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On Friday, March 14, 1997, Rex Mitchell and Nancy Lubamersky of Pacific Bell and
Nancy Woolf and I of Pacific Telesis met to discuss the attached material with:

- Jim Coltharp (Legal Advisor to the Commissioner Quello)
- Kathleen Levitz (Deputy Bureau Chief of the Common Carrier Bureau), Tim

Peterson (Common Carrier Bureau and Katherine Schroder (Competitive
Pricing Division)
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Any Integrated Solution Must Ensure Full Recovery
of Costs Allocated to the Interstate Jurisdiction

• LEC access prices are based on the costs allocated to the
interstate jurisdiction by the separations process and must
be recovered

• If interstate access prices are reduced, then some
alternative means of cost recovery must take its place

- One method, which we favor, is to increase the single­
line SLC in combination with an appropriately sized
Universal Service Fund

• Until separations reform, the determination of full and
proper cost recovery must be made in the access reform
proceeding

t
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Overall "Compromise" Solution Proposal

• A "compromise" solution should maximize benefits for
consumers and competition

-+ Lower access charges

-+ Preserve universal service and affordable residential
basic rates in all geographic areas

-+ Encourage competition and investment in all areas,
rather than just in low cost/high revenue areas
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"Compromise" Solution Details

Solution Elements Description Benefits PB Impact

• Significant • Switched access prices • Should lower long distance • $0.01 per
Access Price are "pegged" to an prices for consumers minute
Reductions industry average of $0.01 • Stimulates competition and • $295M

per minute investment revenue
• No company's access reduction

charges should be forced
below $0.01 until
geographic deaveraging
of all elements is
implemented

• Per-Line Charge • SLC on single line end- • Reduces the subsidy • $1.00 per line
users increased by $1.00 burden on heavy toll users mcrease

Preferred Option: per line • Minimizes market • $125M
Modest Per-Line distortion - cost causer
Charge (SLC) pays
Increase • Minimizes uneconomic

arbitrage opportunities

Pacific Bell- March 13 & 14, 1997
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"Compromise" Solution Details

Solution Elements Description Benefits PBlmpact

• Per-Line Charge • Per-line charge billed to • Reduces the subsidy • $0.70 per
IXCs on a presubscribed burden on heavy toll presubscribed

Back-up Options: line basis users line
Modest Residual • IXCs may pass through • Minimizes uneconomic • $12SM est.
Per-Line Charge per-line charges to their arbitrage opportunities revenue

presubscribed end-users • Per-line NTS recovery is increase
• Residual per-line charge widely supported

applies to unbundled loops
• Appropriately • $20 affordability • Competition and • $170 to

Sized Universal benchmark investment encouraged in $240M est.
Service Fund • $7.3B interstate USF high cost areas net receipts

• Net Receipts from the • Greater choice of
interstate fund are providers for high cost
available to offset NTS customers
cost recovery (Le. access • Preserves low basic rates
prices reductions) everywhere

• Does not include education
or health care

• Impact ofoverall compromise solution would be revenue neutral on day one
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A Per-Line Charge is a Step in the Right
Direction

• Subsidy recovered through a per-line charge is superior to
subsidy recovered through a usage charge

The subsidy burden on heavy toll users is reduced

- The per-line charge is spread more evenly across
customers

- The per-line charge is more closely aligned with how
NTS costs are incurred

Pacific Bell - March 13 & 14, 1997 6
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Universal Service Should be a Significant Part of
Any Integrated Solution

• Subsidy to high cost areas must be specifically provided

Implicit subsidies will be reduced

Technology is assisting high volume, low cost areas but not high cost
areas

• Only the Universal Service solution addresses geographic variations in costs

Geographic cost differences are enormous for loops. In one wirecenter
in California (Chico), loop costs vary from $24 to $128.

With usage charges, high usage customers subsidize low usage
customers

With a residual per-line charge, urban customers (particularly business
customers) will continue to subsidize rural customers

• Universal Service is competitively neutral

Funds are collected from all telecommunications providers

Subsidy payments are available to any carrier serving high cost areas
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Subsidy Should Be Recovered From
Unbundled Loops

• Universal service is at risk if a per-line charge is avoidable

- As long as subsidy support remains in access charges
(e.g., per-line charge), the same subsidy should apply
to unbundled loops

- Otherwise, real support for universal service will
diminish as CLCs choose unbundled loops to serve
customers in order to avoid the per-line charge

