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On September 1, 1995, Pacific Bell (Pacific) and'GTE
California {(GTEC) filed their Joint Petition of Pacific Bell (U
1001 C) and GTEC California Incorporated (U 1002 C) for
Modificatioh of Decision (D.) 94-09-065 (Petition). Pacific and:
GTEC allege that in D.94-09-065 (the Implementation Rate Design
(IRD) decision), the Commission adopted an estimate of the
increase in toll and switched access use to result from lower
prices that has proven to be less than actual results, yielding
revenue losses for Pacific and GTEC. Pacific and GTEC append
several declarations to the Petition in support of their
contentions. On January 22, 1996, Pacific filed an amendment to

And_Related Matters.

the Petition containing additional data and supporting
declarations with information on intraLATA toll and switched
access growth for all of 1995. No corresponding amendment was

provided by GTEC.!

i We make no determination in this decision as to the accuracy
or correctness-of either of these alleged shortfalls. The actual
figurés may well be dlfferent, perhaps significantly so. All we
examine here is whether the opportunity to pursué a reguest
should be permitted. Were that to be allowed, discovery and the
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Pacific and GTEC contend that in adopting an elasticity
estimate for both utilities in the IRD decision the Commission
*Without any record support, used an elasticity of demand for
toll services for both Pacific and GTEC of —;5. significantly
greater than the estimates determined by the Pacific and GTEC
studies.” (Petition at 2.) They allege that for Pacific the
elasticity estimate used in the IRD decision resulted in the
forecast of $234 ﬁillion mdferin toll calling revenue for Pacific
than has materialized, résulting in $234 million less in price
increases that Pacific needed to be_réVenué-neutfal. For GTEC,
the overestimation/undercollection is alleged to be $103 million.
{Petition at 3;) >Seémingly, they contend that to the exact
extent the forecasted revenue was not produced, the IRD decision
was not revenue neutrai.'viblaiing one of its basic precepts.

A similar issue is raised with respect to the
elasticity estimate used to calculate the volume stimulation due
to price reductions for switched accéss. Thé pétitioners again
contend that the elasticity adjustment chosen was without record
support. pPacific asserts that the elasticity estimate used to
forecast switched access revenue resulted in a shortfall of
approximately $53 million. The Petition notes that GTEC did not
préseﬁf a switched access elasticity estimate of their own in the
IRD proceeding, but asserts thét based on the adopted élasticity,
GTEC's shortfall in switched access revenue is $32 million.
(Petition at 3.)

To alleviate this shortfall, and maintain Pacific's and
GTEC's view of the Commission’s cemmitment in D.94-09-065 to not

raise or lower authorized revenue, the utilities request price

_ full opportunity for cross-examination of thése claims would be
" required. .
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increases to recover an additional $214 million for Pacific and
$107 for GTEC.?

Pacific's and GTEC's bottom line contention is best
stated in their own words:

"By this Petition Pacific and GTEC are not

simply saying that our predictions and

estimates should have been adopted; rather,

the actual results and revenues demonstrate

that the IRD-adopted elasticities of demand

for toll and switched access must be

corrected to correéspond with actual

experience.” (Pétition at 3.)

In order to implement their request Pacific and GTEC
propose a wide range of service rate modifications. Pacific
proposes reducing allowances and increasing prices for Directory
Assistance, increasing the initial-minute rate for local calling
and reducing the existing permanent surcredit. (Petition at 14-
15.) - GTEC suggests increasing its foreign exchange business
price, increéasing its returned check charge, increasing measured
local service and 2UM prices by decreasing certain discounts,
reducing directory assistance free calling allowances, increasing
operator handled and credit card prices, and adjusting the A-38
surcharge mechanism. (Petition at 15.) They contend that none
of these changes would require hearings *as all the evidence
supporting such increases is in the IRD record.” (1d.)

Responses to the Petition to Modify were filed by the

California Telecommunications Coalition3, the California

2 The adjustments requested vary from the short fall alleged due
to the arithmétic of netting the toll and switched access
overestimation with somewhat reduced implementation costs.
(Petition at 14, footnote 11.)

3 Members of the Coalition joining in thé Response weré: AT&T
Communications of California, Inc., Califérnia Association of
Long Distance Telephone Companies, California Cable Television
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Cormittee for Large Telecommunications Consumers?, and the Office
of Ratepayer Advocacy (ORA).S5 In summary, all three responses
oppose the Petition to Modify and advance similar rationales:

* The Petition simply seeks to true-up one
estimaté adopted in D.94-09-065 to reflect
actual results. The Comm1531on spec1f1ca11y
rejected such ‘trulng up” in the Decision.

e The Petition to Modify seeks a substantial
rate increase without a hearing. Such an
outcome is prohibited by Public Utilities
{PU) Code § 454.

Pacific and GTEC are attempting to augment
the record in this casé in support of
their [then) pending app11cat10ns for
rehearlng‘ Such augmentation is highly
1mproper as the Comm1551on did not have
this information before them when issuing
the decision.

ORA challenges the Petition on several grounds. ORA
contends the Petition was merely a way to endeavor to improperly
augment the record in this proceeding in support of the then-
pending application for rehearing. (ORA résponse at 3.) ORA
contends the Petitioén seeks nothing more than a rate increase and

that it is improper to use the vehicle of a petition for

Association, MCI Telecommunications Group, Time Warner AxS of
California, L.P., and Toward Utility Rate Normalization.

4 <The California Bankers Clearing House Association and the
County of Los Angelés are the members of the California Committee
for Large Telecommunications Consumers for the purposes of this

" proceeding.

5 By action of the Executive Director, the Division of
Ratepayer Advocates ceased to exist as a staff unit on September
10, 1996. The functions it performed as a participant in this )
proceeding now reside with the Comm1551on s Office of Ratepayer
Advocacy.
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modification under Rule 47 of the Commission‘’s Rules of Practice
and Procedure {(Rules) to do so. Rather, if Pacific and GTEC wish
a prospective increase in their rates, ORA contends that they
should do so by means of an application pursuant to Rule 23 and
PU Code § 454, with the attendant notice requirements. (ORA
Response at 4, 6.)

ORA also questions the integrity of Pacific’s and
GTEC's request. ORA contends that during the course of the IRD
proceeding (Phase IXII of I. 87-11-033), parties other than
Pacific and GTEC advocated a “true-up” mechanism to deal with the
potential for forecasting errors involving toll-elasticity
estimates. ORA contends that Pacific and GTEé both strongly
argued against such an approach for several reasons. According
to ORA, Pacific, and GTEC were opposed to, trué-ups as being
inconsistent with the purpose and policy of the New Regulatory
Framework (NRF); a form of disguised rate of return regulation,
constituting an additional, unnecessary regulatory burden; it
being impossible to segregate the toll stimulation effects from
other market effects; and an improper modification of the
incentive nature of NRF. (ORA Response at 8-10.)

ORA also challenges the petitioners’ factual
contentions, observing that there are multiple possible causes
for the revenue shortfalls reported by Pacific and GTEC.
According to ORA these could also include competitive losses and
the operation of the economy as a whole. (ORA Response at
13-14.) ORA strongly suggests that Pacific and GTEC are merely
using the Petition to endeavor to recover competitive losses,
including revenues lost through the voluntary entry into rate
discount agreements. (ORA Response at 15.)

ORA also requested permission to file a response to the
Petition amendment Pacific filed on January 22, 1996. The
assigned administrative law judge (ALJ) authorized ORA to submit
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the additional response along with a motion to request its
filing. That motion is granted and we will consider ORA's
February 28, 1996, response denominated “Response of the Division
of Ratepayer Advocate to Pacific Bell's Amendment of the Joint
Petition of Pacific Bell and GTEC California Incorporated for
Modification of D.94-09-65 {ORA’s February Response).

In its February Response ORA raises theé concern that
Pacific only proﬁides data on the growth (or lack thereéof) of
intralATA toll volumes. ORA argues that it is necessary toé
examine all the factors which make up Pac;fic's and GTEC's
revenue stream. (ORA‘'s February Responsé at 4.) For example,
ORA notes correctly that during the IRD proceéding Pacific and
GTEC utilized 1990 and 1989 acceéss line volume data,
respectively, for use in calculating the IRD revenue requirement

and corresponding rate design. (Id.) ORA states: "It is
impossible to imagine that Pacific’s and GTEC’s access line

volumes have not increased in the approximate six years since the
1989-t0-1990 time period on which their IRD showings were based.”
ORA notes the growth of fax machines, and other communications
devices, and the strain this growth has placed on California’'s
numbering resources. (Id.)

ORA concludes by suggesting that while its
recommendation is to deny the Petition, the alternative, if we
are persuaded that the Petition, as amended, has merit, is to
necessarily consider all of the factors that bear on the
Petition, including the status of other revenué factors. ORA"
offers its insight on the effort likely to be involved in such an
examination, particularly in the context of our current
telecommunications workload. (Id. at 6.}

_ The California Telecommunications Coalition provides a
" similar analysis. It contéends that revenue neutral rate design

was a goal and not a commitment of the IRD procéss. The
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Coalition also observes that this Commission is not unfamiliar
with the concept of allowing for a true-up or establishing a
balancing account if that is what is intended. It recounts the
request of two parties - TURN and the California Bankers Clearing
House Association that suggested that such a balancing account be
established to prevent unreasonably large recoveries by Pacific
and GTEC, and the opposition of Pacific and GTEC to such
treatment. The Coalition observes that Pacific and GTEC had the
opportunity during the IRD proceeding to make virtdally any
showing they désired on the tépic of elasticities. The Coalitibn
comments on their perception of the inconsistency between the
true-up Pacific and GTEC requést and the concept of incentive
régulation. Finally, its suggests that for the tymne of relief,
requested the appropriate vehicle should be an application.

The California Committee for Large Telecommunications
Consumers {Committee) raised_similéf concerns and eéextensively
challenged the reliability of the impacts allegédly suffered by
Pacific and GTEC. They to6 comment on the interrelationship of
the many rate, volume and elasticity-elements evaluated in the
IRD proceeding. They state that the specific rate changes that
Pacific and GTEC now séek in order to recoup the claimed revenue
loss were specifically recommended by Pacific and GTEC in the IRD

proceeding, but rejectéd by the Commission. (Committee Response

at 4.)

They argue that even if the Coémmission were to begin to
examine the elasticity issue raised by Pacific and GTEC, that
examination must necessarily lead to a reopening of>the entire
IRD proceeding. They note that the elasticities decided in IRD
include more than those identified by Pacific and GTEC. They
included elasticity estimates for coin,‘calling card, WATS and
800 services, among others. (Id. at S.) They question whether
the source of the ailéged revénue shortfall may even be related
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to an elasticity forecast, suggesting it4cou1d stem from other
sources such as a failure of marketing reduced toll rates. They
contend that while an examination of the various factors that
might impact revenues would be reasonable in a general rate case
for a utility subject to comprehensive rate regulation, it is at
odds with the concept of price cap regulation. (Id. at 6.)

The Committee also comments on the history of true-ups
belng sought in the IRD proceedlng. having sponsored that idea.
They note Pacific and GTEC's obJectlon to it and the Commission’s
rejection of a true-up (Id. at 6-8.) and céntend the Pacific and
GTEC request is at odds with the NRF regulatory structuré. They
note the existeénce of mechanisms alreédy in NRF if earnings
decline beyond certain limits. {1d. at 8-9.)

Finally, they request that if they Commission were to

determine there was a need to consider the modification reguest,

the matter be assigned for hearing with a significant opportunity .

being allowed for discovery, by which to analyze the Pacific and
GTEC claims, and the presentation of testimony. (Id. at 11.)

A group of small lotal exchange companies® filed a
response in support of the Petition to Modify. They argue that
since new and changed facts now avallable show the elasticity
estimates adopted to D.94-09-065 were erroneous and that the
Rules of Practice and Procedure pérmit the Commission to modify
the decision to reflect the new information, the Commission

should correct these erroneous conclusions.

6 cp National, Bvans Teléphone Company, GTE West Coast
Incorporated, -Kerman Teléphone Company, Pinnacles Telephone
Company, The Siskiyou Teléphone Company, Tuolumne Teléphone
Company, and The Volcano Telephone Company.
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Discussgion

The Petition seeks an update to previously adopted
estimates to reflect actual results. WwWhile Pacific and GTEC
assert that the elasticity estimates in question, were adopted
*without any record support,® such contention is without merit.

