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I. Introduction 

This is one of several proceedings in which this Commission 
considers the effects of the M041fied Final Judgment (MFJ), the 
antitrust consent decree between the U.S. Department of Justice 
(DOJ) and American Telephone and Telegraph Company (AT&T). Und~r the 
terms of the MFJ, exchange 
Areas (LATAs) are created. 
for the divestiture of the 

areas known as Local Access and Transport 
The LA~As provide the structural basis 

Bell Operating Companies (BOCs) from 
AT&T. California has been c.ivided into ten LATAs. After divestiture 
(January 1, 1984 ). the SOCs can provide service only withi nLATA 
boundaries (intraLATA), while AT&T serves between the LATAs 
(interLATA), succeeding to the interstate and interLATA op~ratin9 
authority of the BOCs. W~ether AT&T may also serve within the LATAs 

•
is one of the issues in this prOl:eeding, although AT&T has not filed 
an application for such authority • 

.. Anticipating an emerging competitive market, a number of 
parties have app]1ed to this Commission for auth~rity to provide 
intrastate te1eeommunications to11 services,. including the fo11owing: 

• 

A.8Z-1Z-21 MCr Telecommunications Company (MCr) 
A.83-01-20 GTE Sprint Commcnications Company (Sprint) 
A.83-0S-16 U.S. Telephone of the West, Inc. (U.S. Telephone) 
A.83-0S-26 American Tel,ephone Exchange (ATE) 
A.83-0S-40 Combined Network, Inc. (All net) 
A.83-06-S4 U.S. Amer1-Call, Inc 
A.83.07-21 Telamarke~in9 Communications, I~c. 
A.83-08-Z6 ~e7esphere Network, Inc. 
A.83-09-37 Ca11 U_S_~_p Inc. 
A.83-10-09 Sate1lit~ ~usiness Systems 
A.S3-11-07 Amerite1, Inc. 
A.83-12-25 LD Communications 
A.84-01-01 Com-Vest Telecommunications, Inc. 
A.84-01-11 Creative Telecommunications, Inc. (Creative) 
A.S4-01-33 Repub1ic Te1ecom Corporation - Pacific 

- 3 -
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Each 

A.84-01-38 Executive of Sacramento 
A.84-01-61 Southwest Interconnection Corporation 
A.84-02-01 Lo-Call USA, Inc. 
A.84-02-13 New American ?ho,ne Company, Inc. 
A.84-02-14 Northwest Network, Inc. 
A • 84 - 02-19 U nit edT e 1 en e two r k, Inc. 
A.84-02-38 Amptelco, Inc. 
A.84-02-45 C~ National Ne~work Services, Inc. 
A.84-02-47 Budget-Tel Corp~ration 
A.84-03-02 National Telephone Exchange, Central Coast, Inc. 
A.84-03-26 America's Choice Telephone, Inc. 
A.84-03-43 Ame~ica'l Corporation 
A.S4-03-S4 Al1-State Communications, Inc. 
A.84-03-61 SaveNet, Inc. 
A.S4-03-70 NCR Telecommunication Services, Inc. 
A.84-03-78 Tel-Toll, Inc. 
A.84-03-S7 Starnet Corporation 
A.S4-03-88 Toll Communications, Inc. 
A.84-04-0S Nevada Communications Corp. 
A.84-04-46 Westcom Datatel, Inc. 
A.84-04-48 ~estcoast Communications, Inc. 
A.S4-04-59 North American Telephone, Inc. 
A.84-04-82 Standard Information Services, Inc. 
A.84-04-10S American Communications Network 
A.84-04-11S Napa Valley Telecom Services 
A.84-04-118 United States Transmission Systems, Inc. 
A.84-04-136 Associated Telecommunications Network, Inc. 
of these ap~lications has been consolidated with this 

investigation. 
By comp1aint ,(Case (C.) 83-05-0$) filed May 12, 1983, The 

Pacific Telephone and Telegraph Company (Pacific) alleges that MCI, 
Sprint, and West~rn Union Telegraph Company (Wu) have unlawfully 
furnished intrastate telecommunications services. MCl and Sprint 
deny that they. have operated unlawfully, while WU claims that it has 
authority to provide such service by virtue of its prior operations 
within the state, preceding the enactment of the ?~blic Utilities 
Code. On November 7,1983, WU filed tariff revisi·ons 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.83-11-0S to examine WU's filing. The complaint 

• 
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pro~eedin9and the WU tariff suspension have been consolidated with 
this investigation. In the discussion that fo'10ws, applicants and 
~U together are generallj identified as "Applicants" or aces (Other 
Common Carriers). Where appropriate, Mer, Sprint and WU together are 
identified as "Defendants," whi1e other applica~ts tog~ther are 
identified as HResel1ers .. H Of course', individual parties will be 
identified by name where necessary. 

Pursuant to the sch~du'e set in the order instituting this 
investigation, evidentiary hearings began on September 6, 1983, and 
concluded on October 28, 1983, after 37 days of hearing.. These 
matters were submitted upon opening and reply briefs and oral 
argument before the Commission en bane. Briefs were received from 
Pacific, General lelephone Company of California (General), 
Continental Telephone Company of California (Continental), a group of 
17 small independent telephone companie~ that serve in California 
(Smal' Independents), AT&T, ~he Cities of San Diego and San Francisco 

.(CitieS), Los Angeles, Toward Utility Rate Normalization (TURN), Mer, 
Sprint, ~U, U.S. Telephone, Cal' U.S.A., Inc., the California 
Association of Long'Distance Companies (Caltel), the Ca'if~rnia Cable 
Television Association (CA~lE)~ t~e City of Mountain View, and the 
Commission staff lstaff). Parties appearing at the oral argument who 
did not file briefs were Allnet, ATE, the California Independent 
Te1ephone Association (CITA), and the Ca1ifornia Farm Bureau 
Federation (Farm Bureau). 

By an interim decision in this matter~ Decision (D.) 
84-01-037, dated January S~ 1984, those App1icants filing before 
January S and ~U w~~e authorized to provid~ fnterLATA services, 
subject to the condition' that each not hold o~t to t~e public the 
provision of intraLATA service. Sy 0.84-02-012 dated 'February 1, 
1984, 0.84-03-058 dated March 21 1984, and 0.84-05-008, dated May 2, 
1984~ the remaining app'ican~s were certificated upon the same 
condition • 

• 
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II. Issues 

The purpose of this proceeding is to develop and apply the 
policy basis for dec1ding these various consolidated matters. In the 
order instituting this investigation we specified seven issues that 
we asked the parties to address. These issu~s~are as follows: 

l. Is any part of the telecommunications system a 
"natural monopoly?» Does the. existence of a 
»natural monopoly" justify maintenance of a· 
franchise permitting only a single firm to 
provide that service? 

2. Does the rate flexibility provided in the 
existing structure enhance universal service 
goals1 Should fr~nchise monopolies be maintained 
to retain cross-subsidi~s and rate averaging? 

3. To what extent wi" competition promote 
technological innovation and more efficient 
ope rat i o·n s 1 

4. If competition is permitted, what terms and 
conditions· should b,e imposed? 

S. If competition is r:.ot permitte.d, what enforcement 
tools are available? 

6;' Should resa1e service be d'istin.guished from 
ii1dependent transmission for purposes of 
estal>1is.hing Commission po·licy? 

7. Should the Commission grant certificates for 
interLATA service before deciding the intraLATA 
issues? 

As stated above, interLATA entry was authorized by 0.8·4-0l-037, 
rendering the last issue moot. 

As the proceeding progressed, these issues w·ere distilled 
into two central questions: 

1. Shou1d intraLATA competition be authorized? 
2. What form of rate regulation should be 

applied to AT&T and App1icants? 

• 
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In addition, there are certain threshold jurisdictional issues that 
must be resolved in order to put these major issues and Pacific's 
complaint into their proper contexts. Stfore discussing this matter, 
a brief tecnnical discussion of the te1ecommunications network 
configuration is helpful. 

III. Network Configuration 

This section generally describes the physical aspects of 
the telephon~ network, particularly those which will exist after the 
post-divestiture date of January 1, 1984. This information is 
important for several reasons. The specif~c network configuration 
strongly influences questions of enforcement, particularly "blocking" 
issues. The physical network a1so influences to a degree the 
competitive advantages and disadvantages of specific carriers, based 
on the type of interconnection they emplcy. This issue ;s strongly 
tied to "equal access," one of t~e crucial elements mandated by the e MFJ

• 
.In understanding the network, it is imperative to 

understa~dthat one of its central characteristics is that it is a 
switched system. In order, to permit each telephone in the country 
to connect with each other telephone in :the company without using 

• 

trillions of wires, a switching network has been developed. It;s at 
switches that the OCC's interconnection occurs between the local 
telephone company, the OCC, and the customer. 

Pacific's Exhibit 29 provides 3!good basic description of 
the network and the interconnections nece~sary to make it work. As 
discussed in that exhibit, "end offices" were created in order to 
provide switching capability, allowing the company to concentrate and 
redistribute traffic. An end office is th~ centra' switching office 
which ;s 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 ca'l may be switched through a numb~r of different 
offices before it arrives at its intended destination. Large volumes 
of traffic between ~oints are generally routed over direct trunks •. 
while small volumes of traffic are usually switched from a central. 
point. This is known as a "tandem" arrangement. Tandeming is used 
because it is more economical than direct t~unking for sma" volumes 
of to' 1 t r a f f i c. 

After a can passes through an end office. it may: be 
switched to progressively higher levels of tandem switchin9. A 
C1ass 5 switching function is performed at the end office. Class 4 
switching is performed at to" center points. The switching 
concentrates and redistributes traffic. The next highest switching 
t a Ie e s p 1 ace at C 1 ass 3. 2, and 1 s w -; t c h e s • a 'J sole n ow n as. p rim a ry 
centers, sectional centers, and regiona1 centers. Th~re are two 
regional center offices in California. located in Sacramento' and 
Anaheim, and 10 offices in other areas ~f the United States and' 

-.canada. A.fter divestiture, AT&T wil' own and control Class l~ 2,3 
and 4 sw,itches. 

There are currently threety,?~'s o-f interconn.ections between 
carri ers and the 1 oca 7 teie;>hone o·perating comp·ani es. Those 
connections are ENFIA A, ENFIA B, and ENFIA C. 

An ENFIA A connection is a "1ine-side" connection between 
the acc customer. the 10ca1 operating company, and the OCC. 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 th~ 
customer's line. 

Virtuai7y all OCC connections with .10cal operating 
companies are ENFIA A connec.tions. In order to make a can over an 
ENFIA A connection, an ace customer a receives dial tone from the end 
office and eia1s a seven digit number to connect with the carrier 
switch. The customer next receives a second dial tone from the 
carrier switch, and then dia1s a personal identification number, 
sometimes also referred to as an authorization COde, of six to· eight 

.di9itS. The customer 1ast1y dia1s the desired telephone numb-ere 

- 8 -
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There are a number of limitations associated with ENFIA A. 
Rotary dial telephones cannot be used with ENFlA A connections, 
without a separate 'tone generating device. Special features, such as 
answer supervision and automatic number identification ("ANI"), are 
also unavailable with this connection. ENFIA A inconveniences the 
OCC customer, who must d1al an extra six to eight digits for an 
authorization code, as we" as the seven digit number to access the 

OCC switch. There have also been a11egations made that the ENFIAA 
connection causes the OCC's to suffer loss of transmiS$ion quality. 

ENFIA B is a trunk-side connection betwee~ an OCC and an 
end office. Under ENFIA B, the customer dials 950-10XX in order to 
access the carrier. The carrier switCh produces a second dial tone, 
and the customer then dials the te'e~hone number. T~unk-side 

connections such as ENFIA B are capable of "answer s~pervision", or 
the ability of an originating toll switch receiving information from 

. the terminating toll sW'itch that the terminat,ing party has picked up 
.the telephone. ENFIA B connections also permit ANI, which aids in 

blockingNand billing, and allows the customer to make a cal' and t? 
be identified without the six- to ei9ht~digit authorization cod@. 

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

ENFlA C connections are also trunk-side c~nnec;ions. They 
are routed through a tandem co17ect;on p,oint, but unlike EN'FIA B they 
connect directly from the carrier to the end office. The dialing is 
i denti cal. to that dese,..; 'oed for ENFIA S connect; ons. The major 
difference between ENFIA Band C is that EN~IA C is not capable of 

ANI or rotary dia1ing. Some parties have also claimed that an 
ENFIA C connection does not provide "toll quality" cal1s, b~cause it 
uses local trunking • 

• 
- 9 -
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After January 1,1984, connections will be offered as 
Ufeature groups.» Feat~re Group A is mere1y a continuation of the 
existing ENFIA A connection, while Feature Group 8 continue$. the 
existing ENFIA Band C connections. Feature Group C is the existing 
connection between AT&T's long lines and PT&T. It is a transitory 
connection prior to equal access~ 

Feature Group 0 is the most important of the connec:ions, 
as it embodies the MFJ's mandate of lIequal access lf to all carriers. 
The M~J requires the operating companies to "provide to all 
interexchange carriers and information service providers exchange 
access, information access, and exchange services for such 
access ••• that is equal in type, quality, and price to that provided 
to AT&T and its Affiliates." Equal access is one of the most 
important features of the MFJ. as it is designed to provide ac~s with 
the quality of connection necessary to compete with AT&T o~ equal 
terms. 

• Under Feature Group 0 interconnections, the fol1owing 
characteristics wi11 be availab1e to acc customers: 

• 

UFeature Group 0 provides the arrangements which 
comprise equal access. These include the lOXX 
code for dialing each IEC, presubscription, the 
abil1ty for the customer autom~tical1y to 
designate an IEC and e1iminate the lOXX access 
code, and the ability for the customer to access 
the IEC from either a push butto~ or rotary 
te1ephone. To access an rEG utilizing Feature 
Group D. a customer receives dia1 tone from the 
end office, dia1s the lOXX code of the ChosentEC 
(unless presubscribed) and then dials the called 
number. Feature Group Deans wi11 route to the 
IEC either on a direct basis or tandem 
a r ran 9 e me n t .. 1/ 

Pacific's witness Edrington furt~er exp1ained Feature Group D as 
follows: 

UFeature Group 0 is equal access • 

- 10 -
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"The key elements of Feature Group 0 are that it 
allows a customer to presubscribe to any 
interexchange carrier. 

"It obviates the need to dial any special numbers 
to reach the carrier or to currently'in~ut any 
type' of ? IN. 0 r that type 0" nat u r e of t h 1 n 9 • 

"Simply put, you pick u~ your phone an~ you dial 
ten digits, and if as I do, you su~scrtbe to 
perhaps a non-tradft1onal carrier, you will 
simply be able t~ dial your ten digits and 
complete your call. 

HIt also has an option available in it which 
allows you to dial lOXX. the XX identifying a 
specific interexchan~e .carrier and' access that 
carrier to the comp1etion of your cal' o-n an on 
demand basis. if you wi'l." 
Equa' access cannot be instituted immediately. Equa' 

access requires the SOCs to invest considerab1e time and money in 
modifying· their facilities, and to do so without disrupting service 
to their own customers and those of AT&T. As mandated b~ the MFJ, 

.equa1 access for i nte'rLATA servi ce wi 11. be phased in over 'a two-year 
period s~artin9 ~n September 1, 1984. By September 1, 198~. the SOCs 
must provide equai access to 1/3 of their access lines, and by 
September 1, 1986, to 3·1' remai nfng a-cee'S5 , ine's in .conrO-rm;"9 end 
offices. Local operating companies have raised questions as to their 
abi1ity to meet these deadlines. 

Equa1 access for intraLATA traffic, to the extent that 
state commissions permit intraLATA competition, will also be 
implemented by the accs. However, equa1 access for intraLATA traffic 
apparent1y does not encompass al' the attrib~tes of Feature Group O. 
Instead, intralATA equa1 access means the embodiment of the lOXX plan 
to access ca~riers and is just an u over lay on the existing 
a rra n gements. " 

• 
- 11 .. 
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IV. Jurisdictional Issues 
The question of this Commission's jurisdiction to consider 

the my~iad issues pres~nted bj this ease arises in two procedural 
contexts~ First. there is the complaint fi1ed by Pacific against 
MCI. Sprint. WU and others regarding the allegedly unlawful provision 
of ; ntrasta~e servi ces· by the defendants. Paci fi c seeks both 
equitable relief and an accounting of allegedly ill-gotten gains. 
The defendants contend that we are without authority to consider the 
complaint. l Second, various parties assert that the Commissio~ may 
not impose any restrictions on competition in telecommunications 
markets. It is essentia1'y their position that such restrictions 
would interfere with the provision of int~rstate services authorized 
by the Federal Communications Commission (FCC). 

This Commi~sion has broad authority to regulate intrastate 
telecommunications. Our charter is set forth in the State 
Constitut10n and the extensive provisions of the P·ublic Utilities 

.COde. However., ?ub1ic Utilities Code Section 202 recognizes that 
lawful state regulation by and large extends only to· intrastate .. 
utility operations. Likewise,. the FCC has broad author·ity to 
regul ate interstate and forei gn te1 ecommuni cat; ons under· the fede·ral 
Communications Act of 1934. See 47 U.S.C.§1S1. et seq .. H¢we'ver, 
that enactment explicit1y reserves to t~e stat~s the regulation of 
intrastate telecommunications. Communications Act Sections 2(b) and 
221(b). 47 U.S.C. §§lS2(b), 221(b). 

Despite t~e mutuality Of respect embodied in the· state and 
federal statutes· for the separate regulatory authority· and interests 
of this Commission and th~ FCC~ the advances of techn010gy in t~e 
telecommunications industry '!'lave ignored. overrun and b1urred th·at 
separation. Indeed, the courts have taken fu1l cognizance of th~ 

.1 The complaint is discussed be10w in Part VII of this decision. 

- 12 -
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"technical ~nd practical difficu1ties N of separating intrastate and 
interstate telecommunications. See, e.g., North Carolina Utilities 
Commission v. Fed~ral Communications Commission, 537 F.2d 787, 791 
(4th Cir., 1975) ("North Carolina IN), cert. denied, 429 U.S. 

1027 (1975); and, California v. F~dera' Communications Commission, 
557 F.2d 84" 86 (D.C. Cir., 1977), cert. denied, 434 U.S. 1010' 
(1978). The judicial response to these difficulties has bee~ to 
create a fec!eral primacy in order to p·rotect :the integrate-d:' national 
(and international) te1ecommunications network from the potent1al1~ 
disrupt1ve and "frustrating" effects of state-by-state regul~tion 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 p'redominant1y (97 percent) for intrastate communications, North 

•
carolina Uti1ities Commission v. Federal Communi:catio'ns Commission, 
552 F.2d 1035, 1045 (4th Cir .. , 1977), cert. denied, ,434 U.S·. 874, 
(1977) C~North Carolina II"). One co'urt went so far as to- hold 
that the FCC holds some residuum of authority to determine'whether a 
state commi ssi ~n has di seri minated aga i nst i nterst'ate servi ces or 

subscribers and, if it finds this to be the case, to step in and 
regu1ate even the local exchange. See New York Tel. Co. v. Federal 
Communications Commission, 531 F.2d 1059, 1065 (2d Cit., 1980); 
compare Section 221(b) of the Communications Act of 1934. 47 U.S.C. 
§221(b). 

Based upon these cases, several parties, notably Me!, 

Sprint and WU. argue that this Commission may net regu1ate their 
intrastate activities. It is essentially theirpos1tion that 
intrastate traffic carried over their facilities as an incidence to 
lawfully provided interstate services are encompassed within their 
FCC certificates and that, conseq~ently, this Commission may not bar 
the intrastate traffic which would otherwise fall plainly within our 

• jUrisdiction. Their analYSis is incom~'ete and incorrect • 
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There remains in the face of the priOmacy of federal 
regulation a vital state jurisdiction. The cases only estabo11sh the 
proposition that this jurisdiction must be carefully exercised so as 
not to intrude on the interstate and forei gn tel ecommuni'cati ons over' 
which the ·FCC presides. The FCC has noted on several occa$ions that 
it cannot certificate intrastate services. ~e Competitive Common 
Carrier Services etc., 91 FCC2d 59,52 note 8 (1982); Re Mer 
Telecommunications Corp., 70 FCC2d 556, 567 note 1 (1979). The 
ful1 authority to certificate and supervise intrastate 
telecommunications is thus 1eft to the states subject to the proviso 
that federally regulated services be neither burdened nor 
discriminated against. In our order, we take fu'l cognizance of the 
"practical difficulties" of separating interstate from intrastate 
traffic and careful1y weigh them so as not to "substantial'y 
encroach" upon the development of the integrated national network the 

• 
courts seek to protect. See North· Caronna I, soupra, at 794 note 
6 • 

• 
- 14 -



• 

• 

01183-06-01 et al. ALJ/md/mra ALT .. COM-VC 

We reject the notion posited by several parties that FCC 
certification inherently and as a matter of law precludes California 
from considering whether Mer and sfmilafly situated carriers should 
be permitted to provide intrastate service. Th~re are factual 
q~esti4ns t~ be decided here, namely, whether Californians -would be 
well-served by the free ent ry into i nt rastate communi cat i on-s ma rkets 
and, if not, whet~er any prohibition may be crafted so as to avoid 
proscription of or interference with FCC-authori~ed services. We 
therefore conclude that ~e have full jurisdictfon to consider the 
issues presented by the applications and complaints now before us. 2 
Having previously decided to permit intrastate interl.ATA compet1'tion, 
we now turn to the issue of intraLATA services • 

2 Severa' parties cite Southern Pacific Communications Co. v. 
Corporation Commission, ·586 P.2d 327 (Sup. Ct. Okla .. , 1978) 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. rd., at 332. Mo~eover~ the court found that the 
state commission's cease and desist ot'derunavoidab1y intruded upon 
the FCC's prior orders. ld., at 329, 332. -
In this case, we find the FCC to have specifically refrained from 
authorizing intrastate s~rvices, reserving that issue to the states. 
See, e.g., Mer Telecommunications, su~ra; accord,=United States 
v. Western E)ectric Co., Inc., 569 F.upp. 990, 1005, 1006· note 74 
(O.D.C., 1983). Also, our order falls far short of the cease and 
desist order the Oklahoma Commission adopted. Fina11y, 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· fo11ow the 
prinCiple of comity and will make our own determination as to the 
breadth of our authority. 
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V. Argument of the Parties 
In the order instituting this investigation, we stated our 

general ~o'icy that a~~licants for entry into intrastate markets must .. 
demonstrate identifiable benefits for consumers and a substantial 
p robabil i ty that any adverse consequences from' thei rent ry wi 11 be 
outweighed by those benefits. Th~ parties have directed- their 
arguments regarding intraLATA competition toward this policy and have 
tried to res~ond to our specific issues within this context. 

In re vi ewi ng th is matter, we w'e re conf ro-nted 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.~ 
A.. The Benefits of Competition 

The parties asserting the benefits of competition are 
largely the applicants in this case. They seek author'i.ty to provide 

•
telecommunications services in California without regard to LATA 
boundaries. The most basic advantage of competition is that it 
reduces waste by visiting the negative'consequences of inefficiency -. 
and waste (and the posit1ve consequences of minimizing it) on those 
who cause (or avoid) it. Competition puts- businesses on their mettle 
by a~p'ying the car~ot of profitability to those who use resources 
shrewdly and carefully and the stick of unprofitabi1ity to those who 
do not. 

A firm facing competitive entry is much more likely to 
prnduce and sell the maximum output at the minimum price. This 
benefit can 'oe rea1jzed even without any substantial exodus of 
customers. from t~~ incumbent firm-., Just as the pos.sibi1ity of 

3 It shou1d be kept in mind that the positions presented in this 
Section are not those of the Commission but those of the parties. e The Commission1s 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 inattentive service 
tends to keep quality u~, there is a value to the public in b~1ng 
able to choose, for whatever reason, an alternative intrat.ATA 
provider. The benefit is not only in ~~eexerc1se of the c~oice, but 
in consumers and the telephone company being min~fu' t~at the choice 
is there • 

• 
- 17 -
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Competition is a1so viewed as encouraging and fostering, increased 
choices of service and price/Quality opt16ns. Al1owing,1ntraLATA 
entry wi" permit potentia' competitors, to offer services which the 
enfranchised monopolist might never make avai1ab~e. Because 
consumers will ~vote" with their dol1ars, it is less likely that 
telephone companies wi11 produce products and services whic~ will 
enhance their regulated rate of return profit picture~ bu~ which 
ignore consumer preferences and priorities. A fir"1Tl protected from 

competiti ve entry knows it is tithe only game in town. II It can afford 

to adopt a ~take it or leave it" a?proach. In contrast, a competitor 
seeking to win customers is motivated to offer innovative services or 
to satisfy a discrete c1ientele with particularized needs. Thus, it 
is argued, free entry W",ll provide Ca1ifornia consumers with a wider 
variety of price/qu,ality trade-offs;. New pri'ce/quality variations 
will stimulate n~w toll demand, which is relatively price-elastic • 

It is also conten~ed that competitive firms are much more 
'ike1y to invent or adapt new technologies to maximize their cos,t 
advantages and increase tneir market. It is an ar.t,icle o·f faith in a 
free enterprise system that more competition mea,ns more-' techno.logical 
innovation. Com?~~it10n reduces the likelihOOd that an incumbent 
firm wi" use technologies that fail to address consumer preferences 
for a range of services. A firm that does not face competitive entry 
has little incentive to employ even existing technologies which can 
reduce costs. Instead the regulated franchised monopo1ist also is 
, ikely to choose (rom the range ofcurl"~"tly available technologies 
the one that wn1 ma.x1mize profits--even if it is not the most 
efficient technology • 
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Indeed~ an enfranchised monopolist may be affirmative1y 
hostile to such innovation. which may only enhance the incentives of 
its ,customer-s to find alternatives for its service's, thereby 
"stranding" its investments in outmoded equipment. The early 
introduction of new te'chnology can result in- subst'antial savings and 
contribute to innovation in ~ny one of a number of oth~r areas which 
depend upon or employ the telecommunications network. This in tarn 
discourages system bypass. 

With regard to. intraLATA entry in particular. it is argued 
that there is every indication that the shorthaul toll market is 
precise1y where the advantages of competition and additiona1 
i ncent; ves for new techno1cgi cal ; nnovati on are most 'n~eded,. New 
developments in sh~rthaul microwave may bring costs down and increase 
capacities. Such shorthaul technol0'gy wi" be introduced 
significantly sooner if intraLAT~ competitfo~ is permitted • 
IntraLATA entry wi" also encourage lower cost rural communications 
services based upon spectrum radio systems well suited for, .but .. 
currently underutilized in. ("'ural ar.-ea·s. AuthoriZing ,intratATA entry 
is also likely to stimulate technological innovatio~ from sources 
other than the telephone companies or the oces. For example~ 
competition in the customer premises equipment market has led ·to 
lower prices for a'l consumers and has brought about a broader range -
of product choices and a much more rapid introduction of 
technologica1 change than had occurred previously. As a further 
examp1e, Sprint was the first interstate carrier to introduce an 
access. code whi cn mad~ it possi bl e for customers to, ca l' fro,m any 
station in th~ nation served by Sprint and bi'l the call 
automatically to their home or business numb,er. This feature 
combined toll and credit card billing in a manner later emulated by 
the Bel' System's credit card offering • 
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The importance to universal service 90a1s of enforcing 
efficient operations in the short run and encouraging technological 
change in the long run, it is argued, cannot be overstated. 
Continued use of outmoded and inefficient technology will result in 
unnecessari ly hi 9h telephone company cost's. These hi ghe,r costs w'i 11 
lead in turn to requests for future rate increases which wo~ld not be 
necessa ry if mo re effi c i ent tech no 1 09i es we re emp" oyed. 
Implementation of more efficient communications technologies also 
will result in important productivity gains throughout .the economy. 
All this redounds to the benefit of those least able to subsidize 
inefficiencies and the price ·of waste. 

The app1icants assert that regu1ation itself would benefit 
from the introduction of intraLATA com?etition. They state that:. 
resort to regulation is predicated upon ~pecia' c1rcumstances that 
prevent the effective operatiori of market forces and require. publiC 
intervention to simulate the be~efits of competition. For all of the 
efforts of regulators, regulati~n is an imperfect substitute for 
competitive incentives. 

It ~ s di ffi cu lt to force a monopolist to· be eft; ci ent t or 
technologically'innovative. A major limitation is that virtually a" 
of the information about cost, 'revenues, technology, and the like are 
obtained by the regulators from the regulated company itself. 

Regulation nece~sarily fosters a battle of wits between 
regulators seeKing to impose restraints and regulated companies 
trying to avoid them. It el'1.courages the companies to invest 
resources in persuasion and r~at~on-=:}:ization, instead of production. 
Mel quotes Pacific's witness Harris commenting on Pacific's own 
r~lationship with the Commissio'n in his report to'Paeific for' its 
interna1 use: 

"Though not necessarily deliberate (or even 
consciOUS). the Companyls posture toward the 
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P.U.C. has been generally uncooperative~ 
sometimes even hostile. Th~$ is, to a certain 
degree, understandable: regulatfon is an 
a d v e r S a ria' pro C e s s by leg is' at i ve de s i 9 n • 
Nowhere has this posture been more evi'dent than 
in the submissions to the Commission in rat~ 
proceedings; the sheer volume of documents and 
details cannot be justified solely in terms of 
the req.uirements of the regulatory process. 
Whether intentionally or not, one effect of this 
approach is to overwhelm th~ 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 conscio,usly aimed' at minimizing 
regulatory obligations to furnish such benefits. In 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 
regulatory resources al"'e scarce .. US.1n9 them effectiv'e1y is not 
easy. Wherever possible, regulators should look for opportunities to 
use the competitive process for furthering consumer welfare, 
preserving regulatory resources for the sp'ecial cases that 
competition cannot address. 

It is contended that competition wou1d provide the 
Commission with a useful regulatory to·ol. Authorizing intraLATA 
competition wou1d allegedly enhance the Commiss10n 1 s decision-making 
ability by improving the quality of the information provided to the 
Commission. It is c1aimed that for many years t~~ Commi~sion and 
ci vi c pa rt ; es ha ve been f ru st rated by the poo,r qua,1 i ty of cost i"9 
information provided by Pacific. This need also has b-een shown in 
numerous other cases in the recent 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 
parti6ipation by competitors in Pacific rate proceedin9s would for~e 

Pacific to calculate its cost of service carefully and would thereby 
assist the Commission in its scrutiny of Pacific's rates.' ~oreover. 

with additional providers of services fn the market. the Commission 
would no 10nger be required to look to the sing1etelephone company 
for information. The Commission wou1d be able to compare ,data from a 
nu mber of carri ers in order to tes·t the accu racy of data and the 
va1idity of its underlying assumptions. The Commission also could 
look to the new carriers for innovative ideas on meeting traditional 
public interest goals. such as universal service. 

