Before The Public Utilities Commission Of The State Of California

















� ASK caption "Enter the caption for this case." \* MERGEFORMAT �In the Matter of the Application of Pacific Bell (U 1001 C), a corporation, for approval of rate reductions to offset the explicit subsidy support ordered in Decision 96-10-066.�� REF caption  \* MERGEFORMAT �In the Matter of the Application of Pacific Bell (U 1001 C), a corporation, for approval of rate reductions to offset the explicit subsidy support ordered in Decision 96-10-066.��

� ASK CaseNo "Enter the case number." \* MERGEFORMAT �A.97-03-004�� REF CaseNo  \* MERGEFORMAT �A.97-03-004�

��������











� ASK BriefType "Enter the type of brief being filed (w/o the word brief at the end)." \* MERGEFORMAT �OPENING�� REF BriefType \* Upper \* MERGEFORMAT �OPENING� BRIEF

OF THE OFFICE OF RATEPAYER ADVOCATES























� ASK StaffCounsel "Enter the name of the staff counsel signing this brief." \* MERGEFORMAT �Janice Grau�� REF StaffCounsel \* Upper \* MERGEFORMAT �JANICE GRAU�

Staff Counsel



Attorney for the Office of Ratepayer Advocates



California Public Utilities Commission

505 Van Ness Ave.

San Francisco, CA 94102

Phone: (415) 703-� ASK PhoneNo "Enter the last four digits of the staff counsel signing this brief." \* MERGEFORMAT �1960�� REF PhoneNo  \* MERGEFORMAT �1960�       

� ASK filingDate "What is the date you want to show as the filing date of this brief? (MMMM dd, yyyy) \* MERGEFORMAT �January 9, 1998�� REF filingDate  \* MERGEFORMAT �January 9, 1998�	Fax: (415) 703-� ASK FaxNo "Enter the last four digits of the fax number for this attorney." \* MERGEFORMAT �2262�� REF FaxNo  \* MERGEFORMAT �2262�

�TABLE OF CONTENTS







SUMMARY OF RECOMMENDATIONS	iv

� TOC \o "1-3" �I. BACKGROUND	� GOTOBUTTON _Toc408994476  � PAGEREF _Toc408994476 �1��

II. ORA SUPPORTS RETAINING THE INTERIM SURCREDIT UNLESS SURCREDIT IMPLEMENTATION ISSUES AND ELASTICITY CONCERNS ARE RESOLVED	� GOTOBUTTON _Toc408994477  � PAGEREF _Toc408994477 �2��

III. ORA’S PERMANENT RATE REDUCTION PROPOSAL AND THE ASSOCIATED DEMAND ELASTICITY	� GOTOBUTTON _Toc408994478  � PAGEREF _Toc408994478 �3��

A. ORA’s Permanent Rate Reduction Targets Several Services in Order to Level the Subsidy for Residential Basic Service	� GOTOBUTTON _Toc408994479  � PAGEREF _Toc408994479 �4��

B. The Commission Should Continue to Use the IRD Elasticities If It Adopts a Permanent Rate Reduction Proposal at this Time	� GOTOBUTTON _Toc408994480  � PAGEREF _Toc408994480 �6��

C. ORA’s Proposed Rate Reductions Target a Broad Category of Services Which Are Significantly Above Cost	� GOTOBUTTON _Toc408994481  � PAGEREF _Toc408994481 �7��

D. ORA’s Proposed Rate Reductions Equitably Distribute the Benefits Among Services Which Contribute to the Surcharge	� GOTOBUTTON _Toc408994482  � PAGEREF _Toc408994482 �8��

IV. OTHER PARTIES’ TARGETED PERMANENT RATE REDUCTION PROPOSALS SUFFER FROM POLICY PREFERENCES THAT EITHER WILL HARM CONSUMERS OR COULD NEGATIVELY IMPACT THE CHCF-B PROGRAM	� GOTOBUTTON _Toc408994483  � PAGEREF _Toc408994483 �9��

A. The Commission Should Reject Pacific’s Toll Reduction Proposal	� GOTOBUTTON _Toc408994484  � PAGEREF _Toc408994484 �10��

1. Pacific Improperly Gives Too Much Weight to Competitive Pressures in Fashioning Its Toll Rate Reduction Proposal	� GOTOBUTTON _Toc408994485  � PAGEREF _Toc408994485 �10��

2. The Commission Should Emphasize Universal Service and Not Competitive Concerns In Evaluating Proposed Toll Reductions	� GOTOBUTTON _Toc408994486  � PAGEREF _Toc408994486 �12��

3. Pacific Over-States The Revenue Needs For Its Toll Reduction Proposals	� GOTOBUTTON _Toc408994487  � PAGEREF _Toc408994487 �14��

4. Pacific’s Toll Proposal Benefits Business Customers	� GOTOBUTTON _Toc408994488  � PAGEREF _Toc408994488 �15��

5. Pacific’s Direct Discount Plan Proposal Will Harm Low-Income Consumers	� GOTOBUTTON _Toc408994489  � PAGEREF _Toc408994489 �17��

B. The Commission Should Reject Pacific’s Elasticity Estimates	� GOTOBUTTON _Toc408994490  � PAGEREF _Toc408994490 �18��

1. Pacific’s Toll Elasticity Estimate and its Method of Estimating Revenues from Proposed Rate Reductions Will Give Ratepayer Money to Shareholders	� GOTOBUTTON _Toc408994491  � PAGEREF _Toc408994491 �19��

2. Pacific’s -0.2 Elasticity Estimate for Toll Is Counter-Intuitive	� GOTOBUTTON _Toc408994492  � PAGEREF _Toc408994492 �19��

3. Pacific and GTEC Erroneously Will Claim that Dr. Renaghan Supports Their Proposal in this Proceeding	� GOTOBUTTON _Toc408994493  � PAGEREF _Toc408994493 �22��

4. GTEC’s Support of Pacific’s Elasticity Estimates Is Pure Self-Interest	� GOTOBUTTON _Toc408994494  � PAGEREF _Toc408994494 �23��

5. Pacific’s Switched Access Elasticity and Revenue Estimates Are Unacceptable to ORA	� GOTOBUTTON _Toc408994495  � PAGEREF _Toc408994495 �24��

C. The Commission Should Retain the IRD Elasticity Estimate Until the Commission Has More Accurate Data	� GOTOBUTTON _Toc408994496  � PAGEREF _Toc408994496 �25��

1. Reliance on the IRD Elasticity Estimates Continues to Be Reasonable	� GOTOBUTTON _Toc408994497  � PAGEREF _Toc408994497 �25��

2. Elasticity Should Be Disaggregated Between Business and Residential Customers	� GOTOBUTTON _Toc408994498  � PAGEREF _Toc408994498 �26��

3. The Commission Should Encourage Parties to Develop More Complete Toll Elasticity Data	� GOTOBUTTON _Toc408994499  � PAGEREF _Toc408994499 �27��

4. The Proprietary Nature of Toll Elasticity Studies Compounds the Difficulty With Using a Single Data Set	� GOTOBUTTON _Toc408994500  � PAGEREF _Toc408994500 �28��

D. The Parties’ Switched Access Proposals	� GOTOBUTTON _Toc408994501  � PAGEREF _Toc408994501 �28��

1. Pacific’s Proposed Switched Access Reduction Is Too Small	� GOTOBUTTON _Toc408994502  � PAGEREF _Toc408994502 �28��

2. The NIC Is Not Cost-Based and Should Be Reduced	� GOTOBUTTON _Toc408994503  � PAGEREF _Toc408994503 �29��

3. The IECs Could Improve Their Competitive Position With Substantial and Unrestricted Decreases to Switched Access	� GOTOBUTTON _Toc408994504  � PAGEREF _Toc408994504 �29��

4. The Commission Should Order A Complete Flow-Through of Any Further Access Reductions	� GOTOBUTTON _Toc408994505  � PAGEREF _Toc408994505 �30��

5. The Commission Should Not Permit the IECs to Flow-Through Their Access Reductions to Contract and High End Users	� GOTOBUTTON _Toc408994506  � PAGEREF _Toc408994506 �31��

6. The Commission Does Not Need to Mirror the FCC’s Transport Tariffs	� GOTOBUTTON _Toc408994507  � PAGEREF _Toc408994507 �31��

E. The Facilities-Based Carriers’ Permanent Rate Reduction Alternative Is Unworkable	� GOTOBUTTON _Toc408994508  � PAGEREF _Toc408994508 �32��

V. OTHER ISSUES	� GOTOBUTTON _Toc408994509  � PAGEREF _Toc408994509 �33��

A. The Commission Should Find Custom Calling Services Eligible for Rate Reductions	� GOTOBUTTON _Toc408994510  � PAGEREF _Toc408994510 �33��

B. The Commission Should Annually Track the Revenues From Permanent Rate Reductions	� GOTOBUTTON _Toc408994511  � PAGEREF _Toc408994511 �33��

VI. CONCLUSION	� GOTOBUTTON _Toc408994512  � PAGEREF _Toc408994512 �33��

��TABLE OF AUTHORITIES





Commission Decisions



D.94-09-065	19

D.96-10-066	1,2

D.97-02-049	10,25

D.97-07-024	10,25



Other State Commission Decisions 



Re Electric Lightwave, Inc. et al.,

  167 PUR4th 30 (1996)	28



Re GTE Florida Incorp.,

  1993 Fla. PUC LEXIS 157	28



�SUMMARY OF RECOMMENDATIONS

ORA recommends that the Commission only adopt permanent rate reductions after surcredit implementation issues and problems with Pacific’s elasticity proposal are resolved.  Once the Commission has resolved those issues, it should adopt permanent rate reductions.  ORA’s permanent rate reduction proposal most evenly levels the subsidies for residential basic exchange services by reducing rates for a number of services which provide subsidies to residential basic exchange services.  ORA’s elasticity proposal, associated with its permanent rate reduction proposal, is to retain implementation rate design (IRD) elasticities for toll and switched access at this time due to the limited elasticity information available in this proceeding.  ORA also recommends that the Commission encourage the parties to collaborate on developing elasticity studies using disaggregated data.

ORA’s permanent rate reduction proposal includes decreases to toll, switched access, custom calling services and local usage/ZUM.  ORA’s goal was to reduce as many rates as possible in order to even out the subsidy level to residential basic exchange service.  A permanent rate reduction proposal should target all classes and types of customers who pay into the fund and contribute to the subsidy of basic residential service by the rates they pay for other services. ORA’s proposal accomplishes these goals without putting in place an administratively burdensome number of small decreases.  ORA proposes to reduce residential and business toll rates on average by 20% and 21%, respectively.  ORA’s proposal would reduce Custom Calling feature rates by $15 million.  ORA proposes a reduction in the network interconnection charge of $52 million and a $78 million reduction to local usage and ZUM rates.

ORA has concerns with Pacific’s elasticity studies.  First, it is difficult to compare elasticity studies because firms increasingly view price elasticity information as proprietary.  ORA suggested that Pacific’s results could be made more accurate by conducting a disaggregated study of intraLATA toll demand to draw a distinction between the price responsiveness of demand between residential and business customers of intraLATA telecommunications services.

ORA did conclude that Pacific’s elasticity results for toll and switched access demand categories were relatively robust.  However, when ORA ran its proposed toll rate changes through Pacific’s model for generating revenue changes, ORA found little variance in revenue output at elasticity ranges of -0.2 to -0.5.  There should have been variances, as there were when similar runs were made with IRD estimates of toll revenues.  ORA believes Pacific’s method of estimating revenues causes the change in price to appear smaller by measuring it as a total bill change rather than as a service price change.  For this reason, a 25% toll price reduction, unlike in IRD, is measured as approximately 18%, and even less stimulation than the elasticity would indicate takes place.

ORA’s proposal reduces the subsidies for a broader range of services than do other parties’ permanent rate reduction proposals.  Although it is difficult to comparatively analyze services with respect to embedded subsidies, since some services have average price mark-ups, ORA believes that it has proposed rate reductions for a number of services with significant subsidies.  Other parties have selectively targeted services providing subsidies for residential basic service.

ORA opposes any permanent rate reduction proposal that is targeted, either entirely or almost exclusively, to a single service.  Any significant reduction to a single service rate (such as the access or toll reductions proposed by the IECs and by Pacific, respectively) will have a deleterious impact on balancing the changing annual draw of Pacific, which will fluctuate under any circumstances, with the estimated revenue reductions from permanent rate reductions, as proposed.

Toll revenues misforecasted or access revenues misforecasted can result in reductions which get further and further off track from the annual draw amounts. Single service reduction proposals also suffer from misguided policy concerns, which mostly attempt to improve the position of the proposing party in competitive markets.

The Commission should reject Pacific’s proposal to apply almost all of the CHCF-B rate reduction to toll.  Pacific’s toll reduction proposal is a means of advancing Pacific’s competitive interests in the intraLATA market, while risking no revenue decline.  In addition, Pacific’s toll proposal targets business customers to the detriment of residential customers, and would negatively impact lower income customers.

The Commission should reject Pacific’s elasticity estimates for toll and switched access.  The results produced are counter-intuitive, since Pacific’s estimate of toll elasticity has not changed with more competitive options and switched access elasticity is estimated higher than toll, despite switched access being completely dependent on toll.

The Commission should not adopt an elasticity estimate based on Pacific’s study.  Without more complete and accurate data, the Commission should retain the adopted IRD elasticity estimates.  The Commission should encourage parties to collaborate on the development of elasticity estimates using disaggregated data.
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The Office of Ratepayer Advocates (ORA) submits its opening brief in this proceeding.  The Commission should reject Pacific Bell’s (Pacific) proposal to almost exclusively reduce toll rates.  Instead, the Commission should continue the interim CHCF-B surcredit until the Commission resolves surcredit implementation issues and has reliable toll elasticity data.  If the Commission adopts a permanent rate reduction, the Commission should adopt ORA’s proposal to target a number of services—toll , access, custom calling, local usage and ZUM—which subsidize residential basic exchange service.

BACKGROUND

In D.96-10-066, the Commission directed incumbent local exchange carriers (LEC) to adjust prices of all services, other than basic service and rates covered by contracts that were executed on or before September 15, 1994, downward in an equal amount across all of those services to reflect the receipt of the explicit subsidy through the CHCF-B.  The equal percentage rate reduction  was to be accomplished by a monthly surcredit to each customer’s bill.  (Rule 6(C)(3), Conclusions of Law 144, 146, D.96-10-066, mimeo, Appendix B, p. 276)  The Commission also stated that the LECs subject to CHCF-B disbursements are permitted to file applications describing what rates or price caps they seek to permanently rebalance downwards as a result of receiving moneys from the CHCF-B.  (Finding of Fact 177, id. at 259)

In response to D.96-10-066, Pacific filed this application on March 6, 1997, to propose that toll rates and some access charges should be reduced to offset D. 96-10-066’s explicit subsidy.  ORA filed a protest.  TURN, AT&T, MCI/Sprint, Worldcom, the Small LECs and GTE California (GTEC) also protested the application.

The Commission held a prehearing conference (PHC) on May 5, 1997.  On July 11, the Assigned Commissioner issued a ruling and scoping memo, which limited the issues in this proceeding to rate reduction proposals, using currently adopted costs and price floors, and elasticity.  Hearings were held in October and November, and parties presented two oral arguments before Commissioner Knight and Administrative Law Judge (ALJ) Walwyn.  ORA submitted several rounds of testimony—including a Report on Universal Service Policy and CHCF-B Offsets for Pacific Bell, reply testimony and rebuttal testimony.  Pacific moved to strike ORA’s rebuttal testimony, and ALJ Walwyn granted that motion.  ORA submitted an offer of proof concerning its rebuttal testimony.  TURN, the Facilities-Based Carriers (California Cable Television Association, ICG Telecom Group, NextLink California LLC, and Teleport Communications Group), MCI, AT&T, Sprint, Pacific Bell and GTEC also presented witnesses in these hearings.

ORA SUPPORTS RETAINING THE INTERIM SURCREDIT UNLESS SURCREDIT IMPLEMENTATION ISSUES AND ELASTICITY CONCERNS ARE RESOLVED

The Commission should not adopt permanent rate reductions until surcredit implementation issues and problems with Pacific’s elasticity proposal are resolved.  ORA voiced its concern with the timing of this application at the PHC and in its comments on PHC issues in April and May, 1997.  ORA stated that this application was premature, because implementation of the CHCF-B had not occurred.  (ORA’s comments on PHC issues, p. 8)  At that time, it appeared that the CHCF-B was going to be implemented by the end of 1997.  During these proceedings, it became clear that tax and other issues will delay implementation of the CHCF-B to at least July, 1998, the latest extension date.  (Exhibit 24)  To authorize a permanent rate reduction prior to resolution of the remaining implementation issues will only invite additional implementation problems.