GTEC filed an application for rehearing of D.94-09-065 in which
GTEC challenged the.same elasticity estimates at issue here. In
D.96-02-023, we rejected any allegation of error while discussing
the record basis for the elasticities adopted. GTEC did not seek
further review of that decision and it is, therefore, final.
Pac1flc did not file an appllcatlon for rehearlng. the
appropriate remedy if somethlng of such great moment was truly
decided “*without any record support.” Therefore, any residual
contention that the adopted elasticity estimates are without
récord basis must be rejected out of hand.

Thus, what Pacific and GTEC are really seeking is a

“true up.” They seek to have revenues adjusted for specific

accounts premised on actual recorded results.
' Two issues must be addressed here. First, what does

the term revenue neutrality mean in terms of what explicitly was
done by us in adopting D.94-09-065, and what are the reasonable
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expectations of the }ocal'exchange carriers and the other

affected parties who must operate under it?

Pacific and GTEC urge that a deviation of actual
recorded revenues during the first year folloﬁing implementation
of the IRD decision from those utilized in the development of the
rate design adopted by tha; decision violates the concept of
revenue neutrality. Aas EXplained by the Comﬁission-

*.every rate change ordered by this decision
whlch results in a révenue increase Or
decrease is offset by counterva111ng rate
changeés or revenue adJustments so -that the
cumulative effect ‘of all revenue changes for
each NRF. company is zero (revenue
neutrality).* (D.94-09- 065 at 3 (mimeo.).)

What the Comm1531on déclined to do. however, was to
provide protectlon for Pacific and GTEC from revenue impacts that
might result once ;he révenues and rates were rébalanced and
adopted for prospective application. We noteéd in discussing the
related topic of lost revenues due to the introduction of
competition:

“Compensating for competitive loss would

force the LECs’ customers to sheélter

those percentages of toll révenue from

competitive risk even after rates are

rebalanced, effectively granting the LECs

rate cap returns on those revénues. This

would be inconsistent with the ratepayer

safeguards and LEC incentives established

in NRF. Moreover, Pacific’s and GTEC'’s

competitors have no captive markets to

provide them with a steady revenue stream

if they are inefficient. The effect of

Pacific’s and GTEC's request would be to

increase the rates of all of their

ratepayers because 6f the prospéct that

some rateéepayers might choose another toll

carrier. This would shift the risk of

compétition from the LECs to théir

ratepayers - not a result we expect from
NRF. Therefore, Pacific's and GTEC's




I.87-11-033 et al. ALJ/PSW/gab

requests for compensation for competitive
losses are denied.” (D.94-09-065 at
164-165.)

GTEC filed an application for rehearing of D.94-09-065,
challenging, among other things, the specific issues raised in
this Petition, i.e., “the validity of the elasticity estimates,
the analyses, the findings, conclusions and the application of
those estimates in the IRD rate design.* (D.96-02-023 at 2.)
GTEC contended in its abplication for rehearing that:

*In the area of elasticity, the Decision
(94-09-065) erred as a mattér of law in
several areas: (1) adopting unsupported
elasticity estimates for toll and .
switched access; (2) misapplying these
estimates; and (3) arbitrarily refusing
to acknowledge the effects of price
increases or repression for other
services in the rate design process.”
(GTEC Application for Rehearing at 2.)

In considering that application for rehearing, we
determined that the record with respect to the adopted elasticity

estimates was sound and noted the specific defects in the

elasticity estimates advocated by Pacific and GTEC that

prohibited their consideration. (Id. at 7-9.) We noted again
the finding we made in D.94-09-065 that the adopted elasticity
estimaté of -0.5 reflected careful consideration of the evidence
presented and drew its weight from the fact that the estimates of
several studies clustered around it. (I1d. at 8.)

Finally GTEC challenged D.94-09-065 as being arbitrary
and unfair because the decision failed to compensate the local
exchange carriers for intraLATA toll revenue loss. As we stated
in the rehearing decision:

*intraLATA toll revenue loss, if any occurs,
is a competitive loss. We should néot protect
LECs from a failure to adequately compete.

To exténd to LECs protection against
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competitive losses would be to turn our back
on ratepayers and td undeérmine the LEC )
incentives and the ratepayer safeguards
established in the New Regulatory Framework®
(D.96-02-023 at 12.}

We have previously had the épportunity to review the
meaning of a revenue-neutral rate design and whéther that has the

impact of requiring truing-up to ensure an exact recovery of the

revenué forecast in the IRD decision. In a petition for
nodification of the IRD decision filed by the califérnia

Association of Long Distance Teléphbné'COmpanies, we examined the
impact of the calculation and céllection of certain surcharges
and surcredits. We were asked to evaluate the request in the
context of the ‘bVerarching poiicy of révenue neutrality of the
IRD decision* and remedy>a particular “unexpected consequence® of
that decision. (D.96-03-021. ) We noted the language in
D.9%94-09-065 setting forth the intént and mechanlcs of deVeloplng
a revenue-neutral rate design, and the problems entailed in doing
that while implementing desired raté design and pricing policies.
In discussing revenue rebalancing and whether the IRD decision
reguires a “true-up,” We stated:

“We are not persuaded that revenue
neutrallty was quite the ‘overarching
policy’ in the IRD Decision as CALTEL
urges to justify its request for relief.
CALTEL’s focus on access customers as a
separate class is inconsisteéent with how
we used revenue neutrality in the IRD
Decision, which was as an estimating
tool. Although the effect of which
CALTEL complains may have been
unintendéd, sincé neither the parties
nor we expressly addressed it in the
proceeding or the IRD Decision, it was
not unanticipated.” (D.96-03-021 at 8.)

While the specific rate element was different, the

analysis is the same. Revenue neutrality was intended as a test
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for whether the myriad of rate elements and forecasts examined in
the IRD proceeding were packaged to reflect to tﬁe greatest
extent feasible our intended pricing policies, while providing
Pacific and GTEC with neither a windfall nor a loss of
opportunity to realize their authorized returns.

The mechanics of revenue neutrality are illustrated by
Appendix C, p. C-1 and Appendix D, p. D-1 of D. 94-09-065 (as
modified by D.96-02-023 and D.96-06-023). These pages show the

specific changes to each element of Pacific’s and GTEC's rate

structure necessary to implement needed modifications without

resulting in a net loss or gain for the utility. To maintain the
goal of revenue neutrality, if it wished to grant the Petition to
Modify, the Commission would need to similarly update each and
every fate’elément. This would require an extraordinary
commitmenf of resources from all parties. The Commission has no
intention of taking such action.

The guestion of whether there was some reasonablé
expectation a true-up would be available has béen dealt with
explicitly. In the IRD proceeding seVefal parties were concerned
that the adoption of the elasticity rates advocated by Pacific
and GTEC would have the same effect as now complained 6f by
Pacific and GTEC, but in the opposite dixrection, i.e., that use
of their elasticity forécasts would underestimate toll demand and
revenues. To protect against the risk of a windfall to Pacific
and GTEC, these parties urged adoption of a balancing‘account.
The Commission specifically rejected such proposals, stating:

*We reject this proposal for twoé reasons.
First, weé have not adopted the LEC’s
proposed elasticity estimates, and we have
thus reduced the risk that is cited as the
justification for the balancing accounts..,

Second, imposition of a balancing account
would blunt the competitive incentives that
we are trying to foster. If increased toll
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revenues are subject to a balancing account,
the LEC's motivation after IRD to increase
net toll revénues becomes clouded. We
prefer to leave the LECs’ competitive
incentives as undiluted as possible.
(D.94-09-065 at 155 (mimeo.)}).

Pacific and GTEC contend the allegéd discrepancy
between forecasted and actual results in'tqll and switched-access
revenues are thé cause for, as Pacific puts it, a “dramatic

deterioration” in their financial condition in the months

following the IRD decision. (Petition at 4.) However, it is

unreasonable to consider the results of their complained sales

and revenue losses in isolation, as Pacific and GTEC suggest.
First, as ORA noted in their response, there are many factors
that may have caused the imﬁaCts. The period from which thé
Pacific and GTEC data is drawn relates only to the first year
immediately following the issuaﬁce of D.94-09-065.  Theré are
many .matters that could have affected their toll volumes and
revenues during{that period. To the extent the state of the
economy as a wholeée was a féctdr, we would bé asked to compensate
for general economi¢ conditions and we will not do that. To the
extent Pacific and GTEC lost traffic to competitors, evén in the
absence of intraLATA ptesubsoription, we would be askeq to
compensate for competitive losses, and we have clearly
articulated that we will not do that either.

Most importantly, Pacific and GTEC only raise the area
in which they claim to have suffered volumes and revenues less
than forecasted in the IRD deéecision. To reconsider the
elasticity adopted and the resulting forecasted volumes and
revénues would necessitate reexamining all of the myriad of rate
components and foreécasted revenues which comprised the revenue
neutral rate design. The alternative would be to review the
decision’s impacts on a *heads we lost, but don’t conéider the
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tails we won” basis. We have good reason to believe that in at
least some significant areas the deviation between IRD-forecasted
revenues and those actually realized will have been to Pacific'’s
and GTEC's benefit. One example will suffice.

In the IRD record the estimate used for acceéss lines
for Pacific and GTEC was based on 1990 and 1989 data,
respectively. We noted in the IRD decision that the rates
established were intended to yield thé NRF start-up revenue
requirement for 1990, adjusted to reflect certain Commission

actions. 1In response to Pacific's request at that time for

compensation for competitivée losses, we observed that such a

request:

*should beé contrastéd with its (Pacific’s]
failure to regquést adjustment of theé target
revenue level to reflect the growth in
volumes that has occurred since the start-up
Zate, Januvary 1, 1990.. The resulting rates
will be applied to actual post-IRD sales,
however. Because the number of accéss lines
and minutes of use is greater now than it was
in 1990, (footnote omitted), the revenue
collected through post-IRD rates will
predictably exceed the LECs' start-up revenue
requirements.

Because the productivity factor assumed that
management would achieve a minimum level of
productivity under those conditions,
compensating for the effects of either
competition or growth in volumes would
undermine the operation of the price cap
mechanism. Since the rates adopted here are
intended to implement NRF and not to redesign
the price cap mechanism, loss in revenues due
to intralLATA competition should not be
recognized.” (D. 94-09-065 at 162-163,
mimeo. ) .

We can well take official notice of our own active
proceedings and decisions which discuss the virtual explosion in

access lines which has occurred not just since 1989 or 1990 but
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since the issuance of the IRD decision barely two years ago. In
our local competition procéedings (1.95-04-044/R.95-04-043) we
have issued numerous decisions addressing the problems of number
availability and number exhaustion. Through various complaint
proceedings, we have been called upon to determine the manner in
which to relieve several area codes approaching number
exhaustion. These are all reflective of the tremendous growth
not only in telephones, but computers, facsimile machiﬁes, and
other communication devices. Thése reflect growth in access
lines.? We take note of the fact that no'request has been made
by Pacific¢ or GTEC to rebalance revenues to account for this
seeming deviation of actual volumes and revenues from those
forecasted in IRD.

and there is good réason to not have such a request.
The IRD décision was a package, not an assurance of explicit
outcomes on individual elements. To the extent that package has

résulted in neither a windfall nor the loss of an opportunity for

Pacific and GTEC to achiéve their authorized returns, it was a
success. There has been no ailegation that the package has '
failed in that respect. It would be fundameﬁtally unfair for us
to examine one element of that package, even a significant one in
terms of revenues, in isolation. -

Relatéd Matters-Motions for
Establishmént of Mémorandum Accounts

In addition to the Petition {and its amendment), on
April 5, 1996, Pacific and GTEC filed a Joint Motion of GTE
California Incorporated and Pacific Bell for Establishment of

Memorandum Account Relating to the Implementation Rate Design

7 We also observe but, of course, cannot officially notice,
recent press coverage in which Pacific¢ in particular téuts its
recently improved financial situvation resulting from a better
than expected increase in access lines.
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Decision {Joint Motion). The purpose of this request was to
provide a procedural accounting vehicle, in the event their
Petition was granted, to allow recovery of revenues allegedly
lost without incurring the prohibition on retroactive
ratemaking. Since we find that the Petition should be denied,
nb further consideration need be given to establishment of the
memorandum account and the Joint Motion is denied..
Finally, we need to address the *Motion of Roseville
Telephone Company To Establish Memorandum Account Relating to the
Implementation Rate Design Decision®, filed April 29, 1996
(Roseville Motion). Roseville states that it filed this motion
to track revenues Roseville contends it might have lost based on
" the allegations about elasticity forecast errors in the Petition. .
Again, because we deny the Petition,>thete'is no basis to give
any further coénsideration to the Roseville Motion.
Findings of Fact
1. Pacific Bell and GTEC request modification of the

elasticity factors adoptéd in D.94-09-065 to calculate changes in
intraLATA toll and switched-access volumes.

