
the locatlon of various components of the outside plant
facilitie3, For the same 1200 sample, an air to :coute
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
calculati::m rather than any sampling of the outside
plant. Therefore, there is a possibility of either
underesti!nating or overestimating the loop length
associatei with the HPM.

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

o 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 OPND proceeding.

o Some of the modules (part of the original BCM) in the
HPM cannct be changed to include items that are a part
of the o\...tside plant network. The original developers
are refiring the original BCM to allow variation in
some of the input assumptions. ORA understands that
BCM has c list1gf modifications that are under16considerci tion. ORA compliments the sponsors of
the mode] for considering these improvements, but
unfortunctely, these modifications, if implemented,
will not be completed before June 1, 1996. Some of the
modifications will address some of the criticisms of
BCM, howEver, other DRA recommended modifications, as
discussec in this chapter, will make CPM more adaptable
to changEs of investment and cost data in the various
modules.

o Pacific\.. sed the 1994 maintenance repair amount to
calculatf the "forward-looking" maintenance repair
cost. OPA needs further information to verify whether
thlS mailtenance repair estimate fairly reflect costs
associat. d "'forward-looking" technology.

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

16. The sponsors )f BCM are MCI Telecommunications Corporation,
The NYNEX Telephon;' Companies, Sprint Corporation and U S WEST
Inc,
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23 ORA believ,~s that most of the model differences can be

resolved by parties if the parties are willing). However, it is

ORA'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 COlnmission must adopt CPM and require Pacific

to make ORA' s recomm,~nded changes discussed tq.roughout in this

chapter and summariz'~d on page 2 of Chapter 2.

v. [0.4] What are the cost differences associated with prov~ding

customers the choice of flat or measured rate service, and the
technical feasibilit" of providing that choice?

24 ORA 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 Lnd AT&T/MCI are improving their models in

order to identify co;ts of 1MR and lFR separately. According to

Pacific, its prelimi lary outputs show 1MR having different

average loop lengths but the impact of different loop lengths on

costs is small. 17 H, >wever, due to the rate difference between

IFR and IMR, the sub idy amounts are greater for measured
18service,

25 In the OAM/-P, Pacific identified the usage cost

difference between Ij'R and lMR at less than [. ••.•. ]. However,

their monthly tariff rate differences, including end user common

line charge (EUCL) f'i,r Pacific and GTEC, are $5.25 ($14.75 and

$9.50) and $7.25 ($2' .75 and $13.50), respectively. The IFR and

IMR are comparable s, rvices. ('fee Commission reeogni2es that B:

taoOl!8:Bl& prj cing ~icy for measured service should not be

maintained in thfc 10) 9 :run. In D. 94-0~ 865/ the Commission
stated tae,following ::J

PUe totbe;ost differen~e be ween lEB and 1MB seryi~e. the subsidy arro\lots wi)] oe.....essarj ly
,be greater for measured serv, ~e. ORA agrees with the CO!TIDi ssioo that the 1MB rate UD1St
upye ..... loser to the 1EE rate . 0 order to eqJl i tab) ¥ ref1e.....t the a.....tlla) .....ost d i ffereo .....e. ·1 Sa
.DBA will put forward testiaPu¥ iothe DANa pro.....eeding addressing this isslle. Nevertbeless..c.
the SUbStantIal dis~c)llots fa 1MB will reqnire a larger SJlbsidy for pl1rpoSeS of proVidiog

17. March 26, 1996, Pacific response to DRA's verbal data uniy~rsa)
request 5ervl;e.
18. Id .

•~8a. 0,94-09-065 at p 47
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HeaSWr8G rat e S 2rd aa j 9 au_il.ale 8. all rel!!lh!e!'1t!:iaJ.. ·
customers, regardless of their income level. The discounts

flat rate service charges make measured rate service a
prac . al alter~ative for residential customers who do not
find fla ate service economical for their particular
needs. Mea ed rate service may also appeal to customers
of limited mean~ ho do not qualify for ULTS. We will
retain measured ra service at a price attractive' to
consumers, but ~ill in ase the monthly rate so that the
price for the. s,~rvice cap es more of its costs. (At 47.)

