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FINAL OPINION

By this application, AT&T Communications of California, Inc. (AT&T) requests a
change in its regulatory designation from “dominant” to “non-dominant” carrier of

interexchange services.

l Background .
Following the antitrust consent decree breaking up the American Telephone & -

Telegraph‘Co., the Commission in Decision (D.) 84-06-113 adopted a two-tiered
framework for regulation of interexchange service con'{pahiés. We designated AT&T,
which at the time had roughly 95 percent of the intrastate interLATA market, a
“dominant” interexchange carrier (IEC). As such, we made it subject to traditional rate
base/return regulation. In contrast, we designated AT&T’s competitors “nondominant”
interexchange carriers (NDIECS), with less stringent regulatory controls? The

dominant/non-dominant framework rests on the concept that dominant carriers have

the market power either to “extract monopoly profits or to price predatorily, while

[non-dominant carriers have] the power to do neither.” (15 CPUC 2d 423, 467 (1984).)
Even then, however, we recognized the emergence of competition in the interexchange
market, and noted that “[a]fter equal access allows competitors to provide equi\faient
service, we will entertain AT&T’s application for more flexible regulation.” (Id. at 473.)

Over the years, we have relaxed the regulatory requlremcnts on AT&T, such as
by graating it pricing flexibility and removing requirements that AT&T use local
exchange company (LEC) billing services. However, the Commission has continued to
impose more regulatory controls over AT&T than its competitors. Rulemaking

(R.) 92-08-008 proposed more stringent regulation on AT&T than its competitors with

*As NDIECs, AT&T's competitors had the “freedom to set and change their rates as their self-
interests indicate, subject only to such conditions as are necessary to protect their customers
from exploitation.” (15 CPUC 2d 423, 473 (1984)) The current regulatory framework for
NDIECs is set out in D.90-08-032, D.91-10-041, D91- 12-013 and D.92-06-034.
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regard to affiliated transactions. R.93-04-003 proposed more stringent open access and
network architecture development rules on AT&T than its compelitors.

On May 18, 1994, AT&T filed this application requesting that the Commission
designate it a NDIEC and inipose upon it the same regulatory requirements as all othet
NDIECs. It asks that the Commission retain the “Observation Approach” and the
Monitoring Plan established by D.88-12-091, modified by D.93-02-010, which the
Commission adopted as part of a program permitting AT&T pricing flexibility, AT&T
asserts that it o longer has market power as defined by the Commission in D.87-07-017
* and which would require it to be subject to more regulatory oversight than its
competitors.

ll. - Procedural History

On April 10, 1996, in an interim opinion,’ the Commission rejected AT&T’s and
the ORA's joint motion to adopt the settlement" filed in this proceeding on
September 27, 1995. We denied the scttlement because it raised several troubling issues
of policy and law. Moreover, the proposal did not resolve the issues raised by the

application, but deferred their consideration to a later date. -

Folldwing a May 1996 prehearing conference which set out the contested issues,

this matter went to evidentiary hearings on September 11-12, 1996. AT&T, ORA and
The Utility Rate Network (TURN) participated in the hearings. AT&T presented

* D.96-04-058.

! The settlenmient would have required AT&T to:1) remain designated as the dominant
interexchange carrier in the California interexchange market for a period of time; 2) continue to
provide reports not required of NDIECs, and provide new reports as well as new information
to its customers; 3) institute a price protection plan for Universal Lifeline Telephone Service
subscribers; and 4) submit testimony in two years so that the Commission could reach a final
decision ¢oncerning AT&T’s non-dominance. In return, the settlement provided that AT&T
would rot be subject to rate of return regulation, that the company would suspend monthly
reporting of rate of return data and report such data annually, and that AT&T would be
permitted, as aré all NDIECs, to bundle lariffed services with non-tariffed products.
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witnesses and testimony. The parties submitted opening bricfs on October 18, 1996, and
reply briefs on November 1, 1996}

On October 21, 1996, TURN filed a motion to require AT&T to flow through the
full benefits of the Implementation Rate Design (IRD) access cost reductions to
consumers; to rescind its recent increases to directory assistance and service charges;

and to disclose service charges on customer bills. AT&T responded on November 5,

1996. We find that there are no legal grounds for granting the relief requested on the

basis of a motion. Moreover, we decline to grant TURN's alternate request that we hold

further evidentiary hearings on the basis of statements that focus only on one 1EC.
Motion denied.
. Positions of the Partles

A, AT&T

AT&T seeks to be regulated, in all respects, as are NDlﬁCs. Specifically,
AT&T requests that the Commission affirm that AT&T is no longer subjéct to rate of
return regulation, that its contihuing reporting requirements will be the same as all
other NDIECs in California, that hereafter it may bill its custonmiers without unique
restrictions, and that AT&T will receive the same treatment as all other NDIECs in
future Commission procecdings.

AT&T maintains that the “unrefuted and ovenwhelming” evidence that it -
presenfed demonstrates that the California interexchange market is effectively
competitive, and that AT&T does not possess market power. The company asserts that
an assessment of AT&T’s position within the present California interexchange
marketplace, utilizing the eight criteria of the Observation Approach,’ shows the

appropriateness of the requested regulatory adjustment.

* ORA requested corrections to the transcript on November 1, 1996. None of the parties objected
to the corrections; therefore, they are accepted.

* The eight criteria of the Observation Approach are:1) determination of the relevant market; 2)
market share, with an evaluation of trends, rather than static measurements; 3) AT&T and

Footnote continued on next page
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AT&T presented evidence that its market share has declined from almost
80% in 1987, to approximately 55% in 1996 (Exhibit (Ex.) 2,7 attachment 1),
notwithstanding more than $1 billion in price reductions (Ex. 2, attachment 27). It
compared California Intrastate Annual Growth in minutes of use and revealed that
AT&T’s competitors have grown at three times the rate of AT&T since 1987 (Ex. 2,
attachment 2). Competitors have entered the California market at an average rate of
approximatel)? 40 per year (Ex. 2, attachment 7a), and thirteen of the NDIECs are
affiliates of local exchange carriers (Ex. 9, attachrent 7b). AT&T’s competitors had no
significant facilities in 1984, but in 1996 they controlled "78.53% of the activated circuit
miles serving the California interLATA market.” (Ex. 1 at 8.)' In addition, the company’s
~ competitors control over 80% of the points-of-presence in Califomia,rinclud.ing rural

areas of the state. (Ex. 1 at 10, Appendix 11.)

Dr. Johin W. Mayo's testimony® présented the company’s economic
framework and analysis of the data in terms of lhe eight-prong Observation Approach.
Dr. Mayo testified that the fact that close to 500 interexchange companies today provide
service in California suggests that entry into the interexchange niarket is very easy.
Specifically, economic barriérs to entry and exit are low. In addition, despite declining
 prices of incumbent firms, Dr. Mayo slated that these new entrants’ unceasing rapid
growth rates indicate that barriers to expansion are also very low. He further ‘

- maintained that these factors strongly show that the type of bottleneck conditions

* which characterize other segments of the telecommunications industry do not restrain

NDIEC (originally referred to as other common carriers) earnings; 4) NDIEC facilities
ownership, based on actual facilities; 5) ease of market entry and exil; 6) NDIEC size and
growth potential; 7) equal access and other technical factors; and 8) service options and
customer satisfaction.

? Direct Testinony of John Sumpter.

