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Decision 98-11-066 November 19, 1998

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

Order Instituting Rtilélllakinig on the _ L
Commission’s Own Motion into Competition for Rulemaking 95-04-043
Local Exchange Service. “(Filed April 26, 1995)

Order Instituting Investigationonthe =~ - Il\\;es tigatidn’95-0 1044
Commission’s Own Motlon into Competlhon for ‘ (Filed April 26, 1995)
Local Bxchange Service. _ , ' b

| | AT D A e il
OPINION iﬂl!dl!@.lﬁu\._ll!\_h.’;:

| Background o :

This deasion addresses the dlSpOSIllon of Pamflc Bell's (Pactfnc) and GTE
California Incorporated's (GTEC) requests for recovery of 1mplementatlon costs
for I_ocal compellhon which are being recorded in memorandu m accounts on an
ongoing basis. In connection with the transition to a é‘o’mpei’iﬁ?é market, the two
large incumbent local exchange carriers (lLECs) haﬂ'e incurred costs to
implement required systems and processes to enable other carriers to interface
with the ILECs’ existing facilities. In Decision (D.) 96-03-020, we deferred
consideration of the large ILECs’ requests for immediate recovery of the costs of
implementation of local Q:Ompetition, but authorized them to record such costs
incurred since January 1, 1996, in memorandum accounts subject to later
disposition and possible recovery. In conformance with that decision, the ILECs
have each filed a report summarizing the implementation costs incurred for the
calendar year 1996. We also authorized the mid-sized ILECs (Roseville

Telephone Company and Citizens Telephone Company) to establish .
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memorandum accounts on a similar basis in D.97-09-115. We shall address the
disposition of implementation costs for the miid-sized ILECs in a later decision.

On April 25, 1997, the Administrative Law Judge (AL]) issued a ruling
soliciting comments on whether the procedures instituted by the major ILECs to
track and report their implementation costs were adequate for purposes of
conducting a review of the reaéonablenesé of those costs. Comiments were filed
on May 13, 1997, and replies on May 23, 1997.

In their filed comments, the parties representing cOmpetlhve local catriers
(CLCs) as well as the Commission’s Office of Ratepayer Advocates (ORA)
claimed that the reports filed by Pacific and GTEC regarding their

implementation costs wete inadequate to meet the needs of the Commission or of

the partiés in conducting a meaningful review. The California
Telecommunuahons Coallhon (Coalition)' further argued that even if the ILECs’
cost reports were perfect, there was not enough compehhon in place at that time
to analyze any requests for cost recovery. |

Inits Oclobé_r '1,‘1997,_ cbmnienls filed in the Open Access and Network
* Architecture Development (OANAD) proceeding, GTEC raised the issue of
whether the recovery of Operations Support Systems (OSS) implementation costs
should be moved from the Local Competition proceeding to the OANAD docket
(Rulemaking (R.) 93-04-003/Investi gation 93-04-002). The Coalition’s October 8,
1997 reply comments in OANAD opposed this suggestion, noting that “the |

' The Coalition members joining in comments were AT&T Communications of
California, Inc. (AT&T); California Association of Long Distance Telephone Contpanies;
ICG Telecom Group, Inc.; MCI Telecommunications Corporation (MCI); Sprint
Communications Company L.P.; Teleport Communications Group; the California Cable
Television Association; Time Warmner AxS of California, L.P.,; and The Utility Reform
Network (TURN).
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Commission has made it clear that implementation costs should be considered in
phase 111 of the local competition docket.” (Coalition Reply Comments at 2)

In a ruling dated October 27, 1997, the assigned ALIs in !he OANAD
docket stated that for the time being, the issue of recovering implementation
costs would remain in the Local Competition docket. The AL]Js concluded that
the schedule for the OSS/Nonrecurring Charge (NRC)/Changeover phase of .
OANAD was already very compressed, and that addmg the |mplementatton cost
reCovery issue would make it 1mpossxble to set interim unbundled network i
element prices by early 1999, as intended. However, the ALJs agreed to confer
with the assigned AL] in the Local Competition docket further about whether to

k‘eep this issue in the Local Competition docket, or to consider it under the -

 OANAD umbrella, | _

On December 31 1997 an AL) rulmg was issued in this proceedmg

_ SOIlcmng further comments concerning (1) the basis upon whicti implementation
cost recovery could be justified and what sort of cost recovery mechanism may
be aﬁp’xopriate, (2) any modifications to the ILECs' accounting and reporting of -
implementation costs necessary to permit adequate discovery to proceed, (3) the
liming and coordination of any schedule for further Commission consideration of
the recovery of implémentation costs.- Conuments in response to the

December 31, 1997, ruling were filed on February 20, 1998, with replies filed on
March 6, 1998. The findings and conclusions set forth in this decision are based
upon the comments which have been filed.

There are four broad issues in dispute regarding local compehtlon
implementation costs: (1) whether any special provision for ILEC cost recovery
should be granted at all; (2) if so, what specific amount of costs should be subject .
to recovery; (3) what means should be used to accomplish the cost recovery; and

(4) under what schedule should these isstics be adjudicated, when should cost
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recovery begin, and for how long should it continue? In this decision, we
substantively address the first question, and provide procedural guidance

regarding the disposition of the remaining questions.

Il. Parties’ Positions
Pacific claims that it is entitled to an authorization from this Commission to

recover its implementation ¢osts without further delay. Pacific proposes to
include in its 1999 annual New Regulatory Framework (NRF) filing a provision
to recover its 1996, 1997, and 1998 implementation costs. Pacific propBSes to start
recovery of these costs fhrough a surcharge applied to exchange and toll services,

but not to access. Beginning in 1999, Pacific would recover one_-third of its 1996,

1997, and 1998 implementation costs. ,
As an attachment to its comments, Pacific has provided its “Cost Tracking

Manual” which prescribes internal company procedures as to how
implenientation costs are identified and accou'n'ted for through tracking codes.
Pacific states that an exhaustive independent audit of its implementation cost

- data performed by Coopers & Lybrand, an mdependent ac¢counting firm, found
that its cost report filed with the Conmisston fairly represented the amounts
tracked in the memo account. Pacific denies that any of its implementation costs
have been double-counted in the costs used to set prices in the OANAD
proceeding. Pacific claims parties in those proc¢eedings have already rewewcd
those costs, including an examination of whether there was any improper
inclusion of implementation costs, and the Commission has already adopted
Total Service Long-Run Incremental Cost and recurring Total Element Long-Run
Incremental Cost studies for Pacific. Pacific states that because only forward-
tooking ongoing costs are quantified in OANAD, while only one-time costs are
quantified as local competition implementation costs, there is no connection

between OANAD costs and one-time implementation costs.

-4-
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Pacific argues that it has adequately justified its costs, and objects to any
further delays in recovery of its implementation costs. Pacific sces no need to
wait until all processes and activities are completed before cost recovery can
begin. Pacific express-és concern that the balances in the memo accounts continue
to grow and represent an increasing liébi'lity to the ILECs the longer cost

recovery is delayed.

A summary of Pacific’s implementation costs for 1996 is set forth in-

Appendix A. For 1996, Pacific reports net expenditures of $46.6 million’ for
complying with Commission mandates to modify its processes and systemis to
ihiplement local competition.- Whilé Pacific has not totaled the amount for 1997,
Pacific estimates the amount to'be‘grea'ter than what was spent in 1996, resulting
in total accumulated costs of approxm\ately $100 million. Pacific argues that the
Commission has consxstently perm\tted incumbent utilities to recover ¢osts they
incur in furthering comp’ehtlon, and that it is unfair for the incumbent to absorb
such costs that pnmanly benefit competitors and customers as a whole,

Pacific proposes that it be permitted to recover its implementation costs
from its own end use customers through a three-year amortization of expenses
throtutgh the New Regulatory Framework (NRF) proceeding. Under its proposal,
Pacific would initiate recovery in its 1999 annual NRF filing by including an
amortization surcharge sufficient to recover one-third of its accumulated
“implementation costs for 1996 through 1998. Pacific would apply the surcharge
to exchange and toll services, but not to access. |

“Pacific does not believe evidentiary hearings are necessary as a basis for

Comumission authority to recover its implementation costs. Pacific proposes that

? The $16.6 million reflects total implemehlaiion costs of $17.4 million less $0.8 million transfer
priced to Nevada Bell.
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the Commission limit any further procecedings on this iésue, at most, to one more
round of expedited comments, with a Commission decision determining the
recovery amount by the Summer of 1998.