With the high cost v!lUcher fund in plac DRA believes that it

would be appropriate to move the 1MR rate cIa r to the 1FR's in

order to equitably n!flect their cost differences. optinuing

the substantial disc: Junts for measured service will e a

larger subsidy. DRA will discuss in detail its 'subsidy mecha

p:!'e~esal'fer both lF11 and lHR in Secti-on-VI-I ··o:f.-.t:.his repert. ~ I

VI. [Q.8] What relat.onship is there, if any, 'between the cost
data used for the pr(l'xy cost model, and the cost data prepared
for the Open Access ,:nd Network Architecture Development
proceeding?

26. In review (f the HPM, the =t=we common linJt::&c between the

HPM and Pacific's anc GTEC's OANDcost studies ~ie the use of

LECs' 1994 ARMIS reprrts as a starting po~nt for the development

of expense estimatesT:::aaeT=~~~='~¥r=t:be:9is:e==e.E=~s~

l;emm:i:ssi::aH=au:l::=HoF.:i.=2=ee!::~e'!F~f=~nF9:'-e~e:s:t?ima=t:e=c:8p'ita~

ea~i~~~. The HPM does not use any outputs from either the

OAND-P or GTECls OAN[ cost study (OAND-G).

27. A comparisc n of the CPM and the OAND-P shows that while

the two are independent cost studies, they are dependent on each

other Independentl) the CPM develops the ,cost of the loop on a

per foot basis. The )AND-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 costs, and many more. Dependently, they use each

other's relevant outpltS to derive the total cost of service.

The CPM did not use alY of the outputs from the OAND-G. A

comparison of the CPM s estimates of GTEC's costs and costs
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identified in the OPND-G shows a significant difference.

(Table 3.2.)

28. The OAND-I and OAND-G develop TSLRIC costs for various

basic network functJons 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 ORA recommends that the Commission

include in the CPMelevant cost data from the OAND cost studies

it adopted. This poposal also meets the Commission's

expectation that tho "proxy cost model should closely reflect

actual costs withou having to develop all of the cost data

necessary for cost ;tudies of each individual LEC.,,20

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

29. ORA's rec)mmended offsets to the results of the proxy

cost model are dire:tly related to its subsidy mechanism and

pricing proposals. Therefore, ORA will discuss in detail its

proposals and how i:s recommended offsets should be applied under

the appropriate cap:ions below. In summary, ORA's proposed

subsidy mechanism ,i:; described as foll.>w:

o A benchmark zone for residential service be
identifie3 using Pacific's current rate for 1FR
plus the E:UCL.

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

19. March 25, 199E, Assigned Commissioner's Ruling Extending
Procedural Schedule and Disposing of February 29, 1996 Emergency
Appeal by Four Memlers of the California Telecommunications
Coalition.
20. 0.95-12-021,?t 6.
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o The amount of subsidy for a particular area is its
TSLRIC minIs the TSLRIC of the benchmark zone.

o Subsidies ~ould be available in high cost areas
for each r~sidential line.

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

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

A. Objectives o,f the Subsidy Mechanism

30. For a subsldy mechanism, ORA believes that there should

be a proper balance )etween maintaining a reasonable basic

service rate for all Californians and minimizing the social

burden of subsidizin~ basic services. ORA identifies the

following objectives for the Commission's proposed high cost

voucher fund:

o It should )e competitively neutral;

o It should lot be used to lower basic service rates
for ~ Californians; and

o It should 10t function in a manner that would
provide a ruaranteed return on investments for the
service pl' widers.

B. Benchmark Zone and High Cost Areas

31. P.U. Code 739.3 requires the Commission to establish a

fair and equitable l)cal rate structure for small LECs serving

rural and small metr )pclitan areas for t.he purpcqes of promoting

universal service an3 reducing any disparity in the rates charged

by all LECs. In comrJliance with this mandate, the Commission

has, typically, been using Pacific's rates as benchmarks· to set

rates for high cost .JECs" ORA developed a similar approach using

Pacific's current lF~ rate as a reference to identify high cost

areas where subsidie3 would be available to ~educe rate disparity

between high and lo~ cost areas.
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32 . The CPM an(! HPM group the census block groups {CBGs) by

densi ty into seven a; ,d six zones , respectively. There are more

than 20,000 CBGs in ~alifornia. Grouping CBGs into a manageable

number such as those presented in the CPM and RPM, and

determining the amOU1:t of subsidies for each zone is reasonable

and appropriate. DR;, has analyzed the outputs o.f the CPM and

found that the cost !ifferences for the majori~y 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 selecti Ig 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 compaly costs. The sum of the 1FR rate and EUCL,

or $14.75 for Pacifi , is the amount that subscribers pay

directly towards reiwursing the company's total costs of

providing 1FR servic '. Therefore, DRA proposes that the

benchmark zone be tho 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 iential lines whose costs are at or below

F'acific's existing 1 ;'R rate. If the TSLRICs of all zones exceed

$J4.75, ORA 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 ,aintain basic service rates at a reasonable

level.

