
Before the Public Utilities Commission of the State of California
	Order Instituting Rulemaking on the Commission’s Own Motion to Assess and Revise the New Regulatory Framework for Pacific Bell and Verizon California Incorporated.  


	R.01-09-001

(September 6, 2001)

	Order Instituting Investigation on the Commission’s Own Motion to Assess and Revise the New Regulatory Framework for Pacific Bell and Verizon California Incorporated.  


	I.01-09-002

(September 6, 2001)


REPLY COMMENTS OF THE OFFICE OF RATEPAYER ADVOCATES ON THE COMMISSION’S ORDER INSTITUTING RULEMAKING 

AND ORDER INSTITUTING INVESTIGATION 

FOR THE PURPOSE OF ASSESSING AND 

REVISING THE NEW REGULATORY FRAMEWORK
I.
GENERAL ISSUES 

Pacific Bell (“Pacific”) asked the Commission to withdraw the Order Instituting Rulemaking and Order Instituting Investigation for the Purpose of Assessing and Revising the New Regulatory Framework (“Order”) asserting that due to Mr. Long’s involvement in this proceeding thus far, the Order is irreversibly tainted.  This is absurd.  Via its comments Pacific would micro-manage the Commission’s internal process and procedure.  Furthermore, Pacific’s allegation about Mr. Long’s involvement in this proceeding is totally irrelevant to the issue of whether the Commission should have or should not have issued this order.  

The Commission has a regulatory responsibility to conduct triennial New Regulatory Framework (NRF) reviews.  Parties filed comments regarding the fourth triennial review over a year ago, in September 2000.
  This Order was issued on September 6, 2001, already later than originally expected.  The issues raised in the Order are important issues that must be reviewed to ensure that the Commission’s regulatory obligations are met, and that the ratepayers and public interests are protected.  

The Order was carefully crafted and well thought out.  The merits of the issues outlined in the Order stand on their own.  There is absolutely no reason for the Commission to withdraw the Order.

II.
PHASE 1 ISSUES

A.
ORA Concurs With The Phase 1 Schedule Proposed By Verizon And Its Proposal For A Workplan To Resolve Non-Financial Audit Issues.
As previously stated in ORA’s Opening Comments to the NRF OII, the Office Of Ratepayer Advocates (“ORA”) is willing to work with Verizon California Incorporated (“Verizon”) to develop a mutually agreeable workplan to implement operational changes and other remedies associated with the non-financial audit findings and conclusions.  (ORA Opening Comments, p. 6.)  Upon further review of the workplan proposal in Verizon’s opening comments, the proposal to collaboratively discuss, examine, and possibly resolve the non-financial issues raised in ORA’s audit report seems reasonable.

ORA also concurs with Verizon’s proposed schedule for Phase 1.  The proposed modifications to the Phase 1 schedule will allow sufficient time for parties to participate in the collaborative process and submit the stipulated-to measures in the proceeding.  Furthermore, ORA agrees with Verizon that the Commission should defer the current date for filing a motion for evidentiary hearings in Phase 1.
  As currently proposed in the OII, motions for evidentiary hearings have to be filed by October 25, 2001.  Postponing the filing of motions for evidentiary hearings until December 7, 2001, makes more sense, as it will allow for the results of the collaborative process to be submitted along with parties’ respective motions for evidentiary hearings.  This modification will also limit the need for parties to file supplemental motions to include those non-financial issues for which resolution was not reached.  Therefore, ORA agrees with Verizon’s recommendation that a ruling deferring the date for filing motions for evidentiary hearings be made immediately.

B.
The Financial Adjustments ORA Recommends in its NRF Audit Report Are Ripe For Consideration In Phase 1. 

Verizon’s comments frame ORA’s proposed adjustments as insignificant and a relic of rate of return regulation.  (Verizon’s Opening Comments, pp, 5-6.)  To the contrary, ORA’s proposed adjustments are significant in that they raise serious policy questions regarding cross-subsidy, the effectiveness of affiliate transaction rules, and potential anti-competitive behavior.  ORA opposes Verizon’s recommendation that consideration of these adjustments be excluded from the NRF.  The Commission’s discretion to make rate adjustments as a result of ORA’s audit findings is not precluded under the NRF.  The Commission language cited by Verizon refers to ratemaking adjustments in general, and does not specifically preclude affiliate earnings.  Furthermore, nothing precludes the Commission from considering the alternate approach of flowing-through audit adjustments directly to ratepayers, instead of relying on the sharing mechanism, which currently is suspended.  ORA also disagrees with Verizon’s suggestion that these issues can be addressed in comments instead of evidentiary hearings.  (Verizon Opening Comments, p. 4.)  Because Verizon disputes ORA’s factual evidence and the intricate policy issues raised as a result of the audit adjustments, ORA’s financial adjustments must be addressed through evidentiary hearings. 