GTEC also believes that it is entitled to recover the costs it has incurred to
implement local competition. For the y-car ended December 31, 1996, GTEC
reported total expenses of $1 ,503,395 and capital expenditures of $349,515 for
implementation of local competition. GTEC’s 1996 implementation costs are
summarized in Appendix B. Through June 30, 1997, GTEC had incurred nearly
$4 million of Jocal competition implementation costs attributable to California.
While GTEC has not yet finished compiling the total 1997 costs, it believes that
the total recorded California irﬁ'plemelitaﬁbn costs for 1996 and 1997 could

exceed $10 million. GTEC expects to continue to incur implementation costs

throughout 1998, and likely beyond. |

Contrary to Pacific, GTEC believes that comprehensive pricing hearings
should be scheduled to address recovery of implem'entatidh costs, as well as for
customer-specific prices for Unbundled Network Elements (UNEs) and .
nonrecurring ordering and provisioning activities. GTEC has offered to make its
cost experts available to work with interested parties to explain the information
contained in the reports and respond to questions. However, without direction
from the Commission as to a specific schedule and procedure for analyzing this
information, GTEC notes that little activity has occurred. GTEC believes that the
Commiission should issue a further procedural schedule and establish some kind
of focused procedure such as workshops to permit parties to review and analyze
the costs contained in GTEC’s memorandum accounts.

GTEC believes that a certain amount of overlap may exist between the
costs identified in the memorandum account and those which were used ld

develop GTEC’s NRCs and, to a lesser extent, its monthly recurring costs (MRCs)

-6-




R.95-01-043, 1.95-04-044 ALJ/TRP/eap

which are subject to recovery through the OANAD proceeding: For example,
cerfain systemz development costs appear in both the memorandum account and
the NRC study. In GTEC’s memorandum account, these costs are reported on an
as- -incurred ba51s, while in the NRC study, these cOs(s were pro]ected ona
forward- lookmg basns through 1999 and beyond.

GTEC is preparing a reconcnllahon of the costs b,e‘l\\"e‘en' implementation
costs in the méhioréndum account, and the OANAD-related n011recurrihg and
Tecurring cosls, but the reconciliation was not yet complete when its conmments
were filed. GT EC recogmzes that such reconciliation should bea partof any .
procedure for analys;s of the costs recorded in the memorandum account In
order to make the' results of such analysns meanmgful and consnstent with other
| ongomg Commlsschn réwews of ¢osts, GTEC proposes thal final remnal:ation
and dcterminatlon of raoverab]e nnplementahon costs be scheduled only after
final decisions are 1ssued in the 0SS/ NRC cost phase of OANAD and in GTEC’s

recurring cost phase Once the NRC and MRC costs are finalized, the remammg

portion of 1mplementahon costs can be 1dent1f1ed with a greater degree of

certamty
Contrary to Paci fic, GTEC recommends the use of ewdcnhary hearings to

address the issue of implementation cost recovery, noting that all other pricing
de‘ciéiom are currently set for hearing, and there is no legitimate reason to treat
one component of cost recovery in a more abbreviated manner. GTEC
recommends that a joint pricing phase be held which addresses MRCs, NRCs,
and recovery of implementation costs. For GTEC, this would likely occur in the
GTEC UNE pricing phase of OANAD. GTEC argues that this approach will
permit coordinated Commission review which will allow for: (1) sequential
“determination of costs via the completion of the NRC and recurring cost dockets

already underway, followed by determination of the remaining implementation
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costs; and (2} concurrent determination of prices and cost recovery for all
identified costs.

GTEC proposes that the precise mechanism for cost recovery should be
addressed in pricing hearings in conjunction with setting UNE and NRC prices.
GTEC claims, hoivever, that competing carriers should bear the costs of activilies
undertaken by the ILECs to imp'lement local competition. GTEC afgues thatitis -
the competing carriers which are the “cost causers” since the implementation
activities enable competmg carriers to enter the local exehange market. GTEC
cites the Elghth Circuit Court decision in lowa Utilities Board v. FCC, 120 E.3d

753, 810 (8" Cir. 1997), in support of its claim that competing carriers, as “cost

causers,” should more properly bear the costs of implementation activities

undertaken for their benefit. |
The Coalition and ORA filed comments addressing the general question of

‘whether any implementation cost recovery should be granted, and if so, what
substantive isstes it believes nust be resolved before the amount of any cost ‘
recovery could be determined. The Coalition and ORA oppose the ILECs’ request
for any special recovery of implementation costs. The Coalition claims the ILECs’
'implementation costs are merely costs of doing business in a new competitive
environment, and are 1o different from the types of costs that their compelitors
must incur to get started in the local market. The Coalition also attached three
appendices (A-C) to its comments, cach of which was sponsored by different
members of the Coalition addressing the question of what cost recovery
mechanism would be appropriate in the event the Commission authorized
recovery ﬁot)\'illlstanding the Coalition’s objections. Appendix A was sponsored
jointly by AT&T and MCI. Appendix B was sponsored by TURN. Appendix C

was sponsored by a group of facilities-based CLCs.
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Members of the Coalition believe that it is premature at this time to adopt
any cost recovery mechanism, assuming cost recovery is warranted at all.
Nonetheless, in the event the Commission adopts a cost recovery mechanism

‘over the objections of the Coalition, its individual members offer the following
comments on what considerations should underlie such recovery.

MCI/AT&T believe that any recovery granted for implementation costs -
mustbe doneina competlitively neutral manner to comply with the Act. Section
351(c)(2) of the Act mandates that number portability costs be borne by all

telecommunications carriers in a competitively neutral manner. MCI/AT&T

argue that these principles apply equally to the recovery of implementation costs,

and that all carriers should share the COIIechve 1mplementat10n cost burden in
proportion to their respective market posmons

TURN argues that 1mplementahon cost charges should not be levied on
custoner groups which have not tan gibly benefited from local competition.
Specifically, TURN questions whether residential and small business customers
~will benefit much, if at all, from local competition. TURN further believes that
implementation costs should be bore by carriers, not by customer, arguing that
the incumbents and competing carriers ate the obvious beneficiaries of
competitive changes. In the event, however, that carriers are permitted to
recover sutch charges from the end use customers, TURN proposes that the ILECs
not be allowed to pass through a‘disproportionate share of any such charges to
any customer group to avoid the possibility that captive customers be charged

with an unfair cost burden.
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Separate comments were filed by certain facilities-based carriers (FBCY’

- regarding cost recovery principles. The FBC emphasizes their concern that the
selection of a cost recovery mechanism is premature because the total amount of
recoverable costs is still unknown. The FBC believes that the magnitude of costs
found to be recoverable (or whether any costs should be recoverable) will have
an important bearing on the selection of cost recovery mechanism. The FBC

- argues that it will be much less complicated if the Commission separately

considers the question of how costs are to be recovered only after it has

determined the amount subject to recovery.

Cox California Telecorﬁ, Iné. (Co‘x)rstates that, if implementation cost
recovery is to be permittéd, the ILECs should be required to apply for a Z-factor
adjustment to recover such costs through the NRF mechanism. Cox disagrees
* with GTEC’s proposal that compgetiﬁ\?e carriers bear the burden of
implementation cost recovery. Cox denies that competitive carriers constitute
the “cost causers” with respect to implemenlétion costs. Cox argues that all end
users of telecommunications services are beneficiaries of local competition, not
just the competitive carriers.

The Coalition does not believe the ILECs are entitled to any special
recovery of iniplementation costs because the ILECs actively solicited the
legislative changes that have caused such costs to be incurred and are reaping
significant financial benefits from the package of changes enacted by the
- Telecommunications Act (Act) that the Coalition claims will likely exceed the
implementation costs. The Act provides the Regional Bell Operating Companies

(RBOC:s) the opportunity to enter the long distance market, but only after they

* FBC is represented by ICG Telecom Group, Inc., Teleport Communications Group, California
Cable Television Association, Nextlink California LLC, and Timie Wamer AxS of California LD,
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have taken specified actions prescribed in Section 271 to open the local markets to
competition. GTEC is already able to take part in the long distance market
because of the nullification of the restrictions in the GTEC Consent Decree. (Act,

* Section 601(a)(2).) Industry analysts estimate GTEC reached two million long

distance customers by year end 1997,

In the event the Conumission permits special recovery of implementation

cdsts, the Coalition argues that complex, protracted evidentiary hearings will be
necessary to ensure that the ILECs do not recover unreasonable levels of costs.
The hearings would address issues such as: (1) double recovery of costs;
(2) necessity for the expenditures; (3) reasonableness of the level of expenditure;
(4) value of the work product of the expenditure; (5) whether the expenditure
was intended to enhance the ILEC’s competitive opportunities; (6) {vhetl1'ér the. -
expenditure fits the ,éndoptcd definition of implenentation cost; and (7} whether
the expenditure produced offsetting benefits. |

The Coalition argues that such hearings would be extremely time-
consuming for all parties and the Con\nﬁssiOII, and would dctraﬂ from more
important work that the parties and the Commiission need to do to promote the
development of robust competition in the local market. The Coalition proposes
postponement of any proceeding to examine the ILEC costs until both the
OANAD pricing proceedings and the OSS performance standards rulemaking
have been completed and the ILECs' satisfaction of the OSS performance
standards can be assessed. The Coalition expresses concern that there is a serious
risk of double recovery of costs related to wholesale services via both an
implementation cost recovery mechanism and the recurring and nonrecurring
ILEC charges to be established in the OA_NAD. The Coalition believes that in
order to guard againststich an outcome, no recovery of implementation costs
should be considered until the setting of final OANAD rates.
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The Coalition claims the ILECs’ accounting procedures as reflected in the
memorandum accounts do not provide sufficient information to facilitate a
reasonable analysis, and fail to distinguish competitive implementation costs
from the produci-specific costs which the ILECs seek to recover through the
prices set in the OANAD proceeding. The Coalition proposes certain measures

that the Commiission could order, but believes that even with these measures,

detecting double recovery would be an extremely difficult and time-consuming

task, rivaling or even surpassing the OANAD cost study analysis in terms of
complexity and drain on résqurces.