* Direct Testimony of Del R. Guynes.

YEx. 12,
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cither entry or expansion in the state’s interexchange market.” As a whole, Dr. Mayo
asserted, the data significs a very high elasticity of supply which “imposes significant
competitive discipline on the...IECs."" Morcover, he suggested that the
Telecommunications Act of 1996, with its prescription for LEC interexchange entry both
within and outside of the areas in which they currently operate, will undoubtedly

increase the pool of potential entrants into the California long-distance markets.

Dr. Mayo stated that an examination of market share characteristics does
not support the contention that AT&T holds “significant market power.” Of the total
activated capacity necessary to sefve the intrastate toll market in California, AT&T has
approximately 21.5 percent, LDDS-Worldcom has 18.5 percent, MCI has 13.9 percent,

Sprint has approximately 9.6 percent, and the remaining 18 facilitics-based resellers

together possess 36.7 percent of existing capacity.” He declared that AT&T’s market
share of total activated transmission capacity s well below the level generally thought
tobe necés’_sa'ry to confer significant market power.” (Id.) Further, the current figure is
down from the 39.5 percent share that AT&T held in 1990.°

Dr. Mayo contended that the California marketplace’s demand
characteristics reinforces the conclusion that there is effective competition. Rapid
growth in the use of long-distance service has promoted competition by reducing the
risk to new entrants. (Ex. 12 at6.) Dr. Mayo testified that in terms of market demand
growth, interstate switched access minutes have grown nationally an average 9.4
percent annually since 1984. This market growth is evident in the numbers of California
interexchange entrants in recent years. Mayo declared that while the California market

has grown by over eight percent per year since 1987, an overwhelming portion of that

¥Id. at 28.
Y 1d. at 5.
" This is exclusive of LEC capacity. Id. at 31.

" Ex. 1 at 8, Appendix 9; Ex. 12 at5.
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growth has gone to AT&T’s competitors. (Ex. 12 at 37.) With regard to the distribution
of demand factor, Dr. Mayo noted that the demand for telecommunication services in
California are highly skewed. Consequently, the concentration of use by a small
percentage of customers makes all carriers more vulnerable to competitive attacks by
rival firms. He cited the Commission’s Advisory and Compliance Division’s" 1992
Monitoring Report as ¢onsistent with this assessment.

Finally, Mayo reported that California telephone customers have shown
“a remarkable and unabated willingness to switch /long-distance carriers.” (Id.) Millions

“of Californians switched carriers in 1995. AT&T argues that the success of the NDIECs is

evidence of customer satisfaction. If the new services and custom-tailored pricing plans -

did not satisfy custoners, they would not purchase the services of the NDIECs.
However, the statistics demonstrate NDIEC suécess: they have won half the California
market, quadrupled AT&T's facilities base, and have had a gr‘owth rate three times that
of AT&T. (AT&T Opening Brief at 17.) -

B. ORA

ORA states that the Comimission’s definition of a dominant telephone

corporation describes it as a firm that “has the market power cither to extract monopoly
profits or to price predatorily, while the non-dominant ltelephone COq)OratiOh]_has the
power to do neither.”” The Commission has not found, it submits, that AT&T 1o longer
has market power, (ORA Opening Brief at 3.) ORA asserts that the evidence presented
in this proceeding demonstrates that while AT&T’s dominance of the California
interexchange market continues to decrease, the company retains the ability to extract
unreasonably high profits on its intrastate services from California ratepayers.
Accordingly, ORA contends, even if the Commission finds that AT&T is non-dominant,

it is appropriate to continue to treat AT&T differently than NDIECs.

" Currently known as the Talecommunications Division.

® D.84-06-113, 15 CPUC 2d 467.
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ORA recommends that, at a minimum, the Conimission impose certain
“reasonable conditions” on AT&T for any recategorization of the company as non-
dominant. These conditions are not ones that we gcnerally impose on NDIECs. ORA

suggests that we require AT&T to:

e Report its rate of return information annually;

e Report annually its changes in prices for the previous calendar year,
for residential and business MTS, statéd separately, by time of day and
by interLATA versus intraLATA servmes,

Report annua]ly its average price per mmule for resxdenhal and
business MTS for the prevlous calendar year and average price per
minute for all switched services for the previous calendar year, stated
separately, by time of day and by interLATA versus intraLATA

services. The report shall provide the average price per minute
information for each month during the report year;

Provide annually to each of its residential subscribers information
regarding the AT&T services, including discount plans, which are
available to the subscriber and include the pucmg, terms and
conditions of the services; and“

Continue to be sub]ect to the notice requiréments of D.94-05-021, as
affirmed by D.96-07-060, prior to taking back its own billing services.

ORA further proposes that the Commission view AT&T as an affiliate of a

competitive local carrier for purposes of the relief granted by D.96-09-098 pursant to
Public Utilitiés Code Section 495.7. And, it re¢commends that we review AT&T’s

monitoring and reporting requirements, apart from those already cited, in order to
determine "if those...or some different reporting requirements are necessary in order to
continue to monitor the intrastate interLATA market.” (ORA OPeIning Brief at 5)

ORA subniits that these conditions, imposed for three full calendar years,
are essential to gauge the effects of the nondominant status of AT&T on the marketplace

and to ensure that customers are aware of AT&T’s available service offerings. ORA

* ORA requests that AT&T provlde this information in the seven languagos that it agreed to for
CLC notification and billing in R.95-04-043/Investigation 95-04-044, and the company should
submit the notice to Commission staff for teview and approval prior to its release. :
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propases that the conditions would automatically expire unless a party files a petition
for modification to extend some or all of the stipulations beyond the three years.

ORA also maintains that the evidence presented in this matter
demonstrates that competition is not ﬂoi\'ilmg through cost reductions. The Commission
ordered access charge reductions in D.94-09-065. ORA argues that AT&T has not fully
flowed through its access charge reductions, and the Commission should not grant the
c’éﬁibﬁny non-doninant status until AT&T does so. ORA cites AT&T’s intrastate
earnings for the years 1991, 1992, 1993, 1994 and 1995 as 24.91 petcent, 18.41 percent,
16.66 percent, 4335 percent and 78.70 pérc'erit,'_réspecti\'ely. (ORA Opening Brief at 7;
Ex. 2, attachment 6.) It notes that AT&T’s interstate eamnings, under the FCC’s price cap
regime, for 1990, 1991, 1992, 1993 and 1994 are 13.73 percent, 13.41 percent, 12.77
petcent, 13.49 percent and i3.26 peh:ent, feépectix'ely. (id., Ex. 10.) In li ght of the
distinction between intrastate and ihtéfstate earnings, ORA urges us to continue |
monitoring the intrastate interLATA market and AT&T’s rate of return, even if we
grant non-dominant status. |

ORA further contends that, ac’c’ording to AT&T's own testintony, future
price decreases will reSLill from the introduction of technology and not from any
increases in the level of c’oﬁ‘upé_tition." Thus, ORA insists, there is no reason to believe
that Californians will see lower rates in the interLATA marketplace with the'ér{try of
LECs iato the market. In fact, monitoring should continue, ORA states, because there is
a distinct possibility that AT&T's rates will increase if the Commission designates
AT&T non-dominant.

ORA notes that, during consideration of AT&T’s request at the FCC for

non-dominant status,” the company “volunteecred to institute two optional calting plans

¥ 1. citing testimony of John Sumpter, Reporter’s Transcript (RT) 52:6-15.

