the locat.on of various components of the outside plant
facilities. For the same 1200 sample, an air to route
mile rati» (air mileage over sample cable length) was
developed to use for each individual census block group
(CBG). Tne HPM is based upon a more geometric
calculatiosn rather than any sampling of the outside
plant. Therefore, there is a possibility of either
underestimating or overestimating the loop length
associated with the HPM.

Each CBG is assumed to be assigned to a wire center.
In the initial meetings, Pacific expressed concerns
that HPM did not include over 190 central offices.
Even though Hatfield corrected the problem, DRA is
concerned about the possibility of misassignment of
central cffice with a CBG in determining proper length
in both C(PM and HPM.

Some of the cost inputs for the CPM come from the OAND

cost studies while other costs for the OAND proceeding

come fron the CPM outputs. On the other hand, HPM has

no connection (nor consistency) with the cost estimates
in the OAND proceeding.

Some of the modules (part of the original BCM) in the
HPM cannct be changed to include items that are a part
of the ouvtside plant network. The original developers
are refiring the original BCM to allow variation in
some of the input assumptions. DRA understands that
BCM has ¢ listlgf modifications that are underl6
considercztion. DRA compliments the sponsors
the model for considering these improvements, but
unfortunstely, these modifications, if implemented,
will not be completed before June 1, 1996. Some of the
modificat ions will address some of the criticisms of
BCM, however, other DRA recommended modifications, as
discusse: in this chapter, will make CPM more adaptable
to changes of investment and cost data in the various
modules.

of

Pacific w.sed the 1994 maintenance repair amount to
calculate¢ the "forward-looking” maintenance repair
cost. DFA needs further information to verify whether
this mair tenance repair estimate fairly reflect costs
assonciat+d "forward-looking" technology.

February 21, .996 Ex Parte communications to FCC by U.S.
West relating to Docket 80-286.

The sponsors f BCM are MCI Telecommunications Corporation,
The NYNEX Telephon:- Companies, Sprint Corporation and U S WEST



23 DRA believ:s that most of the model differences can be
resolved by parties [if the parties are willing). However, it is
DRA's impression tha  these issues will not be resolved by
parties since the pr:liminary cost level estimates for basic
service as calculatel by CPM and HPM are over $1 billion apart
and therefore the Conmission must adopt CPM and require Pacific
to make DRA's recommended changes discussed thrdughout in this
chapter and summariz:d on page 2 of Chapter 2. '

V. [Q.4] What are the cost differences associated with providing
customers the choice of flat or measured rate service, and the
technical feasibilits of providing that choice?

24. DRA is not awar: of any technical difficulty in providing
flat or measured rat:: service at this time, but may comment
further on this issu: in its reply testimony. On the issue of
costs, both Pacific ind AT&T/MCI are improving their models in
order to identify coits of 1MR and 1FR separately. According to
Pacific, its prelimiary outputs show 1MR having different
average loop lengths but the impact of different loop lengths on
costs is small.l’ However, due to the rate difference between
1FR and 1MR, the sub:idy amounts are greater for measured

service.,,18

25. In the OANI'-P, Pacific identified the usage cost
difference between 1:'R and 1MR at less than [......]. However,
their monthly tariff rate differences, including end user common
line charge (EUCL) f.r Pacific and GTEC, are $5.25 ($14.75 and
$9.50) and $7.25 ($2' .75 and $13.50), respectively. The 1FR and
1IMR are comparable s¢rvices. [FThe—Commissien recognizes—thata
favoreblepricing po. icy for measured service should not be
maintained in the lorg run. 1In D.93-09-845—the Commission
seated-the following —|

Due tothe sost difference be.ween 1FR and 1MR service, the subsidy amounts will necessarily
.be greater for measured serv.ce. DRA agrees with the Commission that the 1MR rate must '

ﬂp!e;ﬂ&&en;mlibﬁ_Uﬂlxate,JLnnin;iQ4a;uiahLpJEiLz3;1he4xﬂngﬂ.:ost;hiie:eme_lﬂa

DRA will put forward testimoiy inthe OAND proceeding addressing this issue, Nevertheless,

thﬁjﬁnEEEnIIEIJiuxxnxusgfo;_umimuJ1_na;uJE;a”La;xn;subsnhLfon4mn;xmfs_o£_ppxujhng
17. March 26, 1996, Pacific response to DRA's verbal data Ungmsal
request ' Service,
18. 1d.

.18a. D,94-09-065 at p.47.



bl

customers, regardless of their income level. The discounts
flat rate service charges make measured rate service a
al alternative for residential customers who do not
ate service economical for their particular

el rate service may also appeal to customers
of limited means~who do not qualify for ULTS. We will
retain measured ra service at a price attractive to
consumers, but vill in ase the monthly rate so that the
price for the.s:rvice capbuxes more of its costs. (At 47.)

With the high cost voucher fund in plac DRA believes that it

would bé appropriate to move the 1MR rate closer to the 1FR's in
order to equitably r«:flect their cost differences.
the substantial discounts for measured service will re
larger subsidy. DRA will discuss in detail its ‘subsidy mech3nigm

prepesal—fer—both31Fi —and 1MR—in-Seection VII-of this-repext. f:>J

VI. [Q.8] What relat:onship is there, if any, between the cost
data used for the proxy cost model, and the cost data prepared
for the Open Access :nd Network Architecture Development

proceeding?

