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I. Qualification and Purpose of Testimony

Q.
PLEASE STATE YOUR NAME, TITLE, AND BUSINESS ADDRESS.

A.
My name is Michael J. Doane.  I am President of PM Industrial Economics.  My business address is Two Embarcadero Center, Suite 1060, San Francisco, CA 94111.

Q.
PLEASE SUMMARIZE YOUR PROFESSIONAL EXPERIENCE AND EDUCATIONAL BACKGROUND.

A.My expertise is in applied microeconomics and econometrics, and I have over sixteen years of consulting experience in regulatory economics.  I have conducted economic research on a variety of antitrust and regulatory issues in network industries, including the electric power, natural gas, oil pipeline, and telecommunications industries.  My research includes econometric analyses of demand; studies of public utility pricing and rate design; analyses of alternative regulatory approaches; cost and productivity measurement; and analyses of competition and industry performance.  Prior to joining PM Industrial Economics, I was Vice President and Principal of Analysis Group Economics, where I managed the firm’s San Francisco office and directed the firm’s energy and telecommunications practice areas.


I have published articles in a number of academic journals, including the Journal of Law & Economics, the Quarterly Journal of Economics, the Journal of Law, Economics & Organization, the Energy Law Journal, and the Hume Papers on Public Policy, among others.  I received my M.A. in Applied Economics from the University of California at Santa Barbara, and my B.A. in Economics from the University of Connecticut.  A copy of my curriculum vitae is attached as Appendix MJD-2.

Q.
WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY?

A.
My testimony discusses GTE Northwest, Incorporated - Washington Operations (“GTE’s”) investment costs that will be stranded as a result of the Telecommunications Act of 1996 (“Act”) and the resulting expected expansion of competition as it affects GTE’s operations, which continue to be regulated.  My testimony describes the economic justification for stranded cost recovery; presents a methodology to measure stranded costs and implements that methodology using data specific to GTE; and describes a mechanism – the Competitive Transition Charge – to allow recovery of such stranded investment.  This framework is further discussed in the attached Yale University School of Management working paper entitled “An Economic Framework for Estimating Stranded Costs and Implementing a System of Recovery Through Competitive Transition Charges,” which I co-authored with Paul W. MacAvoy, David S. Sibley, and Michael A. Williams (see Appendix MJD-3).

Q.
PLEASE SUMMARIZE YOUR TESTIMONY.

A.
With the opening of local phone markets to competition under the Act, GTE and other incumbent local exchange carriers (“ILECs”) will incur stranded costs.  Stranded costs are defined as the current dollar value of prudent investments (i.e., the ratebase) no longer recoverable as a result of a change in policy, e.g., the Act.  Stranded costs are measured as equal to (1) the present value of the ILEC’s expected earnings under fair regulation minus (2) its expected earnings after competitive entry.  Stranded costs may be mitigated by rebalancing retail rates and establishing an explicit, permanent universal service fund (“USF”) that removes all implicit subsidies from retail rates.  To ensure that GTE is not denied an opportunity to earn a fair return on the actual costs of its investments, a competitive transition charge (“CTC”) should be implemented. The CTC would end when GTE recovers its stranded costs and a fair return on those investments.

Stranded cost recovery is beneficial - not harmful - to ratepayers.  As the California Public Utilities Commission has emphasized:  “The CTC provides utility distribution companies with the opportunity to recover past investments . . . they might otherwise not be able to recover in a competitive market.  Recovery of these costs has always been part of [a subscriber’s] rate, but recovered over a longer period and not separately identified.  The CTC merely accelerates the recovery of these investments and costs.”  (See Appendix MJD-4.)  Thus, even if an ILEC recovered 100 percent of its stranded costs, ratepayers would just pay the rates they paid prior to competitive entry.  If the Commission were to deny stranded cost recovery, investors’ willingness to invest in ILECs in Washington likely would be adversely affected.  They would view investments in Washington as having an increased risk, which would cause the cost of capital to increase.  This would raise the cost to an ILEC to provide service, ultimately resulting in higher rates to consumers.