ORA also believes that the record in this proceeding is deficient on the proper elasticity to adopt for toll and switched access, as discussed infra.  Given that deficiency and the potential it creates for ratepayer money collected through the surcharge to be retained by Pacific or its shareholders, ORA recommends that the Commission retain the surcredit until the Commission can more accurately determine a toll elasticity.  The Facilities-Based Carriers propose that the interim surcredit be made a permanent surcredit.  (Exhibit 92)  ORA believes that eventually there should be permanent rate reductions, but the Commission should retain the surcredit until implementation and elasticity problems are resolved.

Pacific does not completely oppose use of a surcredit to offset its CHCF-B draw.  The surcredit mechanism will be retained if Pacific’s draw exceeds its proposed rate reductions.  (Exhibit 60)  In addition, Pacific will implement a surcharge if its draw is less than the proposed rate reductions.

ORA’S PERMANENT RATE REDUCTION PROPOSAL AND THE ASSOCIATED DEMAND ELASTICITY 

ORA’s permanent rate reduction proposal reduces rates for a number of services which provide subsidies to residential basic exchange services.  ORA’s elasticity proposal is to retain implementation rate design (IRD) elasticities for toll and switched access at this time due to the limited elasticity information available in this proceeding.  ORA also recommends that the Commission encourage the parties to collaborate on developing elasticity studies using disaggregated data.

ORA’s Permanent Rate Reduction Targets Several Services in Order to Level the Subsidy for Residential Basic Service

ORA’s permanent rate reduction proposal includes decreases to toll, switched access, custom calling services and local usage/ZUM.�  (Table 1; testimony of Ms. Boyd, Exhibit 40-C, p. 1-3�; ORA’s reply testimony, ¶ 4)  



TABLE 1

ANNUAL REVENUE IMPACT OF ORA’S PROPOSALS�

Category�e = -0.5 �e = -0.2 ��Residential Toll�20% reduction, $88 M�15% reduction, $93 M��Business Toll�21% reduction, $59 M�17.7% reduction, $68 M��NIC�$52 M�$52 M��Custom Calling Features*�6% reduction, $15 M�6% reduction, $15 M��Local/ZUM*�$78 M�$78M��* No elasticity factored into these revenue calculations



In arriving at its proposal, ORA examined Pacific’s toll and switched access reduction proposal.  (Testimony of Ms. Boyd, 3 RT 403)  ORA then sought revenue, cost and rate information on other services.  (Id.)  ORA next determined whether rates were significantly above cost.  (Id. at 404)  Finally, ORA determined if ratepayers of that service paid the CHCF-B surcharge.  (Id.)  Using these criteria, ORA decided whether to make reductions to those services.  (Id.)  ORA’s goal was to reduce as many rates as possible in order to even out the subsidy level to residential basic exchange service.  (Testimony of Ms. Boyd, Exhibit 40-C, 1-2)

An overriding concern in fashioning ORA’s proposal was the knowledge that CHCF-B revenues are collected from ratepayers through a surcharge.  In D.96-10-066, the Commission gave ratepayers of all carriers the burden of maintaining below-cost basic residential service in high cost areas.  (Id. at 1-3)  Therefore, the CHCF-B revenues are ratepayer moneys and not company revenues.  (Id. at 1-2)

ORA also was mindful of the Commission’s initial directive to flow through the CHCF-B ratepayer money to incumbent ratepayers through a total bill surcredit.  (Id. at 1-3)  Pacific, as the largest carrier in the state, will receive the largest CHCF-B payments under this system.  (Id.)  Pacific also has the largest and most varied customer base upon which to spread revenue reductions.  As a result, a rate reduction proposal should target all classes and types of customers who pay into the fund and contribute to the subsidy of basic residential service by the rates they pay for other services.  (Id.)  ORA’s proposal accomplishes that goal without putting in place an administratively burdensome number of small decreases.  (Id.)

ORA proposes to reduce residential and business toll rates on average by 20% and 21%, respectively.  (Id. at 3-1)  ORA’s proposed residential direct dialed rates are slightly higher than Pacific’s proposal, since ORA does not exclusively target toll rates.  (Id. at 3-2)  ORA’s proposed residential calling card rates are lower than those proposed by Pacific.  (Id. at 3-3)  ORA’s proposed business direct dialed rates are higher than Pacific’s proposed rates.  (Id. at 3-4)  ORA’s proposed business calling card rates are the same as Pacific’s proposed rates.  (Id. at 3-5)  ORA proposes $15 million in rate reductions for Custom Calling features.  (Table 2; see also Exhibit 101; testimony of Ms. Tan, Exhibit 40-C, 3-1, 3-6;)  ORA proposes a reduction in the network interconnection charge (NIC) of $52 million in comparison with Pacific’s proposal of a $7.4 million reduction.  (Testimony of Mr. Piiru, exhibit 40-C, p. 4-1)  The pricing of the NIC under ORA’s proposal will depend on the switched access elasticity adopted by the Commission.  (Id. at 4-4, Table 4-1)  ORA used a -0.5 elasticity for illustrative purposes only.  The adopted elasticity in IRD for switched access is -0.44.  ORA proposes a $78 million reduction to local usage and ZUM rates.  (Table 2; testimony of Ms. Boyd, exhibit 42)

The Commission Should Continue to Use the IRD Elasticities If It Adopts a Permanent Rate Reduction Proposal at this Time

ORA cannot endorse a permanent rate reduction using Pacific’s flawed elasticity study.  ORA could not undertake a full scale elasticity study of its own due to time constraints.  (Testimony of Ms. Boyd, Exhibit 40-C, 1-11; testimony of Dr. Renaghan, 5 RT 626)  ORA replicated Pacific’s toll demand results and estimated several alternative demand specifications, such as models with lagged dependent variables, polynomial distributed lags on income, and specifications which included shorter lags on real prices.  (Testimony of Dr. Renaghan, Exhibit 40-C, 2-8)  Then ORA estimated Pacific’s model and several alternatives over a shorter time frame.  (Id.)  In evaluating Pacific’s switched access price elasticity of demand estimates, ORA followed a similar procedure.  (Id. at 2-15)

ORA noted several concerns with Pacific’s study.  First, it is difficult to compare elasticity studies because firms increasingly view price elasticity information as proprietary.  (Id. at 2-20)  ORA suggested that Pacific’s results could be made more accurate by conducting a disaggregated study of intraLATA toll demand to draw a distinction between the price responsiveness of demand between residential and business customers of intraLATA telecommunications services.  (Id.)

ORA concluded that Pacific’s results for toll and switched access demand categories were relatively robust.  (Id. at 2-22)  However, when ORA ran its proposed toll rate changes through Pacific’s model for generating revenue changes, ORA found little variance in revenue output at elasticity ranges of -0.2 to -0.5.  (Testimony of Ms. Boyd, 1-11)  There should have been variances, as there were when similar runs were made with IRD estimates of toll revenues.  (Id.)  ORA believes Pacific’s method of estimating revenues causes the change in price to appear smaller by measuring it as a total bill change rather than as a service price change.  For this reason, a 25% toll price reduction, unlike in IRD, is measured as approximately 18%, and even less stimulation than the elasticity would indicate takes place.

ORA does not recommend the Commission adopt Pacific’s proposed toll elasticity of -0.2 or Pacific’s revenue estimating method.  (Id. at 1-13)  Instead, ORA recommends that the Commission adopt the IRD elasticities, -0.5 and -.44, for toll and switched access, respectively.  (Id.)  ORA proposes that the Commission strongly encourage parties to meet, share data and develop disaggregated elasticity models for toll, which can be used in future proceedings.

ORA’s Proposed Rate Reductions Target a Broad Category of Services Which Are Significantly Above Cost

ORA’s proposal reduces the subsidies for a broader range of services than do other parties’ permanent rate reduction proposals.  ORA’s proposal for rate reductions targets a number of services which are significantly above cost to even out the subsidy level to residential basic exchange service.  Other parties’ goals in proposing permanent rate reductions differ from ORA’s, but ORA notes that most of the other parties choose to limit their proposed rate reductions to one or two services which subsidize residential basic exchange service.