~ The Coalition notes that the compliance filings of Pacific and GTEC appear
to be project-based rather than Uniform System of Accounts (USOA) a¢count-
based.! The Coalition argues that the lack of USOA account identifiers frustrates
any attempt even to begin the test for double counting.

Asa starling poinf for examining implementation costs, the Coalition
proposes that the ILECs, at a mininwm, should categorize their repb_rted costs of
competition by the USOA accounts to which ea_ch company actually booked the
reported implententation costs to enable an analyst to determine whether the
USOA account for a claimed implementation cost was also included in an
OANAD cost study.

In addition to USOA identification as a starting point for screening out
double recovery, the Coalition argues that more detailed cross-referencing, on an

activity-by-activily basis, is ultimately necessary. In order to provide adequate

! The Coalition notes that the possibility of double recovery is not only an issue with
- respect to OANAD costs. In interconnection agreements with some CLCs, there are
activities for which the CLCs are already required to directly compensate the 1LECs that
the Coalition believes may fall within the ¢ost categories described in the ‘
“implementation cost reports.
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information to scrutinize the ILEC cost claims, the Coalition argues, the ILEC cost
reports would need to be much more detailed than the previously filed reports,

cross-referenced to the specific activities for which costs have been identified in

OANAD.

M. Discussion

A, Definition of Implementation Costs

~ In order to address the question of how any ILEC 1mplementahon |

costs should be treated, we must first define such costs. In establishing the
memorandum account procedure in D.96-03-020, we generally defined
implé'rnentation costs to include those costs which are not recovered thr‘ough
prices charged to CLCs for <zpec1f1c services, but which are incurred ”
= 1mplement the infrastructure for local exchangc ¢competition.” The general
characteristic of an “implementation cost” is that it relates to development of
processes and functions which are not linked to a particular carrier or
transaction, but which relates to the underlymg competilive infrastructure

developed for the use of carriers generally.
' We agree with the definition of implementation costs used by Pacific

in its “Cost Tracking Manual” in which “demand-driven” costs (i.e., those

recurfing and nonrecurring costs related to the deinand of a particular CLC fora

specific process or function recovered through OANAD-determined prices) are

excluded from the memorandum account. Pacific’s Cost Tracking Manual

defines “implementation costs” as:

those one-time costs which Pacific Bell incurs specifically to
implement CPUC and FCC local competition orders. These
are expenses that Pacific Bell would not incur in its normal
course of operations. Implementation costs include the costs
of purchasing, creating, or modifying network and system
capabilities, and product offerings to comply with CPUC and
FCC local competition orders; developing or revising

-13-
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processes, methods and procedures needed to support the-

~orders; training personnel in the use of the new capabilities,
processes, methods, and procedures; and educating
employees and customers about the impacts of local
competition. As a rule, implententation costs are expenses
rather than capital items.

For purposes of our definition of local competition “implementation

costs,” we will exclude costs for imp’lementatiOn activities which are common to

all carriers. All telecommunications carriers incur ¢eftain costs as part of the

process of competing in the local exchange market. Such costs which are
common to all carriers reflect the cost of labor and facilities required for each
carrier to construct its own facilities and implement mtemal processes to serve 1ts
* customers in a mariner to maximize its competitiveness and ability to acqulre :
new customers. Our prevnous policy has been to require each carrier to bear its
own costs related to compétitive'acﬁvities which are common to all carriers. For
example, we applied this policy in denying the request of Pacific to recover NXX
code opening costs. This approach is consistent with a competitive market in
which both ILECs as well as CLCs generally recover their ¢osts through revenues
carmed by marketing of their services to customers.

We shall define “implementation costs” as those expenses incurred
in response to a regulatory order iﬁlplenlexnting the infrastructure to enable CLCs
to compete with the ILEC. The essential characteristic of such costs is that they
are not intended to enable the ILEC to compete in the local exchange market, but
are for the general benefit of competing carriers. These sorts of costs are different
than costs incurred by the CLCs. The ILEC must incur these costs for the benelfit
of the CLC by virtue of the ILEC’s control over essential bottleneck facilities and
related processes. The implementation measures associated with such expenses
are nonrecufring and necessary to transition to a competitive cﬁviromnent, but

are an artifact of a previously monopolistic environment in which the

-14 -
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infrastructure for competition did not exist. Such costs are unique to this
transitional period and cannot be dismissed as just another ongoing aspect of
doing business by carriers in general.

Defining implementation costs in this manner is also generally
consistent with our criteria for cost recovery adopted in D.98-10-_026 in which we
modified certain elements of NRF regulation for Pacific and GTEC. While we
eliminated prospective recovery of Z-factor adjustments, we still allowed |
continuation of a streamlined process for the ILECs' requests in pfes’c‘ribed
narrow aréas. ‘One such area included costs related to matters mandated by this
Commission. To }dist'ingui'sl.l this process from the Z-factor mechanism, we
designated it as the LE (limited exogenous) factor mechanism:

-~ We Sta@edihat we would limit rate changes for Commission-
mandated cost changes (either incteases or decreases) to only those costs for
which an LE factor adjxwtnmnt is authorized in the underlying Commission
decision. Moreover, in considering whether the cost will be allowed, we stated
that we would consider whether the cost is unique to Pacific and/or GT EC, oris
a cost 'genera]lzy borne uniformly by all industry carriers. We conclude that the
implementation costs incurred by the ILECs are based upon stich a Commission-
ordered program, and méy also be fundamentally different than the
implementation costs incurred by other carriers in that only the ILECs are
incurring costs to enable competition in their own previously protected market
franchise.

Pacific has excluded capitalized costs from its memorandum account

while GTEC has included them. Hence, we shall require GTEC to provide

further justification as to why capitalized items should be treated as

implementation costs.




R.95-04-043, 1.95-01-044 ALJ/TRP/eap

Our definition of implementation costs is clear enough to provide a
general basis for identifying appropriate costs to record in the memorandum
account. To the extent any ILEC costs have been sought for recovery in the
OANAD or OSS prbceedings which fit the definition of implementation costs, as
described abovp, such costs should be removed from the OANAD or OSS
proceedings. To the extent sttch costs were not previously booked into the
memorandum account, they may bé transferred into the account for potential
recovery as implementation costs. Any implementation costs recovered through
compensation provided in inter¢onnection agreements should be_'exéluded from
the memorandum accounts. Where parties disagree over whether a particular
cost meets the definitional ¢riteria we have established, th'e. dispute will need to
be resdly'ed on a case-by-case basis. In sone cases, éppérent disputes over
definition may simply be a qttesﬁon of whether pfés'érilﬁed accmmting - 1
procedures are being properly fd]lowed. For example, Pacific does not dispute
the Coalition’s claim that certain training ¢osts do not qualify for recovery as
impleméntatio_n costs. Pacific merely argues that its accounting system has
already excluded the portion of the costs which do not relate to local competition

implementation from the memorandum ac¢counts.

B.  Ratlonale for Cost Recovery
No party denies that some level of implementation costs must be

incurred in order for the public to derive benefit from the opening of the local
exchange market to competition. Those costs must therefore be paid by
someone. The question is what is the most equitable, competitively neutral, and
cconomically efficient means of assigning responsibility for payment of such

coslts.

Parties representing CLCs, as well as ORA, have argued that

implementation cost recovery should be denied because the ILECs will be

-16-




R.95-04-043, 1.95-04-044 ALJ/TRP/cap %

adequately compensated on a quid-pro-quo basis for such costs by the profit
opporlunities realized from entry into the long distance market. Yet, we find no
basis to deny any recovery of implementation costs by applying profits which
may be realized from entry into the long distance market to offset local
conxpetiiion implementation costs. Section 271 of the Act does require Pacific to
satisfy a prescribed checklist indicating that local competition has been

implemented as a condition of their entry into the in-region interLATA (Local

Access and Transport Area) market. Pacific thus is given a financial incentive to

cooperate in the implementation of local competition to the extent its entry into
the interLATA market depends on me;eting the Section 271 checklist. There is
nothing in the Act, however, that states or implies that, as a condition of the
ILECs' entry into the interLATA market, they are to be denied recovery of costs
“incurred to implement the infrastructure of local competition.

Similarly, we concluded in D 97-04-083 that the ILECs’ profits from
entering the interexchange market should not be used to offset implementation
costs in connection with intraLATA presubscription. In the case of local
competition implementation costs, a similar principle applies.