26. " In review ¢f the HPM, the *#we common linkss between the .
HPM and Pacific's anc GTEC's OAND .cost stud1es=§§e the use of
LECs' 1994 ARMIS repcrts as a starting point for the development
of expense estimates; -and;-purportedii-the-use-of-BECs*
Eommission-avrherizee - rates Cf “Teturrto-estinate-capital
earrying-eosts. The HPM does not use any outputs from either the
OAND-P or GTEC's OANI cost study (OAND-G).

27. A compariscn of the CPM and the OAND-P.shows that while
the two are independe it cost studies, they are dependent on each
other. 1Independently the ¢PM develops the nnst of the loop on a
per foot basis. The JAND-P develops and identifies other costs,
such as support inves:ment capital cost, operating expenses,
directory, operator s:rvice, usage, white page listing, shared
and common costé, and many more. Dependently, they use each
other's relevant outpits to derive the total cost of service.

The CPM did not use a1y of the outputs from the OAND-G. A
comparison of the CPM s estimates of GTEC's costs and costs



identified in the OAND-G shows a significant difference.’
(Table 3.2.)

28. The OAND-} and OAND-G develop TSLRIC costs for various
basic network funct:ons and services based on company-specific
costs. The results of these studies provide a means of
verification of the reliability of the proxy cost model adopted
by the Commission. The Commission intends to issue an interim
decision resolving ssues relating to Round I and II OAND cost
studies by May 22, 996 .19 DRA recommends that the Commission
include in the CPM elevant cost data from the OAND cost studies
it adopted. This p oposal also meets the Commission's
expectation that th: "proxy cost model should closely reflect
actual costs withou having to develop all of the cost data

necessary for cost itudies of each individual LEC."20

VII. [Q.9]) Should the Commission consider offsets to the results
of the proxy cost m>del, and if so, what offsets should be
considered?

29. DRA's rec mmended offsets to the results of the proxy
cost model are dire:tly related to its subsidy mechanism and
pricing proposals. Therefore, DRA will discuss in detail its
proposals and how i:s recommended offsets should be applied under
the appropriate cap:ions below. In summary, DRA's proposed
subsidy mechanism is described as follow:

o) A benchmark zone for residential service be
identified using Pacific'’'s current rate for 1FR
plus the =UCL.

o High cost areas are those areas whose TSLRIC is
above the TSLRIC of the benchmark zone.

18. March 25, 199¢, Assigned Commissioner’s Ruling Extending
Procedural Schedule and Disposing of February 29, 1996 Emergency
Appeal by Four Memters of the California Telecommunications
Coalition.

20. D.95-12-021, ¢t 6.



o The amount of subsidy for a particular area is its
TSLRIC minis the TSLRIC of the benchmark zone.

o Subsidies wvould be available in high cost areas
for each r:sidential 1line.

o) Subsidies w~ould be available to all carriers of
last resor ..

o The annual subsidies from the California high cost
voucher fund for carriers of last resort should be
offset by :heir annual revenues from the
interstate USF and the interstate CCLC.

A. Objectives cf the Subsidy Mechanism

30. For a subsidy mechanism, DRA believes that there should
be a proper balance »jetween maintaining a reasonable basic
service rate for all Californians and minimizing the social
burden of subsidizinj basic services. DRA identifies the
following objectives for the Commission’s proposed high cost
voucher fund:

(o} It should »e competitively neutral;

o It should 10t be used to lower basic service rates
for all Californians; and

o It should 1ot function in a manner that would
provide a juaranteed return on investments for the
service pr vwviders.

B. Benchmark Zone and High Cost Areas

31. P.U. Code 739.3 requires the Commission to establish a
fair and equitable 1>scal rate structure for small LECs serving
rural and small metxopclitan areas for the purpcses of promoting
universal service ani reducing any disparity in the rates charged
by all LECs. 1In compnliance with this mandate, the Commission
has, typically, beer using Pacific’s rates as benchmarks to set
rates for high cost .LECs. DRA developed a similar approach using
Pacific's current 1FR rate as a reference to identify high cost
areas where subsidies would be available to reduce rate disparity
between high and low cost areas.



32. The CPM an< HPM group the census block groups {CBGs) by
density into seven a;:d six zones, respectively. There are more
than 20,000 CBGs in :‘alifornia. Grouping CBGs into a mahageable
number such as those presented in the CPMlénd HPM, and
determining the amoui.t of subsidies for each zone is reasonable
and appropriate. DR.: has analyzed the outputs of the CPM and
found that the cost {ifferences for the majoripf of the CBGs were
by an increment of a penny. (Table 3.3.) This confirms that
setting subsidies fo each CBG is unnecessary and would be

burdensome.

33. In selectiig a benchmark zone, DRA proposes that the
Commission use Pacif c's existing 1FR rate plus the EUCL as a
reference. Both CPM and HPM identified the cost of basic service
based on total cémpauy costs. The sum of the 1FR rate and EUCL,
or $14.75 for Pacifi ', is the amount that subscribers pay
directly towards rei ursing the company's total costs of

providing 1FR servic:. Therefore, DRA proposes that the
benchmark zone be th: zone having the highest TSLRIC that does
not exceed $14.75. "his criteria would ensure the maintenance of

the existing 1FR rat:, and also minimize the size of subsidies by
not subsidizing resi lential lines whose costs are at or below
Facific's existing 1 'R rate. If the TSLRICs of all zones exceed
14.75, DRA proposes that the zone with the lowest TSLRIC be set
as the benchmark zon:. This proposal would avoid subsidizing all
customers in order t minimize the subsidy requirement, and at
the same time would naintain basic service rates at a reasonable

level .

