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The Office of Ratepayer Advocates (ORA) submits these comments on the issues raised in the Assigned Commissioner’s Scoping Memo.

SUMMARY

Elimination of sharing, etc.  It is premature for the Commission to eliminate sharing, earnings floors and caps, market-based and benchmark rates of return, trigger mechanisms and periodic earnings reviews.  In a market which is not competitive, market-based pricing is an inadequate replacement mechanism for determining whether or not a utility’s rates are “just and reasonable.”  In order to ensure that ratepayers continue to pay just and reasonable rates, until such time as irreversible competition in local exchange service exists in California, the Commission should continue to rely upon that form of regulation which incorporates a rate of return benchmark which links excess earnings to a sharing mechanism.  The existing new regulatory framework (NRF) price cap indexing mechanism, with sharing of excess earnings, was designed to achieve several regulatory goals, such as providing affordable service, improving price and productive efficiency, avoiding cross-subsidization, and deterring anti-competitive behavior.  These goals remain important today.  Prematurely abandoning the present NRF mechanism will be detrimental to these regulatory goals.

The existing NRF mechanism, however, should be modified.  First, in line with the Commission’s original intent that sharable earnings are to benefit end users, sharing should apply to the basic exchange services now included in Category II.  Second, the sharing band should be modified so that ratepayers share 50% of the band above the expected market-based ROR (MBROR), while shareholders retain everything beyond the sharing band.  (The sharing band can be 100, 200, X00 basis points, which should be determined in a phase II of this OIR or in a separate proceeding.) 

If, however, the Commission chooses to eliminate sharing, etc., the replacement should be a form of pure price cap regulation.  This pure price cap regulation should incorporate an aggressive productivity factor, to ensure that the existing prospects for achievement of the Commission’s regulatory goals are preserved or enhanced.  

Depreciation.  The annual depreciation review and approval of depreciation rate changes for Pacific Bell (Pacific) and GTE California Incorporated (GTEC) should be eliminated.  Pacific and GTEC should be required to provide an annual report to ORA showing accounting information on depreciation reserve and statistical information on survival characteristics of telecommunications and other plant.  Pacific and GTEC should be allowed to use economic lives.  In the event the use of economic lives causes what Pacific and GTEC believe are extraordinary changes in depreciation expenses, Pacific and GTEC should be prohibited from requesting exogenous treatment of the resulting increase.  If changes in the depreciation expenses are sufficient to adversely impact the utility’s earnings, the depreciation expenses should be amortized over a period of not more than three years.

Elimination of the price cap formula.  The price cap formula should not be permanently eliminated.  Price cap regulation is still needed in the transition to a fully competitive market.  Incumbent local exchange carriers (ILEC) still provide utility services with varying degrees of competition.  The Commission designed the NRF price cap regulation to cope with these conditions in mind.  ORA believes that the current form of NRF price cap, with a sharing mechanism, is still suitable to accomplish the regulatory goals that the Commission intended to achieve.  If the Commission eliminates sharing, however, then the Commission should institute a price cap formula with a more aggressive productivity factor to ensure that ratepayer interests are protected.  If the Commission elects to eliminate both sharing and the price cap formula, the Commission should institute a rate rebalancing proceeding to protect ratepayers from unwarranted increases in rates without corresponding rate reductions.

Z Factors.  Z factor adjustments should be eliminated prospectively.  However, any Z factor adjustments that already have been ordered by the Commission for implementation in 1999 or thereafter should be implemented until they have expired, such as the last step-down for the $200-$500 expense limit change.  The Commission also should continue all other adjustments, such as the merger refund, that have been ordered by the Commission.  In addition, Z factor issues that are still pending Commission resolution, such as the Uniform System of Accounts Rewrite (USOAR), post-retirement benefits other than pensions (PBOP) and the property tax over-assessment OII, should be reflected as Z factor adjustments, even if the Commission prospectively eliminates Z factor adjustments. 

Cap on Basic Residential Services.  The cap on the price of Pacific’s and GTEC’s basic residential services should continue through 2001 at the existing level.  ORA opposes any adjustment to basic residential service rates, other than those resulting from the effect of sharing or the implementation of the GDPPI-X formula.  If Pacific’s or GTEC’s revenues trigger the sharing mechanism, ratepayers should receive a surcredit applicable to basic residential service.  Alternatively, inflation and productivity should be the only considerations in altering basic service rates.  Subjecting basic service rates to the outcomes of pending proceedings may well frustrate NRF’s commitment to Universal Service by increasing the rates and impacting the affordability of basic residential service.  ORA strongly opposes any attempt to increase the rates for basic telephone service because it may impact the availability of such service to lower income ratepayers.

The Commission should also consider whether the cap on basic service prices should be extended to small business customers, because small business customers, similar to residential customers, are captive ratepayers.  Until there is robust local competition in the residential and small business markets, rates must remain capped. 

ORA’S RESPONSE TO THE FIVE ISSUES RAISED IN THE ASSIGNED COMMISSIONER’S SCOPING MEMO.

Should the Commission eliminate as to Pacific Bell (Pacific) and GTE California Incorporated (GTEC) (a) sharing of earnings above specified levels (i.e., Pacific’s benchmark, GTEC’s ceiling), (b) earnings floors, (c) earnings caps, (d) benchmark and market-based rates of return, (e) “trigger" mechanisms, and (f) periodic earnings reviews?

ORA’s Position�

No.  It is premature for the Commission to eliminate sharing, earnings floors and caps, market-based and benchmark rates of return, trigger mechanisms and periodic earnings reviews before the market has become irreversibly competitive.  In a market which is not competitive, market-based pricing is an inadequate replacement mechanism for determining whether or not a utility’s rates are “just and reasonable.”  In order to ensure that ratepayers continue to pay just and reasonable rates, until such time as irreversible competition in local exchange service exists in California, the Commission should continue to rely upon that form of regulation which incorporates a rate of return benchmark which links excess earnings to a sharing mechanism.  In the absence of a truly competitive market, a safety mechanism which can monitor and correct for excess earnings above the expected market-based rate of return to benefit ratepayers is essential.  The existing NRF price cap indexing mechanism with sharing of excess earnings was designed to achieve several regulatory goals, such as providing affordable service, improving price and productive efficiency, avoiding cross-subsidization, and deterring anti-competitive behavior.  These goals remain important today.  Prematurely abandoning the present NRF mechanism would be detrimental to these regulatory goals.

The existing NRF mechanism, however, should be modified.  First, in line with the Commission’s original intent that sharable earnings are to benefit end users, sharing should apply to the basic exchange services now included in Category II.  Second, the sharing band should be modified so that ratepayers share 50% of the band above the expected MBROR, while shareholders retain everything beyond the sharing band.  (The sharing band can be 100, 200, X00 basis points, which should be determined in a phase II of this OIR or in a separate proceeding.) 