Competition by itself is not the primary cause of stranded costs.  Rather, the primary cause is regulatory policy that constrains the ILEC’s ability to respond to competitive entry.  If regulatory policy rebalances rates to ameliorate cream-skimming opportunities; establishes a sufficient, explicit USF mechanism; and sets compensatory prices for unbundled network elements (“UNEs”) and wholesale services; then stranded costs will be mitigated.  Conversely, if these regulatory policy changes do not occur, stranded costs likely will be large.

Thus, the establishment of UNE prices consistent with section 252(d)(1) of the Act will mitigate stranded costs.  That section of the Act requires that just and reasonable rates for a network element “shall be based on the cost (determined without reference to a rate-of-return or other rate-based proceeding) of providing the . . . network element [and] may include a reasonable profit.”  The term “profit” means something very precise:  on an aggregate basis, the firm covers its total costs and earns a return on its total investments.  In the present case, the set of investments consists of those regulated assets included in the ratebase used by GTE to provide local phone services in Washington.  Thus, a firm does not have the possibility to make a profit unless it can first recover all of its actual costs.  The FCC recognized this fact in paragraph 699 of its First Report and Order, where it stated that there can be no profit unless a firm earns at least “the total revenue required to cover all the costs of [the] firm.”  The firm’s regulated profits cannot be evaluated on a service-by-service or an element-by-element basis.

If an ILEC offered only UNEs and no retail services, then the UNE prices would have to recover its total actual costs, net of avoided retailing expenses, in order to be consistent with section 252(d)(1). Therefore, the only way to evaluate whether a set of UNE prices is consistent with section 252(d)(1) is to determine whether those prices would, if the ILEC sold only UNEs and no retail services, enable the carrier to cover its total actual costs and earn a reasonable profit on a firm-wide basis.  If UNE prices do not enable an ILEC to recover its total actual costs, the firm will be denied the opportunity to earn a reasonable profit on its investments.

“There is no such thing as a free lunch.”  If the Commission were to adopt UNE and wholesale rates that subsidize entry by competitive local exchange carriers (“CLECs”), GTE will not be able to cover its total costs.  For example, if CLECs can acquire UNEs and offer a retail service at a lower price than the corresponding resale price, they will have a profitable arbitrage opportunity.  If entrants exploit such arbitrage opportunities and thereby prevent the ILEC from covering its total costs, the only way for the network to remain in operation would be for ratepayers to cover the resulting deficit.  The required rate increases would match in total dollar amount the contributions siphoned off by CLECs engaged in arbitrage.  (A service’s “contribution” is the difference between its price and its total service long-run incremental cost, TSLRIC.  Note that a service’s TSLRIC can be derived based on the underlying total element long-run incremental costs (“TELRICs”) of the UNEs required to offer that service.)  Thus, any set of UNE and wholesale rates that creates arbitrage opportunities, or otherwise subsidizes CLECs, does so to the detriment of consumers.

There is a congruence of interests between ILECs and ratepayers on the issue of subsidizing CLEC entry.  Both GTE and ratepayers have an economic interest in ensuring that CLECs do not receive subsidized UNE and resale rates.  GTE would incur market share losses to inefficient, subsidized entrants; and ratepayers would incur rate increases to cover the losses caused by CLECs selectively targeting high-margin customers.

The recovery of stranded costs is entirely consistent with the regulatory compact. The regulatory compact has three elements:  (1) regulation of rates, e.g., through rate-of-return or price-cap regulation; (2) regulation of entry; and (3) the imposition of service obligations on the ILEC. Because GTE has operated, and continues to operate, subject to service obligations, such as offering below-cost services and meeting carrier-of-last-resort obligations, it has made investments that would be uneconomic in the absence of regulatory controls on entry by CLECs.  In order to ensure that GTE is not denied the opportunity to earn a fair return on its historical investment costs, GTE must be allowed to recover its stranded costs.