34 The 1FR ani the 1MR are comparable services. DRA does
not recommend more f ivorable pricing treatment for either
service. In order t> treat 1FR and 1MR in an equitable manner,
DRA recommends that .he same benchmark zone be used to identify
high cost areas and ‘heir subsidy amounts. Using the outputs of
the CPM as an exémple, Zone-7 should be selected as the benchmark
zone. Zone-7 which PSLRIC is S;%éés is the zone having the
highest TSLIRC not e<ceeding $14.75. (Table 3.4.) High cost



areas should be those¢ zones in which the TSLRIC is above the
benchmark zone. Aga:n, using the CPM as an example, under DRA's
proposal, high cost ¢reas would include Zone-1 through Zone-6.

(Table 3z3.)

P 3 3 Priee—Ceili

35. In D.96-03- 020, the Commission re-classified basic
exchange services to Category II effective March 31, 1996.21

The Commission also raintained its current policy that Category
II services are subject to flexible pricing rules with
established floor anc ceiling lirhits.22 Therefore, DRA believgs
that the proxy cost rodel has a dual purpose. One purpose is to
set the levels of sulsidy er—a—deaveraged-basic to ensure basic
telephone service is available and affordable to all
Californians. The other is to use the proxy cost results to set
price floors of basi: services for the incumbent LECs.

23 DRA believes this

In the OAND-P, Pacific
developed statéwide : verage costs for its basic services, and

ic service costs for three density zones:

’ her than requiring Pacific and GTEC to
deaverage their OAND cost dat nd to deaverage them in some
consistent manner, tl}e Commission hqg}d refer to the proxy cost
study, which has dea: eraged data readily-gvailable, to set price
floors of basic serv ce for all incumbent L

GTEC developed its
high, medium, and los.

37. It is clea: that the local exchange market I
sufficiently competitive. 24 The Commission should set f1
and -ceilings-between which-the—dncumbent ..

21. D.96-03-020 at ‘4.
22. Id. at 56. ‘
23. Id. at s6.

24. D.96-03-020 at <8.



=DRA-proposes—that-the priceflocrs—forlow
eas be set at the respective TSLRICs developed in the
odel. T1ie price floors for the benchmark zone and
hou .d be the TSLRIC of the benchmark zone.

DRA's proposal of Se ting a price floor for basic service at the
TSLRIC meets the Comnissy
will explain in detal.l in Se

proxy cos
high cost area

n's adopted imputation rule which DRA

tablished by adding a
recovery of LECs'
shared and common ccsts. The amount of shared a common costs
that LECs recover should be LEC-specific. The appropxiate
proceeding to address this particular issue is the upcomi

se orth
préeéag—phasa—g£»the~eﬁﬁfhproceedius;[ DRA intends to-e%ﬁ%orate

~i2in ) ) . June 14
its priee-eeiting proposal ggfﬂbééic service in its May-35, 1996

38. The price :ceilings should be
reasonable proporticaate contribution towar

testimony in the OAND proceeding.
D. High Cost Vcucher Fund

39. DRA proposes that the high cost voucher fund provide
subsidies to high ccst areas for purposes of minimizing rate
disparity between h:gh and low cost areas and maintaining
reasonable basic se:vice rates for Californians. Subsidies for a
respective zone wou d be calculated by the difference between its
TSLRIC and the TSLR C of the henchmark zone. (Table 3.4.) Under
this proposal, carr ers of last resort would be guaranteed a
minimum revenue str:am from basic services at the TSLRICs. DRA's
proposal to subsidi e basic service up to its TSLRIC rather than
at the TSLRIC plus hared and common costs serves several
purposes. First, i would require a smaller subsidy. Secondly,
ir would promote ef iciency because firms that are more efficient
would retain higher profits. Thirdly, carriers of last resort
would not be guaran eed a recovery of their shared and common
costs. These carri:rs must make their own pricing decisions
regarding the amoun of shared and common costs to be recovered
from basic service n accordance with their assessment of the
market .



E. Offsets to the Results of the Proxy Cost Model

40. The Commission-adopted proxy cost model would develop
basic service costs based on total company costs as it does in
the HCM and CPM. 1Ir recognition of jurisdictional separations
and federal subsidies for the provision of basic service, three
offsets are necessa:y to account for these fedefal funds. They
are the EUCL, the i:terstate Universal Service Fund (USF) and the
interstate carrier ‘ommon line charge (CCLC). The EUCL is
established by the 'CC for recovery of a portion of the LEC's
interstate non-traf ic sensitive costs. It is assessed on
ratepayers on a per line basis. Ratepayers pay the effective
basic service rate ind the EUCL for their subscription to basic
service. The Commission has no control over the amount, nor the
method of recovery >f the EUCL. Therefore, fer—the—prieing
$£lexipility—exeretss, DRA proposes that the Commission-gégaigé
the-LECs—te—ineltude the EUCL in éhe-settinQQgifgggggégg%EELQhat