All of the services ORA targets are significantly above cost (exact margins are proprietary).  Local usage and ZUM are significantly above cost.  (Testimony of Thomas Long, Exhibit 65-C, Attachment A)  Custom calling features also are significantly above cost; some features have very low associated costs.  (Response to LWT-8, Attachment I-3, p. USRR000475)  Toll is significantly above cost, especially residential toll rates.  (Exhibit 3-C, Attachment 3, p. 1)  The NIC is pure subsidy.  (Testimony of Mr. Hall, Exhibit 73-C, p. 13)  Implicitly, other switched access services’ margins are less than that of the NIC, which has no associated cost.  (See Testimony of Mr. Sawyer, Exhibit 3-C, Attachment 3, p. 1)

Although it is difficult to comparatively analyze services with respect to embedded subsidies, since some services have average price mark-ups, ORA believes that it has proposed rate reductions for a number of services with significant subsidies.  Other parties have selectively targeted services providing subsidies for residential basic services.

ORA’s Proposed Rate Reductions Equitably Distribute the Benefits Among Services Which Contribute to the Surcharge

ORA’s proposal would distribute the moneys collected from the CHCF-B surcharge among a broad range of services which contribute to that surcharge.  ORA measured its and other parties’ proposals against the CHCF-B 2.87% surcharge currently collected from Pacific’s customers and the estimated 7.09% surcredit. ORA compares the amounts collected by access, toll and exchange services (basic, local usage and ZUM) and the amounts that would be returned to access, toll and exchange less basic residential services.  The results of that comparison are found in Table 2.

�

Table 2

� EMBED Excel.Sheet.5  ���

*The surcredit, which has not yet been implemented, is not applied to basic residential services.  Data regarding the surcharge and surcredit are derived from responses to data requests and from Pacific’s workpapers.



ORA’s permanent rate reduction proposal most equitably, of all permanent reduction proposals, returns money to the classes of customers paying the surcharges.  The surcredit most closely approximates the collection of the surcharge, but making the surcredit a permanent rate reduction creates administrative difficulties, as discussed infra.

OTHER PARTIES’ TARGETED PERMANENT RATE REDUCTION PROPOSALS SUFFER FROM POLICY PREFERENCES THAT EITHER WILL HARM CONSUMERS OR COULD NEGATIVELY IMPACT THE CHCF-B PROGRAM

ORA opposes any permanent rate reduction proposal that is targeted, either entirely or almost exclusively, to a single service.  Any significant reduction to a single service rate (such as the access or toll reductions proposed by the IECs and by Pacific, respectively, and TURN’s proposal to reduce local usage and ZUM rates) will have a deleterious impact on balancing the changing annual draw of Pacific, which will fluctuate under any circumstances, with the estimated revenue reductions from permanent rate reductions, as proposed.

Toll revenues misforecasted or access revenues misforecasted can result in reductions which get further and further off track from the annual draw amounts. Single service reduction proposals also suffer from misguided policy concerns, which mostly attempt to improve the position of the proposing party in competitive markets.

The Commission Should Reject Pacific’s Toll Reduction Proposal

The Commission should reject Pacific’s proposal to apply almost all of the CHCF-B rate reduction to toll, a competitive service.  Pacific’s toll reduction proposal is a means of advancing Pacific’s competitive interests in the intraLATA market, while risking no revenue decline.  In addition, Pacific’s toll proposal targets business customers to the detriment of residential customers, and would negatively impact lower income customers.

Pacific Improperly Gives Too Much Weight to Competitive Pressures in Fashioning Its Toll Rate Reduction Proposal

Pacific is targeting almost the entire rate reduction permitted by the CHCF-B funds to toll, a service where there are alternate providers.  Pacific believes it is entitled to use universal service funds to make pricing decisions which are based on competitive needs.  (Testimony of Mr. Sawyer, 2 RT 202)  Pacific’s policy in this regard stems from its position that the IRD decision favored interexchange carriers (IEC) over incumbent local exchange carriers (LEC), and that the Commission should “correct” this inequity now.  (Id. at 173:1-4)  Pacific persists in this claim, despite this Commission’s dismissal of Pacific’s previous petitions and the Scoping Memo’s direction that this proceeding is not a continuation of IRD.  (See D.97-02-049, D.97-07-024)

Pacific believes its earnings should be padded by “correction” of allegedly non-competitive toll rate levels set in IRD.  (Id. at 167)  Although Pacific proposes to use the ratepayer funded universal service CHCF-B moneys to fund decreases to toll rates, Pacific believes other carriers should become “more efficient” and use their own earnings in order to meet any toll rate reductions of Pacific.  (Id.)

Pacific’s allegations that its current toll rates were ordered by the Commission and are not at competitive levels are totally spurious.  In 1995, when Pacific’s toll rates were set, they were 5% below the existing tariffed rates of AT&T.  Pacific was granted pricing flexibility below its tariffed rates.  Since January 1, 1995, IECs and other carriers have filed numerous rate reductions and promotional rates to meet the rates of Pacific and to be competitive.  Pacific, in nearly three years’ time, has not once filed to further reduce the tariffed level of its toll rates, despite the freedoms for pricing changes afforded by new regulatory framework (NRF) policies of this Commission.

Undoubtedly, Pacific has failed to exercise more pricing flexibility below its tariffed levels, because Pacific is at risk for any difference in revenues if actual rates charged are below the tariffed levels.  The rates Pacific charges below the price ceiling are not fully compensated, since revenues are counted at the ceiling level.  Pacific’s proposal in this proceeding would lower its ceilings and associated tariffed levels using ratepayer money and would eliminate the revenue risk for shareholder money.  Lowering the ceiling level lowers the threshold volumes Pacific needs to earn its authorized rate of return.  Pacific recently abandoned a plan to eliminate its direct discount plan, because it has the opportunity in this proceeding to reduce toll rates $172.5 million per year in a revenue neutral manner.  (Supplemental Testimony of Thomas Long, Exhibit 68-C, Attachment 1)

Pacific does not want to be at risk for earnings reductions.  (Id.; testimony of Mr. Sawyer, Exhibit 3-C, p. 4)  Pacific wants the Commission to maintain equilibrium in the competitive environment should it order access charge reductions.  Since Pacific would be at risk of earnings losses should it elect to reduce toll prices in response to IECs’ resulting toll price reductions, Pacific wants to be made whole for those corresponding reductions.  (Exhibit 12)

Pacific’s proposal is particularly galling in that Pacific intended that there be no “true-up” of draws from the CHCF-B to track whether or not all moneys paid out to Pacific actually went to rate reductions.  (Testimony of Mr. Sawyer, 3 RT)�  Pacific wants this Commission to allow it to set toll prices at levels Pacific could not sustain in a market with alternate providers, without either risking lower returns or without having to increase other rates to realize its desired rate of return.  If Pacific filed advice letters to implement the same rate reductions proposed here, Pacific would risk lowering its return, all else remaining equal, by the net effect of lowering tariffed revenues by $305 million.

If Pacific believes that the NRF structure is impacting its competitive response, it should raise those concerns in its upcoming 1998 triennial review. NRF and competitive issues should not govern the distribution of universal service funds.

The Commission Should Emphasize Universal Service and Not Competitive Concerns In Evaluating Proposed Toll Reductions

The Commission should not be swayed by Pacific’s attempt to use these universal service funds to make an almost purely competitive response.  The Commission properly should evaluate parties’ proposals in the context of universal service concerns.

Pacific would use ratepayer money to insulate it from competition in the one area where it faces competitive pressures.  (Testimony of Ms. Boyd, Exhibit 40-C)  Pacific points to its declining market share in toll, with most of that decline in the larger business customer segments.  (Testimony of Mr. Sawyer, Exhibit 25-C; 2 RT 192:15-26)  Pacific’s market share for the smallest toll business customers actually increased from the second quarter of 1996 to the second quarter of 1997.

Pacific’s market share decline in residential toll customers is slight.  (Exhibit 25-C, p. USRR000790)  Pacific’s market share for business customers is declining faster than its market share for residential customers.  Because of these differing competitive pressures, Pacific in fact targets more of its proposed reductions to business customers, as discussed infra.