2. Pacific and GTEC allége that they have suffered
substantially lower intraLATA toll and switched access revenues
than were forecasted in the process of calculating the rate
design adopted in D.94-09-065.

3. The figures of claimed revenue shortfall alleged by
Pacific and GTEC have not been detérmined to be accurate or
correct.

4. GTEC filed a timely application for rehearing of D.94-
09-065 which, among other things, challénged the reasonableness
of the adopted elasticity factors. _

5. GTEC’s application for rehearing with respect to the

issues related to the petition for modification was denied.
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6. Pacific did not file a timely application for rehearing
with respect to the reasonableness of the elasticity factors
adopted in D.94-09-065. '

7. The Commission’s ORA, The California Telecommunications
Coalition and the California Committee for Large
Telecommunications Consumers filed responses in opposition to the
petition for modification.

8. Sévefal small local exchange companies filed a joint

response in support of the petition for modification.

9. The modification request is to “true-up® the revenues
~of each petitioner for the alleged revenue discrepancy by
adjusting other cost components to.recover the revenue allegedly
lost.

10. Pacific and GTEC offer no other explanations for the
lower than forecasted revénues other than alleged error in the
elasticity factors adopted.

11. Pacific and GTEC do not propose examination of any
other revenue coOmponents to ascertéin_whether they are producing
less or more revenue than was forecasated in the adoption of
D.94-09-065. ' |

12. The number of access lines has grown considerably both
from the time of the data used to calculate the rate design
adopted in D.94-09-065 to the date of that decision and from the
date of that decision to the present.
conclusions of Law

1. Revenue neutrality was not intended in the IRD decision

to apply on a service-by-service basis.

2. Revenue neutrality was premiséd on a rate design in
which every rate change ordered in D.94-09-065 that resulted in a
revenue increase or decrease was offset by countervailing rate
changés or revenue adjustments so that the cumulative effect of

all revenue changes for each company was zero.
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. 3. The Commission explicitly rejected the concept of
revisiting revenues levels adopted in D.94-09-065 to true them up
where they might vary from recorded figures.

' 4, The elasticity factors adopted in D.94-09-065 were
supported by the record as confirmed in D;§6~02-023.

5. Factors other than errors in the manner in whkich
elasticity factors were calculated may explain all 6%Jany part of
the variation between forecasted and actual intraLATA toll and
switched-access revenues.

_ 6. Revenue neutrality as adopted in D.94-09-065 was
premised on a rate design for each pétitiOner which as an
aggregate of all its components had a reasonable expectation of
neither creating a windfall for either Pacific or GTEC nor
jeopardizing their having a rea$0nable opportunity to realize
their authorized rates of return.

7. Thére is no reasonable basis to d6 a true-up of actual-

to-forecasted revenues associated with any one component of the
overall rate design adopted in D.94-09-065 without the

opportunity for a re¢examination of all of the components.

ORDER

IT IS ORDERED that:
1. For the above stated reasons, the Joint Petition of
Pacific Bell and GTE California Incorporated for modification of

Decision 94-09-065 is denied.
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2. The motions of Pacific Bell and GTE California, filed
April 5, 1996, and Roseville Telephone Company, filed April 29,
1996, for the establishment of memorandum accounts relating to
the Implementation Rate Design procéeding are denied as moot.

' This order is effective today.
Dated February 19, 1997, at San Francisco, California.

P. GREGORY CONLON
President
JBSSIE J. KNIGHT, JR.
HENRY M. DUQUE
RICHARD A. BILAS
Commissioners

I will file a concurring opinion.

/s/ JESSIE J. KNIG_HT, JR.
Commissioner

I will file a written dissent.

/s/ JOSIAH L. NEEPER
Commissioner




State ol California ; Public Utilties Commission
San Francisco

A. 87-11-033
D. 97-02-049

COMMISSIONER JESSIE J. KNIGHT, JR., CONCURRING:

| concur in this decision which deniés the request by Pacitic Bell (Pacific) and
GTE California (GTEC) to modify D. 94-09-065, the Implementation Rate Design (IRD)
Decision. _

In their petitions, Pacific and GTEC allege that our IRD décision adopled a
forecasted estimate for increased toll and switched access usage that has proﬁen to be
far less than aclual market results. The petitioners request an increase in prices to
recover millions in alléged lost revenue. This decision dénles Pacific and GTEG's
request for numerous reasons which I fully endorse. |

First, if the Commission were to grant the petitioners® request, this could allow a
rate increase on the most inelastic services not currently subject to competition. As the -
Office of Ratepayer Advocates has noted, it is improper t6 use a petition to modify as
the vehicle for a rate increase. Rather, if Pacific and GTEC wish to pursue a
prospective increase on ratés, they should do so by méans of an application pursuant
to Commission rules, with the attendant noticé requirements. This would allow
balanced examination of the parties' alleged losses.

Second, the Commission has already réjected allegations of procedural error
and lack of evidence in adopting toll élasticity estimates. In D.96-02-023, we denied
GTEC's application for rehearing of IRD and we explicitly discussed how the record
supported the elasticity estimates we adopted.

Third and most sighiﬁcéntly, | do not suppont réopening the IRD ¢ase to examine
polentiat error in an elasticity estimate because when the Commission adopted the
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estimate and corresponding formula in IRD, we knew a priori thal the forecast was
bound to deviateé from actual results. The IRD declision specifically rejected any future
*lrue-up® of thé revenues resulling from IRD bécause the Commission explicitly feared
that a true-up would blunt competitivé incentives. The Commission strongly stated that
it should not protect incumbent monopolies with future trus-ups if they failed to
adequately compete in the new market structure. In fact, the petitioners argued against
a true-up in their testimony on the originat case. They now atlempt to recraft their point
of view when the results work against their present circumstances.

The Commission's IRD decision did not promisé or guarantee revenue néutrality,
but gave thé companiés the épportunity to increaseé revenues and improve earnings.
IRD was a carefully crafted policy packagé, not an assurance of explicit outcomes on
individual rate ¢léements. As companies in our New Reégulatory Framework (NRF), both
Pacific and GTEC have pricing flexibility, the ability to enter contracts, and the
advantage of carrying all default traffic. In a pétition to modify IRD, Pacific and GTEC
bear the burden of demonstrating that their réspective overall rate designs have failed

o achieve revenue neutrality. Itis not an inconsequential observation that neither
company has even alleged that the IRD package has failed. In my judgment, the
petitioners havé béeéen unpersuasive in their quest to deviate from these prior decisiois.

Furthermore, it would be improper in hindsight to establish criteria for a
"reasonable” deviation from earlier estimates when the Commission rejected this notion
earlier. |f the Commission were to réopeén its IRD proceeding as the petitioners
suggest t6 determine whether revenues were beyond a *loteseeable® margin of error,
an endless ¢ycle of hindsight analysis of decisions which all paiticipants had rélied
upon as final would be unnécessarily créatéd. Nothing éxtraérdinary or unforeséeable

has occurred that warrants a reopening. This is not in thé publi¢ interest and certainly
provides an unnecessary protection for the incumbent local exchange carriérs and

would serve 1o raise the lével of risk for new éntrants. The Commission’s new

requlatory framework has established a process whereby Pacific and GTEC may seek
a rate increase if thelr rate of retum falls below an established trigger lével. This is the
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proper means (o handle their current request.

Fourth, | am not convinced that it would eveér be possible 1o distinguish the
source of the revenue losses Pacific and GTEC claim. Alleged losses can be attributed
lo a variely of factors, including a negative variance in forecasting ercor In the IRD
formula, general economic conditions, and the inability of the companies 1o preserve
the same universe of customers in a newly competitive environment. In fact, in order to
determine the merits of their claim, the Commission would have to éxamine the entire
post-1RD intral ATA toll marke, including all carriers providing intraLATA tol} -- nol just
the results of Pacific and GTEC. This would be a monumental undertaking. Absent.
this level of scrutiny, the Commission could néver know with ¢erainty that other toll
carriers had not merely outstripped the performance of Pacific and GTEG.

In contras!, if the Commission réopened the IRD case for thé narrow purpose of
éxamining toll elasticity, this would completely ignoreé the other aréas where these
companies may have surpassed our eariér estimates. For éxample, Pacifi¢ has
recently reported revenues of $639 million in intrastate toll revenues for the first six
months o0f 1996 (a 3.9% increase over the first six months of 1995). In the second
quarter of 1996, Pacific’s intralL ATA toll révenues increaséd by 7.7% over the same
period in 1995. These numbers appearto indicate that growth in toll markets is
oulstripping any losses to competition that Pagific has faced, even with a 6% loss of
market share. Indeed, recent published reports highlight how in¢reasing demand for
services such as Internet access and caller ID havé boosted incumbent local 'exchange
company profits. Pacifi¢ Telesis in padicular has benefited from this surge in demand
for internet service, with year-end nel income up 22% percént over 1995. ltis certainly
possible that this increased demand alleviates some of the alleged shortfall Pacific and
GTEC claim in their petition.

Finally, I note that my concurrence on this decision is consistént with my rec¢ent
dissent on thé Franchise Impact case ,D. 96-09-089 (see attached). While | still
maintain my original position regarding franchisé impacts, 1 note that the majority of this
Commission voted in that decision to allow a further look at the claims of monetary
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impacts to theé monopoly franchise. Thersfors, 1 would concede that procedurally, the .
request denled herein I$ more appropriately ¢onsidered in that venuse. It is tar more
“rational to employ a holistic approach 16 the issue of monetary ifipacts and avold

fragmenting any élleged impacts into a forast of smallér proceedings.

| have carsfully considered the companies® requests. In the interest of

preserving the integrity of the IRD declsion, and our process in arriving at it, 1 réject

reopéning the case in the manner suggestéd. Therefore, | concur in the decision of my
colleagues. . \

Dated February 19, 1997 in San Francisco, Califomia.

13/ Jessls J. Knight, Jr.
Jessie J. Rnighl, Jr.
Commissloner
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COMMISSIONER JESSIE J. KNIGHT, JR.,, DISSENTING:

In my three years of experieace as a Commissioner, never has a decision been so widely
debated and analyzed within the California Public Utitities Commission. The issue before us
regarding competitive franchise impacts on the incumbent telephone utititics, generated five
proposed decisions, as many decisions as there are sitling Commissioners. With such focused,
though varied positions, one would have hoped that this collegial body ultimately would be
decisive and reach a sage result. Regrettably, this did not happen. In the end, compromise
produced a decision which is ncithet decisive, nor wise in my opinion. Thus, I must strongly
dissent from the vote of the majority. ‘

Aflter having dedicated nearly a year of this Commission's limited resources to the franchise
impact issue, the decision resolves very little. The majority concludes that this phase of the
Local Competition proceeding was premature and that sometime after January 1, 1997, at the
behest of Pacific Bel (Pacific) or GTE California, Inc. (GTEC), the intecested parties can re-visit
the subject again. Additionally, the majority redefines the inquiry and greatly broadens the scope
of the postponed Franchise Impact case unnecessarily. '

Aside from being a waste of administrative resources, some might view the majority's
decision as innocuous, or at léast embrace the unfortunate belief that the decision does not deal a
detrimental blow to this Commission’s long term commitment to the promotion of competition in
the telephone industry. Iwish this decision truly promulgated so benign a circuinstance. 1
believe that a close reading of the majority opinion will clearly reveal unforeseen and
unintentional protection of the incumbent monopolies. The protection that the majority decision

affords Pacific and GTEC is unwarranted, unnccessary and potentially destructive to our quest
for full competition.

As a result of the majority’s decision, Pacific and GTEC emerge as big winners, and perhaps
the only winners. Since the utilities could not persuade the Commission to compensate them in
any amount, let alone the several billion dollars requested, then the next best outcome for these
entities would be an expressly sanctioned opportunity to try again. The majority has provided
that opportunity.