The CTC provides a competitively neutral mechanism for recovering stranded costs.  I present a method for determining GTE’s stranded costs that result from the Act.  The CTC should be collected through a combination of (1) a line charge paid by consumers and (2) a line charge paid by CLECs.  The CTC would be competitively neutral and would not cause consumers’ rates to increase above those that would exist without the Act.

What is the relationship between the CTC and an explicit, competitively neutral USF?  The CTC I propose is related to, but should be distinguished from, an explicit, competitively neutral USF.  The amount of GTE’s stranded costs, and thus the size of the CTC, will be affected by how this Commission addresses universal service.  However, the USF and the CTC are designed to achieve different objectives, with the USF continuing as long as subsidies are maintained, and the CTC ending when GTE recovers its stranded costs plus a fair return on those investments.  As discussed by GTE witness R. Kirk Lee, GTE proposes an interim universal service surcharge to ensure UNE prices are consistent with both section 252(d)(1) in allowing a reasonable profit to be earned, and section 254(f) in ensuring that implicit subsidies be made explicit and funded in a competitively neutral manner.

II.  Stranded Costs and Regulated Industries

Q.
WHAT ARE STRANDED COSTS?

A.
Stranded costs are defined as the current dollar value of prudent investments (or ratebase) no longer recoverable because of a change in policy, e.g., the opening of markets into which entry was previously prevented by franchise limitations.  These previous expenditures are tied to prior regulatory commitments, including universal service obligations, rate structure requirements (e.g., the provision of below-cost services to residential customers), carrier-of-last-resort obligations, and service quality standards.  Therefore, stranded costs represent investments that would have been uneconomic in the absence of a regulatory commitment that protected the opportunity to earn a fair return on invested capital.  In this context, stranded costs can best be understood as a transition payment incurred in introducing competition into a previously regulated industry.  For this reason, I use the terms “stranded costs” and “transition costs” interchangeably.

Q.
HAVE STRANDED COSTS BEEN RECOGNIZED IN OTHER INDUSTRIES EXPERIENCING A TRANSITION FROM REGULATED MONOPOLY TO COMPETITION?

A.
Yes.  The Federal Energy Regulatory Commission and various state regulatory commissions have accepted the principle of stranded cost recovery in the electric and natural gas industries (see Tables One and Two).  In the electric industry, because of regulatory decisions to allow customers to access alternative electric generation sources, incumbent utilities have not been able to recover the actual costs of investments in nuclear power plants and other investments.  In natural gas, because the regulatory agency allowed customers to purchase gas directly from producers, incumbent suppliers have not been able to recover the actual costs of long-term gas purchase contracts.  In both cases, transition costs have been calculated as the difference between (1) the revenues that would have recovered the incumbent’s embedded costs and (2) market determined revenues remaining to the incumbent after entry.

Q.
HAVE OTHER GOVERNMENT BODIES AND SCHOLARS ALSO RECOGNIZED THAT UTILITIES WOULD NOT HAVE UNDERTAKEN THE EXTENSIVE INVESTMENTS REQUIRED TO PROVIDE REGULATED SERVICE WITHOUT THE OPPORTUNITY TO RECOVER THEIR COSTS?

A.
Yes.  As the President’s Council of Economic Advisers noted in 1996:



[T]here is an important difference between regulated and unregulated markets.  Unregulated firms bear the risk of stranded costs but are entitled to high profits if things go unexpectedly well.  In contrast, utilities have been limited to regulated rates, intended to yield no more than a fair return on their investments.  If competition were unexpectedly allowed, utilities would be exposed to low returns without having had the chance to reap the full expected returns in good times, thus denying them the return promised to induce the initial investment.  A strong case therefore can be made for allowing utilities to recover stranded costs where those costs arise from after-the-fact mistakes or changes in regulatory philosophy toward competition, as long as the investments were initially authorized by regulators.