In addition to improving cost data submission. com'petition 
in intraLATA markets also would assist in the difficult task of 
identifying subsid;es bU'ilt into the r~te' structure and thus in" 
determi'ning whether such subsidies do ind~d promote the pub.lic 
interest. Sprint claims that in this case. fo·r example. the 
pote~tia' entrants have called attention to the significanc~ of the 
fact that P'a'cific's evidence shows that pdvate line and other 
business users are receivi.ng greater subsidies than residential 
customers. 

It has been pointed out that the U.S. ~epartment of Justice 
has recognized that intral.ATA entry might be approp·riate. In a 
1etter from William F. Baxter, Assistant Attorney General. Antitrust 
Division of the United States Department of Justic~, addressed to 

i 

Administrative Law Judge Patrick J. Power and <la·ted' October 20, 1983, 
Baxter stated that: . 

" ••• the De~artment fully expected that state 
regulatory commissions might allow intraLATA. 
competition and require equa1 access arrangements 
for al1 interLATA carriers. See November 23, 
1982 Response at 6-8. Indeed, the Department 
express1y assumed that a~~r09riate p01icy choice 
was to permit the c~nsolidation and to re1y on 
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competition over time between the technology of 
·the new entrant versus the potential efficiencies 
of the existing distribution mechanism to 
determine the appropriate mix of traffic between 
the SOC and its competitors •••• " 

November 23 Response at 22 (referring to the Response of the United 
States to comments received on the SOC LATA Pro~osals~ United States 
v Western E'ectric~ Civil Action NO. 82-0192. November 23~ 1982). 
See also ~ages 23-24: 

" ••• competitive interests might better be served 
by a market test between the interexchange 
competitor and the transport of traffic by the 
SOC. In sum~ where a LATA contains multiple 
SMSAs of significant ~opulation, or where 
significant distances are involved between 
population centers, a regulatory environment 
based on the presumption of monopoly service 
between such population centers 'would be alien' 
to the ana1ytic approach used by the Department 
in making its LATA recommendations." 
In addition to agreeing with ih~ above arguments, WU 

asse~ts that it needs no additional operating authority prior to 
offering intraLATl telecommunications services. WU began its 
telecommunications service in California und~r statewide authority 
en act e d 1 0 n 9 be for e the pro vis ion s 0 f the Pub 1 i cUt i 1 it.; e sAc t 

.r 
requiring certificates of public convenience and necessity were 
adopted. WU c1aims that under its preexisting authority. it is not 
required to obtain a certificate of pub'ic convenience and: necessity 
to offer its switched voice MetroFone service. 

A c cor d ; n 9 toW U, its ,., et r of on e' s e r v ; ceo f fer i n 9' doe s not 
invo1ve an ex~ansion of its franchise autho·rity nor of its service 
.area. It has the right to hold itself ou·t to perform this service at 
rates which the Commission finds fair, reasonab,le~ and nort-

," 
discriminatory. It ar9ues that there is no su~port for Pacffic·s 
assertion that these rights may be denied • 

- 23 -



• 

• 

• 

011 83-06-01 et al. ALJ/md/mra At. T-COM-VC . 

Certain of the parties-advocating competition are 
essentially resel'ers and assert that competition is peculiarly .. 
necessary for 'their bus1nesses. Their operations, as described by 
counsel for American Telephone Exchange, are as follows: 

"They are essentially investing thefr own money in 
switching equipment and computer processing 
equipment to provide at a 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, soon 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 
~ulk-priced services. 

"To rese7iers, the concept of universal service 
is, of course, important. They want their 
customers to be able to call throughout the 
state, but there is another concep·t of' • 
interpretation of universal service that is 
important to them, and to the vi a·bi1 ; ty of thei r 
business.. And that is the ability to offer these 
small and medium size business customers o·r 
residential customers the ability to call 
anywhere. 

"They can't compete effectively in that smaller 
market where thei r customer base usually' has a 
much sma11er telephone b'f1l to deal with if they 
can only provide them partial calling 
capabi lity. 

"Right now that partial ca"ing capability is 
limited to interstate ca11ing o~ly. 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 w~en they 
can only save money for them on an interstate' 
ca" .. 

"Hopefully with the expected order of this 
CommiSSion, they wi" 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 truthfu1ly, when they are dealing with 
c~stomers whose tota1 t~'ephone bill might be no 
more than 20 or 25 dollars, or in the case of a 
sma" business it might be 100 to 150 do11ars, 
they really need to offer that customer a truly 
universa1 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 th~ form o~ 
Pacific Telephone's WATS service. or AT&T's 
intrastate WAiS service. we submit to you that 
the risk of exposing that bulk-priced service to 
the smaller or medium sized customer is rea11y 
~on-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 com~etition. 

uYou can't really reach down to them if you make 
available to them on1y Mel or only Sprint. or 
carriers ~1 that caliber. The resale carriers in 
contrast t~ those entities need t~at universal 
offering capability. 

"And finally. I would ex~ress to you that the final 
practical reason or pragmatic reason for extending 
the resale concept and eliminating these resale 
restrictions in the tariff has to do with the fact 
that wh~le there has been probably no testimony 
throughout this hearing to this pOint. and those 
LATAs of los Angeles. San Francisco, Sacramento. 
there are very 1arge corporate companies out there 
reselling that service. reoffering it through ~heir 
~axs. through their tandem networks to their 
employees and to their customers in this state 
which you don't have any knowledge of and you 
probably never will have any knowledge of. 

"As a practical matter you are never going to get to 
the bottom of that. proba~1~ never gOing to be a 
good reason to :ry to interfere on that. 

»There is (sic) benefits and advantages accruing to 
the customers and the companies alike. It is 90 1n 9 
on now t it has been 90in9 on for a year. and going 
to 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 credible. And do it whether through 
resale certification or through an acknowledgment 
in PT&T's tariff or AT&T's tariff, t~e resale shall 
be perm; tted or maybe pernaps s~ou 1 d be 1 i mi ts on 
the price or whatever that it might be reoffered 
at. " 

As stated above, AT&T has not applied' for intra.LATA 
authority. However, AT&T supports competition in the provfs16n of 
both interlATA and intraLATA services, claiming that the expansion of 
competition in the te7ecommunication marketpl~ce is driven by the 
convergence of two inexorable market developments: (1) a burgeon1~g 
customer demand for sophisticated communicat1ons and information 
options, and (Z) the rapid development of new technology capable not 
only of constantly improving engineering efficiencies in bas~c 
transmission s&rvices, but alsO of providing the means for 
'introdUCing inno,vative new services which e'n,t,ance the utility, of the . 
telecommunications network. 

Severa' parties ~1so suggest that unfettered competition is 
not likely to dramatically affect the California telecommunications 
market. According to the proponents of competition, after we'l over 
five years of competition i~ interstate telecommunications s~rvices, 
the Sen System's competitors have an ag9'regate market share of 
approximately five percent. The arrival of these competitors has 
assertedly had no effect on basic local exchange serv1c~!rates or 
universal service penetration. Instead, the interstate experience 
~emonstrates the handic~ps under which the OCCs are operating. It is 
argued that ~he Commission has little to fear if the past five years 
of "contrived competition" at the interstate level is any guide. 
AT&T, with its su,perior interconnections, access to rotary phon~s, 
simple dialing requirements and obvious "presubscription" advantage, 
retained 95: of that market. AT&T's total VOlume of and revenues 

• from long di stance traffi c has conti nued to 9,row. 
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These parties also claim that data from the state of 
Texas p where intrastate competition has been authorized: since 1974. 

confirm that intraLATA competition in Califo·rnia wi" not jeopardize 
affordable telephone service. OC'C ag·grega·te market share in Texas 
has gone from zero in 1975 to 1-1/2~ in 1979 to 4% or 5% currently. 
Over that period p local exchange rates in Texas have Mot 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 Set', in which 
toll service has not been offere~ on a competitive basis. Since 
1974, Texas has experienced an improvement in universal service 
penetration, both in absolute terms and in com~arison to the 
surrounding states served by Southwe~tern Bell. 

Thus~ the applicants conclude p the facts concerning trends 
in local exchange rates and universal servfce penetrat'ion in ~exas 
du ri ng the era of competi ti on are undi sputed: un1 vers.a.lse,rv; ce 
pene~ration has increased. . 

It is argued by various partfes that the, alleged subsidy 
from toll to 10ial exchange is absurdly over~road if its· real purpose 
is preservation of universal service. The existing rate design 
delivers a massive Kgeneral~ subsidy which does not in any way target 
the reCipient class. This indiscriminate scattering of benefits is 
an unconseiona~le extravagance in a cost-conscious society. 

According to tnis· argument, th'e existing,subsidy d~pi'cted 
by Pacific's rate design is so radically over~roadthat its ultimate 
beneficiaries and benefactors simp1y cannot b~: identified at all. If 
a subsidy does exist from toll to 10cal service, it is in essence a 
"tax N of random inCidence. Just as the magnitude of t~e subsidy is 
unknown, so is the ide~tity of the soeioeconomic groups, tnat benefit 
from it • 
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So, the argument continues, preservation of Huniversal 
service" is unrelated not on1y to the indiscriminat~ tol'-to-local 
subsidy, but also 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 ~f any so-called 
"subsidy" from toll. The NsubsidyH to busi'ness exchange access 
projected for 1984 is 5219 million; the "subsidy" for bUSiness 
service connections ;s S144 million; the "subsidy" for bus·iness local 
usage is 5125 million; and the "subSidy" for Pa~ific private line 
service is projected to be 5704 million. The total "subsidy" to 
business and private line is $1.182 billion. 

The pro-competiti on camp states that the best· way to ensure 
universal service is to provide any n~eded s~bsidy out of general tax 
revenues or, fai1ing that, by a gross receipes tax on the industry • 
These mechanisms avoid the arbitrarin'ess o,f 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 b~rden 
is shared proportionately, it wholly elfminates universal service 
preservation problems as a reason to ,consider banning intraLATA entry. 

MCl points out that there are both federal and state tax 
programs specifically addressing post-divestiture 10cal exchange 
costs and preservation of universa1 service: 

a. The Federal Universal Service Fund wi1l 
moderate the pr1ce of 10,a1 exchanie rates in 
high cost areas. In connect1on with Docket 
fO-2SS. the F.C.C. and the Federal-State Joint 
Board have adopted a telephone separatio,ns 
program which inc1udes a "high cost factor" 
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(HCF). The HCF wi" be charged against 
interstate tol' carriers to produce funds to 
s'Ubsidize directly local telephone companies 
having high-cost subscriber plant. The 
subsidy will flow to those com~anies having 
subscriber line costs above 115% of the 
nationa1 average subscriber 1ine cost~ 

b. The Gwen Moore Bin Assembl Bin 1348) 
W1 ~enerate substant1a und1ng or 
SUOsid1zing basic local service for low income 
subscribers. This new law sets up a 
universal Telephone Service Fund generated by 
a tax on intrastate te1ecommunications 
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 eligib1e low 
~nd mOderate-income persons who might' 
othe~ise be unab1e t~ afford basic minimum 
telephone service." 

The proponents of competition argue that, even if the 
Commission conc1u~es that the two tax programs do not adequatel~ 
address the problem of affordable telephone' service, there would be a 
variety of other resources ava11able to the Commission, short of 
excluding competition .. Oivestiture wi'l bring subs.tan,t'ial cost 
sa vi n 9S an~ n~ sou rces of revenue from whi cn P'aei fie will soon begi n 
to benefit. Mel contends that in painting a gloomy picture of its 
post-di vesti tu re needs, Pac; fi c has , eft these out enti're1y .. 

The applicants claim that the accs· pre$ence in intraLATA 
markets would create additional revenues for Pacific by stimulating· 
additional demand for the communications service$ provided by al' 
carriers, and thereby generating increased acceSs charge revenue. 
MCI claims there wi11 b~ the 1'o110w;ng substantial co'st savings: 

1 • Pac; f i CiS pay men t s to AT & T for ; t s It G e n era 1 
Service and 'License Contract" and for certain 
N non -1icense projects" and interest on 
advances alone for 19S3 is estimated to have 
been over S200 mi'lion • 

4 The Commission implemented Assembly Bill 1348 by Decision 84-04-
053 .. 
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2. By an agreement dated April 7, 1983, AT&T 
agreed to assume five of Pacific's 
outstanding debt issues, totalling seso 
million; agreed to convert 5600 million of 
its outstanding advances to equity ca'pita'; , 
and agreed to provide SS6 million t~ ~~tire 
a<1ditional debt. These agreements reduced 
Pacific's embedded cost of funded debt to 
below 9.5% and will reduce its debt ratiot~ 
below 47.7%. 

3. By the terms of the MFJ, AT&T has granted 
Pacific ro~a't~-free licenses to use 
telecommun,cat,ons equipment and operational 
methods as to "all existing p~tents owned or 
controlled by AT&T and all other patents 
i$sued to AT&T on or before five years after 
the date of divestiture," as well as rights 
to sublicense those patents to 
manufacturer-s. 

4. Finally, AT&T has guaranteed that Pacific 
will recover all costs of providing equal 
access: if any of the a~tual costs of 
providing equa1 access and reconfiguring the 
network have not been recovered through 
access charges imposed on interexc~ange 
carriers by 1994, AT&T must reimburse those 
exp e'n ses. 

Me! claims that f~rthermore, ther-e is every indication that 
Pacific ~il' be generating significant revenues from services it did 
not previ.ously provide •. Interstate and intrastate interLATA: access 
charges and billing revenues are described as obviously "big ticket" 
items. With intraLATA entry. intraLATA access charge r-evenue wi'l 'be 
generated. MCI states that Pacific wil' be generating large revenues 
from leasing back to AT&T faciJit';es it obtained ~ AT&T .. MCI 
states that Pacific~s estimate of the amount it will receive from 
AT&T for such leased facilities is SIlO million. M~I cl~ims that 
beyond these items, Pacific simply fails to address its prospects in 
internally highly-touted areas like marketing and servicing of C?E, 
intraLATA cellular radio, local exchange access services, and other 
informational service ventures .. 
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Another party that supports the. authori zati on of i ntraLA!A 
competition is CABLE. CABLE explains that its interests result from 
the scope of this proceeding, which appears to ad~ress competitive 
issues relating to all telecommunications transmis~ion services. 
CABLE states that its members are invo·lved in' the broa·dband 
distribution of new communications services. some that can be 
characterized as straight transmisSion, while with others the signal 
transm; tted is enhanced by computers operated by the cabl e tel evi si on 
system. CABlE·s concern is that its members wou·ld be precluded from 
providing these services such as digital termination systems, point. 
to-point microwave. sa.tel1ite services, op·tical lasers" etc." which 
utilize neither a Central switch nor individual lines and do'not 
exhibit natural monopoly cha.r~cter1stics. 

CABLE argues that existence of many different providers 
utilizing differe·nt technolog·ies.is an· additional reaso·n· why' the 
business of providing advanced telecommunications services is a 
competitive one. CABLE·observes that in the 011 we stated: 
. "" 

"Competitive pressure might exist if different 
carriers vied for the same market wit~ 
alternative technologies (e.~., satellites vs. 
terrestria1 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 a.re deficient in their ability 
to p rovi de an eff; c; ent 1 oca' , ink for a va ri ety of new demands" such 
as high-speed data and video conferencing. 

CAS:"E c7a;ms that the put>lic swi·tehed network ;s capab1e of 
transmitt1ns data at speeds up to only 4,800 bits per second' (bps). 
Through the use of analo9 private 1ines. the data rate can b3 
increased to 9,&00 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 shortcomins in the 
public switched telephone network and· the inability of the te1ephone 
companies to respond quickly to commercial users' requests for 

spec~a' facilities with highe.r data rates. the need·s of commercial 
users in California must be met some other way. 

CABLE ar9ues that it is not only the needs of commercial 
users which cannot be met by the te1ephone companies. but the needs 
of residential users as well. Fo~ example, one service for which 
there seems to be a great deal of interest is the d~livery of 
information to the home. One application of this service is the so­
called electronic news~aper. 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 lI.,lip through pages very 
much like when you flip through pages of a newspaper." 

CABLE argues that a state po' i cY ,of comp.e-tfti ve. entry i'nto 
the proviSion 0" advanced te1ecommunications services will have no .. . 
adverse effects on th·e· availabiiity of universa·l service, !'to'T"' wi" 
such a policy thre·aten the viability of the telepho.ne. companfes. 
CABLE states that both the Federal Communications Commission and 
Congress have adopted a communications policy appr~ach which realizes 
that competition in the provision of advanced telecommunicatio,ns 
services promotes the efficient development of such services and 
argues that this Commission shou,ld adopt that same; policy ap'proach 
here. 
B. The Adverse Consequences of Competition 

The parties OPPOSing the introduction of competition into 
the intraLATA toll market ar~ the 10cal exchange companies. our 
staff, TURN and the Cities. These parties generally are concerned 
with the adverse potentia' consequences which competition wou1d bring 
to this state's telecommunications network. It is their basic 
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contention that these consequences outweigh the benefits of 
competition and wou'ld jeopardize the regulatory policies which this 
Commission has formulated to date, am'ong,them, the nurturing of 
universal 'telephone se .... vice. 

It is c'a~med that intralATA toll revenues support local 
exchange costs, and that competition would eliminate such support, 
driving up the cost of basic telep~one 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, ~ro¢f was offered 
as to the fact that such a contribution exists and the extent of the 
support. 

The Gue1dner analYSiS, introduced by P'acific, consists of a 
deter!TTi nat i on of the d1 rect cost of fu rni shi n9 eve'ry ,servi'ce that 
P'acific offers, match.ed agains.t the revenues derived from·those 
services. Gueldner's study, which required more t~an. six months to 
compJete and is based on data developed over several yea'rs, involved 
examination of every catego-ry of co·st in·curred by P'a·cific and the 
ass; gnment of those costs on an' i tem-by-i tern' basi·s· to th'e servi ces· . . 

that caused them to be incurred. Pacific claims that the Gueldner 
analysis is Mprobably the closest thing that Pacific has to a profit 
and loss statement a:-ranged on a service by service basis." 

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

»Local exchange service--exchange access and 10ca1' 
usage--is furnished at rates that fall short of 
cove-ring ,ost by over $2.2 bil'ion, and service 
connection charges are 5370 m"110~ below the 
cost of establishing service. !ntraLATA toll, on 
the other hand, is highly profitable--at least 
until exchange costs are assigned against it--and 
thus provides essential support for t~e local 
services that are ·underwater·. M 
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As a corollary to his companyw'ide study of the costs and. 
revenues associated with each of Pacific's services. Gue1dner 
analyzed the cost of providing local access at a number of selected 
Pacific wire centers throughout California. Pacific states that the 
objec~ was not to provide a cross-section that woald 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 d~termined whether 
local service rates cover the cost of service in the low-cost areas. 
and by how much local service rates would have to be increased to 
cover cost in the high-cost areas. 

According to ?acific. the results of Gueldner's wire center 
analysis wi11 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. Pacific 
claims that even in the lowest cost areas the cost of providing local 
access and usage ;s substantially above the current monthly rate. 
For example. res'idence customers in Los Angeles currently pay S7 per 
month; the cost to Pacific of providing that access an~ local usage 
is 524. 

Pacific states that the disparity between the cost and 
price of access and local usage escalates rapidly as one mo.v.es from 
the dense metropolitan areas to smaller communities. Its study shows 
that in King City the cost of furnishing acce~s an4 local usage is 
$70; the residential basic rate is currently 56.70. And in Baker-­
which is the extreme o,r close to it. but typical of outlying areas-­
the cost of providing access and local usage is Sl12. 

Pacific's study also shows that service connection--the 
cost involv2d in connecting service for a new customer--displays the 
same gap between cost and price. The cost of establishing new sing1e­
line residence access is S94. The current charge is S2~_ 
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Thus Pacific claims that its analysis shows that local 
access. local usage and service c6nnection fall short of covering 
costs by over $2.S bi 1 1 i on in 1984,. and that i ntraLATA to" 
contributes to the recovery of that shortfal' by over $700 million. 
Pacific contends that even though the applicants were liberal in 
their potshots at Pacific's analysis, no hard eviden~e was introduced 
to undermine'the basic truth that to" rates dosupp·ort local service 
rates. 

Staff witness Popenoe concluded that toll picks up over 
$900 million annually in local service costs. using i different 
methodology than Pacific's. Popenoe treated the cost· .. support to 
local exchange service from 'intraLATA to" as an appropriate economic 
assignment of costs,. and in fact concluded that local servfce p~ys 
its own 'way a'nd earns a return even higher than· that . earned· on to" 
service • 

Pacific argues that in t~e final analysis it matters little 
whether the Commission concludes that Gueldner is correct,. and that .. . 
local access, usage, and service connection do not pay their way, Or 
that staff is right that exchange does pay its way after exchange 
costs are assigned to toll. Pacific claims that in either case the 
preservation of toll revenue is imperative--the staff and Pacific are 
agreed on that. Every dol1ar of toll reve"ue that d's)ap·pears from 
the support of local service is a do'1~r that must b~ recovered 
somewhere else; the only "SOmewhere else" f~ local service itself. 

~ccording to staff, even w1thout intraLATA competition, 
basic month7y service rate's are ir:creasing s.ubstan.tial1y.:- Most Of 
the increases come from factors over which this Commission h~s little 
or no control. Thes.e factors inciu·de·faster dep·re-c;at:;:on resu1t'ing 
from an increased rate of technological advance~ local, operating 
companies' loss of interLATA toll revenues by virtue of th~ MFJ. and 
inflation. Staff states that now another rate pressure ha~ appeared 
on the horizon - namely intraLATA toll comp·eti.tio·n. Staff: contends 
that, unlike the case with other rate··p·res.sures., the C.ommi·ssion has 
some power to contro1 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 
to ratepayers--in order to lear~ whether a subsidy exists. Staff 
contends that the noti on o·f experi menting with ratepayers and. the 
p 1"'1 ces whi ch they' must bea I'" is astou ndi n g. Staff argues that· there 
are certain,ly adequate sources upon whiCh the Commission can rely in 
determining the existence of a contributio~ from'toll to basic monthly 
servi ce. 

Staff raises two additional p01icy 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 p~lice and fire departments. It is through 
universally affordable telephone service that access to local police 
and fire protection has traditionally been s~ppl1ed. 

Staff ~tates that the-other ratiorrale fo·r encouraging 
universal service is 
service externality • .. 
the concept that the 
its parts. Each new 

a more subtl e one. Th; s invo,' ves the u.n1 versal 
The universa1 service externality is centered on 

telephone network is more'than' just the sum of 
telephone su bs,cri b,er bri ngs l>enefits to. the 

entire network, and each time a subscri!>er discontinues service, the 
entire network suffers. Every time a new subscriber attaches to the 
network, the new telephone provides access to millions of other 
te'e~hones in bUSinesses and residences. Staff claims that this 
enhances the value of both the local network and the' to" network. 

According to staff, the existence of the universal' service 
external; ty is one of the i mpo,rtant reasons w:hyto 11 CU rr.ent ly 
contributes to the cost of the local exchange. Toll usage is 
impossible with~ut local subscribers. In the interactive, syn~rgist;c 
network that we have to<1ay, it is fa; I'" that to,,, pay some of the local 
servi ce co·sts • 
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AS to the argument that competition has not proven 
detrimental in Texas. Pacific contends that there has not been a 
Mdecade of experience" with intrastate toll competition in Texas. 
Pacific states that MCI entered Texas 1'n 1974, before Texas began 
regul ati n9 th'e Texas telecommuni cati ons industry on a, statewi de basi s, 
but it was not until the last few years that Mel began to make its 
presence felt. 

According to ~acific, the Texas intraLATA picture is 

totally different than that in California. Texas local ca"1ng areas 
are enormous and intraLATA toll is relatively inSignificant. The 
support that Pacific's intraLATA to" 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 rate$, and intraLATA toll 
has become even more important to t~e ~reservat;on of basic service • 

Further, Pacific states that Southwestern ae'l's Texas 
oper~tion has recently experienced a dramatic fall-off in intrastate 
toll message growth. Pacific admits that how much of that d~cline is 

attributa~le to intrastate to" entry is impossible to know~ but 
claims that one thing is certain: Southwestern ael' 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 to'l 
competition in Texas correctly as follows: 

"Q. In your opinion. should the experience with 
intrastate to1' entry in Texas. whatever that 
experience may have been, be given weig~t by the 
Com~ission in deeidin~ issues about intraLATA 
entry in California? 

HA. No. 

MTHE WITNESS: In my opinion, it (Texas) is not at 
all comparable, because those aces were at a much 
smaller level nationwide at that time, and they 
were concentrating on nationwide business • 
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RNow they have got a substantial foot in the 
interstate nationwide market, and they are in a 
much dffferent position than Mer was in '77. 

MI don't think it is at a'l com~arable to what 
woula ha?pen here." 

Thus. according to Pacific, there is no clear picture of the impact 
that intrastate toll competitionh~s 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 to" comp'etit10n. 
its sign1f1cance 1n California w~uld 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 un1(o~m 
ca'l costs the customer no 
from Healdsburg to Uk1ah. 

throughout the State. A 50-mile telephone 
more fro~ San Franc1sco to San Jose than 
Statewide to" rate uniformity would be 

sti'l1 another victim of intraLATA entry • 
In thi s , i gnt, it is contended tn·at if ap·p 1; cants pu rsue in 

the j ntral.ATA market the; r accustomed. course of offeri n9 servi ce over 
selected·· hi gh'-densi-ty routes at much 10wer rates than otherwise 
available. local excn'ange C'ompanies will have to match th·ose rates or 
perish as to" competitors. Slashing rates over the routes on which 
app1icants choose to compete wi1l spell an instant end to uniform 
statew1de to11 rates. As staff w1tness ~yse stated: 

"COmmission rate design f'~xibility could be 
dimin~shed re1atively quickly if the Commission 
wishes top~rmit the operating compani~s to'be 
able to compete fairly and effectively ••• Ct]his 
implies t~at the Commission probably will be 
o~'1ged to rais~ basic month1y rates in order to 
lower toll rates to economic cost~ and to 
deave'rage the to" rate schedule." 
It is conc1uded from the above arguments that if the 

CommiSSion wanted to salvage,whatever could be saved from the 
wr-eclcage that'would be cause-d by a multi-carrier 1ntraLATA ton 
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market, to" 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 enoug~ to place their SO-mflecalls from 
San Francisco to San Jose wi" enjoy much lower rates than those who 
find it necessary to make their calls from Healdsburg to Ukiah. 
Statewide toll uniformity--and the California citizens who have th~ 
misfortune to reside in areas that are unattractive to the appl1cants­
will thus be among the first casualties of the intra~ATA toll wars. 

We are also warned that another consequence that wi1l 
necessa ri ly attend ; nt raLATA to" ent ry is the dup' i cat i on of 

faci1ities that have been deployed by the telephone companies in 
fulfillment of their public utility obligations. tal1for~1a . 
telephone utilities are obligated to furnish service to all- those 

. . 
within their service territories whb apply, and are obligated to 
maintain service at levels.that are mandated by the Commfssion~ The 
cost .. of meeting the public need is high--?acific·s. cap-ita' budget in 
1984 a,lone w,; 11 exceed· S2' b1111 OJ'). The cost of fa.i 1 i n.g that 
obligation is· al.so high; a penalty was. recently· imp.os,ed; o·n' Gen'e·r'al 
Telephone of California on the ground that its facilities we~e 
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 t011 rates just as 
they have undercutAT&T's interstate rat~~, intraLATA toll trarfic 
will be diverted from th~ telephone companies to the new companies 
and the facilities, that formerly carried. th'at traffic will be idled. 
Similarly, if the entrants are allowed to circumvent the excha~ge 
networks o,f the 10cal te1ephone compan-i es by fu rni shing bo,th, exchange 
and to'l service to large business customers, the outcome wi" be 
still more idle facilities. According to this assertion, amon9 t~e 
count1ess unknowns that will face the Commi"ssion if intraLATA. entry 
is authorized is the rate at which utility plant will be stranded, 
with its ultimate' i-mp,act on the- uti'~;ties. 
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It is argu~d that utility plant that has been prudently . 
acq u ired, thereafter ,devoted to. pu bl i c se rvi ce, and then made i dl e by 
a change in regulatory policy, cannot be foisted off on the 
shareholders. The utility'~ obligation to serve carries with, it the 
rtght to an o~portunity to earn a fair return on prudent investment 
devoted to public service. The obliteration of tha,t' opp,ortunity is a 
deprivation of constitutional dimension. 

Stating the constitutional principle, however, is only one 
element of the problem. The revenu;es that wi" 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 m~ke it difficult--perha~s 
impossible--to raise the revenue necessary to permit recovery of the 
capital invested in that plant .. Under the' tn,eory of those parties 
opposed to competition, local se~vice rates and service connection' 
charges wi1l already have been increased sul>~tantially; i'ntraL,ATA 
toll .. rates will nave to be reduced, not in'creased, if the ·lo-eal 
companies af"'e to be able to stave' off further erosio,n' of esse'nt'ial 

to,' 1 revenues. 
Parties opposed to competition a'so~a~gue that it is no 

answer that applicants' current share of the market is sma'l.. If 
they are permitted to furnish intraLATA to" service ,over Pacific's 
most profitable routes, at rates that are a fraction of Pacific's, it 
is claimed the most important segment of P'acific's int:raLATA.:.tol1 
business will quickly erode.. Pacific states that the fact that it 
can count Ort, c1inging to low-density rural to" routes afford.s no 

solace .. 
Pacific argues that if Mel's and Sprint's"l983 revenue' 

estimates are extrapolated into 1984, us,ing th,e growth that these 
applicants themselves have shown, the result would be startling even 
to those who do not regard Mel and Spri nt as a p,otent intrastate 
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force. Pacific calculates that based on their own 1981-1983 rates of 
growth~ the 1984 California intrastate revenues of MCI and Sprint 
should approach S175,000~000; their intraLATA revenues should 
approach $65.000~OOO. Pacific states that none of this takes into 
account that (I) the latter half of 1983 and 1984 should' marlc.a time 
of economic recovery, (2) Mel and Sprint claim,that they now 
discourage the use of their servic~ for intrast~te calling, and (3) 

MeI 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. 

Pacjfic argues that the modest re~enue estimates of Mel and 
Sprint, which seem benign on first glance, reveal on closer 
examination that these carriers wi" soon present a grave threat to 
the preservation of the California to11 and excha,n.ge rate stru·cture. 
Pacific arg~es that this is particularly so in the,intralATA market 
where their own estimates show MCI and Sprint to be enjoyin~ the 
grea:est rate of growth. Pacific states that its estimates of 
revenue diversion were rough, but. as it has tu·rned: out,. close enough 
to the mark even' if'~ a·s· s-e~ms un11ke1y" the' Spri'"nt. an.d: Mel estimates 
are themselves reliable. 

It is argued that Resellers--carriers that have no 
facilities of their own but subscribe to and r~sell Pacific's 
services--present the same kind of threat to the Commission's 
ratemaking f1exibi1ity as do MCl p Sprint, WU, and·the other facility­
based carriers. Staff and Pacific were uniform in urging that resale 
be forbi dden and were uni,form ; n the reason; ng that 1 ed to thei r 
conclusion. 