Virtually every theory raised in support of the utilities’ compensation request is preserved or
expanded by the majority decision. Moreover, potential competitors in the local exchange
market will find no comfort in the majority's positions. At best, the decision creates a
discouraging atmosphere of uncertainty for new entrants into the market. At worst, the decision
can be read as a foreboding message that higher economic risk is created because of an enhanced
possibility of investment loss for new éntrants into the lé¢al exchange market in California, as
the incumbent monopolies séek to establish a treasure chest of future funds to bolster their
economic standing in the emerging competitive world.
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‘The Franchise Impact Claim

.

The issue before us was prescribed in D.95-07-054 as the examination of whether the rules
which ’ |

“'permit local exchange competition alter our regulatory progiam so that it

no tonger affords Pacifi¢ and GTEC an opportunity to earn a fair returr on

invested capital. Jf we find that thece is not such an opportunily to eam a

fair retum, then we shall consider what measures, if any, are appropriate to

ensure the faimess of our r¢gulatory policies....We shall also coordinate

this hearing with the ... universal service docket(s)."” (D.95-12-062, slip

op. p.10, fn. 11 quoting from D.95-07-054, slip op. p. 33.)

In response to the franchise impacts inquiry, Pacific and GTEC ¢laim that they have a
constitutionat right to be compensated for the adverse effects of local competition because such
competition, developed pursuant to this Commission's rules, constitutes a taking undeér the Fifth
Amendment (Takings Clause) and the Fourteenth Ameadment {(Due Process Clause) of the
United States Constitution. The taking argument is framed as the confiscation of sharcholder
property, either because Pacific and GTEC will be unable to recover past capital investments, or
because shareholders will be denied the opportunity to earn a fair teturn on those investments.

In the case of a claim of taking or confiscation of property, it is axiomatic that the party
responsible for the alleged taking be the pariy to which the claim is directed. In this case, the
utilities' claim that this Commission is the eality responsible for local éxchange competition and
therefore, the Commission is liable for the alleged taking of Pacific and GTEC's right to earn a
fair return on invested capifal. Prior to Febroary 8, 1996, such a claim might have been credible,
because the applicable law (The Telecomniunications Act of 1934) gave the states primary
jurisdiclion over intrastate communication sérvices (See Louisiana Public Service Commission v.
E.C.C.). However, on that date, the United States Congress passed the Telecommunications Act
of 1996 (The Act), a statute which reasonably can be understood as effectively extinguishing the
utilities' claims of this Commission's culpabitity in requiring local competition. The Act
provides in relevant part:

"No State or local statute or regulation, or other State or local legal

requirement, may prohibit or have the effect of prohibiting the ability of
any entity to provide any interslate of intrastate telécomrwnications
service.” (emphasis added, Public Law 104-104, Section 253 (a)))

"Nothing in this section shall affect the ability of a State to impose, ona
competitively ncutral basis and consistent with section 254, requirements
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necessary (o preserve and advance universal service, protect the public
safely and welfare, ensure the continued quality of telecommunications
services, and safeguard the rights of consumers.” (Id. Section 253 (b))

"If, after notice and an opportunity for public comment, the Commission
determines that a-State or local government has permitted or imposed any
state, regulation, or legal requirement that violates subsection (a) or (b),
the Commission shall preempl the enforcement of such statute, regulation,
or legal requirement to the extent necessary to correct such violation or
inconsistency.” (Id. Section 253 (d).)

During this proceeding, several partics commented on the effect of the Act on the instant
franchise impact inquiry. (See discussion of comments in the majority decision, D.96-09-089
slip op. pp. 9-12.). The Coalition and DRA assert that as a result of passage of the Act, the
utilities’ claims should be dismissed. DRA claims that pursuant to Article VI, clause 2 (the
Supremacy Clause), of the United States Constitution, the Act preempts the Commission’s
regulation of local competition.

*

"The supremacy clause invalidates all state laws that conflict or interfere with an act of
Congress.... DRA points out that both Pacific and GTEC have argued that even with the most
favorable local competition rules, they will not have an opportunily to ¢arn a fair return.
Therefore, DRA concludes that it is the fact of local compelition, and not specific rules, that
GTEC and Pacific contend prevents them from earning a fair relurn. Since the Act preempts the
Commission's regulation, DRA asserts that the carriers' ¢laims before this Commission are nioot
and should be dismissed.” (Id., p.10.)

The Coalition argues the principles of traditional fault doctrine, pointing out that "any
franchise impacts complained of are caused by the Act and would occur if this Commiission were
to take no action. Therefore, the carmriers have no claim against this Commission.” (id., p. 11.)

Commissioner Daniel Fessler and I reviewed the comments of DRA and the Coalition and
found them imipressive. We jointly authored an alternate decision in which we concluded the
following:

"The Act mandates local exchange competition. The carriers' witnesses
have testified that even under local comgetition rules that are viewed
favorably by the carriers, they will experience a taking. In 50 stating, the
local competition rules themselves are removed from the possible causes
of the alleged taking. With passage of the Act, we no longer have the )
authority to ‘remedy" takings by not allowing local competition: Therefore,
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we ¢an not be the cause of claims that we have taken from Pacific and
GTEC the opportunity 10 earn a fair return by authorizing local
competition consistent with the Act. With the passaga of the Act, the
taking claims asserted by Pacific and GTEC are moot and should th=refore
be dismissed." ‘

"Having ammived at this conclusion, this decision need not address further
the evidence presented in support of the takings claims or the arguments
on any legal obligations this Commission holds to compensate the
cariers.” (Knight/Fessler Alternate, R.95-04-043; Local Exchange
Franchise Impacts, Item H-3¢ 6/19/96 Agenda, pp.11-12)

I continue to believe that the KnightFessler conclusion is legally correct, pragmatically sound
and that its adoplion by this Commission would have served the best interests of Californians. It
would have provided thé kind of expeditious, final result that affirmatively facilitates progress
toward the types of compelition evidenced in non-regulated industries. It would have been a
decisive result that could only serve to promote the accomplishment of our corpetition goals. It
would have been an economical preservation of our scarce resources. It would have provided an
invaluable measure of certainty for potential enlrants to the local exchange market. This inquiry
would have ended without financial or compelitive harmi to Pacific and GTEC, since the utilities
could still have obtainé¢d remedy from the federal government, upon proof that the local _
competition mandate contained in the Act would deprive them of the right to earn a reasonable
return on capital investment and that such deprivation was a compensable taking. And last but
far from being least, it would have obliterated a future cound of government scrutiny from the
eventual court disputes over this issue which surtly will be forthcoming.

Regreltably, the Commission did not adopt the Knight/Fessler position. The majority docs
not explain why they did not find the arguments of DRA and the Coalition more compelling,
especially since they "agree with the Coalition and DRA that were we to take no action, the
takings claim assedted by Pacific and GTEC would still occur.” (D.96-09-089, slip op. p.12.)

It is appropriate for us to consider how the majority dismisses the applicability of the Act to
the {franchise impact inquiry: "whether our local exchange competition rules alters our regulatory
program so that Paciftc and GTEC are not afforded an opportunily to earn a fair return on

invested capital. The majority dismisses, without explanation, the applicability of the Act to the
instant franchise impact inquiry and states: .

"In cominents on the proposed decision, the carriers argue that the

Commission must take the effect of the Act into account. The act
mandates local exchange competition. The carriers' witnesses have
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testified that even under local competition rules that are viewed favorably
by the carriers, they will experience a taking. As discussed in Section
4.1.1., the impact of competition cannot constitute a taking. Therefore, we
will consider the evidence and arguments to determine the impact of oug
local competition rules together with our depreciation policy on GTEC's
and Pacific's opportunily to earn a fair return on their respective
investmeats. including their opportunity to recover the depreciation

expense in the emerging compelitive telecommunications market.” (D.96-
09-089, p.13.)

Itis my firm conclusion that the recently enacted (February 8,1996) Telecommunications Act
of 1996 (the Act) prohibits states from constraining local competition. The taking claims
asserted by the utilities now must derive from the Act and not from any local competition rules
which this Commission is obliged to develop consistent with the Act. The test for this is simple.
May the commission cescind its decision to open the local market to competition? The answer is
no. Therefore, local competition is not the result of this Commission’s actions.

The taking assertion is further augmented by the claims that by introducing local competition,
the Commission abrogates the utilities’ "exclusive franchise™ and/or the Commission breaches
the "regulatory compact™ which protects the utilities from competition. Finally, cloaking

themselves in the Constitution's Equal Protection Clause, utilities claims that the Commission
must provide phone companies with transition cost relief analogous to the non-bypassable
Competitive Transition Charge (CTC) provided in our Electric Services Restructu ring Decision
(D.95-12-063, as modified by D.96-01-009). Pivotat to the utjlities' quantification of the taking
claims is the ac¢ounting mechanism which identifi¢s the companies' impaired assels, described
by Pacific as depreciation reserve deficiency or as uneconomic assets by GTEC.

A taking argument is difficult to prove and the courts would tend to give deference to the
govemment agency charged with acting in the public interest. The majority decision provides an
apt picture of the taking law, but does not emphasize how difficult a burden the proponent has in _
such a case. Constitutional taking is not easy to prove, as the following summary of “taking” law
suggests. Generally, an unfawful taking or confiscation does not occur unless a regulation or rate
is unjust and unreasonable (Duquesne Light Co. v. Barash (1988) 488 U.S. 299, 307; 20th
Century Ins. Co. v. Garamendi (1994) 8 Cal.dth 216, 292.) \Whether a regulation or rate is just
and reasonable depends on the balancing of the interests of the regulated entity providing the
services and the interests of the consumers of such services. (Federal Power Com. v. Hope Nat.
Gas Co. (1943) 320 U.S. 591, 603; see also, 20th Century Ins. Co. v. Garamendi, supra. 8 Cal.4th
atp. 293.) " "The just and reasonable™ principle does not requiré "that the cost of each company
be ascertained and its rates fixed with fespect (o its own costs.” ' (Id. citing Giles Lowery
Stockyards v. Depl. of Agriculture (Sth Cir. 1977) 565 F.2d 321, 327.) "(A] regulated industry is
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not entitled, as a matter of righy, 1o realize a particular rate of return, and the interests of the
consuming public are also to be considered in establishing ratles.” (1d. at p. 324.) “Thata
pamcular rate may not cover the cost of a particutar good or seevice does not work confiscation
in and of itself.” (20th Century Ins. Co. v. Garamendi, supza, 8 Cal.dth at p. 293.) Further, a
regulated entity neither has a constitutional right to a profit nor a constitutional right against a
loss. (Id. at p. 294) “The fixing of prices, like other applications of the police power, may reduce
the value of the property which is being regulated. But the fact that the value is reduced does not
mean that the regulation is invalid.” (Federal Power Com. v. Hope Nat. Gis Co., supra, 320
U.S.at p. 601). Competition alone cannot constitute adequate grounds for an unconstitutional
taking, because the Conslitution docs not shield a vtility from such business hazards (Public
Service Commission of Montana v. Great Northern Utilities Co., (1933) 289 U.S. 130, 135).
Finally, it appears that an unconstitutional taking will not lie if there is an adéquate method for
obtaining individualized reliel. "Recognizing that virtually any law which sets prices may prove
confiscatory in practice, courts have carefully scrutinized such provisions to ensure that the
sellers will have an adequate remedy for relief from confiscatory rates.” (Calfarm Ins. Co. v.
Deukmejian_ (1989) 48 Cal. 3d 805, 817.)

The majority decision c‘orrecll) orders denial of the utilities taking claims related to the
introduction of conipetition in their local excharige markets (D.96-09- 089 Ordering
Paragraph 3). Because the recently enacted (February 8,1996) Telecommunications Act of 1996
(the Act) prohibits states from constraining local conipetition, the taking claims asseited by the
utilities now must derive from the Act and not from any local competition rules-which this
Commission is obliged to develop consistent with the Act. Accordingly, the taking claims
rclated to local competition rules are moot and should be dismissed.