Pacific’s proposal is completely at odds with the source of the surcharge amounts.  Pacific’s toll revenues only account for one quarter of the total CHCF-B offset amounts.  (Table 2)  Nonetheless, Pacific would return almost 98% of those funds to toll customers.  Pacific’s proposal similarly ignores the subsidies built into services besides toll.  That policy decision appears to be based on the belief that subsidy also is defined as “services that are priced higher than you would expect to see in competitive markets” in addition to being defined as significantly above cost.  (Testimony of Mr. Sawyer, 2 RT 193-194)

The Commission elected to assess the CHCF-B surcharge on almost all end-users of virtually all certificated carriers in California for almost all services.  (Testimony of Ms. Boyd, Exhibit 40-C, 1-5)  Pacific should not have unfettered discretion to spend the ratepayers’ money it will receive from a fund as a result of a Commission policy to maintain affordable residential basic rates throughout California.  Ratepayer interests must be taken into account in fashioning any form of permanent rate reduction.

Pacific recognizes that using ratepayer money to make an inevitable competitive response will give it a competitive advantage in advance of intraLATA presubscription.  (Testimony of Mr. Long, Exhibit 68-C, Attachment 1)  The Commission should not permit such a use of the CHCF-B fund.

Pacific Over-States The Revenue Needs For Its Toll Reduction Proposals

Pacific’s revenue estimating elasticity equation for toll is incorrect, because it includes the surcharge/surcredit.  Pacific has assumed that the effective rate reduction is decreased because there is a surcredit of -3.1% prior to the rate reduction and there will be a surcharge of 3.9% after the rate reduction.  (Pacific,  Exhibit 5-C, p.USRR000017)  The surcredit revenue impact is higher if a higher elasticity is assumed.  (ORA, Exhibit 40-C, 3-11)  “Toll elasticity” applies to changes in toll usage rates, and not to surcharges or surcredits on total bills.  The surcredits/surcharges apply to most all services on a customer’s total bill and are effectively viewed as “taxes” by end-users.  Where “taxes” are in fact equal, there should be no change in price response.  (Testimony of Dr. Tardiff, 3 RT 338)  It is not appropriate to add price responses to these total bill surcharges on changes in toll usage rates.  (Id.)  Further, since no surcredit payments have yet been made, they cannot be counted even on a total bill basis.

If Pacific’s proposals for toll rate reductions are adopted, as much as $90 million of ratepayer funds annually can be diverted to Pacific’s shareholders due to the surcharge/surcredit issue and the potential error in calculating toll demand elasticity, discussed infra.  (Id.)  ORA has summarized the revenues that Pacific can gain due to the elasticity and surcredit impact as shown below:
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Table 3

POTENTIAL REVENUE DIVERSION FROM RATEPAYERS TO PACIFIC DUE TO LOW ELASTICITY AND SURCREDIT ASSUMPTIONS FOR PACIFIC’S TOLL RATE REDUCTION

($M) �

�Residential 

Toll Rate Reduction�Revenue Change From Base Case�Business 

Toll Rate Reduction�Revenue Change From Base �Total Revenue Changes��Pacific’s Proposal (Base Case) �172.5��125.3����(2) Removing surcharge impact from (1) �164.8� 7.7�121.8� 3.5�11.2��(3) Same as (1) with e= -.05�137.3�35.2�100.3�25.0�60.2��(4) Same as (3) but removing surcharge impact�116.6�55.9� 90.7�34.6�90.5

��

The cumulative impact on ratepayers of a $90 million annual “error” in computing elasticity and revenues is compounded by the fact that a permanent reduction will endure as long as the CHCF-B funds are collected.  No sunset to the permanent rate reduction is contemplated.

Pacific’s Toll Proposal Benefits Business Customers

Pacific’s proposal would give business toll customers larger reductions than residential customers.  Pacific proposes to reduce residential and business toll rates by roughly 24% and 33%, respectively.  (Pacific, Exhibit 5-C, p. USRR000017, l.25 & p. USRR000035, l.2)  ORA’s proposal does not discriminate among business and residential customers and would result in an average of 20% and 21% toll rate reductions for residential and business customers, respectively.  (ORA, Exhibit 40-C, 3-1)  Pacific’s proposal is inequitable in favoring business over residential customers.

More subsidy currently resides in residential toll rates than in business toll rates.  Pacific’s TSLRIC for providing residential toll services is lower than that for business.  (Pacific, Exhibit 3-C, Attachment 3, p. 2)  Despite the greater subsidy embedded in residential toll rates, Pacific proposes to reduce business toll rates much more steeply than residential toll rates.  If the Commission approves Pacific’s proposal, the subsidy provided by toll rates would even more disproportionately reside in residential toll rates.  This result hardly is supportive of Pacific’s policy to “correct” prices containing too much subsidy.  (Testimony of Mr. Sawyer, 2 RT 173)

Pacific’s proposal also is at odds with a firm’s normal goal of profit maximization.  In its joint petition with GTE California for modification of D.94-09-065, Dr. Hausman’s declaration emphasizes that residential demand elasticity is significantly greater than business elasticity.�  To maximize profits, Pacific would have to reduce residential rates more than business rates.  Pacific chose to do the opposite, which indicates monopoly pricing for residential toll.

Not only does Pacific favor toll customers over customers purchasing other services, Pacific’s proposal also favors business toll customers over residential toll customers.  Pacific obviously experiences more competitive pressure in business toll than in residential toll and has structured its toll proposal accordingly.  Pacific even boasts that its proposal will provide California business customers with some of the most attractive prices for intraLATA toll service in the nation.  (Pacific, Exhibit 1, p.13.)  Pacific’s attempt to use these universal service fund moneys to gain a higher business market share is quite obvious.

The Commission should reject Pacific’s proposal.  ORA’s proposal, which more equitably distributes toll reductions among residential and business customers, goes farther towards removing the embedded subsidy and equitably returning the surcharge amount.

Pacific’s Direct Discount Plan Proposal Will Harm Low-Income Consumers

Pacific’s proposal to increase the eligible monthly threshold level (from $5 to $20) to which the automatic toll discount becomes applicable will harm low-income customers.  Unlike in IRD, Pacific did not perform a bill impact analysis to determine the benefit or harm of its proposal in this proceeding.  (Exhibit 26)  ORA has used Pacific’s IRD bill impact analysis to evaluate Pacific’s proposal in this proceeding and has determined that low-income customers will be harmed by Pacific’s proposal.

Applying the methodology of Pacific’s IRD bill impact analysis to Pacific’s proposal in this proceeding, it is clear that lifeline and measured rate customers will be worse off if the Commission adopts Pacific’s new direct discount proposal. These lower income customers, particularly low-income customers using measured service, will qualify for the direct discount far less often under Pacific’s proposal.  The following table compares the current direct discount and Pacific’s new proposal (ORA, Exhibit 40-C, 3-12):
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Table 4

CUSTOMER QUALIFICATION FOR DIRECT DISCOUNTS

Categories�Current direct discount�Proposed direct discount���Customer Qualified Percentile� Customer Qualified Percentile ��Flat Rate�60-70%�60-70%��Measured�50-60%�30-40%��LifeLine-Flat�50-60%�30-40%��LifeLine-Measured�40-50%�10-20%�� 

Additionally, Pacific’s response to the Facilities-Based Carriers’ first data request reveals that 90% of residential customers’ usage will not exceed $20/month.  (Exhibit 24, p. USRR001181)  In other words, fewer than 10% of Pacific’s residential customers may qualify for the discount under Pacific's  new proposal.

Based on the reasons stated above, the Commission should reject Pacific’s proposal to change its current direct discount plan.

The Commission Should Reject Pacific’s Elasticity Estimates

The Commission should reject Pacific’s elasticity estimates for toll and switched access.  The results produced are counter-intuitive, since Pacific’s estimate of toll elasticity has not changed with more competitive options and switched access elasticity is estimated higher than toll, despite switched access being completely dependent on toll.

Pacific’s Toll Elasticity Estimate and its Method of Estimating Revenues from Proposed Rate Reductions Will Give Ratepayer Money to Shareholders

The Commission should not approve Pacific’s toll elasticity estimate in this proceeding.  Pacific proposes an elasticity of -0.2 for toll to determine the revenue that can be stimulated based on its rate reduction.  (Pacific, Exhibit 1, p. 3)  However, Pacific’s proposed elasticity is much lower than the current Commission-adopted toll elasticity, -0.5.  (D.94-09-065, mimeo, p.155)  Since the correct toll elasticity likely is higher than -0.2, adoption of -0.2 would result in more revenues being stimulated, and would over-state the CHCF-B money that Pacific has proposed is required to fund the toll rate reductions.