Wide Area Telephone Servi 'ce (WATS ) was des i gnedto enable. 
custo~ers with a large 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 d'esigned to 
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discourage its use by low-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 
toll u~ers with 1arge traffic vo'um~s. would qualify for WATS. 

It is contended that the WArS Rese'1ers have evaded the 
objectives of that offering by aggregating small to" users into 
volumes adequate to support WArS lines. The co~sequence is that the 
to" revenue streams on which the Commissio~ and the local exchange 
companies have relied in determining revenue requirements and rates 
are d1sappearlng. 

WATS resale is allegedly destructive of the message toll 
rate structure and the purposes fo~ which that structure was 
designed. If resale is p:ermitte.j~ tne asserted to" revenue loss can 
only be offset by higher message toll rates--which will .encourage 
still more resale or reduce usage--or by increaSing WArS 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 
resa 1 e· o·f WArS servi ce· as. an a·' terna.ti ve to i nt raLATA mess'age toll 
se rvi.ce shoul d· be f orbid·den. 

According to Pacific, the cable televiSion issue has not 
assumed major proportions in this ease because~ u~like 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, howevel"'~ is· that as two-way capability 
develops, and as ex~erience is gained fn offerings such as those 
a1ready initiated by Cox Cab'e in Omaha and San Oiego~ the danger 
that ?acifie's network will be byp'assed in its- entirety--whiCh·, is 
a 1 ready very rea l--wi" beg; n to th reaten the· vi abil i ty of the 
telephone system itself • 
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Pacific claims tnat two-way'cab1e 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 telecommun.ications industry. Pacific argues that 
if cable bypass becomes important it will have ft~ 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 
i ndi rect ; mpact shou 1 d be of at , east as much CODcern. P'aci fi'c 
states that as the most attractive and ~rofitab'e parts of 'acif1c·s 
business are drawn away through bypass of the telephone network, the 
burden of sustaining the network will fal.1 on those who remain. 
According to Pacific, those who remain will be those who can least 
afford to carry that burden. 

Pacific advocates that a ban on intraLATA competition be 
enforced by req~iring the applicants to b10ck intraLATA calls. It 
claims that the technology exists to· screen intraLATA calls 
effe~t;ve1y, and offered specific proposals for b·locking devised by 
its witness Ireland. 

Ci ties state th-at they di sagree with P'aci fi c and the staff 
on the blocking issue_ They suggest that th~ Commission should wait 
and see what happens in 1984-8S in or~er to see if blocking is 
necessary or desirable. They observe that the equivalent of blocking 
might be accomplished by rate structures, advertfsing and 
agreements. When an OCC or reseller is granted a certificate of' 
public convenience and necessity, the Commission eou1d require that 
its rates for most intra1.ATA distances be the same.or h:igher than 
Pac i fi c 's rates for the same distances. In ad,dft ion, the ace or 
reseller could be required to advertise that its int'raLATA rates are 
the same or higher than those of Pacific. 

The Cities state that another ~ossible solution to the 
b10cking prob1em, if the Commission' bans intraLATA competition, is to 
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. 
blocking 
of equal 

Cities state that in the event the Commission decides 
is neces.sary it should not require blo<:!c'ing' until provision 
access. 

Those opposed to competition also warn tha,t if competitive 
entry is allowed. there 
made. subsidies will be 
be extremely difficult. 

is no turning I>ac". Inve'stments w'ill be 
lost. and ratemaking for the good of al' will 
The policy decfs·ions emanating from this O:II 

wi" affect not only today's ratepayers, but will have great 
si gni fi cance for futu re generati ons of ratepayers .• 

It is submitted that a pro-competition decision at this 
time ca:o-ries 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 th~ a'ell System. the 
implementation of access charges. the· restric,tion of !>acifi·c and 
General to services related to intraLATA markets, the impact of 
interLATA, com1)eti,tion, the, growin9 loss o·f reve-nues' due to cus"tomers 
uti 1 i zi ng bypass of the network, an(! the potent·i al threat to- the· , 

viability of universal service. Mo·re 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 Independ~nts particularly warn that there will be 
substantial disruption to the telecommunication·s sys,tem and'to the 
economics of its participants as a result of divestitu,re' and. 
commencement of the access charge system. These revolutionary events 
wi 1 1 'affect interstate an,d i nterLATA toll traffic, wh,i ch has bei~n 

decreed to be the bailiwick of the ~long lines" carrier. T~ey warn 
that no one is possessed of a crystal ball of sufficient clarity to 
predict with certainty the outcome of this grand experiment. The 
Smaller Independents believe t,hat a close examination of the overall 
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effects of competition on the telephone network following dtvestiture 
and access charges may we'l produce the concl usi on 'that the'. 
distinction between "long lines" and loca1 toll trafffc should be 
drawn at the LATA boundaries. On the other hand~ experience 
fol10wing divestiture and access charges could demonstrate 
o the rw i s e • C e r t a i n 1 y. ~ i t wi" be m u c h e a s i e r too pen' up the LATA to 
toll competition at a future date than it will be to cut off 
competition if it is a110wed now and proves to constitute a disaster. 

In response to the question raised by the Commission in 
this proceeding of whether continuation of the system of exclusive 
franchise service in any part of the telecommunications system is 
justified~ the Sma11 Independents presented the testimony of Harry 
H. Saker,. Jr.,. president of Sierra Telephone Company and Mariposa • 
Telephone Company. Mr. Baker's testimony demonstrated some critical 
economi c factors presented by the issue of· p·otenti al c.ompetit10n 
within t.he 10cal excha,nge area of a sma" rural independent company • .. 

Mr. Saker's conclusion was that !!!l. uncertainty as, to the 
conti nued exclus; ve and monopoly nature of the right of the ,smail 
Indepen4~n~ tel~phone company to be the sole provid~r of tel~phone 
service within its service territory would produce such economic 
uncertainty as to threaten the viability of the local exch·ange 
company and its ability to maintain adequate telephone service in its 
loca1 service area. 

Saker noted that the p rov; si o'n of telephone ser,vi ce ; n any 
area is a ~apital-intensive business~ but that this was particu1arly 
true in the service areas of'rIJrai telephone companies. The extent 
of plant investment has been determi ned' by the respect; ve' needs and 
po~ulations of the rura1 communities served by the Sma" 
Independents. This p1ant investment has als.o been determined by the 
requi rement that the respect; ve tel epho'ne systems interconnect with 
the balance of the statewide and nationwide telephone system· anlj that 
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they conform to technical standard~ which are consistent with the. 
state of the art of those other components of the nationwide 
telecommunications 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 economic analysis that the investment can and will yield 

',' 

a rate of return commensurate with the extent of investment'andthe 
degree of economic risk. 

Acco rdin 9 to the Small Independents. the entry of a 
competitor in the provision of telepho~e service in the franchised 
service territory o"! a I'"ul'"al telephone company would increase 
substantially the economic risk without redUCing the franchised 
company's capital requirements. If the new competitor succeeded in 
attl'"acting customers from the existin9 company. it would have a 
negligible effect upon the total plant investment of the existfng 
company. but it would have a direct and propOl'"tional effect upon the 
plant investment per main station within the sel'"viee' territory. which .. . 
would increase the de9ree of investment risk. The I'"evenue 
requirement of the existing eom~any associated wit~ mai~tain1·ng the 
plant investment would, in total. continue to be the same. while the 
number of customers among whom that revenue requirment would be 
spread wou1d bi reduced. The cost of a mile of telephone plant that 
serves thirty subscribers is. essentially. the same if you remo,ve ten 
or fifteen of those su~scribel'"s from· the line. 

In his testimony. Saker referred to a recent analysiS by 
the Rural Electrification Administration as to the ~stand a1one" 
revenue requirement of sma" independent telephone companies 
nationwide. The California companies inclu~ed within t~is survey 
would have a Hst~nd a'one u local telephone rate ranging fl'"om $38 to 
S80 per month per subscriber. after receipt of all funds to w~1ch 
they are entitled from the IIhigh-cost fund" provided for by the 
Federal Communications CommiSsion. and after fu'l phase-in of the 
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FCC·s access charge plan (assuming "mirror image" access charge rates 
for the intrastate jurisdiction). Saker claims this is the economic 
reality of separation of the telephone system into its component 
parts. 

The Small Independ~nts state that they are in i particularly 
precarious position as these issues go forward. because they derive a 
larger proportionate share of their revenue from toll revenue sources 
than does the larger carrier. and the developments of divestiture, 
access charges and comp~titio~ all directly affect the extent and the 
d i st ri but i on of these t<> 11 revenues wh i cn const i tute the 1 i febl ood of 
the Small Independents. 

~s matt~rs presently stand. the Small Independents have 
reached an agreement with Pacific to provide for continuation of a 
vari ation of the~ present system, of to" cos:t and revenue pooli'ng,. 
which should allow the S,ma'" Independents to· maint'ain: local service 
rates comparable to the local service rates of ?acific in its rurai 
exch~nges. 1hey state that' the deci 5i ons reach'ed' by the Commi S5·; on on 
the subject of competition,. bow~ver. will n~cessari'y impa~t the. 
avai1 abil ity of to" revenue· sources to f,und" these pool ins, a.gree,ments. 

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 distinctions between 
the effects competiti on wi"l1 have ~n di ffere'nt categ,or; es of 
te1 ecommuni cat; ons servi ces. and thus. the effects· on d''ifferent groups 
Of consu me rs. 

Sta ff has desc ribed' and placed cu rrent ; nt raLATA, se rvi ces 
in three categories: 

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

2. Al' private line services, whiCh staff 
recommends be opened to intraLATA 
comp·et it ion. 
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3. Services not dealt with in this proceedings-­
primarily Radiotelephone Services which fall 
partlJ under FCC jurisdiction. 

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

Staff recommends that competition be allowed in the 
provision of a11 intraLATA private line services. Staff set forth 
the following reasons: 

1. The revenues derived from private line form a 
miniscule ~ortion (less than 2%) of ~acif1cts 
tota 1 1 oca 1 serv'fce revenues. P-aci fic's toll 
private line revenues would on1y amount to an 
estimated 2.3% of post divestiture revenues, 
or less if access charges are figured in. 

2. Private line comp~tit1on does not threaten 
the universa1 network. 

3. The value to be accrued from connection to 
the' universal network rai ses the probabi l"ity 
that ~rivate line users may desire connection 
and may be charged an access charge. 

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

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

S. It is practically im~ossible t~enforce a 
restriction due to the r~sty swi~ch 
prinCiple. This is the sit~ation where a 
local private line terminates o~ some switch 
which could be used to connect th~ local line 
to 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. T~e FCC estimates that 
·at least one-third of the private 1ines now 
remainins under state jurisdiction wf'l be 
preempted as of January 1. 1984. There will 
be very little for the CommiSSion to 
regulate. 

7. Competition may solve the problem of 
considerable customer dissatisfaction with 
the quality of service currently being 
furnished by private li~es. 

8. Competition in the private 1ine market will 
allow Pacific t~ get out of those ~rivate 
line sections that are not com~ensatory. 

Staff's recommendation to allow competition in the 
i nt raLATA pri va t'e 1 i ne rna rket is p ri rna rl1y intended' to encou rage 
competitive data t'ransmission faci1it1es. As previously mentioned. 
it ii not possible to allow data transmission and disallow· voice 
transmission in this context. It w'ould be imposs1b,le to· determine 
what type of transmission was occurring at any moment. Staff states 
that it does not appear to be necessary to b·e able to distinguish 
data-and voice if private line competition is, allowed. 

Pad fi c notes that the staff not only wou 1 d permit entry 
with respect to 'private lines th·at are independent of the mess.ag-e 
telephone network~ but also would allow entry into the market for 
private line services that interconnect with that netw~rk. Pacific 
claims that the result would 'be private line bypass of the switched 
network. 

Pacific states that one exam~le makes the pOint against the 
sta ff p roposa 1. If ent ry were allowed ; nto· the i ntercon n.ected 
private line market. Pactfic 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 th~ telephone 
network at each end. According to Pacific, the result would be no 
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different than if applicants we're allowed to of.fer cut .. rate intraLATA 
to" s~rvice b~tween San Francisco and San Jose. Pacific argues that 
its intraLAT~ toll revenues. which are essential if the Commission is 
to retain the flexibi'1ty to keep local service rates at a,ffordable 
levels~ would be drawn off into the hands of alternative carriers--in 
this instance suppliers of ~rivate line service--who ~ave no interest 
in contributing to the sup~ort of local service. 

Final'y, TURN states t'hat its poiicy pOsition. is two-fo,1d: 
1. A "protective wall" should be placed aro'und 

basic, voice-grade loeal 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). 

2. When not inconsistent with No. 1,above, 
co~~etition should be encouraged • 

For the present purposes, TURN translates this abstract 
position into th'e" fO'11ow'ing policy recommendations: 

1. The Commission should not allow intraLATA competition 
for basic voice grade services at this time. A 
cOT\'tin,ued "'ocal" mo'nopo"y win anow rates for "'oca'" 
services to continue to maximize the universality of 
telephone service, by preserving low access costs. 

2. The CommiSsion should consider applications 
by would-be competitors for intraLATA private 
line voice. data, and signalling services. 
These services appear to be the most 
susceptib1e to competitive pressures, and 
their customers best ab1e to take advantage 
of the benefits of competition • 
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VI. Discussion 
As is evident from the extent a~d tone of the parties' 

contentions. this was a vigorously contested proceeding .. The parties 
obviously took ser1ous1y the issues,specified in the all and 
responded impressively. When combined' wi,th the extensive material 
developed in the aceess eharge· proceeding" A.8.3-06-65" et al., the 
result is a well-developed. record. There are" however" several 
crucial questions yet to be answered, and only time wi" provide 
those answers .. 

An impression that emerges clear1y is of an industry in 
transit10n--structura1'y and technologically. At the outset we 
intended that in this proceeding we would define the post-transition 
regulatory climate that would prevail for years to come.Howe~er, we 
now realize that ~any of the eventual impacts of divestiture are 
still unknown. We must approaeh this crucial transition periOd 
carefully, so that actions taken· now in the·fa·ce·· o·f substantia.' 
uncertainty will ~rovfd~ a solid foundation as the effects of 
divestiture unfold. 

Ther~ is no 
our economic syst~m. 
approving the MFJ: 

question that competition is the cornerstone of 
As the federal court obserVed in its decision 

N ••• The need to safeguard free competition is a 
direct result of the fundlmenta1 premise of our 
economic system th~t 'unrestrained interacti.on of 
competitive forces win yie1d the best ailocation 
of our economic r~sources. the lowest prices, the 
highest qua1ity. and the greatest materia' 
progress, while at the same time ~rovidi~9 an 
envi ronment conducive te' the preservati on of our 
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• 
observed: 

that: 

democra~ic political and social institutions. 
Northern Pacific Railwa~ Co. v. Unitea States, 356 
'U. s. I. 4 ... ' II United tates v. AT&T, 552 F. 
Supp.13l, l50-l~1 (DoD.C., 1982):---
In the decision approving the MFJ, the Court also 

"There is a dispute, reflected at the trial as well as 
othe% forums, over the question whether local telephone 
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 St~tes v. ~, supra at 169· n. 160). 
It was further stated by the Court in approving the MFJ 

"The divestiture of the Operating Companies will 
not necessarily have an 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 intercity service to local 
service. By t:le·ans 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." 

~ile 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 also share 'the 
cOurt's vieWs re~ardin~ the burdening of local exchange costs as.' ~ ::".: 
result of,.~J::e~ restructuring decision itself. ::0'; --.. 

I 

" 
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A. The Uncertain Future and the Univers~l Service Principle 
!h.is proceeding was originally intended to resolve the 

question of "the extent to which competition should be permitted in 
the intraLATA ~oll marke~. Our resolution of this question was to 
ha.ve been depend.ent upon evidence as to the extent and direction of 
the effects competitive entry might have on universal telephone 
service. However, all that can be said with any degree of certitude 
is that the telecommunications industry is going through an 
unprecedented transition marked. by technological 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 transition strategy, serves and bears that bias. 

In this order, we will therefore a~opt a prohibition on 
competitive entry into the intraLATA toll market. In our opinion, 
competition in this market requires findings of fact which we cannot 

~ke upon the record before us. Rather, the record is replete with 
~uncertainties which prevent us from concluding tr~t competitive entry 

will not jeopardize our goal of universal telephone service. 'We 
discuss those uncertainties presen~ly • 

• 
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1. The Upward Pressures on Basic Exchange Rates 
Inflati.on and other predictable ~h~nomena have always 

placed upward pressures on local exchange rates for basic telephone 
service. Recently. several new factors have appeared which increase 
the difficulty of holding local exch&nge rates to an afford~ble 

level. 

The divestiture of the Bell System.will have significant 
effects on rates and revenues. The net effect is not predict~ble at 
this time. We today issue our first Pacific general rate' case 
deci s ion wh; en of n·co·rpo rates the spec i fi c effects of divestiture on 

I 

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 toll market and the FCC has done so at the 
interstate level. As we have heard through·out this p.roceeding. 
comD.~titors in those markets incidentally carry intraLATA traffiC. 
diminishing to·n revenues to the local exchan,ge- comp-any'., We cannot 
estimate with any- accuracy the magnitude of this revenue- diverSion. 

The' eve' and form of ; nterstate access· charges are sti" 
being debated. Based on the curren: separations procedure and cost 
allocation methodo1ogies. about a quarter of the nontraffic-sensitive 
(NTS) subscriber plant costs in C~lifornia are currently recovered 
through interstate to" revenues. While we continue to se~k state 
f'exibi1ity in designing rates and access ch-arges to, recover this 
revenue requ; rement. w,e do not· know yet to wh'at extent recovery 
through end-user charges of NTS costs now a110cated to interstate 
traffic may be mandated· by the FCC. If added to the ~asicexchange' 
rate. interstate access charges would increase the threat to 
universa1 telephone service in California .. 
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• We established in~ras~ate interlAXA access charges in 
D.83-l2~024 which recover the portion of NIS, subscriber plant costs 
allocated to the int~astate interLATA market througn common carrier 
line charges. Our concerns about maintaining affordable exchange 
rates con~ribu'ted to 'this decision. However, our .. ling~ring concerns aJ)OU't 
bypass and con~roversy over the proper alloca~ion of j,-r,rS costs 'on "the 
baSis of cost causation may ~esul~ in the modifica~ion of that deciSion. 
:Fur~her, whi le we reserve judgment, there are strong arguments in 
favor of making inters~ate and in~rastate interLATA access charges .. 
consisten~, if not equal, for simplicity's sake and to avoid rate 
arbitrage. Along ~th other issues, the desirability of parity 
beeween intrastate and intersta~e access charges~ and proposals for 
future reallocation of costs, including l~S costs, between intrastate 
access services and intral.A'l'A services 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 ections to require faster depreCiation of capital 
equipment, the direct expensing of the costs of connections, 
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 assucing competitive entry at the 
intraLATA toll level. The above factors do not paint an optimistic 
picture of this Commission's ability to maintain those rates at a 
level which will avoid the jeopardizing of universal servic~. 
Allowance of intr~ toll competition could add yet another 
potentially adverse factor, the reductiOn or 1055 of intraLATA toll 
contributions to N'rS costs. .A:rJ. 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 competi~ive ~rket, and the priCing of goods 
and services at their marginal costs results in the most efficieat 
use of those goods and services and of the nation's resources •. 
Particularly for electric utilities, we have long sought to apply 
these principles. and have devoted considerable efforts to calculating 
and implementing prices based on mafginal costs, both for electricity 

i 

sales and for utility purchases from nonutility power producers. i 

However, there are at least two significant barriers to i~lementing 
a marginal cost-based pricing system for telecommunications se~~ces at 
this time. First, little effort has been spent even formulatinglthe 
principles that ought to apply, let alone calculating the marg~l 
costs of various components of telephone service. Second, the 'I 

•
universal service externality represents a greater public intere~t than 
the economic efficiencies which are allegedly inherent in margi~l cost 
pricing. II 

Yhile the accuracy of the various embedded cost studie~~ was 
hotly deba-eed in this proceeding, no testimony was devoted to· thE~ 

I 

development of marginal costs. At this time, we simply do not. have 
I 

the tools or studies a.vailable to us to· allow marginal cost pricing 
I 

with any degree of accuracy. The behavior of the OCCs in the intrastate 

interLATA toll market will provide valuable evidence in 
this regard~ ~e would expect that the OCCs will devote 
their resources to the most profitable routes and configure 

.' 

• 
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• their systems to accommodate the most lucrative toll traffic patterns. 
The local exchange companies have always been required to extend .' 
serviee to lmprofitable routes and to accommodate all anticipate'd 
traffic patterns. Thus, they have not pursued the r~source alloe~tions 
which marginal cost pricing would dictate but have incurred 
substantial In'S costs made artificially economic by our system of 
rate regulation of public utility monopolies. It is simply un:re~listic 
to expect the local exchange public utilities to effectively compete 
~th 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 tele~ommunication~ system 
should restrain us from adopting a pricing system based completely on 

I 

competitive theory. Our regulatory posture in this regard is di~ectly 
I 

related to what economists refer to as the elasticities of demancl 
when competitive options are made available. Given the pace of ! 

.teChnOlogical advancement in this 1ndust%'j", the introduction of : . 
competition tends to give large users of telecommunication services, 
whose demand is highly elastic (or price':sensitive), greater mar~:et 
power to fend off the common costs (fixed costs 'such as NTS· cost~~) 
of an integrated telecommunications system than smaller users (such 

i . 
as POIS users), whose demand tends to less elastic, excep~ perhaps 

. I 

at poverty levels of income._ This is what bypass concerns are all 
I . 

about -- the ability of large users to view their cost options apart 
from societal benefits and costs and to opt out of all or part o~ the 
network, 'leaving more of the network's fixed costs to be borne by ~~.'Wbo, m=e 
witcout the ability or ......no have less opportuoity to opt' out.. :-Ia:nY"of the latter :1:ccltXle. 
~l ane lroOerate busi:nesses6 In this conteit, preyell'dng ~ cOsts ... - ..... 
from falling too heavily on small users has become a major issue tn 
our efforts to maintain the essential character of our telephone system. 
~ere the shifting of common costs under competitive pricing coneept~ 
has threatened to push some small users out of the system, the . 
Legislature has respondedwith:the passage of the Moore Lifeline Tax 

~ill. as referenced below6 Short of pushing users out of the system. 
Whowever, a substantial shifting of common costs in itself can raise 

serious equity issues, especially when the allocation of eommon costs, 

-56-



OIl 83-06-01 et al. cg * 

.UCh as NTS, has been a major factor in the development of wiversal 
service. From a public policy point of view, therefore, universal 
service is more 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 cannot allow 
competitive pricing theory to push regulatory policy to the brink 
of destroying or even undermining the community function of a 
telephone service acknowledged to be the best in the world. 

To date the implementation of interLATA competition has 
focused these issues on the amount of common exchange costs, 
principally Nl'S, to be allocated to 1p.terexchange carriers through 
access charges. While the level of sustainable access charges ~ll 
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 interexchange competition is already ca\lS~g 
major problems in designing rates and meeting the revenue requirements .f Pacific and other exchange carriers. 1.ong-run concerns about' 

"'ggravating the~onomic bypass options of larger user.s and the possible 
involvement of carriers in such bypass options are constraining 
influences in our efforts to moderate the impact of divestiture on 
rates for exchange services in our decision in Pacific's 
A.82-ll-07 ,to be issued concurren~ly ~~th this o~der. Th~s~ issues, 
in turn. are compounded by the serious li~tations of current cost 
studies that provide the underpinning for ~oving toward greater reliance 
on competitive pricing concepts. Under these circumstances~ it would 
appear that the extension of competition to intralAXA traffic would 
be undesirable at the present ti~e even if there were sound 
economic reasons for doing so. 

3. Embedded Costs and Their Relevance to IntraLATA COmpetition 
Bo'th PaCific and staff performed embedded cost studies 

which conClude that intraLAXA toll revenues now provide substantial 
support of local exchange costs. though they take differing viewpotnts 
regarding whether this support constitutes a "subsidy" of local rates. 
On the other hand, Sprint, MCl. and W presented 'Witnesses who asserted 

4IJither that no toll-to-loca1 subsidy exists or at least that existing 
data is insufficient to determine whether a contribution f~om toll to 
local service exists. 
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We do not believe that embedded cost studies can be 
dispositiv~ of the issues for which they have been presented to u~. 
namely whether the various services are priced properly and whether 
revenue from toll services is used to subsidize exchange rates. 
However, the studies do shed light on these issues. and·· we wi~h to 
comment on them briefly in hopes of preventing a repeat of the. 
lengthy record developed here in some future Commission proceeding. 

The basic difference amon9 the Pacific (Gueldner), staff 
(Popenoe), and WU (Wilson) embedded cost studies lies in their 
treatment of NTS costs. Pacifi'c assignes- all NTS costs to the local 
exchange; staff allocates a 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 Soard 
recommended Gro~s ~"ocator methOd. 

We reject the notion that any of these thre~ methods of 
assi gni n 9 NTS costs r-ep resents, an accu rate determi nat ion of cost 
causation. Pacific's assignment of all NTS. costs to the local 
e.xch'ange is based on its. argume,nt that. the NT~ investmen.t mu·st be in 
place for local use to occur. A similar, and equally valid (or 
invalid) ar9ument cou1d be made for as-signing almost a'l NTS costs to 
toll services since the NTS investment is equally necessary for toll 
cans~ 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 co~t causation is that 
telephone servi ce causes NTS ; nv·estment. The statement that toll 
re~enues usubsidi%e~ local exchange rates is nonsensical. We hope 
that the issue of cost causation in this context can now' be: laid' to 
rest. . 

This is not to say that cost allocation cannot be a useful 
regulatory tool. We have allocated NTS costs among local exchange, 
interstate tOll, and (now interLATA and intraLATA) intrastate toll 
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services for many years for purposes of cost recovery. However. ~he 
a1 1 ocati on factors have been chosen by th'e federal and state 
regulatory., agencies 7argely to ~c:h1eve the desired distribution of ' 
costs, and certainly not based on any theory of cost causation. 

The parties offer many valid criticisms of po-rtions of 
Pacific's cost study. Pacific reports directory revenues of $483 

million, and operating expenses /Snd depreciation of $18:9 mi1lion. but 

a combined return and tax component of only sa million. We have 
never before encountered the notion that SlOO million in net income 
wcauses· 1ess than sa ~i'lion in income tax~s. Conversely, Pacific 
reports that the operbting expenses and' depreciation a110cated to the 
access line (the 10c~1 loop and associated plant) exceed revenues. 
but that the access line Ncauses" hundreds of millions of dollars of 
income taxes. 

Pacific reports that directory assistance services generate 

•
evenues of S9.m;'~io!'l while causing d:rect costs of $239 mi111on. 
owever. Pacif,c d1d not aliocat~ to d1rectory assistance any 

revenues generated from toll cal1s placed over its network aft~r the 
number is obtained from dir~ctory assistance. even though its witness 
admitted that ·perha?sM suc~ ea11s occur. 

Simi1arly~ Pacific includes in the "access line" category 
the costs of all Yel1~w ~age business listings. but,no revenues from 
Yellow page advertising. and inCludes the capital costs 01 all pay 
phones but no toll revenues generated through u$e of pay phones. 

Pacific admits that some of the criticisms aimed at its 
cost study may be ~a1id, but contends th~t al1 the identified· 
shortcomings taken together are far too minor to u~dermine its basic 
conclusions. 

While the detai1s of the parties' cost studies can ~ 
deba,ted ad infinitum. we conc1ude (without finding that a subsidy 

.is i';';olved) that the evidence in this proceeding overwhelmingly 
supports Pacific's and staff's common 

• 
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• conclusion that intraLAIA toll services now provide a substantial 
support of the NTS 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 intra~ competition than our interlAXA 
decision. .:a 

Many parties have argued ~bat economic forces dictate 
against an indefinite continuation of the current level of ~S costs 
included in toll rates. Further. the size and source of any 
support of NXS costs needed to ensure universal service also 
engendered much controversy. In alloea.~ ~ exCess of the er.i;)ed.decl cOsts ,of 
tile local ~ CNe!r "the ;:m-zinal costs of provi<:Illls teleca::cnmi~tiCX'lS servic.es, ~ 
find ourselves in search of a solution that balances the benefits of 

•
universal service against the desirability of pricing toll and other 

xchange services closer to their marginal costs in order to increase 
economic efficiency of their usage. We must consider intra-LAIA 
com~etition in this light. At the present time. not only are our 
cost studies inadequate. but the issues concerning the allocation 
of l~S are still to be resolved in pending proceedings. 

4. Rate Design v. Governmental Support 
As the parties to this ease acknowledge, it has been this 

Commission's policy to develop rate design schemes 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 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 
narrowly focused to provide the ~nimum support necessary to maintain 
universal' se~ce. 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 life would receive local telephone 
service at 'a rate below the total costs~ including all NTS c~sts~ of 
providing service. Th~ revenue requirement needed for thi~ support 
wou1d then come primarily from the local exchange rates of businesse~ 
and other residential customers since exchange service exhibits a 
mu ch 10wer e 1 ast ; ci ty t ha n does to" se rvi ce. S:U$ i ness and 
nontargeted residential customers would also recei've hefty rate 
increases to recognize the NTS costs of thefr own services. 

In 0.83-12-024, 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 margina1 cost and deman~ elasticity 
considerations. Where we part comp~ny with 
Paci fi c and I) r. Kahn is in app,lyi n'g 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 fam1'ies~ and exchange companies in high eost areas. 
In California, Assembly Sill 1348 (AS 1348) and our 0.84-04-053 
implementing it seek to ~rovide affordable basic telephone service to 
those residential customers least able to absorb rat~ increases. The 
FCC's proposed "high cost fund" would lessen somewhat the p,ressure on 
local rates due to use of its proposed Gross Allocator Method~ for 
those exchange companies with NTS subscriber:plant, CQsts 
significantly above the national avera9~. 

60th of these efforts are in their infancy. The FCC is 
sti 1 1 recei vi ng, comments on its hi 91'1 cost fund proposal. We do not 
know precisely in what form it will be implemented. According to 
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staff, AS 1348 is a step in the right direction toward maintaining, 
uni versa' servi ce in the face of ri si ng' local rates but does not 
address the problem completely. 