“The regulatory contract,” notes Professor Spulber, “is often justified as a means of mitigating the risks of making large irreversible investments that are faced by regulated utilities.  Customers of utilities gain from such commitments, since efficient levels of investment yield lower costs of service. There is an incentive to honor commitments regarding compensatory rates of return to assure that regulated firms will undertake future investment and that they will maintain their existing capital equipment.”



Cost-of-service regulation of public utilities is based on allowing a utility the opportunity to recover its investment, including a competitive rate of return.  “In the absence of a detailed long-term contract,” argue Professors Laffont and Tirole, “the regulated firm may refrain from investing in the fear that once the investment is in place, the regulator would pay only for variable cost and would not allow the firm to recoup its sunk cost.”



Finally, the President’s Council of Economic Advisers explicitly addressed stranded costs in the context of telecommunications reform in its 1997 report:  “One question in addressing universal service and access charges is whether, after deregulation, the earnings of incumbent telephone companies will suffice to cover the infrastructure costs mandated under prior regulatory regimes.”

Table One

Definition of Transition Costs Adopted by State and

Federal Regulatory Agencies

Agency
Source
Summary

ADVANCE \D 3.0California
ADVANCE \D 3.0CPUC, Decision 95-12-063 (12/20/95) as modified by D.96-01-009 (1/10/96)
ADVANCE \D 3.0“For a particular utility, its transition costs are the net above-market costs associated with its assets, both economic and uneconomic.”  [p. 114]

ADVANCE \D 3.0Three primary sources of transition costs are:  (1) uneconomic utility generating assets (nuclear and other non-nuclear); (2) existing power purchase obligations (QF contracts and wholesale contracts); and (3) regulatory obligations.  [p. 125]

ADVANCE \D 3.0Maine
ADVANCE \D 3.0MPUC, Draft Plan – Docket No. 95-462 (7/19/96)
ADVANCE \D 3.0“Certain costs and obligations incurred by utilities to fulfill their legal obligation to provide electricity service are potentially unrecoverable, or stranded, when Maine’s electric generation markets are opened to retail competition.  These costs and obligations fall into two general categories:  (1) above market fixed costs associated with utility-owned generation plants; and (2) above market costs associated with generation-related contracts, most notably purchased power contracts with QFs.”  [p. 31]

ADVANCE \D 3.0New York
ADVANCE \D 3.0NYPSC, Opinion No. 96-12 (5/20/96) -- Case 94-E-0952 et al.
ADVANCE \D 3.0“Strandable costs are those costs incurred by utilities that may become unrecoverable during the transition from regulation to a competitive market for electricity.”  [p. 46]

Table One

Definition of Transition Costs Adopted by State and

Federal Regulatory Agencies

(continued)

Agency
Source
Summary

ADVANCE \D 3.0Texas
ADVANCE \D 3.0Texas PUC Web Page “Texas PUC Staff Releases Stranded Electric Investment Draft”
ADVANCE \D 3.0“. . . the calculation of costs that electric utilities incurred under regulation that might not be recovered if competition were introduced to Texas.  To estimate these ‘stranded costs’”  [p. 1, ¶1]

FERC
FERC Order No. 636 (4/8/92)
“. . . stranded costs, are costs now incurred by pipelines in connection with their bundled sales services that cannot be directly allocated to customers of the unbundled services.”  [p. 198]

ADVANCE \D 3.0FERC
ADVANCE \D 3.0FERC Order No. 636-A (8/3/92)
ADVANCE \D 3.0“Costs that are now incurred in connection with bundled sales service that cannot be directly assigned to customers of unbundled services, called ‘stranded costs.’”  [p. 336]

ADVANCE \D 3.0FERC
ADVANCE \D 3.0FERC Order No. 888 (4/24/96)
ADVANCE \D 3.0“. . . if customers leave their utilities’ generation systems without paying a share of these [legitimate, prudent and verifiable stranded] costs, the costs will become stranded unless they can be recovered from other customers.”  [p. 457]