If, however, the Commission chooses to eliminate sharing, etc., the replacement should be a form of pure price cap regulation.  This pure price cap regulation should incorporate an aggressive productivity factor, to ensure that the existing prospects for achievement of the Commission’s regulatory goals are preserved or enhanced.  

Rationale for ORA’s Position

In its initial decision establishing the New Regulatory Framework (NRF), the Commission enunciated seven regulatory goals, discussed infra, that it considered important in determining the merits of alternative approaches to traditional ratemaking. (Re Alternative Regulatory Frameworks for Local Exchange Carriers, hereinafter referred to as Re Alternative Regulatory Frameworks, or D.89-10-031, (1989) 33 CPUC2d 43, 92-115.)   One of the principal mechanisms which the Commission subsequently adopted to further the achievement of those goals, during the transition to a competitive market, was a price cap formula coupled with a sharing mechanism.  At the present time, given the absence of a truly competitive market in local telephony in California, ORA is not convinced that market forces can substitute for existing NRF regulations in protecting the interests of ratepayers.  Therefore, such a protective mechanism remains important today.  For this reason, the existing NRF structure,  with some modification, is still suitable to regulate the incumbent local exchange carriers (ILECs), and to ensure that ratepayers pay just and reasonable rates for those services provided by the ILECs that still dominate the market.   

The Commission Regulates To Ensure Ratepayers Pay Just And Reasonable Rates When There Is A Lack of Competition. 

For some types of utility services, little or no competition exists to set prices properly.  For these utility services, the Commission has the responsibility to ensure that ratepayers pay just and reasonable rates without discrimination.  Public Utilities Code (P.U. Code) section 451 states: 

All charges demanded or received by any public utility, or by any two or more public utilities, for any product or commodity furnished or to be furnished or any service rendered or to be rendered shall be just and reasonable…

P.U. Code section 453(a) states:

No public utility shall, as to rates, charges, service, facilities, or in any other respect, make or grant any preference or advantage to any corporation or person or subject any corporation or person to any prejudice or disadvantage.

The Commission decided to move away from traditional cost of service regulation to NRF ratemaking only after it determined that changes to the traditional form of regulation were necessary:

…change for change’s sake should be avoided; we must be convinced that a movement away from traditional regulation will bring with it real improvement in the marketplace and better realization of our regulatory goals. (Re Alternative Regulatory Frameworks, supra, 33 CPUC 2d 43, 92.)

In adopting the specific NRF mechanism in 1989, the Commission explained its choice of the price cap combined with a sharing mechanism as follows: 

[W]e also recognize the degree of judgment  that goes into construction of the index mechanism, in particular the choice of an appropriate productivity target…  

On balance, we conclude that a regulatory mechanism which provides some self-correcting protections is more likely to be sustainable and thus would provide more predictable and longer run incentives to utility management than would the pure price cap model.  A regulatory structure which combines the price cap indexing approach with a sharing mechanism can provide protection to both shareholders and ratepayers from the risks that the indexing method may over- or underestimate the revenue changes which are needed to keep the utility financially healthy – but not too healthy.  (Id, at p. 134, emphasis added.)  



In its 1993 report to the Governor, the Commission reaffirmed its commitment to such a protective mechanism:

We will maintain rate ceilings to ensure consumers seeking access face reasonable prices where competition is absent....  

Regulatory emphasis should be on protecting captive customers from monopoly practices of dominant firms.  (“A Strategy For Telecommunications Infrastructure”,  A Report to the Governor, Nov. 1993, p. 14, emphasis added, p. 51.)

The advantage of a self-correcting mechanism using sharing still exists today.  This mechanism helps to ensure that ratepayers pay just and reasonable rates for the services provided by the ILECs that still dominate the market.  Where a competitive market does not exist to provide appropriate price information, a sharing mechanism ensures that ratepayers are compensated via rate reductions when the price cap indexing mechanism results in excess earnings for the utility. 

If an ILEC believes a service to be fully competitive, the existing NRF mechanism allows the ILEC to ask the Commission to move that service to Category III.�  ILECs have full pricing flexibility with regard to Category III services, which enables them to react to market conditions. 

In 1993, after eight or nine years of long distance competition, this Commission was cautious in evaluating AT&T’s market power status when AT&T requested more regulatory flexibility.  At that time, the Commission stated:

. . . the pricing flexibility which we would be willing to grant initially under such an Observation Approach would be relatively limited because of our concern about the potential adverse impacts of AT&T-C using such flexibility to wield market power.

Before we grant any further flexibility, we want to ensure that any additional flexibility is warranted and in the public interest.  The Commission must also be vigilant as to the type of rate mechanism that it establishes for AT&T-C because such a rate mechanism will have an indirect effect on the NDIECs who compete with AT&T-C.  (Re AT&T Communications of California, Inc., D.93-02-010, (1993) 48 CPUC 2d 31, 55, emphasis added.) 

In considering whether or not to eliminate sharing, the Commission should use an equally cautious approach.  Before granting Pacific and GTEC additional regulatory flexibility, the Commission should ensure that such a change  is in the public interest, and maintain its commitment to protect captive customers. 

The Commission Designed NRF To Ensure That Both Ratepayers And Shareholders Benefit From Incentive Regulation.

In D.89-10-031, the Commission adopted a sharing mechanism to ensure that ratepayers receive a portion of the benefits expected to accrue from incentive regulation, and to protect both ratepayers and shareholders from risks that the indexing mechanism may significantly under- or overestimate reasonable cost levels.�  In the adopted sharing mechanism, any NRF utility earnings above a benchmark rate of return (BROR), set at 150 basis points higher than the expected MBROR, would be shared equally between shareholders and ratepayers.  A cap on returns equal to 500 basis points above the MBROR was also established above which all excess earnings would be returned to ratepayers.  To calculate shareable earnings, D.89-10-031 ordered the NRF utilities to include revenues from Category I , Category II (flexibly priced services), and some Category III services�.  The Commission also ordered that shared revenues be returned with interest through a bill-and-keep surcredit on all Category I basic monopoly services except switched and low speed special access and other services normally excluded from surcredits.�    

Subsequently, the Commission modified its sharing mechanism for Pacific in the 1992 NRF review decision.  (Re GTE California, Inc., D.94-06-011, (1994) 55 CPUC 2d 1.)  In that decision, the Commission stated that:

Additionally, we have modified the sharing mechanism to incorporate a type of “reverse taper” approach. Under this approach, the ratepayers and Pacific split earnings 50/50 over the new benchmark  ROR of 11.5% up to the ceiling ROR 15.0%, after which the sharing allocation will be 30/70 between the ratepayers and Pacific respectively.  (Id. at p. 11.)