Staff notes that AS 1348 could contribute. ~t current 
rates, approximately ssa million if the full 4% tax rate were'applied 
to i nterLA.TA revenues sol ely and another $85- mi 111 on if it were 
applied tG intraLATA to" revenues. As an example. $95 million a 
year would be needed to provide a $60 annual subsfdy to each family 
wh ose income is' ess than $10.00'0. Thi s $5 per month subsi dy woul d 
defray a large portion of most current basic exchange rates, but 
would not go very far if suJ)stantia1ly greater portions of NTS costs 
were recovered through dramatic increases in the local rates, as 
advocated by several parties. -A targeted subsidy. if coup1ed with very large increases in 
basic exchan9~ rates, could result in a situation where ~n'y the 
rich and the very poor could afford telephone service • 

Under these ",ci rcumstances, we can harcr1y be con1'1 dent that 
viable alternatives" exist to replace the rate deSign policies we have 
vi gorous'y pursued for ,several decades or that su,ch alternatives wi" 

, , 

ensure ~niversal telephone service. Once again, we find substantial 
uncertainties and will affirm our faith,in the wisd~m of California 
rate d~sign principles. 
5. The Benefits and Consequences of Competition 

The proponents of intraLATA competition base their case 1arge1y 
on the theoretica1 benefits of competition: a firm exhibits 
increased efficiency in a competitive marketplace. competition 
encou rages i ncreasecS choi ces of servi ce and" pri celqua 1 ity options 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 h1nder p universal service because the 
efficiency g'ains. and technological innovatio,ns wou1d' result in iower 
servi ce cost s, and beca,u se .i nt raL.o.. TA access cha. rges WOU 1 d be, 
generated. 

As we have stated earlier, we wholehearted1y agree that 
competi t i on can engender ma ny of the benef; ts a" eged' by ; ts' 
proponents. However, we do not believe that the proponents have 
adequat~ly addressed the preservat'i on of uni versal se'rvi ce. 

We do not know what the marketing patterns of oces and 
resellers wQul0 be in the intraLATA market. There is a substantia] 
likelihood that some loss of to" contribution to NTS costs ~nd some 
rate dea ve ra g1 n 9 wou 1 d occu'r due to compet i t fon'. A pp.1i can·t·s c1 ai m . 
that these effects may not occur at a·" and, to the' extent tha·t they 
do, they wi" occur gradually. 

Staff argues thit a grad~al deterioration of our rate 
struc~ure is not necessarily any morepal1table than quick 
disruption; that the benefits of gradual change are very small if the 
result is sti'" a tripling of rates three, four p or five years from 
now; and further that the applicants may well penetrate the intraLATA 
market, if they are allowed to compete free1yp much more rapid1y than 
they would have uS believe. 

Upon. ~xamination~ a'l th~ claims and counterclaims 
regarding, the extent and rate of entry by tne ap'p1icants into the 
intraLATA market appear to be merely informed (and often self­
serving) speculation. Since many. of. the market conditions~that would 
accomp'any the al1ow.ance of intraLATA. competi'tion, e.g., access 
charges, are not now known, we conclude that the extensive data 
presinted by the various parties to sup~ort their positions in this 
respect are of litt1e va1ue • 
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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 of the future telecommunications market. Local 
exchange rates ~y be driven up by the forces beyond our control 
~thout 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 lifeline rate in California or. the 
nation~de "high cost fund" 'Will succeed in reducing the l cost burden 
of telephone service to those persons or areas of the country most 
vulnerable to rising rates. To be frank, even if we were so incl~ned, /' 
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 unleashed in the 

interstate and intrastate interLATA markets. In those arenas, perhaps 
the largest ever experi~ent of free-market competition is already 
well underway. As competition develops further in those markets, much 
~ll be learned as to the wisdom and effects of telecommunications 
competition. 

In the face of such uncertainty, we must refrain for now 
from surrendering the reservoir of support for NTS costs that is being 
realized from within LATAs. As we have noted, economic' theory holds 
that ~evenue requirements in excess of ~rginal costs should be 

recovered from the least elastic serviees (absent a general tax, which 
appears highly unlikely at this point). This 'means that basic exchange 
rates ~ll be viewed more and more as the reve~ue source of last 
resort. 'We must also keep in mind, as our staff points out, that a 
decision to a.llow intraLAl'A competition is not a short-term decision. 
once such a decision is made and interexchange eompa~ies establish 
a presence, however small, in the intraLATA market, •. our decision would 

• be irreversible for all practical purposes. . , 
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~lile on a theoretical level we agree that 1ntraLA~ 
competition may have ConS1<1erable '.Clerit, the risks and t:arket . .. ',./ 

~. . . . 

uncertainties are too large to allow us to authorize it at this . . 
time. Unless and until we are convince<1 that a feasible alterna~~ve 
has been developed which will protect Universal service in ~ne ~er 
of the toll-to-excnange contribu~1on engenaerea by the intr~!A 
::lOnopoly. we lea'\Te in place, "lAe. -must prohibit intral..A'tA eot:lpetition. 
We fully ~~raee staff wi~ess ~yse's recommendation: 

"The time is not ripe for intraLATA competition. 
While intraLATA ccmpetftion cou'a benefit 
consumers through technological advancement. 
diversity of choice and more effi·cient management 
of resou rces. these long term benefi ts lS·re 
outweighed by the risk of so thoroughly 
disrupting the historic r~te structure that 
universal service becomes jeopardized in the near 
term. The Commission s~ou'd wait until it has 
more experience in a post·divestiture world 
before making an affirmative decision t~ permit 
competitive entry.1I 
We take small comfort from the argumen~s of the OCCs that 

they a re un' i kelt to achieve more t han a neg11 g1 b 1 e sha re Of the 
market or that. if they do. it will be a larger 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 out. 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 at hand. The accs there 
"competed" with the Sell ~.xstem ; AT&T did not compete with the local .. 
exchange carrier as it could in our case. Customer awareness as to 
the availabili:y of choices is at an al'-time high due to 
divestiture. We simply cannot rely on the evidence garnered from a 
vastly different place and time to draw conclUSions as to the future 
California market • 
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In recognition of the economic considerations we have 
diseussed~ we have alxeady begun steps to improve the efficiency of 
the pricing structure for telecommunications services. We have 
authorized competition in the interLA'IA market. 'W'e will examine' 
various proposals to determine the portion of l~S 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 ~f 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 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 
rate proceedings. 

As we stand at the dawn of a new age in telecommunications, 
~e realize that our first few steps are necessarily cautious. 

However, we believe that caution will more assuredly safeguard the 
p1Jbll:c interest 'Which. it is CI:r.r solet:n'duty to proteet •. 'V1e will 'Willingly, reE.XBmire 

wr cu:rren~ prohibition against mt:1:aIJf£A ~tition as experience 'With mte:rI.AIA 
:mrkets and in the pos'C-divestitlJre era t:u:c;lS dawn to dayligh1:. 

B. Implementation Issues 
Having determined that intratATA 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: 

• 

O'~ether special exe~tions from the restraints 
on competitive ent~ should be applied to 
private line facilities or 'W'ATS resellers; 
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Whether blocking of intratATA calls be 
carriers other than the local 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 intraLATA services. 

We address these issues:;n this part. 

1. Private line Facilities and WArs Resellers 
As an exception to its overall oppo'sition 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 line) services in terms of 

their importance to universal service. Due to considerations uniQue 
to private line technologies, coupled with the fact that private 
1ines constitute a miniscule portion of Pacific's revenues, we 
fin G that there is scm:e t:leri.t :in staff' s X'e~datioc.. 

Private line services consist of direct access line 
connections which avoid the need for switching over the pub1ie 
network. Private line service is primarily used to provide direct 
telephone connections and high speed data transmission ~ver dedicated 
non-switched access lines. Other uses which seem to be growing are 
services such as digital termination service, along with burglar 
and fire alarm servfces. 
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We believe that there is some merit in opening up the 
private lines market to some limited ~orm of competition. We 
therefore inVite applications from persons who are interested in 
providing high-speed data transmission services over private line 
net Yorks. In our view, Pacific'S (or an1 other local exchange 
company's) facilities may not be 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 b~ this order. While we do not 
completely open the private lines market to full competition, we may 
in the future reexamine our poliey on this issue. For noy, howevcT

I 

we will not since we have concerns that the fullest competition vill 
only encourage carrier bypass which, as we diSCuss elsewhere in this 
opinion, poses a threat to the switched network. 

Pa.cific ha.s argu.ed that private lines competition should be 
entirely prohibited. It views any encroachment on its markets as 

.jeOpardiZing the loca.l exchang~. However, the specialized and . 
technolOgically advanced services present a compelling distinction 
among the various private line services which could be made available, 
and we would be rem~ss if we did not provide an opportunity to the 
developers and providers of these services to apply tor authority to 
otter such services in California without regard to LATA ~oundariee. 
Pacific should review the applications which might be filed and 
present its case it necessa.ry to address the issues ra.ised by them. 
In the general rate case decision which we issue today, ve invite 
Pacific to file responsive ta.riffs and. rates for private line 
services which it might want to defend :f'rom ~r1vate lines 
competition. We reitera.te that invitation here. 

-' 
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Paei~ie has~ however~ raised an im~ortant issue regarding 
private lines regulation. The difficulty in regulating private 1ine8~ 
service rests with the problem of distinguishing among the many 
configurations and uses involved with these services. We are 
concerned about the lack ot clear distinctions between private line 
and SWitched services. Some pr1vate line ~i~t lends 1tsel~ to 
use 'tor services which duplicate or are identical to ~...e of the switched 

.. .. 
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network. For example~ private lines that terminate on a PBX provide 
a customer with switched access to a greater area of distribution. 
The ·leaky ~SXN mfght 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 in 
private lines to the extend we do so today. 

We reach an entirely con~rary disposition on the question 
posed by WATS rese'1ers. Ther~·1s no logical reason to distinguish 
between intraLATA toll services which might be provided over an OCC's 
facilities as compared to over Pacific's facilities via its WATS 
services. Since we do not allow intraLATA toll competition through 
OCC· facilities~ we will not do so through WATS resale either. 

The arguments of the resel'ers are simply not persuasive. 
The resel'ers essentially argue that this CommiSSion should enhance 
the marketability of the service they provide. The resellers point 
out that it would be easier for them to market an all inclusive 
servi ce~ i. e. ~ one encompassi n9 ; nterstate ~ i nte rLATA. and i nt raLATA 
calling~ as opposed to a service offering only interstate and 
interLATA calling. The marketability of their resale service is not 
a compelling public interest in' our opinion. There is simp·ly no 
intrinsic value to fosterin'g a competition for identical traffic when 
the competition would essentially be between Pacific's retail 
(message toll) and "wholesale- (WATS) services. None of the 
effiCiencies or benefits resulting from market competition would 
accrue from such inbred competitio~. 

The resellers pOsit that large WATS users are already 
reselling intraLATA WATS through privately-owned PSXs and that we 
should strfp ourselves of our self-imposed naivete and allow them to 
legally share in th~t now illicit market. We will not permit 
competi·tion because some WATS customer is illegally offering WATS-
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on a resale basis. W~i'e we allow joint users to share an intraLATA 
WATS service, ~e have never auth~rited' the resale of that servic~ fer 
profit. Our staff and Pacific bre hereby advised to intensify the 
enforcement of Commission-approved WArS tariffs and to terminate the 
provision of intratATA WArS- service to uncertificated intraLATA WATS 
rese'lers in order to halt these illegal operations. 

Fina'1Y' assuming we were to auth~rize intraLAT~ WATS resal~, 

OCCs could easi1y purchase WATS capacity for resale and thereby hold 
out the intr~LATA services we w'ould not certificate w1th respect to 
their own facilities. It, is intuitively obvious that both doors in e 
two-door barn should be closed if our aim is to keep the horse 
inside. 'We "d11 therefore prohibit the resale of intraLATA WA.TS 
services except to complete an interLAXA or interstate eall~ 
2. g1ockin.s 

MBlocking" gen~ra'ly refers to the intercept1~n and 
automatic termination of certain specified transmissions, here 
unauthorized intraLATA traffic. Several parties. most notably Pacifi 
and··staff, have ad'vocated that a ban on intraLATA eomp'etition be~ 

enforced by requiring interLATA carriers to employ blocking schemes 

to prevent intral.A'!A ~age of their networks .. , 
The implementation of blocking, before the implementation 

of equal access. by every parties' contention, would require a 
considerable eommitment of capital, resources 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 have to be developed for the proposals proposed 
by Pacific. Althougb 1:b.ese facts are conceded 'by all, the 
OCCs and Pacific differ on the extent of the burdens blocking 
would entail .. 

-' 

-69-



. OII 83-06-01 et al. cg Mw1. .. COM-DV· 

• The OCCs claim ~hat Pacific's blocking proposals would take 
years and millions of dollars: to implement and would be ineffective 
in any event; According to the OCCs, i~lementation is not so 

" 
readily achieved because under ~he1r current ENFIA A interconnection 
arrangements the OCCs do not know the point of origina~ion for any 
call placed over their systems~ In order to provide, store and 
utilize tha~ data. the OCCs must redesign or reconfigure their 
exis~ing systems. The OCCs note ~ha~ they would be re~uired to 
overcome all these difficul~1es even though equal access would shortly 
present a differen~ system configuration which 'Would require new 
blocking arrangements. 

The OCCs also argue that blocking can easily be evaded ~ 

through the use of adjunct facili~ies. MeI maintains that successful v/ 
evasion requires no cleverness, just "a PBX sitting in a closet" 
~hrough which a subscriber's calls would be routed to obtain the most 
favorable toll rate. It is also argued that. whatever schemes, are 

~evised. there would be the extreme likelihood that interstate and 
interLATA calls would also be blocked~ 

Pacific responds that the OCCs should not be trusted. Pacific 
argues that the OCCs have done nothing to discourage unauthorized calls and 
the OCCs have the technological competence to prevent such calls. ... / 
Although Pacific concedes that the OCCs are correct in their assessment 
of the technical difficulties the implementation of blocking poses. 
Pacific argues that the diff~culties are surmountable or peripheral. 

Staff also concedes the difficulties of implementing blocking 
prior to equal access but adopts an approach differing from Pacific. . ~ 
Staff concludes a blocking req~irement should be adopted, if at all, upon 
the implementation of equal access. We agree that this approach is 
prudent since Pacific ~ll be in a position to prevent unauthorized calls 
under presu~scription after equal access. 

~ 
-70-



. .• 
. OIl 83-06-01 et a1. cg ALT-COM-DV 

• 
As noted above, all parties agree that months and millions 

of dollars w~uld be required to implement Pacific's blocking / 
proposals immediately even assuming the ready availability of 
appropriat:e t:echnological means. an assumpt:ion in which we have lit:tle ,/ 
confidence prior to equal access. The OCCs have configured and ~~ 
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 their full knowledge that intrastate traffic 
could be carried over the networks of the OCCs. See, e. g .. , MCl -Telecot:ltlUnicatio:ls, 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 b1urred the inters,tate-intrastate 
dividing line may soon offer us the ability to separate interstate 
from intrastate and interLATA from intraLATA traffic. Upon the 
implementation of equal access commenCing in the fa" of 1984. 
Pacific wnl have the capabi1i~y of distinguishing intraLATA 
ca11s from interLATA Or interstate calls. AT&T has not opposed 
the i~plementation of blocking even before equa1 access because 
Pacific can presently block intraLATA calls placed over AT&T.s 
facilities. As equal access is implemented and the oces are in the 
same relationship to Pacific as is the current case with respect 
to AT&T. we will order Pacific to b10ck any intraLATA ca1l p1aced 
over an OCC's facilities • 

We note that Pacific will be phaSing in equal access 
throughout its territory over a two year period. Pacific should 
also 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 leased, of any interexchange carrier. 
Upon the full implementation of equal access within a LATA. 
Pacific shall file an advice letter with the Commission stating 
that fact and that it will commence b10ckin9 of unauthorized 
intraLATA calls ten (10) days following the filing of the 
advice letter. Pacific shall seTve a copy of said advice letter 
upon all interexchange carriers operating within that LATA. 
Should any such carrier not accept the interconn~ction 
arrange.!!lent 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 i~~lement all necessary means 
by which it or Pacific as may be appropriate shall commence 
the blocking o,f unauthorized intraLATA traffic. 

We wi1l also continue our policy of prohibiting the applicants 
from holding out the availability of intraLATA service. Such a 
prohibition hardly intrudes, upon the FCC's authority to permit 
the applicants to provide interstate service Over common facilities. 
We will add one further requirement at Pacific's request. The 
applicants, 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 lawfully placed Over th~ir networks a~d (2) should 
be placed over the facilities of the local exchange carriers 
without any further adv'ice bein.s....siven. 

-' 
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3. Prohibition of Carrier Bypass / 
, " 

The ~uestions of the extent to which NTS costs should ,be 
recovered through usage sensitive charges and. the extent to which 

they ~ continue to b~ recov·ered 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 establishing intrastate interLATA access charges. In 
Oec~sion 83-12-0t4, we stated that: 

N ••• the ubiquitous nature 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 subscriber plant may not be usage 
sensitive, the benefi~s derived by customers from 
the sum total of Pacific·s subscriber plant do 
increase with increased usage. 

MThere is no denying that any particular 
subscriber loop ;s of more benefit to the 
subscriber served by that loop t~an to any other 
customers. So it is appropriate that the 
particular subscriber bears the greatest share of 
the costs of the faci1ities provided for his 
service. Still, the 10gic of te1ephone utility 
accounting practices ~"d the shared benefits of a 
ubiquitous telecommun1cations network strongly 
imply. even dictate, that the costs of the 
network should be shared as well ••• 

... - .. ... -- ...... , 
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»We accept Or. Kahn's theoretical principle that 
it is economically inefficient to recov~r fixed 
costs' th rou gh ch a rges ba s ed on usa ge. 

" The need to recover fixed costs is not, however~ 
peculiar to the teleph~ne 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 .del i ver' merchandi see 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 Or. Kahn's economic ideal, ?acific's pricing 
of its services is more efficient than th3t of 
Sears, because Pacific recovers at least a 
portion of its fixed costs through fixed monthly 
charges. 

"?robably Sears, or any other competitive provider 
()f goods anoservices, would 1ik.e nothin9 better 
than to be able to recover its fixed· overhead· 
costs through fixed taxes levied periodically on 
the pub 1 i cat 1 a r g e • I nth ere a·' W 0 r·l d few' . 
businesses other than franchised public utilities 
or pro-viders. of uniquely va·luable·se-rvicesare 
able to im~lement this economic ideal, through 
fix.d m~nthly service ch~rges, retain~~fees. and~ 
the 1;~e ••• 
~Clear1y, in an 'open market situation' users of 
toll services would be willing to pay for the use 
of local subscriber plant. We believe that such 
market considerations are relevant to the 
assi gnment of the NTS costs associ ated with ·that 
subscriber plant. 

"The risk of bypass is oT'le'm~r~et consideration­
relevant to NTS cost assignment. It is to be 
weighed against other market conSiderations, such 
as th~ 10ss of subs~ribers whfch would result 
from massive shifts in KTS cost assig~ment to the 
end-user~ It is also to be weighed against 
consi derat; o·ns of fai'rness and soci al pol i cy. 
The manner in which ?acific has se1ectively. and 
moderately. app1ied market factors to pricing 
traffic-sensitive rate elements should also be 
appl; ed to the assi gnment of NTS co·sts, ; n 
preference over a rigid application of abstract 
economi c theory • 
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·Sased on the record deve10ped in this proceeding. 
we d~ not view the emergence of competitfon and 
the threat of bypass as such drastic change,s of 

-~ circumstances as Pacific would have us believe. 
Tne evidence shows that Pacific has long fostered 
com~et1tion with its own switched netwcrk 
services th~ou9h its WArs and private line 
serv'\ee offerings. Dr. Xraemer's s.urvey o,f the 
extent of b-ypass amo,ng ~acific's larger customers 
offers grounds for concern but does not justify 
concluding that Pacific fa~es any serious threat 
to its viability in the foreseeable future. 

ftO n the other hand, we recognize th'at the range 
and attractiveness of competitive alternatives to 
the use of Pacific's exchange netw~rk are' 
increasing and that it wou1d be unwise to expose 
Pacific unnecessarily to risks of uneconomic 
bypass. This situation justifies close attention 
to Pacific's costs in the setting of access 
charges, particularly in the longer term. 

"Bypass is a long-term prOblem. Commitments to 
bypass investments by lECs or large customers 
w'i11 be based on their expectations as to the 
future trend of ~ac1fic's rates. To this extent 
we ~gree witn Pacific on the importance of 
si9nal1ing clearly t~e seriousness with w~1ch we 
take the by~ass probl em and the seri ousness o·f 
Our intent to 1imit une~onomic bypas~.· 

"Our interlt is not to eliminate all NTS co'St5 from 
the revenue requirement for access charges. We 
share the concern. of our staff, the Cft1es, and 
TURN that IEes and the users of their services 
need not and should not be given free use of 
Pacific's 10ca1 subscriber plant. The benefit to 
users which arises from the ubiquitous ch~racter 
of the 10ca1 network fu11y justifies continued 
imposit;oC'l of a significant share of NTS costs 
upon those who take advantage of their access to 
that network." (O.83-1t-OZ4, pp 3S-3S.) 
We find Similarly in the intraLATA arena that bypass does 

not appear to be a short-term I)rob1 em for I)'ac; fi c and: that toll rates 
(or, if we allowed intraLATA competition. access charges) can co~tinue 
to be used to recover NTS costs at this time • 
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Some addi~ional observations are appropr~ate1n elabora~ion 

of the relationship between the threat of bypass and intraI.A'XA 
compe~ition .. 

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 prevails. 

Uneconomic bypass of the local exchange could be 

economically attractive for large toll users if toll rates (including .-
access charges if applicable) are set substantially above the marginal 
costs of providing toll service. This could occur due to any or a 

combination of the following effects: the averaging of toll rates 
over geographic areas encompassing high-cost areas; inclusion in toll 
rates of excessive NIS costs of the local exchange; or the development 
of new, relatively low-cost toll technologies.. Exchange rate 
averaging in co~ination with relatively low-cost exchange technologies 

~OUld also contribute to uneconomic bypass. 
Bypass may be by either customer or carrier.. Customer 

bypsss 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 or terminating 
calls. No customer is likely to bypass the local exchange for all its 
requirements. Pacific is concerned that large customers will bypass 
its facilities for their toll calling purposes, and proposed that 
carrier bypass b~ prohibi~ed. 

Carrier bypass' of the. exchange raises serious regulatory 
issues. Unde~ competitive pTici~g, as noted 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 1i ~t1e that 
regulatory policy can do about bypass by eustotllers ,.. __ ... -" 
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themselves. Whether we should sanction carrier bypass ofthe.exqhang£, 
however, is clearly another matter. Currently, in setting tolls and- . 

in dealing with access charges, we have been making a conscious 
e!!ort to avoid policy choiees that would encourage bypass by either . 
customers or carriers. !n fact, when possible, we have been giving 
signals to aetively discourage bypass." Our rate ease order of today 
contains such signals. Eut while we may have limited options in 
dealing with customer bypass it is questionable whether, as a matter 
of regulator,r policy, we should permit regulated carriers to 
tacili tate such bypass. There are ··strong reasons relate~ to 
maintaining a universal telephone service that would support the 
prohibition of carrier bypass. Rather than making a decision at this 
time, however, we will ask for comment on sueh a prohibition by the 
parties within ;0 days of the issuance ot this order. This 
proceeding will remain open tor the explicit purpose of considering 
these comments, and the disposition ot this issue including the 

• possibili ty of .further hearings will be severed trom the interim 
deCision we issue today. 

• 

Finally, we note that denying intraLATA competition at this 
juncture and asking for comment on the prohibition ot carrier bypass 
are intended to proteet our universal service goals and to further 
provide Pacific an opportunity to adjust to the post-dive~t1ture 
world. Paeific should view this opportunity not as a respite but as 
a time to develop creative strategies which will ensure the 
continuation ot the high level ot ser\pice qua.li ty and universal 
service to which Cal1rornia has become 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 perm1tWU 
to provide intralATA toll services? WU contends that since its 
operations predate the enactment 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 issue 
which the Commission may consider is whether the rates present~d 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 resp.ect~ 

anachronistic. The statutes under which WU claims a franchise al' 
distinguish between te1ephone and telegraph 'service. S yet WUI~ 
facilities, once exclusively dedicated to telegraph·service. at some 
point in time were capable of carrying telephonic messages. As a 
result of this progress, the statutory separation, 0,' tele'graphic and 
tel~phonic communications is hardly a compelling one. Indeed, we use 
the term "telecommunications" in this opinion to describe the 
business of th~ parties rather than th~ more arcane "telep~oneM or 
"tel egraph u. 

WU is nonetheless quite incorrect in its assertions. Th~ 

cases WU cites indicate quite clearly t~at the privileges of a 
utility franchise, whether granted by Commission order or by 
implication (i.e. grandfathered), are sub·ject to the full regulatory 
authorities of this Commission. See Pa·cific Tel. & Tel. Co. v. £..i!l. 
of Los Angeles. 44 Cal.2d 272.276 (1955); and, Postal Telegraph­
Cable Co. v. Railroad Commission, 200 Cal. 463, 4~t-470 (l927). 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 o~erat1ons were incidental to operations conducted :under a 

5 See, e.g •• Pub. Util. C.&~233 to 236,7901. 
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lawful, federal1y-authorized interstate franchise. M., at 472; 
accord. California, supra, 567 F.2d at 8S. However, the court 
carefu"ynoteo that the Commission retained full "regulatory", as 
opposed to "prohibitory", powers over grandfathered public 
utilities. li., at 470. We therefore conclude th'at it is within our 
broad discretion to prevent WU from holdin~ out intraLATA services. 
WU's arguments to the contrary would require us to, abdicate our 
responsibilities with respect to the orderly administration and 
regulation of the 10cal exchange and intraLATA toll markets. We 
refuse to do so. WU will be subject to the same proscriptions 
applicab1e to the other OCCs. 

VII. The Pacific Comelaint 
Pacific filed Case 83-05-05 seeking a cease and desist order 

against the intrastate operations of Me!, S~rint and WU. By various 
amendments, ?acific added a number ~f defenda~ts and. as a result of 
these amendments, the defendants to its com~'aint are by and large the 
parties whose applications h'ave' been conso'lidated wit.hOII 83-06-01 • .. 
Pac; fi cal so seek s an accou nt in 9 f rom the defendants o,f- all revenues 
accruing from the,. operations Pacific al1eges to be unlawful. 6 For 
the reasons set forth below, Pacific's complaint is denied in all 
respects. 

By the various decisions rendered in thesematt~rs, we have 
authorized numerous parties to provide intrastate in·terLATA 
te1ecommunications services. See, e.g., Oecision 84-01-0·37. Having 
ratified the provision of such services by the defendants, we find 
Pacific's complaint for a cease and desist order, to the· extent it is 
di rected at i nterLATA. operati ons ; S mo·ot • 

6 Severa' parties have' argued, that thi,s Commission is no,t e~p'owe-red 
to award damages to Pacific in any event. Pacific does not request 
damages but an Itac~ount; ng,1I of ail egedly ; 11 i cit gain·s'. The 
jurisdictional issue does not arise under the complaint and we need 
not reach oj t. 
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I nth i s dec i s ion ~ we add res s the iss u e of' i n t r a s t at e 
intraLAT~ services and determine that switched toll services should 
remain the exclusive domain of Pacific. ~acific's request for a cease 
and desist order as it may apply against the intraLATA operations of 
the defendants therefore remai ns ri pee However. there are ·two key 
proofs which ~acific. as a complainant~ was obligated to provide but 
did not. Pacific failed to prove either tha·t the intraLATA traffic 
carried over the defendants' facilitie5 was. not incidenta·l to 
otherwise lawful services or that a cease and desist order which might 
go beyond a prohibition on the ho·lding out of intraLATAservice could 
be crafted without unduly burdening or proscribing otherwise law~ul 
service offerings. 

We speeifica"y found in 0.84-01-037 -that the carriage of 
intraLATA traffic over th~ defendants' faciliti-es was incidental to 
the use of those same facilities for otherwise lawful. i.e. 
certificated and supervised activities. (Id.,' Finding of Fact -. 
11.) The question Of whether the intraLAT~ traffic at issue 
con~titutes an incidental use turns on the defendants~ intentions. We 
find that the defendants have never manifeste~ an intention to provi~e 
uncerti fi cated 'serv; ces. 

In this case. facilities were designed and constructed 
pursuant to fed~ra'ly-tariffed and -certificated operations. 
Defendants' tariffs specifically state that no intrastate service is 
offered. Contrary to P-acific's claims. the defendants were· under no 
Obligation to configure, design or co-nstruct the·fr f-acilities in such 
a manner as to permit 
unauthorized traffic. 
MCI's app1ication for 

the precise an·d efficacious b,10cking of 

We note that~ as an example. AT&T ~rotested 

interstateautnor~ty a1'eging that MC! cou1d 
provide i~trastate service pursuant to the 1atter's tariff fi1ing but -never raised the issue of blocking; its protest was dismfssed upon 
Mel's inclusion of a tariff provision excluding intrastate services • 
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MCI Telecommunications, supra., 70 FCC 2d at 66·7. ~hus we find 
no prior legal duty was ever imposed upon the defendants to con!1gure~ 
their respective networks so as to permit blocking. To impose such a 
duty at this late date would impose potentially severe and onerous 
burdens upon the defendants, burdens created in large part by 

Pacific's and AT&T's collective and individual failure to more timely 
raise the iss'\le. And, as noted above in our discussion of blocking, 
the ditfic~lty o! blocking is a product of the inferior 
interconnections presently provided, by PacifiC to defendants. This 
situation will be changed with the*advent of' equal access and we 
impose a blocking requirement as a result~ 

Pacific also alleges that the defendants have held 
themselves ou~ as intrastate carriers. However, we tind that the 
defendants have taken reasonable steps to advise their subscribers as 
to the lawful limits ot the services they otter.7 While we might 
agree with Pacific that they could have done more, we cannot find on 

~the record before us that the defendants 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 promotional materials that Pacif'ic cites to the 
eontrar,y are apparently ~rom national advertising ~r08rams, not 
tailored to any particular jurisdiction. ~he advertising does list 
cities that m~ be reached by a eubscriber but when such materials 
are distributea on a national baSiS, the information is more 
reasonably interpreted as promoting interstate calling, since a 
subscriber ill one state is advised of the va,rioue places that may be 
reached over the network. Defendants allege that they have never 
used an intrastate city pair as the basiS fer a. comparison of their 
rates with the ~ell system rates- Thus, we agree that they have 
never actively promoted their service as an intrastate service. 

