lifeline Tax
till, as referenced below. Short of puching users out of the systenm,
owever, a substantial shifting of common costs in itself can raise
serious equity issues, especially when the allocation of common costs,

-56=-
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such as NIS, has been a major factor in the development of universal
service. From a public policy point of view, therefore, universal
service is'zore than just an economic externality. It is a critical -
element of our integrated telephone system as part of the "infra-
structure” glue that holds our society together. We cammot allow
competitive pricing theory to push regulatory policy to the brink

of destroying or even undermining the community function of a
telephone sexrvice acknowledged to be the best in the world.

To date the implementation of inter-LATA competit;an has
focused these issues on the amount of common exchange osts,
principally NIS, to be allocated to xnter-exchange/QQ;:iers.through
access charges. While the level of sustainab%;/ﬁ&cess charges will
loom large in Phase II of the pending access proceeding, it is clear
that our efforts to find an equitable method of allocating common
costs in the face of inter-exchange competition is already causing
major problems in designing rates and pieeting the revenue requirements
of Pacific and other exchange carriﬁzé? Long-run concerns about
aggravating the economic bypass opt¥ons of larger usersand the possible
involvement of carriers in such bé;ass options are constraining
influences in our efforts to moderate the impact of divestiture on
rates for exchange services iy Decision ,.in Pacific's
A.82-11-07 to be issued concpirrently with this oxder. These issues,
in turn, are compounded by /the seéious-iimitations of cuxfeﬁt cosﬁ
studies that provide the pnderpinning for moving toward greater reliance
on competitive pricing concepts. Under these circumstances, it would
appear that the extensfon of competition to intra-LATA traffic would
be undesirable at the’ present time even if there were soﬁnd, soley
economic reasons for doing so.

3.  Embedded Costs and Their Relevance to IntxalATA Competztion

‘Both Pacific and staff pexformed embedded cost studies
which conclude that intralATA toll revenues now provide substantial
support of local exchange costs, though they take differing viewpoints

.rega.rding, whether this support comstitutes a "subsidy" of local rates.
On the other hand, Sprint, MCI, and WU preséhted witnesses who asserted
either that no toll-to-local subsidy exists or at least that existing
data is insufficient to determine whether a comtribution from toll to
local service gxis;s. |

-56a-
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conclusion that intrallATA toll sexrvices now provide a substantial
support of the NIS subscriber plant costs of the local exchange. We
believe that the underlying questions of how much of the revenue
requiremené for the NIS subscriber plant costs (the fixed costs of
the local exchange) should be collected from intralATA toll users and
how much from users of basic exchange sexrvices are even more
important for purposes of intralATA competition than our-interLATA
decision. |

Many parties have argued that economic forces dictate
against an indefinite continuation of the curxrent level of WIS costs
included in toll rates. Further, the size and source of any
support of NIS costs needed to ensure uz}ﬁéiZal sexvice also
engendered much controversy. Im allocating the excess of exchange
embedded costs ovexr marginal costs of/ providing services, we find
ourselves in search of a solution that balances the benefits of
universal service against the desdrability of pricing toll and other

exchange services closer to t:;;r marginal costs in order to increase
s

economic efficiency of their usage. We must consider intra-LATA
competition in this light, t the present time, not only are our
cost studies inadequate, but the issues concerning the allocation
of NIS are still to be resélved in pending proceedings.

4. Rate Desigm vil&overnmental Support ‘

As the partied to this case acknowledge, it has been this
Commission's policy t rdevelop rate design schewmes reasonably calculated
to foster universal service. We have been largely successful. However,
issues have been raised as to whether our rate design policy has been
misdirected or could dbe effectively replaced by altexmative suppdrts.