isT—the—sum of LEC's effective rate and EUCL should not be lower

than the price flocr, and thel ot be higher than the
. » J K] qg. -_‘-J
41. The tota’ annual subsidies received by carriers of last

resort from the Ca.ifornia high cost voucher fund should be
reduced by their revenues from the USF and the CCLC. The USF is
established by the FCC to keep basic service rates affordable for
high cost companie:. It is currently available only to the LECs.
The FCC is in the j rocess of revamping the USF. Pursuant to the
Telecommunication ..ct of 1996, the USF is expected to be extended

to non-LECs.25

The CCLC, which is assessed on interexchange
carriers based on iinutes of use, is another rate element
established by the FCC fcr the recovery of a portion of the LEC's
interstate non-tra fic sensitive costs. The proxy cost model
will develop costs of basic service based on total company costs.

These offsets, the USF and CCLC, are therefore necessary in order

25. The Telecomminications Act of 1996 at Section 254.
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to avoid double-reccvery of costs by the carriers of last resort.
To account for the USF and CCLC, DRA proposes that all carriers
of last resort inclide in their monthly statement filed with the
Commission their US} and CCLC as reductions of their claim from
the high cost voucher fund .26 The covered period for the USF
and CCLC should be dentical to their monthly statements.

From a po.icy standpoint, DRA believes that LECs should
be allow to flexin»ly price basic service between a price floor
and a price\gceiling established by the Commission. The LECs

flexibility in adgordance with market demand and competitive

pressure in various.geographic areas. Here is the framework of
DRA's pricing flexi»iNty proposal:

o LECs should be aBle to flexibly price basic
services within th rice floors and price
ceilings e=stablished\py the Commission.

e} Price flcors should be established using results
of the Ccmmission-adopted Rroxy cost model.

For low cost areas, pricwa floors should be
set at their respective TS{iRICs.

For the benchmark and high co areas, the
price floors should be set at t TSLRIC of
the benchmark zone.

o Price ce. lings should be established by adding to

the price floors a reasonable proportion of\the
shared ard common costs.

The amount of shared and common costs
allocated to basic services for recovery
shoi:.ld be LEC-specific and to be determined
S gl

]

26. Proposed Rul: 6.B.1, D.95-07-050.
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o The sum-of !

should not be higher than the price ceiling, and
their sum should not be lower than the price
floor.

43. In Table .5 of the attachments, DRA further
demonstXates its pr:cing proposal and how it would apply to
Pacific. \The benohnark zone, Zone-7 as shown in Table 3.4, sets

the statewiye price floor for the 1FR service. The window for
pricing flexXbility would be the amount of shared and common

costs allowed be recovered by Pacific. Because Pacific
allocates equal ounts of shared and common costs to each access
line, the pricing

Pacific's service taXritories. DRA's subsidy mechanism and

.exibility window is identical across all of

pricing flexibility pzQposals would provide a minimum revenue
stream for Pacific it t TSLRIC. And, Pacific's maximum revenue
stream would be cap»ed at \TSLRIC plus a reasonable proportion of
shared and common ¢ >sts.

44 . DRA concurs with the Qommission that the LECs'
statewide average rates must rema\in in place for the present and
until relevant cost studies by relé&yant geographic region have

d.27 The Sommission indicated that it

been completed and approve
*... shall coordinete with the ongoing\work in companion
proceedings [i.e., the OAND, Universal rvice, and NRF] and
subsequently deterrine a procedural schedwe for the preparation,
review, and approv:l of cost and prace studdhes which can be used
.28 DRA

believes the approjriate proceeding to address Yhese issues would

for the adoption o geographically deaveraged\rates.

be the OAND proceecing.29 DRA urges the CommissiQn to promptly

27. D.S6-03-020 a* 65.
28. D.96-02-060 a' €6.
29. Based on ALJ''s Ruling of March 25, 1996 in the OAND
proceeding, the issue of geographic rate deaveraging is
explicitly excludei from the May 25, 1996 parties' testimony

(Footnote—econtinuve on—next—page) ——J



E;maf1r1n£cedﬁré}~se%eéu%e—&n—the4ﬁHH}1nxx&nxﬁ:@rfcrad&ress—these

~asyes . —

VIII. [Q.5] What are the additional costs associated with
subsidizing business customers in high cost areas?

45. In its position paper filed in this proceeding, DRA
proposed that business customers not be subsidized. 3% DRA
maintains this posi'ion. If the Commission decides to subsidize
business service, DIA believes the subsidies should be limited to
truly high cost areus. In that scenario, DRA recommends a
subsidy mechanism s milar to that proposed for residential
service with minor 1'wdifications, as explained in detail below:

A. Benchmark Zne and High Cost Areas

46. DRA proposes that the benchmark zone for business
service be the one w~ith the highest TSLRIC cost which does not
exceed $51.10. Hig1 cost areas would be identified as those
zones in which the T'SLRIC is above the TSLRIC of the benchmark
zone. The $51.10 rate is the current 1MB rate ($45.10) plus EUCL
($6.00) for Contel which is currently the higHest 1MB rate in
California.

f}Foe;ae%e~concinuem-é;om_p;enious—page)

However, the - n recognlzed the importance of geographic

rate deaveraglng iri a com environment and the need to

develop appropriat« geographically de costs to support

22ch a pricing pol.cy for the LECs' retail and w
4%?&399——~H}%H%ﬂBhﬁiﬁ—at—&& )