In the rfran;hise impacls phase of this proceeding, we also addressed
the issue of whether the ILECs’ potential profits from nonregulated operations,
(e.g., entering the long distance market) should be applied as an offset in
considering the ILECs’ potential losses from the initiation of local exchange
competition. In D.96-09-089, we concluded that; in analyzing the total effects on
ILEC carnings resulting from local competition, only those earnings obtained
from “regulated assets” should be considered, but not from of out-of-service-
territory carnings. (D.96-09-089 at 34-35.) .

‘Moreover, even to the extent the ILECs benefit through entry into

the interLATA market, the re¢ord has not been developed as to what net effect in
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profits the ILECs will ultimately realize from such opportunities, or whether
changes in net profits would exceed the local competition implementation costs
~the ILECs incur for the benefit of CLCs. On the one hand, the ILECs risk losing
existing local exchange customers to competitors, but they also have
opportunities to enter new markets, particularly the interLATA market, and to

carn additional profits. We have no basis to quantify how such profit

opportunities could offset otherwise recoverable implementation costs.

In any event, we concluded in D.96-09-089 that the ILECs may not

seek to be made whole for any competitive losses which may result from the
advent of local exchange competition (Decision at 61), but must bear the risk of
such losses. Consistent with this principle, the ILECs should likewise not be
deprived of competitive gains that may be realized from entry into the long
distance or other markets. The qtleSﬁOﬂ of implementation cost recovery should -
be evaluated independently of the ILECs’ compe'tit'iv'e gains or losses in various
markets. Therefore, in accord with our past policies on this issue, we find no
basis to dispose of the ILECs' cost recovery requests by applying potential
carnings from unregulated services as an offset to implementation costs.

Although the Act does not explicitly address the recovery of local
compelition implementation costs, it does require that the ILECs be compensated
for the CLCs’ interconnection to ILEC facilities and equipment, and for the
unbundling of network elements. We find it incongruent that ILECs would be
compensated for the discrete transactions costs associated with inlerconneclioﬁ,
yet denied any recovery of the costs to create the underlying infrastructure that
makes such interconnection possible. It is consistent with the intent of the Act for
some recovery provision to be authorized for implementation costs

Moreover, in similar past instances, our policy has been to allow a

provision for recovery of at least some implementation costs associated with
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opening a new market to competition. D.97-04-083 noted that the FCC’s Second
Report and Order suggested that ILECs like Pacific and GTEC were entitled to
recover the incremental costs of implementing intraLATA dialing parity. We |
concluded in that decision that it was equitable to establish a mechanism for the
recovery of ILEC implementation costs associated with establishing intraLATA
equal access—the ability to place local toll calls through another telephone carrier

without having to dial additional numbers. We stated in that decision:

In prowdmg intraLATA equal : access, a local exchange « carrier
will incur expenses that directly benefit its competitors in the
intraLATA toll market. If the costs were recovered just from
the originating intraLATA toll and switched access minutes of

" use, the local exchange carriers, as the incumbent intraLATA
toll providers would bear a dlsproporhonate share of the
costs. (Decision at 24.)

‘We find that local competition imPlen‘iénteitién costs are similar in
character in that they are incurred by theé ILECs for the direct benefit of
competitors, and that simitar principles ji:stifying'a_ p’fovision for cost recovery
apply. If all cost recovery were denied, the ILECs would be left with ﬁmdiﬁg the
cost of implementing local competition while the benefits of that implementation
would be enjoyed by their compctit'ors." This outcome would be in conflict with
D.97-04-083 where we declined to disprbpor'tidnately impose the full cost burden
of implementation costs on the ILECs.

We conclude that it is consistent both with our own past policies as
well as with the cost recovery principles embodied in the Act to consider a

provision for recovery of the ILECs’ reasonably incurred implementation costs.

C. Amount and Timing, Zan'd Methbd of Cost Recovery
Although we agree, in principle, that there should be some

opportunity for recovery of the ILECs’ reasonably incurred implementaiion costs,

the question remains as to whether the specific costs for which the ILECs seek
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recovery have been adequately justified and when cost recovery should begin.
Various parties enumerated issues that they believe should be litigated before
any cost recovery is authorized. We agree that before a final determination is
made of the total amounts which the ILECs can recover, these outstanding
disputes must be res‘ol;fed. |

Before a final determination of the proper level of cost recovery, we
must find that the costs reflect finished work products that have been prudently
and effectively implemented. We find the Coalition’s proposal, however,
'unduly restrictive that no c‘o"‘st recovery can begin for any program until all work
- is completed for all impleh‘aéntation programs. It is unclear as to how much more
time may be r‘eq'uifed before all costs have been incurred for all implementation
programs. The accumulated bélance of ir‘liplementation costs could grtiw very
larg’é_ while waiting for the final dollar from the last program to be spent. It |

would not be in the best interests of customers to subject them to the potential -

liability of such a huge buildup of costs which could tend to distort competitive

market prices.
On the other extreme, we find Pacific’s proposal that it should

simply be autho_riz_éd to recover its impleni\entalion ¢osts, without further
showing that the costs are reasonable, to be unjustified. The contested issues
raised rélating to the propriety of the ILECs’ costs must be satisfactorily resolved
before a final determination of cost recovery can be made. We shall therefore
institute a procedural plan below to review those costs for specific
implementation programs for which work products have been completed.

We also find no basis to directly link the timing of recovery of
implementation costs with some predetermined level of competition. No
practical way has been offered to cinploy such a mechanism which would

quantify the recovery of specific cost levels calibrated to some yet-to-be-defined
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measure of competition. As noted previously, the longer that implementation
cost recovery is delayed, the greater the build up of costs in the memorandum
accounts and the greater the financial liability of the ILECs and potential for end-
user price distortions once the final recovery allowance is ullimately determined.
As an interimi measure, we therefore conclude that some allowance for
implementation cost recovery is warranted to mitigate the potential distortion in
~ prices resulting from continued accumulation OfrimplementatiOn cosls over
multiple years in the ILEC memo ac'c'ounts; Since we have not yet determined

the reasonableness of the amounts which should be permitted for recovery, we

 shall authorize interii recovery, subject to refund.
We disagree with those parties which claim that it is premature to

adopt a cost recovery mechamsm at this ume. Parties have been gaven ample
| opportumty to comment on the manner i which implementation cost recovery
should be accomplished. We believe the record is adequate to dcterml_ne a
mechanism at least for interim cost recovery to proceed.
We reject the proposal that the ILECs be permitted to charge each

CLC for the costs of implementation. Such an approach would place a
disproportionate burden on the CLCs and their limited customer base while
reliéving the ILEC and its customers from any sharing of such costs. Similarly, a
“[imited Exogenous” factor adjustment applicable exclusively to the ILECs’
customers would place the burden disproportionately on those customers. We
believe that a more equitable approach is for the cost to be recovered through a
end user surcharge to be applied to all customers irrespective of which carrier
provides them service. This approach cquitab‘ly spreads the cost burden aniong
all customers in a competitively neutral manner. We shall thus authorize a cost

“recovery allowance in the form of a uniform surcharge on uniform cents per line

basis to each camer s end use customers.
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Pacific has asked to begin recovering one-third of the accumulated
costs from 1996 through 1998 in its 1999 NRF filing. Pacific has not yet filed cost
reports for 1997 or 1998. Therefore, it is premature to authorize interin ¢ost |
recovery for amounts incurred"beyond 1996 at this time. However, we find that |

| amorlizing one—thrrd of the proposed amount onan mtenm basrs does not . |
uffrcrently cure the problem of accumulated implerientation costs. Hence, we
shall authorize that_an end user surcharge to amortize 75% of the 1996 year-end

, balance”in the memo account Of Pacific and GTEC to become effective for service |

rendered on and after Ianuary 1,1999. For purposes of computmg the surcharge, o

we shail use the data on end- user llnes in effect as of December ’%l 1997 which .
~ we have previously collected pu rsuant to D. 98—04-066 for purposes of computmg |

-an INP end user surcharge

' -"I‘he resultmg surcharges are adopted as denved below:

Calculation of implementation cost surcharge
Pacific - . - GTEC

Total Achve Lines o 18,244,078  4,455.059

(12/31/97) | |

1996 Implenmentation Bxpenses $46,600,000.00  $1,503,395.00

3/4 0f 1996 Costs : 34,950,000.00 1,127,546.00
Annual Charge perline  $ - 192 $ 0.25
Monthly Charge perline  $ 016 $ 0.02

We shall authorize that the above surcharges'be instituted on an
interim basis, subject t6 later true-up, once the final aniount of recoverable costs
has been determined. We shall direct that all carriers institute this charge for
service rendered onand afler‘]anuary 1,1999. Those CLCs whose end use
customers are in the Pacific service territory shall bill their customers at the
Pacific end use rate. Likewise, those CLC end use customers within the GTEC
service territory shall be billed at the GTEC rate. Bach carrier other than the

ILECs shall forward the proceeds from the surcharge collected from theirenduse
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customers to Pacific or GTEC, respectively, on a monthly basis. Since the vast
majority of end use customers are served by Pacific and GTEC, most of the
implementation costs will be recovered through charges to Pacific’s and GT EC’s
own custoniers. Other carriers will share in the cost only in proportion to their
share of total customer lines. Pacific and GTEC shall keep track of all revenues
received under the interim éurcharge so that a later true up can be made once the

final amounts to be recovered have been determined.