Several parties argued that amy support of NIS subscriber plant
costs besides that obtained from local exchange rates should be
narrowly focused to provide the minimum support necessary to maintain
universal service, and that the resulting additiomal revenue
requirement should be allocated on the basis of respective
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staff, AB 1348 is 2 step in the right direction toward maintaining
universal service in the face of rising local rates but does not
address the problem completely.
Staff notes that Ag 1348 could contribute, at current
rates, approximately $68 miTlion if the full 4% tax rate were applied
to interlLATA revenves solely and another 385 million if it were
‘appTied to intralATA toll revenues. As an examp?e, $95 m1111on 2
year would be needed to provide-a $60 annual subsidy o ach - fam11y
whose income is less than $10,000. This $5 per moath subsidy woqu
defray 2 large portion of most current basic exthange rates, but
would not go very far if substantially greafg; portions of NTS costs
were recovered through dramatic increases in the local rates, as
advocated by several parties.
_._La_mmplememmq«ﬁyﬂA&*TG48--we—recognﬂimrﬂﬂ1ﬂr—rhat-there-e¢e~\
potential—probTems in such Y Areas T asTeertiftireatt-oneof—edi-gitd ity He
/;;ed in 0.84-04-053 that | w ,hawe—ﬂot*yet'wroVTUEG“ﬁm—ﬂnnnqauu:fb
comy eds—oT capped and elderly cusvomersT—Further,
Eo~srafl _soials—oul, a_targeted subsidy, if coupled with very large
increases in basic exchange rates, could result in a situation where
only the rich and the very poor could afford telephone service.
Under these circumstances, we can hardly be confident that
viable aTternativéi exist to“;eplace the rate design policies we have
vigorously pursued for several dédédes or that such alternatives will
ensyre unrvz;:QT teXephone servwce. Once again, we find substantial
uncertainties and will affnrm our fa1th in the wisdom of California
rate desig /prvncup1es.« “ 4
5. The Bé:efvts and Cons eddghées“Bf Comoetition
The proponents of intralATA competition base their case largely
on the theoretwca1 benefits of competition: a firm exhibits
increased efficiency in a competitive marketplace, compet1tion
encourages increased choices of service and pr1ce/qua11tv Options and

- 6] -
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In recognition of the economic considerations we have
discussed, we have already begun steps to improve the efficiency of
the priciné:structure for telecommunications services. We have
authorized competition in the interLATA market. We will examine
various proposals to determine the portiom of NIS costs to be
recovered through intrastate access charges in phase two of our _access
charges proceeding, as well as proposals for tapered or declining
block toll rates as a further means of capping the imposition of
NIS costs on large users of toll services. And our decision in
Pacific's genmeral rate case which we issue today, we oxrder Pacific
and staff to begin examining the marginal costs of various Pacific
services. We expect to rely on their eyhluations for guidance as
we reexamine our current rate design procedures in future gen@ral
rate proceedings.

As we stand at the dawr/of a new age in teiecommunications.

.we realize that our first few steps are necessarily cautious.
However, we believe that caution will more assuredly safeguard the
public interest which it is/our solemn duty to protect. We will
willingly reexazmine our c¢yrrent prohibition against intralATA
competition as experienge with intexrLATA markets may indicate.

B. Implementation Issues

Having detefmined that intralATA competition should mot be
authorized at this fime, there are several residual issues yet to be
decided. These iséues generally concern the implementation of our
adopted policy. ey are as follows:

° Whether special examptions from the restraints
on competitive entry shouvld be applied to
pr:vate line facilities or WATS resellers;
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Whether blocking of-intralATA calls by
carriers other than the 10¢cal exchange
companies should be required;

Whether a prohibition of carrier bypass should
be imposed;

Whether Western Union should be exempted from
our order proscribing the offerings of
competitive intralLATA services.

