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Dear Assembly Member Wright:

 
The Office of Ratepayer Advocates (ORA) opposes your bill, AB 2958, as it would severely restrict the Commission’s regulatory oversight of Pacific Bell and Verizon.  If this bill were to pass, it could cost residential and business customers in California $3 billion or more over the next five years.

AB 2958 would prevent the Commission from adjusting the New Regulatory Framework
 (NRF) for Pacific Bell or Verizon in any substantive way until 2007.  NRF was designed to reward companies with increased profitability by encouraging operational efficiency improvements and to protect consumer interests by maintaining stable or declining rates by means of a price cap, shared earnings and a monitoring program. Consumer safeguards were originally built into NRF, such as the sharing of excess earnings with residential and business customers, to guard against the possibility that increased profits might lead to deteriorating service quality, reduced investment, cross subsidies, misallocation of costs, exploiting monopoly advantages, and the like.  A price cap productivity index was built into NRF to adjust rates up based on inflation and down based on productivity gains.

The Commission conducts triennial NRF reviews of Pacific Bell and Verizon to assess how well the NRF is working and to make any needed adjustments.  In 1998, the Commission suspended the requirement that Pacific Bell and Verizon share earnings with residential and business customers based on information available at that time.   The Commission suspended the price cap productivity index in 1995, in the belief that the market would become increasingly competitive.
The Commission is now conducting its fourth triennial review of Pacific Bell and Verizon.  This review will assess the results of recently completed audits of both utilities.  The Pacific Bell audit found that Pacific Bell understated its net operating income by nearly $2 billion during the audit period
, depriving residential and business customers of $349 million in refunds for 1997 and 1998.  The audit raises red flags on the soundness of various accounting practices that were employed amid discoveries of affiliate transaction rule violations, cost misallocations, insufficient monitoring and cross-subsidies. 

Pacific Bell hampered the audit by failing to provide relevant data requested by the independent auditors.  By its refusal to be forthcoming with requested information, by stalling, by delaying and by objecting to simple information requests the utility stretched a one-year audit to 18 months.  

Pacific Bell’s transfer of company marketing and network planning functions from California to SBC operations in Texas raise additional concerns: as these operations continue to be moved out of state, how does California maintain oversight and authority over corporate marketing tactics?  How can we be assured that SBC will not abuse the trust implicit in private customer data, collected from captive residential and business customers in a nominally regulated monopoly environment?  Given Pacific Bell’s behavior as revealed in the audit, Californians face the prospect of being reduced to the status of “fair game”, with scant protection and little recourse.   

 The Verizon audit report concluded that Verizon under-reported its income by $112 million during the audit period (1996-1998) in violation of Commission accounting rules.  The audit report identified problems with improper cost allocation methodologies, non-compliance with affiliate transaction pricing rules, and failing in record retention requirements.

The Commission will scrutinize the results of these audits in a formal proceeding over the next six to ten months. This review will establish the facts of the audit based on parties’ testimony and an evidentiary record.  Based on the facts, the Commission will make an assessment of company performance, accomplishment of NRF goals and market conditions, and will decide whether or not and how the regulatory regime for these carriers should be modified.  

Passage of AB 2958 would prevent the Commission from considering any substantive changes to NRF for five years and would strongly limit the Commission’s ability to hold these utilities accountable.  This bill would  “freeze” NRF such that benefits accrue exclusively to the carriers, to the detriment of customers and competing business entities.  Specifically, AB 2958 would remove the Commission’s authority to reinstate earnings sharing or to adjust the price cap productivity index until 2007!