I find the evidence clear and convincing that a takings has not occurred, nor does it appear
that a taking ofunhl) propenty is likely to occur. 1 find nothing in the analysis of stock price data
that indicates the opening of the local telecommunications markel to competition constitutes a
taking. Even if one assumes a reduction in the value of the stock price of a utility, that is not, in
and of itself, evidence of a taking. The stock price simply reflects the investors expectations of
the value of the company at a point in time. Simply a reduction in these expectalions docs not
constitute a taking. In reviewing the financial projections of the telephone companies, 1 am not
convinced that a takings is ever likely to occur. The Commission is only responsible for the
effects of its regulatory actions. The government is nol responsible for shortfalls in eamings due
to competitive losses, for shortfalls that occur as the result of poor managerial decisions, for
shortfalls that result because of economic conditions, nor for shortfalls that result from
technological change. Rather, it is the obligation of govemment as regulator, to allow for utilities

to have a fair opportunily to earn a fair return on their investments dedicated to public service. In
my mind, Pacific still has this opportunity.
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The Second Bite at the Apple

The majority decision concludes that, based on the evidence presented, Pacific and GTEC
failed to persuade this Commission that the implementation of local exchangz competition would
adversely impact the utilities’ opportunity to earn a fair return on capital investmeat. That
decision should have signaled the end of this case. As a matter of law, decisions made by this
Commission are limited by and reflective of the undedying record (Camp Meeker Water System,
Inc. v. Public Utititics Com. (1990) 51 Cal.3d 845, 864; sce also, California Manufacturers Assn.
v. Public Utilities Com, (1979) 24 Cal.3d 263, 265; s¢e also Rule 1.2 of the Commission’s Rules
of Practice and Procedure, Cal. Code of Regs. tit. 20, paragraph 1.2 which states: "the
Commission shall render its decision based on the evidence of record.”). If the party secking a
remedy does not carry its burden, then the answer to its inquiries is aegative! (Aelna ins. Co. v,
Hyde (1928) 275 U.S. 440, 447-448).

In this case, Pacific and GTEC did not ¢arry their burden. In fact, according to the majority,
the utilities' quantitativeé evidence of adverse impact on future earnings is so specutative that it
should be given no weight.” (D.96-09-089, slip op. p. 5§9). Despite this clear rejection 6f the
quantitative evidence, it is curious that thé majority excuses the utilities' unpersuasive
presentations:

"This speculation was necessary due (0 the timing of this proceeding.
Testimony was submitted before our local exchange competition rules
were adopted.” (D.96-09-089, slip op. p. 59))

Inexplicably, the majority perceives prematureaess as a relevant concern, even though the
applicant utilities did not. The utilities chose the evidence and made their showing knowing full
well that the franchise impact issu¢s would be heard before resolution of the Commission's lecal
compciition interim rules. Furthermore, the utilities' testimony apparently anticipates the
question of prematurencss and deems it irrelevant. Both Pacific and GTEC conclude that their
respective positions on the franchise inipact issue will be unaffected by the outcome of the
Commission's local competition rules.

"Pacific’s witness Darbee testified that Pacific will not have an opportunity
to eamn a fair return even if all the then-pending local exchange
conipetition rules were resolved in Pacific’s favor. GTEC's wilness
MacAvoy preseated testimony which arrived at the same conclusion.”
(D.96-09-089, Finding of Fact 1, p.67.) )

The majority’s express invitation to the utilitics to renew their request for franchise impact
compensation "after January 1, 1997" was neither a legal nor a pragmatic necessity. Pacific and
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GTEC management are quite familiar with Commission procedures and are fully cognizant of all
the coutes to gain Conimission reconsideration of any matter they may have concern.
Furthermore, the comerstone of the wiilities’ compensation request, the constitutional takin g
argument, always can be renewed, particularty when changed circumstances or new facts form
the basis for the renewed request. Therefore, it seems clear that the majority’s reapplication
invitation was not necessary. Moreover, when one considers the utilities' evidentiary decisions in
the instant proceeding, it appears that the invitation also was undeserved.  When one considers
the utilitics' "excused™ speculative testimony and the reapplication invitation together, the
following statement from the majority decision seems to have special importance:

"We reemphasize the important distinction we made ... between protecting
the carriers from competition -- which the Commission will not do -- and
mitigating any deprivation of the carriers’ opportunity to earn a fair return
on their investment resulting from our (sic) adopted new regulatory
program and on-going NRF regulation. The carviers should be caréful to
reflect this distinction in any presentation of evidence that our regulatory
program deprives them of the opportunity to earn a fair return. We note
that though the concept of losses due to competition was debated, the
padies did not debate the lo¢al competition assumptions Pacific applied in
the scenarios it presented. These scenarios, although speculative. provide
us with a sense of the possible impact of regulatory and markel outcomes
which we would like to further consider once our new regulatory programs
have been completed.” (D.96-09-089, p. 61.) )

It is unclear whether the majority was positively impressed by the speculative quantitative
cvidence or simply wanted to see if the speculation became fact once the "new regulatory
programs” become effective. Itis unclear whether the majority felt that only the “debate™ on
Pacific’s local comp_elil'i()n assumplions were missing. As intimated by the above citation, it
appears that the utility scenarios serve as the basis for the revised franchise impact inquiry which
the majority adopts. A more troubling reading is whether the utility “scenarios” have become the
blue print for the majorily's revision of the franchise impact inquiry. Knowing and respecling
the view of each of my colleagues in the majority regarding to their individual beliefs on
competition, [ am not persuaded that the latter is true. Each Commissioner is thoroughly
dedicated to the rapid evolution of competition. 1only highlight the possible misinterpretation by
less informed parties who may become involved in some future inquiry of the Commission.

The New Franchise Impact Issue - A Big Target

Cenainly the majority’s reapplication invitation says more than "come back™. Instead of
considering the utilities' opportunities to earn a fair return in the context of tocal exchange




R.95-04-04371.95-04-044
D. 96-09-089

_competition rules, the inquiry we enunciated in D.93-07-054, the majority redefines and broadens
the {ranchise impact issue. The new franchise impact inquiry as embodied in the Order is as
follows:

"whether our adopted new regulatory program embodied in the roadmap
proceedings combired with the NRF-established depreciation methods
will deprive them of the opportunity to earn a fair return on their ‘regulated
asscts'.” (4.96-09-089, Ordering Paragraph 7, p. 72.)

Before concluding the Order, the majc‘)rity.adds this guidance:

"The carriers may concurrently reconimend recovery mechanisms to
mitigate any adverse effects of our regulatory policies. The carriers should
specify who will be charged for the recovery. In their applications, the
carriers should also specify what portion of their ‘regulated assets' subject
to our revised regulatory program should be considered in determining the
impact of our policies.” (D.96-09-089, Ordering Paragraph 7, p. 73.)

By adopting an expansive approach to the franchise impact inquiry, the majority introduces
the high risk of creating a real, though unintended, barri¢r to the advent of full competition. The
majority invites the proliferation of proceedings and extensive reargument of well-setiled
Commission positions, decided as long as seven years ago when the Commission adopted the
New Regulatory Framework (NRF) (D89-10-031, 33 CPUC 27 43)

While the majority decision apparently provides the express opportunity for Pacific and
GTEC to re-argue issues that were decided in 1995 and 1996, out of economic self interest and
with nothing to lose, the camriers may altempt to re-argue all issues and decisions in which they
did not originally prevail before the Commission. Most likely, they will seek to reverse our
determination in D.96-03-020, (i.¢. resale decision), that no taking had occurred. Literally,
hundreds of calls were made within the 1994 Implementation Raté Design (IRD) decision that
will be vulnerable to new claims of franchise loss and assertions of negative impact on the
incumbent carriers. Conversely, some interveners might employ this opportunity to re-litigate
the Airtouch decision and the 1995 NRF Review decision. The Southwestern Bell
Corporation/Pacific Telesis merger application may also be implicated. In essence, the majority’s
broad reapplication invitation will serve as the unintended excuse for relitigation of ANY issue
that has even a modicum of connection to local competition issues. NO issue will be safe or
seltled. The yoke of regulation will continue to be the albatross around the neck of the industry.

The present franchise impact case has been a time intensive inquiry and has taken nearly a
year. Itis not a pleasant thought to forecast how long it will take to complete the majority’s new
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mega-procezding, and how the sheer size and length of such a proceeding might adversely impact
the evolution of comptition.

This Commission, under Public Utilities Code section 1708, always retains the right to
change previous Commission decisions. However, this broad inquiry sets a dangerous precedent
that appears to subject all that was established in the march to competition to wholesale
reevaluation. Such a belated assessment, or even the appearance thereof, could seriously
undermine the entire enterprise to de-regulate, if not by actual changes in policies and rules, a1
least by the chilling effect such an inquiry will tikely have on potential entrants to the newly
opened market.

Electric Industry Framework Not Applicable

The majority concludes that “:{t}he fundamental similarity between the electric and
telecommunications industries is their transitien from monopoly to competitive environments
and the role the commission plays in directing that transition. However, this similarity is far
outweighed by the looming differences. The majority’s decision speads a few scant lines staling
that the situation between these industries is comparable. The majority’s conclusionary
statements are unpersuasive. The majority reaches the conclusion that the showing Pacific and
GTEC made are not entirely inconsistent with the criteria the Commission laid out in its electric
restructuring decision.' They cannot be more incorrect. In the electric restructuring decision,
the Commission did allow the electric utilities to recover costs associated with uneconomic
assets. However, the Commission refused to do so on the basis of the kind of speculative

information offered by the Pacific Bell and GTEC. Rather the Commission simply stated thal the
* utilities would be allowed to recover the difference between the market value of their assets and
the book value of those same assets. There are three ways a utility may seek to establish a market
value for these assets: 1) sell the asset, 2) spin the asset off to sharcholders, or 3) seek a market
valuation by an independent valuation expert. Fach of these oplions are based upon the
economic valuc of the asset and compares that to the book value of the asset. In addition, any
assets with book values greater than their market value are netted out against those assets with a
markel value that exceeds the book value. Neither Pacific nor GTEC calculated their
“stranded assets” in a similar fashion. Here it is important to note that the eléctric utilities had
a market to book ratio much closer to 1:1 thar was the case for either Pacific Bell or GTEC.

A second difference between the situation in the electric industry and the telecommunications

'I'note that the language of the decision implies that in the majority’s own minds. the

showings aré not entirely consistent with criteria established in our electric restructuring decision
either. -
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industry is that the Commission has fundamentally alteced the pricing of the utilities service
offering in the electric industry. The electric utilities are directed to pass along to consumers
only the cost of purchasing power in the Power Exchange to consumers. If this price is not
sufficient for the utility to recover both its going-fonvard operating costs and its sunk costs, the
electric utility is allowed to recover the difference. However the electric utility may do so only to
the extent that rates do not rais¢ above current levels. In the telecommunications industry,
Pacific seeks to recover its “compensation” thorough an increase in rates above today's levels or
through a surcharge on existing rates. Hence, the electric utilities were sceking only to
continue to recover those costs already in rates while Pacific is arguing for recovery of new,
higher costs. In essence, the electric utilities seek to unbundle their uncconomic stranded cost
recovery from existing rates and seek recovery through a surcharge on those that continue to use
its distribution system.

A third difference betweén the stranded cost issue for electric utilities and the circumstances
facing the Commission in the telecommunication industry is that in the electric industry, the
utilities ar¢ only provided an opportunity to recover these “stranded costs™. The utilities are
allowed to recover those costs that the market will allow recovery. The electric utilities are
allowed to recover stranded investment only until December 31, 2001. There is no guarantee
that the utility will fully recover these stranded costs.

In the electric industry, the California Legislature has spelled out very specific guidelines
regarding how and when the utilities are allowed to recover uneconomic costs. Rates are frozen
at 1996 levels and the utilities are able to forego future rate decreases that would otherwise occur,
and use this amount to recover stranded costs. The utility is allowed to forgo thesé rate
reductions and retain the tevenues, only until the year 2002 or until the uneconomic costs are
fully recovered. In addition, the utility is allowed a reduced rate of return because of the reduced
risk of recovery of these uneconomic sunk costs. The utility is not guaranteed a fair rate of
return, only a fair opportunity to earn'a fair return. Furthermore, the wlility explicitly described
what costs are récoverable as uneconomic costs. This bears no resemblance to the scheme that
the incumbent local telephone companies have in mind.