Furthermore, the 1992 NRF review decision reiterated the Commission’s policy directives in D.89-10-031 that sharable earnings should benefit end users, and that access services should be excluded from the sharing mechanism.�  The Commission should continue this measured approach to modifying the sharing mechanism.  ORA’s modified sharing mechanism, discussed below, would advance the Commission’s goals.  On the other hand, prematurely eliminating sharing in this proceeding has the potential to harm ratepayers by removing an essential protective mechanism.  

ORA Proposes A Modification to The Current Sharing Mechanism.

ORA believes that the elimination of a sharing mechanism tied to a benchmark rate of return, before the emergence of a truly competitive market and before ratepayers receive any anticipated benefits, is premature and inappropriate. The existing sharing mechanism should, however, be modified to suit the current regulatory environment.  The following modifications are recommended by ORA:

The Sharing Mechanism should be applied to Category II services.

D.89-10-031 ordered that shared revenues should be returned with interest through a bill-and-keep surcredit on all Category I basic monopoly services except switched and low speed special access and other services normally excluded from surcredits. The Commission subsequently reiterated this position in D.94-06-011, the 1992 NRF review decision, and stated that sharable earnings should benefit end users.�  However, in two subsequent decisions, the Commission moved “retail” end user services originally in Category I to Category II.  (D.94-09-065 and Order Instituting Rulemaking on the Commission’s Own Motion Into Competition for Local Exchange Service, hereinafter referred to as Local Competition OII, D.96-03-020, (1996); 1996 Cal. PUC LEXIS 257.)  Thus, in line with the Commission’s original intent that sharable earnings benefit retail end users, ORA recommends that sharable earnings be applied to basic exchange services in Category II.  In this proceeding, the Commission should order that:

Pacific and GTEC shall file advice letters in accordance with General Order 96-A no later than April 1 of each year, commencing in 1999, which evaluate whether the prior year’s operation were such that sharable earnings exist and, if so, specify the bill-and-keep surcredit with duration of up to 12 months which should be applied to basic exchange services in Category II …….. (See, for example, Re Alternative Regulatory Frameworks, supra, 33 CPUC 2d 43, 235, Ordering Paragraph 16.)�  

Sharing bands should be modified.

Pacific indicated in a data request response that the current sharing mechanism does not provide an incentive for them to increase their earnings. 	

Under the current structure, the allocation of expenses and revenues could effect sharing.  This, at least theoretically, creates an incentive to misallocate expenses and revenues to avoid sharing.�  

To encourage the NRF utilities to increase their earnings and/or not to misallocate revenue and expenses, ORA recommends that the 50/50 sharing band currently between the benchmark ROR and the cap, from 11.5% to 15.0%, be modified in a way to give the utility an incentive to exceed the ceiling ROR.  For example, the 50/50 sharing band should be modified to between MBROR and X00 basis points above it.  In other words, the modification would eliminate the benchmark ROR and establish one band with 50/50 sharing between the MBROR and the ceiling ROR.  Shareholders will retain all earnings above the ceiling ROR. The details of this modification should be determined in the next phase of this proceeding or in a separate proceeding, as the Assigned Commissioner directed in his Scoping Memo.  (Scoping Memo, p. 5.)

The Commission Should Order An Audit of ILECs’ Returns Before Considering Elimination of the Sharing Mechanism.

Before the Commission considers the elimination of Pacific’s sharing mechanism, the Commission should scrutinize the reasons behind Pacific’s failure to reach the sharing threshold.  Pacific’s failure to achieve sharing should not be considered a failure of the Commission’s policy.  A hasty decision to eliminate sharing could disadvantage ratepayers.  The Commission’s original intent in adopting sharing was to benefit Pacific’s ratepayers, and there is still no evidence that this goal cannot be achieved.

Pacific conceivably could reach sharing thresholds, because its billing base continues to grow.  Since the Commission opened up local competition in 1996, both Pacific’s and GTEC’s billing bases have continued to grow.  Pacific’s and GTEC’s 1998 billing base increased from 1997 levels by about 6.1% and 8.0%, respectively.�  That trend should continue.  For example, recent news from SBC provided a very optimistic growth estimate.  Pacific reported a 7.2% revenue increase based on the first quarter 1998 report.  SBC, as a whole, has seen a 7.6% revenue increase.  SBC’s earnings have increased almost 20% for the first quarter of 1998.  This increase results from SBC’s strong growth in access lines, data services, and vertical features.�  SBC has claimed that it can sustain those margin levels through the rest of the year. �  

Pacific may suggest that the current sharing mechanism, at least theoretically, creates an incentive to misallocate expenses and revenues to avoid sharing.  In response to one of ORA’s data requests,� Pacific asserted that current regulations constrain its ability to compete fairly in the marketplace.  However, Pacific’s assertion is only valid in a competitive market, which does not exist at the present time and will not exist in the near future.�  A thorough study of Pacific’s practices is necessary to determine whether ratepayers have been treated fairly for the past eight years, and whether Pacific has been in compliance with the Commission’s orders in D.89-10-031.  To ensure against the incentive to misallocate expenses and revenues, the Commission should include compliance with cost allocation principles as part of the NRF audit. 

If Sharing Is Eliminated, A Pure Price Cap With A Much More Aggressive Productivity Factor (X) Should Be Adopted.

When the Commission adopted the NRF mechanism in 1989, the Commission debated the choice between a pure price cap mechanism and a price cap with sharing mechanism.  Some parties argued that a pure price cap mechanism, when compared to the price cap with sharing, would reduce regulatory oversight, administrative complexity and cross-subsidy incentives.  (See Re Alternative Regulatory Frameworks, supra, 33 CPUC 2d 43, 133-134.)  After weighing the pros and  cons of the various regulatory goals, the Commission chose the price cap combined with a sharing mechanism.  While, as stated above, ORA believes that such a mechanism is still appropriate, the Commission may, given changed conditions, nevertheless value regulatory simplicity as more important than the other goals today, especially since the Commission is constrained by its limited resources.  In the Scoping Memo the Commission stated its desire to streamline regulation. (Scoping Memo and Ruling of Assigned Commissioner, April 13, 1998, p. 4.)

ORA recommends that, if the existing sharing/ROR mechanism is eliminated, the Commission should adopt a much more aggressive productivity factor to ensure that the prospects for the achievement of the NRF regulatory goals are preserved or enhanced.  For example, the Commission could adopt the same productivity factor that has been recently adopted by the FCC to reduce regulatory redundancy and conserve/preserve resources.  

An Aggressive Productivity Factor Is Necessary To Advance The NRF Regulatory Goals.

In adopting the original NRF mechanism, the Commission stated its desire to achieve various regulatory goals, among them, production and price efficiency.  A higher productivity factor ensures that the utility operates more efficiently.  Similarly, an aggressive productivity factor ensures that customers enjoy lower rates.  When rates are brought closer to cost, they achieve price efficiency, another of the Commission’s regulatory goals, discussed infra.