30. DRA's January 19, 1996 Position Paper at 5-6.
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B. Subsidies

47. The subsiiy amount for the 1MB would be determined by
the difference betwzen TSLRIC of the respective zone less TSLRIC
of the benchmark zcie. The same subsidy amount should be
available to all certificated carriers of last resort, and
applicable to all kusiness lines in high cost areas. Because
Centrex/CentraNet and PBX are comparable to 1MB, DRA believes the
same per line subsidy should be extended to include these
services. However, DRA does not recommend that subsidies be
applied to Centrex, CentraNet and PBX at this time until cost and
price issues relating to Centrex/CentraNet and PBX are resolved
by the Commission 'n the OAND proceeding.

C. Offgets

48. Similar to residential service, the EUCL is assessed on
the 1MB to reimburse LECs for a portion of their interstate
costs. Under the 1'CC's direction, different EUCLs are assessed
by different LECs, and different EUCLs are assessed on single and
multi-line busines: service of the same LEC. DRA proposes that
each LEC offset th«ir monthly statement submitted to the
California high co:it voucher fund by the amount of EUCL which
differs from $6.00 per line. That is, each LEC should file
additional claims f its EUCL is less than $6.00 per line.
Correspondingly, eich LEC should deduct from its claims if its
EUCL is in excess :f $6.00 per line.

49. Due to tie lack of precise cost information regarding
business services, DKA is unable to estimate subsidies required
for business servi‘es at this time.

IX. [Q.7] What is your best estimate of the cost for providing
universal service (throughout the state)?

50. Using th2 March 26, 1996 outputs from the CPM, DRA
estimates the cost for providing universal service for
residential customz2rs throughout the state to be approximately
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$850 million. (Tabl: 3.6.) If the Commission adopts the CPM as
modified by DRA's recommendations discussed in this report, the
funding requirement for subsidizing residential services would be
other elements .
reduced. Due to th:' lack of ccst data for busrress:=seizziees, DRA
provides hypothetic il numbers to demonstrate the calculation of

total subsidy requi -ement for the high cost voucher fund as shown

below:
o} Residential Serviée (1IMR and 1FR) $850 million
o Business 3ervice (lMB) $7 million
o Health, Fducation and Libraries $;00 million
o Interstats USF and CCLC (reduction) ’ ($300 million)
o Administrative cost $15 million
Totel $672 million
51. DRA estirates the administrative cost for the

-California high cost voucher fund to be 1.5% of the total
required subsidies ($850 + $7 + $100 million). This percentage
is based on the Na' ional Exchange Carrier Association (NECA)
filing made on Apr 1 2, 1996 with the FCC in compliance with the
FCC's order in the Matter of Commission Requirements for Cost
Support Material T Be Filed With 1996 Annual Access Tariffs and
for Other Cost Supiort Material, DA 96-263, released February 29,
1996 and under aut inrity of the FCC's Special Permissinon No.96-
114. NECA manages the collection and distribution of access
revenues from the nterstate long distance companies. For fiscal
year 1996-1997, NE'A projected total access revenues to be
approximately $2.8 billion. For this period, NECA's
administrative cos. 1is approximately 1.35% of total access
revenues. (Table 3.7.) DRA believes that the administrator for
the California hig1 cost voucher fund will have responéibilities
similar to NECA. Table 3.8.) The California high cost wvoucher



fund should be smal .er in size than the funds administered by
NECA. Recognizing ‘hat there are economies of scale of managing
a larger fund, DRA .ncreased the administrative cost percentage
from 1.35% to 1.5% >f the total revenues of the California high
cost voucher fund.

52. In the Universal Service OIR/OII, the Commission
proposed that all t2lecommunications service providers contribute
to the high cost vcacher fund.31 The commission also proposed
that a surcharge be assessed based on all of a carrier's
transmission path r2venues less access payments to other
carriers. DRA supprorted the Commission’'s proposals in its

32 11 Resolution 15799

issued on November 21, 1995, the Commission approved a new

September 1, 1996 (pening Comments.

surcharge rate for the Universal Lifeline Telecommunications
Service program. 'n that resolution, it estimated a total
telecommunications billing base for California at approximately
$12.5 billion. Us:ng this $12.5 billion billing base, DRA
estimates the carr:er surcharge for the support of the California
high cost voucher “und to be approximately 6.5%. (Table 3.9.)

X. [Q.10] How shou:d the funding mechanism for Universal Service
account for the ex:sting structure of implicit subsidies, and
should the subsidy amounts flow to the existing local exchange
carriers before rate deaveraging or rate rebalancing takes place?