Table Two

State and Federal Agencies’ Reasons for

Transition Cost Recovery
Agency
Source
Summary

ADVANCE \D 3.0California
ADVANCE \D 3.0CPUC, Decision 95-12-063 (12/20/95) as modified by D.96-01-009 (1/10/96)
ADVANCE \D 3.0“To ensure the continued financial integrity of the utilities, and give them an opportunity to be vital market participants in the restructured market following the transition, we will allow them to recover completely costs associated with contracts for power and prior regulatory commitments, called regulatory assets.” [p. 111]

ADVANCE \D 3.0California
ADVANCE \D 3.0“CPUC Approves PG&E Interim Competitive Transition Charge” CPUC News (11/26/96)
ADVANCE \D 3.0“Current electric rates, in part, reimburse utilities for their costs of building power plants and buying electricity from other utilities and IPPs to serve their customers.  . . .  To ensure utilities recover these costs during the transition to a competitive electric industry, all utility customers on and after 12/20/95 . . . will pay a competitive transition charge (CTC) until 2002.”  [p. 1, ¶ 2]

ADVANCE \D 3.0California
ADVANCE \D 3.0“CPUC Approves Electric Utility Cost Recovery Plans ...” CPUC News (12/9/96)
ADVANCE \D 3.0“. . . the CPUC today approved PG&E, SCE and SDG&E plans to recover costs that become uneconomic in a competitive market. . . . The Commission approved these expenses as reasonable and they are being recovered in current rates.  In the competitive electric industry California will have by January 1, 1998, these expenses will become uneconomic or ‘stranded costs’ the utilities will be unable to recover in competitive market prices.”  [p. 1, ¶1-2]

Table Two

State and Federal Agencies’ Reasons for

Transition Cost Recovery

(continued)

Agency
Source
Summary

ADVANCE \D 3.0Maine
ADVANCE \D 3.0MPUC, Draft Plan – Docket No. 95-462 (7/19/96)
ADVANCE \D 3.0“Utilities would have a reasonable opportunity to recover generation-related costs stranded as a result of retail access.”  [p. ii]

ADVANCE \D 3.0“Electric utilities should have a reasonable opportunity to recover legitimate and verifiable costs incurred or associated with obligations incurred prior to March 1995 which may be stranded as a result of industry restructuring.”  [p. 33]

ADVANCE \D 3.0Mass.


ADVANCE \D 3.0MDPU, D.P.U. 96-100 
ADVANCE \D 3.0“In D.P.U. 95-30, at 29-31, the Department stated that electric companies should have a reasonable opportunity to recover net, non-mitigable stranded costs, and that companies must take all practicable measures to mitigate such costs.”  [p. 50]

ADVANCE \D 3.0New York
ADVANCE \D 3.0NYPSC, Opinion No. 96-12 (5/20/96) – Case 94-E-0952 et al.
ADVANCE \D 3.0“The recommended decision found that, while a generic decision can address certain aspects of the strandable cost issue, the calculation, the amount to be recovered from ratepayers, and the timing of recovery should be left to individual rate cases or utility specific proceedings that should begin in 1996.”  [p. 46]

ADVANCE \D 3.0FERC
ADVANCE \D 3.0FERC Order No. 636 (4/8/92)
ADVANCE \D 3.0“Stranded costs . . . should be treated like all other prudently incurred costs, and the pipeline should file to recover such costs in a general rate filing under NGA Section 4.”  [p. 198]

Table Two

State and Federal Agencies’ Reasons for

Transition Cost Recovery

(continued)

Agency
Source
Summary

ADVANCE \D 3.0FERC
ADVANCE \D 3.0FERC Order No. 636-A (8/3/92)
ADVANCE \D 3.0“The Commission recognized in Order No. 636 that pipelines may incur certain transition costs as a direct result of implementing the requirements of that order. . . . [S]tranded costs . . . [should] be included for recovery in a general rate case under section 4 of the NGA.”  [p. 336]

