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Pursuant to Rule 44.1 of the Rules of Practice and Procedure of the California Public Utilities Commission (the Commission), the Office of Ratepayer Advocates (ORA) hereby protests the Application of Pacific Bell Telephone Company (Pacific) seeking the Commission’s Approval to Lease Space in Administrative Buildings and Central Offices (COs) and to Transfer Assets to SBC Advanced Solutions, Inc. (ASI) pursuant to Section 851 of the California Public Utilities Code. 

I. INTRODUCTION

On January 14, 2000, Pacific filed Application 00-01-023 (the Application) seeking the Commission’s approval pursuant to Section 851 to lease space in administrative buildings and COs and to transfer assets to ASI. The Application was noticed in the Daily Calendar on February 2, 2000.

This application results from conditions imposed by the Federal Communications Commission (FCC) in its Order approving the SBC Communication Inc./Ameritech Corp. application to merge.   (Memorandum Opinion and Order, In re Application of Ameritech Corp. and SBC Communications Inc. for Consent to Transfer Control of Corporations Holding Commission Licenses and Lines, CC Docket No. 98-141, released October 8, 1999.)  Those conditions include the formation of a separate affiliate within SBC/Ameritech for the provision of “advanced services.” 
  

The FCC noted that ASI’s authority could not exceed SBC/Ameritech’s authority, which is limited to providing IntraLATA services.
   According to the FCC, “ [e]stablishing an advanced services separate affiliate will provide a structural mechanism to ensure that competing providers of advanced services receive effective, nondiscriminatory access to the facilities and services of the merged firm’s incumbent LECs that are necessary to provide advanced services.  Because the merged firm’s own separate advanced services affiliate will use the same processes as competitors … the condition should ensure a level playing field between SBC/Ameritech and its advanced services competitors.”

In the Application, Pacific asks for authority to lease space and transfer assets to ASI.  Pacific cites decisions where the Commission previously allowed such leases and transfers.  Pacific provided a list of the assets proposed to be transferred to ASI, with an approximate dollar value of $123 million.  

In addition, Pacific proposes to transfer an unspecified number of employees, and lease 80 administrative office locations and 31 Central Office (CO) locations to ASI. Pacific provides in its Application a matrix of information about the proposed lease sites including the location of each site, the size of each particular lease space, the square feet requested, a description of leased space, the percentage of leased space, and reasons for the lease.  Pacific claims none of the CO locations are on the collocation waiting list.
  According to Pacific, ASI will locate its advanced services equipment in the CO under a virtual collocation arrangement and will pay the tariff rate for virtual collocation.  Pursuant to the virtual collocation tariff, Pacific will provide the operation, installation and maintenance of ASI’s equipment.  Finally, ASI would lease administrative space and parking lots in the COs. 

Pacific determined the cost of leased space by using a monthly unit rate which is set at the higher of fully distributed cost (FDC) plus 10% or fair market value (FMV) in accordance with its affiliate transaction rules.  The same methodology is used for calculating FDC for administrative space in COs as  for administrative buildings.  

Pacific uses various complex methods to value the assets it proposes to transfer to ASI.  The assets are recorded at original cost in the Continuing Property Records (CPR) of Pacific.  The Net Book Value (NBV) of each asset was computed by applying Pacific’s depreciation reserve factor to the original cost of each asset contained in the CPR and subtracting the computed reserve amount from the original cost of the asset.  Because NBV is based upon the CPR and accumulated depreciation, NBV will be recalculated at the time of the asset transfer.

The Fair Market Value (FMV) study was performed by the consulting firm, Moss Adams Advisory Services (MAAS).  MAAS used the cost and market methods of valuation to determine FMV of the advanced services equipment to be transferred depending on whether the market value was available.  If the market value was not available, the cost approach was used.  The market method identified the price for similar assets that have been recently offered for sale or have been sold in the market place.  In the cost approach, the value of the asset was based upon the cost of reproducing or replacing the asset reduced by depreciation for functional or economic obsolescence as well as deterioration.

Pacific requests that the Commission approve the Application on an expedited basis because the FFC’s Merger Decision requires that ASI become operational by April 5, 2000. 