C.
The Order Correctly Characterizes the Scope of the NRF Audit for Both Pacific and Verizon

The Order describes the scope of the audit as follows:

(1) analyze Verizon’s NRF monitoring reports; (2) analyze Verizon’s cost allocations and accounting practices and procedures that were established to protect against cross subsidization and anticompetitive behavior; (3) determine whether Verizon and its affiliates are following the Commission’s rules for affiliate transactions; (4) determine whether Verizon is properly tracking and allocating costs related to non-regulated activities; and (5) determine whether non-structural safeguards adequately protect ratepayer and competitor interests with respect to non-regulated activities.  (D.96-05-036, 66 CPUC 2d 274, 278, and OPs 3 and 4; and Executive Director letter dated September 18, 1998)

Pacific argues that, because the above description of the scope of the audits of Pacific and Verizon does not appear in any prior Commission decision or order.  Pacific is wrong.  The Order relies upon the directives in D.96-05-036 concerning the scope of the audit.   D.96-05-036 provided some guidelines (as cited by Pacific on pp. 5-6) for DRA (ORA’s predecessor) to develop its audit plan.  D.96-05-036 further directed DRA to submit to the Executive Director its revised audit plan for approval.  (D.96-05-036, mimeo, p.10.)  DRA followed these directions and the Executive Director approved the audit plan as set forth in his letter on September 18, 1998.
  The Order’s description of the audit scope matches the audit plan described in that letter.  

Pacific similarly challenged the audit scope in its June 10, 1999 Emergency Motion.
  The Commission in D.00-10-004 which granted the transfer of the audit oversight authority from ORA to Telecommunications Division (TD) addressed the scope of the issues.  Except for three areas of modifications, the Commission ordered the same audit scope, stating:

“First, ORA proposes to look at the sale of Bellcore and the merger between Pacific Bell’s parent company, SBC and Ameritech.  The Bellcore transaction was the subject of a settlement between ORA and Pacific Bell, and is therefore not an appropriate area of review.  Second, the merger of SBC and Ameritech because this transaction is not complete, and there is no Application before this Commission at this time, it does not fit within the prescribed timeframe of the audit (1996-1998).  Third, ORA’s RFP states that: ‘The contractor will be expected to interview, in addition to personnel at Pacific Bell and its affiliates, personnel from other regulatory agencies, and other interested parties to establish their perspective on Pacific Bell’s affiliate transactions and non-structural safeguards.’ Interviewing competitors of Pacific Bell is not an appropriate part of this audit.  Pacific Bell’s competitors will have ample opportunity in the next NRF review to raise allegations of anti-competitive conduct by Pacific Bell.

With the exception of the three areas I have described above, the scope of the audit conforms with the Commission’s directives.” (D.00-10-004, p.5, emphasis added.)

The three modifications mentioned above have not affected the overall audit scope set forth in the Executive Director’s September 18, 1998 letter, which is reiterated in the Order.  Pacific should not be allowed to argue the same issues asserted in its Emergency Motion over and over again. 

 III.
PHASE 2 ISSUES:

A.
The Order Correctly Includes Service Quality Issues Specific to Pacific and Verizon in the NRF Review

Pacific and Verizon argue that service quality should be addressed in a separate proceeding that includes all telecommunications carriers.  Pacific erroneously claims that “[i]t is impossible, however, to draw any conclusions about the effect that NRF may have had on service quality without considering Pacific’s and Verizon’s service quality in the context of the industry as a whole.”
  Pacific and Verizon seek to have the Commission force fit them into the ranks of the competitive telecommunications carriers and the small LECs.  However, Pacific and Verizon represent over 90% of California ratepayers.  This fact by itself confirms that it is appropriate for Pacific and Verizon to be the only telecommunications services providers included in this NRF review.