¥ Granted in FCC 95-427 (Ociéber 12,1995).




A96-05-042 ALJ/JAR/wav

to mitigate any impact of increases in AT&T Coip.’s basic residential rates.” (ORA
Opening Brief at 8.) ORA maintains that once the Commission designates AT&T as non-
dominant, the company will be able to increase prices and give no recourse to the most
vulnerable users—low income residential customers. It urges us to find a way to’
implerent the Price Protection Plaxju proposed in the settlement agreement.

Finally, ORA argues' that the refatively small number of AT&T customers”
enrolled in its discount plans indicate that AT&T has madequately marketed the p]ans
- and poorly noticed its customers. ORA contends that “discount plans are the only
access to lower than tariffed rates, even though they apply only to callmg patterms in
excess of $10 pet month ” (ORA Opemng Brief at 10 ) “

C. TURN | |

TURN asserts that the evidence shows that the market has failed to kééf)’
A’l_‘&T‘s ratés and éamings at reasonable levels. Thus, TURN 'ci*()r\te'mﬁiisf the market is
not sufficiently competitive. It argues that regulatory Oi'érsig_ﬁt' of AT&Ts pricing is still
necessary, and the Commission should deny the company’s request for non-dominant
status. S ‘

First, TURN maintains, AT&T’s own data show that the company failed to
live up to its representation that the market would compel i}ie‘pass-ihrOUgh of \
industry-wide access cost reductions. The company’s ability to retain access savmgs
illustrates the need for continued regulation until the Commissmn can be sure that
competition forces the ﬂow-through of cost savmgs to ratepayers. (TURN Opening Brief
atd))

Second, TURN submits, AT &T’s rates of return have * "skyrocketed since
AT&T was given pricing flexibility.” (Id.) at 2. AT&T’s intrastate rates of return for 1994
and 1995, 43.35% and 78.70% with net incore of $180.86 million and $324.32 million,

? AT&T reports that between 41 and 45 percent of its presubscnbed customers ha\e <1gnéd up
for one and/or both of its domestic or international discount éallmg plans. (Ex. 2, ‘
attachment 28, 2 RT 130:09-21.)
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respectively, are the highest levels of profit the company has ever achieved in
California. (Id. at 4-5 citing Ex. 2, attachment 6.) TURN insists that access cost savings

represent a significant amount of the company’s 1993 profits.

Third, it claims, almost two years after the IRD access charge reductions
went into effect, AT&T has either increased rates or slightly reduced rates by amounts
that fall far short 6f the access charge reductions for key services™ used by residential
and small business customers. TURN asks the Commission to order AT&T to pass-
through the full benefits of the IRD access charge reductions for each service that
benefited from these cost reductlons |

Fourth, TURN declares, AT&T’s generally !ower intralLATA rates show
that c‘ompéhtlon is failing to drive interLATA rates to levels that reasonably relate to
AT&T’s costs. TURN maintains that AT&T’s interLATA residential and commercial
MTS rates, as compared to its intraLATA rates, would be less, and AT&T's interLATA,
as compared to its intraLATA, seivice charges for credit card and operator handled
services would be lower in a more competifi\'e market. (TURN 0pcning Brief at 1:();11.)

Fifth, TURN contends that AT&T has taken advantage of the lack of
adequate information about service charges to raise those rates dramatically. TURN
urges that the Commission order AT&T to separately show service charges on its bills,
rather than rol].lhem into the total cost as they now do. TURN requests that we order
the company to rescind its most recent directory assistarice and service charge increases.
IV. Discussion

A.  Evolution of the Observation Approach

In D.87-07-017, we established two alternative approaches for reviewing
applications by AT&T for increased regulatory flexibility. The Prediction Approach
relied on economic ¢riteria to predict the effect on the interexchange market of granling

AT&T regulatory relief. However, given the existence of conflicting data and theoretical

® Messége toll service (MTS), credit card calls, and operator assisted calls.
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approaches, the Commission concluded that the status of AT&T's market power was
“not likely to be clearcut any time in the reasonably neat future.” (24 CPUC 2d 541, 550
(1987).) To avoid a “quagmire of uninterpretable information” (Id. at 550), we adopted
the Observalion Approach as an alternative route for AT&T to follow when rmuestiﬁg
regulatory changes. Under the Observation Approach, the Commission would grant
AT&T regulatory flexibilily in stages and closely monitor the effects on the market and
customer satisfaction, rather than teying to forecast outcomes.

Since then, AT&T has r’étaiﬁed the “dominant” 1EC label, but we have -
granted increasing regulatory relief in recégnition of the iﬁrOa_ds made by its
competitors. In D.88-12-091, the Commission approved limited priéAing‘ flexibility for
several AT&T services™ and relaxed the réquirements for introduc'ing neéw servides™
Along with these changes, we aﬁproved a Monitoring Plan desig.ned to measure the
impact of reduced regulation on AT&T's COnipe_tiths and enable us to restore tighter
controls if necessary.” We also imposed several restrictions on AT&T that did not apply

1o NDIECs. For example, \e required AT&T to maintain statewide average rates and

introduce all new services on a slatewide basis. (30 CPUC 2d 384, 427 (1985).)

* For MTS, WATS, 800 service, and private line service, the Cominiission established rate bands
of plus and minus 15 percent from so-called “refetence rates” established in AT&T's last formal
rate case. (30 CPUC 2d 384, 397-98 (1988).) We permitted AT&T to ntake changes within the
established rate bans on five days’ notice through advice letter fitings, and eliminated the
requirenient that AT&T notify its customers in advance whenever it exercised its rate flexibility.
(id. at 411.) ' -

2 The Commission eliminated the requirement that AT&T file a formal application before
introducing new services, and instead allowed AT&T to use the advice letter process applicable
to its competitors. (24 CPUC 2d 384, for 18.) However, we expressly retained the optionof
requiring a formal application for controversial proposals. We also rejected AT&T’s request to
reduce the notice requirement for proposals already approved by the FCC, as allowed NDIECs.

(14)

® The Monitoring Plan adopted in D.88-12-091 (Appendix C), as modified by DA.§‘3-O2—01'0,7 _
required AT&T and other IECs to regularly submit detailed information relating to the effects.
of limited flexibility on overall narket competitiveness as well as customer service and '

satisfaction. In D.94-04-042, we imposed additional reporting requiterents on AT&T as part of
the settlement agreemént in the AT&T/McCaw Cellular merger procceding.
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In D.93-02-010, by climinating rate band pricing for WATS, MTS, 800, and
private line services, we granted AT&T further rate flexibility and put it on the same -
footing as NDIECs with regard to pricing. We allowed AT&T to reduce its rates on five
days’ notice, and to increase its rates on five days’ tiotice for minor increases and 30
days’ notice for major increases. (48 C PUC 2d at 31, 57-58 (1993).) At the sante time, the
Commission retained several safegt‘na rds against the misuse of AT&T's flexibility. Along
with reaffirming the restrictions adopted in D.88-12-091, we required AT&T to maintain
all p'rices above long run incremental cost to prevent predatory pricing. (Id. at 56.)
Moreover, we kept the Monitoring Plan in'pl‘at;*e and ex‘préssly retained the right to
rescind the regulatory flexibility granted to AT&T if warranted. Still, most recently, we
permltted ATA&T to take back its billing funchons from the LECs after finding that

customers dissatisfied with AT&T’s billing practices could easily switch to another

carrier. (54 C PUC 2d 411, 419 ;(1994).') In all, we find that the step that we take today is

part of the natural progression in the Observation Approach.