€3, As discus:ed in Section VII. DRA proposes that the
Universal Service :ubsidy be offset by the EUCL, the interstate
USF and the inters' ate CCLC. DRA recommends that the existing
implicit subsidies to basic services from other competitive LEC
services, particul i.rly Yellow Pages, should be excluded from the
subsidy offset cal 'ulation. Rather than use net revenues from
other services as  direct offset to the universal service
subsidy, DRA propoies that the LECs use those revenues to recover

31. The Univerca. service OIR/OII, proposed rule 6.F.
32. DRA's Septemb:r 1, 1995 Comments at 30.
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the shared and comm:n costs they reasonably incur. More
specifically, DRA's proposal allows LECs to use revenues derived
from Yellow Pages t.: recover portions of the companies' shared
and common costs as:;ociated with unbundled ENF services and other
services which DRA‘Jroposes should be priced at TSLRIC. This
proposal satisfies he Commission's imputation requirement for
price floors, and i: consistent with DRA's recommendation for
pricing LECs' unbuniled BNF services at issue in the concurrent
OAND proceeding.

contX™ipution for th: recovery of the LECs' shared and common
costs.
TSLRIC, as

his allows price floors for basic services to be set at
iscusse il in Section VII, with zero contribution being
e unnundled BNF services, which DRA views as the

the LECs low; hence
utilization of the

«ECs’

55. The Commission's current imput®tion rule was adopted in
the IRD Decision (I .94-09-065). requires the LECs to

contribution the LEZs derive in the tariff rated for "essential

services" or "monop>ly building block"” components these
bundled services. Jnder the present rule, "contribution”
derived by subtract ing the tariff rate of the monopoly ilding
block from its lonc run incremental cost (LRIC). The

Commission’'s currert imputation requirement is summarized in

fotowing—eguationt - , o



(2) Contributi »m (MBB) = Tariff (MBB) - LRIC(MBB)

where, \(BS) represélts any bundled service, (MBB) is the monopoly
building\block, and Tariff (MBB) is the tariff rate of the MBB.
(D.94-09-085, pp- 212-214.)

56. As dikcuss=2d in Section VII, DRA recommends that a
statewide price co>r for basic services be set based on the
TSLRIC of the benchmark zone, as derived from the adopted proxy
cost model. DRA's pkxice floor proposal for basic services
follows the imputation\rule set forth in the IRD decision, except
that DRA recommends the Rommission change the costing standard
from LRIC to TSLRI( in ord®r to conform with the Commission-
adopted costing met hodology \n the OAND proceeding. DRA does not
recommend eliminat ng the impu¥ation rule at this time. DRA
still considers th s rule to be necessary safeguard to prevent
anti-competitive br havior by incumkent LECs, barticularly during
the initial stages of competition im\the local exchange market.
Rather, DRA's prop:.'sal to set price fIors for bundled basic
{retail) serviceﬁ3‘ equal to the TSLRICsS\of the bundled services
1s premised on the imputation of zerc contxibution from any
"essential service or "monopoly building bIgck” that could
arguably be consid:red as necessary for the other carriers'

(i.e., CLCs’) prov sioning of competing retail rvices; i.e,

33. DRA's proposal in this report is limited to the folldying
bundled basic retail services: residential flat rate, residential
measured rate, Lifeline flat and measured, and business measured
services. Applicability of DRA's price floors and imputation\
proposals with respect to other LEC services will be discussed ‘in

DRA's testimony ir the OAND proceeding to be filed on May 15,



t3—Price Floo tBasic—Servicer—FSERIC(Basie—Service)—+
N\ Contribution (MBR)

wheXxe Contribution{(MBB) = 0.

57.
consideration in the OAND proceeding. DRA expects that the

The unbund ing of the LECs' network is currently under
Commission\will spe ify in that proceeding an initial set of
basic network funct ons (BNFs) the LECs would be required to
unbundle and oRkfer s separate tariffed services to other
Decision 96-03-020 in Phase II of the Local
.ng found that these unbundled services would

initially retain mondpoly characteristics and appropriately

competing carrie
Competition procee

classified them as ‘at®gory I services. (D.96-03-020, pp. 54-
55.) Thus, the unb indled BNF services should be considered
essential services :r monoRely building blocks for purposes of
the imputation requ rement.

58. Consistent with DRA's pxoposal to price unbundled BNF
services at TSLRIC, DRA recommends\that the LEC impute zero
contribution from t i1e unbundled BNF services into the price

floors for bundled jasic (retail) ser 'ces.34 That is,

(4) Price Floc (Basic Service) = TSLRIC(Basic Service) +
Conksribution (BNF)

where Contribution(3NF) = 0; hence,

(5) Contribu .ion (BNF) Tariff (BNF) - TSLRIC(BNF)

(6) 0

Tariff (BNF) - TSLRI

34. Although the pricing of unbundled BNF services is one the
issues proposed for the OAND evidentiary hearings (see March 25,

1996, ALJ Ruling in the OAND proceeding), DRA addresses the issue
in thlS report becaise of its 1mp11catlons on DRA's subsidy and\\

price—floor-proposa ls-in—the—instant—preocecding. , ‘
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59. DRA recogrizes that pricing unbundled BNF services at
TSLRIC means that these services would not be contributing
towards the recovery of any of the shared and common costs -
the LEC reasonably incurs as a company. As per the consensus
costing principles that the Commission adopted in D.$5-12-016 in
the OAND proceedinc, shared and common costs are not included as
part of the direct costs (i.e., TSLRICs) of a particular service.
These costs are to be separately identified and recovery of these

. . . . S
costs is considerec to be a pricing issue.>

60. Under DRA s proposal, the LECs would have the
opportunity to rec: ver their respective shared and common costs
from sources other than directly through rates for unbundled BNF
services. These s:.urces include revenues derived from rates for
bundled discretion ry and partially competitive Category II
services, Yellow P .ges and other properly priced Category I1I1