If the Commission eliminates sharing, the Commission has fewer means to ensure that consumers will benefit from efficiency gains before a competitive market is fully functional.  One of the main reasons that the Commission moved from traditional cost of service regulation to NRF, and endeavored to inject competitive force into the telecommunication industry, is to bring ratepayer benefits.  Consequently, a higher productivity factor is necessary to ensure that customers do not lose the opportunity to share the efficiency gains.  The Federal Communications Commission (FCC), when eliminating the sharing mechanism for its price cap regulation, stated that its aggressive productivity factor, which includes a consumer price dividend, is necessary to ensure that customers benefit from the efficiencies resulting from price cap regulation.  (Report and Order, In the Matter of Price Cap Performance Review for Local Exchange Carriers and Access Charge Reform, CC Dockets 94-1, 96-262, released May 21, 1997, ¶¶126, 153.)  The FCC explained that “measured LEC TFP may not measure the actual productivity growth that incumbent LECs can achieve, but rather reflects the productivity growth LECs were encouraged to achieve...”  (Id. at ¶142.)  

Furthermore, adopting an aggressive productivity factor also ensures achievement of the following Commission policy goal:

[to] cap rates for basic telecommunications services, indexing them to bring down the cost of telephone service for the average Californian.  Protect ratepayers from monopoly pricing, while ensuring that they benefit from lower rates achieved through competition where it exists.  (“A Strategy For Telecommunications Infrastructure”,  A Report to the Governor, Nov. 1993, p. 14.)

Whether Relevant Markets Are Competitive or Not is an Important Factor in Determining if the NRF Mechanism Should Be Changed

In the Scoping Memo and Ruling, the Assigned Commissioner stated:

[C]onsideration of the issues herein does not at this time appear to require specific evidence on the level of competition.  Rather, parties may argue in comments and reply comments that changes should not be made without considering the level of competition, and why that consideration is important.  (Scoping Memo and Ruling of Assigned Commissioner, R. 98-03-040, April 13, 1998, p. 7.)

ORA believes that consideration of the level of competition is crucial to a determination of the appropriate regulatory framework. 

The Commission Has Recognized That Different Levels Of Competition Require  Different Types and Degrees of Regulation.

When the Commission designed NRF in 1989,  it set out to accomplish many regulatory goals, such as price and production efficiency. In choosing the specific NRF mechanism, the Commission explained:

One of the aims of regulation is to transplant the efficiency benefits of a competitive market into markets where competition does not exist to the extent needed to bring about pricing and production efficiency.  (Re Alternative Regulatory Frameworks, supra, 33 CPUC 2d 93.)

In other words, the Commission has from the beginning considered NRF regulation to be a surrogate for competition in those markets which are not yet truly competitive.  Conversely, abandoning NRF regulation requires that the relevant market(s) be sufficiently competitive to exert downward pressure on prices.  With this in mind, the Commission designed NRF so that competitive services would require only minimal  regulation, while monopoly services would require more regulatory attention.  (See ORA’s response to the question in Issue 3, infra, for a more detailed discussion.) 

In order to determine the appropriate regulatory framework, the Commission must first ascertain whether competition for a particular service or group of services is well developed enough to render regulation unnecessary.  Can market forces serve as an adequate substitute for  NRF regulation in accomplishing the regulatory goals that advance public interests?  Without knowing the status of competition in the relevant markets involved, the Commission has no guide to determining whether a ILEC has market power and can use it to manipulate prices in a way that may harm ratepayers.

The Commission Should Establish Benchmarks To Allow Gradual Elimination Of NRF Regulation.

In its 1995 NRF review report, ORA’s predecessor, DRA, proposed that the Commission set milestones to determine the level of competition.�  DRA recommended that, at a minimum, the Commission should resolve issues and adopt rules and policies relating to: universal service, cost studies under OANAD, appropriate tariffs, equal access and competition in small and mid-sized LEC serving areas.  DRA recommended that, after the implementation of the decisions on these issues, the Commission should revisit the price cap mechanism in 1998 for further adjustment, or should eliminate it, if the Commission found that there was true competition.

As discussed above, irreversible competition has yet to occur.  Before eliminating NRF safeguards,� the Commission must resolve the following proceedings/issues that it currently has before it: OANAD (costing and pricing of unbundled network elements (UNE), OSS), implementation costs, permanent local number portability (PLNP), collocation, equal access, and Section 271 compliance for entry into the interLATA market.�  UNE, OSS, and implementation costs proceedings will not be resolved until the end of 1998, at the earliest.  The full implementation of PLNP is not expected until the third quarter of 1999.  The collocation proceeding, as of this writing, has not been scheduled.  Pacific’s implementation of Equal Access is dependent on its entry into the interLATA market and requires clearing Section 271’s competitive checklist and related requirements.  Pacific may not file its 271 application at the FCC until the end of 1998.  (Pacific’s Motion to Revise Procedures for Addressing Draft Section 271 Application and to Expedite Filing of Responses, p. 3.)

ORA recommends that one year after the decisions in the proceedings listed above have been implemented, the NRF safeguards of sharing, the price-cap formula, and the trigger mechanism should be eliminated for large business customers.  ORA believes that, although competition in the large business market has started, NRF safeguards should not be eliminated until at least one year after decisions on the above proceedings are implemented, to ensure that viable and vigorous competition continues.

The Commission should establish a similar timetable for eliminating the safeguards for residential and small business customers.  It appears that a longer timeframe after implementation of the decisions in the above-mentioned proceedings, perhaps three years, will be necessary before competition develops in the residential and small business markets and the Commission can eliminate NRF safeguards.

Effect On Rates



�Eliminate sharing�ORA Primary

(Retain sharing)�ORA Alternative

(Higher X, eliminate sharing)��Past 3 Yrs�No change�No change�Rates should have been lower.��Future 3 Yrs�Not clear�Depends on if sharing is triggered or not.�Rates should be lower if inflation is smaller than X.��

ORA estimates that the effect of a 1% change in Pacific’s ROR in the  50/50 sharing band would be approximately tens of millions of dollars which would be returned to Pacific’s ratepayers with interest through surcredits.  This is a benefit that ratepayers will lose if the Commission decides to eliminate sharing without keeping any offsetting measures such as keeping the price cap mechanism with an aggressive productivity factor.

Should The Annual Depreciation Review And Approval Of Depreciation Rate Changes For Pacific And GTEC Be Eliminated?