34. The 1FR anl the IMR are comparable services. DRA does

not recommend more flvorable 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 exampl:, Zone-7 should be selected as the benchmark
$14.08

zone. Zone-7 which rSLRIC is $i~.~S is the zone having the

highest TSLIRC not e<ceeding $14.75. (Table 3.4.) High cost
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areas should be thosf zones ih which the TSLRIC is above'the

benchmark zone., Aga:' n, using the CPM as an example, under DRA' s

proposal, high cost ireas would include Zone-1 ~hrough Zone-6.
3.4

(Table =B=r3.)

C. pzice Pleer~ &88 P~iee QeiliR~s

35. In D.96-03 020, the Commission re-classified basic
exchange services to Category II effective March 31, ,1996. 21

The Commission also f! ,aintained its "Current policy that Category
II services are subj€ct to flexible pricing rules with

1 '1' 1'" 22 h f' D b l'established f oor am ce~ ~ng J.m~ts . T ere ore, 'RA e J.eves
that the proxy cost rodel has a dual purpose. One purpose is to

set the levels of su} ,sidy Gn a deaVera§'ilQ4i\IiItS 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 basit services for the incumbent LEes.

r-3-'~__---.!l~H~ftRt~-f• .,ii:-Eo*n:r-:l:~'n~t.t,.ee.;ln~dH:st-tt.;.Ee~rt-ee-l-l;yy:......eo~nHt:-lh~ee-O~A:!~IDfB--cc~o~e!'1t:l:':-se't:t:"tl'tlted~i:'t!e~s
to "or the incumbent LECs. 23 DRA believes this

is In the OAND-P, Pacific

developed state 'de iverage costs for its basic services, and

GTEC developed its . i~ service costs for three density zones:
high, medium, and 10> . her than re~,liring Pacific and GTEC to
deaverage their OAND cost dat nd to deaverage them in some
consistent manner, tIe Commission bould refer'to the proxy cost

~
study, which has dea~ eraged data readilY~ilable, to set price
floors of basic serv ce for all incumbent L .

37 It is cleaJ that the local exchange market J. not
sufficiently competitive. 24 The Commission should set fl ~

and-ceilings-bet:ween ...·hiGh U~i1 1~cumbent-LEes Rl.~{ exercise ~1:lil.i'r---..--J

21. D.96-03-020 at f4.
22. Id. at 56.
23. ld. at 56.
24. D.96-03-020 at LB.
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~ . , DR.'\ proposes t:Rat the p:riC8 f1oo:r&· for 10"'"'

at the respective TSLRICs developed in the

proxy odel. Tle price floors for the benchmark zone and

high cost area hou .. d be the TSLRIC of the benchmark zone.

ORA's proposal of s·ting a price floor for basic service at the

TSLRIC meets the Coronis ' imputation rule which DRA

will explain in deta i.l in

38. The price :eilings should be tablished by adding a

reasonable proportio~ate contribution towar recovery of LECs'

shared and common costs. The amount of shared common costs

that LECs recover shJuld be LEC-specific. The appro 'ate

proceeding to address this particular issue is the upcomi

d '-"d set ~orth
p~ieiR~ ~Aas8 o~ OAND ploqe¥ I~ ORA 1nten s to-eta orate

.prl':'~ng . .., June 14
i ts iTFi~-ee-i-±-i:-ft~ pIoposal ror~as~c serv~ce ~n ~ ts -May--T5-, 1996

testimony in the OAr'D proceeding.