Pacific Bell - March 13 & 14, 1997 8



The Same Rates Should Apply to Functionally
Equivalent Services

• The Act precludes carriers from charging different rates for
functionally equivalent or "like" services

- Unbundled loops and retail exchange lines provide the
same functionality, whether purchased as unbundled
elements or access lines

- The same per-line charge should apply to unbundled
loops and presubscribed lines

Pacific Bell - March 13 & 14, 1997 9



The Introduction and Expansion of Competition
Makes Regulatory Relief an Imperative

• The introduction of local competition demands regulatory
relief (i.e., pricing flexibility)

• The existence of intense competition in California is
justification for further regulatory relief (i.e., removal of
services/geographies from price caps)
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Phase 1 Proposal - Pricing Flexibility

• Trigger: Interconnection Agreement or Statement of
Generally Available Terms (SGAT)

• Elements of Phase 1 pricing flexibility:

- Simplified price cap structure

- Term and volume discounts

- Contracts

- Geographic deaveraging

- New services treatment

• Benefit: Increases customers' options
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Phase 2 - Removal of Services from
Price Cap Regulation

• Trigger: Substantial competition has been demonstrated
at the wire center level

- Unbundled elements have been purchased

- Minutes are exchanged

• Elements of Phase 2:

- Remove competitive services and geographic areas
from price cap regulation

• Benefit: Encourages innovation and investment
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Removal of Competitive Services/Geographies
From Price Caps

• Requires one time adjustment to PCls and SBls

• Will not increase headroom for services and/or
geographies still subject to price caps

• Customers remaining in price caps will not be harmed

Pacific Bell - March 13 & 14, 1997 13
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USTA Industry Summary ofAccess Competition
as of February 13, 1997(1)

Industry Pacific Bell % of Total
Industry

Access Lines 143M 15M 10%

Number of Competitive Networks 326 28 9%

N umber of Colocation Cages or 912 208 23%
Virtual Equivalents

Number of Cross-Connects
DS1 Equivalents 111,193 20,701 19%
DSO Equivalents 4,301 1,870 43%

Number of Local Interconnection
Trunks 140,986 20,704 14%

Number of CLEC NXX Codes(2)
2,466 548 22%

(I) Other than the number of access lines & CLEC NXX codes, Ameritech data is not included.
(2) Number of NXX codes is provided by the BeIlcore Traffic Routing Administrator.
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Alternative Switching and Transport Abound
Metropolitan Area Competitive Fiber Buildings Local NXXCodes Collocation Cross- Local

Fiber Miles On-Net Switching Opened Cages Connects Interconnection
Networks Capability DSI Trunks

Equiv.
(Est.) (Est.) (doesn't (thru 3/1/97) (thru

include IXC 3/1/97) (thru (thru 2/10/97)
POPs) 3/1/97)

San Diego 6 1,000 336 8 61 32 5,531 3,266

San Francisco 6 1,000 954 6 194 84 9,887 7,105

Los Angeles 8 3,000 486 11 184 32 7,200 6,244

Orange County 5 * * 3 66 25 4,207 1,029
Included Included
In LA In LA

Sacramento 3 320 133 3 27 19 2,958 1,284

All Other 3 100 121 3 97 16 934 3,571

Tolal Serving Area 31 5,420 + 2,030+ 35 629 208 30,717 22,500

Volume increase due to new Market Research and actuals
Does not include wireless or IXC backbone networks

1
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Competition in Pacific Bell's Service Areas
is Robust and Growing

In just the pastyear....

• PB lost 10% Hicap market share in both the SF & LA regions, down to
55%

• NXX code openings grew 260% from 176 to 629

• Colocation cages doubled from 106 to 208

• The number ofcross-connects grew 270% from 8,300 DS 1
Equivalents to 30,717 DS 1 Equivalents

• 78 companies have been granted authority to offer local service in
California and an additional 38 are pending approval

• 22,500 Local Interconnection trunks have been installed and PB is now
exchanging over 115M MODs monthly with 8 different CLCs

• PB processed 15,000 resale orders in the past two weeks

Pacific Bell - March 13 & 14, 1997 16



Competitive Access Provider Activity
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The Promise of the Telecommunications
Act is Deregulation

• Degree of regulation should be commensurate with the
level of competitive alternatives in a relevant market

• Contract-based tariffs and rate structure flexibility will
foster more robust, competitive markets with maximum
consumer benefits

• "Compromise" solution should include preservation of
Universal Service supported by all providers and
customers and lower, more cost-based access charges
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The ~\all street Journal
March 4, 1997