II. DISCUSSION

Pacific Bell has recently filed another Section 851 Application (99-07-020), among many requests, to transfer four functions to its affiliate.  To address that Application, the Assigned Commissioner issued a scoping memo and ruling on November 5, 1999.   In that scoping memo the Assigned Commissioner asked the parties to address the following issues:

(a) Has applicant shown that the transfer of approximately $878 million in support service assets to SBC Services, Inc. does not disadvantage ratepayers?

(b) Has applicant properly valued the assets to be transferred and the space to be leased to SBC Services, Inc.?

(c) Has applicant shown that changes in billing functions and assets will not affect applicant’s qualification for long distance authority under Section 271 of the Telecommunications Act of 1996?

(d) Has applicant justified its request for authority to make future assignments of leases without seeking Commission approval?

(e) Has applicant shown that transfer of functions to an unregulated affiliate will not affect the regulatory obligations of this Commission?

(f) Has applicant shown that transfer of functions to an unregulated affiliate is consistent with the non-discrimination requirements of Section 271 of the Telecommunications Act of 1996?

(g) Has applicant shown that the proposed transfer of space and assets is in the public interest?

Most of the above issues are equally applicable to Pacific’s request in this Application.  ORA believes that these issues, with the exception of issues (c) and (d), should be fully addressed to alleviate any concerns associated with the Commission’s regulatory authority and obligations to the ratepayers.  

In order to meet the intent of the FCC’s SBC/Ameritech merger order—that certain assets be transferred within 180 days of the FCC’s unbundled network element (UNE) remand order – ORA recommends that this proceeding be bifurcated to allow the transfer to be completed while the Commission addresses the ratemaking issues. This would give Pacific the authority to proceed with the separation of the advanced data services, and allow ORA and other interested parties the opportunity to continue further investigations regarding ratemaking issues.

ORA believes the following issues warrant further investigation:  

A.
Pacific’s Application Lacks Support for Valuation of the Leases and Assets.

Exhibit B of the Application lists the assets Pacific proposes to transfer to ASI.  The assets are: Capital Assets (Advanced Services Equipment and Other Capital Assets) and Expense Assets (Software Expenses, Intellectual Property Expenses, and Other Expenses).  Pacific’s attempt to establish ASI’s value piecemeal masks the value of the proposed asset transfer.  This is tantamount to valuing a Picasso painting based on the prices of the paint, the brush and the frame. This is simply inappropriate.  The operating components should be valued in their entirety, as an on-going enterprise with significant market capitalization, and not piece by piece as one would for a liquidation sale.  

The demand for Digital Subscriber Line (DSL) services will increase significantly in the near future.  The values of DSL companies are expected to increase in conjunction with this increase in demand for data services.  According to a recent publication, hundreds of companies are scrambling to deliver faster Net connections as consumers clamor for more speed and richer online content. High-speed services, which offer a constant connection to the Internet, are expected to help boost e-commerce and expand the use of new online media such as streaming video and music.
  Other analysts believe low-cost voice-over-DSL service, in which subscribers can receive multiple virtual phone lines using just one physical digitized wire, will also create high demand for DSL, marking the main reason DSL may soon surpass cable in usage. The adoption of video-over-DSL services is expected to contribute to the explosive residential growth of digital subscriber lines. Internet analysts estimate 23 million households worldwide will subscribe to a DSL-based television service by 2005.
  Furthermore, a recent round of price cuts by Pacific for its DSL service, even in advance of the creation of ASI, is testimony to the competitive pressures already evident in the early stages of this burgeoning market. The explosive market demand should have an impact on the Commission’s assessment of the valuation of ASI. Consider the following examples of DSL companies and their recent market values based on their stock prices:

Name (and Stock Symbols)
52 Weeks Average Stock Price (as of 3/1/00)
Market Value

At Home (ATHM)
$66.41
$12,049,000,000

Covad Communications (COVD)
$95.32
$8,909, 000,000

Northpoint Communications (NPNT)
$36.44
$3,372,000,000

Rhythms Netconnections Inc. (RTHM)
$40.25
$3,380,000,000

DSL.Net, Inc. (DSLN)
$30.03
$1,679,000,000

ICG Communications (ICGX)
$33.66
$1,709,000,000

Network Access Solutions (NASC)
$33.13
$1,388,000,000

AVERAGE 
$47.89
$3,929,500,000

Pacific’s valuation method, as described in its application, is seriously flawed.  The fatal defect is Pacific’s decision not to conduct a valuation of the operating organization as a whole, but instead by tabulating individual leases and disparate assets. Consistent with Commission D.92-07-072 (modified in D.92-10-057), these assets should be valued as a going concern using an appropriate valuation method. ORA recommends that an independent evaluation of these assets be conducted before the Application is approved.