D. High Cost Vcucher Fund

39 . DRA propof es 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 benchmark zone. (Table 3 '+._) Under

this proposal, carr ers of last resort would be guaranteed a

minimum revenue strtam from basic services at the TSLRICs. ORA'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,

it would promote ef iciency because firms that are more efficient

would retain higher profits. ThirdlYI 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.
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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. Ir recognition of jurisdictional separations

and federal subsidifs for the provision of basic service, three

offsets are necessa::y to account for these federal funds. They

are the EUCL, the ilterstate Universal Service Fund (USF) and the

interstate carrierommon 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 Commi;sion has. no control over the amount, nor the

method of recovery )f the EUCL. Therefore, fer the prieing

flexH,ilH:y exereie'~' DRA proposes that the Commission ~~<.lr:e
tee LEGs te ifiel~ac the EUCL in~ setting~~id~a~t'TRat

II'S, tl-ie ,mm pf LEC f S effective rate and EUCL should not be lower

than the price floer, and the~r Sum shgnJd not be higher than the

prise eeilifig. .=:J

41, The totaJ annual subsidies received by carriers of last

resort from the CaJifornia high cost voucher fund should be

reduced by their n venues 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 rocess of revamping the USF. Pursuant to the

Telecommunication "ct of 1996, the USF is expected to be extended

to non-LECs. 25 Th. CCLC, which is assessed on interexchange

carriers based on iinutes of use, is another rate element

established by the FCC fot" 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 Telecommlnications 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 lSF and CCLC, DRA proposes that all carriers
of last resort incltde in their monthly statement filed with the
Commission their US! and CCLC as reductions of their claim from
the high cost vouchfr fund. 26 The covered period for the USF

and CCLC should be dentical to their monthly statements.

From a po ... icy standpoint I DRA believes that LECs should
to flexi>ly price basic service between a price floor

and a price ceiling established by the Commission. The LECs
should also b allooled to exercise different degrees of pricing
flexibility in a or-dance with market demand and competitive
pressure in various eographic areas, Here is the framework of
DRA's pricing flexi)i 'ty proposal:

o LECs should be a e to flexibly price basic
services ~ithin th rice floors and price
ceilings established y the Commission.

o Price fleors should be e tablished using results
of the Ccmmission-adopted roxy cost model.

should be

For the benchmark and high
pri<e floors should be set
the benchmark zone

For low cost areas, pric
set at their respective T

The amount of shared and common costs
alLlcated to basic services for recovery
shonld be LEC-specif.ic and to be determined
m-' he OAlID preeeeaiftg

o Price ce.lings should be established by a ing to
the pricE floors a reasonable proportion of he
shared aId common costs.

26. Proposed Rul! 6.B.l, D.9S-07-0S0.
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should not be higher than the price ceiling, and
their sum should not be lower than the price
floor.

Tbe &~m of the ~~C's effective rate and EUCLo

43. In Table : .5 of the attachments, ORA further

demonst tes its pr:cing proposal and how it would apply to

Pacific. The benchnark zone, Zone-7 as shown in Table 3.4, sets

the statewi e price floor for the lFR service: The window for

pricing flexI ility would be the amount of shared and common

costs allowed be recovered by Pacific. Because Pacific

allocates equal onnts of shared and common costs to each access

line, the pricing ".exibili ty window is identical across all of

Pacific's service t,~ ritories. ORA's subsidy mechanism and

pricing flexibility p posals would provide a minimum revenue

stream for Pacific it t TSLRIC. And, Pacific's maximum revenue

stream would be cap)ed at SLRIC plus a reasonable proportion of

shared and common C)sts.

27. D.96-03·-020 a" 650
28. D.96-02-060 a' 66.
29. Based on ALJ'; 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.

44. ORA concurs with that the LECs'

statewide average rates must rem 'n in place for the present and

until relevant cost studies by rel ~ant geographic region have

been completed and approved. 27 The . indicated that it

,.... shall coordinc te with the ongoing work in companion

proceedings [i.e" the OANO, Universal rvice, and NRF] and

subsequently deternine a procedural sched e for the preparation,

review, and approve '1 of cost and tJrJ.ce stud s which can be used

for the adoption 0: geographically deaveraged ates.,,28 ORA

believes the approlriate proceeding to address

be the OAND procee, ing. 29 ORA urges the Commiss~ n to promptly

(Ji'!Qotnote eontinl:le3 en next page)
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r set a l'reeee'tlral screel:11e in ~he OMID pI:: oeeeeing . ~o aedrese these

is!ll:1es.

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

45. In its porition paper filed in this proceeding, DRA
proposed that busiht"sS customers not be subsidized. 30 ORA
maintains this posit ion. If the Commission decides to subsidize
business service, DHA believes the subsidies should be limited to
truly high cost are,lS. In that scenario, ORA recommends a
subsidy mechanism smilar to that proposed for residential
service with minorlodifications, as explained in detail below:

A. Benchmark Zme and High Cost Areas

46. ORA propo;es that the benchmark zone for business
service be the one Nith the highest TSLRIC cost which does not
exceed $51.10. Hig1 cost areas would be identified as those
zones in which the rSLRIC is above the TSLRIC of the benchmark
zone. The $51.10 :t3.te is the current 1MB rate ($45.10) plus EUCL
($6.00) for Contel <>1hich is currently the highest 1MB rate in
California.