4It7 Our additional requirements placed upon the intrastate interLA~A 
carriere to refer intraLATA callers to the local exchange company 
provides. additional steps to the ones voluntarily undertaken to 4ate. 
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Pacific's reported conversations with defendants' sales 
personnel a~e ultimately no more persuasive. Although it is true that 
defendants did not discourage the intrastate use of their network. 
they were under 1'1~ ob1igation to do so. The e~idence only shows that 
defendants' salespersons were not equal to the task of fendfng off 
persistent subscribers. In this light, the defenda,nts are 1'n much the 
same positi'on as- was the petit'i~ner in the recent eas·e of Sont 
Corp-oration v. Universal City Studios, Inc., ~U.S. • 78 
L.Ed~ S74 (1984). That case involved the question of whether the sale 
of home videotape recorders constituted contributory infringement of 
television program copyrights. In its holding,. which is equany 
ap~licable here~ the Court stated: 

. , 

NAceordingly, 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.~ 
1.£.., at S9~ • 

Applying that principle to the specific case, the Court stated: 
MThe question is thus whether the Betamax is 
capable of commercially significant noninfringing 
uses. In order to resolve that question we need 
not explore all the different potential uses of 
the machi ne and deci de whether or not they 'would 
constitute infringement. Rather, we ~eed only 
consider whether on the basis of facts as found 
by the district court a significant number of 
them would be non-infringing (sic)." Id., 
at592. -

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

In the case at hand, there are numerous "noninfringing M 

uses; we suspect that they consiitute the dominating users. The 
record in fact estab1ishes that, for a great dea1 of the intraLATA 
toll market, Pacific's servic~ 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 t~ do the same in order 
to prevent the dissatisfaction of their subscribers should the latter, 
use the defendants' facilities for intraLATA calls only to later 
discover Pacific's rate advantage. W. are willing to rely upon the 
parties in this case to exercise good fa1th~ bU$iness judgment and 
fair business practices in comp1ying with our order. We therefore 
decline to issue a cease and desist order to effect compliance. 

In light of t,he above discussion, we see no pOint in 
issuing an order for an accounting as requested by Pacific. Its 
proofs are not compelling and an accounting serves no independent 
purpose in t~e tontex~ of Pacific's complaint. It will be den~ed. 
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VII. Regulation of Interexchange Carriers 
Xhe Qajor question in this area is whether this Commission 

will adopt the FCC ,domin~~t/non-dominant carrier dis~inctio~ to 
regulate the intrastate interLA~A o~erations 01 AT&T and its 
cocpeti tors. under th.is system AT&T i~ subject, to rate base/rate ot 
:-eturn regu.la.tion, while its competitors a.re tree to set the:'r rates 
as they choose. The idea is that the "dominant" carrier has the 
~:-ket powe:- either to extra.ct :ono~olY' profits 01: to price 
predatorily, while the non-dominant carier has the" power to do 
neither. 

AT&~ a.rgues that this Co~ission sh.ould reco~ize that 
ef!ective co:petition requires fair and equita.ble trea.tment for all 
pa:-ticipants. AT&: states that efforts to handicap one carrier in 
order to provide a competitive advantage to another carrier not only 
victimize the first carrier's customers, but :preclude delivery to the 
public ot the true benefits of competition. Thus, AT~ argues that 

~ the "dominant/non-docinant" blanket schece ot rate a.nd ta.riff 
regu.lation proposed by its competitors is inappropriate in the new 
competitive communications environ~ent. According to A~&~, if the 
CO:l.:lission ~inds there are any competi ti ve "problems"," they should be 
dealt with. directly.;. The Co.t2mission should not destroy rea.l 

~ 

competi tion 'by contin:u,ing full ra.te-base, rate-of-retu::-,n ::-estrictions 
on AX&X Coc:unications, while excusing its competitors !rom these 
require:ents. 

A~&T states that it sh.ould be noted that atte: Ja.nuary 1, 

1964, AT&T will be the only 1nterLA~A carrier dedica.ted to, serving 
all Californi~~s. It will be the' only carrier available to ~any low 
income, rural ~~d occasional users, and it 'Nill ~e attempting to 
maintain stateWide toll rate averaging. AT&T claims that if the 
Comcission were to adopt the proposal ot the competitors., it would be 
tu:ning its back on all these Californians and under:lining the 
viability of statewide toll rate averaging~ 
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A~&~ urges the Co~ission to introduce pricing flexibility 
and decreased re~lation~ and to pursue over a transition period the 
de~egulation of the teleco:Qunications industry. A~&~ ar~es that 
pricing flexibility is necessary if the competitive marketplace is to 
operate efficiently; therefore, the Commiss10n should 1mmediately' 
au.thorize the use of tariffs with' upper and lower pr'ice bounds. 
Accord.ing to A~&~, such. ta.riffs would per:::li t the public' to receive 
the benefits of competition while protecting against the possibility 
of pricing abuses. 

AT~ states that the uncontroverted evidence is that the 
eccs are viable entities whose rate ot growth ~al~ost boggles the 
i:agina~ion;~ they ~grow by leaps and bounds, and do it very 
a.gg:,essively.~ A~&~ claims that sta.tistics introduced in this 
proceeding demonstra.te tha.t its eOI:lpetitors are not in ne,ed of 
regulatory!avoritism. MCI has annual. sales 0'£ about $2 billion and 
a. customer base ot a.bout 1.; million subscribers. in California .. MCI 

• 
already has 17 switching machines and terminates directly into 9 of 
the 1 0 LA~As. ~hus, A~&~ sta.tes that tb.e fact i.s that MCI is, clearly 
a significant competitor, With a. large and expanding network and 

• 

ready access to the. capital markets. 
According'to AT&T, the other CCCs are also strong, viable 

cocl'etitors. AT&T pOints out tha~ GTE recentlY;1'aid $727.4 million 
!or ~he Sprint operations, nearly t~ice the book value, in obvious 
anticipation of rapid groW"th by those companies,' and Sa.tellite 
:Business Syste::lS, ·,.,h1ch h.as applied 'tor intrasta.te eert,1fication, is 
owned. 'by three powerful com1'anies--IBM, Aetna, and CO:::lsat, General. 
At least 26 interstate resellers are head.quartered in Calito,rnia, and 
=ajor value-added network earriers and docestic satellite companies 
are provid.ing service to customers in the state. Tb.us, AT&~"s 
interexehange eompeti~ors are big businesses in their own right • 
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AT&T states tha.t a. cOJlll:lonly statec. basis for ha.ndica.pping 
it th!"ough !"egulation as a dominant carrier is· that A~&T has a larger 
::a!"ket share than othe!" ca.rriers and thus may be able to engage in 
so~e !orm of monopolistic abuse. A:&: ar~es that this deceivingly 
Simple rationale ignores the facts and, if relied on to formulate 
!"egulato!"y :policy, will hinder com:pet.ition, not eneour.age it. 

According to AT&T, competitive activity can and does exist 
even when one tire is large, ~uoting its· witness Dr. AleSSio who 
testi!ied: 

"~he fact is tha:~ the firI:lS do not have to be of 
equal size. ~he firms- do not have to have equal 
shares in the market, and in ~act there can be 
intensely competitive activity between small 
firms and large firms, when in fact the small 
firms individually and collectively have only a 
Small piece of the market. That has been a 
characteristic of the main frame computer market 
in recent years. It has happened in copy 
machines, cash registers, and electronic point-of­
sale eqUipment, fairly clear" • 
Further, AT&T claims that Sprint'S own wl'tness, Dr. Cornell,. 

belied the accs' argument when she acknowledged that market share 
analyses ("concez::~ra.tion ratiOS"') are "verY' poo;: measures of' 
competition". 

AT~ cla.ims that the teleco~unications indust~ is 
cha:-acte!"ized 'by eontes'taoility and rivalrous activity. Entry can 
and has occu!"!"ed with highly mooile capital, particularly through 
!"esale a.nd sha!"ing by either :pure !"esellers· or :f'acili ties-based 
ca!"!"iers seeking to expand their netwo!"ks thro~~~ acquisition of 
existing lines. A~&T states that Dr. Alessio has defined a number o! 
conside!"ations. wi thin the ca:tegQry ot :oi. 'l.alrous acti v1ty--such. as th.e 
g:-owth. of com:peting companies, both in market penetration and in 
~inancial s~rength.; ease ot entry; price competition; and vigorous 
advertising compaigns. According to AT&T, these practical measures 
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• o~ market beb.a.vior reveal that competition is clearly pervasive in 
California's ,telecommunications transmission markets today; indeed, 
this whole proceeding demonstrates cogently the presence of rivalrous 
cO:::lpetition. 

A~&T states tna= rather than size, it is market power over 
e~try, the pace of technological innovation, and,the development of 
quality standards and potential substitute products and services 
which :::lust 'be protected aga.inst. AT~ claims" tha.t it clearly has no 
control over these elements. The facts 'ot the present marketplace 
are ample evidence of this.. Further, A~8eT states that it does not 
control the prices cha.rged tor interexcb.~~ge services; ra.ther, in a 
:-egulated structure,. the Commission is the price leader. In a. 
cocpeti~ive and deregulated market, AT&T sta.~es that the carrier who 
can design service to ,£i t customer needs-the carr'ier who is the most 
et!icient in real engineering and service provisioning--is going ·to' 
be the price leader. Size will be but, one--and' .. elearly not the most 

ei:portant--o! cany factors impacting competition in the new 
- telecommunications marketplace • 

• 

.. 
A~&T observes. that in addition to a market share rationale,. 

a te'« witnesses have 'based recommen.dations ~or "dominant" regula.tion 
on th.e allegedly su;perior interconnection. with local exchange 
cocpanies enj oyed by A~&~ Cocmunications.. According to AX&T, the 
s~bject o~ such engineering com;parisons and the propriety o! a 
"premium access" carrier charge have been ex..~austivelY' discussed in 
the Co:miss1on's hearings in A.83-06-05, and that docket is·the 
appropriate to~ tor addressing ,this issue in tUlle AT&: argues 
that ~~y dit!erences in access arra:gements have absolutely ~o 
relevance to the !O~ of regulatiOn. necessary in the new 
environment. AX&~ claims that whatever those differences are--and 
AT&T claims they are minimal--they are not a valid exeuse for any 

pervasive reg~latory procedures or requirements which handicap, AT&~ 
vis-a.-vis its competitors • 
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. AT&T states that, in order to achieve the full benefits of 
competition, it has urged the Commission to establish a transition 
plan to maximize the self-regulatory ability of t~e interexchange 
services marketplace and to minimize the formalities of traditiona1 
regulation. According to AT&T, during this transition·, AT&T, as 
other ca r ri ers, s hou 1 d be regu 1 ated in an. i nn·o,vative fash; on·, wi th 
pricing flexibi1ity and rate structure chan'ges encouraged. AT&T 
suggests that there should bea certain duration for such a program, 
such as 2-3 years. 

According to AT&T, one critical feature of suc~ a 
tranSition period would be the immediate introductio~ of flexible 
tariffs, with upper and lower price bounds. The upper limit would be 
one judged by the Commission not to be monO'poly abusi've, wh11e the 
lower bound would be one found not to involve any anticompetitive 
cross-subsidization. AT&T states near1y 40 states have allowed 
flexible pricing tariffs during the p·ast 10 years. AT&T a·rgues that 

• 
such a mechanism is an appropriate solution to the need of 
competitive cirriers to respond quickly to market demandS wit~out 
sacrific',ng the public interest concerns p'rotected by this. Commission. 

• 

According to AT&T, a second element of change in 
traditional re9ulat~on Should be greater reliance on market trials 
and expe ri ments. AT'&T ~uotes its wi tn-ess Wi 1 coxon, wh() t~st i fi ed: 
"Experimentation performed without prolonged regulatory consideration 
will limit the financial risks associated with introducing new 
features or pricing packag'es and wi" permit early introduction of 
services that consumers find beneficial and attractive." AT&T urges 
the Commission to forbear from re9ulatio~ of new services, fncl~ding 

those developed through market trials. AT&T claims t~at the clear 
benefi t to th'e pu b 1; c woul d be mo re prompt· i nt rodu ct i on 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 AT&T. in this way, consumers will be free to receive the 
optimal b~ne~its from an open and fair competitive marketplace 
through the selection of that package of service options most 
responsive to their needs. AT&T observes that Sprint's witness, Or. 
Cornell,. has written that "CrJate of return- regulation, however wen 
carried out, does not service society well. It neither prote~ts 
customers against abuses of monopoly or oligopoly power nor prevents 
pr,edatory pricing in nonmonop-01y sicuations." AT&T states that it 
would not cast regulation in so negative a 1ight, but it does believe 
that, in a competitive environment, regulation with its costs and 
marketencu mb ran ces ') s not necessa ry • AT&T states that regu 1 ati on 
should be removed from the competitive marketp-lace as promptly as 
possible. 

Sprint argues that AT&T clearly is the dominant carrier in 
.interLATA and interstate te1ecommunications markets. Sprint claims 

that the exte'nt of AT&T's continuing domination is nlustrated by its 
ability to retain approximately 95% of these markets, despite the 
eight years of competitive effort by accs and resellers., Sprint 
claims that AT&T's overwhelming market power is reinforced by its 
superior aceess to the consuming public and its ability, because of 
7ts immense size, to manipulate cost and economic data to justify 
unreasonably high or low prices. Sprint warns that absent some form 
of' regulato-ry contro' by the Commission .. AT&T's dominant market 
position would enable it to prevent competition from dev~lopingin 
interLATA markets to the detriment of the consuming public. 

• 

According to Sprint, the ttn1a ... fu1 and anticomp.etitive 
exercise and unrestrained overwhelming .market share or mono·poly power 
could appear in numerous waY5. For example, AT&T, as a dominant 
carrier. could affo'rd to engage in a long. and protracted predatory 
pricing campaign in order to drive its competitors out of bUSiness • 
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Sprint states that the Commission sho~1d ensure that AT&T 
would not be able to exploit its dominant market position by adopti~9 
a type of regulation which adequately protects the public ~nd makes 
the benefits of competition generally availabl~. Accordfng to 
Sprint. the FCC has met these twin goals by a,dopting the domi,nant/non­
dominant form of regulatfon. Sprint explains that this type of 
regulation. as original'y adopted in 1980. applied"traditional rate 
regulation to AT&T. the dominant carrier. It applied less burdensome 
regulation to non-dominant carriers. which were allow'ed to f'f'le. new 
tariffs on 14 days' notice and were not required to file detailed 
cost and economic data. Sprint stat~s that recently the FCC further 
reduced its regulation of non-dominant carriers. Sprint states that 
on October 19. 1983. the FCC decided to forbear from applying even 
these 1 ess bu rden'some fi 1 i n9 r-equ; rements to spec; al i zed common 
carriers. basing its decision 'on these carriers' lack of ' market power 
and its three years of experience with .regulati·ng them a·s non'~ 

• 
domi nantcarri ers. ' 

Sprint contends that the FCC's deCiSion t~ a~ply different 
1evels o'f regulation to, AT&T and to· n'on-dominant carriers· was based 

• 

on its finding that these carriers wer·e effectively re9ulated already 
by the marketplace •. Sprint states that the FCC determined that the 
accs· lack of market power would require them to ~rice their services 
c10se to cost p thus ensuring that the prices charged to the consuming 
public woul~ be just and reasonable. 

According to S.print the me-rits of this type, of regulation" 
which takes account of the realities of the market~lace. have been 
demonstrated over the past three years~ during which time 
increasinglyhealt~y competitio" has. ~~endevelop1n9 in interstate 
markets. Sprint ob·serves that the FCC recent1ystated. 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. 
[becauseJ such ~arriers 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." 

Spri nt fu rther notes that the FCC a 1 so stated that Iffu" regu 1 atory 
scrutiny under Title II of firms lacking market power ca.n imp·ose 
costs on these firms and consumers without offsetting benefits.M 

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 
th~t it is not a dominant market force in the intrastate 
telecommunications market is based up·on· contestabi1ity theory. 

• 
Sprint argues that AT&T's reliance on contestabi'fty theo·ry 

is mis.placed because this th·eory as.sumes. preconditions which ~learly 

~re not ~resent in telecommunications markets. Sprint states that 

• 

according to those who developed the theory. William J. Baumo' and 
John C. Panier, itA contestable market is one into which entry is 
abs.olutely free, and exit is absolutely costless." 

Sprint argues that telecommunications markets are not 
completely open to entry in the way requi red by Baumol's def'in·ition, 
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 th~ir customers 
will perceive lower product quality compared to AT&T or Pacific, due 
to unequal access. These conditions will last at least as long as 
there is oneqyal access • 

- 89 -



011 83-06 ... 01 et al. ALJ/md/mra " AL T-COM-VC 

~ 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 microw~ve 
towers and switching facilities f~r particular expected traffic 
flows, and must install these facilities o~ particular rights 9' way, 
after those rights of way are acquired. The firm mus,t also, make 
other investments in equipment and labor. Sprint states that a 
teleco,mm,u,nications firm forced to ·exit from serving a marketw-ou1d' 
not be able to recover this investment fully. because the facilities 
~nd rights of way designed to serve a particular market generally 
cannot be moved to serve a different market., Sprint contends that 
these barriers to entry and exit make "hit and run" competition 
5mpossible. and show that these markets are not contestable. 

Sp r; nt urges the Commi sst on to regu 1 ate resa le ea·rri ers in 
the same manner that it regulates OCCs,. A'ccording' to Sprint. the' FCC 
already has dec,~ded to apply the same 'level o,f regulation to both 
resellers and OCCs. This deciSion was based upon its finding that 

• both of these types of carriers lack the market powe,r to set prices 
contrary·'to the goals of th,e Communications, Act of 1934. 

Sprint states that there are additional policy 
considerations whic~ mandate similar treatment of these two types of 
carriers. According to Sprint. resellers generally provide the same 
services as the accs. and at similar prices~ Th~refore. there is no 
way for the public to distinguish between OCCs and resellers and the 
public has a legitimate expectation that these carriers wouJd be 
subject to the minimumregu1ati·on necessary to assure dependab1e and' 
honest service. Sprint states that. as with oces. resellers fall 
within the statutory definition of telephone corf)orations sub'ject to 
PUC regulation, by virtue of their operation of the switch wh~eh 
allows rese1lers to route cal1s over leased lines or their own 
faci1ities. Sprint claims th.at even the traditional distinctions 
between OCCs and resel'ers have become blurred. as many "resellers" 
now are constructing their own facilities, and the "OCCs~ which have 

.been primarily facilities-based also resell some services. 
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CABLE states that once a policy of open entry is adopted, 
the question ::-e::ains as to whether any regulation at all should be 
applied. to 'the entrants. According to CA3LE, in the area ot advanced 
services, Since those services will generally not be provided on a 
cocon carrier bas.is, and since those services exhibit no monopoly 
cllaracteristics, there should be no u'tility-tn>e entry, exit, rate or 
other :-egulation imposed on those providers, unless 3ueb. So provider 
also operates as a regulated public utility. CABLE argues that 
because an entity providing both monopoly and co~petitive services 
has the opportunity to cross-subsidize its competitive endeavo·rs with 
revenues ~rom its monopoly ratepayers, re~lator.y oversight is needed 
to protect both the competitors and the ratepayers. 

CABLE claims that for those providing competitive basic 
telephor.e service , traditional rate regulation is not appropriate 
except for those c.oc.i.nant providers whose :narket power is sufficient 
to foreclose e::erging. competi to·rs·. 

• Staff notes that A~&~ has raised its objection to "dominant 
carrier" interLATA regulation. Staft observes that the OCCs have­
reco~ende~ that A~&T be s~bject to pricing ~estraints and' the duty 
to serve all routes, even unpro!itable.o·nes. Under this recommendation, 
the OCCs ·would haye 'eons·iderable !lexib11i ty to set in:terLA~A rates of 
their ch.oosing, and to serve the routes ot th.eir chOice. Sta£! sta.tes 
that when eo~,e~ition beeoces sutticie~t, domin~~t ca.rrier re~lation 
should end and all carriers should compete on an equa.l bas:is • 

• 

.. 

Staft origi~a.lly made this reco!:lmenda"tion in i ";s Augus·t 22, 
193;, briet relating to interLA~A com,etition. S"ta!f states that it 
continues to recoccend dominant carrier regula~ion tor A~&~. Statf 
obs·erves that A~&T now commands 95~ ot all interstate toll bUSiness 
in this· coun~ry. 

Staff states t~a~ the compa~y is one o! the largest !ir~ 
in the world. According to· stat!, under these Circumstances, AT&~ 
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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 . 
r:either condition would be in the ,Pu,blic interes,t. 

Staff states that the Commission needn't now set specific 
dominant carrier 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 
domi nant /not'l-dominant standard, at 1 easti nit i a" y. They state that 
there is no doubt that AT&T will have a disproportionately high 
market share rel ati ve to its competitors. They sU,ggest that as equal 
access becomes available this policy should be rev-iewed and changed 
as market conditions change. They add that in setting any standard 
that favors the non-dominant carrier, the Commission must consi.d,er 

•
that AT&T should be required to provide service to any Cali.forn1a 
customer who reque,sts it" whereas no oce wi 11 have this' 
responsibility immediately. 

• 

AT&T replies that .Sprint pays lip service to the benefits 
which competition in th~ provision of interexchange services would 
provide to the publiC, but it reveals its real goal--market 
all 0 cat i on , not c o'm p,e tit i on • AT&T a r 9 u e S that S p r i n t ,t sp r 0 9 ram i s to 
prevent AT&T from being able to respond to marketplace forces in a 
timely or effective way. According, to AT&T, S·print would undermine 
the competitive initiatives of AT&T by the application of so-called 
dominant regulation", while itself avoiding comparable regulato·ry 
processes or oversight. AT&T contends that this OCC proposal should 
be recognized for what it is--a blatant attempt to avoid real 
competition and obtain market allocation • 
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AT&T c1aims that current market share is a product of past 
economic conditions, which are forever gone for the 
telecom~unications industry, and in no way measur~s the future 
economic conditions upon which future sales will be made. 

AT&T contend's that' Sprint's speculation that AT&T could 
somehow engage in predatory pricing to drive its compet'itors. out of 
business or earn monepoly profits is simply wrong. AT&T argues that 
there is no support in fact or sound logic for such a ~roposition. 
AT&T ci tes the cou rt in the AU9ust 11, 1982 op·i ni on genera11y 
approving the AT&T divestiture, which stated: 

~The divestiture ••• wil' remove ••• ~arriers that 
previous1y deterred firms from entering or 
com~etin9 effectively in the interexchange 
market... The Operating Companies will own the 
local exchange facilities. With the removal ef 
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 wi11 large1y 1ack the 
monopoly power that the oppo,nents of the decree 
suggest. M SS2 F. Supp. 131, 171-172 (O.O.C. 
1982) • 
AT&T co,ntends that Sprint attempts, to avoid the fact of a 

rivalrous and competitive marKetp,1ace by assert1ng that AT&T witness 
Dr. Aless10 imprope~ly relied on Mcon testability theory" t~ suppo~t 
his empirical observation that the marketplace is highly 
competitive. According to AT&T, Or. Alessio's testimony is gener,'ly 
supported by', but does not rest on, contestabi 1 i ty th.eory. AT &T 
states that it agrees that contestab,i1ity theory is an abstract 
notion intended lias a new widely applicable benchmark that I>oth 
encompasses and' transcends the concept of perfectly competitive 
markets~~ and that its proponents did not Mbelieve that most markets 
are perfectly contestable." The authors of con,testability theory 
only intended the theory lito be more or less applicab·1e" to rea1 
world situations • 

• 
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AT&T contends that Sprint misses the point in faulting 
Dr. Alessio because ent ryo rex; t from tel ecommu n 1 eat i ons markets may 
not be "absolutely costless'H

• Accordi ng to AT&T. the i.ncontrovertible 
fact is that costs of entry and exit are low. relative to· the po·tential 
profits to be earned, and that outside firms ca,n and do enter the 
market to take advantage of market opportunities. 

AT&T states that Sprint makes much of the FCC's repeatedly 
I 

revised decisions in Docket No. 79-252. by which,the FCC has 
established various rules for tariff fi1ings and'supportin·g.data. 
According to AT&T. the fundamental premise behind the FCC's decision in 
1980 to impose a "dominant" labe1 on AT&T is obsolete. since that 
premise, as stated by the FCC, was: 

"The Sell System controls access to over 80S of 
the nation's telephones. Since many ~f AT&T's 
competitors must have access to th,;s network if 
they are to succeed, AT&T possesses control of' 
bottleneck facilities. Therefore, we·be1ieve 
that AT&T must· be treated as dominant. M 

• AT &T observes,. that di vest itu re term; na.tes th'e' S,e'l System 
enterpri,e and removes AT&T from any semblance of control of 
bottleneck facilities. AT&T states that it is nO'w~nder that. on 
Oetob-er 19 of last year the FCC established a proceeding·to cons.ider 
adopting for AT&T the streamlined treatment previously estab,lished 
for "non-dominant" carriers. 

• 

According to AT&T, this FCC proceeding expressly seeks 
consideration of "whether the domestic. interstate telecommunications 
mark.etplace warrants. or soon may warrant. a new' lon.g-range di rection 
for reduced regu 1 ation of AT &T I S basic interstate se'rvices under the 
[Communications) Act.1I AT&T states that the FCC has. reco,gn1zed, that 
major developments have increased competition. including "regulatory 
approval of entry by new competitors: the MFJ; greater reliance on 
market forces to promote the pub'ic interest regarding the rates and 
facilities of many carrie~s; and the requirement of equal 
interconnection arrangements and access charges." 
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. 
According to AT&T~ there is a clear movement by the FCC 

towards the regulation-free marketplace envisioned by FCC Chairman 
Fowler ·and several fellow Commissioners in public remarles. earlier 
this year. AT&T states that contrary to Sprint's exposition p the FCC 
is moving to o/)tain the j)enefi~s of rea' competition.by removing the 
outdated and unnecessa I'"y handi caps pre vi acts 1 Y' app' i ed. to AT &T. AT&T 
concludes that this Commission has n~ reason in fact or'sound policy 
to accept $p ri nt's prop osa' fo r rna rket a 11 oc,ati on· .. 

We are confi dent that i nt·erLATA compet'iti on w'il1 eventually 
develop to the point that we can substantially reduce the extent of 
economic regulation that is imposed on AT&T. H6wever~ we are 
persuaded that conditions do not support any reduction at this time. 
Thus p we maintain rat~ base/rate of return regulation of AT&T. 

While it is true that divestiture has severed t~e knot 
tyi ng together the , o,ng di stance carri er and the local operati n9 
co.mpanies, it is not. in and of itself a sufficient remedy. for· the 

eanticompetitive conduct that preceded and precipitated it. Rather~ 
the central feature of the MFJ is th~ p,rovisio·n fo:r equ·a' access. 
Given the differences in the nature' and quality of ac,eess.·provfded by: 
the secs to AT&T and its competitors prior to e'qual access, we. find 
it highly unlike1y that meaningful interLATA competitio~ can occur 
prior to the widespread availability of equa1 acces·s." 

e 

Whi1e it is true that MeI and Sprint are growing and that 
more rese"ers enter the market dai1y, their presence does not 
obscure AT&T·s dominance. After equal access al'ows compet1to~s to 
provide equ;v'a'ent service~ we will entertain AT&T's application for 
more flexible regulation. 

On the other hand. there is no party that has proposed, rate 
base/rate of return regulatio,n.ofallapp1icants. Such regulati'on is 
perceived as unnecessary in light of their i"abi1ity 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/~on­
dominant carrier distinction as the basis for regulating the emerging 
comp~tttive market. 

By non-dom; nant car!'"i~,. regLil at i on we ; ntend that 
applicants have the freedom to set and change thefr rates as their 
self-interests indicate, subject only to such conditions as are 
necessa ry to protect thei I" custome rs from' exp 10,; tat ion .• 

The tariff fi1ing ru1es now in effect are certain1y 
adequate to protect the customers, but are not nearly flexib1e enough 
to accommodate competitive interests. MCl and Sprint each proposed 
modified tar'tff filing rules in their applications,. The adequacy of 
th~ir 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 w~" suite~ for .a 
erulemaking proceeding, leading to a modified gen~ral order. We will I 

provide, in a subs'equent order, for a' prompt resolution o,f this 
problem." We direct staff to prepare,an o,rd.er instituting rulemaking 
for this purpose. 

As public 'utilities, applicants are subject to this 
CommissionJ s jurisdiction generally. With that status attaches a 
number of obligations on their part and ours, such as r~gu'ation of 
securities transactions and encumbrances or transfers of property. 
By A.84-03-92 the California Association of Long Oistanc~ Telephone 
Companies requests that the Commission exempt such utilities from 
various provisions of the Public Utilities Code on the ground that 
such requirements are antithethica1 to the concept of limited 
I"egulation of nOll-dominant carriers. Evidentiary hearings are 
appl"opl"iate for the purpo~e 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. 

e 
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• One of the issues specified in the OIl is whether resellers 
should be treated differently from facilities-based carriers. No 
party prop~sed that any distinction be made, and we find that any 
distinction would be inappropriate, in part oecause the public is not" 
aware of any difference and ~ll expect public utility type service 
from either kind of entity. There is 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 install their 
own transmission capability if the ~rket response is sufficient. 
Some of the applicants have indicated an intention to expand their 
business by way of franchises or limited partnerships that would 
result in one entity providing service in several locations with 
different affiliations in each. Given that indiVidual customers will 
~ost often deal oDly with the entity providing service at each 
location, we find that each such venture is an indiVidual carrier and 

.~t have its own certificate and tariff on file. 
Several parties have observed that applicants are '\mder no 

obligation to serve statewide and may "skim the creatl" by serving 
only the most lucrative markets. It has been suggested that we 
i~ose an obligation to serve as a condition to receiving a 
certificate. !his reasoning overlooks the implications of the 
natural monopoly evidence. 

. 

Several of the witnesses indicated that some toll routes 
may be naturally monopolistic because traffic. volumes are no~ 
sufficien~ to support more than one carrier. In those instances it 
would be unsound regul~tion to req~re competition that would not be 
sustainable. 

Rather than atte~ting 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 stimula'ted substantial discussion is the 
problem of ~eaveraged rates. The notion is that "cream skimming" 

~><!: 

will force~aown rates in competitive markets and force up rates on 
nonco'Qpet.:ttive routes. \<:e find there is no foreseeable danger that 
deaveraging will occur s?ontaneously in the near future, in light of 
the access charges that ~e adopted; however, in order to further 
diminish the probability, we will 'require that each applicant file 
rates thaI' a:-e unifom on a distance basis. 

" . 

• 
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Findings of Fact 

1. Virtua11y all OCC connections with local operating 
companies are ENFIA A, uline-side". connections. 

2. Line-side connections require that th~ ecc customer dial a 
lengthy series, of di gits in order to, reach a des,; red telephone 
number. 

3. Rotary dial telephones cannot be used with E~FIA A 
connections without a separate tone-generating dev1'ce. Also. special 
features such as answer supervision and automatic number 
identification are unavailable through eces with line-side 
connections. 

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

S. Pacific provides AT&T with a "trunk-side" connection which 
does not suffer from the inconvenie,nces an(1' technical, difficulties 
associated with line-side connections. 

u , 

6. The divestiture, order issued by 'the"Fede,ral District Court 
(MFJ) require,s the p,..o,vision· of "equal access" to· al' ca'rriers 
commenCing in 1984. to be completed no later than Septemb~r of 1985. 
Under equal access, the accs w111 be provid'ed interc,on'nections equal 
in type, quality and pric~ to that provided to AT&T and its 
affiliates. 