ORA’s Position

Yes.  The annual depreciation review and approval of depreciation rate changes for Pacific and GTEC should be eliminated.  Pacific and GTEC should be required to provide an annual report showing accounting information on depreciation reserve and statistical information on survival characteristics of telecommunications and other plant.  Pacific and GTEC should submit the above information to ORA at the completion of this OIR.�  After the 1998 annual report is submitted, Pacific and GTEC should be required to submit the annual report by June 30 of each year to ORA, showing the depreciation rates, depreciation reserve estimates, and depreciation parameters used.  Pacific and GTEC should be allowed to use economic lives.  In the event the use of economic lives causes what Pacific and GTEC believe are extraordinary changes in depreciation expenses, Pacific and GTEC should be prohibited from requesting exogenous treatment of the resulting increase.�  If changes in the depreciation expenses are sufficient to adversely impact the utility’s earnings, the depreciation expenses should be amortized over a period of not more than three years.

Rationale for ORA’s Position  

Information on Depreciation Reserve and Parameters Is Still Needed.

Depreciation reserve, plant balances and depreciation expenses are valuable tools for assessing the valuation of utility property.  Depreciation rates provide an historical picture of changes in depreciation parameters used by the utility.  With rapid technological changes, new capital investments are riskier and can become obsolete before their costs are fully recovered.  Monitoring of depreciation parameters is needed to assess the economic lives used to depreciate utility plants. Depreciation reviews are also used to monitor how the new technology is introduced by Pacific and GTEC in their network.  Therefore, in order to continue monitoring technological advancements and deployment, Pacific and GTEC should be required to submit the annual report by June 30 of each year reflecting, at the minimum and by asset account, the depreciation rates used, the estimated depreciation reserve, the depreciation parameters used, and the depreciation expenses.  This annual report should be submitted to ORA.  Pacific and GTEC should meet with ORA to determine the information needed to adequately assess their depreciation of assets.

Pacific and GTEC Should Not Recover Increased Depreciation Expenses in Rates.

In eliminating the annual depreciation review, the Commission should clarify that increased depreciation expenses should not be recovered in rates.  In D.89-10-031, the Commission considered depreciation expenses a function within management’s control and one that should not, therefore, be recovered in rates through the Z factor.  (Re Alternative Regulatory Frameworks, supra, 33 CPUC 2d 43, 138.)  In D.95-12-052, the Commission noted this exclusion from the price cap formula and found that the Commission had severed the link between rates and investment/depreciation practices for NRF companies.  (Re Incentive-Based Regulatory Framework for Local Exchange Carriers, (1995) 63 CPUC 2d 377; D.95-12-052, mimeo, p. 14.)

The Commission, however, left open the possibility of raising customer rates through the Z factor mechanism in case of extraordinary depreciation changes due to arguably exogenous events, if the LEC filed annually when the magnitude of the cost was known.  (Re Alternative Regulatory Frameworks, supra at 161, 162.)  Pacific has not requested any reduction in the lives of its ten categories� of telecommunications plant for the last three years and appears to be waiting for the opportunity to raise the alleged stranded plant investment issue again.  Changing the current lives of these ten categories to economic lives may result in what Pacific or GTEC will characterize as an extraordinary change in depreciation expenses.  ORA believes that this change should not be recovered from ratepayer rates, because it has been within Pacific’s management’s control to request shorter lives, which it has not, for these ten asset categories.  GTEC has consistently requested shorter lives for telecommunications plant assets, and GTEC’s assets lives are close to economic lives.  Since implementation of NRF in 1990, the Commission has authorized lives close to the lives requested by the LECs and, in some cases, has authorized even shorter lives.  Therefore, any change in asset lives that results from the elimination of the annual depreciation review is not exogenous.

Any Allegedly Extraordinary Changes in Depreciation Expenses Should Be Amortized.

ORA recommends that the sharing mechanism should not be eliminated, but modified, as discussed supra.  Allegedly extraordinary changes in depreciation expenses, as described above, can impact sharable earnings.  The Commission has stated that, under NRF, it did not wish to entertain applications for accounting changes such as reducing the so-called reserve deficiency or shortening amortization periods which could whittle away at sharable earnings.  (Re Alternative Regulatory Frameworks, supra, at 138.)  The annual review would ensure the reasonableness of depreciation rates, since depreciation accruals directly affect sharable earnings.  (Id.)  Since the allegedly extraordinary changes in depreciation expenses are the result of Pacific’s decision not to request shorter depreciation lives over the past three years, it is equitable that these changes be amortized over a period of not more than three years for ratemaking purposes. Amortizing these depreciation changes over a period of not more than three years will mitigate any distortion of Pacific’s annual earnings.

Effect on Rates

Based on ORA’s recommendation above, there is no impact on rates.        

Should the currently suspended GDPPI minus X price cap formula for adjusting rates be permanently eliminated for Pacific and GTEC?

ORA’s Position

No.  The price cap formula should not be permanently eliminated.  Price cap regulation is still needed in the transition to a fully competitive market.  As ORA explained in responding to the questions in Issue 1, ILECs still provide utility services with varying degrees of competition.  The Commission designed the NRF price cap regulation to cope with these conditions in mind.  Also, as indicated in ORA’s responses to questions in Issue 1, ORA believes that the current form of NRF price cap with sharing mechanism is still suitable to accomplish the regulatory goals that the Commission intended to achieve.  If the Commission eliminates sharing, however, then the Commission should institute a price cap formula with a more aggressive productivity factor to ensure that ratepayer interests are protected.  ORA believes that both of these alternatives are better able to achieve the Commission’s regulatory goals than an elimination of the existing price cap formula.  

Rationale for ORA’s Position

NRF Price Cap Regulation Is Still Needed.

ORA believes that most of the services in Category II, such as basic access, local, ZUM, and part of intraLATA toll are still monopoly services, while the others are only incompletely or partially competitive.  (See ORA’s Opening Brief in A.96-03-007, pp.13, 33; ORA’s Appendix A Comments in R.93-04-003 et al., pp. 3-8.)  For these services, the Commission cannot rely on market forces to discipline the prices and quality of services to protect customers.  Some form of price cap regulation is still required.  The Commission’s April 14, 1998 scoping memo seems to imply that a substitute for the existing NRF mechanism could be determined in a separate proceeding, once the Commission makes a decision in this proceeding (R.98-03-040) as to whether or not it should eliminate the existing NRF.  Eliminating the existing mechanism would leave ratepayers without protection before a replacement or substitute is determined.  It is difficult to believe that this result is the Commission’s intention.  In its 1996 decision on the Local Competition OII, the Commission concluded that:

[i]t would be irresponsible… to prematurely remove regulatory safeguards which are in place to ensure that carriers cannot abuse their market power to the detriment of the public interest.  (Local Competition OII (1996), supra, D.96-03-020, p. 3.)

Until such time as the market is sufficiently competitive to replace regulation, the Commission should retain the existing form of NRF ratemaking, which has price cap formula and sharing attributes, or replace it with a pure price cap regulation, plus an aggressive productivity factor and no sharing.