:r-1(.f'QQt;.:no.t;.e-Gontinuec[ from previous page)

However, the . n recognized the importance of geographic
rate deaveraging in a com " environment and the need to
develop appropriatt~ geographically e costs to support
such a pricing pol cy for the LECs' retail and w service
of:ferin~a. (D. 96'3 626 at 66:) :=J.
30. ORA'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 betw~en TSLRIC of the respective zone less TSLRIC
of the benchmark Z01.e. The same subsidy amount should be
available to all certificated carriers of last resort, and
applicable to all b~siness 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 Commissionn the OAND proceeding.

C. Offsets

48. Similar to residential service, the EUCL is assessed on
the 1MB to reimbune LECs for a portion of their interstate
costs. Under the fCC'S direction, different EUCLs are assessed
by different LECs, and different EUCLs are assessed on single and
multi-line businesl service of the same LEC. DRA proposes that
each LEC offset tht ir monthly statement submitted to the
California high COHt voucher fund by the amount of EUCL which
differs from $6.00 per line. That is, each LEC should file
additional claims fits EUCL is less than $6.00 per line.
Correspondingly, e lch 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, ORA is unable to estimate subsidies required
for business servi ;es at this time.

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

50. Using th= March 26, 1996 outputs from the CPM, DRA
estimates the cost for providing universal service for
residential custo~=rs throughout the state to be approximately

3 - 26



$850 million. (Tablf 3.6.) If the Commission adopts the" CPM as

modified by DRA's r~commendations discussed in this report, the
funding requirement for subsidizing residential services would be

other elements . *
reduced. Due to th' lack of ~1; data for ~fte.9:9:=s~-\E;l;ees, DRA
provides hypothetic \1 numbers to demonstrate the calculation of
total subsidy requi "ement for the high cost voucher fund as shown

below:

0 Residentiil Service (lMR and 1FR) $850 million

0 Business Service (1MB) $7 million

0 Health, Ejucation and Libraries $100 million

0 Interstate USF and CCLC (reduction) ($300 million)

0 AdministJative cost $15 million

Tote 1 $672 million

51. DRA estinates the administrative cost for the
-California high COft voucher fund to be 1.5% of the total
required subsidies ($850 + $7 + $100 million). This percentage
is based on the Nat 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 SUp')Ort Material, DA 96-263, released February 29,
1996 and under aut iO('lty of the FCC's Special Permissjon 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 is approximately 1.35% of total access
revenues. (Table j. 7 . ) ORA believes that the administrator for
the California hig1 cost voucher fund will have responsibilities
similar to NECA Table 3.8,) The California high cost voucher
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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, ORA cncreased 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 t:lecommunications service providers contribute
to the high cost vClcher fund. 31 The Commission also proposed
that a surcharge be assessed based on all of a carrier's
transmission path revenues less access payments to other
carriers. ORA supr:)rted the Commission's proposals in its
September I, 1996 Cpening comments. 32 In Resolution 15799

issued on November 21, 1995, the Commission approved a new
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. USJng this $12.5 billion billing base, ORA
estimates the carr er surcharge for the support of the California
high cost voucher Qnd to be approximately 6.5%. (Table 3.9.)

X. [Q.10] How shouJd the funding mechanism for Universal Service
account for the exJ.sting structure of implicit subsidies, and
should the subsidy amounts flow to the existing local exchange
carriers before ra1e deaveraging or rate rebalancing takes place?

53" As discusl;ed in Section VII. ORA proposes that the
Universal Service ;ubsidy be offset by the EUCL, the interstate
USF and the inters! ate CCLC. ORA recommends that the existing
implicit subsidies to basic services from other competitive LEC
services, part.icul krly Yellow Pages, should be excluded from the
subsidy offset (' ..~l·ulation. Rather than use net revenues from
other services as " direct offset to the universal service
subsidy, ORA propOles that the LECs use those revenues to recover

31. The Unive:"-f.;a i. ~.arvh:e OIR/OI I, proposed rule 6. F .
32. ORA's Septemb~r I" 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 BNF services and other

services which DRA lroposes 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' unbun ned BNF services at issue in the concurrent