B.  Evaluation of Critéria
As we stated in D.93-02-010, an evaluation of all the Observation
Approach cnterla established in D.87-07-017 is necessa ry in determining whether AT&T

is operating in an effectively competitive market.

1. Determination of the Relevant Market
AT&T argues that the relevant market for purposes ¢ of this analysis

is the “entire California interexchange market.” (AT&T Openmg Brief at 10; Ex. 12 at
14.) Dr. Mayo testified that firms currently providing any one of the toll services (e.g.
MTS) may very easily begin to provide other toll services (e.g. WATS). Thus, he
recommended, the relevant product market to look at is the set of long-distance toll
services. He stated that every service of AT&T has competitive alternatives, whether
MTS, Private Line or high volune inbound services. Given access to capacity (through
ownership or long-term lease), firms can readily provide any type of interexchange
service in California. (Ex. 12 at 14, 28) Dr. Mayb maintained that the high degree of

“substitutability of vendors actoss the geographic regions of the state” denote that the

-13-
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relevant geographic market is, at a minimum, as large as the state of Catifornia. (Id. at
14)

TURN contends that AT&T has ignored the Commiission’s interest
in the “different submarkets which make up the overall market” and focused instead on
the California interexchange market. TURN insists that its examination of the price
changes for such key residential and business services as basic MTS, operator handled
and calling card services, and directory assistance services highlights the impacts on
particular services and particular customer groups. TURN maintains that AT&T has
exploited its pricing flexibility by declining to pass through the full IRD a¢cess cost
reductions for these services and by implenienting rate increases that were substantial
and without cost justification for directory assistance and operator/credit card services.

AT&T’s presentation about the relevant market appears to be more
a matter of contending that the passage of time as well as certain advancés in
technology have eroded the distinctions betiveen “submarkets or market segments”
and the “overall intrastate interLATA market” than a question of ignoring the
Commission’s interest in an analysis of the different submarkets which make up the
overall market. There seems to be no challenge to the record evidence that every service

of AT&T has competitive alternatives. In this proceeding, contrary to the case which

evaluated the criteria over six years ago, no economic witnesses testified about the

continuing significance of comparative subinarket analysis. We find persuasive AT&T’s
contention that today, the high degree of supply-side substitutabitity, in terms of toll
services, combined with the high degree of substitutability of vendors across the
geographic regions of the state delineate a relevant market that is the California
interLATA market.

TURN's focused perspective on AT&T’s rates for MTS, operator
handled calls, credit card calls and directory assistance service is sitent with respect to
the compelitors' rates for these services. No party presented evidence in this proceeding

that revealed that AT&T’s prices were significantly higher than its competitors. At the
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same time, it is apparent from Ex. 1 and 2" that AT&T is losing market share at an
almost constant rate. Moreover, the record indicates that if AT&T attempted to raise its
prices to above market or supracompetitive levels, its competitors could absorb all of
AT&T’s customers on their own facilities and still have excess capacil)'; This does not

suggest to us that the California interLATA market is ineffectively competitive.

2. Market Share
The evidence shows that AT&T has lost significant market share

over the last ten years. In D.93-02-010, we found that AT&T was losing market share, at
various rates, in all segments of the market.® In spite of having the same tariff filing
authority as its competitors since 1993, AT&T has continued to lose market share so that
its intrastate share based on minutes of use now stands at 55%. (Ex. 2, attachment 1.) In
1990, we noted that the market share on a minutes of use basis had decreased for the
company from 70% in 1989 to appr‘oximately 67%. With fespect to transmission
capacity, AT&T’s competitors now control 80% of the active capacity in the state. (Ex. 1"
at 8, 10.)

In 1995, AT&T's interstate market share \\;as 49% of revenues, 55%
of minutes and 66% of presubscribed lines. (Ex. 2, attachment 3.) AT&T asserts that this
data reveals not only that the company is losing market share, but also that the
customers leaving AT&T tend to make more calls and subscribe to premium services.
AT&T further submits that the explanation for this is that the market is highly skewed --
asmall percentage of its customers provide the majority of its revenue—and this
characteristic facilitates competition. The record substantiates what we earlier
determined in 1993: there has been a continucusly declining trend in AT&T’s market

share.

" Pages 8 and 10 and attachments 1 and 3, respectively.

® 48 CPUC 2d 31, 45, Finding of Facts 18-25 (1993).
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3. Earnings
From the beginning of the Observation Approach, the Commission
acknowledged the difficulty of devising a relevant earnings ineasurément since “the
return 6}‘\‘marginal investment at current fepla('emt*nt coOst is the appropriate statistic,
while recorded returns are measured relative to total embedded costs.”™ Nevertheless,
in examining AT&T’s eaned retum on equity, we have considered “consistent patterns
in eamings over time” to “provide more rellable indications of the vnablhty of a

competm\ e marketplace

AT&T's Rate of Return
" On Intraslate Rate Base’

1991 L 491% $93.51 million
1992 1841% - $108.42 million
1993 ' 16.66% $89.28 million
1994 - 4335% $160.86 million
1995 78.70% $324.32 million

Year Net Income

Ex. 2, attachmeﬂtG -

TURN asks the Comniission to look at AT&T’s earnings from 1991
to 1995 and weigh two contentions. First, rates of retum as hrgh as 43% and 79%
_indicate that the market has not succeeded in keeping the Company S rev enues in
reamnable relation to its costs. And, AT&'le ‘enormous prof:ts have been realized at a
time when the market has allegedly been moving toward being fully competitive.”
(TURN Opening Brief at 5.) TURN notes that AT&T offers no analysis or explanation of
the “trend” represented by its 1994 and 1995 rates of retumn.

It is not clear what kinds of assumptions we can reasonably make

about trends in the level of interexchange carrier earnings, the designations of

% 54 CPUC 2d 541, 559 (1987).

P Id,
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dominance and nondominance, and market power from an examination of AT&T's rate
of return in this proceeding. In crafting this benchmark of the Observation Approach,

we hoped to get at yet another measure of AT&T’s dominance by surveying its

carnings’ level in relation to that of the NDIECs, and gauging the proﬁtabilily of the

carriers’ funclioning»in an arena with AT&T. In fact, we stated that we expected parties
“to develop this measure further, pe‘\rlicularly in the monitoring of the effects of any
flexibility which may be granted.””

Notwithstanding, no competitors actively participated in the
evidentiary hearing portion of this case. The only rate of return data in this record is
that of AT&T. Compatatively, we can draw no conclusions. As we noted above, no
parly in this proceeding proved that AT&T’s prices were signi ficantly higher than its
competitors, and the evidence shows that there is an almost constant rate of market
share loss. However, the very sig’niﬁcéﬁt increase in the rate of return on intrastate rate
base is of concenn to us. We cannot draw on two years of éxperience with high rates of
return, 1994 and 1995, to determine that AT&T remains dominant, particularly since
every other factor we consider points to the opposite conclusion. Still, we believeitis
necessary that we continue to monitor the trend in intrastate rates of return, at least
until such tifre as Pacific Bell or one of its affiliates in the SBC family enters the
interLATA market in California. At that time, we are reasonably certain that whatever
factors have contributed to the inflated rate-of-return figures will be less relevant given
the entry of another powerful competitor in that market.