In responding to the questions in Issue 1, ORA mentioned the Commission’s previously-stated belief that a price cap mechanism with sharing has the advantage of a self-correcting feature, and that this feature mitigated the uncertainty inherent in  the “X” factor projection.  ORA recognizes, however, that the Commission has also expressed a desire to move toward a less complicated form of regulation.  In line with this desire, the form of pure price cap regulation recently adopted by the FCC would also be an appropriate alternative.

As stated earlier, an aggressive “X” factor should be adopted.  In a recent decision,� the FCC used seven RBOC’s data and adopted a 6.5% TFP (6%, which included an input price differential, + 0.5% stretch factor). �  In D.95-12-052, the Commission set the productivity factor equal to the prevailing rate of inflation by suspending the application of the Gross Domestic Product Price Index (GDPPI) minus productivity factor (X) formula, and imposed a rate freeze by capping the prices of Category I and Category II services at currently effective rates for Pacific and GTEC.  (D.95-12-052, mimeo, p.2.)  Ratepayers could lose significant benefits if the Commission continues to apply X equal to GDPPI.  For example, Pacific’s ratepayers might lose almost $1.4 billion if the Commission were to eliminate X or continue the freeze rather than adopt an X similar to the X adopted by the FCC.  GTEC’s ratepayers might lose around $240 million.  The following table� illustrates the effect of a larger X, such as 6.5%, to having an X equal to GDPPI over the period from 1996 to 1998: 

�

PACIFIC �$Million���$Million������Billing Base�TFP�GDPPI�1996�1997�1998���1996� 5,503 �2.9%�2.9%� -   �����1997� 5,703 �2.10%�2.10%�� -   ����1998� 6,050 �2.30%�2.30%������IF…�����1997�1998�Cumulative��1996� 5,503 �6.50%�2.9%�198�198�198�594��1997� 5,703 �6.50%�2.10%�� 251 � 251 � 502 ��1998� 6,050 �6.50%�2.30%��� 254 � 254 ���������1350 ��GTEC����������Billing Base�TFP�GDPPI�1996�1997�1998���1996� 1,827 �4.60%�2.9%� 31 �31�31�93��1997� 1,831 �2.10%�2.10%�� -   ����1998� 1,978 �2.30%�2.30%������IF…�����1997�1998�Cumulative��1996� 1,827 �4.60%�2.9%�31�31�31�93��1997� 1,831 �6.50%�2.10%�� 81 � 81 � 161 ��1998� 1,978 �6.50%�2.30%��� 83 � 83 ���������244��



Alternatively, the Commission should require the ILECs to file a “Rate Rebalancing” application.  ORA believes that adjusting rates to TSLRIC will stimulate a competitive market.  In a truly competitive market, competitive pressure will ensure that rates are cost based.  Rate rebalancing is necessary, because true competition is not here yet to ensure that rates are just and reasonable.�  Without a higher productivity factor in place, ratepayers are not likely to see rate reductions for services where rates far exceed costs, while ratepayers are more likely to be hit with rate increases on services that allegedly are below cost.  For example, Pacific has filed applications seeking recategorization of and complete pricing flexibility for services that it alleges are below cost.  (See Pacific’s Applications 98-02-017, 98-04-048, 98-05-038.)

ORA’s Proposals Better Advance The Commission’s Regulatory Goals.

In its 1989 decision, the Commission explained that the new ratemaking mechanism should ensure accomplishment of several regulatory goals:  



Universal Service:  To maintain affordable rates for basic service, high levels of customer penetration for connection to the local network, and availability of high quality services.

Pricing Efficiency:  Prices are to be based on the true cost of service, thus leading customers to make economically efficient purchasing decisions.

Productive Efficiency:  Firms minimize their costs of production.

Encouragement of Technological Advance: Long-term reductions in costs and prices, benefits to consumers and the economy as a whole.

Financial Stability: Reduces the cost of capital to the utility, but can require that ratepayers bear more risk.

Rate Stability:  Customers, utilities, and other market participants can all benefit from predictable prices for utility services, and similarly from a predictable regulatory approach to issues that influence those prices.

Full Utilization of the Local Exchange Network:  (1) To retain and expand the customer base for existing services, and (2) to add new services.

Avoidance of Cross Subsidies and Anti-Competitive Behavior:  To prevent ILECs from using revenues from less competitive services to subsidize more competitive services, which may increase the costs borne by basic ratepayers and may potentially drive competitors out of the market.

Low Cost, Efficient Regulation:  To seek a simple, understandable, low cost regulatory process. 

Fairness:  Regulatory changes should be balanced and not unreasonably disadvantage one or more stakeholders to the advantage of other stakeholders. 

The NRF mechanism with sharing adopted in 1989 was intended to achieve the goals listed above.  The concern regarding sharing was that it might limit the incentive to cut costs, provide fewer investment incentives, and distort investment decisions.    

ORA’s proposed sharing modification, described above in its response to the questions in Issue 1, specifically addresses the above-mentioned concerns.  Alternatively, the Commission can choose a pure price cap incorporating an aggressive productivity factor.  The latter alternative would likewise promote the achievement of most of the regulatory goals listed above, and simultaneously could lessen the regulatory oversight that tends to accompany the sharing/ROR features.  On the other hand, elimination of sharing and the price cap formula without any substitute in place is likely to inhibit the attainment of these goals.  ORA has provided charts below (included in Attachment A) which compare ORA’s proposals in terms of how each proposal would, if adopted, help to achieve those regulatory goals.

 The Commission Designed NRF To Regulate An Industry That Provides Both Monopoly And Competitive Services.

NRF was developed to cope with an industry that provided services with varying degrees of competition.  The Commission designed NRF so that competitive services would require minimal  regulation, while monopoly services would require more regulatory attention.  In the 1989 NRF Decision, the Commission stated:

We agree with the general concept that the local exchange carriers should have expanded pricing flexibility in order to better respond to market conditions…  We believe a framework which couples broad operational flexibility and risk with significant pricing flexibility for those services which are discretionary or subject to competitive pressures but which maintains close Commission oversight of pricing, terms, and conditions of basic monopoly services provides the best balance of encouraging efficient operations while protecting monopoly ratepayers.  (Re Alternative Regulatory Frameworks, supra, 33 CPUC 2d 43, 125)

The market in which providers of local exchange service in California offer individual products and services is characterized by wide variations in competitive pressures.  The wide range of operational flexibility embedded in the NRF mechanism is still best suited for this environment.

The Commission moved away from traditional cost of service regulation and implemented NRF as a transitional mechanism in preparation for having a competitive market eventually substitute for regulation.  As discussed above, the market is not competitive, even for most Category II services.  Like it or not, ORA believes that California is still in transition to competition.  The Commission cannot, in this transitional phase, totally abandon regulation by letting markets dictate prices.  In between a monopoly and competitive market, the Commission must maintain an incentive-type regulation, such as NRF ratemaking, which was designed for this movement towards competition.