Pacific’s -0.2 estimate, combined with the revenue estimating method which includes elements of total bill price other than actual toll rate reductions in forecasting revenues discussed supra, effectively underestimates the revenues which will be generated by its proposed toll reductions by as much as $90 million per year.  (Testimony of Ms. Boyd, 3 RT 393-395)  As a result, money paid by ratepayers will be retained by Pacific’s shareholders.  The Commission’s intention in establishing the CHCF-B fund to promote universal services would be defeated by Pacific’s shareholders retaining money that should be returned to ratepayers.

Pacific’s -0.2 Elasticity Estimate for Toll Is Counter-Intuitive

Pacific’s toll elasticity estimate inexplicably does not deviate from the estimate offered by Pacific in IRD and illogically is lower than the switched access elasticity.  These results are counter-intuitive.

The lower end of the elasticity results determined by Dr. Hausman on behalf of Pacific Bell in IRD, using 1989 data which predated any form of competition and any pricing flexibility for intraLATA toll and which used a linear model, are almost identical to Dr. Tardiff’s elasticity results.�  Dr. Tardiff used 1996 data supplied by Pacific which allegedly included 10XXX volumes of other carriers as well as Pacific’s own aggregated residence and business volumes.  Using the 1996 data, more than a year into 10XXX intraLATA toll competition in a marketplace with many providers and much price variability, Dr. Tardiff used a non-linear model and measured elasticity at -0.2, a slightly less elastic measure than Dr. Hausman had taken in the monopoly marketplace with only published tariff rates which only changed with a rate case cycle.  The result is counter-intuitive—a more competitive, marketplace with alternate providers and prices at differing levels and subject to rapid change evocative of less elastic price responses in customers than a single provider market where prices change only once every few years.  At the very least, ORA would have anticipated that Dr. Tardiff’s results based on 1996 data would have varied more towards the elastic end of Dr. Hausman’s model using 1989 data.

Pacific’s data set cannot be representative of the California intraLATA marketplace.  There is no other explanation for these anomalous results.  ORA does not know precisely what is wrong with Pacific’s data set.  ORA did not verify its accuracy and neither did Dr. Tardiff.  (Testimony of Dr. Tardiff, 3 RT 336)  ORA does suspect several specific errors resulting from the underlying data.  It is possible that the model measured a lesser price change than actually is proposed.  In fact, Dr. Tardiff started his elasticity study before he was aware of Pacific’s price proposals.  (3 RT 341)  If the price term was a gross-up of tariff prices, including any surcharges and net of any surcredits, it would compound any problem resulting from the degree of price change.  The model also must have been a sample rather than the real universe of all intraLATA toll traffic which transits Pacific’s network.  Finally, the model appears to have measured market responses as a whole, rather than by customer type.

As ORA’s witness Dr. Renaghan pointed out, the correctness of the volumes used in the data set will determine the correctness of the output elasticities, not the method applied. (5 RT 628:16-19)  Despite the “robustness” of Dr. Tardiff’s model to mathematical specification alteration (for varying by income as opposed to price, etc.), a model is only as good as the data set to which it is applied.  The mathematical accuracy of a model and the accuracy of its output values based on the data set are not synonymous.  If incomplete data are put into a model with a high accuracy yield, the resulting findings will not be accurate.

The other counter-intuitive finding is that switched access is more elastic than toll.  Dr. Tardiff measured the elasticity of the switched access market at 

-0.24, more than the toll elasticity of -0.2.  Switched access is a secondary service purchased by long distance providers to originate and terminate calls made by their customers on Pacific’s network.  Switched access is purchased according to the demand for toll of the IECs’ customers.  It is not purchased according to how many units of access and transport a carrier thinks it should buy for a certain amount of money.  Yet, though switched access can virtually only be purchased from the LEC and at the tariffed price, which is not subject to flexibility, Dr. Tardiff’s study measured it as being more price elastic than toll, which is purchased directly by the end-user and which is a service with alternate providers.  The result is illogical and contradicts the Commission’s correct finding in IRD—that the toll elasticity,-0.5, is higher than the switched access elasticity, -0.44.

ORA does not believe the Commission should use Pacific’s elasticity estimate.  ORA’s position is based on the absolutely incomprehensible results of Dr. Tardiff’s study—that despite shrinking real income in California (1996 compared to 1989 levels), despite increased competition for toll service and increased price volatility—customer response to price change has become less elastic and customers will not purchase more of a service if the price is markedly reduced.  The Commission should not risk the $305.2 million or more of ratepayer money Pacific collects every year from the CHCF-B on the bet that Dr. Tardiff’s measures of elasticity are accurate for toll and switched access.

The Commission would harm ratepayers by adopting an elasticity that clearly is not correct.  If the real measure of toll elasticity is nearer the -0.5 adopted by this Commission in IRD, then every year Pacific’s toll price reductions are in place $305.2 million will be drawn from surcharges paid by customers of all certificated carriers in California when only $215 million will actually be required.  That will annually leave Pacific with $90 million and the option to make further toll reductions with other than its own money.  That result would further hinder the benefits competition should bring to the intraLATA marketplace.  Allowing revenues to be measured using a spurious elasticity estimate further ensures Pacific alone will stand on a platform above others for price competition, and will also stand first in line to collect huge subsidies to further raise that platform over time.

Pacific and GTEC Erroneously Will Claim that Dr. Renaghan Supports Their Proposal in this Proceeding

Pacific and GTEC undoubtedly will present, as they did in their closing arguments, their position that Dr. Renaghan supports Dr. Tardiff’s elasticity study and recommends its adoption.  Nothing could be farther from the truth.  Dr. Renaghan was perfectly clear in narrowing the scope of his testimony:

Q.  Is it a correct understanding of your testimony that you are recommending that the Commission not adopt the negative .2 figure as the price elasticity of demand figure for purposes of this proceeding?

A.  I make no recommendation as to what the Commission should adopt . . .I replicated Pacific’s results and I attempted other specifications . . . I endorse what was done for purposes of this proceeding.  (5 RT 610-611)

Dr. Renaghan’s task was to review the elasticity studies prepared by Dr. Tardiff for Pacific to determine if the methodology used was accurate.  Dr. Renaghan did not have time to do his own elasticity study and did not verify the data Pacific provided to Dr. Tardiff.  Dr. Renaghan only reviewed the methodology used by Dr. Tardiff to determine if Dr. Tardiff’s estimate could be replicated.�

Ms. Boyd’s role, as the policy witness and project coordinator, was to ascertain whether the Commission should adopt Pacific’s elasticity estimates in this proceeding.  Dr. Renaghan’s endorsement of Pacific’s methodology was restrained due to concerns with proprietary data and disaggregation.  That qualified endorsement is one factor ORA weighed in adopting a position on Pacific’s elasticity estimate.  (Testimony of Ms. Boyd, Exhibit 40-C, pp. 11-12)

GTEC’s Support of Pacific’s Elasticity Estimates Is Pure Self-Interest

The Commission should reject GTEC’s attempt to game this proceeding in order to get the best possible elasticity outcome for GTEC.  GTEC has contributed nothing in this proceeding towards determining an accurate intraLATA toll or switched access elasticity estimate for California.  GTEC has not done any elasticity studies using its own data.  GTEC’s participation in this proceeding is pure self-interest.

In this proceeding, GTEC offers testimony in support of Pacific’s elasticity estimates and in favor of applying those elasticities to GTEC.  GTEC states:

GTE would support the intraLATA toll estimate proposed by Pacific in this case. . .If the Commission decides to adopt the estimate proposed by Pacific as a generic elasticity estimate, GTE would accept this result for use in the future filing it will make according to D.96-10-066.  (Testimony of Mr. Perry, Exhibit 38, pp. 2-3)

GTEC was very clear, however, in disassociating itself from a different elasticity estimate than Pacific’s which might be adopted in this proceeding.  Mr. Perry responds:

Q.  What if the Commission adopted a different elasticity estimate for intraLATA toll for GTE than that proposed by Pacific?

A.  The Company would oppose adoption of any estimate that would be applied to GTE that the Company has not had the opportunity to evaluate.  (Id. at 3-4)

If an elasticity estimate different from Pacific’s is adopted by the Commission in this proceeding, GTE reserves the right to present its own company-specific elasticity estimate at the time it makes its filing.  (Id.)  Not that GTEC has prepared an elasticity estimate at this time.  Dr. Train admitted that GTEC was not doing an elasticity estimate using its own data.  (6 RT 741)

GTEC hopes to piggyback on Pacific’s incomplete showing in this proceeding and receive much lower elasticities when GTEC files its own permanent rate reduction proposal.  The Commission should not permit GTEC to game an issue as important as the proper elasticity estimate for the CHCF-B ratepayer moneys.