It is appropriate to include service quality as part of this NRF review proceeding.  In D.89-10-031 the Commission determined that a “monitoring program” should be in place to assess whether the regulatory goal of universal service to maintaining (1) affordable rates for basic service, (2) high levels of customer penetration for connections to the local telephone network, and (3) availability of high quality services where “special attention should be directed to any signs of service diminuation [sic].”
  The Commission’s evaluation of whether the regulatory goals have been met are based on various instruments such as GO‑33 reports, customer opinion surveys, informal service complaints, and quality improvement and cost reduction programs, etc.  


Since NRF is “a regulatory framework which couples broad operational flexibility and risk with significant pricing flexibility,” it is important to examine whether or not the incentives for operational flexibility have resulted in diminished service to ratepayers.  Service quality data is critical to this analysis; measures such as installation and repair intervals and numbers of held orders are important indicators of whether the NRF incentives are performing as originally envisioned or are contributing to the degradation of infrastructure and the decline of service quality.

ORA concurs with Verizon in that the service quality review should not be delayed as a result of combining Pacific’s audit report and service quality in the same phase.  ORA believes that the Commission should clearly set a separate schedule for service quality that is not influenced by the timing of Pacific’s audit review.

IV.
Phase 3 Issues:

A.  The Order Correctly Allows Investigation of the NRF Mechanism and its Associated Elements

Pacific and Verizon criticize the OIR/OII for examining various aspects of NRF.  Pacific claims a statement in D.98-10-026 suggests that the Commission expected to permanently eliminate I-X and sharing and alleges that the Order contradicts D.98-10-026 by considering whether to reinstate the price cap (I-X) mechanism (and sharing), continue the suspension, or eliminate the mechanism.  (Pacific Opening Comments, pp. 14-16.)   Verizon makes a similar argument, protesting that “issues which were targeted for elimination in the last NRF review (i.e., the price cap index and sharing) are now wide open for reinstatement or modification.”  (Verizon Comments, p. 12.)  

The Commission stated in D.98-10-026 that permanent elimination of I-X (and sharing) should be considered during the next NRF review.  Pacific and Verizon both mistakenly conclude that the Commission, by this statement, has pre-judged the results of its review of these issues in this proceeding, and that the Commission should proscribe itself from developing a full record in this proceeding.  Such a conclusion is both illogical and unreasonable.  A full record is needed to evaluate the various alternatives, i.e., whether I-X (and sharing) should be retained, suspended or modified as set forth in the Commission’s OIR/OII.  

In D.89-10-031, the Commission moved away from traditional cost of service regulation to the NRF mechanism in order to accomplish certain regulatory goals.  These goals are: achieving universal service, economic efficiency, encouragement of technological advance, accomplishing financial and rate stability, full utilization of the local exchange network, avoidance of cross subsidies and anticompetitive behavior, low cost, efficient regulation, and fairness.  (D.89-10-031, mimeo, pp.76-125)  The Commission has the prerogative to include any and all of the NRF mechanisms within the scope of this review.  In the OIR/OII the Commission correctly decided to assess the price cap indexing, sharing and other mechanisms to determine whether its existing form, or some other modified form best meets the Commission’s NRF goals as expressed in D.89-10-031.  

B.
Exogenous Factors

Pacific states that it is unnecessary to include the issue of “whether and how the LE factor mechanism should be revised to provide an opportunity for parties other than utilities to propose LE factors.”  (Pacific Comments, p. 16.)  ORA disagrees.  

A NRF utility’s request for z-factor recovery can, and has been the subject of dispute (as cited in D.98-10-026, mimeo, p.60) that may require more than the price cap advice letter to resolve.  Though a Commission decision might mandate that the utility incur certain costs, the level of costs incurred may still largely be within the utility’s control, and therefore, may be subject to the utility’s exploitation.  Accordingly, regardless of whether a Commission decision “authorizes” z-factor expense recovery, the NRF framework should preserve the Commission’s duty to protect ratepayers by disallowing improperly incurred costs from z-factor recovery.  Allowing for non-utility parties’ proposed z-factor adjustments will aid the Commission’s decision-making in this endeavor.  The appropriate mechanisms and procedures for addressing z-factor disputes are unresolved issues that are ripe for discussion in this proceeding. 