This approach to cost recovery is consistent with D.96-03-020 in

which we first authorized the accrual of implemenﬂ_&tion ¢osts in memorandam
accounts. In that decision, we found that “(I)t would be a disproportionate
burden on the LECs and their customers if there was no means for
implementation costs to be shared among other competitive local carriers.” (FOF
57). In 12.96-03-020, we also concluded that sinée the general body of telephone -
- customers as a whole benefits from the implementation of competition, it is not
| unreasonable that end-users be charged for such costs.
Although we provide for the interini recovery of implementation

~ costs to proceed, we shall also establish a procedural plan for parties to challenge
the reasonableness of specific cost amounts which the ILECs seek to recover.
Any costs ultimately found to be unreasonable will be disallowed in determining
the amount of final cost recovery. We shall not wait for 12 months beyond the
conclusion of the UNE and NRC phase of OANAD, as proposed by the Coalition
and ORA, before beginning the process of addressing cost recovery issues.

Parties have challenged the recovery of implementation costs on a
number of grounds. For example, some parties claim that costs should be
disallowed on the basis that certain implementation systems or processes
- produced by the ILECs were defective and failed to produce the intended results.

The .Coopers & Lybrand report renders no opinion regarding the performance
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standards that were applicable to the work products that are the subjectof
Pacific’s implementation costs, and whether the work products were completed
in a satisfactory manner. Even if the ILEC has completed a given program,
- questions may exist as to whether it could be defective or fail to work as it was
intended. We shall expect an augnmented direct showing from the ILECs
explaining, for each claimed category of expenditure, whether the resulting
project was successfully completed and performed as intended.

Pacific states that all iﬁ“nplementétion costs incurred for 1996
represent activities which have already been completed. Pacific has submitted a
report summarizing implementation costs incurred for 1996, but has not yet
disclosed the amount of coéts spent during 1997, or what ﬁoﬁion of those costs
repfesénlt completed versus ongoing activities. GTEC has filed a report of |
incurred costs for 1996 and a subsequent "rep()ﬁ for costs incurred only through . |
June 30, 1997.

Before consideration of cost recovery of amounts spent subsequent
to December 1996, Pacific and GTEC shall be requited to provide an updated
report of implementation costs incurred through December 1997, and to

separately identify the costs for those programs which have been successfully
completed. Costs for unfinished programs shall not be addressed at this time,
but shall continue to be deferred for potential consideration of future recovery
pending completion of the work products and subsequent review of the costs.
Consideration of cost recovery for 1997 costs shall be limited to those programs
which have been completed. This is the same criterion for recovery we adopted
for implementation cost recovery for intraLATA presubscription. The ALJ shall
issue a procedural ruling to deal with these issues.
Another of the disputed issues relates to the quality of

documentation controls underlying the recorded costs. We recognize that there
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are differences in the quality of cost accounting and reporting documentation of
implementation costs between Pacific and GTEC. Pacific’s Local Competition
Cost Tracking Manual sets forth in some detail the methods and criteria by which
Pacific has accounted for its costs. Yel, even in the case of Pacific’s reported costs,
there remain disputed factual issues as to the propriety of such costs. Pacific has
providéd the report of Coopers & Lybrand, a major accounting firmy, attesting
that the cost schedule as of year-end 1996 “presents fairly, in all material respects,
the implementation ¢osts accumulated in the local cor‘np'etiti()n lrétking codes for
the year Venrded December 31, 1996, on the basis of presentation described in

Note 1” of Pacific’s Cost Schedule: The accountant’s report pfovidés no opinion,
however, regarding whether the imp!enientation costs were prudently incurred
under the Commission’s criteria. The report is limited in scope to the schedule of
ix_‘np]ementétion costs and does not address whether any imPléx’hgniﬁtion costs
may also have been included in costs being recovered through p;iCes being set in
the OANAD proceeding. Likewise, the report does not disclose whether any of
the intplementation activities provided benefits to Pacific. Thus, while the

accountant’s opinion helps to support the reasonableness of Pacific’s costs in

certain respects, it does not eliminate all factual disputes raised by parties.

We are mindful of the concerns raised regarding the possibility of
double recovery of costs, once through the implementation cost memorandum
account and again in the currently pending pricing phase of OANAD. Pacific
claims its accounting system incorporates controls designed to avoid double
counting of implementation costs. Parties dispute Pacific’s claim. GTEC
concedes there may be the potential for double counting in its tracking of
implementation costs. Further scrutiny of both Pacific’s and GTEC’s costs will be
necessary to confirm whether any misclassification or double counting of costs

has occurred. Even if the Coalition’s proposal to deny recovery of all
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implementation costs were granted, it would not avoid the necessity to scrutinize
the costs being sought for recovery in the UNE phase of the OANAD proceeding
to ascertain that implementation costs were properly excluded. Even if all
implementation costs were disallowed, and double recovery was not a problem,
there would still be the risk of over recovery to the extent that implementation
costs were erroncously included in prices set in the UNE phase of OANAD.
Thus, the time and resources needed to check for double counting of
implementation costs would have to be performed in OANAD in any case.
Appropriate coordination with the OANAD and Local Competition proceedings
will help prevent the possibility of double recovery.

_ We shall requlre a true up of any interim recovery of
~implementation costs for Pacific or GTEC once the costs being established in the
OSS/NRC and UNE phases of the OANAD proceedings have been finalized and_
disputes over double counting and other cost ‘recovery‘ disputes ha_vebeeh |
resolved. In this way, we can guard against the likelihood of implementation
costs being erroneously included in the costs adopted in the UNE and OSS/NRC:
dockets. Once costs in the OSS/NRC and UNE phases of the OANAD docket are
adopted for Pacific, parties will be given an additional 30 days to file comments
in this docket secking to challenge specific cases of double counting of
implementation costs in the ¢osts established in the OSS/NRC phase of the
OANAD proceeding and to raise any challenges to the reasonableness of specific
implementation costs. Pacific will be given 30 days to respond. Pacific’s
response will include appropriate documentation and mapping that

demonstrates whether and how double counting has occurred or been cured.

Since UNE costs have not yet been finalized for GTEC, a separate schedule will

be set to deal with challenges to the reasonableness of GTEC’s implementation




R.95-04-043, 1.95-04-044 ALJ/TRP/eap

costs at a later date. A separate ALJ ruling shall define the schedule for GTEC's
true up. 7

We will not entertain motions that seck to relitigate instances of
double counting that have been disposed of in the appropriate UNE and
OSS/NRC phase of the OANAD docket. We are well aware of the arguments of
double recovery of implementation costs in the current OSS/NRC phase of the
OANAD docket. We will allow the O5S/NRC docket to resolve those instances
or remove implementation costs, as allowed by this order. -

Given the contested facts raised by the parties, we conclude that
evidentiary hearings may be warranted to determine the appropriate level of
final implementation costs subject to recovery. ,,HoWever,r we also believe that at
least some of the disputes identified in parties’ comments may be the resultof
lack of clear communication regarding how implementation costs are identified,
defined, accounted for, and segregated from other costs. Thus, following receipt
of parties’ filed comments regarding disputed cost as noted above, we shall
schedule a preliminary technical workshop to address questions relating to
implénientatior_: cost accounting methods to enable parties to adequately review
the cost. The ILECs’ designated subject matter experts should attend the
workshop to address questions concerning the cost reporting issuies raised in
parties’ comments. Such workshops should focus on narrowing the scope of
disputed issues to be addressed in evidentiary hearings. ‘

For example, one issue which may be amenable to resolution in
workshops is whether costs must be translated into USOA categories to permit
adequate review, and to detect whether double counting has occurred. We are

not convinced that translation of costs into USOA categories is useful to detect

whether double ¢ounting of costs has occurred. For example, since Pacific’s

OANAD cost studies were not based on the USOA; but used separate work
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group analyses, it is unclear how USOA translation of the memorandum account
costs will assist in'determining whether any double counting has occurred. The
more relevant cost analysis involves a breakdown of the individual cost activities
codes and functions performed with a comparison betwveen OANAD and the
memorandum accounts. Before ordering any translation of implementation costs
into USOA categories, we shall direct the parties first to focus on the cost
reporting methodology which was actually used to develop OANAD costs as a
basis for tes_ting for double counting. In the workshops, Pacific and GTEC should
provide a représ‘emalive who can explain in detail how the cost accounting
system can be used to cross reference and compare the manner in which costs
were identified for OANAD purpose_s as opposed to booking into the
memorandum account. Pacific’s and GTEC’s représentati_\'e should alse be
prepared to explain and clarify what internal accounting controls are in place to
guard against double counting. The reconciliation report being prepared by
GTEC may also be of some use in detecting any double-counting problems.