35. See August 23 1995, Consensus Costing Principles/Basic
Network Functions: OAND Cost Methodology Workshops ("Consensus
Document”), adopteil by the Commission in D.95-1%z-016. Common
costs may be distiiguished from "cverhead" costs and "common
overhead” cost. Common costs refer to costs that a LEC incurs by
being in business and which can only be avoided if the company
ceases operations ind goes out of business. Costs often called
overhead costs may be included in TSLRIC studies if those costs
are caused by the Jecision to offer a particular service. As per
the Consensus Document, p. 4, "no costs shall be assumed to be
volume-insensitive gfolgg common cost on the basis of its
accounting treatmeat."” Corporate costs are generally considered
as part of common >»verhead costs ‘



services.36 DRA no.es that Section 728.2 of the P.U. Code
allows the Commissiosn to determine that Yellow Pages revenues may
be used as an offse: to the LECs' shared and common costs not
recovered via the T3LRIC-based rates for their unbundled BNF
services. In parti:-ular, Section 728.2 (a) allows the Commission
to "consider revenu=s and expenses with regard to the acceptance
and publication of such advertising for purposes of establishing
rates for other services offered by telephone corporations.”
(Emphasis added.) Y5§h#9—p*epeea4—eééee%éve%y—we&b&ﬂﬂﬁur&mee—
aceount _Yellow Pages revenues in setting rates for unbundled BNF
services rather than treating thHose Tevemtes—as-a.Source of
—subsidies—for-basic —sexruices. S

61. The LECs' other competitive and discretionary Category
II services are fu:ther sources of contribution for the recovery

of the LECs' sharec and common costs. 4+¥Imthe—ease—eof—xesidential
iC services (anc business services to the extent they would be
:::;;E;~?B‘the§§gélgrsal Service subsidy), DRA's pricing
flexibility proposei»“‘ se _services (as discussed in Section
VII), would allow " he LECs to pracC

price ceiling refl: cting some contribution to
cCommoR—&o8Ls-.

basic services up to a
3 hared and

62. Using Pac fic as an example, Pacific estimated in its
OAND cost studies hat its total shared and common costs are

36. In the case o the small and mid-size LECs, other explicit
subsidies such as :he current Settlements/Transition Payments, to
the extent that th2y are retained, would also be additional
sources of revenues for these LECs' recovery of their respective
shared and common :osts.



37  The validity and

approximately [..... ......... ] per year.
reasonableness of ta1is amount is still contentious in the OAND
proceeding as per tne April 3, 1996, opening comments filed by
parties in that prcceeding.38 Pacific's net revenues (after
taxes) from Yellow Pages amount to approximately [............ ]
in 1995.39 This represents 16% of the [..... cee....] total
shared and common ¢osts reported by Pacific in OAND. DRA
considers Pacific’'s Yellow Pages net revenues to be reasonably
sufficient to recoier the shared and common costs associated with

its unbundled BNF services,(;héeh—Paeifée—weu%d—nee—be—ab}e—to
ai ly recover from these services if they are priced at
TSLRIC, as c‘mmends‘40

63. Implement ng DRA's pricing

ility proposal for
Pacific's basic se:vices would enable Pacific to

pe¥tions—of—ite—sh

r recover

37. See Pacific's OAND Exhibits and Workpapers, Miscellaneous
Binder, Tab 5, Shared and Common Costs, submitted on January 31,
19596 .

38. See Comments >f the California Telecommunications Coalition
on the Phase I and Phase II Cost studies submitted by Pacific
Bell and GTEC California, Inc., pp. 40-59; Opening Comments of
the Division of Ratepayer Advocates on Round I and II Cost
Studies, pp. 4, 18; and Comments of the California Cable
Television Association on Pacific Bell's Round I and Round II
Cost Studies, pp. 13-25.

39. This is an arnualized amount of the [.............. ] that
Pacific reported in Pacific’s 3rd Quarter 1995 Year-to-Date IEMR
Supplement - Intrastate Category III Reconciliation Report
(Monitoring Report No. PF-01-B300), submitted as part of

Pacific's monitoring report requirements under NRF.

{ g . . .

o T T o o e e &1 |

\ : .

ha on costs in the
—gatew

s not presented an esty
OANB—preceeding—t<




Pacific is a rice basic services up to a price ceiling

shewe—thgg'?acific c¢ould fully recover the remaining amount of
shared and common ccsts from its other competitive and
discretionary services such as intralATA toll, vertical services,
and other access services.

64 . Using Pacific's Service Specific Tracking Reports filed
under the NRF monitcring report program, DRA estimates that
Pacific derived net revenues (after taxes) above Direct Embedded

Costs (DEC) of about [............ 1, in the aggregate, for
various Category I and Category II services (excluding basic
access services) in 1995. (See Table 3.10.)42 DRA believes

that this amount is already net of a substantial poftion of the
total shared and commnon costs Pacific reported in OAND, except
for common overhead :osts not included in a DEC calculation.

Even adjusting for potential losses in market shares and price

rz}r—-600=Eah&e—975—and—Tab}e—a76—discussed—in—Secticn—VTTT——The
total amount of [........ 3 3 ws: [.........