And finally, the majority overlooks the most fundamental différence between the electric
utilities and the incumbent local éxchange camiers. - The electric companies were regulated under
rigorous traditional cost of service regulation and each of the major investments for which the
utility would be eligible for recovery were expressly approved by the Commission, which found
their construction to be in the public interest. The local telephone companies have been
regulated under the New Regulatory Framework (NRF) since 1990 and since then have been at
risk for any and al} uneconomi¢ investments. In addition, the telecommunications industry was
not subjecl to the same degree of review for the specific investments they now claim are
uneconomic. The Commission has allowed the telecommunications business the flexibitity to
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manage their own affairs, while it has retained cost of service regulation and reasonablencss
reviews for the regulation of the electric utilities. In essence, the electric utilitics investment
decisions were much more subject to specific commission oversight and hence, the responsibility
of the Commission to assure recovery is heightened. This is not, and should not, be the case in
telecommunications.

No Evidence of Impaired Ability to Earn Fair Return

As Lreviewed the financial projections of Pacific and GTEC, they appeared to be overly
pessimistic and to overstate the impact of regulatory changes on the present and prospective
fortunes of the company. In fact, it could be argued that the constant pessimistic outlook that
permeated Pacific's projections 1eéd the market to under value Pacific Telesis's stock, producing
lackluster stock results and resulting in Southwestern Bell Corporation viewing the stock price
favorably and hence spurring their proposed acquisition of Pacific Telesis.

Even the majorily concludes that Pacific and GTEC did not adequafely prove that the
Commission’s regulatory program would impair the cariers opportunity to earn. The evidence
in this caseas put foith by Pacific and GTEC is not only speculative, it is utterly unpersuasive.

As 1 prepated for the vote on this case, I made a special effort to review Pacific®s financial
and business conditions. According to publicly available data regarding Pacific’s stock price, as
of September of 1996, Pacific Bell had outperformed all other companies in ts stock price

performance since July of 1995, In fact, it outperformed the S&P 500 over that same time
period.

Pacific Bell is experiencing trémendous growth in its market. Pacific is coniing off a record
2" quarter, well on its way to a very good year. Pacific Telesis operating income for the first six
months of 1996 increased a staggering 8%, S182 million, over the operating income for the
fiest six moths of 1995. This increase in operating income resulted from a surge in revenues of
5.4% combined with a modest increase in expenses, including depreciation, of just 1.7 %. Net
income increased by 6.8% reflecting a 5 cent gain, to 66 cents in earnings per share for the 2nd
quarter of 1996 over 2nd quarter 1995. '

* Total access lines in service increased by a record 726,000 lines in 1996 or
4.7 percent year over year, as business access lines grew even faster than the
record-setting pace of the first quarter, rising to 5.7 percent. Residential lines
grew 4.2 percenl year over year, up from a 3.1 percent annual geowth rate
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through the first quarter.”?

The fact of the matter is that Pacific Bell is selling more access lines now than it did prior to
the Commission opening the market. In fact, revenues for local service for the first six months of
1996 is up $99 million dollars over the same six months in 1995 an increase in local service
revenues of 5.2%.

“Toll market share loss of 6 percent was less than we expected, while the
overall toll market grew at a strong rate -- 13 percent at year-end.” Phil
Quigley February 23, 1996 discussing 1995 resulis of operations. *

Pacific Bell reported revenues of $639 million in intrastate Toll reveaues for the first six
months of 1996. This represents an inceease of 3.9% over the revenues for the first six months of
1995. Over the past 12 months Pacific Bell’s revenues for intraLATA service has increased even
in the face of competition. In fact, for the 20d quarter of 1996, Pacific’s IntraLATA toll revenues
increased by 7.7% over the same period in 1995. Clearly, the growth of the toll markets is
outstripping the losses to competition Pacifi¢ has faced. Despite a market share loss of about
6%, Pacific has seen tremendous growth in its toll revenues. For the first year of competition in
the intraLATA toll market the rate of increase in the size of the market more than offset, by a
factor of two, the loss of market share by Pacific..

“Estimated access minutes-of-use for the second quarter continued to be
strong, up a substantial 10.0 percent from the same period last year: 8.4
percent interstate; 11.9 percent intsastate ™™

[t is an undisputed fact that the access market is booming in Catifornia and Pacific Bell is
well positioned in this competitive markel. It can be argued that Pacific's low access rates arc a
competitive advantage because its access rates are the lowest in the country and could serve as a
competitive deterrent compared 1o rales in other parts of the country.’ Intrastate access revenues
are up 6.1% for the first half of this year as compared to the first six months of 1995. This is true
despite the Commission opening the transport market to competition in 1995 and the existence of
several viable facilities-based carricrs in this high capacity market. On the interstate side,
revenues are also up increasing 5.6% over last year. Despite competition, Pacific has seea its
access minutes and its access revenues increase.

? Pacific Telesis Press Release Pacific Telesis Reports Record Setting Increases IN
New Customer Lines in Second Quarter, July 18, 1996.

> Phil Quigley Letter to Shareowners, February 23, 1996

! bid _ : ,

% UBS Securities Analysis and Buy Recommendation of Pacific Telesis, July 9, 1996
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Accelerated demand for data services continued in the second quarter, as
intensificd marketing efforts drew more customers to Pacific Bell's FasTrak
service family, including Integrated Services Digital Network (ISDN), Frame
Relay, Switched Multi-megadit Digital Service and Asynchronous Transfer
Mode. New lines placed in service for ISDN, ideal for high-speed
telecommuting and Intemet access, grew 129.4 percent year over year.
Demand for high-capacity DS1 and DS3 lines is skyrocketing. DS1 lines
grew three times as fast, and D33 lines grew twice as fast, as the growth of
both facilities at this time last year.”*

Pacific’s market in these high value services is booming. These are the type of high volume,
high value services that should face the first impact from the Commission competitive policies.

Targeted proniotions to consumers increased sales of custom calling services beyond the 7.5
million mark, an increase of 23.4 percent. Call Return, for example, which Pacific Bell
intcaduced on a “pay-per-use” basis in April, is producing more than $$ million of revenue per
month. Voice mailboxes in service reached 1.6 million as of the end of the second quarter 1996,
generating year over year growth of 24.0 percent. In July, Pacific Bell also launched its Caller ID
service, which has experienced tremendous success in other regions and which Pacific anticipates
to be a $50 million market in two years. Because of the strong growth in these and other service
Pacific faced an increase in Other Service Revenues of 6.4%. ]

Revenues for Pacific increased for the first half of 1996 by $242 million over the same period
last year. Revenues for the first half of 1996 exceed 51% of the revenues the company received
in 1994 prior to IRD and IntraLATA toll competition. Given the rate of growth in so many areas
of the services offered by Pacific Bell, it is very likely that Pacific Bell revenues will be stronger
than prior to the introduction of competition. :

k]

After reviewing this publicly available information, I can find no reason to conclude that
Pacific's financial integrity is at risk because of our local competition rules, nor can I find that
given these earnings and revenue figures that Pacific’s opporlunity to earn has been impaired. In
my view, the financial condition of Pacific is healthy and growing.

The constitution of the United States, as amended by the bill of rights protects against the
confiscation of propecty by government has come to mean that regulators must not regulate in a
fashion that denies an individual or a corporation a fair return on capital dedicated to public
service and subject to regulation. [ have taken a solemn oath to up-hold this constitutional

¢ Pacific Telesis July 18, 1996 Press Release
! Ibid ;
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protection. This commission has an obligation to regulate in a manner that preveats such a
takipg of public propedty. 1believe we have. The rules we have adopted for local competition
and the rules governing our régulation of the incumbent local exchange carrier provide the utility
with a fair opportunity to eam. If [ believed otherwise, I would be obligated to revise those rules
s0 as to allow for such an opportunity.

If Pacific or GTEC felt that the Commission’s decisions regarding depreciation had deprived
it of an opportunily to earn a fair return, Pacific should have filed for a rehearing of those
decisions which established the depreciation schedules currepily in place. However, Pacific did
not file such an appeal. Hence, they should not be allowed to argue that that past decision
resulted in a taking. In fact, this Commission clearly stated its inteation to open all markets o
competition by Janvary 1; 1997 in Novembei and December of 1993. Since that tinié, the LECs
have had two opportunities to file represcription applications. The Commission has acted on
both of those, granting the requests of the utilities. Yet, the incumbent LEC’s have not sought to
appeal these decisions. )

The Commission explicitly outlined the parameters under which conditions Pacific and
GTEC could apply to increase their rates. GTEC and Pacific would b allowed in increase their
rates if their earnings fell below a ¢edain benchmark for two consecutive years. This franiework
was not found to be unreasonable or unfair.

On the issue of which earnings should be counted in determining the “total picture” of the
change wrought by the recent changes in the tegulation of the telecommunications industry, the
decision of the majority concludes that we look exclusively 1o those lines of business subject to
Commission rate- selting. This approach excludes revenues from those services which have been
moved to category 11l under NRF, as well as those which were not part of the historical scope of
the regulated businéss. | am concerned that included within this excluded category are the
revenues that the LEC anticipates earning as a long-distance c:‘irrie'r. If this is the case, the
majority would have us ignore the prize which Pacific sought as the animating goal of the very
changes it confronts. In reaching this ¢onclusion, the nmajorily relies upon Calfarm Insurance
Co. v. Deukmejian, 43 Cal3d 805(1989). Reliance on this decision is misplaced. In Calfarm,
the insurance companies subject to proposition 103 sought to exclude from the affects, test lines
of insurance which they had historically offeced, but which fell outside the terms of the approved
initiative. The majority decision s¢eks to exclude from the consideration of whether our evolving
regulatory scheme allow's the utility a fair opportunity to earn benefits which accrued to Pacific
as a result of the change. Parties that present us with a claim for compensation for the pain
caused by local competition but also ask us to ignore the gain that was explicitly part of the
“deal” seek to draw a veil of fiction over the face of fact. Such an approach is anti-factual and

ignores the symmetrical guid pro quo of the opening ALL markets to conmpelition which was and
is the commission’s policy. '
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Balancing the Interests of All

I feed that is my obligation, and the obligation of this commission to review the claims made
by the incumbents with the greatest of care. Just as we are obligated to allow these carriers an
opportunity to carn a fair rate of return, we are also obligated to protect the public interest and to
insure that the rates for telecommunications sérvices offered by these LECs and others remain
“just and reasonable™.

There is only one way that Pacific Bell can tecover costs associated with “franchise impaets™
and that is by raising the cost of telecommunications services in California. Either Pacific Bell is
allowed to raise its own rates, or the Commission will allow recovery via a All End-User
Surcharge (AEUS). Either way, the cost of telecommunications services in California will
increase. Allowing Pacific to recover so called impaired investments will have the same impact
on the state’s economy as a tax and an increased hurdle for new entrants into the market.,

Such recovery will raise the cost of telecommunications in California. This will negatively
.impact those California businésses that are in telecommaunications intensive businesses, including
the rapidly growing but nascent multi-media and Infernet services businesses, the most promising
sectors of our économy. Not only will higher telecommunications prices negatively impact the
information age industries upoa which Caltifornia’s future rests, inflated prices adversely impacts
this sector disproportionately relative to other industry sectors.

Moreover, the increased price of telecommunications that would result by granting the LEC
request for franchise impacts would have the result of lowering the disposable income of
California. This will have a secondary effect of lowering the demand for other goods and
services in California and reducing the profitability of California companies.

Thete can be no doubt that the higher rates that result from compensation will resultin fewer
jobs and will hinder economic growth and investment in California. The only debate is by how
much. We do not know the magaitude of the impact granting compensation for local

competition will be. However, we do know, with cedainty that it will dampen economic growth,
and job creation. :

The decision of the majority creates a great deal of uncertainty in the marketplace. This level
of uncertainty will serve as a barrier to entry in California. Potential enteants need to know, with
somne certainty the regulatory structure in the marketplace. The decision of the majority leaves
the question of franchise impacts hanging over the marketplace for a period of time that feeds
investment uncedtainty.

If compensation is granted, the competitiveness of the markel may be compromised, if other
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catrants are forced to bear the cost of recovery. For example, if compensation is granted and the
funds are raised via a end-user surcharge, rather than recovery through the rates of the LEC, new
entrants will face this cost. Hence this cost would be a bamier to entry.