7. The telecommunications ind~stry is an industry in dramatic 
transition, both structurally and technologically. 

8. In order to protect universal te'ep~one' service in 
California, it is ap,propriate to adopt a prohibitiQ'n on competitive 
entry into the intraLATA toll market • 
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9. The 1ntraLATA toll market should be left in the monopoly-
corrtrol ~;=t" the local exchange companies. -

10. There are ~arious upward pressures on basic e~change rates 
which individually and collectively threaten uni~ersal telephone 
ser~ice in Ca'ifornt~. 

11. The loss of intralATA to" contributions to the1oca1 
exchange companies and their nontraffic-sensitive (NTS) costs could 
jeopardize universa~ tele~hone service in Californf~ by driving up 
the cost of basic exchange service.; 

, 
12. IntraLATA. toll services now provide a substantial support 

of the NTS subscriber plant costs of the local exchange compani~s. 
13. The substantia1 econo~ie ane social benetits to soc~e~y 

created by a universal teleph?ne service, wh1Ch'aDsent a governuental 

wnlingness to independently provide the funding needed to maintain 
universal service" justify the rejection of a pr1c·1n9 sys·tem based 
complete1y on marginal cost • 

.. 14. The un'iv·ers·al service benefit represents a greater ) / 
public inter~st t~bn the economic eff1cienciei which are allegedly 
inherent in ~ar9inal 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 prop-os·al nor 1983 Assemb.'y 
Sil, 1348 are unqualifiedly viable alternatives to re~lace the rate 
design policies which insure universal te1ephone service. 

17. There is a substa.ntial 1ikelihoo·d that some 10ss of toll 
contribution to NTS cos·ts and rate deaverag; ng would occur due to 
intraLATA toll 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 of the revenues of 
the local exchange companies. 

21. It is desirable to permit some limited private' line 
competition. 

22. Intra~A~A competition by WATS resellers would provide none 
of the efficiencies or benefits re~ulting from competition. 

23. Blocking generally reters to the interception and automatic 
termination of certain specified transmissions, here unauthorized 
intraLA~A traffic. 

24. ~he implementation of blocking prior to equal access would 
require a considerable commitment of capital, resources, and time. 
Upon the implementation of equal access, these commitments are no 
longer required. 

• 25. ~he OCCs have configured and constructed their systems in 

• 

good faith, tree from any Federal Communications Commission (rcc) or 
other requirement to accommodate blocking. 

26. Upon the offering of interconnections under the mandated 
equal access, all interexchange carriers would be provided the 
immediate means to block intraLATA traffic without affecting their 
other services. 

27. Western Union holds a utility franchise by implication of 
law under the principles of "srandtather1ng." 

28. ~he carriage of intraLA~A traffic over the facilities of 
the defendants in Case (C.) 8,-05-05 is inCidental to the use of 
those same facilities for otherwise lawfully provided services. 

29. ~he defendants in C.S:5-05-05 have never ma.nitested an 
intention to provide uncertificated i~traLA~A services. 

~O. No prior legal duty was ever imposed upon the defendants in 
C.8~-05-05 to configure their respective networks so as to permit 
blocking of unauthorized intrastate tru!!1c • 
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31. The defendants in C.S3-05-0S have taken reasona~'e steps:to . 
advise their subscribers ~s to the lawful l1mits of the services, they 
offer. 

32. Given the differences in the nature and quality of access 
prov; ded by the S~l 1, Operating Compani es to AT&T and its comp'etito·rs 
prior to equ~' access, it fs high.ly unlikely that meaningful 
interlATA competition can occur prior' to the widespread availability 
of equal access. ." 

.. 
33. Except for A.T&T. no'other interexchange carrier in 

Cal 1forni a has an abi 1 ity to extract mon'opoly profits or to make 
ma i nt a in p reda tory pr' ces. 
Conclusions of law 

1. The Commission has broad regu1atory authority over the 
p~oviders of intrastate telecommunicatio~s services. 

2. Intrastate telecommunications traffic carried over 
fac11it1es as an incidence to lawfully provide~ interstate services 
are ~ncompas~ed within inters:tate op'erating authorities and may not 
be prohib;ted by this Commfs'sfon. ' 

3. The federal CommJ~ications Commission (FCC) may not 
certificate intrastate services. 

, ' 

4. The Commission may 'neither burden nor discriminate against 
federally authorized telecommunications. however. FCC certification 
does not preempt this Commission's co'ns1deration o,f app1ications for 
the provi si on of the i nt rastate servi ces of persons hol di n9' such 
federal authority. 

S. This Commission has jurisdiction to consider the issues 
presented by the 011. the applications and complaints now before us. 

6. Private 11ne comp'etition in 1ntraLATA te1ecommun1c:atfons 
should be permitted in li~ted form • . 

7. The resale of intraLATA WA.TS service should be prohibited. 
except to complete an interLATA or interstate call • 

\ 
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" 

8. Blocking should not be required prio~ to equal access. 
9· Persons not authorized to provideintraLA~A" . 

telecommunications services should be prohib'i ted :f'~,~m holding out the 
availabili ty of' such services and shoul~ be requir'ed 'to' advise their 
subscribers that intraLA~A commu.nications, should. be placed over the 

, . . . 
facilities of the local exchange com~a.ny. 

10. The privileges of a utility f.ranchise, whether granted 
expressly by this Commission or by implication of law, a.re subject to 
the full re~latory authorities of this Commission. 

1'. Western Union may be prohibited ~rom holding out intraLATA 
telecommu.nications services. 

12. Pacific's complaint against the i~trastate carriers should 
be denied. 

13· AT&T shou.ld be re~lated under the dominant/nondOm1nant 
carrier system of regulation. AT&T should be regulated under the 
rate base/rate of return re~lation3 applied to other California 

•
PUbliC utilities. 

14. Resellers should be regalated in the same manner as 
facilities-based interexchange carriers. 

15· Unitorm rates should be required. 

INTERIM ORDER 

IT IS ORDERED that: 
1. All applications to the extent not previouslY granted are 

denied. Persons not au.thorized to provide intraLA~A 
telecommunications shall refrain from holding out the ,availability of 
such 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 block unauthorized intraLATA 
tra.!fic c~rried over or through the facilities of any interexehange 
carrier upon. full implementation o! equal access within a ~ATA • 

• 
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~. In accordance with Ordering Paragraph 2, Pacific shall :file 
an advice letter with the Commission stat.ing 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 an1 
interconnections other than those offered under equal access shall 
:tile a notice of such facts (with the same distribution as· 'an advice 
letter) within five (5) days of receiving Pacific's advice letter. 

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

eOf providing that service, in the LATA relevant to· any such 
application may appear as a protestant and/or file responsive rate 
tariffs in order to preserve its market share. 

6. Within 30 days from the date of this order, p~rties to· this 
proceeding shall file with our Docket Office the o·riginal and 12 
copies o:r Comments on the Issue whether a prohibition of 
interexchange carrier bypass of the switched network should be 
imposed and, if so, in what manner. 

7. AT&T shall be regulated as the dominant interexchange 
carrier in California. All other interexchange carriers shall be 
regulated in a manner which perm ts them to compete in the Californi.a 
interLATA market. 

8. Applicants are authorized to have on file with this 
Commission 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 FCC approved tariff, it may :rile a notice adopting such FCC 

e 
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• • tariffs with a copy of the ,FCC tariff included in the filing. ~h08e 

applicants that have no effective FCC tariffs, or that wish to file " 
tariffs applicable 'only to California, are,authorized to do 80, 
including rates, rules, regulations, and other provisions necessar,y 
to offer service to the public. Such :rilin~ shall be made in 
a.ccordance with General Order 96-A, excluding Sections IV, V, and VI 
a.nd shall be ettective not les3 than one day after filing. 

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

'0. ~he tariffs suspended in 1&3 Case S3-"-05, to the extent 
not previously authorized, are permanently suspended and the case is 
closed. 

, , • Each of the applications, to the extent not previosuly 
granted, is denied. 

~h1s order is effective today in order to provide for the 
continued effect of our previous orders prohibiting the holding out 

~Of 1ntraLATA toll services by persons other than the local eX~hange 
companies. 

• 

Da.ted June 13, 1984, at San FranCiSCO, California. 

LEONARD M. GRIMES, JR. 
President 

VICTOR CALVO 
DONALD VIAL 
WILLIAM T. BAGLEY 

Commissioners 

COtJ;missioner Priscilla C. Grew, 
being necessari~ absent, did not 
participa.te • 
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APPENDIX A 
Page , 

List o~ A~~earance9 

Applicants: Erad E,. Mutschelkllaus, J. Manning Lee, (Virginia.), 
Attorneys at Law, and Messrs. Sullivan & Cromwell, by Robert 
Eell,A-e-:orne:r a.t Law, tor Satellite Business Systems; Michael 
~ Pe~d~e, Attorney at Law, ~or CALL USA, Inc. 

Respondents: Richard A. Eromlez, and HathawaI Watson. III, 
At-:orneys at Law, and John E. Dennis, ~or A~~ Communica.tions; 
James S. Ha.::.asaki, Richard w. Od~ers, and James :B. Young, 
Attorneys at Law, tor 1!he Fac:l.i'ic 'telephone and ~elegraph Company; 
Mess:'s. :Brobeck, Phleger a: Harrison, by Gordon E. Davis and 
Williac H. :Sooth, Attorneys at Law, for'Western Union 1elegraph 
Compar .. y; Lawrenee P. Keller, Atto:'ney a.t Law, for The 'Western 
union Telegraph Company; Petty, Andrews, Tufts & Jackson, by 
Dennis Swanson, Attorney at Law, tor Telemarketing 
Cot:I:1i:.:l.ieations; Preston Moore and Gary Rinck,. Attornyes at La:..,., 
~or MC! Teleeoomu.nications; Messrs. Graham & James, by Thomas 
MacBric.e, Jr., and James Seueri, Attorneys at Law, for Telephone 
and CA:'~EL; and Ann C. Pongracz, Attorney at Law, and Messrs. 
McCutche~, Doyle, Brown & Enersen, by James B. Lewis, Richard D. 

(,. Zi:e:-:tan, and Terry J .. Houlihan, Attorneys at Law,. for G~E 
Sprint Comcunicat~on Corporat~on. . 

!ntere$~ed Parties: Richard Arrin for Contra. Costa County ~~d 
the Lea~~e o~ Calilornla F. Elliott, Attorney at 
Law,a..~d SylVia.. M. Siegel, tor Toward. UtilitY' Rate Normalization 
(TU'P.N'); Messrs .. 'Orrick, Herrington & Suteli!~e, by Robert J .. 
Gloistein a."'l.d Da.vid R. Pigott, Attorneys at ·Law, for Continenta.l 
1eiephone Company; H. P.al~h Snyder! Jr., Attorney at Law, for 
Gene:-al Telephone Co~~any of California; Will1a~ L. Knecht, 
Atto:-ney at Law, tor Execuli:c.e of Californ:.a, fnc.; JJ.J.oYc. !. 
Kra.llse, ~elecocmuniea.tions !ndust:-y Consultant, for hi=sel!,; 
John S. Loewen, tor Savenet; Harriet Moss, tor the City of 
Mountai:l v ~e·,;(; !1essrs. Pelavin, Norberg, Earlick & :Beck, by Al-,rin 
:e:.. Pelavin and ·tfilliam R. Eaerle, Attorneys at ~a .. ,,(, fo·r Calaveras 
Teiepnone Co=~a.ny, California-Oregon Telephone Co::pany, Ca.pay 
Valley :'elepnone System, Inc., Dorris ~elephone Company, Di:.cor 
Telephone Co::pany, Evans :elephone Company, Fores-:h11l ~elephone 
Co~?any, Ea~?y Valley Telephone Com~any, Eornitos Telephone. . 
CO::l'a.:yP Ke:-:an Telephone Company, Livi:.gson '!eleph.one c.ompan,., 
I:.c., ?i:naeles Telephone Company, Sierra Telephone Cocpan7, Inc., 
:he ?onde:-osa Telephone Co., The Siskiyou Telephone c.o::tpa.ny, and 
The Volcano Telephone Company; A\.:.:l'J.st Sairanen, '!or State ot 
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Cal1to~nia - Office of Telecommunications; John W. Witt, C1ty 
Attorney, b:r William S. Shat'tran, Deput,. City' AttorneY', 'tor the' 
City o'! San Diego; George Agnost, C1t,. Attorney, by Leonard L. 
Snalder, Deputy C1t:r Attorne:r, for the City and County of San 
~ranclsco; William M. Winter and Michael A. MorriS, Attorneys at 
Law, for California Cable Television Association; Tho~as L. 
:?eeney, tor TeleMarketing Communica·~ions of Monterey; 'N:l.11J.am 
J. Irvin~, for County of Los Angeles; Ira Reiner, City At~orney, 
01 E~ Perez, Deputy City Attorney, for City of Los Angeles; 
~essrs. Parrow, Schildha.use, Wilson, & Rains, by E. Nicholas. 
Selby, Attorney at Law CD.C.), for 1tsel:!'; Vietor J. Toth, 
Attorney at Law (Virginia), for American Telephone Exchange, 
Comprehensive Communication S:rstems, Inc., Transcall Ameriea, 
Inc.; Frar.cis L. Young, Attorney at Law (~exas), tor CP National 
Corpora~ion; and Oc~avio A. tee, for California State 30ard of 
Equalization, Valuatlon Division. 

Ceccission Sta!!: Robert Ca~en and Javier PlasenCia, Attorneys 
La.w, and Erlily Ma.::-ks and Du.ncan Wyse., 

(END OF APPENDIX A) 
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democratic ~olitica1 and social institutions. 
Northern Pacific Railway Co. v United States, 356 
uS l~ 4 ••• '» United States v AT&T~ 552 F. 
Su~~ .. 131, 150-151 CD.D.C •• 19'51T. 
Whi 1 e we concur in the Cou rt I s assessment o,f ,the; mportance 

of com~etition, we believe that comp,etition 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 t,his decision, the critical determi tion i's whether the 

a 11 owance of i nt raLATA competi t ion m; ght j eo rd'i'z'e the u ni versa 1; ty 

of telephone service which California now 
A. The Uncertain Future and the Uni ver 1 Service P'rincile 

Thi s p ro'ceedin 9 was ori g1 na intended to resol ve the 

question of the extent to w,hi,cn' com etition should,' be p.e'rmitted in . ' 

the intraLATA toll market. Our r s01ut,ion o,f this Ci,uestion was to 

have been dependent upon eviden e as to the extent and direction of 

the .. effects competi'ti ve entry j'li ght have on un; versal te1'ephone 

service. However, all that Ian be sai'd with any degree, of ce.-rt1tude 

is that the tel ecommuni catfons ,i ndustry is gO,i n,g through an 

unprecedented t'ransition~arked by technological and corporate 

upheaval. We have deto/mine-d that this tranSit,ion period demands 

caution. If we err, w'e should err on the side of univers,al service. 

Caution, as a tranS/ion strategy, serves and bears that bias. 
In this ,rder, we wn, therefore adopt a prohib,ition o,n 

competitive entr~into the intraLATA toll market. In our o~1nion, 

competition in/hiS market re~uires findings of fact wh.ich we,eannot 

make upon the record befo're us. R'ather, the record 'is rep,lete with 
") 

uneertaintieswh1eh prevent us from co,neludin'9 that eomp'etitive entry 

will not j eo par d i z e 0 u r goal of un; ve r sal tel ep h 0 n e s e r vic e • \lie 

discuss those uncertainties presently • 
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We established intrastate interLATA 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 
line charges. Our concerns about maintaining affordable exchange 
rates contributed to th~s decision. Ho~ever. p~rti~ularly if various 
parties' dire warnings regarding the threat of by~ass prove true. we 

./' 
recognize that this decision may requi rL'odificati'on. Further. 
while we reserve judgment. there are strong arguments in favor of 
maki ng interstate and intrastate i nyrLATA access charges con-s; stent, 

if not equal, for Simp1iC;tY'S~ak and to avoid rate arbitrage. 
Along with other issues, the des',rability of parity between 
intrastate and interstate acce s charges, and proposals for future 
real 1 ocat; on of costs. i ncl'Jdng NTS costs. between intrastate access 
services and ;ntraLATA servjees have been set fo·r further hea·rings in 
the access charges procee~ng. The disposition, of these issues may 
well affect the ba,si c exchange rate • 

Other factors c~ntributing to inexorable increases i~ 10ca1 
rate; include FCC act'ons tOe requi~e faster depreciation of capital 
equipment. the direc expensing Of the costs of connections~' 
insta11ations. and)TTlOves. and an amortization of the accumulated. 
capitalized past e'harges of this kind; federal tax law changes:; and, 
particularly for/some rural companies .• increased interest costs. 

The ~rties have vigorously debated whether local exchange 
rates Willie ~in afforda:ble assu·ming competitive entry at the 
intraLATA to 1 level. The above factors do not paint an op·timistic 
picture of this Commis~ion's abi1ity to maintain those rates at a 
level which will avoid the jeopardizing of universal service. 
A110wance of intraLATA, to" competition could add yet another 
potentially adverse factor, the reduction or loss of intraLATA toll 
contributions to NTS costs. An already bleak situation could then 
turn desperate • 
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2. Margina' Cost PriCing and Its Economic Efficiencies 
As we have heard from many experts in 'both thi s and the 

access charges proceeding. prices tend to be driven to marginal costs 
in a competitive market. and the pricin~ of goods and services ~t 
their margina1 costs results in the most ~ffici~nt use of those goods 
and services and of the nation's resources. Particular1y for 

electric utilities. we have long recog·nized t1'tese prin.e1~ples,. and 
.....-

have devoted considerable efforts tocalculat1ng a.n'C1 imp-1ementing 
prices based on marginal cos'is. both for elect..~ity sales and for 
utility purchases from nonuti11ty power p~ers •. However~ there 
are at 1east two significant barriers tcy1mp.lementing a marginal cost­
based pricing system for te'ecommunic~ons services at this time. 
Fi rst,. little effort has been spent even formulating the prine'i,p-les 
that ought to apply, let alone ca culating the margina1 co~ts of 
various components of telephone service. Second~·the universal 
service externa1ity re~resent a grea~er public i.nterest than the 

allegedly inherent-fn margina1 cost economic efficiencies which .. 
pri ci n9;;' 

of the va ri o,us, ~mb,ed~ed cost- studi~s was 
hot1y debated in this p,tt'oceeding, no testimony was devoted to the 
deve10pment of margin~ costs. At this time. we simply d~ not have 
the tools or studieravai1able to us to anow marginal cost pricing 
with any degree Of;l~ccuracy. 

We susP/ct that marginal eost studies wi'l demonstrate that 
the mar9ina~cos s of toll service are substantially lower than the 
costs a1'ocated to toll unde~ embedded cost studies. The behayior of 
the accs in e intrastate interLATA toll market will provide 
va1uable evidence in th,is regard. We w,ou,1d expect tha,t th~ OCCs wi" 
devote their resources to the most profitable routes and configure 
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their systems to accommodate the most lucrative toll traffic 

patterns. ·The 10cal exchange companies have alw'ays 'been required to 

extend service to unprofitable routes ~nd to accommodate al' 
anticipated,traffic patterns. Thus, they ha~e not pursued the 

res ou rce all ocat ions wh i cn ma rgi na 1 cost pri cing wou 1 d'" d1 ctate but 

have incurrecsubstantial NTS costs made artificially economic by our 

system of rate regulation of public utility monop.olies. It is simply 

un rea 1 i st i c to expect the 1 oca 1 exchaJ?epu bl1c uti 1 i ti es to 
effectively compete with their mode~ bret~ren hav1ng been born and 

bred u'nder vastly differi ng envi roln'ments. 

Furthermore, the subs~ntial societa1 benefits of universal 

1 ' / 1 . . 1 te ephone serv,ce create an ex,.terna ,ty wh,ch, <ibsent a governmenta 

willingness to independentlyjP.rOV1de the funding needed to main;tain 

universal service, justifYfhe rejection of a· pricing' system· based 

completely on marginal COSit. S·ome ind'ividual custome'rs are unwilling 

or unable to pa~ as much /for phone service a,s,. it ;s w:orth to society 

or as it costs to p rovi Ie. There was u,nani mous agr.eement among the 

part'; es regardi n9 this !universal service external ity..... Until. w,e' see 

evidence that marginai cos,t pr;c'fn'g wouJd not jeopardize· .. the 

universal service 90~, our bias will be to pursue that goal without 

extreme deference tJthe economic efficiencies of marginal cost 

pr,c,ng. We expectl to reexamine the issue in Pacific's next general 

rate case, as disc£ssed in our decision in, A.82-11-07 issued to·day. 

3. Em~edded/Costs and Their Relevance to IntraLATk C~mpetition 
Soth ?fCifiC and staff performed embedded cost studies 

which conclude that intraL.ATA to" r~veT'lues no,w p·ro·vide· sub:s'tant,ial 
support of 1oc,al exchange cO'sts, thou 91'1 they take' d'ifferi ng 

viewpoints regarding whether this sup:p·o-rt co-nstitutes a'· "subsidy" of 
local rates. On the other hand, Sprint, MCI~ and WU presented 

witnesses who asserted either that no tol1-to-1ocal subsidy exists or 

at 1 east that exi sti n9 data is i nsuffi c; e'nt to determi ne whether a 

contribution from toll to local service exists • 
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services for many years for purposes of cos,t recovery. However~ ~he 

allocation factors ~ave been chosen by the federal" and state 

regulatory agenCies largely to achieve the desired distributiO'n of 
costs~ a·nd certainly not based on any theory of cost causation. 

The parties offer ma·ny valid crit'ic'isms ,of portions of 

Pacific's cost study. Pacific reports directory revenues of S483 

minion" and operating expenses and depreciation of $18$· mi.1lion, but 
a combined return and tax component of only S8 mfllion~ We have, 

.' 
never before encountered the notion that S3'0t') million in net Y"come 

"causes" less than Sa. million in income taxes .. conversely~acifi:c 

reports that the operating expenses and depreciation all ated to the 

access line (the local loop and associated plant) exc d revenues, 

but that the access line "causes" hundreds of milli s of do11ars of 

income taxes. 

Pac;,fi c reports that di rectory ass; st nce'· se-rvi ces generate 

revenues of $9 million while causing direct c sts of S2'39 million. 

However~ Paci'fic did not allocate to direct ry assis'tance any .. 
t"'evenues gene,rated from" toll ca1ls' place,d' ove,r its. network after the 

numb-er is oot'ai ned from, di rectory as,si'-s, nee,,, e,ve·n, thou·g" its witness 

admitted t~at "~erhapsH such ca1ls oc 

Simi'arly~ Pacific include in the "access line" category 

the costs of all Yellow Page busin~s listings" but no revenues from 

Yellow Page advertising" and inc,/des: the capital costs of all pay 

phones but no tol' revenues gen/rated' tnt"'ou'9h use, of pay p,nones. 
Pacific admits that i'ome of the criticisms aimed at its 

cost study may be ~alid~ buJe~'ntends that ,all t,he ide1'l,t;fie~ 
shol"tcomi ngs taken tOg~ther/are far too' mi not"' to unde'rmine its basi c 

conc1usions. / 

Whi1e the details of the parties' cost studies can be 

debated ad infinitum, we conc1ude that the evidence in this 

proceeding overwhelmingly supports Pacific's and s:aff's common 
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conclusion that intl'"aLATA toll services now provide ~ substantial 
. ./ 

support Gf the NTS subscriber plant costs of the loc~l exchange. We 
believ~ that the underlying questions of how mu~/of the revenue 
requirement for the .NTS subscriber plant costs/(the fixed co'sts of 
the local exchange) should be collected fro~n~raLATA toll users and 
how much from users of basi c exchange serfes are much mo·re 
important for the purposes of our decisi n regarding intraLATA 
competition. 

Many parties. including both proponents and opponents of 
intraLATA competition, have argued at economic forces dictate 
against an indefinite contin.uation/of the current high level of NTS 
costs included in toll rates. F~her, the size and source of any 
support of NTS costs needed to Insure universal service also 
engendered much controversy_ Ie find OU.rselves searching for a 
sol uti on whi eh bala.nees the, rnefits of· uni versal SHY; ce agai nst the 
desirabi'i~y of pricing tOl~service closer to its marginal cost to 
; nc ~.ea se the econ om; c eff; ,;1 ency of ton usage. We· must consi der 
;ntraLATA competition ;n 1"iS light,. With n,o solution ;n sight, we 
cannot support such comPjtition. ' 

4. Rate Oe~;gn v. G~vernmenta' Support 
As the parti'e' to this case acknowledge, it. has beel'l this 

Commission's policy to develop rate design schemes reasonably 
calculated to foster niversal service. We have been largely 
su ccess fu 1 • H oweve'r I i ssu es ha ve been ra is ed as.· to whether our rate. 
design policy has· b'een misdirected or could be effectively replaced 
by alternative su~?jrts. 

\ 

Several parties argued that any support of NTS 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 additional revenue 
requ i rement Shou1 d be a" c>cated on the ba s.'i s of respect·; ve 
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6. Cone1 usi ons 
!~ revie~ing the contentions of the various parties~ we 

reaeh the inevitable conclusion ~hat no orie can accurately predict 
. .) 

the configuration of the future telecommunications market. Loca1 
exchange rates may be driven up by the forces, beyond our control 
without adding the threat of losing intraLATA to'l revenue su~port. 
On the ot her side,. we do not yet k now the extent to w'h i'Ch ta rs.et'e'd 
subsi di es such as the new 1 i fel i ne rate ; n Cali forn'f.a or th 
nationwide Nhig~ cost fund" will succeed in reducing th 
of te1ephone service to those persons or areas 0: t country most 
vulnerable to rising rates. To be frank~ we doni know whet~er 
political considerations w~uld allow the larg 
propounded by Or. Kahn and other economists Th~ FCC'~as certainly 
encountered substantia', political resist ce in Congres,s'.:to-the, 
limited end user charges it '\s attemp·t' 9 to imp,1ement • 

The forces of competitio~ ve been unleaShed in the 
i nter"state and intrastate i nterLAT markets. I'n t,ho·se· arenas. perhaps 
the"'argest' ever ~xperiment, 0;' ;/e-market comp·etition is, alr~ady we" 
unde,rway. As compe·tition dev~p~, further in those, ma,rkets. much wi 11 
be learned as t'o the wisdom &nd effects 'of telecommunications 
competition. ~ 

In the face O~~h uncertainty. we must refrain for now 
from surrendering the yst bastion of additiona1 support of NTS costs. 
As we ha'Je noted. ec010mi e theory hol ds that re'venue' requi remen,ts ; n 
excess of margina1 vests shou1d be recovered from the least elastic 
services (absent a/general tax~ which appears highly unlikely at this 
point). This meins-thatbasic exchange rates'will be viewed'more and 
more as the rev/{nue source of last resort. We must also keep in mind~ 
as our staff ~oints out~ that a decision to allow intraLATA 
competition~s not a Short-term decision. Once such a decision is 
made and interexchange companies estab1ish a presence. however small~ 
in the intraLATA market, our decision would be irreversible for all 

• practical p,u,rpos.e-s' •. 
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W~ile on a theoretical level we agree that intraLATA 
competition has many merits, the r;sKsand market un,c.ertaint,ies are 
too 'ar.ge to allow us to authori,ze it at this time-(' Unless and until 
we are convinced that a feasible alternati,ve ,h~be-en deve10'ped which 
wil' protect universal service in the manner of the ,to'l-to-exchange 
contribution engendered by the intraLATA nopoly we leave in place, 
we must prohibit intraLATA competition. We fu11y: embrace"staff 
witness Wyse's recommendation: 

HThe time is not ripe for ntraLATA competition. 
While intraLAT~ competit'on could benefit 
consumers through techn og1cal advancement, 
diversity of choice an;f more efficient management 
of resources, these ,1,Rng term benefits, are 
outweighed by the r~~ of so thoroughly 
disrupting the hist;ric rate structure that 
uni versa' servi c~ecomeSjeOpardized in ,the ne·ar 
term. The Commision should wait until it has 
more experience n a post-divestiture w~r'd 
befo~e making a affirmative decision to p~rmit 
competitive en ry.M 
We take small comfort from,the arguments of the OCCs that 

they are un1ike.ly to hieve more than' a negl; gibl'e share of the 
market or that, if t ey do, it will be a larger ma·rket with "p1en·ty' 
for everyone." The record certain1y leaves the penetration rat~ and 
market growth issues open to speculation. Nor do we find the Texas 
experience to be It all compe11ing. As staff points out, the . 
structure of ray design in Texas is hardly comparable to our own., 
More ; mpo rta nty:' , compet; t i on was i nt roduced under a p re'-d; vest i ture 
scenario quite different from the facts now at hand. The accs there 
"competed" wi h the Bell System, ; AT& T di d no,t comp-ete with the' lo~al 
exchange earlier as it could in our case. Custo·mer awareness as to 
the availability of choices is at an all-time high due to 
divestiture. We simp,ly cannot rely on the evidence garnered from a 
vastly different place and time to draw conclusions as to th~ 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 services. 'We have 

authorized competition in the interLATA market and now in private 

line intratATA services. We will examine various proposals to reduce 

the portion of NTS costs to be recovered through intr~ate access 

charges in phase two of our access charges ~roceedi g, as we'l as 

prop-osals for tapere·d or declining block ton ra es as a further 

means of cappi ng the; mposi ti on of NTS costs r 1 arge users of to" 

services. And in our decision in ?aC;f~'c.S eneral rate case which 

we issue today, we order Pacific and staf to begin examining -the '" 

marginal costs of various P~cific servi s. We expect to rely ori 

their evaluations for guidance as;te r. ~x~mine our current rate 

deSign procedu~es in future general ate proceedi~gs. 

As we stand at the dawn f a new age in telecommunications. 

we realize that our first few st~s may appear faltering and weak to 

those who would strid,e boldly "/Nard. However, we believe that 

caution will more asS"ur~d'y sjfe9'Jard the public interest which it is 

our solemn duty to protect. ~e wi" willing1y reexamine our current 

prOhibition a9ainst intraL",iA competition- as experience in the 

interLA,TA markets and in 't/he post-divestiture era turns dawn to 

daylight. / 

s. Implementation Issues", 

Having dete~ined that, intraLATA competition should not be 

authorized at this t~e, there are several residual issues yet to be 

decided. These issjes generally concern'the imp1ementation of our 
, I 

adopted policy. 7e,r- are as fo110w:s: , .. 

o Whet/her sf)ec:ia,iexemp,tions from the restraints 
on ".eompetitive entry shou1d be applied to 
p~vate line facilities or WATS rese1lers; 
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on a resale basis. Whi1e we allow joint users to share an fntraLATA 
WATS service~ we have ne~er authorized the resaJe of that service for 
profit. Our staff and Pacific a\"'~ n'ereby advised t,o intensify the 
enforcement of Commission-approved WATS tariffs and to terminate the 
provision of intra~ATA WATS service to uncertificated intraLATA WATS 
resellers in order to halt these illegal operations. 