ADVANCE \D 3.0FERC
ADVANCE \D 3.0FERC Order No. 888 (4/24/96)
ADVANCE \D 3.0“We reaffirm our preliminary determination that the recovery of legitimate, prudent and verifiable stranded costs should be allowed. . . . We continue to believe that utilities entered into contracts to make wholesale requirements sales under an entirely different regulatory regime  should have an opportunity to recover stranded costs that occur as a result of customers leaving the utilities’ generation systems through Commission-jurisdiction open access tariffs or FPA section 211 orders, in order to reach other power suppliers.”  [p. 465]

ADVANCE \D 3.0“[W]e believe that the recovery of legitimate, prudent and verifiable stranded costs is critical to the successful transition of the electric industry to a competitive, open access environment.”  [p. 468]

III.  The Telecommunications Act of 1996 and

the Local Exchange Market

Q.
HOW DOES THE ACT CREATE A POLICY CHANGE?

A.
The Act substantially opens local exchange markets to competition for the first time.  The Act also establishes the terms and conditions under which incumbent local exchange carriers must discount and then resell their retail service offerings and lease unbundled parts of their networks to competitive local exchange carriers.

Q.
HAS THE COMMISSION RECOGNIZED THE PRESENCE OF COMPETITION FOR LOCAL EXCHANGE SERVICES IN WASHINGTON?

A.
Yes.  In its Eighth Supplemental Order in the docket (dated May 11, 1998), the Commission noted the existence of such local exchange competition in its comment that that “more competition has occurred in urban than in suburban or rural areas.”  (Id. ¶ 61.)  Moreover, the Commission’s comment confirms the occurrence of targeted entry by CLECs, which as discussed in my testimony, is one of the underlying causes of stranded costs.  By focusing their efforts on relatively high-margin customers located in urban areas, and ignoring residential customers located in high-cost rural areas, CLECs have made clear their efforts to cream skim contributions contained in rates to customers located in urban areas.



In its Order, the Commission notes that a “drop in [the ILEC’s] market share raises the unit cost,” so that higher UNE prices may be appropriate.  (Id. ¶ 61.)  However, if the drop in market share is caused by CLECs utilizing UNEs and resale services, then the size of the ILEC’s network is unchanged, so that it would incur no increases in its unit costs.  This conclusion is consistent with the Commission’s finding that “only a decline in the number of loops does have an impact on the unit cost of production.”  (Id. ¶ 61.)  Imposing a higher loop price in response to market share losses resulting from UNE and resale entry would be economically inefficient because it would provide a “price umbrella” under which inefficient, facilities-based CLECs could profitably enter.  Instead, as discussed below, reductions in the ILEC’s market share and, hence, total earnings, caused by UNE and resale entry should be handled through the use of a CTC rather than with higher UNE prices.

Q.
ARE LOCAL EXCHANGE MARKETS WELL PREPARED FOR THE TRANSITION FROM MONOPOLY REGULATION TO COMPETITION?

A.
No.  The current pricing structure of the local exchange industry greatly complicates the transition from monopoly regulation to competition.  The local exchange industry is characterized by a legacy of regulation that mandated rates to achieve a variety of social policy goals and, therefore, regulated rates bear no relation to prices that would be observed in a competitive market.  Since the inception of local phone service, state and federal governments have regulated retail rate structures so as to maintain low basic service rates in order to ensure universal service.  Over time, a greater amount of the cost of basic local phone service has been recovered in charges for other services rather than from customers’ basic local service rates.

Q.
HAS THIS SYSTEM OF FUNDING UNIVERSAL SERVICE BEEN MADE EXPLICIT?

A.
No.  A defining characteristic of this universal service mechanism is its implicit nature.  Rather than financing the provision of below-cost, local service to residential customers using explicit taxes or user charges, state and federal authorities have maintained low rates to preferred classes of customers through the operation of numerous, implicit subsidies in retail rates and access charges paid by long-distance carriers.