OAND proceeding.

r54. 15 sUffiffiary Da~ reeeffiffie5ds that rates for the LSCs!
ndled BNF servi:es be set at TSLRIC with no mark-up or

cont . ution for th.~ recovery of the .LECs' shared and common

costs. his allows price floors for basic services to be set at

TSLRIC, iscussel in Section VII, with zero contribution being

imputed from e unmndled BNF services, which DRA views as the

monopoly buildin b,ocks for purposes of the imputation

requirement for bas Setting rates. for unbundled BNF

services at TSLRIC <ee s prices of inputs purchased by CLCs from

the LEes low; hence raging competitive entry and greater

utilization of the ~ECsi fa 'lities.
"",",

A. Commission's Imputation Re irement

55. The Commission's current impu~ tion rule was adopted in

the IRD Decision ([.94-09-065). This rul requires the LECs to

impute in the pricE floors for their bundled etail services any

contribution the LE:s derive in the tariff rate for "essential

services" or IImonoF:>ly building block" components

bundled services Jnder the present rule, "contribut'on" is

derived by subtracting the tariff rate of the monopoly ilding

block from its Ions: run incremental cost (LRIC). The

Commission's currert imputation requirement is summarized in ~

f 0 11owi fig e qu-a-t-:i-en-f
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1- (1) Price Flee:'(BS) - LRIC(BS) ~ Centributiefi(MBB~,-

Contributi >n(MBB} = Tariff(MBB} - LRIC(MBB}

(BS) represelts any bundled service, (MBB) is the monopoly

building lock, and Tariff (MBB) is the tariff rate of the MBB.

(D . 94 - 09 - 0 I pp. 2 L2 - 214 .. )

56. As in Section VII, DRA recommends that a

statewide price for basic services be set based on the

TSLRIC of the benc .mark zone, as derived from the adopted proxy

cost model. DRA's p ice floor proposal for basic services

follows the imputation rule set forth in the IRD decision, except

that DRA recommendE the ommission change the costing standard

from LRIC to TSLRI( r to conform with the Commission-

adopted costing methodology '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 bl havior by incu ent LECs, particularly during

the initial stages of competition in the local exchange market.

Rather, DRA' s prop.lsal to set price f ors for bundled basic
":\

'~retail} services-' equal to the TSLRIC of the bundled services

lS premised on the imput.ation of ibution from any

"essential service or "monopoly building ck" that could

arguably be consid~red as necessary for the er carriers'

(i.e, CLCs') prov sioning of competing retail

33. DRA's proposal in this report is limited to the foll
bundled basic retail services: residential flat rate, resi ntial
measured rate, Lifeline flat and measured, and business meas red
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,
i996.
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(3) :t'I ice PloOJ i'15asic Sel v ice) TSLRIC(Basie Service+-+

Contribution (MBB)

whe e Contribution (rIBB) = o.

57. The unbund ing of the LECs I network i·s currently under

consider ion in th. OAND proceeding. DRA expects that the

Commission ill spe, ify in that proceeding an initial set of

basic networ funct ons (BNFs) the LECs would be required to

unbundle and 0 is separate tariffed services to other

competing carrie Decision 96-03-020 in Phase II of the Local

Competition procee .ng found that these unbundled services would

initially retain mOl oly characteristics and appropriately

classified them as ~at ory I services. (0.96-03-020, pp. 54

55.) Thus, the unblndle BNF services should be considered

essential services ,r mono oly building blocks for purposes of

the imputation requ rement.

58. Consistent with ORA's p oposal to price unbundled BNF

services at TSLRIC, ORA recommends that the LEe impute zero

contribution from t Ie unbundled BNF ervices into the price

floors for bundled )asic (retail) ser ·ces. 34 That is,

(4) Price Floc (Basic Service) = TSL C(Basic Service) +
Con ribution(BNF)

where Contribution(~NF) = Oi hence,

(5) Contribu .ion(BNF) = Tariff (BNF)

= Tariff (BNF)o( 6 )

34. Although the p:.icing of unbundled BNF services is the
issues proposed for the OAND evidentiary hearings (see 5,
1996, ALJ Ruling in the OAND proceeding), DRA addresses the iisue
in this report becalse of its implications on ORA's subsidy and"
price floer-pr:oposa Ls-4n tHe instant proeeea±ftg. ._~
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':FSLRIC(BNF)':Fa! iff (EtiP)(7)

IRearranging terms in equation (6) above results in the following:

---l
59. DRA recogrizes that pricing unbundled BNF services at
TSLRIC means that these services would not be contributing
towards the recovel ~y 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.95-12-016 in
the OAND proceedins, 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

. 'd b ..' 35costs 1S conSl eree to e a pr1c1ng 1ssue.