Finally~ assuming we were to authorize in~raLATA~WATS resale~ 

aces could easily purchase WATS capacity for.,"pe r. <a'le. and thereby hold 
out the intraLATA services we would not ce~ficate with respect to 
their own faci1ities. It is intuitively/obviOus th'at both d'oors in a 
two-door barn should be closed if our~im is to keep the horse 
inside. We w~11 therefore prOhibi~he resale of intraLATA WATS 
services. 
2 • S 1 o·c kin 9 

"Slocking" refers to the interception and 
automatic termination of c rtain specified trinsmissions, here 
unauthorized intraLATA triffiC. Several parties, most' nota,bly Pacific 
and··staff,. have a,dvocati~ t'hat a ban on'intraLATA competition be 
enforced by requi ringl'interLATA. carriers to employ blocking schemes 
to prevent i nt raLp.¥ usage of t hei r netwo rk s·. In reviewi ng the 
record, however~ ~ocking does not appear to be as efficacious an 
enforcement metbt&d as P'acific and staff contend. 

The ~plementation of blocking, by eyery parties' . 
contention~ :,{uld require, a considerable commitment of capital, 
resources ~!d time. Under certain proposals, switching capaci.ty and 
memory would have to be added by the OCCs in order to facilitate 
blocking. Ne\t software would have to be de-v'e1oped for th'e proposals 
proposed tty?acific. Although the$~ facts are co'nceded by all, the 
aces and Pacific differ on the extent of the burden~ 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 th~ accs, implementation is not so 
readily achieved because under their current ENFlk A interconnection 
arrangements the OCCs do not know the poi nt 0~9i n·ati on for any 
call placed over their systems. In order trrovide'. store-and 
utilize that data. the'OCes must redesign r reconfigure th~ir 
existing systems. Th~ OCCs note that t ey would be rec;uired to 
o ve rcome' all these d i ffi cu lt i es even ,h ough ec;ua 1 access wou 1 d" 
SMortly present a different system onfiguration which would l"'ec;uire 
new blocking arrangements. 

The OCCs also argue t at ~locking can ,easily be evaded 
through the use of adjunct fa ilities. ~CI' points out that 
s u c c e s s f u 1 e vas ion r e c; u ire s no c 1 eve r n e s S:, j. U s't. .I a PBX' sit tin gin a. 
closet II th rou gh whi ch a swbs c ri ber 1 s ca 11 s w'ould' b.e, routed t:o obta in 
the most favorable toll ~tew It is a1so argued that. whatever 
schemes are devised. t ere' would be'the ~!xtreme' li.keliho.()d th'at 
i n t e r s tat e and ; n t e r L T A c a 11 s w 0 u 1 d a 1 sob e b 10 c k ed • 

To a1lthi , Pacific merely responds that the OCCs should 
not be trusted. P cific argues that the oces have'done nothing to 
discourage unautlJ¢rized calls and that the OCCs should be using this 
opportunity to ~hibit their technological prowess. Although Pacific 
concedes that /he OCCs are correct in thei r assessment of the 
technical dif. iculties the implementation of blocking poses, Pac,;fic 
offers that nothing in life is foolproof and that the difficulties 
are Surmou table or peripheral. 

Staff a1so concedes the difficu1ties of imp·lementing 
but adopts an approach differing from Pacific. Staff 

conclu, ... es 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 p~rties agree that months and millions 

of dollars would be required to implement Pacific's blocking 

proposals even assuming the ready availability of ap~ropriate 

technological means, an, assumpt,on in which we have, little. 

confi dence. The OCCs have ccnfi gured and constructed/the; r systems 

in good faith, free from any FCC or other reqUirt to ·accommod·ate 

block; ng. The Bell af1"i 1 i ates certainly di d nOit bri"9 any successful 
/ 

act; ons of whi ch we are awar.e either befo~e, e FCC or any. state 

regulatory agency timely seeking such a re uirement des~ite their 

full knowledge that intrastate traffic c uld be carried over the 

networks of the OCCs. See, e.g., MeI rflecommunications, supra. 

It is. quite Simply, too late inZhe game to require blocxing p·rior 
to equal access. 

Given the record before us, we cal'lnot conclude tn'at a 

bloC'~in9 requirement would neitryer interfere with nor oth·erwi:se place 

undue. onerous burdens upon tn/OCCs' lawful interstate (and now 

int:,astate inter1.ATA) serviceJ.. W'e :eject p'acific',s invi·tat10n to 

disregard this iss~e. To d~so may well exem~lffy and result in the 
I . 

type of state regulation tJat the courts have found' to· be repugnant 

to the orderly adm;nistr~ion and development of a national 

tel ecommuni cat; ons netwtk. North Carol; na, I, supra, at 793; New 

York Tel. Co., suara, dt 1065. 

The evi dencl before us 1 eads us to the i nexorab·l e 

conclusion that AT&T/and Pacific are largely responsible for our 
current predicament! The inferior ENFIA A interconn,ec:tion'$ offered 

to the oces pr~elu'e the immed,ate means to block initraLATA'traffic 

without affectin9'~he1r other services. AT&T gratu~tously offers 

that it will accept an order to blo~k intraLATA calls ~laced 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 blocking arrangements would 

be made. But thi sis not t.he case before us an·d it is nOot the case 

due tot h e fa i 1 u 1" e o· 1" 1" e f usa 1 0 f the S e 11 a f f il i ate s t.6"p 1" 0 vi de 

similar interconne'ctions to an comers. These cir~stan'ces add· 
, /' .' 

equitable grounds to the te<:nnica1 pt"'o!>1ems di-s,;;rssed above; th'e sum 

is that no blocking requirement shall be imp~~. 

We no,te that the record befo·re US.lst~l>liSheS that the 

technological progress that has blurred the interstate-intrastate 

dividing line may soon t~ separate interstate 

l' rom i n t r a 5 tat e and i n t e r L A T A fro min taL A TAt 1" a ff i c • U po 1'1 the f u 11 

implementation of equal access in th fall of 1986. Pacific will 

asserted1y have the capability of ~lst.ingUiShin9 wholly intraLATA 

traffic from interLATA or 1nterst~e calls. At an appropriate time 

and in a proper procedural contJ.t. we intend to revisit:the b,locking 

issue. We leave this matter t/ the future • 

As for the momen~.e wi " continue our 1"01 i cy of 
pro h i bit; n 9 the a'p'p 7 i can t s ' rom h old; n g 0 u t the a va 11 a b;' 1 i t Y of 

intraLATA serv\ce. Such prohibition hardly intrudes upon the FCC's 

authority to permit the {pplicants,to prov'ide interstate service, over 

common facilities·. We 'nl add one further requirement at Pacific's 

request .. The ai'plic~:(S. in answering customer inqui'ries as to 

whether their faCil'i~~S may physically be used to complete intrat.ATA 

calls. shall adVise/current and p,o'tential customers that such calls 
~ 

(1) may not be law/fully placed over their networks ,and (Z) should be 

placed over the ~ci1it;es of the l~eal exchange carriers' without any 

further advice ieing provided. In the event that this measure .. 
proves unsuccessful in preventing the diversion' of local exchange 

intraLATA toll revenues or the applicants. do n,ot observe our., order. 

we will consider avai1ab\e enforcement alternatives • 
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3. prohibition of Carrier. Bypass 
In the c'os~ng paragraphs of its reply brief, Pacific .. " 

proposed that a prohibition against interexchange earrier bypass 
wou1d be an appropriat~ manner in. which to enfo·rce a ba·n or: intraLATA 
competition .. Pacific ,:s:~:,parent'y concerned that certain carriers 
wi" leave the s\lll;tched network ·to avoid the ban and tb'e access 
charges imposed upon them. A'lthough this idea may <e merit,. it was 
not considered in the evidence or arguments of t parties to this 
p roceedi" g.. ~e the ref 0 re .,.:; n not adopt Pac if' c's p roposa 1 but wi1l 
set further hearings to determine whether s h a prohibition is 
indeed appropriate and, if so, in what rna er. 

The Questions of the extent 0 which NTS costs should be 
recovered through usage ~ensitive cha ges and· the extent to which 
they .£!!!. conti nu e to· b~ re·covered· i th is man n'er wi thout . resu 1 t i ng in 
significant bypa·ss are centra' on o·n severa' fronts. The FCC has 
wrest1ed with th'is on the in:ttrs late leve1, and we hav'e examined it 
carefully in ~stablishing 1ntr state interLATA· ;ccess charges_ In 
Oec~sion 83-12-024, we state that: 

" ••• the tlOiQUitouifnature of the. telephone network 
offers benefits;:.o al' subscrfbers. Those 
benefits tend.t.P increase as the subscriber makes 
greater use of/~he network. Thus, although the 
costs of sub~friberp'ant may not be usage 
sensitive, ~e benefits d.rived by customers from 
the sum t~;e' of Pacific's subscrib·er plant do 
increase ~th increased usage .. 

"There is/,o denying that any particu1ar. 
subscri b,r loop -; s of more benefit to the 
su~sc*r' er served by that loop· than to any other 
custom rs. So it is a~propriate that the 
part1 ular subscriber bears the greatest share of 
the losts of the faci'it~es provided for h~s. 
ser9,ce. St1l'~ the 10g1c of telephone ut1l,ty 
accounting practices and theshare¢ benefits Gf a 
ubiquitous telecommunications network stron~ly 
imply, even dictate. that the costs of the 
network should be shared as we" ••• 
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"Based on the record developed in this pro~eed1n99 
we do not view the emergence of competition and 
the threat of bypass as such drastic changes of 
ci rcumstances as Pacific would hav'e us beli"eve. 
The ev·j dence shows that Paci fi c h·as long fostered 
competition with its ow~ switched netw~ 
serv; ces thrOl.lgh its WATS and pri vate,/11 ne 
serv~ce offe,..ings. Dr. Kraemer's srvey of the 
extent of bypass among Pac; fi c~' s , rge·r customers 
offers grounds for concern but d es not justify 
concluding that Pacific faces y serious threat 
to its viability in the fores~ab'e future. 

"On the other hand~ we recog ze that t~e range 
and attractiveness of comp t;t;ve alternatives to 
the use of Pacific's exc nge netw~rk are . 
1ncreasing and that i:t:U1d be unwise to expose 
Pacific unnecessarily 0 risks of uneconomic 
bypass. This situati n justifies close attention 
to Pac; f7C' s costsZ' the setti ng of access 
charges. particu 1ar y in the longer term~ 

HBypass is a 10ng- erm problem. Commitments to 
bypass investmenttS by IE·Cs or large- cus-tomers 
wi'l be based or! the; I" expectati ons as to the 
fut u re trend off Pac if; c 's rates. To, th·; s ex.tent 
we agree·w1t~/~acif;c on the importance of 
signa"ing cyea~1y tl'te seriousnes..swith which we 
take the b!fplass problem an<1 the seriousness of 
ou r i. ntent;to 1 i mi t u neconomi c byp.ass. H· 

"Our ;nten{is not to eliminate all NTS costs from 
the reverrue requi rement for access charges.. We 
share t~ concern of our staff. the Cities~ and 
TURN thftt IECs and the users of the; I" servi ces 
nee~n t and snouid not be gi.ven free use of 
Pacif CiS loca' subscriber plant. The ~enef1t to 
user which arises from the ubiquitous character 
of he local network fully jus.tifies co·ntinued 
implosit;on of a significant share of NTS co~ts 
u!>"on those who take advantage of thei r aceess to 
tth at net w 0 I" k • " ( 0 .83 -12-- 024. P p . 3 5 -3 8·. ) 

I . 
We find similarly ;n the intraLATA ar·ena that bypass does 

not appear to be a shol'"t-term problem fol'" Pacific and that to·" rates 
(or, if we a'10wed intraLATA competition, access charges) can.contiriue 
to be used to recover NTS costs at this time without feal'" of bypass. 
We wi" examine these issues in the coming hearings • 
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Mer Telecommunications, supra, 70 FCC2dat 567. Thus, we find no 
prior legal duty was ever imposed upon the defendants to configure 
their respective networks so as to ~ermit b'ock~ng. To impose such a 
duty at this late dat,e would. impose potentially severe a.n'd onerous 
bu rdens upon the defendants, bu rdens created in 1 a r9~rt by 
Pacific's and AT&T's collective and individual f~re to· more timely 
ra i se the issue • And', as noted above; n our diycu s·s1 on of block; ng. 
the difficulty of b10cking is a product of th~1nferior 
interconnections presently provided by Pac1~c to defendants". 

Pacific also alleges that the ~~endants have held 
themselves out as intrastate carriers. ~owever, we find that the 
defendants have taken reasonable ste~~to advise their subscribers as 
to the lawful limits of the service they offer. 7 While we might 
agree with T>acific that they could h·ave done~ more, we cannot find on 
the reco rd before IUS that the def.:endants exh.; b,i ted an aff1 rmat1 ve 
intent to hold out1the availabi ity of un certificated services nor can 
we fi nd that the defenda'nts halVe acte-d unscrupu·lously or 
contumaci ous 1y. /. 

The promotionalm0te.rials that I>acific cites to the contrary 
are apparent'y 'from al advertising programs, not tailored to any 
particu1ar jurisdiction. The advertising does list cities that may be 
reached by a subscriber but when such mat~rial$ are distributed on a 
national basis. the i ormation is more reasonably interpreted as 
promoting inte-rstate ca."ing, since a subscriber in one state is 
advised of- the varilus p1aces that may be reached over the network. 
Defendants al1ec;e ,that they have never used an int.rastate city pair as 
the bas; s for a clomp-a ri son of thei r rates wi tho the Sel' system rates. 

/ . 
Thus, we agree ~hat they have never actively promoted-the1r service as 
an intrastate service • 

7 Our 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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One of the issues specif1ed in the OIr is whether resellers 
should be treated differently from facilities-based carriers. No 

'party proposed that any distinction be made, and we find t~at any 

distinction would be in~ppropriate, in part because.~~.liC is not 
aware of any difference and will expect public uti~. t~pe service· 
from either kind of entity. There is also a dif~ulty in 

distinguishing b~tween these types of carriers~ecause even the 

1 arger faci 1 iti es-based carr; ers rely o·n res 1 i ng fo,r some of the; r 

traffiC, and even the smaller resellers ar likely to insta11 their 
own transmission capability if the marke response is sufficient. 

Some of the app1icants have indicated n intention to expand their 

business by way of franchises or lim'ted partnerships that would' 

res.ult in O!'1e entity providing $~0ce in sev'eral 1ocations with 

different affiliations in eac!'l'~':'r,i'ven that individual customers wnl 
most often dea 1 on 1 y wi t h th/~. entity prev; di n g servi ce at each, 

location, we find that each'slch venture is an individual carrier and 
.must have its own certificatl( and tariff on file. 

o' Several partiesfve ob.se.rve'd that, applicants are' .under no 
obligatio'n to serve stat~ide and may "skim the cream" by serving 

only the most lucrati ve/markets. It ha,s been suggestedtha,t we 

impose an obl; gati on tic serve as a conditi on of recei vi·ng a 

certificate. This r,/asoning overloo'ks the implications of the 

• 

I 

natul"al monop01y eViidence. 

severa/Of the witnesses i ndi cated that· some to.ll routes 
may be natura1l..,y monopo1istic: b,eeause traffic v'01umes are not 

sufficient to~upport more tn.an one carrier., In those instances it 

would be unsound, regulation to require comp~tftion,that would. not be 
sustainable • 
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9. The intraLATA toll market should be left in the monopoly­
control of the local exchange ~ompanies. 

10. There are various upward pressures on bastc exchange rates 

. whi ch i ndi v'i dua 11 y an~ co 11 eeti ve.' y th reaten u ni ve'rsa 1 tel ephone 
service in California. 

11. The loss of intraLATA toll contributions to the local 

exchange companies and their nontraffic-sensit1ve (NTS) costs could 

jeopardi ze uni versal telephone servi ce in Cal i forni a by dri vi,rl'9: up 

the cost of basic exchange serv'ice. / 

12. IntraLATA toll servi ces now provi de a substjP'ti al support 

of the NTS subscriber plant costs of the local exch ge compan'ies. 

13 .. The substant'ial s·ocietal benefits of u versa' telephone 

service 'create an externality which. a·b$en1: a -vernmental 

wil1;n<,;l1ess to i~dependently provide the fun 1ng need'ed' to maintain 

un; vers,al servi ce. just; fy the reject; on 0 a prici n.g. system based 
completely on marginal cost. 

_14. The universal service extern represents a greater 

publ i c i ntere'st than the economi c ef·f; ci eneies whi ch are all eged1y 

i.nherent in marginal cost pricin-g. 

15. It has been this Commis on1s policy to develop rate design 

schemes reasonably calculated to foster universal telephone service. 

16. Neither the FCC's Hi~-CostFund proposal nor 1983 Assembly 

Sill 1348 are unqualifiedly v~ble alternatives to replace the rate 

design policieswhi.ch insurejuniversal telephone se'rvice. 

li .. There is a'substMttial like1ihood that some loss of to" 

contribution;to NTS costsjand rate deaveragin'g would occur due to 
intraLATA to"'. compe·tit1 n. 

18. Private direct access line 

connections which av id the need for ~eing 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 sma" portion .,...r:" the' evenu'es of, 
exchange companies. 
It is desirable' to permit private. line ~om 

the local 
21. 

22. IntraLATA competition by WArS resellers ould provide none 
of the efficiencies or benefits reSUlting from mpetition. 

23. Slocking generally refers to the in erception and automatic 
termination of certain specified transmissi ns. here unauthorized 
intraLATA traffic. 

24. The implementation of blockin would require a considerable 
commitment of capital. resources and 

25. The OCCs have configured nd constructed their systems in 
good faith. free from any Federa' ommunications Commission- (FCC) or 
other requirement to accommodat ~lockin9 • 

.. 26. upon the offering ofJinterconnections under the mandated 
equa1 access. al' intereXcha~e carriers would b~ provided'the 
immediate means to block raLATA traffic without affecti~g their 
other services. 

~ ,', 

27. Western Union a utility franchise by implication of 
I law under the pT"incipves of "grandfathering M

• I 

28. The carriaje of intraLATA traffic over the faciH,ties of 
the defendants in ~se (C.) 83-0S-0; is' incidental to the ~se of 
those same facil;:(ies for otherwise lawfully provid.ed serv~:ces. 

29. The defendants in C.S3-0S-0S have never manifested an-
intention to !rovide uneertificated intraLA.TA services. ; 

30. N,oIprior legal duty was ever imposed upon the de'fendants in 
C .. 83-0S-0S to configure thei!'" respective networks so as to: pe!'"mit 

f ". 

blocking of unauthorized intrastate tr~ffic. 
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31.. The defendants inC .8·3-05-05 have taken. rea.sonab·l e steps· to 

advise their subscribers as to the lawful limits of the services they 
offer. 

32.. Gi yen the di fferen·ces in the,,' na·ture and qual;:ty of access 
- . . . J . 

prov; ded by the Se17 Op,erati n9 Compani es to AT&T and its' eo·mpetitors 
prio·r to equal access~ it is highly unlikely tha.t meaningful 

/ 

:~t:;~:~\~::~:~ i t i on can oeeu·r p ri or to th~/'i desp.read. avafl a~i 1i ty 

33.. Except for AT &T. no ot her i nterelx'cn an ge carri er in 

California has an ability to extract mO/oPOly profits. or tO'make 
maintain predatory prices. 

Concl us; ons of Law 

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

2. I:"1trastate telecommui(c.ations traffic carrie.d over 

facilities as an incidence,t~lawfUl'y provided interstate services 

are ~ncompassed within inteljS.tate operat.ing authorities and may not 
be pro~ibited by this Comm~sion. 

3. The fe<1e~a1 Com£Unications. Commission (FCC) may not 
certificate int~astate ~rvices. 

4. The CommissiO~ may neither burden nor discriminate a9ainst 

fe~erally authorized ){elecommunications.however. FCC certification 

does not preempt ~~r Commission's cons.ideration of applicationsfo·r 
the prov; s; on of Ie'; ntrastate se'rv; ces of persons hol dins sue.h 

federal authority/ '. 
S • This C;ommi s s; 0 n has j u,ri sdi c:ti on to cons; de r the.; sSues 

present·ed by the OII', the applications and complaints now e~efore us. 

6. Private 1inecompetit1on in intraLATA telecommunications 
should be permitted. 

7. The resale of intraLATA WATS service should be prohibited • 
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s. Slocking should not presently be required. 
9. Persons not authorized to provide intraLATA. 

te1ecommunications services shou1d be prohibited from ho1ding out the 
availability of such services and sh'oulel be'reQuired to advise their 
subscribers that intraLATA. communications should' be placed, o'ver the 
facilities of the 10ca1 exchange company. 

10. The privil~ges of a utility franchise. whether granted 
expressly by this Commission or by implication of law. are subject to 

. /~ 

the full regulato·ry autho,rities of this CommissiO"n. 
11. Western Un'io,n may be prOhib.itedTro holding out intraLATA 

telecommunications services. . ' . . 

12. \>acific Bell's complaint a9ainStt the intrastate carriers 
should be denied. 

13. AT&T should be regulated u ~er the d~minant/nondominant 
carrier system of regulation. AT& shou1d· be regulated, under the 
rate base Irate of retu rn regu 1 a7i ns app·1 i eel to other Cal i forni a 
publjc uti1ities. 

14.. Resell ers shou 1 d, b.el"e9u 1 ated ; n the same' manner as 
facilities .. based inte-rexchzane carriers .. 

.Q.E:~1! 
IT IS ORDERED t.at: 

I 
1 • A 11 r e que s t s t,o pro v ide i n t r a LA TAt 0 1 1 s e r vic ear e den i e d 

to the extent of SJid ~~quests.. Persons not authorized to provide 
I 

intraLATA telecommuniciat;on shall refra,in from'hold,ing out the 
i 

avai1abi1ity of suc~/services ancLshall advise their subscribers that 
intraLATA communic~tio~s should be ~1aced o~er the facilities of the 

/ 1 oc a le x c h a (! ge .' c ~mp any. 
2 • ? r 0 V 'leI e r S 0 f' p r i vat e , i n e s e r vic es ~ inc' u din 9 cab 1 e 

operators, may file applications for the offering of intraLATA 
private line services. Pa~ific Be'l and any other 10ca1 exc~ange 

company which provides competin9 service~ where its rates exceed or 
cover the costs of providing that service, in the LATA relevant to 
any such appl i cat; on may app,ear as a protestant· and/or fi 1e 
responsive rate tariffs in order to preserve its mark.et' share. 

r 

3. Further hearings at a time and place to be later determined 
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responsive rate tariffs in order to preserve its market share. 

3. Further hearings at a time and place to· be late'r determin~d 
shall be held .for the purpose of determining whether a prohibition of 

interexchange carrier bypass of the switched network shoul~ be 

impo·sed and, if so, in what manner. /' 

4. Case 83-05-05 filed by Pacific Be" ?inst various 

defen~ants is denied. ~ , 

5. AT &T sha l' be regu 1 ated .as ·the dO'Tn.i'nant i nterexchang·e 

carrier in Ca1ifornia. All other ;nter~hange carriers- sha11 b.e 

regulated in a manner which permits t~m to compete in the California 

; nterlATA market. / ' " 

Th; s order shall t>e eff~ti ve today; n order to· provi d~ for 

the continued effect of our7:rev.lous order$ prohibiting the h?lding. , 
out of i ntraLATA ton servi ces y persons other than the.' 1oea'! ' 
exchange companies. . 

Dated , at San Francisco, Califo1'"nia • 
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observed: 

that: 

democratic political and social institutions. 
Northern Pacific Railwa~ Co. v. United States, 356 u:s. 1. 4 •.• '" United tatesv. AT&T, S5ZF. 
Supp. 131, lSO-lSI (IS.D.C., r982):--
i~ the decision approving ~he MFJ, the Court al ~ 

"'!here is a dispute, reflected a: the tria as well as 
other forums, over the question whether ocal telephone 
services have actually been subsidize y intercity 
service as AX&T has consistently cla·~ed •••. The 
goveromen~ contended that. to the ntrary. local 
telephone revenues have subsidize AT&T's intercity 
rates ••• and since the trial w aborted by 
settlement, no final decision s reached in the issue." 
(United States v. AT&T, suprapt 169 n. 160). 
It was further stated by tl'leiCourt in approving the :MFJ 

"The divestiture of t~h!rating Companies .will 
not necessarily have adverse effect upon the 
cost of local telepho service. The decree 
would leave state an federal regulators with a 
mechanism -- access/charges -- by which to 
require a subsidy (rom intercity service to local 
service. By ~anl of these access charges. the 
regulators wouldlbe free to ~intain local rates 
at current levels or they could so set the 
charges as to !ncrease or decrease local 
exchange." Cl1'. S~ v.' AT&T, supra a't 164). 

/- -
Consequently the Cou:=-t reacted "with considerable surprise and some 
dismay" wnen the FCC opted "to saddle the local subscribers with 'Che 
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 very carefully. Staff suggests that the 
continued availability of telephone service at affordable rates 
should be of overriding concern to regulators. While. we concur 
in the Court's assessment of the importance of competition, we also 
share its views regarding the burdening of local exchange eosts as 
a result of the restrueturing decision itself. We believe that 

eompetition in the teleeommunications arena must be ~lemented 
~ery car~fully. 
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We established intrastate interLAXA access charges in 
D.83-12-024 which recover the portion of NTS· subscriber plant costs 
allocated to the intrastate interLAIA market through common carrier 

" . 
line charges. Ou~ concerns about maintaining affordable exchange 
rates contributed to this decision. However. lingering concerns about 
bypass and controversy over proper allocation of lr.rS costs on the 
basis of causation may result in the mOdific::7"~ of that 'decision. 
Further, while we reserve judgment, there ~e strong arguments in 
favor of making interstate and intrastat~interLATA access charges 
consistent, if not equal, for simplici~s sake and to' avoid rate 
arbitrage. Along with other issues, ~.e desirability of parity 
between intrastate and interstate charges, and proposals for 
future reallocation of costs. inc uding l~S costs, between intrastate 
access services and intraLAIA s ices have been set for further 
hearings in the access charges~roceeding. The disposition of these 
issues may well affect the bati~ exchange rate. 

~ Other factors cont'ributing to inexorable increases in local 
rates include FCC action~ i/O require faster depreciation of capital 
equipment, the direct expensing of the costs of connections, 
installations, and move,t and an amortization of the accumulated, 
capitalized past charg~ of this kind; federal tax law changes; and, 
particularly for some ~al companies, increased interest. costs. 

The parties/have vigorously debated whether local exchange 
( , 

rates will remain af,fordab1e ass1J%:ling competitive entry at the 
( 

intraLAIA toll level. The above factors do not paint an 'optimistic 
picture of this Co~ssion's ability to maintain those rates at a 

I 
level which will avoid the jeopardizing of universal service. 
Allowance of intraLATA toll competition could add yet another 

. I 

potentially adverse factor, the reduction or loss of intraLATA toll 
contributions to ms· 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 competitive marke1:, and the pricing of goods 

./ 

and services at their ~ginal costs resul1:s in the mos~ffieient 
use of those goods and services and of the nation's re-sources. / 
Particularly for electric utilities, we have l~~~~ght to, a~ply v' 
these principles, and have devoted considerabl~f~rts to calculating 
and implementing prices based on marginal co~s, both for electricity 
sales and for utility purchases from nonut1lity ~ower producers. 
However, there are at least two signif· ant barriers to implementtng 
a marginal cost-based pricing system or telecommunications services at 
this time. First, little effort h been spent even formulating the 
prinCiples that ought to apply, ~ alone calculating the marginal 
costs of various components of~le~hone service. Second, the 

• 
universal service.externa~it'l"'represents a greater public interest than 

;:~e~::~Omie effieieneies7eh are allezedly inherent in marginal eost 

lVhile the acc~cy of the various embedded cost studies was 
hotly debated in thiSI'oceeding, no testimony was devoted to the' 
development of margin costs. At this time, we simp·ly do not have 
the tools or stUdi~o/'~vailable to us to allow marginal cos:t pricing 
with any degree of~ccuracy. 

We sus~ect that marginal cost studies will demonstrate that 
~he marginal cos~s of ~oll service a:e subs~antially lowe: than the 
costs allocated to toll under embedded cos~ s~udies. The behavior of 
the OCCs in the intrastate interLAIA toll market will provide 
valuable evidence in this regard. We would expect that the OCCs will 
devote their resources to the most profitable routes 'and configure 
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, 

• their systems to accommocla.te the most lucrative toll traffic patterns. 
The local exch3nge companies have always been required to extend 
service ~o unprofitable routes and to accommodate all an~icipated 

. . , 
traffic patterns. Thus, they have not pursued the resource allocations 
which marginal cost pricing would dictate but have incurred 
substantial l~S costs made artificially eco~omic by our system of 
ra~e regulation of public utility monopolies. It is simply unrealistic 
to expect the local exchange public utilities to effectively compe~e 
with their modern brethren having been born and bred under vastly 
differing environments. 

Furthermore, the substantial economic and social benefits 
to society of 8. fully integrated and universal telec~mmu.nications system 
should restrain us from adopting a priCing sys~ based completely on 
competitive theory. Our regulatory post~e £n this. regard is directly 
related to what economists refer to as th~lasticities of demand 
when competitive options are made avai~le. Given the pa~e of . 

• 
teChnological advancement in this ineGstry, the introduction of . 

_ competition tends to give large '~s/rs of teleco'lllXllUnication servicc~s, 
whose demand is highly elastic ~ price sensitive), greater market 
power to dend off the common cO'sts (fixed costs such as NIS costs) 
of an integrated telecommun~tions system than smaller users (such . I 
as POTS users), whose demand tends to less elastic,(except perhaps 
at poverty levels of inco'e). This is what bypass concerns are all 
about -- the ability o~large users to view their cost options apart 
from societal benefitl and costs and to opt out of all or pa:t of the 
network, . leaving mo~ of the common costs to be borne by otners who 
have less opportunity to opt out. l~y of 'the latter include small 
and moderate busf~esses. In this context _ preventing. c~. costs 
from falling too heavily on small users has become. a major issue in 
our efforts tc! maintain the essential character of· our telephOtLe system. 
~ere the shifting of common costs under competitive priCing concepts 
has threatened to push some small users out of the system, the ' 
Legislature has res:?onded wi'ththe passage of the Moore Lifeline Tax 

Cill, as referenced below. Short of pu~hing users out of the system, 
owever, a substan:ial shifting of common costs in itself can raise 

serious equity issues, especially when the allocation of common cos·tsl 
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such as NTS, has been a major factor in the development of universal 
service. ~~om a public policy point of view, therefore, universal 
service is·'·more than just an economic externality. It is a critical 
element of our integrated telephone system as part of the "infra­
struct:ure" glue ~hat holds our society together. 'We cann01: allow 
competi1:ive pricing theory to push regulatory policy to the brink 
of destroying or even undermining the community function of a 
telephone service acknowledged to be the best in the world. 