We address these issues in this part.er//,/’///
1. Private Line Facilities and WATS Resellers

As an exception to its overall opposftion to intralATA:
competition, staff recommends that privatg’line services be open to
combetition. It is sta‘f‘s opinfon th there is a ¢lear dis*inction
between switched and nonsthched S(p(CAte Tine) services in terms of
their importance to universal service. Due to consuderations unique
to private line technologies, cplipled with the fact that pr1vate
lTines constitute a miniscuTe‘;6{Zioﬁ'of Pacific's revenues, we find
merit ir staff's recommendation.

,‘Private line servides consist of direct access linme
coraections which avoid ne ‘need for switchﬁng~over~the‘pubiic
nefxork Pr1vate line fervice is prwmar11y used to-provide direct
te~ephone connections/and high speed data transmission over dedicated
non switched access fines. Other uses which seem to be growing are
servvcea such as dygnta? termination service, along with burglar and
fire alarm serv1ces.- i

The record suggests that it is desirable to permit prnvate
line competition. Mary innovative services are delivered over
private lines; permitting competition for this'service'may‘enhance
the further development of these technologies.. Also, Pacific's
provision of this service has not kept pace with the demand for
private Tines capable of high speed data transmission. In addition,
Pacific's private 1ine services are by and large currently priced
below cost and therefore do not contribute revenues to sustaining the
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affordadility of basic service. Finally, the fact that private lines
constitute less than three percent of Pacific's operating revenues
suggests that opening this service to competition is unlikely to
adversely affect Pacific's operating results or local exchange rates.
As an.example, we take special note of the arguments of CABLE
‘that certaiq“of its services are not well-suited to transmission over
the switched network and that others are best provﬁﬁgz.over'
specialized, computeé-enhanced transmission systems. These
specialized and-féchnoTogicale advanced services present 2
¢compelling distinction and we would be’ﬁzj;ss if we did not provide
an opportunity to the developers d providers of these services t0
zoply for authority to offer such services in California without
regard to LATA boundaries. ’peble operators are therefore encouraged
to file applications for igtralATA private line services. Pacific's
arguments as to the threat cable-type service poses to therintrastate
t011 market appear teydg to be 1ittle more than overbroad
histrionics. Pacifik should review the applications filed by cable-
typé operators and/gpecificaIIy focus its concerns on the
circumstances off each application. In the general rate case decision
issued today,/WQ invite Pacific to file responsive rates for private
Tine services which it may want to defend from competition. We
reitera:;/£Gat invitation here. As of this time, however, we are not
persuad by Pacific's arguments as to the magnitude of the threats
prasented by private line intrusion into the intralATA t411 market.
Pacific has, however, raised an interesting issue and we do‘
noct mean to casually dismiss it. The difficulty in regulating
private line services rests with the problem of distinguishing among
the many uses for which this service may be employed. We are
concerned about the lack of clear distinctions between privite line
and switched services. Some private line équipment lends itself to
additional services which may dupiicate those of the switched
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network., For example, private lines that terminate on a P3X provide
a ¢customer with switched access to 2 greater area of d1str1bution.

T “Ieaky PBX" might enable customers to bypass the loc¢al exchange.
Any increased opportunity or incentives for bypass of the Tocel
exchange is a matter of concern to the Commission. We intend o
observe the development of the market and will pay cIose attention to
this issue. '

We reach an entirely contrary dwsposam1on on the question
posed by WATS resellers., There is no logical reason to distinguish
between intralATA toll services which/might be provided over an 0CC's
facilities as compared to over PacAfic's facilities via its WATS
services. Since we do not allow intralATA toll competition through
0CC facilities, we will not &gfso through WATS resale either.