We shall direct the ALJ to issue a ruling setting the schedule and
agenda for the workshop. The ILECs should make sure that the appropriate
subject matter experts attend the workshop to ensure the most productive
exchange of information. '

Following conclusion of the workshop, a prehearing conference
(PHC) shall be scheduled to address the scope, timing, and coordination of issutes
related to e\'identiary hearings on implementation costs consistent with the
principles adopted in this order. The PHC shall address the scheduling of furlimr
discovery, testimony, and evidentiary hearings required to address the recovery

of Pacific’s and GTEC’s implementation costs.

At this point, we have only considered a procedural schedule for -

hearings on implementation costs in¢urred during 1996. Itis premature to
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address recovery of implementation costs incurred during 1997 until the ILECs
have submitted cost reports for year-end 1997. We shall further address the
schedule for potential recovery of implementation costs incurred during 1997
and subsequent years once the ILECs have filed reports updating the actual
amounts spent in 1997, and any subsequent years as data become available. The

ALJ shall set a schedule for production of those filings.

Fmdlngs of Fact
1. Implementahon costs must be incurred by the ILECs in order for

compchhve local carriets to interconnect and utilize bottleneck network elements
controlled by the ILEC to in turn allow for the development of a competitive local

exchange markct
2. In D.96-03-020, each of the ILECs was authorlzed to record 1mplementahon

costs in a memorandum account pending further proceedings to consider the

disposition of such costs.

3. Implenientation costs subject to the memorandum account are limited to
those one-time costs which are incurred to implement the infrastructure for local
exchange competition to enable CLCs to compete.

4. Implementation costs subject to the memorandum account are not tied to _
any specific demand-driven transaction with a CLC, and are not recoverable
through prices charged to competing carriers for specific services and network
elements which are subject to recovery through OANAD or OSS proceedings or
separate interconnection agreements.

5. Policy disputes exist concerning whether any special provision for ILEC
cost recovery should be granted at all, and if so, what means should be used to
accomplish the cost recovery . _

6. Pactual disputes exist as to whether the specific ILEC implchientation costs

were prudently incurred and property accounted for.
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7. Previous Commission policy has been to not allow special recovery of
ongoing costs related to competitive activities which are common to all carriers,
such as costs for promoting and developing one’s own business.

8. Past policy has been to allow a provision for recovery of one-time
implementation costs incurred by the ILECs for the benefit of their competitors
associated with opening a new narket to competition, as, for example, in the case
of intraLATA presubscription as authorized in D.97-04-083.

9. The ILECs’ request for recovery of inlpleméntation costs cannot be
disposed of by applying profits realized from entry into the long distance market
to offset the local competition implementation costs.

10. Section 271 of the Act requires that Pacific satisfy a prescribed checklist

that local competition has been implemented as a ¢ondition of its entry into the

in-region'interLATA market.

11. Nothing in the Act states or implieS that as a condition of entry into the
interLATA market, the ILECs are to be denied recovery of costs incurred to
implemtznt the infrastructure of local competition.

12. Although the Act does not explicitly address the recovery of local
competition implementation costs, it does require that the ILECs be compensated
for the CLCs’ interconnection to ILEC facilities and equipment, and for the
unbundling of network elements.

13. D.96-09-089 determined that in analyzing the total effects on ILEC earnings
resulting from local competition, only those earnings obtained from “regulated
assets” should be considered, but not from of out-of-service-territory carnings.

14. 1t would not be consistent with past Commission policy to dispose of the
ILECs’ cost recovery requests by applying potential earnings from unregulated

services as an offset to implementation costs.
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15. To the extent the ILECs benefit through entry into the intertLATA market,
it is uncertain as to how any net profit increases would compare with the local
competition implementation costs.

16. Signifiéantly more problems have been identified tvith the reliability of
GTEC's cost reporting in comparison with that of Pacific’s, including potenlial
cases of double counting of costs for recovery in Separate Commission
proc.‘eedmgs

17. Pacifi¢’s “Local Compehtmn Cost Trackmg Manual” sets forth the methods
and criteria by which Pacific has accounted for its costs.

18. Coopers & Lybrand, a major accounting firm, attested that Pacific’s cost

schedule presents fairly, in all material respects, the implementation costs

accumulated in the local competition tirackiﬁg ¢odes for the year ended
December 31, 1996. o
19. The Coopers & Lybrand report provides no opinion, however, regarding :

whether the implementation'costs were prudently incurred and justified cost
reimbursement under the Commission’s criteria.

20. The Coopers & Lybrand report lends suppo'rt to the reasonableness of
Pacific’s costs, but does not eliminate the factual disputes raised by parties.

21. All implementation costs incurred for 1996 represent activilies which,
Pacific reports, have already been completed.

22, Pacific and GTEC cach filed a report summarizing implementation costs
incurred for the 12 months ended December 31, 199 .

23. While Pacific’s accounting system incorporates measures designed to
guard against double counting of implementation costs, parties still dispute

Pacific’s claim that no double counting has occurred.
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24. Further scrutiny of both Pacific’s and GTEC's costs is needed to confirm
whether any misclassification orrdoub_le counting of costs has occurred in
coordination with the UNE and OSS/NRC phases of the OANAD proceeding.

25. The checking for double counting of implementation costs would have to
be performed even if cost recovery was denied in order to guard against the risk
of over recovery to the extent that implementation ¢osts had been erroneously
included in prices set in OANAD '

26. Certain implementation costs relate to OSS elements for which the
Commission has yet to adopt performance measures.

27. No convincing'argumeni has beén made that translation of costs into
USOA categories will help to detect double counting of costs since the OANAD
cost studies were not based on the USOA but used separate work group
analyses. , _ ’

28. Authorizing interim cost recovery for implementation costs, subject to a
later true up, mitiga»tes the excessive build up of balances in the memo accounts
while preserving the opportunity to determine the reasonableness of the amounts
which the ILECs seck to recover.

29. For purposes of computing an interim surcharge employing the data on
end-user lines in effect as of December 31, 1997 previously collected pursuant to
D.98-04-066, the calculation is shown below is reasonable on a per-line basis.

Service Territory
Pacific GTEC
‘Total Aclive Lines (12/31/97) 18,244,078 | 4,455.059
1996 Implementation Expenses  $ 46,600,000.00 $1,503,395.00
3/4 of 1996 Costs 34,950,00000  1,127,546.00
Annual Charge perline  $ 192 $ 0.25
Monthly Charge perline  $ 0.16 ‘ 0.02
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Conclusions of Law
1. Itis consistent with the cost recovery principles embodied in the Act and

past Conumission policy to allow for recovery of the ILECs’ reasonably incurred
implementation costs.
2. It is premature to authorize any specific cost recovery allowance for -
- implementation costs at this time in light of the disputed issues which are
outstanding over the reasonableness of the recorded costs.
~ - 3. It would be unduly restrictive to prohibit any cost recovery to begin for any
program until all work is completed for all 1mplementahon programs.
4. Tt would not be in the best interests of a competitive market for the
potential liability for implementation costs to grow indefinitely, resulting in an’
inordinately large surcharge which could tend to distort market prices. |
5. Pacific’s proposal seeking authority immediately to begm recovering its
- implementation costs has not been fully justified.
6. Proceedings for the recovery of costs should be scheduled, but should only

- cover specific implementation programs for which work products have been

completed.

7. Recovery of “implementation costs” should exclude costs for activities

which are common to all carriers incurred to implement the carrier’s own
facilities, and internal processes in order to serve its own customers and to
maximize its competitiveness.

8. Costs for unfinished programs should not be addressed at this time , but
should continue to be deferred for potential future recovery pending completion
of the work products and subsequent reporting and review of the final costs.

9. It would be premature to approve final recovery of costs for a particular

implementation aclivity prior to satisfactory completion of the activity.
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10. Allegations that certain systems or processes produced by the ILECs were
defective or failed to produce the intended results must be adequately
scrutinized before approving final recovery of implementation costs for such
work products.

11. Even if a given work product is completed, if it is defective or fails to work
as it was intended, then cost recovery would not be appropriate for such a
program. Nonetheless, there is no basis to link the timing of recovery of

implementation costs with some predetermined level of local competition.

12, There is no justification to wait 12 months beyond the conclusion of the

pricing phase of OANAD before begiﬁniﬁg the process of addressing

:mplementatlon cost recovery issues.

13. An interim allowance for m'tplementahon cost recovery is warranted to
- miitigate the potenhal distortion in prices resulting from continued accumulation
of lmplementahon costs over multiple years. ' |

14. If the ILECs were permitted to charge each CLC for the costs of
implementation, it would place a dispropomonate burden on the CLCs and their
limited customer base while relieving the ILECs and their customers from any
sharing of such costs.