C.
Sharing

As with the price cap indexing mechanism, Pacific incorrectly claims that the OIR/OII contradicts D.98-10-026 (mimeo, p.89, conclusion of law 5), in which the Commission stated that it would consider permanent elimination of sharing during the next NRF review.  Pacific once again would deny the Commission’s prerogative to thoroughly investigate whether the NRF framework in its current form, or in some other modified form, functions best to achieve the Commission’s NRF goals.  Pacific’s attempt to limit the scope of the Commission’s review of this and other subjects, would lead to an incomplete record which would not permit the Commission to make a truly informed decision.  The OIR/OII should not be modified to limit the scope of the Commission’s review of the NRF sharing mechanism as Pacific recommends.

D.
Gain on Sale

Pacific states that the OIR/OII wrongly portrays the issue of gain on sale of assets as an unsettled issue.  Pacific proceeds to claim that the gain on sale issue is well settled and there is no reason for this issue to be relitigated.  ORA disagrees.  ORA supports the Commission’s OIR/OII assessment that the NRF ratemaking treatment of gain on sale is an unsettled issue.  ORA is concerned that past Commission decisions may have shortchanged ratepayers on the issue of gain on sale and supports the Commission’s inclusion of this issue in this proceeding.  
E.
Criterion and Procedures for Revising Prices

Pacific would also restrict the scope of pricing procedural issues in the OIR/OII by claiming that “all pricing issues are being addressed in the Rulemaking (R.98-07-038) to revise General Order 96A.”  (Pacific Comments, p. 23.)  ORA agrees that R.98-07-038 was initiated to incorporate the various filing rules that have been ordered over the last couple of decades into the General Order.  However, the review of Pacific and Verizon’s rules for implementing price changes under the NRF is not a proper issue for R.98-07-038.  As Pacific states, “The intent [of R.98-07-038] was to look at each industry and streamline the rules rather than to continue with group (e.g., ILEC, CLEC) rules or company-specific rules.”  (Id., emphasis added.)  

The revision of pricing procedures specific to Pacific’s and Verizon’s NRF is not within the scope of R.98-07-038 because these procedures are utility-specific.  The NRF review OIR/OII, however, is the proper proceeding to examine these issues and ORA recommends that the Commission preserve them in the OIR/OII.  

F.
ORA Supports TURN’s Additional Proposed Phase 3 Issues.

TURN states its belief that the sixth Phase 3 issue, “Criteria and Procedures for Revising Prices,” necessarily includes clarification of the criteria and procedures for re-categorizing services, because this is often the precursor to steep price increases.  TURN asks that the inclusion of this issue be made explicit in the final Scoping Memo.  (TURN Comments, p. 10.)  Likewise, TURN suggests that the Commission address the issue of the accounting treatment for newly minted Category III services.  TURN notes that the Commission has adopted differing accounting treatments for recategorized services in different cases.  TURN asks the Commission to modify its Scoping Memo to clarify that the criteria for above-the-line versus below-the-line treatment of Category III services is addressed in Phase 3. (Id., p. 11.)

Both of TURN’s proposed Phase 3 issues speak to serious concerns shared by ORA.  These issues have potentially far-reaching financial impacts on ratepayers and should be addressed in Phase 3.  ORA requests that the Commission include them in its final adopted Scoping Memo for this proceeding.   
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� Pacific filed its initial comments on July 18, 2000.  ORA, TURN, and Verizon filed each of their initial comments on September 1, 2000.


� On October 18, 2001, Verizon, with the permission of ORA and TURN, sent a letter to Administrative Law Judge Kenney requesting that the dates for the filing of Motions of Evidentiary Hearings be changed from October 26 to December 7, 2001.


� A copy of the Executive Director’s letter dated September 18, 1998 was provide to parties in this proceeding by Administrative Law Judge’s Ruling dated October 12, 2001.


� Emergency Motion of Pacific Bell to Suspend the Awarding of an Auditing Contract Pursuant to a Request for Proposal Issued by the Office of Ratepayer Advocates on March 29, 1999 filed on June 10, 1999.


� Ibid.
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