The arguments of the resellers are.simply not: persuyasive.
The resellers essential¥ argue that this Commission should enhance
the marketability of the service they provide. The’{ése11ers point
out that it wou]dl}e easier for them to market an all’ incTuswve
service, i.e., one encompassing interstate, interLATA and intralATA
¢alling, as opposed to a service offerwng only interstate and
interLATA cal¥ing. The marketability of their resale service is not
a compelling public interest in our opinion. There is simply no
intrinsic value to fostering 3 competition for identical traffic when
the competition would essentially bHe between Pacific's retail
(messa to11) and “wholesale" (WATS) services. None of the
efftcwenC1es or benefits resulting from market compet1txon would
accrue from such inbred competition,

The resellers posit that large WATS users are already
reselling iatralATA WATS through privately-owned PBXs and that we
should strip ourselves of our self-imposed naivete and allow them to
legally share in that now il11i¢cit market. We will not permit
competition because some WATS customer is illegally offering WATS
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on a resale basis. While we allow joint users %2 share an intralATA
WATS service, we have never 2uthorized the resale of that service fer
profit. ;Our staff and Pacific are heredy advised to intensify the
en‘orcemeat of Commission-approved WATS tariffs and to terminate the
provision of intralATA WATS service to uncertificated intralATA WATS
resellers in order to halt these illegal operations. . '

Finally, assuming we were to authorize intralATA WATS reszle.
0CCs could easily purchase WATS capacity for resale and thereby hold
out the intr2LATA services we would not certificate witq,réﬁpect to
their own facilities. It is intuitively obvious that’gath doors in ¢
two-door barn should be closed if our aim is to kégb the horse
inside. We will therefore prohidbit the resa of intralATA WATS
services. ‘ |
2. B8locking

"glocking” gene%al!y refers to the interception and
automatic termination ofﬁbertaih pecified transmissidhs. here
unauthorized intralATA traffic,/ Several parties, most notably Pacifi
and ‘staff, have advocated‘tt;éfa ban on intralATA competition‘be_
enforced by requiring inteslATA carriers to employ blocking schemes
to prevent intralATA usage of their networks. :
The implementgtion of blocking, before the implementation

of equal access, by eyery parties’ contention, would require a
considerable commitmént of capital, resouxceé and time. Under
certain proposals,/switching capacity and memory would have to
be added by the OCCs in order to facilitate blocking. New
software would héve.to be developed for the proposals proposed
by Pacific. Aléhough these facts are conceded by all, the
0CCs and Pacific differ on the extent of the burdens blocking
would entail. | N
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‘J We note that the record before us establishes that the
technological progress that has blurred the interstate-intrastate
dividing line may soon offer us the ability to separate incerstatgf
from intrastate and interLATA from intralATA traffic. Upon the full
implementation of equal access in the fall of 1986, Pacific will
assertedly have the capability of distinguishing wholly intralATA™
traffic from intexLATA or interstate c¢alls. This is currencl§’
the case in the relationship of AI&T-C to Pacific. AI&I#C has not
opposed Pacific's request for blocking even before eqﬁgi access arrives
because Pacific can block AT&T-C from completing idtra-LATA calls.
As equal access is implemented and the 0CCs are/in the same relationship
to Pacific as AT&T-C is today, we expect Pacif&c to block intralATA
calls of 0CCs. However, when equal access” arrives, some of the 0CCs
may choose to continue the availability/of their inferior access for
all or some of their customers. In that event, the customers involved
would be able to continue to compleég intralATA calls through their

‘ g 433 adv:.sn.ng the 0CCs a%*.hn.s time that, when equal access
a-r-ﬁaf@:-'ithogg that hch’gobse A0 4o participate in it will be required to
block intralATA calls.

As for the moment/, we will continue our policy of
prohibiting the applicants from holding out the availadility of
intralATA service. Su?7/i prohibition hardly intrudes upon the FCC’:
authority to permit the applicants to provide interstate service ove
common facilities. We will add one further requirement at Pacific's
request. The appliaéits, in answering customer fnquiries as to
whether their fa:}}éties may physically be used to complete in:raLAT:
calls, shall advise current and potential customers that such calls
(1) may not be lawfully placed over their networks and (2) should be
placed over the facilities of the local exchange carriers without an:
further advice being provided. In the event that this measure
proves unsuccessful in preventing the diversion of local exchange
intralATA toll revenues or the applicants do not observe our order,

iz will consider available enforcement alternatives.
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Some additional observations are appropriate in elaboration
of the relationship between the threat of bypass and intralATA
competition,

Bypass is either economic or umeconomic. Economlc bypass
occurs when the economic cost of the bypass is less than the economic
cost of providing the equivalent sexrvice over the witched network.
Uneconomic bypass occurs when the comverse condition prevails.