In its comments to the alternate pages to this order, AT&T
expresses concerns about its rate-of-return report becoming available to its competitors
and being used to AT&T’s competitive disadvantage. This is not the purpose of our
requiring the report. Hence, we will permit AT&T to file its annual rate-of-return report

under seal with the Telecommunications Division. Parties wishing to see the report will

314,
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have to sign a non-disclosure agreement. We will also order the Telecommunications
Division to monitor the contents of the report and provide the Commission with
recommendations as to what course of action the Commission should take if it believes
that AT&T’s future rates of return remain out of line with a competitive environment.

TURN strongly criticizes the weight that it believes that the

proposed decision accords to AT&T's 1994 and 1995 rates of return onvintrastate rate
base. While TURN has exhorted us to simply focus on AT&T’s recent rates of return
and argued that the escalating figures are a clear indicia of market failure, the history of

earned return on equity analysis under the Observation Approach and the record of
this case manifest no such clarity.

Ten years ago, we acknowledged after comments that a meaningful
nieasurement of earnings as an assessment of market power would be difficult if not
impossible”. Here, particularly, where each of the other criteria indicate a substantial
diminution of market power, the significance of the carnings measurement is crucial. To
be “meaningful” the c-amingﬁ neasurement, at a niinimum, should: include an accurate
calculation of AT&T’s return on marginal investment; provide, notwithstanding
AT&T’s unique situation, a comparative analysis of othet firms of similar risks; and
contain an evaluation of the diverse jurisdictional rules of investment and expense
allocation. .

Instead, the analysis of AT&T’s earnings in this record rests on a
scrutiny of the 1994 and 1995 numbers alone. In the past, a critical element of weighing
AT&T’s earnings, as a criteria, was how it reconciled with the other criteria of the
Observation Approach. In this proceeding, the only criteria that does not indicate
diminished market power appears to be the least reliable yardstick. We ate not ignoring
this indicator, but we have found no support for making a determination of market

power given the abbreviated measure of time and the absence of any other indicators.
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ORA and TURN urge the Commission to order AT&T to fully flow
through the IRD access charge reductions. Ex. 2, attachment 27 indicates that AT&T's
prices were approximately $200 million lower in 1995 than only a flow through of
access charge reductions would represent. AT&T witness Sumpter testified that:
“...AT&T’s prices were reduced. In most years, they were reduced more than access
costs went down. They went down more than we were required by the Commiission to
reduce them. And they were reduced because the competitive marketplace from the
year 1988 until the present established our rates.”” We declined to order a mandatory
flow through of access charge reductions in D.94-09-065, because we prefer tolet
competition efficiently direct competitors’ cost savings. This record does not suggest to
us that the market has fai'led._

In its comments on the proposed decision, TURN contends that the
Commission appears unconcemed by not ordering a flow through to consumers of
AT&T’s access cost savings on a dollar for dollar basis. To the contrary, TURN simply
has not convinced us that access cost reductions have not flowed through to consumers.
Rather, we believe that the market has flowed through these cost reductions in a
economically efficient manner. Moreover, TURN's argument ignores the possibility that
other costs, including the increased capital costs required for infrastructure investment,
might have offset access cost reductions. ‘

To the extent that rate reductions did not flow through evenly to
each and every rate, it may not be as a'fesult of a lack of competition but rather the
realignment of previously regulated rates to more sustainable levels. The rates in place
before the access charge reductions resulting from the New Regulatory Framework and
IRD were not the result of a totally competitive market, but rather were the product of
decades of regulation temipered by only a few years of lessened regulation. Hence, it

would follow that some rates would be closer to market prices than other and that cost

*2 RT 172:2-7.
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reductions would flow more to some services than to others. TURN appears to advocate
a retum to cost-of-service tegulation. This Commission continues to rely upon market
forces where competition exists, such as in the interLATA telecommunications market,
to ensure economically efficient rates. Again, we are not convinced that a market failure
exists warranting government intervention to assure that access cost reductions flow
through to consumers. _ ‘
In the same vein, TURN has highlighted the issues of billing and

- charges on cerlain residential and small bu_Siness services, and ORA has raised concers

about the adequacy of AT&T’s custonier notification of discount plans. There is no

evidence before us that supports a finding of “unreasonable” for either AT&T’s billing
of service charges for certain types of calls or its rates for specific services. In addition, if
AT&T has poorly marketed its discount plans in the face of declining market share, it is
not clear why the Commission should address the matter.

4.  NDIEG Facilities Ownership

In D.87-07-017, the Commission noted “that vigorous competition
in the long run probably depends upon other carriers owning their own facilities. If
competitors have limited capacity, their ability to take market share away from AT&T-
C in the event of overpricing by AT&T-C will be similarly lintited.”” _

The evidence shows that both for transmission facilities and points-
of-presence (POPs), AT&T's share of the telecommunications infrastructure has gone
from close to 100% in 1984 to appr’oximately 20% in 1996. (Ex. 1 at 8-10.) As stated
above, AT&T has submitted that its compelitors could absorb all of its customers on
their own facilities, and still have excess capacity. The company further presented
uncontested testimony that all other necessary resources™ are either readily available on

the open market or are bottleneck facilities controlled by the local exchange carriers and

* 24 CPUC 24. at 560.

* Operator service capabilities, billing, and signaling.
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provided to the interexchange market on a non-discriminatory basis through access
tariffs. (Ex. 2 at 22.) In al, the record demonstrates a strong increase in the company’s
competitors’ ownership and control of beth activated and potential inter.ATA capacity
and further confirms the shrinkage of AT&T’s market power that we chronicled in
D.93-02-010.
5. Ease of Market Entry and Exit
There does not appear to be any significant barrier to entry in the

interexchange market. In 1984, we granted 14 carriers a';uthority to provide
interexchange service in California. Ovér the ensuing thirteen years, an average of
ai)pr‘oxirha(ely 40 datriers per year have entered the market. Today, there are close to
500 NDIECs operating in the state. Ex. 2° revealed that about 20 of California’s
certificated carriers are facililiés'liased., énd the rest are resellers or specialized carriers
supplying billi11g 'fu‘ncti'o'ﬁs or o;Se’ratbr services. Thirteen of the NDIECs are affiliates of
LEGs, including at leaSl one facilities-based ND]EC -

| No fewer than 20 carriers have entered the California market in any
year. In 1993, more than 50 carriers entered. The record™ shows that carriers are able to
exit the market by selling their assets or merging with other firms. NDIECs can target
specific niches to improve the efficienéy and effectiveness of their marketing efforts.
(Ex. 2, attachment 17.) Moreover, NDIECs that enter the industry as r‘eSelle;é have the
flexibility of acquiring wholesale faciliiy capacity from carriers with excéss capacity or
investing in their own facilities. The record illustrated several NDIECs who entered the
market first as resellers and evolved into fac’ilities—based carriers. (Id.) These several

options demonstrate a reduced risk of entry for NDIECs.

*¥ Attachment 7b.