Q.
HOW HAVE LOCAL EXCHANGE CARRIERS BEEN ABLE TO MAINTAIN RATE STRUCTURES IN WHICH RATES BORE NO RELATION TO COSTS?

A.
This was possible because regulation largely prevented companies from entering local phone markets and selectively targeting those customers who provided the source of the subsidy funds.  An incumbent carrier undertook an obligation to serve all customers in return for an opportunity to recover and earn a fair return on prudent investment.  The process begins with the regulated company being certified to provide service in a given area, as a single source of supply in order to reduce the total cost of service.  But in acquiring rights not granted to others, the regulated company gives up substantial discretion regarding whom to serve and at what prices.  Indeed, the regulatory agencies have required regulated companies to provide service they would otherwise not have undertaken given the prices they were required to charge.  These prices have been constrained by the requirement that tariffs be submitted to and approved by the regulatory commission.  This “regulatory compact” protected the incumbent carrier’s opportunity to recover and earn a fair (competitive) return on investments that were made to carry out its obligation to serve.

Q.
DOES THE ACT CHANGE THIS SITUATION?

A.
Yes.  The Act enables new entrants easily to target high-margin customers.  For example, new local phone companies have stated their intention to aggressively pursue high-volume business customers and residential customers in low-cost areas, especially those who make a disproportionately large amount of toll calls.  When an incumbent carrier loses such high-margin customers, it cannot continue to maintain low rates to preferred classes of customers.  Moreover, its ability to maintain and upgrade its local network so as to provide services to both retail customers and CLECs is jeopardized.

Q.
WHAT ARE THE IMMEDIATE EFFECTS ON AN INCUMBENT LOCAL EXCHANGE CARRIER OF THE ENTRY ALLOWED BY THE ACT?

A.
The immediate effects are that the incumbent carrier will incur market share losses as entrants selectively target high-margin (i.e., high-value) customers; prices will fall in response to entry; and contribution will fall due to the sale of unbundled network elements (“UNEs”) and resale services to competitors at deeply discounted prices (i.e., prices that do not maintain existing subsidy flows).  All of these factors will contribute to a decline in the incumbent carrier’s earnings and an increase in stranded costs.  Of course, the Washington Utilities and Transportation Commission has the authority to mitigate these adverse effects through rate rebalancing and the establishment of a competitively neutral USF mechanism.

Q.
WHY IS IT IMPORTANT TO CONSIDER THE DECLINE IN THE INCUMBENT CARRIER’S EARNINGS?

A.
Under the regulatory compact, regulation is “fair” if it allows the incumbent carrier the opportunity to earn a competitive return on its invested capital and recover its prudently incurred investments.
  This enables the regulated firm to meet required terms and conditions of service in order to satisfy stated social policy goals, including the provision of below-cost residential service.  The regulated firm is allowed to earn revenues equal to operating costs plus an amount equal to that year’s depreciation expense and a fair return on the remaining book value.  Therefore, the regulated firm’s earnings equal revenues minus operating costs (adjusted for taxes).  Under the regulatory compact, the regulator approves a rate of depreciation and a return on capital such that the present value of earnings under regulation just equals the ratebase, given the firm’s cost of capital.



In actual practice, the realized rate of return can differ from the allowed rate of return as a result of random changes in the business cycle, demand conditions, and other exogenous events.  However, if the regulated firm is to be provided with a fair chance of earning a competitive return on capital, the expected result must be a rate of return on investment equal to the cost of capital.

Q.
IF THE ACT CAUSES AN INCUMBENT CARRIER’S DISCOUNTED EARNINGS TO DECLINE SYSTEMATICALLY, WILL THE CARRIER BE ABLE TO RECOVER AND EARN A FAIR RETURN ON ITS INVESTED CAPITAL?