Preventing the Commission from reinstating earnings sharing is lucrative for SBC Pacific Bell and Verizon.  Since the Commission suspended this mechanism in 1998, earnings for both companies have skyrocketed.  By 1999, SBC Pacific Bell’s after-tax rate of return on equity was 30%
, and Verizon’s 28%
 – high by any standards.  During this same period, investment in California infrastructure remained constant.   Average phone bills for Pacific Bell jumped from $20 to $32 a month.  Rates for so-called “competitive” services increased significantly.  For example, upon being deregulated nearly 2 years ago Pacific Bell’s rates for Business Toll increased by over 50%; Centrex rates increased 15% for measured rate service and 94% per feature; and 800 number rates increased 8% to 26% depending on rate plan.  Residential consumers have seen prices for inside wire maintenance increase from $0.60 to $2.99 per month, a 400% increase.  Prices in competitive markets do not behave this way.  Only monopoly power allows this to happen.   The Commission must be allowed to act to mitigate this kind of monopoly power over captive customers who remain vulnerable to market exploitation.

The Legislature should not prejudge the outcome of the Commission’s review of Pacific Bell and Verizon or limit the Commission’s authority to make any necessary adjustments to NRF.  Should the Commission decide to reinstate the sharing of excess earnings, the benefit to residential and business customers would be significant.  The Pacific Bell audit found that had the sharing of excess earnings not been suspended in 1999, Pacific Bell residential and business customers would now be entitled to an additional $457 million refund for that year.  At this rate, Pacific Bell customers could be entitled to nearly $2.5 billion in refunds over the next five years if the Commission decides to reinstate the sharing mechanism. Similarly, had earnings sharing been in place in 1999 for Verizon, those customers would have been entitled to $160 million in refunds.
  If this level of earnings continued, Verizon customers could be entitled to as much as $800 million between now and 2007. 

The stakes for the California economy are high. At the onset, the NRF mechanism was designed to automatically rebalance risk and rewards if the utilities earned monopoly profits. The NRF earnings sharing mechanism and price cap productivity index are core self-correcting features of NRF that should not be frozen from now until 2007.

The public interest in this bill is too large to be decided without all the facts.  Without the ability to make adjustments to NRF, the Commission has no way of holding Pacific Bell and Verizon accountable for their actions.  At this time, the Commission’s authority to modify NRF should be strengthened, rather than weakened, so that the Commission can effectively apply corrective measures to the accounting and compliance problems raised in the SBC Pacific Bell and Verizon audit reports.  

For these reasons, the Office of Ratepayer Advocates OPPOSES AB 2958.  My staff and I would be happy to discuss this further with you, your staff or other members.

Respectfully

Regina Birdsell

Director

cc: 

Assembly Member Herb Wesson, Speaker of the Assembly

Assembly Member Anthony Pescetti, Vice Chair

Assembly Member Thomas Calderon

Assembly Member Bill Campbell

Assembly Member John Campbell

Assembly Member Joe Canciamilla, 

Assembly Member Tony Cardenas

Assembly Member Manny Diaz, 

Assembly Member Hannah-Beth Jackson, 

Assembly Member David Kelley, 

Assembly Member Jay LaSuer

Assembly Member Bill Leonard

Assembly Member Ken Maddox

Assembly Member Joe Nation

Assembly Member Lou Papan, 

Assembly Member Sarah Reyes 

Assembly Member Joseph Simitian

Senator Debra Bowen, Chair, Senate Energy, Utilities and Communications Committee

Linda Adams, Governor’s Office
Commissioner Loretta M. Lynch, President CPUC

Commissioner Carl Wood

Commissioner Geoffrey F. Brown

Commissioner Henry M. Duque

Commissioner Michael R. Peevey 
� The New Regulatory Framework, or NRF, is a form of incentive regulation that is designed to be a more streamlined way to set rates for phone services in a mixed monopoly-competitive environment. Currently Pacific Bell, Verizon, Roseville and Citizens are regulated under NRF.





� The audit covered 1997, 1998, and 1999.


� SBC Pacific Bell’s return on equity is computed based on the Commission’s Telecommunications Division Audit for year 1999.





� Verizon’s return on equity from their 1996-2000 year end Monitoring Reports G.D.-XX-12 and GD-04-00, Verizon’s October, 2001 G.D.-XX-12 and its 3rd Quarter 2001 GD-04-00 report.


� This calculation based on Verizon data reported to the Commission.  See footnote 4.
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