» * Ex. 2, attachments 7a, 3.
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6. Individual Carrlers' Size and Growth Potential
AT&T witness Mayo testified® that the Califoraia interexchange

market has grown by over 8 percent annually in the last ten years. He declared that the
entry of close to 500 inlcremhangé entrants in roughly the same time period speaks to
the market’s entrepreneurial pull. It appears that a number of factors suggest at least a
constant, if not increasing, size and Vgr‘owth potential among the carriers: 1) customers'’
ability and willingness to switch long-distance carriers, 2) highly skewed market
demand, 3) the supply-side substitutability of facilities, 4) the ability of capital to enter
and leave the market, and 5) the general availability of the underlying technology.
7.  Equal Access and Other Teéhnical Factors

Today, the equal access conversion process has reached 99.98% of
nmore than twenty million access lines. Only 4400 access lines remain unconverted. -
(Ex. 2, attachment 10.) In 1987, few é'xchanges enjoyed the services of more than ten
1ECs. In 1994, the majority of exchanges had over 30 IECs providing service to |
customers through the medium of equal access. (Id. at attachments 14, 19.) Moreover,
the demonstrated willingness of California consumers to switch carriers supports the

contention that NDIECs and customers have used the conversion to their advantage. As

in D.93-02-010, we continue to regard this progress as a significant factor in effective

intrastate interLATA competition.

8. Customer Satisfaction _

In terms of AT&T and its competitors, the evidence indicates that
customiers view service quality® as high, consider prices to be lower than in the past,
and feel that they have more options and choices to fit their communications needs than
ever before. Carriers have introduced new services at an ever increasing rate since 1984.

These services have addressed the interests of small and large residential and business

* Ex. 12 at 37-38.

* From AT&T and its major competitors: Ex. 2, attachment 24.
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customers. In addition, the record shows that competition has fostered the entry of
NDIECs that cater to particular ethnic markets, personal interest groups, political
groups and industries. All indications are that customers are responding positively to
the new services and custom-tailored pricing plans, and the NDIECs are increasing in

numbers and market share.

V.  Conclusion

The evidence presented in this proceeding supports AT&T’s contention that it no
longer wields "éignificant market power” in any of its market segments in California.
Without the significant market po“'er"tha't' it once held, it follows that AT&T is no
longer in a position to “extract monopoly profits or to price predatorily.”” Moreover,
the designation of dominant/non-dominant no longer precisely d istinguishes AT&T
from its competitors. We shall no longer term AT&T a dominant carrier. Consequently,
we find that it is appropriate to grant AT&T complete rate flexibility. Asa res‘ul.t, we
shall no longer subject AT&T to rate of return regulation. We do not expect this |
regillator)' change to be harniful to ratepayers. Hereafter, AT&T may bill its customers
without unique restrictions. In all future proceedings, there shall be no distinction in the
treatment of AT&T and all other JECs.® |

Finally, the record does not support the recomniendation that we continue to .
require AT&T to submit all the existing additional reports that it has filed or that we
impose new reporting requirements. However, we will continue to require AT&T to
report annually its rate of return on intrastate rate base until such time as Pacifi¢ Bell or
an affiliate has been in the California interLATA market for a full feporting period. In
all other aspects, AT&T’s continuing reporting requirements shall be the same as all

other IECs in California.” Therefore, we shall continue to monitor the interLATA

¥ 15 CPUC 2d 423, 467 (1984).

¥ See Appendix A.

© ”See Appendix A.
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market by reviewing the results of data required of all IECs, as well as the rate-of-return

report from AT&T. Thus, we see no need to continue the Monitoring Plan.

Vi. Comments on the Proposed Decislon
Pursuant to PU Code § 311 and our Rules of Practice and Procedure, the

Proposed Decision of the assigned Administrative Law Judge was published on June 16,
1997. Parties then had an opportunity to file comments and replies.” After considering
the comments and reply, we largely affirm the Proposed Decision, except for the
changes made herein driven in great part by the input from TURN and ORA”"
Vil. Comments on the Propbsed Altemate Pages

Pursuant to PU Code § 311 and Rule 77.6 of our Rules of Pracltce and Procedure,
the Alternate Pages of Presuient Conlon and Commlssu)ner Dugque were mailed on
July 17,1997, to the partles in this case. Partles had an opportunity to fite ¢comments and
reply comments.” Unless othenwise specified in the order, we carefully considered the

parties’ input but declined to make chainges.-

Findings of Fact
1. On May 18, 1994, AT&T filed this appllcatlon requestmg that the Commlssmn

designate ita NDIEC and i impose upon it the same regulatory requirements as all other
NDIECs. . o |

2. On April 10, 1996, in an interim opinion, the Commiission rejected the
September 27, 1995 settlement filed in this proceeding. |

3. This matter went to e\'identiaiy hearings on September 11-12, 1996.

4. While AT&T has retained the “dominant” IEC label since 1987, we have granted

increasing regulatory relief in recognition of the inroads made by its competitors.

¥ We received comments from ORA and TURN. AT&T filed reply comments.

" We have corrected typog'aphlcal errors.

© We received comments from ORA, TURN, and AT&T, and reply commenls from TURN
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5. In 1987, we approved a Monitoring Plan designed to measure the impact of
reduced regulation on AT&T’s competitors and enable the Commission to restore
tighter ¢ontrols if necessary.

6. Today’s step is part of the natural progression in the Obsen'étidn‘:\pproach.

7. An evaluation of all the Observation Approach ¢riteria pronbunéed in
D.87-07-017 is necessary in determining whether AT&T is operating in an eff&tively
competlitive market. _

8. There seems to be no challenge to the record evidence that every service of
AT&T has competitive alternatives. . |

9. We find persuasive AT&T’s contention that today, the high degree of supply-
side substitutability, in terms of toll services, combined with the hlgh degrée of
substitutability of vendors across the geégraphic regions of the state delineate a

relevant market that is the California interLATA market.

10. No party presented evidernce in this ﬁroc‘eeding that revealed that AT&T’s prices

were significantly higher than its competitors.

11. The evidence does not suggest that the California interLATA marketis
incffocti\'el)' competitive. '

12. In spite of having the same tariff filing authority as its co'mpetitdrs since 1993,
AT&T has continued to lose market share so that its intrastate share based on minutes
of use now stands at 55%.

13. The record substantiates what the Commission earlier determined in 1993: there
has been a continuously declining trend in AT&T’s market share.

14. AT&T’s rates of return on ratebase for the years 1991 and 1995 are significantly
higher than in previous years.

15. There is no evidence on the record to indicate that AT&T’s high rates of retum
for 1994 and 1995 are due to that company being a dominant carrier.

16. The eventual entry by Pacific Bell or one of its affiliates will provide the

interLATA market in California with another powerful competitor to AT&T.
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17. The Commission declined to order a mandatory flow through of access charge
reductions in D.94-09-065, because it prefers to let competition efﬁuently direct
competitors’ cost savings. :

18. This record does not suggest that the market has failed.

19. Both for transmission fac‘ilifigs‘ and POPs, AT&'T’S share of the
telecomniunications infrastructure has gone from close to 100% in 1984 to
approximately 20% in 1996. ’ | 7

20. There has been a’str()'ng increase in AT&T's competitors’ ownership and control
of both activated and potential interLATA capacity which further confirms the -
shrinkage of AT&T’s market power. _ y

21. There does not appear to be any significant barrier to entry in the mterexchange

market. : ‘ _
22. A number of factors suggest at least a constant, if not increasing size and growth

potential among the individual IEC.