42. As shown in Takie 3.1%. it appears that certain Category II
services (i.e., High Speed digital Frivate Line and Low Speed
Private Line) are priced such that their revenues are not
sufficient to cover DEC. DRA notes a similar occurrence for
other Category III aoove-the-line (ATL) services (not shown in
Table 10.1), for whi:-h Pacific reported negative net revenues of
around [........... ] (annualized) for 1995. DRA is concerned
that such occurrences may be reflective of improper cross-
subsidization and below cost pricing by Pacific. DRA therefore
urges the Commissior to further investigate this issue and
possibly require the LECs to reset their rates for the affected
services to be more in line with their costs.



decreases as competi .ion intensifies in the markets for these
services, DRA contenis that Pacific would have ample revenues
from these Category ‘I services to recover more than its
residual shared and :ommon costs.

—B-—Prepesals—Balance—the—Interests—of-Ratepayers;—the—€ib€Cs,
.. . and the LECs.

DRA's imput.ition and price floor proposals for basic
services\benefit ratr:payers because the price floor for bundled
basic reta service will be lower than what would result if
contribution from unhundled BNF services is otherwise imputed in
the price floor\for hese bundled services. Allowing the
incumbent LECs tha f exibility to price basic services down to
relatively lower privie floors affords ratepayers the benefit of
more potential price éngfetition in the market. The LECs, in

er

turn, would have a w d ricing window within which to respond

to rates offered by ompetdlng carriers

66 . DRA's propo:al protects basic service customers from
price gouging by the incumbent LE As discussed in Section
VII, DRA recommends hat the Commission adopt a price ceiling for
basic services based on some "marknup*\gver the TSLRIC for the
benchmark zone. Impcsing such a price ceiling essentially

constrains the incumt ent LECs' ability to ke advantage of

customers’' relativel: inelastic demand for bagic services by
loading a disproport onate amount of contributiwn for the

recovery of shared ard common costs ontc these sekxvices.

67. Pricing of 1 nbundled BNF services at TSLRIC will

encourage competitive entry into the local exchange market. It
allows competing car:iers (CLCs) to purchase from the incumbent

LECs unbundled netwo:k functionalities or BNF services at tﬁé\
lowest price possible, thereby minimizing the potential for the
IECs-to-price—squeez¢ i 1 \\\\‘

P



the LEC's unbundled 3NF services as inputs into their retail
services, pricing th2se inputs above TSLRIC would increase the

costs sp these carriars and make it more difficult for them to
compete With the incimbent LECs in the retail market.
68 . If e LECs charge CLCs inflated rates for the BNF

inputs (by regihiring a mark-up to reflect contribution to shared

and common costs\, tie result may be uneconomic CLC investments
in duplicate facillties to bypass the LECs' networks. Setting
prices for the LECs ' \unbundled BNF services at TSLRIC sends the
right signal to the nakket that only efficient facilities-based
carriers, whose TSLRIC cdsts for equivalent BNF services are
lower than the LECs, should invest in such facilities. Greater
utilization of the iicumbent\LECs' networks is also encouraged to
the extent that it 15 more ecohpmic for the LECs' competitors to
purchase BNF inputs from the LECA rather than build their own

facilities.

69. Under DRA's imputation and price floor proposals, the
LECs' are afforded sn opportunity to recoéyer the total costs they
incur as a company. Although DRA's propos would limit the
Universal Service suobsidy to tne recovery of \the LECs' TSLRICs
for basic services o>ffset by the EUCL, the Federal USF, and the
CCLC), DRA also reccmmends that the LECs be allowed the
flexibility to price basic services up to a price iling; thus,
giving them the oppcrtunity to recover their shared and common
costs (See cdiscussion in Sectior VII Furthermore,\as
discussed in Sectior X.A above, the LECs have other sources of
revenues to recover -he shared and common costs associated with
unbundled BNF services, without building contribution into the

prices—oftheseBNE services—direetly.




C. Jurisdictional Cost Separations

70. DRA's impu:ation and price floor proposals for basic
services take into account that the TSLRIC cost studies Pacific
and GTEC have submi:ted in the OAND proceeding, as well as the
Cost Proxy Model (CPM) results Pacific has presented in the
instant proceeding, are all reflective of total company costs.
These cost studies jenerally do not segregate costs associated
with the use of the LECs' network for interstate services.
Pacific and GTEC, f»>r example, derived unit investments for
various BNFs using -he capacity cost approach, regardless of
whether a given BNF is used for intrastate or interstate service
offerings. DRA fur:her understands that no jurisdictional
separations or allc rations were performed on various capital and
expense accounts pr .or to their being used in the cost studies,
except in instances when certain accounts are identifiable to be
directly related tc the LECs' interstate services.

71. Given the :otal company nature of the TSLRICs that the
two LECs developed for unbundled BNF services, using these
TSLRICs in setting lalifornia rates for such services could be
per—eived as settinj rates which implicitly have contribution
built into them. Contribution, in this case, refers to the
interstate costs thit are implicit in the total company TSLRICs
at which rates for .he unbundled BNF services are set.%3 oOne
could argue that th: total company TSLRIC-based rates for these
BNF services should be offset by some amount reflecting allocated

43. DRA notes that the Commission's discussion of its imputation
rule in the IRD decision does not explicitly address the issue of
jurisdictional separations of costs. (See D.94-09-065, pp. 204-
231.) DRA recogniz=d the issue fairly recently and would like
the Commission to similarly consider its implications as DRA
points out herein.