The accelerated capital spending wlli
contribute to " significant decl1ne In first­

I quarter earnings, to the 70-eents-a-share
: range, Mr. Walter indicated, down from
I the 9D-eents-a-share earned in' the first
• quarter last year. WhIle not making that
· direct comparison, he said first-quarter
I net would be "slightly below - less than

10%" - the 76 cents that AT&T earned in
· the fourth quarter of 1996.
: Moreover, earnings from AT~'i"s core
· long-distance and wireless businesses,
, which translated into S4.06 per share In

1996, will likely fall 8% to 15% In 1997,
, coming in at a range Qf S3.45 to S3.75 per

share, Mr. Walter said.

Attacldng on AIl Fronts .
The decline, moreover, could be even

steeper, AT&T said - perhaps knocking
down earnings for the core business to as
low as $2.45 per share, depending on how

I much the compapy has to spend on market­
Ing new Initiatives, Mr. Walter said. The

! new push. could mean 75 cents to $1 per
share 4t further reductions beyond the .

~

$3.45-to-$3.75 range, he explained.
Mr. Walter made it clear that AT&T Is

going on the attack in all rnarlcets from
local-phone ~ervices dominated by, the

qulckly handed orf to his newly hired No; 2, Baby Bells and GTE Corp. to Internet
Mr. Walter, who fs AT&T's president. Mr. . services; he said he would' personally .

" Walter pledged to attaln $5 to $6 per-share Ioversee the latter_ He also made It clear
earnings by year-end 2001, eompared with that AT&T managers would pay a heavy
S3.47!l share in 1996, which Included losses price for fa1l1ng to meet the company's
from discontinued operations. I targets. .. .

N" Addltl aI La ffs "Achieving best-in-cJassls not negatla-
o on yo seen. ble -itis absolutely Imperative;" Mr. Wal-

Mr. Walter told analysts the cost reduc- ,tersaid. "We're 'going to tie ourcompensa­
tions would ease the earnings blow and ! tion to It. Our jobs depend on it."
would be achieved without any additional
job cuts beyond the 17,000 layoffs an-
nounced in January 1996.

By JOHN J. KELLER
Staff R~porterof THE WALL STREET JOURNAL

BASKING RIOOE, N.J.- AT&T Corp:s
senior brass outlined plans to spend as
much as $9 billion this year expanding the
AT&T network Into new markets, hurting
shQrt-tenn profit In an effort to position the
CQmpany for major earnings gains in
fiye years. .

At the same time, officials said com­
pany managers have been told to cut" $2.6

billion In costs
over the next two
years. The reduc­
tions will come
from already­
announced job
cuts and other
moves, including
overhauIlng long­
distance market­
Ing and revamp­
ing AT&T's exten­
sive real-estate
holdings_ .

John R. Walter The. strategy,
ouWned in a brief­

Ing by Chairman Robert E. ADen and his
designated heir, John R. Walter, who was

: _meeting Wall Street analysts for the first
. time as an AT&T executive, wasn't re-'

.eeived well by the markets. AT&T shares
-:drftpped 7.5% to $36.875, down 13, in com­

posite trading yesterday on the New York
.Stack Exchange., .
. . But analysts at the company's two-day
briefing here seemed heartened by the
candor of AT&T executives In explaining
:their strategy, notwithstanding the high
costs of executing It.

:--AT&T Plans $9 Billion Outlay This Year
:'" To Expand Its'Network to New Markets
,. - . j .- The Investments, which mark an in-

Stock Falls 7.5% on Forecast· creaseofalmost50foaboveAT&T'snonnai
, 'capital spending, come as AT&T targets

That Short-Term Profit the Baby Bells' local-phone markets and

Well· B Hurt bests rlvalInternetservices. Thespendlng"w1ll
1 e yO:put Increasing strain on our financial

:performance," but should '.'pulAT&T on a
path for powerful growth," Mr. Allen told
analysts.

Mr. Allen, after opening the session,



The blunt forecast and two-fisted pos­
ture were part of an errort to rebuild

\ • AT&T's credibility on Wall Street. The
company has lost almost two points of
market share in the past year to competi­
tors ranging from MCI Communlcations

, Corp. and Sprint Corp. to simple "dial­
, around" carriers that AT&T customers

can use to bypass the 'incumbent carrier
by pressing a few buttons. .'