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

(

35. See August 23 1995, Consensus Costing Principles/Basic
Network Functions: OAND Cost Methodology Workshops ("Consensus
Document"), adoptei by the Commission in D.95-1~·'016. Common
costs may be distilguished from "overhead" costs and "common
overhead" cost. C)mmon costs refer to costs that a LEC incurs by
being in business ind which can only be avoided if the company
ceases operations ind goes out of business. Costs often called
overhead costs ma'y be included in TSLRIC studies if those costs
are caused by the jecision to offer a particular service. As per
the Consensus Docunent, p. 4, "no costs shall be assumed to be
volume-insensitive ~ common cost on the basis of its
accounting treatme 1.t. " Corporate costs are generally considered
as part of common Jverhead costs .
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services. 36 DRA no,es that Section 728.2 of the P.U. Code
allows the Commissi)n to determine that Yellow Pages revenues may
be used as an offse, to the LECs' shared and common costs not
recovered via the TSLRIC-based rates for their unbundled BNF
services. In parti.:ular, Section 728.2 (a) allows the Commission
to "consider revenues 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.) t'eR:,\, 0 filrefleeal effeeei....el". we\:l:lel eeJl!e iftEe
ae8Q'lpt yellow Pages revenues in setting rates for unbundled BNF
services rather tha~treating those teveIltieO iii a source of J
o1:lBoieies {gr b•• i., ~&rujGes . ).

61. The LECs' other competitive and discretionary Category
II services are fmther sources of contribution for the recovery
of the LECs r sharer and common costs. FIn efte ease ef resiEieHtia;I,
____. C'. services (anc business services to the extent they would be
subject to i:ersal Service subsidy), DRA's pricing
flexibility proposel se serv~ces (as discussed in Section

~

VII), would allow he LECs to pr1C basic services up to a
price ceiling refl' cting some contribution to hared and
cOmHIon GOstli.

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 0: the small and mid-size LECs, other explicit
subsidies such as :he current Settlements/Transition Payments, to
the extent that th,~y are retained, would also be additional
sources of revenue3 for these LECs' recovery of their respective
shared and common :osts.
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approximately [ ] per year. 37 The validity and

reasonableness of t1is amount is still contentious in the OAND
proceeding as per tne April 3, 1996, opening comments filed by

parties in that prc:=eeding. 38 Pacific's net revenues (after

taxes) from Yellow Pages amount to approximately [ .......•.... l
in 1995. 39 This represents 16\ of the [ ......•....• l total

shared and common costs reported by Pacific in OAND. DRA

considers Pacific'f Yellow Pages net revenues to be reasonably

sufficient to reco~er the shared and common costs associated with

its unbundled BNF fervices.r;aiea Paeifie waHle net ee able to

d ' 1 recover fI om these services if they are priced at
DR'~~c(mmends 40

63. Implement ng DRA's pricing "lity proposal for

Pacific's basic se:vices would enable Pacific to r recover

37. See Pacific's OAND Exhibits and Workpapers, Miscellaneous
Binder, Tab 5, Sha:-ed and Common Costs, submitted on January 31,
1996

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, 18i 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 annualized amount of the [. l that
Pacific reported i.n 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 monitori.ng report requirements under NRF.

(40~ • s;milor eHe~le ~!~~: ~~ :~::~:;~d ~ 8~C siftee ~t
\has not presented 'an es ~ C on costs in the 1
eAND ~re~88Q~A9 t( date.
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Pacific services up to a price ceiling
which reflects a [ ..... ] per rk-up above TSLRIC, Pacific

41would have the opportunity to recover up to ..... ]
cofttri~~tioft towards' e

shows th~ Pacific c:>uld 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 ser~ices.