The Commission still has to rely on the NRF mechanism rather than relying on market forces to discipline the prices and ensure quality of services to protect customers.  The NRF mechanism, as the Commission originally designed it, provides great flexibility to regulate or reduce regulation of telecommunication services, depending on how competitive each of these services is in its respective market.  The Commission’s scoping memo (R.98-03-040) seemed to imply that the GDPPI-X price cap formula can be eliminated before a substitute is developed.  The Commission cannot intend that all of these Category I and Category II services are to be de-regulated immediately.  However, without providing for a substitute to the price cap formula, the Commission has no tools to protect ratepayers and may unintentionally leave ratepayers vulnerable.  

ILECs Already Have An Avenue For Moving More Competitive Services From Category II to Category III.

The Commission defines Category III services as services for which the Commission finds that a utility retains insignificant market power.  (See Re Alternative Regulatory Frameworks, supra, p. 145, D.89-10-031, p.199.)  The Commission allows the utility maximum price flexibility for such  services.  If an ILEC believes it has no market power over a service that is fully competitive, the ILEC can, under the existing NRF, request that this service be moved to Category III, and thereby enjoy pricing flexibility.�  If the Commission were to remove the price cap formula from Category II, it would in effect be recategorizing current Category II services without first determining if the market for each of those services is sufficiently competitive, or if the ILECs meet the relevant market power criteria.  As discussed above, such an abandonment of the price cap formula, in the absence of a truly competitive environment, is unwarranted, premature, and could seriously undermine the Commission’s ability to ensure just and reasonable rates for ratepayers.  Thus, it is vital that the Commission retain, with the suggested modifications, the NRF price cap formula.

�Effect on Rates

�Permanently eliminate GDPPI - X formula�ORA Primary

(Retain sharing)�ORA Alternative

(Higher X, eliminate sharing)��Past 3 Yrs�Not clear�No change�Rates should have been lower.��Future 3 Yrs�Not clear�Depends on if sharing is triggered or not.�Rates should be lower if inflation is smaller than X.��

Should the criteria for Z factor recovery be modified for Pacific and GTEC and, if so, how?  Should Z factor adjustments be completely eliminated.

ORA’s Position

Z factor adjustments should be eliminated prospectively.  However, any Z factor adjustments that already have been ordered by the Commission for implementation in 1999 or thereafter should be implemented until they have expired, such as the last step-down for the $200-$500 expense limit change.  The Commission also should continue all other adjustments, such as the merger refund, that have been ordered by the Commission.  In addition, Z factor issues that are still pending Commission resolution, such as USOAR, PBOPs and the property tax OII, should be reflected as Z factor adjustments, even if the Commission prospectively eliminates Z factor adjustments. 

Rationale For ORA’s Position

In D.89-10-031, the Commission included in the indexing mechanism a Z factor framework for costs associated with exogenous events.  Initially the Commission established standards for Z factor eligibility based on disproportionality, materiality, and exogenaity.�  Subsequently, in the 1992 NRF review, the Commission developed a comprehensive framework for Z factor analysis and included the following nine criteria for Z factor eligibility:

Is the event creating the cost at issue exogenous?

Did the event causing the cost occur after the NRF was adopted in late 1989?

Is the cost clearly beyond management’s control?

Is the cost a normal cost of doing business, even if it is increased by an exogenous event?

Does the event have a disproportionate impact on LECs?

Is the cost caused by the event reflected in the economy-wide inflation factor (GDPPI) used in the annual NRF price cap proceeding?

Does the event have a major impact on the utility’s overall costs?

Can actual costs be used to measure the financial impact of the event, or can the costs be determined with reasonable certainty and minimal controversy?

Are the costs proposed for Z factor treatment reasonable? � 

Z factors have been the subject of contention and many Z factor issues are awaiting Commission decision.  Although ORA acknowledges that Z factor adjustments have resulted in a net revenue decrease for Pacific in the last three years, they have resulted in a revenue increase for GTEC during the similar time frame.  ORA also recognizes that Z factors, and the resulting surcharge or surcredit, do not achieve the Commission’s desire for streamlining regulation.  Therefore, the Z factor adjustment should be eliminated prospectively for both Pacific and GTEC.  ORA believes it is appropriate to simplify the regulatory process and reduce litigation and controversy for exogenous cost recovery within the Z factor framework in this transitional period to a competitive market. 

However, any Z factor adjustments that already have been ordered by the Commission for implementation in 1999 or thereafter should still be implemented and should continue until they expire.  In addition, those Z factor issues still pending Commission resolution, such as USOAR, the property tax OII and PBOPs, should still be reflected as Z factor adjustments, even if the Commission eliminates prospective Z factor adjustments.  Ratepayers should not be denied the benefits of prior and pending Commission decisions.  Finally, all other adjustments should continue.

As part of this rulemaking proceeding, Pacific and GTEC should be required to address the simplest possible method for ensuring recovery of PBOPs in Z-factor filings, as ordered by the Commission in its PBOPs investigation.  (Investigation on the Commission’s Own Motion into the Matter of Post-Retirement Benefits Other than Pensions, (1997) D.97-12-079, Ordering Paragraph 1, 1997 Cal. PUC LEXIS 1176.)

Effect on Rates

The Commission should immediately address those pending Z factor issues, such as USOAR and property tax over-assessment OII.  Ratepayers potentially have been deprived of millions of dollars as a result of the Commission’s failure to resolve these issues; for the USOAR, this amounts to approximately $69.366 million for Pacific’s ratepayers, and $34.581 million for GTEC’s, and for the property tax OII a total of approximately $20.3 million for Pacific’s ratepayers and $7.86 million for GTEC’s.  

Should the cap on the price of Pacific’s and GTEC’s basic residential services be continued through 2001?  Should the cap be applied at the existing level, or should it be subject to adjustment consistent with the outcome in the proceedings?

ORA’s Position

The cap on the price of Pacific’s and GTEC’s basic residential services should continue through 2001 at the existing level.  ORA opposes any adjustment to basic residential service rates other than those resulting from the effect of sharing or the implementation of the GDPPI-X formula.  If Pacific’s or GTEC’s revenues trigger the sharing mechanism, ratepayers should receive a surcredit applicable to basic residential service.  Alternatively, inflation and productivity should be the only considerations in altering basic service rates. Subjecting basic service rates to the outcomes of pending proceedings may well frustrate the NRF’s commitment to Universal Service by increasing the rates and impacting the affordability of basic residential service.  ORA strongly opposes any attempt to increase the rates for basic telephone service because it may impact the availability of such service to lower income ratepayers.

