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I. INTRODUCnON

The openina comments and testimonies of parties in this proceedina reveal one area of

fundamental aareement and one area of fundamental diJqreemem with Pacific's proposal. All

parties agree with Pacific that when competition is e~ective, the nwbt should replace reaulation

as the source of price protection and other consumer benefits. On the other hand, with the

exception of Dr. Cornell for MCI, iDterVenina plJ'ties seem to IIJUe that the cummt price cap

formula is the only means of price protection for services still in need of l'eplation. In fact, some

parties advocate chanps to the current reaime that would have the effect of increuing the amount

ofregulation. Retention ofthe current unfocused price reductions required by the formula. let alone

increasing the regulatory burden, is inconsistent with the Commission's aoaI of open competition

in all markets by 1997 and with the state of competition in California's telecommunications

industry.

The remainder of the report is orpnized u follows. We first explain why elimination of

the formula coupled with Commission-enfOR*! price protection is superior to retention of the

across-the-board application of the formula advocated by several pltties. Next, we explain why the

complication to the formula (quality and baniers-to-entry factoJl advocated by the CCTA

\vitnesses) and the rate true-up proposed by Dr. Selwyn are inconsistent with efficient regulation in

an environment of increasing competition. We then explain why Dr. Selwyn's simplistic

interpretation of recent experience with the FCC price cap plan is of no relevance to possible

modifications to Califomia's incentive repalation plan. Next. we concur with Dr. Christensen (and

disagree with Dr. Selwyn) that if a productivity factor is retained, the appropriate level is the

difference between telecommunications industry and U.S. total factor productivity (TFP), because

the best estimate of the difference in input inflation rates is zero. The following section discusses

Professor Mayo's proposed criteria for assessiDa effective competition and the lat section

summarizes the paper.
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II. PACIFIC'S PROPOSAL IS SUPERIOR TO RETENTION OF THE CURRENT
PRICE CAP FORMULA

A. Propoaala to Retain the Price Cap Formula AN Misguided

For the most put, intervening parties advocate retaining the formula for Category I and n
~l'rvices.' For example, DRA states:

., To immediately eliminate the formula would certainly leave most customers in
local exchlnp DIIIbts in the wont of both worlds: no efl'ective competitive
alternatives ad no ability to blmefit from fUrther productivity improvements likely
to occur clue to contiDuina teehnoloaical IdvIDcements and the effects of
developing local competition. (p. 2-3)

Similarly, TURN opines:2

The Commission desipecl NRF to achieve several importat goals. 1'heIe include
the provision of hiah quality universal service, the promotiOn of economic
efficiency, and the encourapment of teehDoloaicai advance. As the CPUC'5
infrastructure report made clear, the Commission's intent is to ensure that all
Californians benefit from the pursuit of theIe pis. The productivity factor is the
element of NRF that ..... all Califomilns can benefit from innovation and
efficiency in the telecommunications industry. (p. 8, emphuis in original)

Our interpretation of what the Commission's goal of open competition in all markets (the

main theme of the infrastructure report) requires is quite different. This laudable objective means

'Molt ......~ Me to equate elimiallian of die formula wIIb price~. In tict,
Pacific's prapaII1 to 1be fonDuIa IUbIdIutII e--.,.ialpOled .... pric:eI for the formula, a
mechanism that is fOCUIId.. tbe cumat~ ippIic:IIioa oltbe formula.

lOfher favoriDa reteadaD of1be f....... for CIMpry I lad n.... iaclucle 1be Departmeat of
the Anny and Profasor Mayo(aa beUlf of ATA'!). Dr. eow. mel Profeltor Wolik (aa bebaIf of CCTA) and
Dr. Selwyn (on behalf of CCLTC) DOt oaly advocaIIe keepiDc 1be formula, but Ibey would modify price caps in
ways that would subscIDtiaIIy iDcreue the rep1atory burdea. .
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that the mIIbt, rather thu lCrOss-the-board application ofa repJatory fonnula, becomes the main

yehicle for providing customers the benefits of a dynamic, productive industry. Regulation in the

form of price protection is focused only where it is needed.

Attempts to provide the ICross-the-boIId sIwing of productivity pins are almost unheard

of in other industries, including those supplying ea.ntial consumer goods and services such as

food, housina, and transportation. With the increued competition that the Commission is

promotina, attempts to artificially distribute bcDefits are not only problematic, but can be

counterproductive to the extent that the incentives for efficiency and innovation for major industry

participants are stifled in the process.