For this plethora of reasons, I believe that the Commission must carefully weigh the claims of
the incumbent LEC's claiming compensation for our regulatory program. We, as a Commission,
have an obligation to balance the interest of the public with that of the carriers we regulate. We,
as a Commission, have an obligation to promulgate rules for local competition that are fair 1o all
compelitors, not just the incumbents. We, as a Commission, have an obligation to ensure we sét
rates at levels that are just and reasonable yet provide an opportunily to earn a fair return. Unlike
the majority, 1 believe that we have done so. lam convinced that our current regulatory structure
provides the incumbent monopolies the opportunity 10 earn a fair return on their invéstmeat as
required by the Constitution of the United States. If I believed otherwise, 1 would not have voted
for our rules governing the opening of local markets to competition.

In conclusion, the scope of this proceeding was limited to “the issue of whether the rules that
permit local exchange competition alter our regulatory program so that it no longer affords
pacific and GTEC an opportunity t0 earn a fair return on invested capital.” (D.95-07-054, slip
©op., pp 33.) In addition, the objective of the case was not to determine the extent of any takings.
rather simply to determine if our regulatory program affords Pacific and GTEC and opportunity

to carn a fair rate of réturn.

The majority reaches the ¢onclusion that “We cannot find at this time that our local
compelition rules have changed our regulatory structure so drastically as to have violated our
obligation to ensure an opportunily to earn a fair return on investment and a fair opportunity to
recovers invested capital for either GTEC or Pacific." {Conclusion of Law 71.) Ialso reach that
conclusion. However, 1 differ from my colleagues who voted in the majority, allowing the
incumbent monopolies another chance to reassert their claims, claims that may produce results
that may chill the growth of competition in the telecommunications sector and its allied sectors
throughout the California economy.

Dated September 20, 1996 in San Francisco, California.

_Isf Jessie J. Knight, Jr.
Jessie J. Knight, Jr.
Commissioner
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Commissioner Josiah L. Neeper Dissenting

I dissent primarily because the record is insufficient to warrant the
conclusions reached in the majority decision. As submitted to us with facts
that are material and in dispute, this decision does not persuade me to support
a dismissal of the petition.

The dismissal of the petition under the circumstances of disputed
issues is tantamount to a sunimary dismissal. The standard to grant or
deny a petition to modify is articulated in the Commission’s Ruiles of
Practice and Procedure 47(h). Rule 47(h) states that “In response to a
petition for modification, the Commission may modify the decision as
requested, modify the affected portion of the decision in some other way

consistent with the requested modification, set the matter for further

'hearings or briefing, summarily deny the petition on the ground that the

Commission is not persuaded to modify the decision, or take other

appropriate action.” (underline supplied)

We must consider whether we can dispose of the Petition now and
in summary fashion. To dispose of the petition in this manner, we must
consider the facts presented to us and determine that we are not persuaded

to modify the decision, and hence deny the petition.'

' Re Pacific Gas and Electric Compan ¥, 45 CPUC 2d 178, 180 (1992) (D.92-07-078). In that decision, the

Commission found that summary judgment is a means of disposing of an action without trial where there

are no disputed issues of material fact. (Id.)
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This Petition has been met with a mumber of opposing responses. .

These responses intentionally -pul in dispute the important, material facts
proposed by the Petitioners and the conclusions drawn by Petitioners from
the underlying data. Are the disputed facts material? The Petitioners and
Respondents both argue for this materiality. Obviously, the Respondents
do not stipulate that the facts asserted by Petitioners are correct, so as to
permit us to make a final decision providing some relief for Petitioners. If
the facts are as the Respondents assert, there is far less basis for any
decision granting relief to Petitioners. We must then first conclude that the
disputed facts are material to a decision in the n\attgr. Secondly, we must
conclude that disputes among the parties c’oncerning" material facts prevent
a disposition of the Petition at this time either in favor of or agéinst it based
on a summary judgment type action. -

An alternative consideration of summary disposition is appropriate.
Can we conclude that Petitioners are entitled to no relief whatsoever, even
if all the facts are accepted as the Petitioners assert them, including all the
inferences and conclusions to be fairly drawn based on those facts? My
conclusion is that it is not clear that Petitioners would be entitled to all the
relief they seek. It is not clear they would be entitled to no relief, either.
They may well be entitled to some relief subject to their proving their
allegations that the Commission’s estimate of factors that affected their
revenues differ radically from what the Petitioners have actually now
experienced. The lack of clarity comes from the fact that the complex facts
asserted by Petitioners are incomplete for appropriate resolution in light of

the broad discretion we have in acting on a Petition to Modify. The factual
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® record in this respect needs supplementing, and factual disputes require

resolution.

In denying the Petition, the majority deciston relies on several
assertions that are used as bases for denial of the Petition. Each of these issues
are disputed by the parties. First, what did the Commission intend by a
“revenue neutral” rate design in Decision 94-09-065 (the IRD Decision)? Are
applicants asking for a revenue adjustment mechanism they previously
opposed? Also interjected in this Petition is whether the Conimission’s
decision to GTEC'’s request for rehearing in 1992 settled at least GTEC’s part of
the Petition. I will briefly express my views on each of these issues.

- Revenue neutrality

The majority decision’s analysis of “revenue -neutrality" disregards
the unanswered question that whether the Commission, in estéblishing a
revenue neutral rate rebalancing, would ignore an egregious difference
between forecast and the reality later experienced in any of the elements of
its rate desigri. Clearly, the Commiission did not guarantee revenue
neutrality for each rate element in the IRD rate rebalancing. The
Commission sought revenue neutrality in the overall camulative effect of
all changes; no single rate element was guaranteed the forecasted revenue.
However, this does not mean that the Commission should not review its
actions whether a single rate design by itself may warrant an examination
of the Commission’s rate rébalanc‘ing effort to determine whether it
committed an egregious error compared to reality later experienced.

In the Petition before us, applicants assert that the Commission had

committed an error of such magnitude in the estimates adopted for toll and
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switched access services compared to reality later experienced that an update .

should be made to make them whole. Respondents urge us to deny the
Petition alleging, among other things, that “revenue neutrality” must
consider other revenue changes; although, they point to scant examples
and provide us with no concrete facts. A few examples will suffice to show
the inadequacy of the record.

First, opponents of the Petition allege that other factors exist that
could have affected applicants toll volumes and revenues and subsequently
led to shortfalls in revenues. Several factors vie for candidacy in this
respect, including the state of the econoriny and loss due to competition.
However, none of these were substantiated so as to be of any probative
value,

Second, while there may be reason to believe that in at least some
areas the deviation of actual revenues from IRD-forecasted revenues will

 have been to Pacific’s and GTEC’s benefit, potentially offsetting revenue
shortfalls in toll and switched access, Respondents do not provide us with
persuasive evidence. For example, as ORA states, the estimate used in the
IRD for access lines for Pacific and GTEC was based on 1989 and 1990 data.
ORA claims actual numbers may be higher. However, despite the interest
théir assertion raises, the lack of concrete data on its quantifiable effect
makes the claim of little if any value in deciding the merits of the Petition.
Opponents of the Petition provide us only with hints of the factors to which
we should attribute the alleged shortfall in revenue. These are at best

inconclusive claims to potentially causing the claimed shortfall, but they
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lack the necessary probative value to allow us to arrive at reliable

® conclusions. In the end, we are left with more questions than answers.

- IRD Decision’s rejection of a “true-up” Mechanism

The majority decision mentions the Commission’s rejection of what the
decision calls a “true-up.” This apparently refers to a balancing account that
certain parties proposed in the IRD proceeding to protect ratepayers against
the risk of a windfall to Pacific and GTEC. The Commission rejected this
proposal, stating it did not‘ad’opt the LECs’ proposed elasticity estimates
stating “we have thus reduced the risk that is cited as the justification for the
balancing accounts....” This, in effect, implies that the elasticity estimates
adopted by the Commission were so sufficient that they obviated the need for
protecting ratepayers by a balancing account. The flip-side of this decision is
that the LECs might have been exposed to a greater leve! of risk due to factors
that assured ratepayer protection.

- GTEC's Relearing Request

The Commission’s decision on GTEC's rehearing petition is mentioned
as if GTEC is having two bites of the apple. The alleged facts are actually
different. In dismissing GTEC'’s request in D.96-02—023, the Commission
focused its attention on the validity of the process we applied in selecting the
elasticity factor adopted in the IRD decision. I continue to believe, as the
rehearing decision stated, that the Commission’s determination of the
estimates were valid given the information available to us at the time.
However, our analysis in the rehearing decision did not address the issues
related to “revenue neutrality” goals and the effect of the alleged revenue

shortfall on overall net income for GTEC. In this regard, we note that aside
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from the validity of the clasticity estimate selection process, there remains an .
issue of whether the process, however correct, produced egregious margins of
error compared to later experienced reality that may have substantially

reduced revenues for the LECs as they claim.

An open and still unansiwered question is whether Petitioners’ request
for modification of the decision is to protect themselves from competitive loss
in toll calling and switched access, as respondents claim, or whether there may
have been an unforeseen circumstance that created shortfall i revenues and if
proven the Commission could have acted to correct. The proposed decision
does not test the validity of any of the questions and assertions underlying the

Petition; neither does it give the parties the necessary opportunity to present

evidence to substantiate their claims or does it conclusively resolve the @

disputed issues. It is in the light of these disputed issues the majority decision
deniés the Petition.

A denial of the Petition on the grounds propounded by the opponents
of the Petition and as articulated in this decision ignores the possibility that the
Commission may only have anticipated the poSsibility of a substantially lesser
shortfall in estimated revenues compared to reality later exPerienEed. The
elasticity factors adopted by the IRD decision may indeed be what could be
best established based on the record presented at the time. But correct

_ prc‘:cessesr can produce incorrect results. Or, in this case, the margin of error
expected by the IRD decision could turn out to be beyond what the

Commission expected in its forecasts.
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On the other hand, it is also equally possible that further hearing on the
® Petition could have shown that Petitioners’ claim is insupportable and hence
could have led to the denial of the Petition. However, to the extent parties
allege that the Commission had committed an error in their claims and the

record does not establish that their allegations are unfounded, they must be

iven a day in court to show their case; the burden of proof is obviously on
8 )

applicants. By denying the Petition in a summary fashion, the Commiission is

in a sense denying applicants opportunity to be fully heard.
For all fhé above reas‘oné, Iwill dissent.

/s/ Josiah L. Neeper
Josiah L. Neeper
Commissioner

San Francisco, California
February 19, 1997
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Commissioner Josiah L. Neeper Dissenting

I dissent primarity because the record is insufficient to warrant the
conclusions reached in the majority decision. As subnitted to us with facts
that are material and in dispute, this decision does not persuade me to support
a dismissal of the Petition.

The dismissal of the Petition under the circumstances of disputed
issues is tantamount to a summary dismissal. The standard to grant or
deny a petition to modify is articulated in the Commission’s Rules of

- Practice and Procedure 47(h). Rule 47(h) states that “In response to a
petition for modification, the Commission may modify the decision as
requested, modify the affected portion of the decision in some other way
consistent with the requested modification, set the matter for further

hearings or briefing, summarily deny the petition o1 the ground that the

Commission is not persuaded to modify the decision, or take other
appropriate action.” (underline suppliced)

We must consider whether we can dispose of the Petition now and
in summary fashion. To dispose of the Petition in this manner, we must

consider the facts presented to us and determine that we are not persuaded

to modify the decision, and hence deny the Petition.'

' Re Pacific Gas and Flectri¢ Company, 45 CPUC 24 178, 180 (1992) (D.92-07-073). In that decision, the
Commission found that summary judgment is a means of disposing of an action withoul trial shere there

are nodisputed issues of material fact. (Id.)
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This Petition has been met with a number of opposing responses.
These responses intentionally put in dispute the important, material facts
proposed by the Petitioners and the conclusions drawn by Petitioners from
the underlying data. Are the disputed facts material? The Petitioners and
Respondents both argue for this materiality. Obviously, the Respondents

do not stipulate that the facts asserted by Petitioners are correct, so as to

permit us to make a final decision providing some relief for Petitioners. If

the facts are as the Respondents assert, there is far less basis for any
decision granting relief to Petitioners. We must then first conclude that the
disputed facts are material to a decision in the matter. Secondly, we must
conclude that disputes among the parties concerning material facts prevent
a disposition of the Petition at this time either in favor of or against it based
on a summary judgment type action.