The Commission should also consider whether the cap on basic service prices should be extended to the small business customers because small business customers, similar to residential customers, are captive ratepayers.  Until there is robust local competition in the residential and small business markets, rates must remain capped. 	

Rationale for ORA’s Position

The Cap On the Price of Basic Service Will Benefit Customers Of Pacific And GTEC.

One of the potential benefits in a competitive market is lower prices for customers.  At present, local competition does not exist in the residential and small business local exchange markets.  Thus, it is appropriate to provide the putative benefits of a competitive market through regulation.  Until local competition arrives in Pacific’s and GTEC’s current residential and small business local exchange markets, the Commission should not adjust basic service rates other than resulting from application of sharing or the GDPPI-X formula.  

A cap on the prices for basic services of these two classes of customers furthers the NRF goal of promoting Universal Service because prices for basic service remain affordable in the transition to competitive local exchange markets.  Ensuring customers continue to receive lower rates is necessary given the delay of promised competition in those markets. 

Effect on Rates

During the past three years, ORA’s proposal to continue a price cap on basic residential and small business services would not have created higher rates.  Instead, residential and small business ratepayers would have continued to enjoy affordable rates.  Likewise, ORA’s proposal should not cause a rate increase over the next three years.  If revenues trigger the sharing mechanism, ratepayers would actually receive a surcredit on their basic service bills.  In the alternative, if the Commission decides to abandon sharing, the application of the GDPPI-X formula may bring lower rates for basic telephone service.  Further, as Pacific and GTEC enter competitive markets, both companies should become more productive.  As discussed earlier, if the Commission decides to eliminate sharing, the Commission should impose an aggressive productivity factor as a surrogate for competition in local exchange markets.  As a result, Pacific’s and GTEC’s residential and small business customers would receive a reduction in the rates for basic residential and small business services during the next three years.  The following chart outlines the rate impact of the proposal in the Commission’s OIR, ORA’s primary recommendation and ORA’s alternative recommendation.�

�OIR Proposal

(Capping Residential Basic Service Rates)�ORA Primary

(Retain sharing)�ORA Alternative

(Higher X, eliminate sharing)��Past 3 Yrs�No change�No change�Rates should have been lower.��Future 3 Yrs�Depending on if adjustments from other proceedings are allowed or not.�Depends on if sharing is triggered or not.�Rates should be lower if inflation is smaller than X.��

�





ATTACHMENT A

� ORA’s response to the questions in Issue 1 focuses on the sharing attribute.  The earning floors, caps, benchmark and market-based RORs, and “trigger” mechanisms are all part of the sharing mechanism.  Since ORA is recommending that sharing be maintained and modified, implicit in that recommendation is the belief that the Commission should keep the cap, floor, market-based ROR, and the trigger mechanism.  On the other hand, if the Commission decides to eliminate sharing, the other mechanisms would not be needed for ratemaking purposes. ORA recommends that the Commission continue to monitor ILECs actual ROR; hence, the ILECs should routinely report their ROR to the Commission.

� The Commission has defined Category III services as services for which the utility retains insignificant market power.  (See Re Alternative Regulatory Frameworks, supra, p. 145.)

� D.89-10-031, Conclusion of Law (COL) 28.

� Directory Advertising, Inside Wiring Services, Special Contracts, and Miscellaneous Revenues.

� D.89-10-031, COL. 72

� Re GTE California Inc. (1994) 55 CPUC 2d 1, 33-34.

� D.89-10-031, COL 72 ;  Re GTE California Inc., supra, p. 33-34.

� ORA’s predecessor, DRA, entered into a settlement agreement with GTEC and other parties in which the settling parties agreed that GTEC no longer would be subject to sharing between the benchmark and ceiling RORs and rates would be decreased by $53 million.  The Commission authorized the $53 million rate reduction in D.93-09-038, it went into effect in the 1994 price cap and continues as an ongoing adjustment.  (See D.93-09-038, mimeo, p. 7; Resolution T-15443, December 7, 1993.)

� Pacific response to ORA data request 1LWT/SKH, Q. 21.

� Resolution T-15976 showed Pacific’s 1997 billing base of $5,702,766,000; T-16102 showed Pacific’s 1998 billing base of $6,050,461,000.  T-15977 showed GTEC’s 1997 billing base of $1,831,075,000; T-16103 showed GTEC’s 1998 billing base of $1,977,812,000.

� SBC Communications Inc. News April 21, 1998.  (Internet address: http:/www.sbc.com/News.)

� New York, April 21, 1998 (Reuters) - SBC Communications Inc., interview of chief financial officer, Donald Tiernan.

� ORA’s Question #21: Does Pacific believe the current sharing mechanism has anticompetive implicatons?  If yes, please explain why?

� Currently, Pacific does not have any real competition in the residential and small business markets.  (ORA’s Appendix A comments in R.93-04-003 et al., pp. 3-8; ORA’s Opening Brief in A.96-03-007, p. 13.)

� “DRA’S Report On The 1995 New Regulatory Framework Review Phase I”, September 8,1995, Chapter 4. 

� Sharing, price cap, trigger mechanism.

� It may be necessary to resolve other proceedings that are filed/opened after this date.

� ORA traditionally has assumed responsibility for review of Pacific’s and GTEC’s annual depreciation filings.

� The Commission in D.89-10-031 stated: “However, if an extraordinary depreciation change occurs due to arguably exogenous events, parties may propose that its effects be recognized in the indexing mechanism through the Z factor.”  (D.89-10-031, p. 183.)

� The ten telecommunications plant accounts are: 

Digital Switches; Digital Circuits; Analog Circuits; Aerial Cable Metallic-Exchange; Aerial Cable Nonmetallic; Underground Cable Metallic-Exchange; Underground Cable Nonmetallic; Buried Cable Metallic-Exchange; Buried Cable Nonmetallic; and Underground Conduit.

� Report and Order, In the Matter of Price Cap Performance Review for Local Exchange Carriers and Access Charge Reform.

� The FCC found that there is 2 to 3% input price differential between the 7 RBOCs and the rest of the United States economy when the same period of data was applied to develop both the input and output differentials.

� The numbers for the billing base are taken from T-15820, T-15821, T-15976, T-15977, T-16102, T-16103.  GDPPI for year 1996 was from T-15821.  GDPPI  for years 1997 and 1998 were from SDG&E A.98-01-014, Chapter 12 “Inflation”, p.12-7.

� A.97-03-004, January 8, 1998 Opening Brief of ORA, p.8.

� Although the Commission has this procedure for moving services from Category II to Category III, ORA does not endorse selective use of this procedure for services which allegedly are below cost, when rate rebalancing would be more appropriate.

� Re Alternative Regulatory Frameworks, supra, 33 CPUC 43, 137-138.

� Re GTE California Inc. supra, at p.34-41.
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