15. The ILECs’ custoniers should not bear all the implementation costs by
paying for an LE factor adjustment.

16. An equitable approach is for implementation costs to be recovered through
a end-user surcharge to be applied to all customer lines irrespective of which
carrier provides them service,

17. The data previously collected pursuant to D.98-04-066 from carriers
regarding active end user lines as of December 31, 1997, within the Pacific and
GTEC service territories forms a reasonable basis for dériving an end user

surcharge for interim implementation cost recovery.
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18. Before consideration of cost recovery of amounts spent subsequent to
December 1996, Pacific and GTEC should provide an updated report of
implementation costs incurred through December 1997, separately identifyihg
the costs for programs which have been successfully completed.

19. Adoption of costs should be concluded in the UNE and O$S/NRC
- proceedings before final approval of implementalion’wst recovery is initiated to
avoid the possibility of double r’e-Cm.'e'r‘y, once through the amortization of the
'imple'mentat"ion cost memoranduﬁi account and agaiﬁ'through the pricing phase
of the UNE or OS$/NRC proceedings. |

20. The relevant cost data for analyses of potential double counting is a
breakdown of individual cost activity codes and functions performed witha
- cbn’:par.isoh'bet'ween OANAD and the memorandum accounts.

21. Given the contested facts raised by the parties, evidentiary hearings may
be warranted as a basis to determine the appropriate level of imp'len;lentati'on

costs subject to final recovery.

ORDER

IT IS ORDERED that:

1. Effective January 1, 1999, Pacifi¢ Bell (Pacific), GTE California Incorporated
(GTEC), and all other competitive local carriers serving customers within the
Pacific and GTEC service territories are hereby ordered to amend their retail
tariffs to impose an end-user surcharge as presented below to amortize one-third

of the accumulated balance in the implementation cost memo accounts as of

December 31, 1996.
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2. The applicable surcharge shall be applied uniformly to each active end-
user line in the following amounts on a monthly basis.

For customers served

in Pacific’s territory in GTEC's territory
Monthly Surcharge Per Line =~ $0.16 $0.02

3. Each Competitive Local Carrier shall remiton a monthly basis the

surcharge revénues collected to Pacific or GTEC, respectively.

4. Pacific and GTEC shall credit their respective memo accounts for any

revenues received pursuant to the imiplementation cost surcharge subject to later

true up.

5. The aﬂsngned Administrative Law Judge (AL)) is directed to estabhsh a
furthér procedural schedule to address issues relating to the recovery of
implementation costs incurred by Pacific and GTEC and recorded in
memorandum accounts pursuant to Decision 96-03-020.

6. Once costs are addpted for Pacific in the Operations Support
Systems/Nonrecurring Charge phase of the Open Access and Network
Architecture Development (OANAD) proceeding, parlies shall have 30 ¢alendar
days to file comments in this docket secking to challenge specific instances of
double counting of implementation costs by the costs established in the OANAD
proceeding and to raise any other challenges to the reasonableness of
implementation costs incurred.

7. Because Unbundled Network Element (UNE) costs have not yet been
finalized for GTEC, a separate schedule shall be set at a later date to address
challenges of double counting of its UNE costs. |

8. After the filing of comments pursuant to the above ordering paragraphs,

replies shall be due 30 days thereafter.
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9. A preliminary technical workshop shall subsequently be scheduled in this
~ docket to addressquestions relating to the methods of accounting for
implementation costs to enable parties to adequately review the costs, to narrow
the scope of any disputed hearing issutes, and to provide a basis for necessary
discovery and preparation of testimony relating to cost recovery issues.

10. The AL]J is directed to solicit parties’ comments COnCeming a proposed

agenda for the workshop and description of the specifi¢ cost reporting issues on

which they seek clarification or further explanation

11. Pacific and GTEC shall make available appropriate subject matter experts
~ at the workshop to address cost reporting issues raised in paflies" comments,
mcludmg how the acmuntmg system can be used to track, ¢ross reference, and

- compare the types of costs 1dcnhﬁed as applicable to UNE and OSS/NRC cost
categories versus those for bookmg into the memorandum account.

12. Following the conclusion of the workshop, the Telecommunications
Division shall prepate a workshop report to be provided to the ALJ and served
on patics of record, summarizing any agreements reached or issues raised
requiring further action.

13. After the mailing of the workshop report, a prehearing conference shall be
" scheduled to address procedural issues related to evidentiary hearings on
implementation costs incurred during 1996.

14. A process to address recovery of implementation costs incurred during

1997 and subsequent years shall be scheduled once the incumbent local exchange
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carriers have filed reports updating the actual amounts booked to the

memorandum accounts subs@qUeni to 1996.
This order is effective today.
Dated November 19, 1998, at San Francisco, California.

RICHARD A. BILAS
, President
P. GREGORY CONLON
- JESSIE]J.KNIGHT, JR. -
HENRY M. DUQUE
JOSIAH L. NEEPER
Commissioners
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PACIFIC BELL
~ SCHEDULE Or CERTAIN IMPLEMENTATION COSTS ACCUMULAT“D
IN LOCAL COMPETITION TRACKING CODES
for the y2ar enced December 31, 1696 -

| $ 24410300
563000
1137100,/ |
, :11148800 =
5038800
4870400
| 742,400
574000
Port | | 571,700
LUnk S T 2007400
1200100 -

Resale : _
.‘;’hummvwawﬁ"
: Data Enchange
7~;‘DNCF'
(LISA o
;Operator Supporl Services
Esi
Switch

Bill Re¢onciliation Unit

CLC Interface/CLC Access Information/CLC Usage
Reconciliation - .

1,840,200

Rate Center lhcénsistenéiés 84,400

$ 47,373,500

The accc’mpanyihg note is an integral part of thfs schedule.
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PACIFIC BELL
NOTE 70 $CHEDULE OF CZRTAM IMPLENENTATION COSTS ACCURULATED
1} LOCAL COMPETITION TRACKING CODES

Basis of Presontation:

The Schedule has bes propared for porpesss of csmpliznce with corizin raquirsments of
te CPUC ss set forth in ity Decicien $6-03-020. The Schedule fncludes enly ertsin
spesified costs incurred in order © provide ateess © network facilities 25 roquired by the
CPUC lxal ccmpetition erdas (Decisions 95-12.056, 96-02-072, 96-03-020, exd
96-04-052; collectively, the CPUC Orders) end on the besis of Pacific Bells
ictarprenaticn thereof M&Mhmm&wbmm
e<sts incurred by Pacific Bell in eonzection with the implementation of loca] ecmpetition.

Ieeplememtation costs are defired a beisg limitsd © those incrementa) sosts specifically
insared implementing the CPUC Crders. These ars expenses that Pacific Bell would pot
iveqr in its nozmal eomrse of operations, Ioplementation costs include the costs of
. purchacing, cresting, o7 modifying setwork end system espabilities, and product ofSerings
o comply with the Orders; developing of revising processes, methads, and procadures
needed 1o support the Crdars; training personoel in the use of the vew caxpabilities,
procesees, metbeds, and procsdures; and educating exployess end custemers about the
impacts of Jecal eompetition. :
A description of the cost extegeries inclodad in the Sebadule follows:
Resale: coets incumred to fasilitete Jessing’ of Pasific Bell's circuits or the provision of
other Pazific Bell servicas to cxmriers that resall them to individual wueers.
buereennzetion: costs incurrad for training znd development of persencel relzted w the
estop of the Lecal Itetconrection Servies Center and Interconnection Service Conter
%o facilinats the' provisiening and mweintenmes of tnmks and/er local interecemection
srojects.
Lotz Exchange: mbmdbﬁcﬂm&emwmeofhﬂm&dw
rescrds betwesn Pacifie Bell sod eompeting Jocal exchange eomsiers (CLC).
Directory Nomder Call Ferwarding (DNCE): wmmm@huﬂ
Serovarding of telepbore pumbers v CLO switeh and relsted transpert requiremments. .
Provides cad.users the ability to resain ©eir telechone number when rhangins local
gervice providers,
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PACIFTC EELL :
ROTE TO SCHEDULE OF CERTAIN [MPLEMENTATION COSTS ACCUE&ULATED

N LOCAL COMPETITION TRACKING CODES -

SRR S——

.« - ———— s

Basis of Pressntation, comtinued: -
Local Intecormection Service Arrarvgement (LISA): oosts Incurred w0 fasilitete

trank-switched petwork intercomnection betwesn 8 CLC netweak point of interface
ds?nﬁcﬂeﬂammﬁmaw

Operator Support Services: costs insgred o provide operstor-assisted dialing, directory
assistzoce gnd directary listings for CLC customers aad content for alteraste directory

assistance providers.

E9lL: mhmwm&m%ﬁm”mﬁatb&m-s%
mt_oEQllsaviee.

S\vﬁdstln&mﬂhg: costs incurred to facilitste Jocal switching network elaments, There
are three types of switch wninmdling: basic routing; route 0" gnd "411" to CLC with
:hﬂad&mpat;nd,wmplamwmg .

Port: mmwmummwm

Link: costs iocurred to provide locp tmsport between end ser. minkmun point of entry
and Pacific Bell's point of interconnection st central office.