An alternative consideration of summary disposition is appropriate.
Can we conclude that Petitioners are entitled to no relief whatsoever, even
if all the facts are accepted as the Petitioners assert them, including alt the
inferences and conclusions to be fairly drawn based on those facts? My
conclusion is that it is not clear that Petitioners would be entitled to all the
relief they seek. It is not clear they would be entitled to no relief, either.
They may well be entitled to some relief subject to their proving their
allegations that the Commission’s estimate of factors that affected their
revenues differ radically from what the Petitioners have actually now
experienced. The lack of clarity comes from the fact that the complex facts
asserted by Petitioners are incomplete for appropriate resolution in light of

the broad discretion we have in acting on a Petition to Modify. The factual
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record in this respect needs supplementing, and factual disputes require
resolution.

In denying the petition, the majority decision relies on several
assertions that are used as bases for denial of the petition. Each of these issues
are disputed by the parties. First, what did the Commission intend by a
“revenue neutral” rate design in Decision 94-09-065 (the IRD Decision)? Are
applicants asking for a revenue adjustment mechanism they previously

opposed? Also interjected in this petition is whether the Commission’s

decision to GTEC's request for rehearing in 1992 settled at least GTEC's part of

the petition. Iwill briefly express my views on each of these issues.

- Revenue neutrality

The majority decision’s analysis of “revenue neutrality” disregards
the unanswered question that whether the Comumission, in establishing a
revenue neutral rate rebalancing, would ignore an egregious difference
between forecast and the reality later experienced in any of the clements of
its rate design. Clearly, the Commission did not guarantee revenue
neutrality for each rate element in the IRD rate rebalancing. The
Commission sought revenue neutrality in the overall cumulative effect of
all changes; no single rate element was guaranteed the forecasted revenue.
However, this does not mean that the Commission should not réview its
actions whether a single rate design by itself may warrant an examination
of the Commission’s rate rebalancing cffort to determine whether it |
committed an egregious error compared to reality later experienced.

In the Petition before us, applicants assert that the Commission had

committed an error of such magnitude in the estimates adopted for foll and
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switched access services compared to reality later experienced that an update
should be made to make them whole. Respondents urge us to deny the
Petition alleging, among other things, that “revenue neutrality” must
consider other revenue changes; although, they point to scant examples
and provide us with no concrete facts. A few examples will suffice to show
the inadequacy of the record.

First, opponents of the Petition allege that other factors exist that
could have affected applicants toll volumes and revenues and subsequently

led to shortfalls in revenues. Several factors vie for candidacy in this

respect, including the state of the economy and loss due to competition.

However, none of these were substantiated so as to be of any probative
value.

Second, while there may be reason to believe that in at least some
areas the deviation of actual revenues from IRD-forecasted revenues will
have been to Pacific’s and GTEC’s benefit, potentially offsetting revenue
shortfalls in toll and switched access, Respondents do not provide us with
persuasive evidence. For example, as ORA states, the estimate used in the
IRD for access lines for Pacific and GTEC was based on 1989 and 1990 data.
ORA claims actual numbers may be higher. However, despite the interest
their assertion raises, the lack of concrete data on its quantifiable effect
makes the claim of little if any value in deciding the merits of the Petition.
Opponents of the Petition provide us only with hints of the factors to which
we should attribute the alleged shortfall in revenue. These are at best

inconclusive claims to potentially causing the claimed shortfall, but they
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lack the necessary probative value to allow us to arrive at reliable
conclusions. In the end, we are left with more questions than answers.
- IRD Decision’s rejection of a “true-up” Mechanism

The najority decision mentions the Commission’s rejection of what the

decision calls a “true-up.” This apparently refers to a balancing account that

certain parties proposed in the IRD proceeding to protect ratepayers against
the risk of a windfall to Pacific and GTEC. The Commission rejected this
proposal, stating it did not adopt the LECs’ proposed elasticity estimates
stating “we have thus reduced the risk that is cited as the justification for the
balancing accounts....” This, in effect, implies that the elasticity estimates
adopted by the Commission were so sufficient that they obviated the need for
protecting ratepayers by a balancing account. The flip-side of this decision is
that the LECs might have been exposed to a greater level of risk due to factors
that assured ratepayer protection.

- GTEC’s Rehearing Reqitest

The Commission’s decision on GTEC’s rehearing petition is mentioned
as if GTEC is having two bites of the apple. The alleged facts are actually
different. In dismissing GTEC’s request in D.96-02-023, the Commission |
focused its attention on the validity of the process we applied in selecting the
clasticity factor adopted in the IRD decision. I continue to believe, as the
rehearing decision stated, that the Commission’s determination of the
estimates were valid given the information available to us at the time.
However, our analysis in the rehearing decision did not address the issues
related to “revenue neutrality” goals and the effect of the alleged revenue

shortfall on overall net income for GTEC: In this regard, we note that aside
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from the validity of the elasticity estimate selection process, there remains an
issue of whether the process, however correct, produced egregious margins of
error compared to later experienced reality that may have substantially

reduced revenues for the LECs as they claim.

An open and still unanswered question is whether Petitioners’ request
for modification of the decision is to protect themselves from competitive loss
in toll calling and switched access, as respondents claim, or whether there may
have been an unforeseen circumstance that created shortfall in révenues and if
proven the Commission could have acted to correct. The proposed decision
does not test the validity of any of the questions and assertions underlying the
petition; neither does it give the parties the necessary opportunity to present
evidence to substantiate their claims or does it conclusively resolve the
disputed issues. Itis in the light of these disputed issues the majority decision

denies the petition.

A denial of the petition on the grounds propounded by the opponents

of the petition and as articulated in this decision ignores the possibility that the
Commission may only have anticipated the possibility of a substantially lesser
shortfall in estimated revenues compared to reality later experienced. The
elasticity factors adopted by the IRD decision may indeed be what could be
best established based on the record presented at the time. But correct
processes can produce incorrect results. Or, in this case, the margin of error
expected by the IRD decision could turn out to be beyond what the

Commission expected in its forecasts.
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On the other hand, it is also equally possible that further hearing on the
petition could have shown that petitioners’ claim is insupportable and hence
could have led to the denial of the petition. However, to the extent parties
allege that the Commission had committed an error in their claims and the
record does not establish that their allegations are unfounded, they must be
given a day in court to show their case; the burden of proof is obviously on
applicants. By denying the petition in a summary fashion, the Commission is

in a sense denying applicants opportunity to be fully heard.

For all the above reasons, I will dissent.

‘ ® Hbsiah L. Neeper

Commissioner

San Francisco, California
February 19, 1997
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COMMISSIONER JESSIE J. KNIGHT, JR., CONCURRING:

| concur in this decision which denies thé request by Pacific Bell (Pacific) and
GTE California (GTEC) to modify D. 94-09-065, the Implementation Raté Design (IRD)
Decision. , ‘

In their petitions, Pacific and GTEC allege that our IRD decision adopted a
forecasted éstimate for increased toll and switched accéss usage that has proven to bé
far less than actual market results. The petitioneérs request an increase in prices to
recover millions in alleged lost revénué. This decision denles Pacific and GTEC’s
request for numerous reasons which | fully endorse.

First, if the Commission were to grant the petitioners' request, this could allow a
rate increase on the most inelastic services not currently subject to competition. As the
Oftice of Ratepayer Advocaltes has noted, it is improper to use a petition to modify as
the vehicle for a rate increase. Rather, if Pacific and GTEC wish to pursue a
prdspeclive increase on rates, they should do so by means of an application pursuant
to Commission rules, with the attendant notice requirements. This would allow
balanced examination of the parties’ alleged losses.

Second, the Commission has alréady réjected allegations of procedural error
and lack of evidence in adopting toll elasticity estimates. In D.96-02-023, we denied
GTEC's application for rehearing of IRD and we explicitly discussed how the record
supported the elasticily estimates we adopted.

Third and most significantly, | do not suppont reopening the IRD case to examine
potential error in an elasticity estimate because when the Commission adopted the

A.87-11-033 et al. February 19, 1997
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estimate and corresponding formula in IRD, we knew a priori thal the forecast was
bound to deviate from aclual results. The {RD decision specifically rejected any future
*trus-up" of the revenues resulting from IRD because the Commission explicitly teared
thal a true-up would blunt competitive incentives. The Commission strongly staled that
it should not protect incumbeéent monopolies with future true-ups if they failed to
adequately compete in the new market structure. In fach, the petitioners argued against
a true-up in their testimony on thé original case. They now attempt to recralt their point
of view when the results work against their présént circumslances.

The Commission's IRD decision did not promise or guarantee revenue neutrality,
but gave the ¢companies the opportunily to increasé revenues and improve éearnings.
IRD was a carefully crafted policy package, nol an assurance of explicit outcomes on
individual rate elements. As companies in our New Regulatory Framework (N RF).'bolh
Pacific and GTEC have pricing flexibility, the ability to enter contracts, and the
advantage of canrying all default traffic. Ina petition to modify IRD, Pacific and GTEC
bear the burden of demonstrating that their tespective overall rate designs have failed
to achieve revenué neutrality. Itis not an inconséquential observation that neither
company has even alleged that the IRD package has failed. In my judgment, the
petitioners havé been unpersuasive in their quest to deviate from these prior decisions.

Furthermore, it would be improper in hindsight to éstablish criteria for a
*reasonable” deviation from earlier estimates when the Commission rejected this notion
earlier. If the Commission were 0 reopen its IRD proceeding as the pelitioners
suggest to delermine whether revenues weré beyond a “foreseeable® margin of error,
an endless cycle of hindsight analysis of decisions which all panticipants had relied
upon as final would be unnecessarily created. Nothing extraordinary or unforeseeablé

has occuired that warrants a réopening. This is not in the public interest and certainly
provides an unnecessary protection for the incumbent local exchange cariiers and

would serve to raise the level of rsk for new entranls. The Commission's new

regulatory framework has established a process whereby Pacific and GTEC may seek
a rate increase if their rate of retum falls below an established trigger level. This is the
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proper means to handle ltheir current request.

Fourth, | am nol convinced that it would ever bo possible to distinguish the
source of the revenue losses Pacific and GTEC claim. Alléged losses can be allributed
to a variety of factors, Including a negative variance in forecasting error in the I1RD
formula, general economic conditiens, and the inability of theé companies 10 preserve
the same universe of customers in a newly compelitive environment. In fact, in order to
determine the merits of their claim, the Commission would have to examine the entire
post-IRD intral ATA toll markel, including all carriers providing intral ATA ol -- not just
the resuits of Pacific and GTEC. This would be a monumental underiaking. Absent
this level of scrutiny, the Commission could never know with certainty that other toli
carriers had not merely outslripped thé performance of Pacific and GTEC.

In contrast, if the Commission reopened the IRD case for the narrow purpose of
examining toll elasticity, this would completely ignore the other areas where these
companies may have surpassed our eardier estimates. For example, Pacific has
recently reported revenues of $639 million in intrastate toll revenues for the first six
months of 1996 (a 3.9% increase over the first six months of 1995). In tha second
quarter of 1996, Pacific's intraLATA toll revenues increased by 7.7% over the same
period in 1995. These aumbeérs appear to indicate that growth in toll markels is
outstripping any losses to compétition that Pacific has faced, even with a 6% loss of
market share. Indeed; recent published reports highlight how incréasing demand for
services such as Internet access and caller ID have boosted incumbent local exchange
company profits. Pacific Telesis in particular has benefited from this surge in demand
for internet service, with year-end nel income up 22% percenl over 1995. Itis certainly
possible that this increased demand alleviates some of the alleged shorifall Pacific and
GTEC ¢laim in their petition.

Finally, | note that my concurrence on this decision is consistent with my recent
dissent on the Franchise Impact case ,D. 96-09-089 (see attached). White | slill
maintain my original position regarding franchisé impacts, | note that the majority of this

Commission voled in that decislon to allow a further look at the claims of monetary
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impacts to the monopoly franchise. Therefore, | would concede thal procedurally, the
request denled herein Is more appropriately considered in that venue. Itis far more
rational to employ a holistic apprbach to the issue of monelary Impacts and avold
fragmenting any anéged impacts into a forést of smatler proceedings

| have carefully considered the companies' requests. In the interest of
preserving the integrity of the IRD decision, and our process in arnvmg atit, | re]ecl
reopening the case in the manner suggested.” Therefore, | concur in the decision of my
colleagues. ' : -

Dated February 19, 1997 in San Francisco, Califomia.
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