23. Today, the equal access conversion process has reached 99 .98% of more than
twenty million access lines. _

24. The demonstrated willingness of California consumers to switch carriers
supports the contention that NDIECs and customers have used the equal access
corivcrsioh to their advantage. .

25. In all, customers view setvice quality as high, consider prices to be lower than in
the past, and feel that they have more options and choices to fit their communications
needs than ever before.

26. Customers are responding positively to the new services and custom- tallored
pricing plans, and the NDIECs are increasing in numbers and market share. _

27. AT&T no longer wields “significant market power” in any of its market
segments in Califomia.

28. The designation of dOmmant/ non-dominant no longer precisely dlstmgmshes ,

AT&T from its competitors.
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29. The record does not support continuing to require AT&T to submit all existing
additional reports that it has filed or that the Comnjissiori impose new reporting
requirements.

30. The record supports requiring AT&T to continue to file its annual report on rate
of return on intrastate rate base until Pacific Bell or one of its affiliates has been
operating in the California interLATA market for a full annual reporting period.

31. With lhe exception of the requirement maintained in the previous finding,
AT&T's contmumg reporting requirements will be the same as all other IECs in

California.

Conclusions of Law
1. Under the Observation Approach, the Commission would grant AT&T

“regulatory flexibility in stages and closely monitor the effects on the market and

customer satisfaction, rather than trying to forecast outcomes.

2. Ttis reasonable that the relevant market is the California interLATA market.
3. It is reasonable that the AT&T’s declining market share as revealed by minutes of '

use and amount of capacity should indicate effective intrastate interLATA competition.

4. It is reasonable that the Commission cannot reach assumptions about trends in
the level of interexchange carrier earnings, the designations of dominance and non-
dominance, and market power front an examination of only AT&T’s rates of return.

5. The shrinkage in AT&T’s market power in conjunction with the strong increase
in its competitors’ ownership and control of both activated and potential interLATA
capacnty indicates vigorous competition.

6. The case of interexchange market entry and exit demonctraled in this record
reveals effective competition.

7. Individual carriers’ size and growth potential should increase or at least remain
constant.

8. Equal access is virtually completed in California.

9. It is reasonable that the Commission should conclude that in generai customer

satisfaction with the California interexchange market is high.




A.96-05-042 COM/PGC/UMD/jmj/tjs

10. AT&T should no longer be termed a dominant carrier.

11. AT&T should be granted corhplete rate flexibility.

12. The Commission should no longer subject AT&T to rate of return regulation.

13. AT&T should bill its customers without unique restrictions. 7

14. AT&T’s continuing feporting requirements should be the same as all other IECs
in California, except that AT&T should te requlred to report annually its rate of retum
on intrastate rate base until Pacific Bell or one of its affiliates has been operating in the
* Califortiia interLATA market for a full annual réporting period.
15. AT&T’s competitors should not have ready access to the annual rate-of-return

report. Parties wishing to sée the report should be required to sign a non-disclosure

agreement.
16. There should be no dlstmchon in the treatment of AT&T and all other IECs in

future proceedings. ‘ 7
17. Public interest requires that the following order become effective immediately:.

FINAL ORDER
IT IS ORDERED that: ,

1. AT&T Communications of California (AT&T) shall no longer be designated a
dominant carrier.

2. AT&T shall be granted complete rate flexibility.

3. AT&T shall nno longer be subject to rate of return regulation within Calnmela

4. AT&T shall bill its customers without unique restrictions.

5. With the exception of the reporting requirement des‘cribed in Ordering
Paragraph 6, AT&T’s continuing reporting requirements shall be the same as all other
intérexchange carriers (lECs) in California, as indicated in Appendix A.

6. AT&T will continue to file on an annual basis its fepOrt on rate of return on
intrastate rate base. ‘This reqmrement will automatically sunset when Pacific Bell or one
of its afhhates has operated in the California interLATA marLet forafull annual
reporting pcnod. The report shall be filed under seal with the Telecommunications
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Division. Parties will be required to sign a non-disclosure agreement if they wish to sce
the report.

7. At least annually, the Telecommunications Division will provide the
Commission with a summary of AT&T’s rate-of-return report, along with any
recommendations the Division might have if AT&T’s returns stay at levels not
commensurate with a competitive market

8. There shall be no distinction between AT&T and all ot‘her lECs in future
proceedings before the Commission, as indicated in Appendix A.

9. The Monitoring Plan is heréby discor{tinued.

10 The Utility Reform Network’s October 21, 1996 motion is denied.
11. Since all issues ralsed in this proceedmg have now been resolved, this
proceedmg is closed.

~ This order is effechve today.

Dated August 1, 1997 at San Francnsco, Cahfomla

P. GREGORY CONLON
. - President
JESSIE J. KNIGHT, JR.
HENRY M. DUQUE
RICHARD A.BILAS
Commiissioners

I will file a partial dissent.

/s/ JESSIE J. KNIGHT, JR.
Commissioner

I dissent.

/s/ JOSIAH L.NEEPER
Commissioner

I will file a written concurrence.

'/s/ RICHARD A.BILAS
Commissioner
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Appendix A
Existing NDIEC Regulatory Requircments

1. NDIEC rates are minimally regulated. (D.90-02-019; D.90-08-032.)

2. The Commission retains the authorit); to inspect NDIECs’ books and to
request certain data. _

3. NDIECs’ competitors’ advice letter protests of new service offerings must
address the authority under which the new service is provided and/or any
discrimination as to customers of the new service in order to be valid. (D.90-08-032)

4. NDIECs are exempted by D.85-11-044 from the requirements of Public
Utilities Code sections §16-830, 851.

5. NDIECs are required to retain business and billing records, four years and
one year, respectively. (D.90-08-032)

6. Major price increases b)"NDlECs may be noticed by first-class mail. (D.90-
08-032, D.91-12-013)

‘ 7. NDIECs are exempted from the following requirements: a. filing of
standard contract forms in tariffs; b. one rule description per page; ¢. filing sample
business forms; and d. filing of estimated revenue impacts of tariff revisions.

8. The Executive Director is empowered by D.86-08-057 “to grant non-
controversial applications by NDIECs for authority to transfer assets and control,”
outside of PUC sections 851-854, so long as no protests are filed or the parties withdraw
protest.

9. NDIECs file limited annual reports and submit data only on Commission

request.
10. NDIECs are exempted from Sections 11-B through 1I-G of the Reporting
Requirements for Utility-Affiliate Transactions. (D.93-02-019, App. A, Sec.1-C)
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COMMISSIONER JESSIE J KNIGHT JR. DISSENTING IN PART:

This decision is another step in the long process to reduce the Commission’s
regulation governing the long-distance market and AT&T in particular, The decision
here is a major leap forward and I support the decision, but I strongly disagree with the
_ majonly with réspect to the requirement that AT&T continue to provide annual reports of

its intrastate return on ratebase. What some have characterized as a small requm,ment 1
am of the view, is a weighty and pernicious impediment.

The evidence is clear, AT&T has lost signiﬁcant market share over the last ten
years. Despite increasing regulatory flexibility over time, AT&T"s market share, by any
measure continues to decline. AT&T’s market share is 49% of revenues, 55% of minutés
of use (down from 70% in 1989) and 66% of presubscnbed lines.