B.
Transfer of Assets. 

Pacific proposes to transfer in excess of $123 million in physical and intellectual property assets to ASI, but proposes no refunds to the ratepayers.  ORA believes that ratepayers are entitled to the net of book gain from the transfer of these assets, the value of which may be much higher than the initial Pacific estimates.  The Commission has previously found that ratepayers should be compensated for transactions similar to this.
  In D.92-07-072, the Commission stated:

Ratepayers therefore should be compensated when ISG’s [Information Service Group] costs are moved from above the line to below the line, regardless of whether ISG’s assets are transferred to PBIS [Pacific Bell Information Services].  Ratepayers should receive the difference between going concern and net book value.  (45 CPUC 2d 109, 130-131.) 

Ratepayers can only be indifferent to the transfer of assets, which have been in the rate base if ratepayers are compensated for those assets.  The Commission should make certain that ratepayers receive all of the above-book proceeds from the transfer as a surcredit in rates or a one-time refund.  ORA requests that the Commission hold hearings on whether ratepayers will be indifferent to this transfer, where ORA and other parties may offer recommendations as to the appropriate amount of a refund or a surcredit.

C.
Collocation by CLECs on Pacific Premises

The ability of facilities-based Competitive Local Exchange Carriers (CLECs) to collocate in Incumbent Local Exchange Carrier (ILEC) premises is an important cornerstone of local exchange competition.  The Commission has concluded in a recent decision on collocation, that physical collocation is critical to the development of facilities-based competitors in California.
  Pacific has removed significant amounts of space from consideration for physical collocation by CLECS since the passage of the Telecommunications Act of 1996 by assigning that space to its affiliates.  

CLECs have had difficulties in obtaining physical collocation space in many Pacific central offices.  While Pacific claims in its Application that none of the proposed leases include central office space, it has been less than forthcoming in recent applications about whether central office space was included.  In A.98-11-017, Pacific proposed to lease space to affiliates and elected not to discuss the proposed central office leases in terms of collocation.  In response to protests, Pacific amended its application and asserted it had removed all central office 

leases from its application.  However, despite its assertion, Pacific's amended application contained at least four central office locations.
 

Making space available for competitors to locate equipment is essential to the development of a competitive telecommunications industry.  This evolution to a competitive environment represents the legislated approach for lowering rates, increasing choices, enhancing service quality, and promoting technological innovations for consumers.  Pacific is required to make interconnection and space available to competitors by both state and federal law (47 U.S.C. 251(c)(6), 259 and 272; PU Code section 709.2).  Elimination of available space by transferring it to affiliates through leasing contracts should be construed as anti-competitive unless Pacific demonstrates that there is neither a demand nor a need for this space by competitors.  Pacific’s Application does not address this.  Pacific should provide evidence to demonstrate that the leased space is not being reserved for ASI when it is currently needed by competitors.

D.
Pacific has not Provided any Supporting Information on the Impact of the Transfers on Service Quality. 

DSL is the next generation modem-like technology that allows for the transmission of voice, video and data over existing copper telephone lines at megabit speeds. The copper telephone lines are often referred to as the local loop or the last mile from the telephone company's central office to the end-user's home or business.  DSL provides dedicated bandwidth that can be up to 278 times faster than a 28.8 Kbps modem, 143 times faster than 56Kbps modem, 62 times faster than ISDN and up to 4 times faster than a T1 connection.  DSL allows subscribers to use the phone for conversation while they simultaneously access the Internet.  

According to numerous publications, DSL will play a crucial role over the next few years as telephone companies enter new markets for delivering information in video and multimedia formats. New broadband cabling will take decades to reach all prospective subscribers. But the success of new advanced data services will depend upon reaching as many subscribers as possible during the first few years. By bringing movies, television, video catalogs, remote CD-ROMs, corporate LANs, and the Internet into homes and small businesses, DSL will make these markets viable, and profitable, for telephone companies and application suppliers alike.

This sudden demand for advanced services using DSL capable loops may have a significant impact on ASI’s ability to operate without “raiding” Pacific Bell’s employment pool. As DSL becomes more popular, there is a potential danger of scarcity of technicians to install and maintain the advanced services network and to extend it rapidly to new customers.  Conceivably, ASI may lure more of Pacific’s employees to join those already detached from the ILEC.  Pacific may lose highly skilled staff and have its own local exchange service business suffer.  Ratepayers can hardly remain indifferent to such a likelihood. 

The Commission should carefully scrutinize any proposal that has the potential to deteriorate Pacific’s quality of service.  Furthermore, the Commission should examine closely a transfer that would lessen the Commission's ability to intercede on behalf of customers. Pacific needs to provide further assurances to the Commission that voice service customers will be protected from the advanced services reorientation of the network. 

III. HEARINGS AND SCHEDULE

Hearings are needed to examine contested issues of fact regarding, among other things, the valuation methodology used, the appropriate assumptions and inputs for the purpose of valuation of the assets at issue, and the appropriate prices to be set for lease space.  In addition, determinations need to be made about future potential assignments of leases and whether the rules regarding affiliate transactions have been followed. The Commission should also develop a record on potential adverse impacts on consumers and competitors.  

ORA anticipates that approximately three months will be required for further discovery and the preparation of testimony after Pacific submits any revisions or supplements to its Application.  ORA expects that at least one week of hearings will be required to address contested issues of fact. 

ORA has also filed a protest to related applications by Pacific (A.99-06-052 and A.99-07-020) involving the transfer of lease space to SBC Services.  ORA is currently conducting discovery regarding those applications.

IV. CONCLUSION

ORA recommends that ASI be granted an interim approval to transfer assets once Pacific has provided all required information in a supplemental application.  The interim approval would include conditions to address ORA’s concerns relating to collocation, service quality and the impact on employee transfers.  Due to ORA’s concerns regarding the proper valuation of assets that are being transferred from Pacific to ASI, ORA further recommends that this proceeding be bifurcated to allow for a thorough assessment by the Commission of this issue.  ORA believes Pacific’s application seriously underestimates the advanced services assets being valued in this transfer and neglects to address how ratepayers will be compensated for their transfer from the regulated local exchange carrier. 
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� “Advanced services” is defined as interstate or intrastate wireline telecommunications services (such as ADSL, IDSL, xDSL, frame relay and cell relay) that rely on packetized technology and have the capability of supporting transmission speeds of at least 56 kilobits per second (kbps) in both directions. Ordinary dial-up Internet service, which is not packetized and does not consist of speeds exceeding 56 kbps in both directions, is not included within this definition. 


� “At present we (FCC) note that SBC and Ameritech are only permitted to provide IntraLATA services.” (Order at ¶363)


� Ibid.


� Response to ORA’s data request RMM01 Number 5.


� Corey Grice, “DSL Could Pull Ahead in High-Speed Race,” CNET News.com, March 1, 2000.


� Ibid.


� The Commission has also ruled in several proceedings involving sales of electric utility assets that the net proceeds from the sale of generation assets of PG&E, SCE, and SDG&E would be credited to the Transition Cost Balancing Account, thus directly benefiting the ratepayers.  (e.g., D.99-02-073 re SDG&E; D.99-04-026 re PG&E.)


� In the Collocation Phase of the OANAD proceeding; Joint Assigned Commissioner and ALJ Ruling Concerning Costing and Pricing of Collocation for Pacific Bell and GTE California Inc. (R.93-04-003; I.93-04-002) August 31, 1998, page 8. 


� January 27, 1999 Protest of Joint Petitioners to the Amended Application of Pacific Bell to lease space to its affiliates A. 98-11-017.  Pacific’s application in that instance was withdrawn. (D.99-04-048.) 


� Internet site: http://www.dslnetworks.com/
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