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 [ ], in the aggregate, for
various Category I al1d Category II services (excluding basic
access services) in L995. (See Table 3.10.)42 DRA believes
that this amount is:tlready net of a substantial portion of the
total shared and COIT110n costs Pacific reported in OANO, except
for common overhead :osts not included in a DEC calculation.
Even adjusting for F~tential losses in market shares and price

Gil:. Se. Tel=J1 e 3.5 !nd 'fable 3.6 disctls!led in Section VII. The
total amount of [ ~ l ic deriv8Q as foJlows: [ ....•.•..__________________~._r ~.TT.T •••••••••••••••••• ]. ~j

42. As shown in Tal::le 3,1(), it appears that certain Category II
services (i.e" High Speed digital Private Line and Low Speed
Privat.e Line) are pr iced such that their revenues are not
sufficient to cover JEC. 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 Commission to further investigate this issue and
possibly require the LECs to reset their rates for the affected
services to be more i..n line with their costs.
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decreases as competiion 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. P:repeeale Balimee t:fte Iftt:erest-s of Rat-epa,ere, t-he eLCs,
and the LEes.

6S DRA's imput ition and price floor proposals for basic

enefit rati~payers because the price floor for bundled

basic reta service will be lower than what would result if

rom uniuundled -BNF services is otherwise imputed in

the price floor for hese bundled services. Allowing the

incumbent LECs th f exibility to price basic services down to

relatively lower pr~'e floors affords ratepayers the benefit of

more potential price ~mpetition in the market. The LECs, in

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

to rates offered by ompet g carriers

66 DRA's propo; al protect basic service customers from

price gouging by the incumbent LE As discussed in Section

VII, DRA recommends hat the Commis 'on adopt a price ceiling for

basic services based on some "mark ",.J.p'i>~ver the TSLRIC for the

benchmark zone. Impc sing such a price ceiling essentially

constrains the incuml ent LECs' ability to ke advantage of

customers' relativel' inelastic demand for b ic services by

loading a disproport onate amount of contributi n for the

recovery of shared aId common costs onto these s~ices.

67. Pricing of \ nbundled BNF services at TSLRI~l
encourage competitivE entry into the local exchange mark~ It

allows competing car:iers (CLCs) to purchase from the incumbent

LECs unbundled network functionalities or BNF services at th~,.
lowest price possiblE, thereby minimizing the potential for

~s-t:0--p-r-i-e-e-squeez-f. their eompetitoI. S Ottt of the retail

3 - 36



\- er-v-i€es-market, To the exteat tHat eeHtpetia!J carriers require

LEC's unbundled3NF services as inputs into their retail

serv'ces, pricing th~se inputs above TSLRIC would increase the

costs 0 these carri~rs and make it more difficult for them to

ith the inclrnbent LECs in the retail market.

68, e LECs charge CLCs inflated rates for the BNF

inputs (by re 'ring a mark-up to reflect contribution to shared

and common costs t~e result may be uneconomic CLC investments

in duplicate facil tles to bypass the LECs' networks. Setting

prices for the LECs' nbundled BNF services at TSLRIC sends the

right signal to the na et that only efficient facilities-based

carriers, whose TSLF'[C c ts for equivalent BNF services are

lower than the LECs, shoul in such facilities. Greater

utilization of the i~curnbent networks is also encouraged to

the extent that it mic for the LECs' competitors to

purchase BNF inputs :rom the LEC rather than build their own

facilities"

69. Under DRA'E imputation and pr e floor proposals, the

LECs' are afforded a~ opportunity to rec ~er the total costs they

incur as a company. Although DRA's propos would limit the

Universal Service s'lJosi.dy to the recovery of he LECs' TSLRICs

for basic services Jffset by the EUCL, the Fe ral USF, and the

CCLC), DRA also reccnmends that the LECs be allo the

flexibility to pricE basic services up to a price iling; thus,

giving them the oppcrtunity to recover their shared and common
\

costs (See discuSE Lon. in Sectim VIIi 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 servic es, 'without bUilding contribution into the

~riGeg of thebe ~WFGervices-directly,
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C. JurisdictioDn3.l Cost Separations

70. ORA's impu:ation and price floor proposals for basic

services take into iccount that the TSLRIC cost studies Pacific

and GTEC have submi:ted in the OAND proceeding, as well as the

Cost Proxy Model (C!;)M) results Pacific has presented in the

instant proceeding, are all reflective of total company costs.

These cost studies !enerally 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. ORA fur:her understands that no jurisdictional

separations or allc:::ations were performed on various capital and

expense accounts prLor 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 ':or unbundled BNF services, using these

TSLRICs in setting ~alifornia rates for such services could be

perceived as settin.~ rates which implicitly have contribution

built into them. C)ntribution, 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. 43 One

could argue that th~ total company TSLRIC-based rates for these

BNF services should be offset by some amount reflecting allocated

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