Uneconomic bypass of the local exché;ge could be
economically attractive for large toll users if toll rates (including
access charges 1if applicable) are set substantially above the marginal
costs of providing toll sexvice, Thiélcould occur due to any or a
combination of the following effecnéz the averaging of toll rates
over geographic areas encompassi high-cost areas; inclusion in toll
rates of excessive NIS costs oﬁ/zse local excnange or the development
of new, relatively low-cost tdil technologies. Exchange rate
averaging in combination w%Fh relatively low-cost exchange techmologies

.could also contribute to uneconomc bypass.

Bypass may be by either customer or carrier. Customer
bypass occurs when a ¢ ‘%omer constructs its own facilities for the
purpose of serving its/ own intermal telecommunications needs. Carrier
bypass occurs when a fcarrier comstructs facilities that permit its
customers to bypass/the local exchange for originating or terminating
calls. No customer is likely to bypass the local exchange for all its
requirements. ?ad&fzc is concerned that large customers will bjpass
its facilities for their toll calling purposes, and proposed that
carrier bypass be prohibited.

Carrier bypass of the exchange raises serious regulatory
issues. Under competitive pricing, as mnoted earlier, large users of
telephone services may opt to bypass the exchange for all or part of
their needs for strictly economic reasons, regardless of whether or not
a decision to do so is harmful to the network. There is little that
Tegulatory policy can do or should do about economic bypass by customers

-75a-
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“Pchemselves. Whether regulatory policy should sanction a carrier’'s
involvement in bypassing the exchange, however, is clearly another
matter. Currently, in setting tolls and in dealing with access
¢harges, we have been making a conscious effort to avoid policy _
choices that would encourage bypass by either customers ox carrie;sgw’ﬂ
In fact, when possible, we have been giving signals to active&i”
discourage bypass. While we may have limited optioms in-dealing
with individual customer bypass. as a matter of regulatory policy
it is questionable whether we should permit regg}ated carriexrs to
facilitate such bypass. Therxre are strong reasons related to
maintaining a universal telephone-servicffp at would support the
probibition of carrier bypass. Rather than making a decisiom at this
time, however, we will ask for comm on such a prohibition by the
parties within 30 days of the issuaﬁge of this order. This proceeding
will remain open for the explic%p/%urpose of considering these
comments, and the disposition of this issue including the possibility
of further hearings will be sé;ered from the interim decision we

.issue today. .

Finally, we note that denying intralATA competition at this
juncture and asking for/comment on the prohibition of carrier bypass
are intended to protect our universal service goals and to further
provide Pacific an opZ:rtunity to adjust to the post divestiture
world. Pacific shoyld view this opportunity not as a respite
but as a time to develop creative strategies which will ensure the
continuation of the high level of service quality amd universal service
to which California has become accustomed, Pacific is endowed with
managers of considerable skill and we are confident that they will meet
the test of the times without the protection of measures such as a
prohibition on ypass. Zmposition of such measures could well provide
the wrong sighals to Pacific as to what is expected of it and:might
otherwise impede the development of the telecommunications market.

es—
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MCI Telecommunications, supra, 70 FCC2d at %67. Thus, we £ind no
prior legal duty was ever imposed upon the defendants to configure
their respective nmetworks so as to permit blocking. To impose such a
duty as this late date would impose potentially severe and omerous
buxdené‘upon the defendants, burdens created in large part by N
Pacific's and AT&T's collective and individual failure to more timely
raise the issue. And, as noted above in our discussion of‘§;ock£ng,
the difficulty of blecking is a product of the inferioxr -~
interconnections presently provided by Pacific to égﬁéndants. This
situation will be corrected with the advent of egual access.