To date the implementation, of inter-UTA compe;ition has 
/' focused these issues on the amount of common exchang~osts, 

principally NTS, to be allocated to inter-exchange/farriers. through 
access charges. While the level of sustainablrccess charges will 
loom large in Phase II of the pending access/proceeding, it is clear 
that our efforts to find an equitable methoa of allocating common 
costs in the face of inter-exchange cOmP,~ition is already causing 

•
major problems in designing rat:es ",:~et:ing t:he revenue requirement:s 
of Pacific and other exchange carri~~. Long-run concerns about 
aggravating the EConomic bypass oP7ons of larg~r usersand the possible 
involvement of carriers in sucb 9fpass options are constraining. 
influences in our efforts to m~erate the impact of divestiture on 
rates for exchange services il Decision' ,: in Pacific'.s 
A.82-l1-07 ·to be issued conr.rr.en~:ly w~th this o~der. Th~s~ issu~s, 

in turn, are compounded by!:he serious l'i1:1.l:tations of current cost 
studies. that provide the ;anderpinning for moving toward greater reliance 
on competitive pricing concepts. Under these circumstances, it would 
appear that the exten;!6n of competition to intra-LATA traffic would 
be undesirable at th~present time even if there were sound, soley 
economic reasons for doing so. 

3 •. Embedded Costs and Their RelevarJ.ce to IntraLATA Compet'ition 
'Both Pacific and s·taff performed embedded cost studies 

which conclude that 1ntraLATA toll revenues now provide substantial 
support of local exchange costs, though th~y take .. differing vi~ints 

•
regarding whether this support constitutes a "subsidy" of. local, rates. 
Onthe other hand, Sprint, MCI, and YO presented witnesses who asserted 
either that no toll-to-local subsidy exists or at least that existing 
data is insufficient to Getermine whether a contribution from toll to 
local service exists. 
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conclusion that intraLATA toll services 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 ... 
requirement for the NTS subscriber plant costs (the fixed costs of 
the local exchange) should be ~o11ected from intraLAtA toll users and 
how much from users of basic exchange services are even more 
important for purposes of intraLATA competition than o~interLAXA 
decision.. / 

Many parties have argued that econOmi~orces dictate 
against an indefinite continuation of the cur~ent level of ~s eosts 
included in ~oll rates. Further, the s~.ze d source of any 
support of NTS costs needed to ensure un' ersal service also 
engendered much controversy. In alloc~ ing the excess of exchange 
embedded costs ove-r 'marginal costs o~roviding services,' we find 
ourselves in search of a solution ~at balances the benefits of 
universal service against the d~ability of pricing. toll and other 

~eXChange services closer to th~r marginal costs in order to, increase 
economic efficiency of their u'sage. We must consider intra-tAlA . 
competition in this light. ;Ct the present time. not only are our 
cost studies inadequate. but the issues concerning the allocation 
of NTS are still to be redblved in pending proceedings. 

4. Rate Design v. IGovernmental Support 
As the partie' to this case ackn'owledge, it has been this 

Commission's policy to:ldeveloP rate design schemes reasonably calculated 
to foster universal service. We have been largely successful. 'However, 
issues have been raised as to whether our rate eesign policy has been 
misdirected or could be effectively replaced by alternative supports .. 

Several -parties argued 1:hat any support of NtS subscri~r plant 
costs besides that obtained from local exchange rates should be 
narrowly focused to provide the minimum support necessary to maintain 
~iversal service, and that the resulting additional revenue 
requirement should be allocated on the basis of respective 

• 
-59-



o I I 83 ... 0 6 - a 1 et aT ALJ /mdlmra A1.T-COM-VC 

staff, AS 1348 is a step in the ri,ght di recti on toward mai ntai n;;-"9 

universal service in the face of rising local rates but does not 

address the problem complet~ly. 
Staff notes that AS 1348 could contribute. at current 

rates. approximately S58 mi11ion if the full 4% tax rate were applied 

to i nterLAT A revenu es sol e1y and' a not he I" $85 mi 11 ion i of it were 

applied to intraLATA toll revenues. As an example, 595 millio~.,a· 
, ---year would be needed to p,rovide' a S60 annual subsi,d'y ~a'e'h' 1ami ly 

whose income is less than S10,000. This 55 per ?t1i subsidy would 

defray a large portion of most current basic ex"change rates" but 

would not go very far if substantial1y gr~r portions of NTS costs 

were recove red th rou 9h d ramat; c i ncreas,.e( in the 1 ooCa 1 rates" as 

advocate<:! by several parties. / 

_...;,J.noU,_i~~m~n-tAi~A-S-l-3·~-w~C'O"g-n+re-a--'''S'O" t II a t t h e-r e -M~ 
p ot ~tj,.aJ-p-1"'ob""e·ms::-'n--suchare- - -a+s-Ce"r t i f ;=ea-t·i~-e.:t-i..g.:j..t>.'i-l-:i..ty_-\tl.e 

~ e d ; nO. 84 ... 04 ... 0 5,3 _~3_t_'w. Ql.a.v.e-n"O"t-y'erp)-"o"V"f'd"e-<r1'"o i ~ 5,1 
c.o.mmtN I ;"e-a-e-+'¢ lin e:e'~O"'f ca·p-peQ""a ncr-eiQ e r' y cus"t"o'rrre~e r ,. 

b....s·r" ff p 05 I!\t-s-o-d~, a-. t;a,rgeted sU'bs'i dy, if cou p 1 e'd w'i th ve ry 1 a rge 

'increases in j)asic ex~n,ge rates, could result in a s,itu~,tion where 

only the rich and de very poor could ."fford telephone service. 

Under t0e <:i rcumstances" we can hardly be co,nfi dent that 

v:ab1e a1ternatj-ies exist to: repla,~e the rate design pOlicie~, we have 

v,gorously purSA.led for seve'ral dec'ades or that su<:h a'ternat1ves wi." 

ensure un1v.er!al telephone' se,-vice' .. ', Once again" w'e- find substantia' 

uncertaintie£ and win af:tirm o~r faith in the wisdom 01 Ca'i'fornia 

rate desiSj pr'inCiples .. ': . . ..• 

5. The siene'fits and Consequ'e'nces'·~:of Comeetiti on 

T~e' propone'n,ts of intraLATA competition'l>a'se their cas,e largely 

on the theoretical benefits of competition: a firm exhibit~ 

increased efficiency in a competitive marketplace" competition 

encourages increased choices of service and priee/qua1ity options and 

- ,61 -



• 
OIl 83-06-01 et al. cg ALT-COM-DV 

In recognition of the economic considerations we have 
discussed, we have already begun steps to improve the efficieney of . " 

the pricing"structure for telecommunications serviees. We have 
authorized competition in the interl.A'IA market. We ~Till examine 
various proposals to determine the portion of !~S costs to be 
recovered through intrastate aceess charges in phase two of o~ae-eess 
charges proceeding. as well as ~xo?osals for tapered or declining 
block toll rates as a further means of capping the i~~tion of 
NIS costs on large usexs of toll services. And 
Pacific's general rate case which we issue to y, we order Pacific 
and staff to 'begin examining the marginal osts of various Pacific 
services. We expect to rely on their e luations for guidance as 
we reexamine our current rocedures in future gen~ral 
rate proceedings. 

As we stand at a new age in telecommunications, 

ewe realize that our first few eps are necessarily cautious. 
. However, we 'believe that cau on will more assuredly safeguard the 

public interest ~ich it is our solemn duty to, protect. We will 
willingly reexamine our c rrent prohibition against intraI.A:J:A 

/ 

competition as experience with interLA'IA markets may indicate. ~ 
B. Implementation ISS,{es 

Raving detefmined that intraLATA competition should not be 
authorized at this ~me, there are several residual issues yet to be 
decided. These i~ues generally concern the implementation of our 
adopted policy. ~ey are as follows: 

O'Whet~er special examptions from the restraints 
on cocpetitive entry sho~ld be applied to 
private line facilities or WATS resellers; 

L 
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o Whether blocking of'intraLATA calls by' 
carriers other than the local exchange 
companies should' be requi red; 

o Whether a prohfbition of carrier bypass should 
be imposed; 

o Whether Western Union. should be exempted from 
our order proscribin·g the offer1ng~of 
competitive intraLATA services. . 

We address these issues in this part. ~ 
1. Private Line Facilities and WATS Resell~ 

As an exception to its overall oppc tion to intraLATA: 
competition, staff recommends that privat line services be open to 
competition. It is staff's opinion th there is a clear ,ist1nction 
between switched a·nd 'no.nswitched (pr/vate line) services in. t,~rms of 
the~r importance to universal ser~/ee. Due· to. consideratio~ns, unique 
to p ri v .. ~te 1; ne techno' ogi es, ~, ed wi th the' fact that pri vate 
lines constitute a miniscule~rtio~'of Pa,ific~s revenu~s~ we find 
merit in staff's recommenda ·on. 

Private line servi es consist of direct access line 
cor:.,ections which' a'void he"need for switCl'l:ing'ov'er th'e' pub·lic 
n~.t·,ot·ork. Priva·te line ervice is p·rima·rily u·sed to,·p·rovid:e· di·rect 
te1ephone connections and high speed data transmission over dedicated 
non-switched access ines. Other uses which seem to be growing are 
servicC"ssuch as dYS'ital termination service, al0·ng with burg1ar and 
fil"e alarm servic·~.· . 

v 
The reco·rd s·u9gests .that it is desirab~e .to permi·t· p!rivate 

line competition. Mar.-:i innovative serv;ces are delivered .over 
private lines; permitting competition for thi~ service may enhance 
the further de-ve1opment· of these technol0.gies. A1so. Pacific's 
proviSion of this service has not kept pacew1th·the·demand for 
private lines capab1e of high speed data transmission. In addition p 

Pacific's private 1ine services are by and large currently priced 
below cost and therefore do not contribute revenues to sustain.ing the 
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affordability of basic service. Finally, the fact that private lines 
constitute less than tnree percent of Pacific's operating revenues 
suggests that opening thts service to competition is unli'kely to 
adversely affect Pacific's operating results or local exchange rates. 

As an.,examp1e, we tate special note,of the arguments of CASLE 
~hat certain of its iervices are not well-suited to traft~mi~sion over 
,', ,/ 

the sw,tched,networkand that others are best p~v.Yded over 
spec; al i zed, computer-enhanced transmi ss; on s,.ystems. These 
specia1ize'd and technologically advance~rrvices pres.ent a 
compelling dist~nction and we would b~emiss if we did not provide 
an opportunity to the QeVelO~ers~providers of these services to 
~pply for authority to offer s>ct1 services in California without 
regard to LATA boundaries. ~b'e operators are therefo're encouraged 

/ 
to file applications for rraLATA private line servi·ces. ,Pacific'S 
arguments as to the thre...at cable-type service poses to the intl'"astate 
to:l market appear t~ to be 1ittle more than o·verbroad 
histrionics. Pacifi/c should review' the applications fi1ed' by cable­
type operators an/speci fi cally fo:cus its. co,nce.rns on the 
ci rcumstances ot/eacn app1 i cat; on. In the general ra'te, case deci si on 
issued tOday,;('e invite ~acific to fi1e resp~nsive rates for private 
line servic~ which it may want to defend· from competition. We 
reiterate Aat inv1tation here. As of this time, however, we are not 
pe!"'suadeibY Pacific's arguments as to the magnitude of the threats 
pr~se~d by private line intrusion into the intraLATA tell- mal'"Ket. 
~ Pacific has, however, raised an interestin~ issue and we do 

net mean to casually dismiss it. The difficulty in regulating 
private line services rests witn the problem of distinguishin9 amon9 
the many uses for which this service may be em~'oy~~~ We are 
concerned about the lack of c1ear distinctions between ~rivate line 
and switched services. Some private line equipment lends itself to 
additional services w~ich may duplicate th~seof the switched 
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network. For example, private lines that terminate on a P8X provide 

a customer with switched access to a greater area of ~istr1bution~ 

~he.Nleaky PBX" might enable customers to bypass the 10ca1 exchan9~. 

Any increased opportunity or 'incentives for I:>ypa.ss 0·1' the 10cdl 

exchange is a matter of concern to the Commission. We intend to 

observe the development of the ma rk et and wi 1 1 pay clO-S'e attenti on to 
thi s ; ssue.' /"r ,:' 

We reach an entirely contrary dispos..i'tion on the question 

posed by WATS resell ers'. There 1 s no 1 o~al reason to di sti ngui sh 

between intraLATA to'" services Whi~9ht be provi':ded over an acc's 

f'ac;:ities as compared to over ?aClffic's facilities via its WATS 

services. Since we do not al1o./intraLATA to" competi,tion through 

acc facilities, we will not/r!& so throughWATS resale: ~.ither. 
The arguments of ~'e resel'ers are,simply not'p'ersuas;ve. 

The resell e-rs essent i a 0 argue th at thi S Commi s,s1 on,_S.hoU,l d enhance 

the marketability ofre.serv;ce they provide. The"~,~se"ers po,;'nt 

out that it would y eas.ier for them to marke,t an al.l,'~:incluSive 
ser'vi ce, i. e., OM encomp,ass; ng i nte,rstate, i nterLATA and i ntraLATA 

cal1;ng, as opP, ~ed to a service offering only interstate and 

interLAiA cal ;-n9. The marketatli1ity of their resale'sel"'vice 1s not 

a compe"in pub1ic interest in our opinion. There ~s Simply no 

intrinSici.3lue to fosterirts a competitio,n for identical traffic when 

the com~etitiO" wou1d essential1y be between pacific'S, retail 

(message toll) and "who' esal eN (WATS) servi ces~ None of the 
/ . 

efficiencies or benefits resu1ting from market com~etition would 

accrue from such inbred com~et;tion. 

ihe resel'ers posit that large WArS users ar~ already 

reselling intraLATA WATS througb ~rivate'y-owned PBls and that we 

should strip ourse1ves of our self-imposed naivete and allow them to 

1egal'y share in that now il1icit market. We wil' not permit 

competition because some WATS customer is illegal'y offering WATS 
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on a resale basis. While we allow joint users t~ share an 1ntralATA 
WATS servic~. we have never authorized the resale of that service fer 
profit •. : Our staff and Pacific are nereoy advised to intensify the 
en~orcement of Commission-approved WArS tariffs and to terminate th~ 
provision of ;ntr-at,d.TA W~TS service to uncertificated intl"alATA WATS 
rese"ers in order to halt these il'egal operations. 

Final'y~ assuming we were to authorize intraLATA WATS resal~~ 

accs could easily purchase WATS capacity for resale and thereby hold 
out the intraLATA 'services we would not certif1cZ!te witt'y-resp·ect to 

,/ . 

their own faci1iti~s.· It· is intuitively obvious that/both doors in ~. 
/" 

tWO-door barn shoula be closed if our aim is t?lc"eep the horse 
inside. we will therefore prOhibit of 1ntraLATA WArS 
services. 
2. Slocking 

MS1octing" gen~fal'y refe~ to the interception and 
". automatic termination o~;certain pecified transmissions~ here 

unauthorized intraLATA traffic Several parties~ most' notal>'y Pacif-: 
a~d"staff~ have advocated t~ a ban on intraLATA competit'ionbe. 
enforced by requirin9 inte ATA carriers t~ employ blocking schemes 

to prevent int~aLA!A ~a of their networks. . 
The implement ·ticn of blocking, before the implementation 

of equal access, by e ery parties' contention, would require a 
conSiderable commit nt of capital, resources and time. Under 
certain proposals, switching capacity and memory would have to 
be added by the aces in order to facilitate blocking.. l~ew 

software would ~ve to be develo:ped for the proposals proposed 
/ . 

by Pacific. A~hough these facts are conceded by all, the 
aces and Pacific differ on the extent of the burdens blocking 
would entail. 

"1' 
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We note that ~he record before us es~ablishes that the 
~echnological progress that has blurred the interstate-intrastate 
dividing line. may soon offer us the ability ~o separate inters1:a1:e·: 
from intrastate and interLATA from intralA!A traffic. Upon the full 
implementa1:ion of equal access in the fall of ~986, Pacific will' ".. 
assertedly have the capability of distinguishing wholly intraLA'I~' 
traffic from interLATA or intersta1:e calls. This is curren~!y~ ,.,' 
the case in the rela1:ionship of A'I&'I-C to Pacific. AT&~C has n01: 
opposed Pacific's reques1: for blocking even before e~l access 'arrives 
because Pacific can block AT&T-C from completing~~ra-LAIA calls. 
As equal access is implemented and the OCCs are"in the same relationship 
to Pacific as AT&T-C is today, we expect Pac!fic to block in1:raI..A!A 
calls of oces. However, when equal acce~ arrives,. some of the OCCs 
~y choose to continue the availabilit~f their inferior access for 
all or some of their customers. In ~hat even1:, the customers involved 
would be able 1:0 continue to compl~ intraLATA calls through their 

_ CCo/. We are .. advising...ithe oces a~this time that, when equal access 
""J.i<l<AI.,.."b..s , ..... AJo. l&"'7/,",J.A-7.~ . • rrivee-~those tha1: choose not' o· participate in it will be required 1:0 

block intraLA'IA calls. • 

As for the momen , we wi" continue our policy of 
prohibiting the app7ica~f fro"" h01din9 out the availabi1ity of 
int'raLATA s~rvice. sucr a prOhibition har~1y :ntruoes u~o.n the FCC'; 

authority to perfA~t t~ ~ppl'icants to prov,de 'nters.t~te s.ervi:e o~e' 
common fac:i1it1es. ~ w,1' add one further requirement at Pae,fic s 
request. The a?pli~nts, in answering customer inqutries as to 
whether the; r fac:iJ;ties may physically be used to complete intra1.AT: 
calls, shall advv{e current and potential customers that such ca"s 
(1) may :'lot be l~wfu'ly placed over their net-..orks and· (2) should be 
placed over the faeilf:ies of the local exchange carriers without an~ 

further advice being provided. In the event that this measure 
~roves unsuccessful in preventing the diversion of local exchange 
intraLATA toll revenues or the applicants do not observe our order, 

.'(/ will consider avanable enforcement alternatives • 
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Some additional observations are appropr~ate in elaboration 
of the relationship between the threat of bypass and intral..ATA 
competition-! . . 

Bypass is either economic or uneconomic. Economic bypass 
", 

occurs when the economic cost of the bypass is less t~an the economic 
cost of providing the equivalent service over th~Witched network. 
Uneconomic bypass occurs when the converse conGftion prevails. 

Uneconomic bypass of the local ex~ge could be 
. / 

economically attractive for large toll u~ers if toll rates (including 
access charges if applicable) are set ~bst~~tially above the marginal 
costs of providing toll service. Th~s( could occur due to any or a 
combination of the following effec~: the averaging of toll rates 
over geographic areas encompassi~ high-cost areas; inclusion in toll 
rates of excessive NTS costso£lthe local excr~ge; or the development 
of new, relatively low-cost toll technologies. Exchange rate 

( 

averaging in co~ination ~th relatively low-cost exchange technologies 
~COU1d also contribute to ;teconomiC b~ass. 

Bypass may be by either customer or carrier. Customer 
I 

bypass occurs when a c tomer constructs its own facilities for the 
purpose of serving its own internal telecommunication,s needs. Carrier 
bypass occurs when a carrier constructs facilities that permit its 
customers to bypass the local exchange for originating or terminating 
calls. No custome is likely to bypass the local exchange for all its 
requirements. Padific is concerned that large customers will bypass . 
its facilities for their toll calling purposes, and proposed that 

carrier bypass b~ prohibited. ~' 

C~rrier 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 p~t of 
their needs for strictly economic reasons, regardless of whether or not 
a deCision to do so is harmful t~ the network. There is little that 
regulatory policy can do or should do about economic bypass by customers 
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~ether 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 ... ~ 
charges, we~have been making a conscious effort to avoid policy 
choices that would encourage bypass by either customers or carrie;:s-."~"'~ 
In fact, when possible, we have been giving. signals to activel'Y ......... 
discourage bypass. ~ile we may have limited options i~~ling 
with individual customer bypass. as a ~tter of re~~ry policy 
it is questionable whether we sbould permit re~~d carriers to 
facilitate such bypass. There are strong re~ons related to 
maintaining a universal telephone 'service/~t would support the 
prohibition of carrier bypass. Rather ~nan making a decision at this 
time, however, we will ask for commen.:t!on such a prohibition by the 
parties within 30 days of the issuatee of this order. This proceeding 
will remain open for the explici~urpose of considering these 

,/ 

comments, and the disposition /CIf this issue including the possibility 

eOf further hearings will be Severed from the interim decision ',we 
issue today. ~ 

Finally. we no~ that denying intratATA comp~tition at this 
juncture and asking fo~comment on the prohibition of carrier bypass 
are intended to prote~ our universal service goals and to further 
provide Pacific an opportunity to adjust to the post divestiture 
world. Pacific sho~ld view this opportunity not as a respite 

I 
but as a time to ~veloP creative strategies which will ensure the 
continuation of ~e high level of service quality and universal service 
to which califo~ia has become accustomed. Pacific is endowed with 
managers of considerable skill and we are confident that they will meet 

I ' 
the test of the times without the protec1;ion of measures such as a 
prohibition ~~ypass. ~po$ition of such measure,s could well provide 
the wrong signals to Pacific as to what is expecte'd of it and:might 

j otherwi~e impede the development of the telecommunications maxket. 
:we tbe.r:efore wril Dot: adopt ., tteh- :measw: es .. -. . 

. 

,,1iIiiI 
,.~ 
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MCl Telecommunications, supra, 70 FCC2<i at 567. 'rhus, we find no 
prior legal duty was ever imposed. upon the defendants to configure 

\ 

\ 
I 

their respective networks so as to permit blocking. 'I'o impose such a. \ 
duty a~ .. ~ t:his late date would impose potentially severe and onerous \ 
burdens·upon the defendants, burdens creat:ed in large part by • ! 

I 

Pacific t s and AT&T's collective and individual failure to more timely I 
raise the issue. And, as noted above in our discussion ofb~ocking, 

.~ 

the difficulty of blocking is a produc'C of the :tnferioy,...·" 

interconnections presently provided by Pacific to detendants. This 
./ 

situation will be corrected with the advent of e~ual access. 
~ 

Pacific also alleges that the d~fe,n{ants have held 
l 

themse1ves out as intrastate carri~rs. H~~~ver. we find that the 
.1.1' 

defendants h~\le ta~en reasonable step~/to adv·ise their subscribers as 
to the lawfu1 limits of the services/they offer. 7 While we might 

.f 

agree with Pacific that they cou'~have done more. we cannot find on 
the record before us that the de~fendants exhib~ted an affirmative 

,f 

intent to hold out the availabti'lity of uncertificated services nor can 
~ . 

we find that the defendants~have acted unscrupulously or 
. 1 I contumac'ous y. ;' 

The promotional materials that Pacific cites to the contrary 
are apparent1y from naiio:"lal advertising programs. not tailored to any 

j 

particular jur;Sdtet}~". The advertising does list cities that may be 

reached by a subscri'ber but when such materials are distributed on a 
nat; ona1 basi s. th/' i "format'; on is more reasonably i nterp·reted as 
promoting interstate caning. since a sub-scriber in one st~te is 
advised of the various ~laces that may bp. reached over the network. 
Defendants clnes~ that they have never used an intrastate city ?air as 
the basis for a c~mparison of tbeir rates with the Sel' system rates. 
Thus. we agree that they have never actively promoted their service as 
an intrastate service. 

7 Our additional reCllJi rements placed upon the intrastate interLATA 
carriers to refer intraL.A..TA caners to the 10·cal exchange eo·mp.any: . 
provides additiona1 steps to the ones vo1untari~y undertaken to d~te. 
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19. J>ri vate 1 i ne servi ces are p ri ma ri 1y used to p r-ovi de di rect 

tel ephon~ connect; ons and h1 gh speed data tr-ansmi ss ~ on over dedi cated 
non-switched access lines. 

20. Pr-ivate lines constitute a sma.'l por-tion of the-" revenues of 
the local exchange companies. /' "" 

21. It is desirable to permit soc:e liT:Iitecl private l,:W{ eoapetit:ial. 

22. Intl'"aLAT,o.. competition by WATS I'"ese",~rs woulJ provide none 
of the effi~iencies or benefits resulting f~~ competition. 

23. Slocking gener-al1y refers to t~intercePt'f'on and at:tomatic , 
termination of certain specified transmissions, here u'nauthorized 
i ntraLATA traffi c. / ., . 

24. The implementation of bJ,ocking pnor to equal ae~~ ~Cl 
require B. considerable com:nitllent of caPital, r~01J%'ces and tlme. 

25. The oces have confi glted and constructed' thei r systems in , . 
good faith. free from any F~eral Communications Commission (FCC) or 

. ~ 
other requ~rement to accommodate block1ng • 

.. 26. Upon the o1fe,in g of i nterconnecti o~s under the mandated, 
equal access, a.ll inte~xchange carriers would be provided the . 

immediate means to bV6ck intralATA traffic without affectfng their 

other services. /:, 

27. WesternjUnion holds a uti1ity franchise by 1mp,l1,.~,ation of 
1 aw under the l>:;lnCil>l es of Hgrandfatheri ngN. '/."" 

28. The c'arriage of intraLATA traffic over the facil~"ties of 
the defendan;/ inCase (C.) 83-05-05 is i nci dental to- the use of 

those same t'aci1ities -ror otherwise lawfully p,rovided services. 

29. The defendants in C.83-0S-0S have never manifested an 
intent; on to pro,v; de uncerti 1'; cated '; ntral.ATA sel'"vi ces. 

30. No p ri or 1 ega 1 duty was ever i mp'osed upon the defendants in 
C.83-0S-0S to configure their respective networks so as to permit 
blocking of unauthorized intrastate traffic. 
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31. The defendants in C.S3-0S-0S have ta~en reasonab1e steps· to 
, 

advise ~eir subscribers as to the lawful limits of the services~hey 
offer. 

32. Given th~ differences i~ th~ na~ure and qua1ity of access 
l'rovided by tte Se". Operating Com\>anies to AT&T and its competitors 
prior to equal access, it is highly unlikely that meaningfuL'-

. / 

inter1..ATA competition can occur prior to the wfd-esp·read a-V'ailabi1ity 
of equal access. '. ~ /' 

33. Except for AT&T, nO'otherinterexChang~rrier in 

California has an ability to extract mon7p01Y ofits or to make 
maintain pred'atory p,r-ices. . . 
Conclusions of law . 

1. The Commission has broad reg~atory authority over the 
providers of intrastate teiecommuni~ions services. 

2. Intrastate telecommunic~ons traffic carried over 
faci 1 ; t; es as ani nci de-nce to 1 /wfu 11 y p royi ded interstate servi ces 

are ~ncompas~ed within inter~te operating au·thorities and may not 
be p rob i hi ted by tnt s CommYS.i on. . . 

3. The Federa1Communications Commission (FCC) may not 
certi fi cate fntrastat0rvi ces. 

4. The Cornmis~on may neither burden nor discriminate against 
federal1y authorize.<! telecommunications, however. FCC certif1cation 
does not preempt £his Commission's consideration of appiications for 
the provi si on ~ the intrastate servi ces of persons ho·' ding such 

/ 
federal authority • 

./' 
. s.. This Comr.tission has juris(Uetion to consider the issues 

presented by th~ 011, the applicatio~s and complaints now before us. 

o. ?rtvate line co,mpetition in intraLATA teiecommunications 
should be permitted in limited fom~ v/ 

7. The resale of intraLATA WATS service should be prohibited. 

, 
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8. Blocking should not be required. prior to equal access. 
·9.~PersQns not authorized to provide intraLATA -

telecommu"ications 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 franch1se. wh'ether granted 

expressly by this Commission or by imp1iCatio~ law. are subject to 

the ful' regulatory authorities of this CJmmiss10n. 

11. Western Union may be pr0

2
hibite'd from holding out intraLATA 

telecommunications services. . 

12. Pacific Sell's complain, against the intrastate carriers 

should be denied. ~ 
1'3. AT&T should be re g;9ated under the dom1nant/nondominant 

carrier system of re guy.,t10. AT&T should be regulated under the 
rate base/rate ,of return egulations applied to other California 

publjc utilities. 
14.. Resellers s!vould be regulated in the· same manner as 

hen it i es -.'oased i nfeXChange carri ers. 

15_ uniformztes should be required. 
IN'I'ERIM ORDER 

1_ All r quests to provide intraLA!A toll service are denied 
~o ~he extent if said requests. Persons not authorized to, provide 
intralAlA t~communications shall refrain from holding out the 
availability of such services and shall advise their subscribers ~ha~ 
intratATA communications should be placed over the facilities of the 
local exchange company. After equal access, OCCs who choose to 
maintain inferior connection for all or some of their cus~omers, shall 
be required to block the completion of unauthorized calls. 

2. Providers of private line services thro~gh cable operators 

tJ
": ~y file applications f~r the offering of intraLATA priva~e line 

services_ Pacific Bell and any other local exchange company which -. 
'// provides compe~ing service, where its rates exceed or cover the CO$~S 
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of provi.ding that service, in the LATA relevant to any such applica- < 

tion may appear as a protestant and/or file responsive rate'tariffs 
in order to preserve its market :share. 

3. ~thin 30 days from thi date of this order, parties to 
,J 

this proceeding sball £11e with our Docket Office the original . . 
and 12 copies of Comments on t~e Issue whether a prohibition of 
interexchange carrier bypass of the switched network· s~~.ul<i be 
imposed and, if so, in what manner. >/ 

/",. 

4. Case 83-05-05· filed by Pacific tell agatnst various 
defendants is denied. /1'. , 

5. AT&! shall be regulated as the dOml.£ant interexcnange 
cauier in California. All other int~(x6hange carriers shall be 
regulated in a ~~r which pe~7·ts t~~ to compete in the 
California interLA'rA market. " 

6 .. Applicants are authorized:to have on file with this 
Commission, tariff SChedUle~Io::/1:he prOvision of intrastate 
interLATA te1ecommunication~S~ices, subject to the condition 
that rates shall be 'Ullifo,,£ an: a distance basis.. If any applicant 
has an effective FCC app~oved tariff, it may file a notice adopting 
such FCC tariffs with ajlcop~ of the FCC tariff inc~uded in the 
filing. Th~se applicants/that have no effective FCC tariffs, or 
that wish to file tars.!ffs' applicable only to Califomia~ are 

: I ' 
authorized to do so, inelu~iug Tates, rules, regulations, ana other , .-

provisions necessary ~o offer service to the public. Such filings 
shall be made in accordance with General Order 96-A, excluding 
Sections IV. V. and VI. and shall be effective not less than one 
day after filing. / 

; 
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rhis order shall be effective today in order to provide 
for the continued effeet of our previous orders prohibiting the ,/ 

~ .. / 
holding o1it of intraLJ.IA toll services by persons othze. than he 
local exchange companies. , 

Dated JUN 1 3 1984 , at San Franciseo, Cal" ornia. 
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NJ..RD M. GRIMES. JR. 
President, 
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