Pacific's proposal does provide the beDefits of competition to all Californians. Consumers

of competitive services will receive the price prvtectiOIl and other benefits from competition itself.

Consumers of services subject to Commission-impoIecl stable prices or price ceilings (CateSory I

and II) will receive both price protection tmtl productivity pins equal to the rate of inflation, i.e.,

stable nominal prices mean that real prices fall at the rate of inflation. While wch real price

reductions are likely to be smaller than those required by the current formula, they are in line with

the expected level of productivity achievement that Dr. Christensen has identified.

B. Certain Elements of Dr. Cornell'. "True Price Caps" Would Provide Price
Protection that Is Similar to Pacific'. Proposal

Dr. Cornell's "true price caps" proposal presents a vision in which competition replaces

regulation and the reauIatorY burden on other services is reduced accordingly. In this reprd, she

shares a similar vision of the end-state and the necessary transitional steps that we outlined in our

opening comments. Her~ price caps" plan has the following elements.

• Set rates for essential inputs at cost

• Cap rates for non-eompetitive services at current levels

• Eliminate all remaining ties to rate-of-retum reau1ation

• Eliminate price regulation for competitive services
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• Eliminate periodic updates to cost studies

Althoup we lie concerned about the first two elements, as we discuss below, we note that

Dr. Cornell's plan is similar to Pacific's in two importlDt ways: (I) it eliminates the current price

cap index and replaces it with stable rates and (2) it substlntially reduces the regulation of

competitive services. In addition. by eliminating cost studies and the last vestiges of rate-of-retum

regulation, the plan would reduce the regulatory burden..

However, Dr. Cornell's plan incorporates issues that lie cumntly beinS addressed

in parallel proceedinp. Indeed, her first requirement of pricina eaential inputs at cost, which

accounts for a substantial part of her testimony.' must be Iddreaed in the pricing phase of the

OAND proceeding. Consequently, including it here IIDOUIltS to holding the nec:essary reforms she

identifies here hostap to a favorable outcome for interconnecting carrien in the parallel

proceeding.

Because interconnection prices lie currently above their costs, the insistence that they be

lowered to cost coupled with the second requirement that other rates be capped at current levels

amounts to a forced revenue reduction for the LECs and a corresponding benefit for

intercoMecting competiton. There lie two major problems with such a revenue reduction. First,

there is no guarantee that the resulting rates would cover the LEes' forward-looking costs, let

alone the historical costs that they still should have the opportunity to recover. Second, although

the recent IRD decision moved prices towaI'd economic levels, that decision did not complete the

job. Along with universal service funding reform, efficient starting prices for LEC services subject

to competitive entry lie a prerequisite for efficient competition in all markets.

3We UDdenIIDd 1bIt Plciftc bllmoved to strike • subsllatial ponioa of dUs part of the testimony on the
grounds that it is beyoad the scope ofdUs iDvestiptioa.
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III. New COMPlJCAnONS TO THE PRICE CAp PROCESS ARE UNWARRANTED

Both CCTA's witnesses (Dr. Collins and Professor Wolak) and Dr. Selwyn would

exacerbate the problems with the current fannula by their proposals to add significant

complications to the formula. We discuss each ofthese proposals in tum.

A. Accounting for Barriers to Entry and Quality Should Not be Part of the
Price Protection for Clltegory I and II Services

Profeaor Wolak has proposed two mechanistic adjustments to the current price cap

fannula. These adjusanems would tie the LECs' prices to artificial quality standards and to

propess in reducina bmiers to entry. In effect, Pacific would be rewarded by being able to charge

higher prices if certain quantitative tIrpts were met. Professor Wolak has not justified this

approach and it should be accordinlly rejected, as we discuss in detail below.

The quality adjustment is hued on Dr. Collins's detailed proposal to add quality measures

to the current list of tile quality measures that the Commission monitors. Dr. Collins's analysis is

inconsistent with efficient replationand provides no basis for improving customer value. Efficient

regulation requires that quality monitoring not be expanded without justification. In fact, Dr.

Collins provides no support that the quality standards he proposes are related to the value

customers receive from telecommunications services and he fails to establish a quantitative

relationship between increases in his quality measures and increased customer value.

Explicit quality incentives in an environment of increuing competition are bad for two

reasons. First, given the difficulty of tying quality measures to consumer value, the measures that

are actually included in the formula are inherently arbitrary. A3 such, they would provide the LEes

artificial and essentially meaningless incentives that may have nothing to do with reducing costs or

increuing customer value. Second, in light of the increasina competition that the LECs facet the
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market _If becomes the vehicle for brinainI ccmsumers the quality they demand.· In such an

environment, the reputation for quality for all of its services (competitive or otherwise) becomes a

critical competitive factor. LECs would be irrational and in dana« ofharming their shareholders if

they let quality slip below the standards clemandecl by the market. Accordingly, CCTA's proposal

to:embellish the price cap fonnula with a quality tictor should be rejected.

Professor Wolak allO identifies certain baniers to entry, e.g., availability of number

portability and network unbundliq, that he would incorporate into the price cap fonnula. Under

his proposal, the X fKtor (but appIreJltIy not the iDdex itself) could be eliminated no sooner than

five years from now if the LEC met certain Commission-i"lJ'Olll" time tables.' While we favor

elimination ofartijicitll entry barriers' mel 1mdentand that this is precisely what the Commission is

investigating in its local competition and other proceediDp, we fail to see why the elimination of

these barriers should be tied to the prices the LECs can charp, nor should a time horizon ofat least

five years be imposecfon the process. The pretence or abIence oftbele entry barriers is a leptimate

consideration in usessing the competitiveness of putic:ular markets. When the LEes satisfy the

Commission's requirements for removal of such baniers, they should no longer face any price

regulation for those competitive services.

4Cenain min_ quality _cillld wiIb CII'riIr (-"or CIIrier-of-lIIt-naort) ... may be
imposed on all campetitan. In for "'CGIIIIiK1iq JIICWCIrb 11II)' ..... Beyoad Ibae
minimal, universally IPPIic:lbIe, -at1lMluld""" rep...... die IIbarofquality.

sProfeuor WolIk'. propaAl calli far a ,.... iD die JII'Oductivity fIctar of..perc:IIlt per
yell' if all of tbe ConwiWem'• .aybIIriIr nducdcIIl n IDIL l'htnfcn, it would lib • '-t five yem
to erode the CUI'MIt JII'Oductivity .... of five perceat. Profeuor Wolak offen DO juldfiCltioa for the qullditlltive
aspectS ofbis proposal.

,,",ft... WoIIk i&IIDtifiII ClCber bIrrien IUdl • IdvertiIiDa _ tbe DIed to build DItWGIb. Such
"barriers"_ pIIWIiYe iD ProfMIor Wollet ...- DO evidIDce .. 1bey pole
panicullr Ia the LEe ex,.t iDto DIW , \¥bID tbIy a-LATA
authority, tbeywDlfMI blrriln.1a _IIaouId -.-to 'adJ_..-y, , sort
of "inflDt~~ ID alilllilld of·· tbIre all)' be. iafIat CDIIII*lY jllId&:atiaa for
regullrory __ orb.~. IDIIat~ CCIIdiIiaaI cJemy do DOt describe die final .... CClIIIpIf.e in
california. These firms iDcIu* die "bic line" IXCI, with CClIIIbiDedlllDU8llWWlDUlS ofover S60 billiaa, IS weD IS

Time Warner. which is .ftlljMed widl U.S. West.
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B. Dr. selwyn'. Propoul to R-.t RaIN Should be Rejected

Dr. Selwyn proposes numerous changes to the current plan, all of which would

substantially reduce the LECs' rates. Dr. Christenlen addresses those changes related to increasing·

the productivity factor. In addition to these changes, Dr. Selwyn advocates resetting prices based

on (1) substituting a total service long NIl incremental cost valuation of the LEC's assets for their

book value and (2) using a rate-of-retum of 10 percent to produce the annual expenditures

associated with these assets.

Turning first to Dr. Selwyn's second adjustment, we simply note that the Commission has

already rejected a true-up of rates to reflect chanps in the cost of capital. Referring to NERA's

work in the previous review, the Commission concluded:

We concur with Dr. Taylor's teItimony in Exhibit 1:
'Adjustina Pacific's rates for cbanps in specific input prices (e.&-, a chanp in the
cost of capi1aI) is DO differeDt conceptually tbID usiDa an lDDual Z factor
adjustment to reflect chanaes in 1ft individual input tictor price. In general such
treatment is inconsistent with the proper worlcina ofprice cap regulation because it
removes the fum's incentive to barpin vigorously in its input markets. The prices
for many inputs have undoubtedly changed (in real and relative terms) since price
caps began. 'l'hcre is no buis for sinaUnc out the cost of capital. Adjustment for
any and all such chanps would be a retllm to the old dt.rys of [cost on service
regulation.' (0.94-06-011, pp. 58-59, emphuis and bracketed material added)

In other words, current rates reflect the proper cost of capital. Dr. Selwyn's second adjustment is

yet another attempt to return to cost-of-service regulation.

Dr. Selwyn's call for revaluing the LEes' asset hue raises the fundamental issue of

whether utilities are afforded the opportunity to continue to recover the historical costs reflected in

~e book value of the plant. We note that this Commiuion has provided for that opportunity in

establishing the SW't-up revenue requirement in D.89-10-031, in the revenue-neutrality philosophy
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that guided the IRD rate-rebalancing', and in ordering evidentiary hearings on whether the nales for

local exchanp competition would impair the LECs' ability to earn a fair return.

In addition, Dr. Selwyn's asset revaluation would be a time-eonsuming and potentially

contentious exercise that would substantially delay the resolution of issues in this case. The

Commission is already overseeing cost studies for the limited purpose of costing and pricing

unbundled elements. The process is still in the develolHDent stage and results are a number of

months away. Complete valuation of assets with the resulting models would be a major

complication that would delay progress even further.

We fmally note that Dr. Selwyn's apparent expectation of lower rates would not necessarily

emerge from the study he proposes. Dr. Selwyn seems to expect that the forward-looking valuation

would be lower than the book value. This is just another way of _YinJ that regulatory depreciation

rates have been too low. Using the appropriate economic depreciation rates in calculating the

annual cost usociated with capital assets could well offset the effect ofa lower asset base.

IV. DR. SELWYN'S ANALYIIS OF RECENT FCC PRICE CAP ExPERIENCE IS
FLAWED

Dr. Selwyn looks to recent events in the interstate jurisdiction to provide guidance on

issues related to sharing. In particular, he araues that the 1.3 percent spread between the minimum

option (4.0 percent) and the maximum option (5.3 percent, no sbarina) should be added to. the

stretch factor in the event that the Commission eliminates sharing. He also argues that the

Commission should view Pacific's recent selection of the 5.3 percent X tictor as a measure of the

productivity Pacific is likely to experience. We disagree with both assertions.

The particular spread the FCC selected was designed to encourage canien to select

a high productivity tarpt on an QItIIUQ/ basis, and in the process. eliminate sharing as part of the

price cap

'Despite the reveaue-oeutrality pbiloIopby tbIt pidecI nm, die ..... ltimulatioa that the Commissioa
expected from the tolland carrier ICCeIS price reduetioas bu DOt~
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,plan.' There is • fundamental difference between proposina options for anmllll choices on the part

,of the RBOCs and mJIIIIJDtory elimination of sharing. The year-to-year productivity of an

individual fum can vary considerably. With annual choice, the objective would be to provide an

incentive to stretch to a higher level in otherwise above-avenae years. In contrast, a productivity

target fIXed over a number of yars would have a corresponcfinaly lower "stretch," because the

variation in the averaae over a number of yars is smaller than annual variations. In summary,

because the FCC's pl8n provides sharing as an annual option, its design provides no meaningful

guidance for the establishment ofa "metch" in the intrutate jurisdiction.

Tuming to Dr. Selwyn's evaluation of Pacific's recent choice, we first point out that the

claim that the choice reflected Pacific's belief that it would earn at· least a 14.55 percent in the

interstate jurisdiction is absolutely incorrect. Rather, the correct cross-over point is 12.55 percent.

Dr. Selwyn notes that the selection of the 5.3 percent over a 4.7 percent tarpt initially lowers after

tax mum by about 30 basis points. He then adds those 30 basis point to the maximum earning

under the 4.7 percent plan (14.25 percent) to derive his estimate. What Dr. Selwyn has failed to

recognize is that at a much lower return (12.25 percent for the 4.7 percent option), the initial gap

begins to narrow, because of sharing. In fact, the initial gap of 30 basis points is erased when the

before sharing earnings are 12.85 percent and the after sharing earnings are 12.55 percent. So in

Dr. Selwyn's own terms, Pacific was sacrificing about 510 million in revenues (56 in net income)

to keep open the option ofearning above the fairly modest return of 12.55 percent.
t,

1 An analysis ofthe choices Pacific faced before its recent decision is represented in Table I.

As a base case, the first column lists alternative earnings forecasts under the 4 percent X factor

without sharing. The remaining three columns show Pacific's earnings under each of the options.

'IronicaUy, Dr. SelwyD Idvoc:mes reteDtion orsbariDI. yet he tunIS to Ibe FCC's ICtioD that was bued on
the desire to elimiDate sIwiDa.
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Table 1. PacUIc'. hpeca.dlatentate Retara V.d. tile FCC Price Cap OptioDi

--a=x: no .'-ng FCC'. KlSPiIOi' 'C!C'...K C5PiiOft F"'CC="'·."""l6=""l1.3!'ft"..optiOft~-
11.25 11.25 10.95 10.70
11.75 11.75 11.45 11.20
12.25 12.25 11.95 11.70
12.55· 12.40 12.25 12.00
12.75 12.50 12.35 12.20
13.25 12.75 12.80 12.70
13.75 12.75 12.85 13.20
14.25 12.75 13.10 13.70
14.75 12.75 13.35 14.20
15.25 12.75 13.80 14.70
15.75 12.75 13.85 15.20
16.25 12.75 14.10 15.70
16.55 12.75 14.25 16.00
16.75 12.75 14.25 16.20
17.25 12.75 14.25 16.70

The table shows that:

• The maximum return under the 4 percent option is capped at 12.75 percent.

• The 4.7 percent option is neve, the best under any earnings scenario (row ofTable 1).

Therefore, absent unusual eaminp uncertainty, the annual choices presented to Pacific by

the FCC boiled down to the 4 percent option, which is no better than tnditional regulation during

years of above-average productivity or the hishest option, with the possibility of keeping superior

earnings.

In addition, the FCC's decision to lower the prices of tile RBOCs that had chosen the lower

(3.3 percent) option under the initial plan carries with it the sipal that choice of a lower option

may well be penalized in the future. Irrespective of the basis for the FCC's decision for

recalculating prices, any regulatory regime that changes future prices based on past management

decisions become little more than traditional regulation with a lag.
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There are two additional considerations in evaluatina Pacific's recent choice. First, sharing

(or not shaI'ina) is based on accollltting rather than economic costs. Accordingly, the RBOCs'

choices are, at best, only an indirect indicator of expected productivity. Second, as discussed

earlier, the choice reveals the tl1IIIUQl expected productivity, not the long-nm expectation that

should guide the establishment ofa productivity factor.

V. IF THE PRICE CAP FORMULA 18 RETAINED, THERE SHOULD BE NO

ADJUSTMENTS FOR INPUT PRICE INFLAnON

Dr. Selwyn advocates an adjUltment for input price inflation rates, a recommendation he

made in the last review that the Commission quite riPdY rejected. In justifying his

recommendation, he criticizes NEttA's previous work on the subject, wbich is generally consistent

with that provided by Drs. Christensen and Duncan in their opening testimonies.

Central to the interpretation of the productivity offset in the price cap fannula is the

assumption that input price growth for the U.S. economy is the same as that for the LEC industry.

If these input price growth rates are expected to differ, that difference must be included as part of

the productivity offset. Drs. Christensen and Duncan have conclusively demonstrated that although

economy-wide and LEC input price inflation rates may differ over shon periods of time, the long

run pattern is that there is no difference in the respective rates. Funher, the simple average

difference for a shon period, such as that proposed by Dr. Selwyn, is an unreliable forecast of

future input price inflation rates, because of the larp year-to-year variability in the measured

differences in these inflation rates. Therefore, we concur that the most reliable forecast is the long

run average difference ofzero percent.

A major reason for the year-to-year variability comes from the fact that input prices,

particularly the component associated with capital, are difficult to measure. In contrast, standard

price indices are easily understood in c::onc::ept. One merely samples the relevant goods, observes

their prices, applies the appropriate weights and calculates the index. In particular, such indices are
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based on goods and prices that can be observed and measured. These quantities and prices, in tum,

are based on actual market outcomes.

The input price indices-construeted u a by-product of TFP studies-are very different.'

In a TFP study, input prices are used only to calculate the relative weights of different inputs used

in construction of the quantity index of agrepte input. These weights are expenditure weights,

~here expenditure is the product of price and quantity. While calculation of labor and materials

prices and expenditures is straiPtforward. the estimation of capital expenditure and the price of

capital is quite complex.1o Moreover, for pmposes ofa TFP study, capital expenditures do not have

to be measured with a sipifiClDt level of precision: even though there are a nmnber of ways to

calculate such expenditures, the capital share of the input qulDtity index tends to be around SO

percent for LEes. And since it is the level that is important, fluctuations around SO percent do not

matter much in the estimate ofthe input quantity index.

In contrast, When the same fannula are used to calculate an input price~ the year to

year change becomes very important. It is elementary that accurate calculation of changes is much

more difficult than accurate calculation of levels.

Additional insicht into the problem can be gained from observing how capital prices are

calculated. Ignoring the effects of taxation on capital expenditures, the capital price index (eJ

equals the price index of new equipment (IJ multiplied by the sum of mum on capital (rJ plus

depreciation (d) less the inflation rate for new equipment (lJ: i.e;,

c, = J, (r, + d· /,).

This formula is the answer to the following question: how much does it cost to hold an investment

in telephone plant for one year. The answer is the lost opportunity oftying up funds (rate ofmum),

the loss in value ofthe asset (depreciation), offset by nominal chanBes in equipment price.

'Noae oflbis diIcuIIicla IbouId be tIka •• criticiIm ofTFP 1IUdi.. iaput price iDdiceI ill. TFP study
have a very limited purpoII ill its ndilioaal UN, IDd VlriaDoas ill 1beIe prices have only • IIDII1 eft'ec:t 011 the
input quantity index UMd to calc:u1ate TFP powth.

lone capital expeaditures of a TFP study can be very dift'ereDt (numerically) from the capital
components of a revenue requirement.
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Examination of this equation reveals the difficulties in precise measurement of the price of

capital. First, none of the variables is readily observable. In fact, measuring rates of return on

capital and economic deprec:iation is difficult and hiJh.ly contentious. Developing price indices for

telephone plant and equipment (TPIs) is not an easy task.

Second, the mables are not determined indepeDcIently in the market; rather, they are

-inherently related. For example, both equipment inflation and return will change together with the

underlying rate of inflation in the economy. Similarly, the price ofnew equipment and depreciation

are intimately linked in that changes in the price of new equipment cietennines how much

economic depreciation bas occumd. While measurina these variables independently will have

little effect on the relative size of capital expenditures--wbich is the only use that a TFP study

makes of the price of capitaJ-interactions UDoq these variables can produce large variability in

the estimates ofyear-to-year capital price changes.

Third, small changes in equipment prices can produce ... swiDp in capital prices, so

extremely precise measurement of equipment prices would be required if the resulting capital price

index were to be useful.

Table 2. S..aU CIa.upI .. Eq.....t PrIeII ea.. Larp cu... .. Capital Price
Estil.a.
V.ar Retum o;pr;caation EqUipment~ &PItallIrtce Annual Change

1 10% 7% 1.00 0.170
2 10% 7% 0.98 0.186 9.2%
3 10% 7% 1.01 0.141 -27.7%
4 10% 7% 0.99 0.188 28.6%
5 10% 7% 1.03 0.134 -33.7%
6 10% 7% 1.01 0.192 35.5%

Using the above capital price equation, Table 2 illustrates this phenomenon, usuming a

return of 10 percent., depreciation of 7 percent, and equipment prices that fluctuate slightly around

a normalized value of 1.0, a paItem exhibited by recent TPIs produced by some LEes. Despite the

modest changes in equipment prices, the resulting annual capital price changes are in the double

digit range, both positive and negative.
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Dr. Selwyn (p. 45) makes the erroneous claim that input quantities are derived by dividing

expenditures by an input price index. As the above discussion shows, this statement is clearly'

wrong for the capital component of input. Capital expenditures are constructed, not measured. In

fact, capital input qlltllltitics are measured directly. Therefore, in the context of a TFP study, Dr.

Selwyn's claim that a hiper rate of input price intlation translates directly into a lower rate of

input quantity growth is utterly without merit.

VI. INDICES OF EFFECTIVE COMPETITION

Professor Mayo (p. IS) lists several criteria for --iDa market power for the purpose of

reclassifying services. His list is quite general aDd, for the most part, Unexceptionable in principle.

Of course, the critical test comes when particular criteria are IdUaIly used to classify services. In

particular, we must caution the Commission that what is important is not a list itself, but the

purpose to which it is beinl put: to determine whether the LEe retains sipiticant power to charge

supracompetitive pri~S.11 In this regard, we note that there his often been an overemphasis on

market share,12 especially when measured by existing vollDDes or revenues, in attempts to assess

market power. In industries that have been subject to pervasive regulation and are undergoing a

rapid transition to competition, market share is a particularly poor indicator of mltket power. A

more telling measure is the ability of competiton to deploy caplCity to serve the demands of the

former monopolist. Finally, the buis for assigning services to CateaorY mhas no bearing on the

central question of this investigation: whether the price cap fannula should be eliminated. Whether

or not the formula is eliminated should have no effect on how services that are effectively

competitive should be treated; they should not be subject to price regulation.

II Proe- Mayo ..,.... to believe dult the price CIp fanDuIa is nquind to COIIII'OIIIIIIbt power. This
is DOt the CIII. UadIr PIdtk's paopoaal. the Commillioa would coatiDae to CClDtIOI eateaorY I prices and to
impose price ceilillp far c.,ory n.

12Professor Mayo 1_ IIIIIbt .......ly. In Nlditkm, bit IIleIIUI'e of tbe pII'CIIlIIp of customers
who have choices aDd tile~e who have exen:ised their optioas IpPUI'S to be IIIOtber Jlllricet share
measure.
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.vII. SUIIIWlY AND CONCLUSIONS

After evatuatina the positions ofother parties in this proceeding, our major conclusion still

remains that elimination of the fonnula with tarpted price protection is superior to maintaining the

current price cap fannula. Further, the additional compliCitions proposed by Professor Wolak, Dr.

Collins, and Dr. Selwyn should be rejected, because they are incompatible with efficient regulation

in an increasingly competitive industry. Similarly, Dr. Selwyn's proposals to increase the "stretch"

factor in the event that sharin& is eliminated and to include an input price inflation adjustment in

the productivity factor (in the event the Commission chooses to modify, rather than eliminate the

fonnula) are without merit.

t
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PREPARED REpLy TESTIMONY OF DR RICHARD L SCHMALENSEE

Q. Please state your name, business address, and professional qualifications.

A. My name is Richard L. Schmalensee. I am presently the Gordon Y Billard Professor of

Economics at Massachusetts Institute of Technology ("MI1j and Special Consultant to

National Economic Research Associates, Inc.

Q. Have you previously filed testimony in this proceedina?

A. Yes. I have.

Q. What is the purpose ofyour testimony?

A. The purpose of my testimony is to respond to parties that propose to retain the price cap

fonnula and to other proposals that would make replation less efficient. My analysis is

presented in the study entitled, "Incentive RepIation and Competition: Reply Comments." A

1 copy of the study is Attachment 1 to this testimony.

Q. Does this conclude your prepued testimony?

A. Yes, it does.
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QTE eautomia Incorporated

OneGTe~
'IhctJand Oaks. CalIfornia91382-3811
805 372·eooO - Datate! i305 372-8232

Via fAcsiJDile
In Fledv Fl*r To

Q500LB

septeaber 28, 1995

Joseph S. P'&ber, Z8q..
Da'Yi8 wright ~-u.n.
235 pine S1:.rtMrt, suite 1500
san Prancisco, 0. 94104

Re: CCI4"C second set of :tn:toClation R8qDast.s

Dear Joe:

Below is GUC's response to CCLTC'. Second set o~ :rnrormation
Requests.

Q1. Pl.... provide cites to econoaic auUlorities t:J1a~ vou1.4
support Dr. Darac:a.Il'•••-.rt:iOD with reGard 'to adj~nt:s by the
econcmy to bring' LEe i.npu1: price growth in Une wit:h the economy
as ill wbole.

Rl. £eoDemic Cit:es:

-!'rice Ifbeory-, KiltDn FriedND, Alc:lihe Publishing COJII)&'ny, 1976,
pp. 2'6-29~.

IIIDtz'o4uction to tIOd£n Kicroeconaaics·, 1tel.vin Lancaster, Ranc1
Kc1Ially , C~, pp.49-51.

"Kic:roeconcaic~. P. R. G. layard and A. ~. Walters, 1IcGrav
Hill Book Co'JIPaDY, pp. 63-'7.

Q2. Pl-. prcwid.e ci1:.. to eec:m.oaic a\R.hGriti_ t!la1: vou1.d
aapport. Dr. Dw1ean'. UlIC'tion 1:ha't the elaa of f'in4inv a lollC)
run structural c:baIlp -Weald.~ aceapt::e4 eccmoaic tacts in
1::'Wt:J areas: (1) 1:be aicroeccmoaic principle that -.rkets c1ear
••• &ad (2) the 1IIlCZ'oecononc principles that n01rinal price
aeries are aoi..n'taqrat:acl.



J~eph s. Paber
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R2. EconOJlic cites:

nporecastiDq I st:.rue:tural -ri.--&leri_ IIDdals and the k1Jlan
filt:.er" r ADckaw C. BarYay, eawa-iclqe UniVU8i.ty Pres., 1990, ppoo
463-"6"

"ce-int:.egra1:iQD. and EI:rOr eorrecti01'l: -.epr....t:ati.Oft"
Estt.a1:iOll, aDd ~t:iat., Jto.b8rt F. !:n91e aDd C.lI.3. GraDqar.
Eccmcmet:riea, vol. 55, 110. 2' (Ilarch 1'81), p. 251•

• ..,. IIE'owt:b aDd 'tb.e lntlat:J.on PI:'aceIIa: All Dpkical Kata", yllat
P. JIehra, .aerican zc:cma.ic ltaVi.., SaptabAr 1"1, lIP. '31-932.

Por &11 of t:b.e aboYa citationa, the au1:hor!:tJ... cSo !lOt
speci't1ca11y addr._ Dr. salvyn.'. bu:a ·Boa-h~eneoua !Dpuu-.
~. u-1:icJ.. by bgle ami CraIIpIr =e_ cliJIcuu "c~o.. subtI1:imt:as
at the .... pap ~cr:encecl above.

For all. o~ 'the~ cl1::ations, 'the a1lt:bariti... do DOt
specUica11y a4dz'aaa Dr. S81VJ1l·. • ••u:i:ia!lr~ 'the It.f:fect
of r.t.iffB'81lCa8 ift capibil/lahor intanaities DOrMJ Udustries ..

It you have allY qaestions, please t10 not besita~e 'to ccmtact.

~~
KidUlel J. GOlabek
Attorney



Docket No. 95-03-01
Request No. OCI07SAT
August 23t 1995
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omCE OF CONSUMER COUNSEL
Interrogatories to The Southern New England Telephone Company

TOTAL FACTOR PRODUCTMTY AND TOTAL FACTOR INPUTS

Witness Responsible: Robert R. Laundy

OCI07SAT: Provide SNErs figures tracking "its productivity related to total
factor inputsft for each or any ofthe years 1981-1995t as well as SNErs
projected "productivity figures related to total factor inputstt for each or
any of the years 1996 - 2009. See Decision in Docket No. 92-09-19 at
pages 43-44.

Answer: The table below displays SNET productivity growth related to total output
and inputs. The data are currently available only for 1990 through 1994.
The data are the results from the TFP study performed by Drs. Melvyn
Fuss and Leonard Waverman ofthe Univ~sity ofTorontot who have been
engaaed by the Company to produce an SNET TFP study. Results for
1981-1989 will be provided as they become available.

SNET TOTAL FACTOR PRODUCTMTY
Growth Rates

1990
1991
1992
1993
1994

Average

TFP
%

change
1.3
-.2
-.9
3.9

.6

.9

Output
%

change
1.4

-1.6
-3.2
1.0
0.0
-.S

Input
%

change
.1

-1.3
-2.3
-2.8
-0.6
-1.4

The methodolOlY employed by the FusslWaverman study differs
somewhat from the methodology used by SNET in its historical TFP
studies. The FCC supports the use ofTotal Factor Productivity as an
appropriate basis on which to establish an X-faCtor in the FCC price cap
formula. While both approaches measure Total Factor Produetivityt
SNET followed the methodology developed by Dr. John Kendric~ a
pioneer in productivity work. This methodology had been adopted by
AT&T prior to the 1984 divestiture and utilized by all the Regional Bell



Docket No. 95-03-0 I
Request No. OCI07SAT
August 23, 1995
Page 2 of2

omCE OF CONSUMER COUNSEL
Interrogatories to The Southern New England Telephone Company

TOTAL FACTOR PRODUCTMTY AND TOTAL FACTOR INPUTS

Witness Responsible: Robert R. Laundy

Answer (cont'd):
Operatina Companies. The methodology used by FusslWaverman

superseded the Kendrick methodology in the academic literature and also
has been adopted by the Bureau ofLabor Statistics. In addition, it has
been utilized by Christensen Associates in the LEC m» study
undertaken on behalfofUnited States Telephone Association.

The Company has not calculated TFP nor its related input for the years
1995 through 2009 because ofthe lack ofdetailed data required for
computation. In addition, estimated data must be used which, ofcourse,
implies prediction error in the calculation for future TFP magnitudes.

Testimony provided by Dr. William E. Taylor (DPUC Docket No. 95-03
01, June 19, 1995, p.22) states "the historical evidence on productivity
growth shows no sign ofan increasing trend in TFP growth rates; indeed,
the most recent industry TFP study, Dr. Christensen's post-divestiture
study, found the recent TFP growth differential (between LEe industry and
US industry) to be no different from its long-term historical average."

See prefiled testimony ofDr. William Taylor (DPUC Docket No. 95-03
01, June 19,1995 at page 22) for additional information regarding cost
reductions, new technologies, and competition and the impact on future
TFP.