Pacific also alleges that the de{gﬁgénts have heild
themselves Out 3as intrastate carriers. ﬂp&ever, we find that the
defendants have taken reasonable stepaff% advise their subscribers as
to the lawful limits of the servicessthey offer.’ While we might
agree with Pacific that they coqu/gave done more, we cannot find on
the record before us that the dgﬁéndants exhibited an affirmative
intent to hold out the availability of uncertificated services nor can
we find that the defendants have acted unscrupulously or
contumaciously. , ) ,

The promocionqﬁ'materials that Pacific cites %o the contrary
are agparently from n§;4onal advertising programs, not tailored to any
particular jurisdict&dn. The advertising does 1ist cities that may be
reached by a subscriber but when such materials are distributed on. a
national basis, tqﬁlinformation is more reasonadbly {nterpreted as
promoting interstate ¢2lling, since a subs¢riber in one state is
2dvised of the various places that maj be reached over the network.
Defendants allege that they have never used an intrastate city pair as
the basis for a comparison of their rates with the Bell system rates.
Thus, we agree that they have never actively promoted their service as
an intrastate service. |

7 Qur additional requirements placed upon the intrastate interlATA
carriers to refer intralATA callers to the local exchange company’ .
provides additional steps to the ones voluntarily undertaken to date.
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19. Private 1ine services are primarily used to provide direct
teTephone-connectvons and high Speed data transmissfion over dedicatedf
non-swit¢hed access lines.

20. Private lines constitute a small portion of the revenues of
the Tocal exchange companies. #/JH

21. It is desirsble to permit some lirited private Line competiticn.

22. IntralATA competition by WATS reseTLe?; would provide none
of the efficiencies or benefits resulting frdm competzition.

23. Blocking generally refers to ne interception and actomatic
termination of certain specified transm{ssnons here unauthorized
intralATA traffic. '

28. The implementation of b],ockmg prior to equal access woula
require a considerable commitment of capital, xesources and time,

25. The 0CCs have c0nfwgéred and constructed their systems in
good faith, free from any Federal Communications Commvssfon (FCC) or
cther requirement to accomﬁgdate blocking.

~26. Upon the offﬁ/,ng of interconnections under the mandated
L :

equal access, all inte change carrfiers would be provided the

immediate means to block intralATA traffic without affecting their
other services.

27. MWestern AUnion holds 2 utility franchise by 1mp11cat1on of
law under the p§f/21p1es of "grandfathering“. m

28. The earriage of intralATA traffic over the fach tties of
the defendants in Case (C.) 83-05-05 is incidental to the use of
those same facilities for otherwise lawfully provided services.

29. The defendants in (.83-05-05 have never manifested an
intention to provide uncertificated intralATA services.

30. No prior legal duty was ever imposed upon the defendants in
.83-05-05 to configure their respective networks so as to. permit
blocking of unauthorized intrastate traffic.
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31. The defendants in C.83-05-05 have taken reasonable steps: to
advise ﬂ&eir subscribers as to the lawful limits of the services they
offer.

. 32. Given the differences in the nature and quality of access
provided by the Bell Operating Compan1es to ATET and its competitors
prior to equal access, it is highly unlikely that meaningful
interLATA competition can occur prior to the widespread-avazTabi11ty
of equal access. ' ‘

33. Except for AT4T, no'other interexchange <arrier in

California has am ability to extract monopoly ofits or to make
maintain predatory prices.
Conclusions of Law '

1. The Commission has broad regwlatory authority over the
providers of intrastate telecommunications services.

2. Intrastate teTeCOmmunicaéﬁons traffic carried over
facilities 2as an incidence to 136}u11y provided interstate services
are encompassed within interstate operating authorities and may not
be prohibited by this Commigsion. .