But the prospect of further spending .
and looming competition from the Bells
and others is likely to further hurt AT&T's
short-term prospects. Many analysts may
continue to regard the.company's stock
with little enthusiasm until Mr. Walterand
AT&T begin to tum things around.·

Jaclt B. Grubman, analyst at Salomon
Brothers Inc., called Mr. Walter's forecast
of AT&T's spending and near-term earn­
Ings "the most candid assessment of
AT&T's financial performance since its
1984 breakup. It But Mr. Grubman said he
remains pessimistic, adding that the com­
pany will be increasing its investments at
the same time as competition continues to
increase. "The issue is simple," Mr. Grub­
man said. "What we know with some
degree of certainty is that the next two or
three years are going to' be tougher.
can they get to their financial goals in year
five?"

In January, Mr. Grubman cut his 1997
earnings estimate to 53 a share. Yester­
day, he reduced the estimate again, to
$2.55 per share. "The earnings dilution in
the core business is bigger than any of us
thought," he said. .

A!~T's audacious spending will in its
".

first stages inciude the totai re$ale of the
Bells' services, including the use of the
Belis' network facilities, in milch of the
country as it seeks to convert ',the Bells'
local phone customers to its own local
service. "It's very important for us to get
in quickly," said Gail McGovern, execu­
tive vice president of AT&T's Consumer
Markets. "Our customers want a single bill
and we'll do what we have to to deliver
that."

Long-term AT&T will resell portions of
the Bell network, at a greatly reduced cost,
build its base of local customers and then
use this ~ foundation to fund its own con-'
struetion of additional network switching
and transmission facilities, AT&T execu-
tives said. ' . ,

. In the corporate market, AT&T has
begun offering Digital Link, a service that

connects AT&T business customers di- will scale backsignificantly the practice of
recUy to the AT&T network and lets them sending checks to long-d~tance custo~~

make outbound local calls, bypassing the and will replace that with a less-expeos'\'e
Bells. Currently Digital Link is accessible . loyalty program In which' cus~mei's;are
to ,60% ,of, the nation, according to. Jeff' r~.withfree Iong-distan~ seilke
WeItzen, AT&T's auslpess JdB,rkets exeC1J~ :",(01: staying with AT&T.' , .' '~,' ' >:
:~ve vl~ pl'e$ld~nt.)~y the end.of the ye8!~;:' :'" :"BYJts,:p~ntation AT&T relnf!ri:I!d
·~us~•.~tomers·'will' be able 19 '~t· ,~t,~~.~~'.a:~ of power In the orgiqJia-
inbound calis as wen, dell\!ered by the:. .tlon .:'~ '.,'In4 good management delltlt...
AT&T J1etWo~'riot only boosting' ATtir{,.. ·'Said.~.Aust, an ,analyst itCl~
revenue but cuttingdts siZ!lble, acceSS . secpritl¢! 1Dc. ~uthe.sald, "There 1S:$£liI

. payments to the *llsJor:conn~tlngcalis, ,m.aJ~" ~~ty,as to whether they·cin
.:-'.' .. .:'," " .,...' capture :.lOca1customers ' and, whether

A'tcan hlfa big Part of thecol,lDlry they're~'d.ndent on whit maY:Fn
'with relatively little in the way of Its own but o,to :'be'..a:.very fragile ntaI'U~
network facUlties.' The BeUs' 22,OOOtheme~~~,.~::<::':" , . ", :,~;~
switches dwarf AT&T's rougbly 140; Bu -AT&T wpI have to go for a ~ve
only about 1,200 of those Bell switches pre-emptive strike in the local marke.J·U;it
handle M of local traffic, estimated JOM 'is to appropriatelY stun the Bells and 2lher
Petrillo AT&T's stra ehlef. , local rivals seeldngits long-distance ;CIi-

ean e, en ng up ents. Mr. Petrillo said GTE and Soutbe1n
its own system. 'Frank lanna, president of' .New.EngIanclTelecommUDIeatlons: tnc.
the AT&T network, said the company dou- have alreadY made sizablelnroads·1nto
bled Its call-handling capacity between' AT&T's 'Iong-distance turf by bundling
1994 and ·1995. And last year, 'when' the their own local8;nd long~tance offerfu.g'S
company spent $6.7 billion on Its network" for customers.: ~., .7." ,
it doubled the capacity of its powerful . "The costs of reacquiring those. ~tis·

signaling network, which tells traffic tamers Is high, higher than It co~t.to

Where to go. . originally acquire them," Mr. Petrillo
, On the cost-cuttlng side, AT&T said it said. :::;