Bill Reconciliation Unit: costs incarred to perzait the Mentificstion of all of the different
needed 0 respond o requests from CLCs for assistance in recomciling their varisus
bills. _
regarding the coardingtion of so0dss o servise pegotiation ordering wod provisioning
mmm@mmmmmﬁmwm

Rate Center Insopsistencies! costs toeumed to provide the ebility to sppropristely e
£ad route calls to mmmbers in CLC prefixes szsignad outside of the cirrent epproved
Rate Area Boundary,

(END OF APPENDIX A)
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GTE California

Local Compatition Implementation Cost Report

Period: December 34, 1996 Y.T.D

Description

Dedicated Resources - Local Competition

Final Solution Costs
Total Dedicated Resoutces

Systems Cost:

Customer Billing Services System (CBSS)
Electronic Interface (El)

National Order Collection Vehicle (NOCV)
Nelwork Profilé System (NPS)

Universal Measured Sewvice System (UMS)
Mechanized Assignment Rec¢ord Keeping (MARK)
Automated Woark Assignment System (AWAS)
Trouble Administration System (TAS)

Tolal Initial Systems
Outboard Systems
Resale
Operations Support Systems

Network Interconnection Costs
Tota!l Systems Costs .

Customer Notification

Total Califomla Expense

Capital Expenditures

(Buildings, Office Equi‘pmenl and Genreral Purpose Computers)

Tolzl Expensa and Capital

Total

$189,256

444.011

$643.267

$59.264
151,761
18,171
20,966

10,978

6.181
1,754

42,375

$311,450
47.551
216,762

284,365

0

$860,128

0

$1,503,395

349,515

$1,852910

CALESST ate
310497
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Flla:QMTOESYE. wha

Description

Explanation "

GTE
California

Dedicated Resources - Local
Compelition

Costs associated with full ime employees dedicaled: zo‘rocal
compelition implementation elfforts.including: ordering
provisioning, repair bming.etc.

$788,944

$199,256

Final Solutions Costs

Cosls associated wilh the facilities, hardware,.and 1abor 1o

operala the order canter dedicaled (o local resale and
unbundiing activities.. .

$1.892.470

Initial Systems Costs:

|
|

~ Modificalions lo- certain ordering and billing systems will be

required in order to provide funclionality on an interim
basls as the full scope.and requirements of local competilion
become known. These modificallons may not represent the

.0plimal long run solution but provide Interim solutions
_ to ensyre compnance with regulatory mandates.

A description of each impacted system ang YTD expense
amounts are proﬂded qeww-

Cuslomer Billing Services System
(CBSS)

This Syslem is currently ysed by GT Etobillits end user
customers for exchange services. As an interim solution,
CBSS will be used to bill-CLCs for unbundled and resold
sevices and provide local billing detall: To accommodate
this requirement, this system needs modification to-accepl

new electronic lnterfaces billing parameters angd-
output formats. \

$231,945

$59.264

}
i
i
{
§
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Local Competition Cost Report
Period: December 31, 1996 YTD

' Total GTE.
Description : Explanation GTE Callfornia

Electronic Interface This system will provide real time communications
(€Y between the CLCs' and GTE's ordering, provisioning

and repair systems. With future implementation, GTE

will create seamless CLC customer service. Initial

“phases will provide the capability to transmit, receive

Secure and route trouble reporling and PIC data on a

real time basis with ordering capabilities provided only

after completion of related final solutions, . $593,955 3$1561.761

Nationa! Order Collection

This-system is the order entry interface into CBSS
Vehicle (NOCV)

billing process. NOCV will require modification to aliow

. forthe billing of the new resale and unbundied service
offerings and to accommodate the split billing of local
usage to the CLC and toll usage to the end user
customer.

STLIT  $18,171 |

Network Profile System
(NPS)

ThiS syslem supports the development of marketing | I
studies/analysis, reporting on local and toll revenues ;
and ad-hoc regulatory requests. 382,054 $20.966

Universal Measured Service

This Is the usage collection, aggregation and o
(UMS) ;

administration system for all switch recorded usage,

These modifications will be necessary to accommodate l
new call record types, screening files, and parsing i
functions to satisfy tariff slrucCtlure(s). : $42,966 310,978 ;

’
Y T - v @ — s
I3
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GTE California

Local Competition Cost Report
Period: December 31, 1996 YTD
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Description

Explanatlon

GTE
Callfornia

Mechanized Assignment
Record Keeping (MARK).

This system provides facility assignment and record
maintenance functions. Enhancements are requlred to
accommodate the additional record Information

_required for unbundled-and resold services (e.g..

CLC equipment and facility data, unbundled loop

port data, cross references and CLC clrcuit
identification).

$24,189

Automated Work Assignment
System (AWAS)

Modifications to AWAS wil auow GT Eto include CLC
data and coordinate repair and installation activities
on resold and unbundled services (e.g.. CLC -

equipment and facllity data, cross references and
CLC circuit identification.

Trouble Administration System
(TAS)

‘This system is used for trouble reportmg and troub!e

analysis to facilitate the isolation, correction and
dispatching of trouble lickets.

$42,375 |

)
{
|
1
!
!
3
]

Operations Support Systems

Associaled costs for network ang hargware, contracted
support for system development and enhancements, -

as well 3sthe requirements gathering for local cornpemlon
ImprementatJon.

-

$1.112,838

$284,365.
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|  APPENDIX B

- Page 5 - | :
GTE California | 8oz o  FieoMIOCSYEwa
Local Competition Cost Report R - ' : ‘
Period: December 31, 1996 YTD

- | S |  GIE
Description _ Explanaﬁon - _ Callfornia
Qutboarg Systems

This system proviges an interface between tne NDOM

(Network Data Mover) which will deliver the locat service

request to the CLC ordering cenler and GTE'S order entry

systems. It als¢-serves as a mechanized work-ald pmwolng ‘

front-end eduﬂng of the dala submiued by lne CLCs. $186,102

These cosls represent syslems development and
enhancement (D&E) expenses associated with

creation of the Line Screen Table-(allowing for identificalion
of resald lines).and-Call Racord Procassing for toll billing
through UMS. Une Screen Table administration is.performed
in the CL.C Ordering Center. ElectroniclMagneuc tnterface

was not required by the CLCS e . $848,351 £216,762

Netwark Interconnection Cosls Costs 35s0Ciated with The prOvISIomng of trunks:de -

interconnection are not tracked as part of the’ Comoany s
resale/ unbuncmng efforts. ' :

Capital Expenditures Assets placed in a:slale that SUDDOI’l operauons BCf 05s-

several other states. The cost of this Investment Is: -
allocaled across.all the slales recewing benerts via an

: al!ocauon factor - $349,515

Customer Notification Producuon mamng and other cosm«assoc:ated w'm

manaated customer anafor pubnc notxrcauon

Proy e TR WIERTINT VT XY

- $0

S LA LR AR ol wnuwm&.u:n -2 TN Y TR T

oot & AL,

| Total,Expense- :

* ot el e ol ' s” nddhd\-&&m‘.lh\.&

-56.047,639 $1,852,910

T e (e LTI T T R A Y

See T it Ve s 1 b bl s 4 s W mietilate ¢ e afls e

(END OF APPENDIX B)
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Commissioner Jessie J. Knight, Jr., Concurring:

[ support this decision regarding interim recovery of local exchange
compelition implementation costs with the fervent hope that this
Commission will remain vigilant in ensuring that only reasonable
implementation costs are ultimately recovered. The Commission must be
exqctmg when examining the claims of lhe incumbents’ for implementation
costs in order to prevent any over-recovery, or payment for costs which
would have been incurred even without local exchange competition. The '

' Commission must remember that if costs are inappropriately included,
competitors ar¢ ultimately harmed by an accidental regulatory subsidy to the
incumbent.

During the course of my term at the Commlsston I hWe conslslemly
placed great importance on scrutinizing claims of this sort and 1 urge my
colleagues and successors to do the same as we niature during this
“anticipated short transitional period.

atcd Novcmber 19, 1998 at San Francisco, California.

Is/ Jessie J. Knight, Jr.

Jessic J. Knight, Jr.
Commissioner
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Commissioner Jessic J. Knight, Jr., Concurring:

[ support this decision regarding interim recovery of local exchange
competition implementation costs with the fervent hope that this
Commisston will remain vigilant in ensuring that only reasonable
implementation costs are ultimately recovered. The Commission must be
exacting when examining the claims of the incumbents® for implenientation
costs in order {0 prevent any over-recovery, or payment for costs which
would have been incurred even without local exchange competition. The
Commission must remember that if costs are inappropriately included,
competitors are ultimately harmed by an accidental regulatory subsidy to
the incumbent.

During the course of my term at the Commission, I have consistently
placed great importance on scrutinizing claims of this sort and I urge my
colleagues and successors to do the same as we mature during this
anticipated short transitional period.

Dated November 19, 1998 at San Francisco, California.

»

esthe 3 K‘t{igh't,lJ/{ )

Commissione