Pacific’s Switched Access Elasticity and Revenue Estimates Are Unacceptable to ORA

The Commission should not adopt Pacific’s -0.24 switched access elasticity estimate.  Pacific’s revenue estimating method for switched access suffers from the same flaw as does the toll revenue estimating method, discussed supra.  It also includes elements of total bill price other than actual reductions.  The switched access elasticity estimate result also is counter-intuitive, as discussed above, in that it is greater than the toll elasticity estimate.

The Commission Should Retain the IRD Elasticity Estimate Until the Commission Has More Accurate Data

The Commission should not adopt an elasticity estimate based on Pacific’s study.  Without more complete and accurate data, the Commission should retain the adopted IRD elasticity estimates.  The Commission should encourage parties to collaborate on the development of elasticity estimates using disaggregated data.

Reliance on the IRD Elasticity Estimates Continues to Be Reasonable

The IRD elasticity estimates were based on a more comprehensive examination of toll and switched access elasticity.  In IRD, Pacific and GTEC each presented an expert witness on elasticity whose analysis was supported by another expert.  Another party presented a derived elasticity study.  ORA was able in that proceeding to verify the data sets presented by Pacific and GTEC.  (Testimony of Ms. Boyd, 3 RT 382)  ORA had done enough background work in IRD to feel confident of its IRD toll elasticity recommendation.  In this proceeding, only Pacific, GTEC and ORA presented witnesses on elasticity and only those parties, plus the Facilities-Based Carriers, conducted cross-examination on those issues.  ORA is not confident in recommending any number that can be derived from Pacific’s elasticity estimates.

The Commission recently refused to modify the IRD elasticity estimates.  (See D.97-02-049; D.97-07-024)  Although the Commission’s refusal to modify the elasticity estimates adopted in IRD does not guarantee that those estimates are, in fact, currently accurate, it continues to reflect the Commission’s determination that it acted reasonably in adopting those estimates.  To adopt Pacific’s proposed elasticity estimates in this proceeding, despite their obvious flaws, would not be reasonable.

The Commission might want to reconcile the adopted IRD elasticity estimates and Pacific’s proposed elasticity estimates.�  Theoretically, if the IRD adopted elasticity had been determined using a linear model, which it was not, if the output in this case had been determined using a linear model and if the data sets had been chronologically close enough together, it would have been possible to plot a point on a continuum which mapped where elasticity is today based on an historical/mathematical context.  What is theoretically possible is not possible in this instance.  Therefore, ORA recommends that the Commission continue to use the adopted IRD elasticity estimates and encourage parties to collaborate on deriving elasticity estimates based on disaggregated data.

Elasticity Should Be Disaggregated Between Business and Residential Customers

ORA noted that Pacific’s results would be more accurate if they included a disaggregated study of intraLATA toll demand.  (Testimony of Dr. Renaghan, Exhibit 40-C, 2-21)  On cross examination, Dr. Renaghan indicated that disaggregating data by customer class is a valid alternative procedure:

Q.  Would I be correct in stating that that statement is a suggestion on your part for an alternative way to conduct a study of intraLATA toll demand?

A.  Yes, because, for one thing, on the energy side, we typically draw a distinction between residential, commercial, and industrial demand.  And out of these models fall differing price and output elasticities.  (5 RT 629)

No party objected to the notion that methodologically it is a valid approach to distinguish between intraLATA demand by customer class.  In fact, Pacific has noted in the past that residential demand elasticity is significantly greater (in magnitude) than the business elasticity.  (Joint Petition of Pacific and GTEC for Modification of D.94-09-065)  Dr. Hausman, in a declaration in that pleading, noted that:

[I]ndeed, the residential elasticity was estimated to be about 3.5 times larger than the outward business elasticity.  The IRD decision assumed that the residential elasticity and business elasticities would be the same.  Post-IRD data demonstrates that the IRD decision is incorrect.  (Joint Petition, Exhibit C, p. 6)

Despite having recently advanced this position, Pacific backtracks in this proceeding and makes no recommendation on disaggregating toll elasticity.

The Commission Should Encourage Parties to Develop More Complete Toll Elasticity Data

The Commission should encourage parties to develop more complete toll elasticity data by rejecting Pacific’s elasticity studies for developing any permanent rate reduction in this proceeding.  ORA reiterates its strong recommendation for a collaberative and cooperative gathering of intraLATA toll data on a disaggregated basis.  No permanent toll reductions using ratepayer moneys, the CHCF-B funds, should be made without accurate elasticity data.  If the Commission supports the concept of a collaberative process and encourages parties to develop data on a disaggregated basis, there will be every incentive for the parties to develop reliable elasticity estimates.

The Proprietary Nature of Toll Elasticity Studies Compounds the Difficulty With Using a Single Data Set

ORA discusses in its testimony its concern that toll elasticity had become proprietary information.  Perhaps for that reason, recent toll elasticity studies have not been reviewed by other Commissions.  Therefore, there is no recent guidance from other states to assist in analyzing the limited data offered in this proceeding.  The most recently published decision which even discusses toll elasticity ranges does so in the context of providing entry in the local exchange market in Oregon.  It is noted as a general observation that:

[t]oll, on the other hand, has a price elasticity in the range of -.36 to -.58.  (Re Electric Lightwave, Inc. et al., 167 PUR 4th 30, 42 (1996))

Other than that observation, there are no recent decisions discussing toll elasticity measures.  Given the dearth of any evaluation of any recent toll elasticity study, it is not unreasonable to rely on the IRD elasticity estimate.  That estimate does not diverge from comparable estimates in the same time frame.  Another state commission conducted a comprehensive review of toll elasticity data when the Commission was involved in IRD and similarly adopted a toll elasticity estimate of -0.51.  (Re GTE Florida Incorp., 1993 Fla. PUC LEXIS 157, *29)  The Commission should retain adopted elasticity estimates for toll and switched access until more reliable data are available.

The Parties’ Switched Access Proposals

Pacific proposes an inappropriately small decrease to the NIC, $7.4 million.  The IECs generally seek switched access charge reductions.

Pacific’s Proposed Switched Access Reduction Is Too Small

The Commission should reject Pacific’s proposed switched access reduction as insufficient.  Pacific’s proposed switched access reduction does not reflect the contribution IECs and their customers make to total CHCF-B funds.  Neither does Pacific’s proposal even roughly approximate the surcredit amounts that will go to access.  (Table 2)  ORA’s proposal more accurately reflects the contribution made by IECs and their customers to the fund.

The NIC Is Not Cost-Based and Should Be Reduced

The NIC provides pure subsidy and is the first switched access service the Commission should target for reduction.  ORA reviewed services which were significantly above cost and determined that the NIC provides subsidy to residential basic exchange.  (Testimony of Ms. Boyd, 5 RT 598)  ORA chose the NIC, because it is a non-competitive part of the switched access tariff and a Category 1 rate element.  (Testimony of Mr. Piiru, 6 RT 725)  In fact, the NIC has no basis in access costs and is a pure subsidy.  (Testimony of Mr. Hall, Exhibit 73-C, pp. 11, 13)

The NIC was designed to recover a certain historical revenue requirement for tandem use.  It was a minute of use charge for all IEC users that was a subsidy to the small IECs, because those switched tandems were used by the small IECs and not the large carriers.  The NIC is a non cost based historical measure.  (Testimony of Mr. Piiru, 6 RT 726)  As a result, it is the best element of switched access to reduce.

The IECs Could Improve Their Competitive Position With Substantial and Unrestricted Decreases to Switched Access

MCI proposes that all CHCF-B funds that Pacific receives be used to reduce switched access.  (Testimony of Dr. Cornell, exhibit 45-C, p. 8)  AT&T believes that there should be reduction in both access charges and toll.  (Testimony of Ms. Van Midde, exhibit 79-C, p. 6)  AT&T and MCI submitted joint proposed tariffs reflecting access charge reductions.  (Exhibit 95-C)  Sprint proposes that the Commission eliminate the NIC, reduce local switching rates and permit Pacific to reduce its toll rates in an amount equal to the per minute access charge reduction.  (Testimony of Mr. Hall, Exhibit 73-C, p. 11)  Sprint submitted tariff pages which direct more of the reduction to access charges than to toll, with the specific amount dependent on the adopted elasticity factor for switched access.  (Exhibit 99)  If the Commission grants the IECs’ requests to substantially reduce access charges, the IECs, assuming unrestricted flow-through of the access charge reductions, would have complete discretion to improve their competitive position by substantially reducing rates of contract and high-end users.