AT&T’s share of capacity has declined from nearly 100% in 1984 to just 21.5%
today. While AT&T has the largest share of activated capacity, several of its compelitors
have comiparable levels of capacity as well. LDDS-Worldcom has 18.5%, MCI has
13.9%, and Sprint has 9.6 percent. With the remaining 18 facilities-based carriers
holding 36.7% of the capacity.

There does not appear to be any significant barrier to entry in the interexchange
market. In 1994 California had 14 long-distance carriers. Today, there are over 500 non-
dominant interexchange carriers (NDIEC) operaling in the slate, with 22 of thesc entities
doing business as facilities-based carriers.

When this Commission adopted the dominant/non-dominant regulatory framework
for the long distance market, it said “after equal access allows compelitors to provide
equivalent service, we will entertain AT&T’s application for more flexible regulation”.
Today, 99.98% of the 20 million-plus access lines have the ability to choose their long-
distance company. Each year a smaller and smaller proportion of customers are choosing
AT&T to be their long distance provider.

I fully . support the reclassification of AT&T as a non-dominat carrier and firmly
believe that AT&T should be regulated the same as its compelitors in the long-distance
market. I fully support the conclusion that AT&T is no longer dominant in the
markelplace and no longer wields significant markel power. However, this decision does
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not eliminate all of the AT&T reporting requnremenls but retains the antiquated
requirement that AT&T report its carnings. Itis this regulatory hold on the past that docs .
not receive my support.

I would prefer a decision that would sweep away the last vestiges of traditional ‘
regulation of AT&T. Not only is the evidence compelling that thé long-distance market is
competitive and that AT&T lacks significant market power, but also no other carrier in
the California long distance telecommunication market is required (o report its earnings.

The only possible usage of these reports is for the Commission to use them in the future
as a means of régulaling the profit of AT&T. If the Comniission is truly moving away
from traditional rate-or-return regulation, there is no need for this information nor should
the Commission tempt its inappr’opriate use.” Like the Administrative Law Judge in this
case, I believe that earnings reports are of very little use for government to analyze the
marketplace and thelr probative value is indeed minimal.

The calculation of return on intrastate ratebase has lost its currency and relevance,
~ as today's advanced network completes intrastate calls using assets that are not even

located in California. The structure of today’s telecommunication networks are
inc¢reasingly non-hierarchical and calls are routed on a dynamic basis without regard to -
the jurisdictional nature of the call. The result is that traditional jurisdictional separations
of costs no longer match well with revenues, thus the intrastate return on ratebase
calculation is rendered meaningless. Furthermore, return on capital, itself a measure tied
to traditional cost-of service régulation, has less and less unique ré¢levance in the
telecommunications industry; an industry that is becoming less capital intensive. Itis
indisputable that the major cost drivers in the business are not capital costs but rather
operating expenses. Finally, we have consistently ruled that return should only be used in
conjunction with other measurements of market conditions. Howevet, it is ironic to note
that in this decision, now this return information will no longer have other market
information té be reviewed alongside the lone earnings report.

I regret that California chooses not to join the Federal Communicalions
Commission and 47 other states that have ended the rate of return reporting requirements
on AT&T. For this reason I dissent in part with respect to the requirement that AT&T
provide annual earnings reports to this Commission. 1do, however, fully support the
majority’s choice to commiit a venial sin rather than a mortal sin in electing to sunset this
requirement when an affiliate of Pacific Bell enters the long distance market.

The remainder of the dec;s:on has my full support It is well founded on the
evidence presented by AT&T’s witaesses and the testimony elicited by cross examination
by Office of Ratepayer Advocates (ORA) and The Utility Reform Network (TURN). The
ecision considered and responded thoughtlully t6 the comments of the parties and does
an excellent job of assessing the markelplace .
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In summary, the California long-distance market has been open for serious _
competition since 1984, Over time, it has become increasingly competitive and today it is
undeniably competitive. Because of this fact, AT&T does not retain significant market
power, and our regulation should be the sanie for all ¢arriers in the markelplace.

Dated August 1, 1997 in San Francisco, California.

/s] Jessie J. Knight, Jr.
Jessie J. Knight, Jr.
Commissioner
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COMMISSIONER RICHARD A, BILAS, CONCURRING:

I support this decision which grants AT&T non-donvinant status. It is
certain that much has changed since we established AT&T in its own
category in 1984. By measures such as market share, available capacity and
the number of competitors, AT&T participates in a competitive industry.
However, one measure seems to indicate a less-than- compeml\'e market:
AT&T’s intrastate rate of return.
Critics have suggested that such a hlgh rate of return is proof that -
AT&T either operates in a non-competitive industry and/or holds market
power. | suggest other possible factors. The dénominator used to calculate
AT&T’s intrastaté rate of return results from regulatory allocations which
may no longer niake sense. Additionally, that denominator is small which
will tend to exaggerate any errors caused by improper allocations. Indeed,
even though the rate of retum figure may provide some indication of the
market and/or AT&T’s market power, it is apparent that this number is used
- in more of a qualitative manner than in a quantitative manner. In other
words, if we really believed in the accuracy of the rate of return calculation’

.we would have been concemed whenever it rose over the 20% level or any
other specific level. In contrast, we did not have enough discomfort to open
an investigation when AT&T earned 43% rate if return in 1994. We know
the intrastate rate of return calculation has flaws. Hence, AT&T’s rate of
return is used qualitatively. My belief is that quantitative numbers should
provide more than a mere qualitative understanding of the market.

With those comiments as background, I still support this decision
because there needs to be some data flow in the short term even if the
number is flawed. AT&T’s rate of return may provide an indirect measure
of what I believe is the critical question to determine competitive pricing—
is the firm pricing at or near marginal cost?

Only in a very indirect manner will AT&T’s rate of return figure
assist in making the determination of whether AT&T is pricing at or near
marginal cost. A high rate of return does not préeclude the possibility that it
is pricing at or near marginal cost. There can be many other factors,
including my previously stated questions about cost allocation. Conversely,
a low rate of returmn may not be a result of AT&T pricing at or near marginal
cost. A poorly received service or an extraordinary expense cou]d lower the
rate of retum. :
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My preference to solve this seeming dilemma would ha\ ¢ been to
require a ratio which nmore closely captures the concept of pricing at or near
marginal cost. In fact, the record shows that such a ratio was discussed. A

calculation of Average Switched Revenue per Conversation Minute
(ARPM) is onthe record.

In addition to giving useful information about the market, ARPM
would have also addressed one of TURN’s concerns in this proceeding.
TURN is concerned that AT&T did not pass-through all of its access ¢ost
reductions. If the ARPM were calculated net of access charges, it would be
quite obvious if access cost reduétidns were not being passed along to the
end user.

Additionally, i lhe ARPM were calculated separately. for different
market segments, this would provide more refined data to evaluate the
relative competitiveness of the different markets as opposed to AT&T’s
overall rate of return which is based upon all of its services.

-~ With the shOrtcommgs that are inherent with the usefulness of
AT&'T*S rate of return figure that I note above, I hope that AT&T will also
keep track of its ARPM by market segment to answer llkely questions about
its rate of return. It is also iy hope that AT&T file both its rate of return
and its ARPM by market segment in order to show the superiority of .
ARPM. -If ARPM proves its usefuliess, as I believe it will, I would then
encourage AT&T to file a ‘petition to modify this decision substituting
ARPM for rate of return.

San Francisco, California
August 1, 1997

/ss RICHARD A.BILAS
Richard A. Bilas, Commissioner