3. The Federal Communications Commissfon (FCC) may not
certificate {ntrastate services.

4. The Commissgfion may nefther burden nor discriminate against
federally authorized telecommunications, however, FCC certification

does not preemi;/tgis Commission‘s consideration of applications for
t

the provision/, he intrastate services of persons holding such
federal authority.

5. This Commission has jurisdiction to consxder the {issues
presented by the DI1, the applications and comp?aints now before us.

6. Private line competition in {ntralATA te?ecommun1cations

should be permitted in limited form. p//’

7. The resale of intralATA WATS service sﬁoqu be prohibited.
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8. Blocking should not be required prior to equal access.

§.§?Persons not authorfzed to provide intralATA -
telecommunications services should be prohibited from holding out the
availability of such services and should be required to advise their
subscribers that intralATA communications should be placed over the
facilities of the local exchange company. - o

o

10. " The privileges of a utility franchise, whether granted
expressly by this Commission or by implicatiowfg; law, are subject to
the full regulatory authorities of this 99mmission.

11. Western Union may be prohibited from holding out intralATA

telecommunications services. t///// ‘
12. Pacific Bell's complaint/against the intrastate carriers

should be denied.

13. AT&T should be reg;)ated under the dominant/nondominant
carrier system of regulation. AT&T should be regulated under the
rate base/rate.of return regulations applied to other Californiz
public utilities. '

14. Resellers should be regulated in the same manner as
facilities=-dased interexchange carriers.

15. TUniform vates should be required,
INTERIM ORDER

1. All requests to provide intralATA toll service are denied
to the extent of said requests. Persons not authorized to provide
intralATA telecommunications shall refrain from holding out the
availability of such services and shall advise their subscribers that
intralATA commumications should be placed over the facilities of the
local exchange company. After equal access, 0CCs who choose to
maintain inferior commection for all or some of their customers, shall
be required to block the completion of unauthorized calls.

2. Providers of private line services through cable operators

- may file applications for the offering of intralATA private line
_' services. Pacific Bell and any other local exchange company which

¥, provides competing service, where its rates exceed or cover the costs

-102-




OII 83-06-01 et al. ¢z  ALT-COM-DV

of providing that‘service, in tﬁe LATA relevant to amny such aﬁplica-v R
tion may appear as a protestant and/or file responsive rate tariffs
in order to preserve its market share. :

3. ¥Yithin 30 days from the date of this order, parties to
this proéeeding shall file with our Docket Office the original
and 12 copies of Comments on the Issme whetber a prohibition of
interexchange carrier bypass of the switched network shoula be
imposed and, if so, in what mannerx. e

4. Case 83-05-05 filed by Pacific bell agaxast various
defendants is denied.

5. AT&T shall be regulated as the dom;nant interexcnange
carrier in California. All otker intgxexchange carriers shall be
regulated in a mamner which permits them to compete in the
California interLATA market. !

6. Applicants are authorized to have on file with this
Commission, tariff schedulez/£é¥ ‘the provision of intrastate
interLATA telecommumications’ services, subject to the condition
that rates shall be wmifo /'adla distance basis. If any applicant
has an effective FCC appr7med tariff, it may file a motice adopting
such FCC tariffs with a copy of the FCC tariff included in the
£iling. Those applmcants/that have no effective FCC tariffs, or
that wish to file tari@fs’applicable enly to California, are
authorized to do so, in#iuding rates, rules, regulations, and other
provisions necessary t§ offer service to the public. Such £ilings
shall be made in accordance with Gemeral Order 96-A, excluding

Sec¢tions IV, V, and VI and shall bdbe effectrve not less than one
day after filing. |

/
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This oxrder shall be effective today in order to provide
for the cont;nued effeet of our previous orders prohibiting the

-~
holding out of intralATA toll services by pexsons other than the
local exchange companies.
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