The Commission Should Order A Complete Flow-Through of Any Further Access Reductions

The Commission should order the complete flow-through of any access reductions funded by ratepayer money.  ORA finds that there is no distinction between requiring flow-through by IECs and ensuring that any rate reductions made by Pacific accurately total the CHCF-B draw.  ORA supports Commission-mandated pass-through:

Q.  Why do you recommend an explicit requirement of pass-through while Ms. Boyd seems to leave it up to the Commission’s discretion?

A.  I don’t agree with your characterization of what her testimony was.  I think what she is saying here is that if it was not ordered, that economics might pass through some of those access reductions.  My point is that there have been significant reductions but not probably sufficient.  And the only way that we are going to get that extra bit would be I think by Commission mandate.  (Id. at 713)

Although ORA believes that IECs did pass-through a substantial portion of the IRD access charge reductions, ORA does not think that the Commission should “trust” flow-through when ratepayer money is involved.

MCI and AT&T have made a tentative commitment to flow-through.  They have pledged that if switched access charges are reduced to forward looking economic cost, they will pass them through in a manner readily verifiable by the Commission.  (Testimony of Dr. Cornell, exhibit 45-C, p. 12)  That commitment is insufficient, since it is unlikely that the Commission will order a reduction of access charges to forward looking economic cost.  Therefore, the Commission explicitly should order flow-through.

The Commission Should Not Permit the IECs to Flow-Through Their Access Reductions to Contract and High End Users

Although the IECs passed through a significant portion of their access reductions to end users, the IECs’ previous behavior shows that they would target their flow-throughs primarily to contract and high end users.  (Exhibit 43)  This is inequitable, since all ratepayers contributed through surcharges to their total bill, not just high end users.  As with Pacific, the IECs should not be permitted to use funds that should be refunded to the general body of ratepayers on a competitively neutral basis, to be misused to leverage their competitive position.  The Commission should order that reductions to switched access be passed through to all end users in an equitable manner.

MCI has expressed a willingness to work with Commission staff to be sure that the flow through of access charge reductions is equitable to all users of the service.  (Testimony of Mr. DiTirro, 6 RT 748)  ORA believes further discussion of this issue in informal workshops will resolve concerns about flow-through implementation.  (Testimony of Mr. Piiru, 6 RT 714)

The Commission Does Not Need to Mirror the FCC’s Transport Tariffs

In the past, the Commission has discarded the notion of parity with the FCC’s transport tariffs, when the Commission rates and rate structures had a stronger economic basis than the FCC’s.  (Id. at 726)  The FCC has issued its order on access reform, and it only applies to interstate access rates.  The FCC has no jurisdiction over instrastate access rates.  The Commission has the jurisdiction and the authority to implement structure and rate changes in the intrastate access market.  (Testimony of Mr. Hall, exhibit 73-C, p. 18)

The Facilities-Based Carriers’ Permanent Rate Reduction Alternative Is Unworkable

The Facilities-Based Carriers alternate proposal to permanently adjust all eligible rates downward by the amount of the surcredit would create an administrative nightmare.  (10 RT 1313-1314)  The proposal is to reduce rates in direct proportion to the amounts those rates will be reduced through the 7.09% surcredit.  Since almost every billed rate, except residential basic service, currently is scheduled for reduction through the surcharge, in order to implement the “permanent surcredit” proposal each individual service rate would have to be reduced by the amount required to generate an overall 7.09% total bill reduction.  Major retariffing, involving huge administrative costs, would be involved, because changes to thousands and thousands of tariff pages, service rates and sub-rate elements would be necessary to capture all applicable services.

The net result of this massive and complicated adjustment would be the same as ORA’s proposal—a broad-based rate reduction.  Customers would notice lower total bills under the Facilities-Based Carriers’ permanent rate reduction proposal, but they would not be as aware of the specific reductions.  By contrast, ORA’s proposal would produce perceptible changes for consumers, who might be able to alter their calling habits to better fit their individual needs without increasing their overall cost.

OTHER ISSUES

The Commission Should Find Custom Calling Services Eligible for Rate Reductions

The Commission should order reductions to Custom Calling feature rates for business and residential service, in addition to the other rate reductions proposed by ORA..  Custom Calling services are widely used enhancements to basic service of both customer classes.  Reductions to the rates of these services will result in rate reductions to a large number of customers who currently pay the CHCF-B surcharge.  Although Custom Calling is a Category II service, the vast majority of purchasers of Pacific’s basic residential and business services also purchase Custom Calling from Pacific, rather than from alternate providers.  Thus, reductions to Custom Calling result in direct bill reductions to offset the subsidies currently residing in those rates.

The Commission Should Annually Track the Revenues From Permanent Rate Reductions

ORA is concerned that any permanent rate reduction revenues could be misforecasted, resulting in ratepayers not receiving the moneys they have paid as surcharges.  In addition, any adopted elasticity estimate, whether or not accurate, could soon be inapplicable.  As a result, it is imperative to track the revenues from permanent rate reductions annually to ensure they are within reasonable range of the amount drawn by Pacific from the CHCF-B.

CONCLUSION

The Commission should delay adoption of permanent rate reductions and retain the surcredit until surcredit implementation issues and problems with limited elasticity data are resolved.  If the Commission elects instead to adopt a permanent rate reduction proposal at this time, it should adopt ORA’s broad-based rate reduction proposal as the most equitable.  ORA’s proposal both reduces the subsidy to residential basic exchange services and distributes the benefits of rate reductions among services which contribute to the surcharge.  The Commission should reject Pacific’s elasticity estimates, since the results are counter-intuitive as a result of problems with underlying data.  Instead, the Commission should encourage parties to collaberatively develop elasticity estimates using disaggregated data.

Respectfully submitted,
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� ORA initially proposed rate reductions to Centrex services but not to local usage and ZUM.  When ORA, in response to TURN’s testimony, realized that the rate and cost information it had for local usage and ZUM was inaccurate and modified its original proposal to include local usage and ZUM, ORA thought there were sufficient ratepayer moneys to continue to include Centrex.  However, that assumption was erroneous, and ORA has dropped the Centrex reductions from its proposal.



� In ORA’s report, Exhibit 40-C, individual pages are numbered without reference to the specific chapter.  To avoid confusion, ORA will designate the chapter and the specific page in that chapter in citations in this brief.



� Notes on Table 1:

Both scenarios remove surcredit of 7%.

Custom calling feature reduction is roughly 6%.

For an elasticity equal to -0.2, the business rate reduction on average, including all optional calling plans, is about 17.7%, but direct toll is 10%.  These numbers are based on Pacific’s response to ORA data request LWT-11, file name [U102ORA.WK3], except the surcredit is removed.



� Of course, Pacific intends a true-up in case their draw either exceeds or is less than that projected in its proposed rate reductions.  (Exhibit 60)



� These numbers reflect a toll settlement factor of 97.87%.



� Page 6 of Exhibit C to Joint Petition of Pacific Bell and GTE California Incorporated for Modification of D.94-09-065, filed on Sept. 1, 1995.  The declaration of Dr. Hausman points out that the residential elasticity was estimated to be about 3.5 times larger than the outward business elasticity.



� In IRD, Dr. Hausman disaggregated and had two results, -0.38 and -0.2.  It is the low end of Dr. Hausman’s model which is comparable to Dr. Tardiff’s results.

� Dr. Renaghan did a thorough review of the elasticity study that Dr. Tardiff only gave a limited amount of time.  Dr. Tardiff only spent 83.5 hours on both the elasticity study and his direct testimony.  (Exhibit 52)  In fact, he spent more time, 123.5 hours, on data requests and rebuttal testimony than he did on the elasticity studies.  The elasticity studies offered through Dr. Hausman for Pacific in IRD were far more complex.

� Commissioner Knight queried ORA in oral argument if it was possible to project an elasticity outcome over time using a statistical model.  (10 RT 1310)





�



�

(continued from previous page)



(continued on next page)



�PAGE  �





�PAGE  �34�










