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smooth the labor input series. Any smoothing should be accomplished via a forecasting

method or moving average.

II. ADOPTION OF A DIRECT MEASURE OF LEC INPUT PRICES LESS LEC TFP
ELIMINATES THE CONTROVERSY OVER AN INPUT PRICE DIFFERENTIAL.

A. The price cap formula needs to be simplified - not further complicated
by the addition of an Input price differential.

In originally establishing the price cap formula, the Commission recognized that in

competitive markets, a revenue-share-weighted average of industry output price growth

(%AP) will equal a cost-share-weighted average of the industry input price growth (%AW)

minus the rate of change of industry total factor productivity (%ATFP), plus or minus

exogenous factors that would ordinarily effect changes in output prices (the so-called

exogenous or Z-Factor) or

%AP=%AW-%ATFP+/-Z.

At that time no input price index existed for exchange carriers. The Commission

ascertained that the percent change in LEe input prices (%AWu:d was similar to the

percent change in US input prices (%AWus), and sought to use such a measure. Since a

US input price index did not exist either, it was approximated using the formula

%AGDPP/=%AWus -%ATFPus
or

%AWus=%AGDPP/+%ATFPus·

Therefore, the price cap formula became

%APLEC=(%AGDPP/+%ATFPusJ-%ATFPLEC
or

where the X-Factor is (%ATFPLEC -%ATFPusJ.
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The Commission now has tentatively concluded that %L\Wus is not a valid

approximation for %L\WLEC
23 and questions whether it is better to incorporate an input price

differential (%L\Wus -%L\WLEd into the X-Factor or if it is time to return to a direct measure

of the percent growth in LEC input prices less the percent growth in LEC TFP.24 Surely the

Commission must recognize that:

is a simpler and less controversial formula than

since each component of each formula will undoubtedly be the source of much controversy.

Moreover, the latter formula requires the computation of at least three more indexes than

the former, and presumably theoretically equivalent, formula.

GTE agrees with Sprint (at 8) and Ameritech (at 5-6) that it is time to simplify the

price cap formula by removing economy-wide data and concentrating solely on the

exchange carriers.25 Even ETI recognizes (at 43) that "a telecommunications-specific input

price index would have the potential of solving many of the issues." GTE submits that a

formula using direct measures would incorporate all available information concerning LEC

23

24

25

See Fourth Notice at "54.

Id. at "61.

BellSouth (at 16) premises its acceptance of a direct measure on the Commission
using a sufficiently long period of time to reduce the volatility in the LEC input price
series. Lincoln (at 7-8) also addresses concerns regarding the pricing instability of
using a direct measure without sufficient time to smooth the volatility in the input
price series. GTE will address this infra.
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input prices, without imposing any judgment as to whether a differential exists. This

approach would eliminate the controversy over the input price differential.

B. Christensen's simplified TFP model produc.. a LEC-speclflc Input price
.erl...

A requirement for the proper calculation of the PCI adjustment factor using direct

measures is a LEC input price series. An error-free input price measure does not exist;

what exists is various estimates - two of which have been debated in this proceeding. The

first is a direct measure of LEC input price growth, calculated by Christensen. The second

is a proxy, GDPPf-TFPus, which is an estimate of the input price growth of the US as a

whole. Using the data in Appendix F of the First Report and Order, Dr. Duncan showed that

there is no evidence that the two series differ.2e This is consistent with the hypothesis that

the US input price growth index and the LEC input price index measure the same underlying

change in the input prices facing LECs.

ETI (at n.1 05) claims that Dr. Duncan's empirical tests suffer from the same

infirmities as those performed by Christensen and NERA - the use of a long-run data

series. In fact, no infirmities have ever been uncovered in any of the studies showing no

difference between the series. Moreover, Dr. Duncan tested the hypothesis that the two

series used by Bush/Uretsky in fact measured the same underlying change in input prices.

Using exactly their data and a battery of different statistical methods, Duncan showed that

there is absolutely no evidence that deviations between the series are anything but random

noise. That is, the decision of which one to use is a matter of which series can be

developed to yield the more competition-like PCI.

See GTE's Comments, Appendix F.
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In GTE's opinion, either series can be used; however, the PCls based on the LEC

input price series require more statistical manipulation to eliminate random errors than does

the GDPPI-X formulation. The strong qualification on this is that the X-Factor must contain

no input price differential.

ETI's claim (at n.105) that Dr. Duncan's analysis suffered "infirmities" is wrong.

Indeed, Dr. Duncan found significant errors in the Bush/Uretsky analysis that render it

useless. SpecifICally, Bush/Uretsky do not test the hypothesis that the two series differ, but

investigate whether the relationship between the LEC input price index, the US input price

index, and the Moody's Bond index change in the same way. It is a hypothesis that has no

bearing on whether the US input price index and the LEC input price index measure the

same underlying change in LEC input prices, nor does it address the question of which one

should be used if they do measure the same thing.

ETI (id.) would seem to characterize Dr. Duncan's analysis as being technically

correct but applied to the wrong data. However, Dr. Duncan applied his methodology to

exactly the same data as used by Bush and Uretsky. Indeed, the data were taken from

Appendix F of the First Report and Order. Finally, Dr. Duncan directly tested the hypothesis

that the relationship between the two price indexes differed on a going-forward basis after

1984, as proposed by Bush/Uretsky. He was able to reject their hypothesis out-of-hand.

His analysis of the Bush/Uretsky analysis showed that irrecoverable technical errors in their

analysis were the source of their erroneous conclusion.

Norsworthy's claim that the appropriate test is that the distributions of the two series

are identical is absurd. No one claims either series is an error-free measure of the change

in input prices; both suffer from random errors. The LEC input price series might be favored
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because it is "closer" conceptually to the term required in the PCI adjustment factor

(%~WLEd; however, it is quite volatile. If the US input price series and the LEC series

measure the same thing, then the less volatile one, which is GDPPI-TFPus, might be

preferred on that basis.

Norsworthy is either making a statistical mistake, or is engaging in obfuscation. His

test is that the two series are distributionally identical; when in fact they are not. If they

were identical, it would not matter which was used. The relevant questions are: .EiIJJ:, do

both series measure, with error, the underlying index required by theory? Second, if they

do measure the same thing, which one does the best job of emulating the input price

experience that the LEC industry would undergo if it were competitive?

%~GDPPI-%~ TFPus has the advantage of being stable. An argument can be made

that since input prices in the economy generally move together, %~GDPPI-%~ TFPus

should be a good proxy for LEC input price growth. The LEC input price growth index is

quite a bit more volatile, but has the advantage of being based on LEC input prices.

However, the components are weighted by weights that might be found in a regulated

industry, rather than a competitive one.

As to the first question, do the series measure the same thing? Dr. Christensen, Dr.

Duncan, and Drs. Taylor, Tardiff, and Zarkadas for NERA all find they do measure the same

thing. The next question is which to use. GTE opted for using the LEC input price series

directly and smoothing, by optimal forecasting, the resulting output price series to obtain a

PCI that would behave like one in a competitive market. USTA has argued for using the

already smoothed US input price growth series %~GDPPI-%~ TFPus.
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Properly done, both amount to the same thing; the difference being in the same

random variations in the input price series that make the series not identical. If the

Commission determines that the two series do not measure the same thing, then

Christensen's LEC input price series should be used exclusively, in the manner GTE

suggests in its comments and discusses infra.

Christensen's TFP methodology produces an input price series. The Commission

itself used Christensen's input price series in Appendix F of the First Report and Order as a

basis for its tentative conclusion that an input price differential existed. As ETI <at 43)

states, if the quality of Christensen's input data is acceptable for calculating TFP, then it

should be acceptable for calculating input prices. GTE agrees with ETI. Further, the

changes incorporated into Christensen's simplified TFP model result in a reasonably

accurate representation of a LEC specific input price series.

Since the Commission previously accepted Christensen's input price series, as

demonstrated in Appendix F of the First Report and Order, GTE recommends that it accept

the input price series from Christensen's simplified model and adopt a direct measure of

LEC input prices less LEC TFP - predicated on the period of time used to forecast a PCI

adjustment factor being long enough to eliminate the volatility which could result in wide

price swings from year to year.

In summary: The appropriate measure for the PCI adjustment factor is the percent

change in growth of LEC input prices less the percent change in growth of exchange carrier

TFP. The Commission should adopt this direct measure and eliminate all the controversy

over whether or not an input price differential should be incorporated into a price cap

formula that: 1) is already too complex; and 2) already contains approximations. The input
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price series resulting from Christensen's TFP study has been accepted by the Commission

as a valid measure of LEC input prices; therefore, the Commission should eliminate all the

economy-wide measures from the formula and return to a direct measure.

III. THE COMMISSION MUST ENSURE THAT THE PCI ADJUSTMENT FACTOR IS
OPTIMALLY PREDICTED AND THE PRICE CAP FORMULA CANNOT BE
GAMED.

A. A forecasting method baed on historical data Is the best method to
predict an annual PCI adjustment factor.

To vitiate the volatility of the LEC input price growth series in the PCI adjustment

factor, GTE recommends forecasting the PCI adjustment factor based on actual past values

of the difference %~WLEC-%~ TFPLEC and using the one.year-ahead forecast as the PCI

adjustment factor. Christensen also states: "The key in developing a forward-looking X-

factor is finding the best predictor of X - i.e., determining its expected value."27

Since many of the objections raised regarding a moving average would be equally

applicable to a time series forecast, GTE will address these concerns. In advocating the

use of a moving average for the X-Factor,211 USTA correctly notes that incorporation of new

data annually will adjust for changes in productivity - thereby reflecting the dynamics of

LEC performance that would, in turn, flow-through recent productivity gains. This is also

true for a time series forecasting method. Opponents of a moving average claim that it

creates an administrative burden; they cite previous difficulties with the TFP data; and they

claim that the LECs are cohesive and smart enough to game the system.29

27

28

29

USTA's Reply Comments, Attachment A at 22.

See USTA's Comments at 34-37.

See MCI at 14-15, Norsworthy, Appendix B at 31, ETI at 68-69, TRA at 6-7, ICA at 9.
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Use of a forecasting method or a moving average would not be an administrative

burden any more so than the annual "sanity check" advocated by Norsworthy (Appendix B

at 30). Further, with the addition of the TFPRP, the data used in determining the TFP will

be thoroughly documented, from publicly available sources, and can readily be verified for

accuracy. The preparation of the TFPRP should not be any more of a burden than the

Tariff Review Plan that is required with the annual access filings. It most certainly will be

less time-consuming than this proceeding.

Claims that the LECs are capable of gaming the process by manipulating the TFP

study are without merit for several reasons: EirIt, these claims assume that all price cap

LECs are in agreement on all the issues - which is not the case, as demonstrated by the

comments filed in this proceeding. Second, since one or two LECs do not impact the

results of a TFP study to any significant degree,3O effective gaming would take a collusive

effort of implausible dimensions involving all or most of the eleven LECs in the TFP study.

Ibird, the presence of economy-wide indexes and the addition of a fixed X-Factor

containing an input price differential allows for more gaming of the system than anything the

LECs could possibly do to impact annual TFP results.

Since the price cap formula is meant to replicate a competitive marketplace, then it

should be structured to operate in the same way. The goal is to predict what would happen

in a competitive market, and have the price cap behave accordingly. GTE believes the

30 For example, in comparing the results of the simplified model to the original study,
Christensen calculates a %L1TFPLEC of 3.0 percent for the nine LECs in the original
study, versus a %L1TFPLEC of 2.9 percent using Lipdated data for eleven LECs for the
years 1988-93. See USTA's Comments, Attachment A, Table 8 at 31, and Table 9
at 32.
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appropriate smoothing should come from an analysis of the data as a consequence of trying

to forecast the output price change. An averaging procedure should be adopted only if it

can be shown to give optimal and statistically valid predictions of the PCI adjustment factor.

GTE shares the same concerns as BellSouth (at 16) and Lincoln (at 7-8) regarding a

direct measure, i.9., if a sufficiently long period of time is not used to predict a PCI

adjustment factor, the incentive nature of price caps would be destroyed and there would be

pricing instability in the marketplace. Even Norsworthy (Appendix B at 32) recognizes that a

"period longer than three years is needed to smooth out short-term effects as to the

performance of the LECs." Indeed, Norsworthy (id.) recommends a nine-year period for

measuring the LECs' X-Factor. GTE believes that nine years may not be enough data

points to accurately forecast a PCI adjustment factor and recommends that, at a minimum,

all available data should be included in an ongoing forecasting or moving average process.

B. The Commission should adopt a direct me.sure and eliminate the
possibility of gaming by all parties.

One of GTE's major concerns with a differential price cap formula is that, unless all

indexes are calculated in the same manner, the formula will not be economically meaningful

and will open the door to gaming of the process.31 As GTE (at 14-15) notes in its comments

and Sprint (at 9) also points out, use of a differential formula that incorporates an input price

differential (W-Factor) could introduce instability in two ways. Eiml, the differential formula

requires the use of two additional variables, the %f1Pus and %f1TFPus. These are

measured by using GOPPI and the BLS TFP series, respectively. Any inconsistency

between these national measures and LEC industry measures will introduce error and

31 See GTE's Comments (Appendix C) on the gaming possibilities.
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instability into the PCI estimate. Second, any difference in the way these variables are

introduced into the formula will also create error and instability. For example, if a fixed

value is chosen for the input price differential, while a five-year moving average is used for

TFP, then the differential formula will no longer correspond to the direct measure. It is this

mixing of methodologies and time periods that leads GTE to conclude that a direct measure

employing the same methodology for both input prices and TFP and for the same period of

time is optimal.

GTEls major concern is that the PCI adjustment factor will be a piecemeal forecast of

the components of the formula. For example, if the GDPPI is not averaged, the X-Factor is

subject to a five-year moving average, and the W-factor is subject to a seven- or ten-year

moving average, then the formula loses all economic validity and the gaming has already

begun.

In fact, proponents of an X-Factor containing a positive fixed W-Factor are gaming

the formula. Those same parties that argue vehemently that an input price differential

exists in the short term also recognize that the fluctuations in the LEC input price series will

produce a differential that is higher than the US input price series sometimes and lower at

others. Yet these parties want to include only a positive fixed differential. All the data put

on the record demonstrates that in the long run the differential between the LEC input price

series and the US input price series is zero. Logic dictates that if random or short-term

fluctuations exist, then they must be positive at some point and negative at others. Those

parties advocating a fixed positive input price differential ignore those periods when LEes

input prices exceed US input prices. This is a solution loaded to produce a "win-win"

outcome for interexchange carriers, and a "Iose-Iose" outcome for exchange carriers. If the
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Commission refuses to accept that a reasonable estimate of the future mean input price

differential is zero, then logic and fairness dictate that it allow the formula to reflect any

potential short-term fluctuations - both positive and negative.

Concerns about the possibility of gaming the averaging process lead GTE to

endorse the simplest method, which is an ARIMA (i.e., Autoregressive Integrated Moving

Average) process forecasting method.32 This method eliminates GTE's concerns about the

ability to game the averaging process, and provides the Commission with the ability to

estimate the next-year-ahead PCI adjustment factor based on past history.33

C. Adoption of a direct m••ure of LEC Input prices and LEC TFP
eliminates the lag a••oclated with US economy-wide data.

As ETI (at 67) states: ''while the theory of competitive market behavior holds that

productivity gains are eventually flowed through to consumers, it provides little direct

guidance as to precisely how quickly this will occur." ETI claims that a fNe-year moving

average with a two-year lag would not mirror the behavior of competitive, technology-

impacted markets. GTE submits that adoption of a forecasted PCI adjustment factor based

on a direct measure eliminates any lag associated with US economy-wide data in the price

cap formula and ensures that benefits flow through to consumers more rapidly. As GTE (at

26) observes in its comments, competitive markets act as though they optimally forecast

32

33

See GTE's Comments (at 28-31 and Appendix D) for an explanation of an ARIMA
process forecasting method.

GTE's recommendation of a forecasting method was predicated on having sufficient
data. It would seem now it is unreasonable to expect data prior to 1984. As a
compromise, GTE would support a moving average until sufficient data exist to begin
a time series forecast - that time to be determined based on the recommendation of
such qualified experts as Dr. Christensen.
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prices. Specifically, the market uses the available information to predict the likely output

and input prices. Since inputs are purchased in competitive markets, all the information on

a going-forward basis is contained in the prices and past prices. This is because the price

summarizes all the impacts from all the different forces that affect markets. Therefore, GTE

contends that to emulate the working of a competitive market, the PCI adjustment factor

should be a forward-looking estimate, based on the past history of the growth of LEC-

specific input prices and TFP.

In summary: The best method of determining the next-year PCI adjustment factor is

a time series forecasting method. Because of the unavailability of sufficient data to forecast

the next-year PCI adjustment factor, GTE recommends that the Commission adopt a

moving average until enough data becomes available to use a forecasting method. The

Commission must ensure that the price cap formula is not a piecemeal forecast of the

components, i.e., the annual PCI adjustment factor should not be based on individual

components using different time periods; it should be calculated, and then a forecast or

moving average performed on the annual factor. Adoption of a direct measure of the

percent change in LEC input prices and the percent change in exchange carrier TFP

eliminates not only the lag associated with a formula incorporating economy-wide measures

but removes the ability of all parties to game the formula.

IV. INTERSTATE TFP CANNOT BE MEASURED IN AN ECONOMICALLY
MEANINGFUL MANNER.

The Commission (Fourth Notice at 1163) found that:

[I]nterstate and intrastate services are largely provided over common
facilities, and ... the record contained no evidence that there was an
economically meaningful way to divide and measure the facilities used for the
provision of interstate service from facilities used for the provision of intrastate
services.
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Whether or not a TFP can be developed for a subset of jointly produced outputs

depends solely on the structure of cost and production. Specifically, for a valid

separation of TFP into a part due to interstate and a part due to intrastate, the cost

function must be additively separable in the two sets of outputs. A synonymous term is

that the outputs must exhibit input non-jointness.34 While this is a hypothesis that is

straight-forward to test statistically, it is unnecessary to do so since a necessary

condition for non-jointness is that there be no common costs or shared facilities. Such

jointness is long recognized by Congress as well as the Commission. In this vein, GTE

reminds everyone that delivery of an interstate call requires a local loop.

Further, the Commission (Fourth Notice at 11(3) recognizes that relinquishing the use

of Part 36-separated costs and demand ''would represent a further step toward price cap

regulation and away from rate-of-return regulation." The LECs wholeheartedly endorse

these findings of the Commission.

Norsworthy (Appendix A at 23-29) and ETI (at 46-50) go to great lengths to develop

the rationale for separating interstate TFP, and attempt to buttress their arguments with

faulty manipulation of the TFP data.36 ETI (at 48) relies on the fact that as long as Part 36

See Chambers, R.G., Applied Production Analysis, Cambridge University Press:
New York, 1988, at 286 and 293. See also Hall, R.E., The Specification of
Technology with Several Kinds of Output, Journal of Political Economy 81, 1973, at
878-892.

36 GTE points out that Norsworthy's claim in this proceeding is in direct contradiction to
the claim made in his own book. See Norsworthy, J. R. and S. L. Jang, Empirical
Measurement and Analysis ofProductivity and Technological Change: Applications
in High Technology and Service Industries, North Holland, 1992, at 225 -226, where
he asserts that even using a set of caps on baskets of services rather than using a
single cap on all services is totally misguided and "likely to produce far more
contention and litigation than equity."
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Rules are in effect, the Commission is required to jurisdictionally separate inter- and

intrastate while recognizing <at 47) that Part 36 "bears little relationship to the manner in

which costs are incurred." GTE urges the Commission to put aside the notion of an

interstate calculation that is based on arbitrary jurisdictional separations having no

relationship to economic reality - as recognized by Norsworthy and Ell.

Further, ETI <at 50), in calculating an interstate TFP number, assumes incorrectly

that interstate input equals total company input, but interstate output must be estimated

using interstate jurisdictional revenue. Norsworthy <at 28-29) calculates an interstate TFP

using the same assumption as ETI that interstate inputs equal total company inputs; and

then attempts to validate the "conservativeness" of this assumption by using jurisdictional

separations in an attempt to reallocate costs to calculate an interstate TFP.

In both cases the analyses start with a false assumption. It is incorrect to assume

that total company inputs equal interstate inputs. Unless the production function can be

economically separated into pieces capable of independently producing interstate inputs

and outputs, there is no economically valid method for measuring interstate TFP. Without a

separate interstate loop, production cannot be so separated, and the claims of ETI and

Norsworthy are without merit.

Norsworthy <Appendix A at 30) refers to the arguments of ETI's Dr. Selwyn in state

proceedings for the separation of interstate and intrastate TFP. GTE believes this issue

was settled by the ex parte placed on the record by USTA in this proceeding on March 13,

1995, which lists excerpts from state proceedings where Dr. Selwyn was a witness. These

excerpts clearly show that Dr. Selwyn, in state proceedings, has in no way argued for a

separation of the production function for intrastate only at the state level. If he were to do
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so using the same rationale put forth in this proceeding, then he would have been arguing

for much lower productivity factors at the state level.38

Ad Hoc (at 6-7) resurfaces37 its argument that Smith v. Illinois Bell Telephone Co.,

282 U.S. 133 (1930), requires the Commission to use jurisdictional separations to determine

an interstate TFP. Per Ad Hoc (at 6): ''TFP rates serve virtually the same function as the

measurement of costs and revenues served in Smith." This issue has previously been

rebutted by GTE and others.38 Smith does not prohibit the Commission from using the best

available data to determine a productivity factor - total company TFP. There is no

jurisdictional question involved when selecting the best analytical approach to determine

TFP. Initial PCls were based on rates resulting from jurisdictional separations. The method

used to calculate a TFP for use in determining the movement in the PCIs is not a

jurisdictional issue. If it were a jurisdictional issue, then use of GDPPI and TFPus -

economy not interstate measures - would also be prohibited.

In summary: The Commission has correctly concluded that there is no economically

meaningful way to divide and measure the facilities used for the provision of interstate

37

38

Ad Hoc previously took exception to GTE's pointing out that the position taken in this
proceeding by ETI, Ad Hoc's consultant, is inconsistent with those positions taken by
ETI in intrastate proceedings. (See Ad Hoc's Reply to Oppositions, dated July 12,
1995, at 8-9.) When Ad Hoc attaches a consultant's opinion as a basis for its
recommendations, then Ad Hoc must be prepared to have that consultant's position
in other proceedings examined in relationship to this proceeding.

See 0.94-1, Petition for Partial Reconsideration of the Ad Hoc Telecommunications
Users Committee, dated May 19,1995, at 12-13.

See 0.94-1, GTE's Comments in Opposition to Petitions for Reconsideration, dated
June 29,1995, at 9-10. See also NYNEX's Opposition to Petitions for
Reconsideration and Comments of USTA on Petitions for Reconsideration, dated
June 29, 1995.
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services from intrastate services. Having reached this conclusion, the Commission should

reject attempts to employ arbitrary and uneconomical separation of the LECs' facilities in

order to derive an interstate TFP. Advocates of this methodology admittedly cannot

separate the inputs; they struggle to rationalize the separation of outputs. Contrary to

parties' contentions that the Commission is exceeding its authority, the Commission's task

is to select the most appropriate method of determining an economical measure of TFP.

The PCls were initialized based on rates established under jurisdictional separations. The

selection of a method to adjust the PCls is not a jurisdictional issue.

V. THE COMMISSION SHOULD REJECT ARGUMENTS FOR THE CONTINUED
INCLUSION OF A CONSUMER PRODUCTIVITY DIVIDEND.

The Commission added a 0.5 percent CPO to the productivity factor ''to assure that

the first benefits of price caps flow to customers in the form of reduced rates."39 As GTE (at

36) points out, the industry is no longer in the first stage of price caps, hence this rationale

has disappeared, and so should the CPO. In addition, the cumulative 2.5 percent that is

embedded in the price cap indexes will continue to pass through gains to consumers.

AT&T (at 35) maintains that a CPO is still required because data from pre-price cap

periods is included in the TFP study. Adoption of a methodology that forecasts the next

year, as recommended by GTE, or, in the alternative, a methodology that includes only

years under price cap regulation, eliminates the need to adjust for any perceived historical

gains. The PCI adjustment factor, if properly constructed, will represent achievable gains

under price cap regulation, and no adjustment is needed for past history.

39 LEC Price Cap Order, 5 FCC Red at 6799. (Emphasis added.)
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The stated purpose of the productivity factor is to estimate achievable productivity

gains.40 Norsworthy (Appendix Bat 29-30) claims that a "stretch" factor is attainable

because of "technological advances and learning efficiencies." Contrary to Norsworthy's

claim, there is no proof on the record that the LECs can continuously exceed historical

productivity gains by 0.5 percent. Even Norsworthy presents no evidence that technological

advances or learning efficiencies will be greater in the next five years than they have been

in the last five or even ten years. In addition, all efficiencies, technological or learning, will

be reflected in a properly developed TFP measurement.

ETI (at 63) states:

There is a direct interaction between the CPO and the sharing mechanism.
The CPO is a sort of "advance paymenr on the sharing obligation that is to
be distributed to ratepayers irrespective of realized earnings levels, as
compensation for ratepayer acceptance of incentive regulation.

The Commission adopted price cap regulation because it was in the public interest.

ETI's suggestion that ratepayers (in this case interexchange carriers) should be

compensated through a CPO for accepting what is in their best interest is absurd. The

interexchange carriers are benefiting from price caps in the form of reduced access rates.

The entire population benefits from incentive regulation because it results in the LECs

operating more efficiently and increased infrastructure deployment. Further, the general

population would benefit even more if LEC price decreases were flowed through in the form

of lower rates to all long distance users. Contrary to the claims of the interexchange

carriers that LEC price decreases are being flowed through to consumers, basic rate

schedules are increasing, not decreasing. The Commission must see through the

40 National Rural Telecom Ass'n v. FCC, 988 F.2d 174,183 (D.C. Cir. 1993).
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interexchange carriers' claims for what they are - the demand of these carriers to be

allowed to increase their earnings while restricting the LECs' ability to remain viable.

In addition, the Commission has recognized that sharing has no place in pure price

capS.41 GTE will discuss sharing infra, but for now it is sufficient to say that ETI's claim (at

64) that the CPO is an "alternative to sharing" should be dismissed summarily. Because in

a competitive market there would be no CPO except for that implicitly revealed in the PCI

through the workings of the market, GTE denies the justification for the CPO in the original

price cap formula. For whatever reason, the Commission insisted on one. It is now time to

remove it.

In summary: Parties that assume that a CPO should be an integral part of the price

cap formula present no evidence whatsoever that this so-called "stretch" factor is attainable

by the LECs or would be a natural component of a PCI that emulated the workings of a

competitive market. Further, they ignore the point of this entire proceeding - to establish a

productiVity factor that accurately reflects the productivity gains that would accrue were the

market competitive. The record in this proceeding is replete with appropriate price indexes

and productivity data to compute a PCI compatible with a properly functioning competitive

market. That is all that is needed; it is time for the Commission to eliminate the CPO.

VI. THE PRICE CAP FORMULA MIMICS COMPETITION, AND AS SUCH DOES NOT
REQUIRE THE RETENTION OF SHARING.

The Commission is faced with a dilemma. Recognizing that ''the sharing mechanism

blunts the efficiency incentives created by the price cap formula,'142 the Commission seeks to

41

42

Fourth Notice at 1[114.

Id.
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eliminate sharing in the LECs' price cap plan while still ensuring that certain LECs do not

"overearn." If the Commission is truly seeking to emulate a competitive marketplace through

the price cap formula, then it should concentrate on prices - not earnings - which is what a

competitive market controls.

Some parties opposing the elimination of sharing dwell on LEC earnings as a reason

for maintaining the sharing mechanism. GSA (at 7-8) believes that sharing is necessary to

"prevent the LECs from achieving supra-competitive profits." MCI (at 20) wants the sharing

mechanism retained to ensure that LECs do not retain "supranormal earnings." As GTE

illustrated previously, the LECs' earnings are in no way "supranormal"; in fact, they are in line

with earnings of comparable firms.43

The LECs' accounting rates of return that MCI, GSA, and Ad Hoc (at 8) use as a

reason for the retention of sharing are extremely distorted. Accounting rates of return are

based on accounting rather than economic depreciation, book values rather than market

values, and accrued revenues and expenses rather than cash f1ows.oW Before the

Commission can properly compare the LECs' rates of return to competitive firms, it must have

an economic - not accounting - rate of return. According to Vander Weide, the LECs'

economic return on investment for the 1991-94 time period was 8.94 percent - well below

other firms arguing in this proceeding for the retention of sharing.45

43

45

See 0.94-1, GTE's Reply Comments, dated June 29, 1994, at 5.

See USTA's Reply Comments, Attachment C in the instant proceeding. (''Vander
Weide")

See, for example, MCI at 20, AT&T at 37-39.
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ICA (at 2), in a classic misunderstanding of the purpose of the price cap formula, wants

reported LEC earnings retained as a check on the performance of the plan. ICA correctly

states that "[e]amings and other financial information are everyday measurement tools in

competitive markets, whereas productivity and X-factors are not." What ICA does not

recognize is that the Commission uses productivity factors and X-Factors to replicate the

functioning of a competitive market. That is, these measurements are used via the price cap

formula to produce the same results that eamings and financial information do in a

competitive market.

ETI (at 60) claims that sharing is "an 'automatic stabilizer' to protect ratepayers of LEC

monopoly services against pricing excesses that may be attributable to misspecification of the

price cap index formula. II Norsworthy (Appendix B at 36) states that sharing should be

retained because of "the currently unresolved state of measurement of TFP and the X

Factor." These are curious statements indeed from parties that have submitted what they

claim are valid TFP studies.

Sharing was instituted by the Commission as a backstop mechanism for errors in its

initial estimate of LEC productivity.46 But, one of the main reasons for the instant proceeding

is to clarify and refine the specification of LEC productivity and the X-Factor. The record in

this proceeding should provide ample evidence to substantiate the selection of a

productivity factor that accurately predicts the LECs' productivity. The Commission will

have LEC pre- and post-price cap productivity data available for analysis plus extensive

See First Report and Order at 11191.
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documentation on productivity calculation methodologies. Therefore, an lIautomatic

stabilizer" or backstop mechanism is no longer needed.

Further, it is time to eliminate the sharing mechanism in order to allow the LEC price

cap plan to truly emulate a competitive market. Commissioner Chong correctly states that

sharing is lIa vestige of cost-of-service regulationll which is not contained in IIpure price

regulation.,147 As the LECs have repeatedly observed, the Commission did not include sharing

in AT&rs price cap plan or in the cable industry's price cap plan. Apparently, those parties

that still advocate the retention of sharing have no desire to let the LECs operate as if they

were in a competitive environment - which is exactly what a IIpurell price cap plan is meant to

do.

GTE submits that, in setting the PCI adjustment factor equal to the industry average of

LEC input price growth less LEC productivity growth without a sharing requirement, the

Commission will establish a factor that will prompt all LECs to improve their efficiency. Those

exchange carriers that are performing above industry average will maintain an incentive to

increase efficiency given that the benefits associated with increased efficiency can be

retained. LECs at or below average will continue to strive to increase their efficiency. The

overall result will be increased efficiency for the entire industry. The elimination of sharing is

the only incentive that will produce the highest efficiency gains possible - which, in turn, will

be reflected in the industry-average TFP. Thus, the LECs' ongoing efficiency gains will be

passed through to consumers.

47 See Separate Statement of Commissioner Rachelle B. Chong, Re: The Prescription
of Revised Percentages ofDepreciation pursuant to the Communications Act of
1934, as amended, for Alascom et. al - Memorandum Opinion and Order, dated
January 26, 1996.



-39-

In summary: Sharing needs to be eliminated. The Commission recognizes that it

blunts the efficiency incentives of price caps. Those parties that want sharing retained dwell

on the earnings of the LECs, but their claims that the LECs' eamings are excessive are

misplaced. Unadjusted LEC earnings are in line with firms deemed to be "competitive" and

operating in the same industry. If the LECs' earnings are recalculated in the same manner as

these "competitive" firms calculate their earnings, the LECs are significantly below not only

these firms, but the rate of return sharing thresholds. If the Commission wants to truly incent

the LECs to become as efficient as possible, then it must eliminate sharing.

VII. THERE IS NEAR-UNANIMITY AMONG COMMENTERS THAT THE COMMISSION
SHOULD NOT ADOPT A MORE STRINGENT EXOGENOUS COST TEST THAN
THAT ESTABLISHED IN THE FIRST REPORT AND ORDER.

Except for MCI (at 25), all parties commenting on the treatment of exogenous costs

agree that the First Report and Order (10 FCC Red at 9090-9091) established sufficiently

stringent rules for exogenous costs. In the First Report and Order, the Commission

established a third prong to its exogenous cost test, requiring LECs to show that "their cash

flows have changed due to the accounting cost changes." Further, exogenous cost

treatment must be addressed in a rulemaking proceeding or through a request for a waiver

of the rules or a declaratory ruling. (Id. at 9099.)

The Commission has made the exogenous test very strict; it should not further limit

the ability of price cap LECs to seek such treatment. Until price cap LECs are allowed to

operate in a fully competitive market where administrative, legislative, or judicial actions do

not uniquely affect them, they should be allowed to seek exogenous treatment for costs

incurred as a result of these actions whenever these costs are not accounted for in the PCI

adjustment factor.
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In summary: The Commission's rules for exogenous cost treatment should not be

made still more severe. Exchange carriers should be allowed to seek exogenous treatment

for costs incurred as a result of administrative, legislative, or judicial actions whenever these

costs are not accounted for in the PCI adjustment factor.
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