A.
No.  The introduction of competition systematically reduces the incumbent firm’s earnings.  Thus, the transition cost payment necessary to maintain the regulatory compact equals (1) the present value of the incumbent firm’s expected earnings under franchise regulation minus (2) the expected earnings after entry.  Since the former equals the firm’s ratebase at the start of competition, the transition cost payment can be thought of as the “write down” of the ratebase necessary for the firm to earn its cost of capital on a going-forward basis.  In other words, it represents the undepreciated balance of its facilities no longer recoverable as a result of the Act.  Thus, this reduction in the regulated firm’s earnings causes an “asset impairment” equal to the value of investments that would have been uneconomic in the absence of the regulatory compact.

Q.
HOW DO COSTS BECOME STRANDED?

A.
In a regulated market, an incumbent firm is provided an opportunity to recover the costs of its prudent investments, including a fair return on capital.  In a competitive market, however, a firm can recover only its forward-looking economic costs, including a competitive return, thereby potentially stranding some of the firm’s historical costs.  Thus, if the firm were completely deregulated, its stranded historical costs would equal (1) the firm’s undepreciated historical capital investment minus (2) its forward-looking economic costs.  However, the incumbent supplier may not be able to recover its forward-looking economic costs if it continues to be regulated after competitive entry has been allowed.  Thus, a regulated firm can suffer additional stranded costs if it is placed in a competitive market but is not regulated on a consistent basis with other carriers.  For example, suppose GTE is required to maintain its current retail rate structure under which some services are priced above their costs in order to generate revenues to support the provision of low prices for basic local service.  As discussed in the testimony of the Company’s witness R. Kirk Lee, this rate structure provides cream-skimming opportunities for GTE’s competitors, who will target its high-margin customers and thereby siphon off support for universal service.  These “subsidy costs” equal the dollar value of the incumbent carrier’s losses in providing below-cost services.



An incumbent carrier’s transition costs equal (1) the present value of its expected earnings under franchise regulation minus (2) the expected earnings after entry.  Since transition costs are determined by future market conditions, the magnitude of these costs depends on whether or not regulation has put in place (1) an explicit, competitively neutral universal service funding (“USF”) mechanism and (2) a rebalanced rate structure.  These regulatory policies mitigate stranded costs because opportunities for inefficient “cream-skimming” are reduced.



In sum, competition by itself is not the primary cause of stranded costs.  Rather, the primary cause is regulatory policy that constrains the incumbent carrier’s ability to respond to competitive entry.  If regulatory policy rebalances rates to ameliorate cream-skimming opportunities; establishes a sufficient USF mechanism; and sets compensatory UNE and wholesale prices; then stranded costs will be mitigated greatly.  Conversely, if these regulatory policy changes do not occur, stranded costs likely will be large.

Q.
DOES THE COMBINATION OF (1) A RETAIL RATE STRUCTURE WITH PRICES NOT BASED ON UNDERLYING SERVICE COSTS AND (2) COST-BASED UNE RATES ENABLE AN ILEC TO RECOVER ITS TOTAL FORWARD-LOOKING COSTS?

A.
No.  The difficulty can be illustrated with Figure One, as shown below.  An ILEC has two services, residential (R) and business (B), with the retail/resale rate for service R below the service’s total forward-looking cost (direct plus a uniform allocation of common) and the retail/resale rate for service B above the service’s total forward-looking cost.  The price of UNEs equals TELRIC plus a uniform markup of 55 percent.  With these wholesale prices, what is the most profitable route of entry for CLECs?  The answer is that CLECs would utilize resale to serve residential customers and UNEs to serve business customers.  As shown in the figure, the resale rate for service R is below the price of the underlying UNEs required to offer that service, including the uniform markup of 55 percent to recover forward-looking common costs.  Thus, CLECs would utilize resale to serve residential customers.  Similarly, the resale rate for service B is above the price of the corresponding UNEs including the uniform markup of 55 percent, so CLECs would lease UNEs to serve business customers.

Figure One

Illustration of an ILEC’s Inability to Recover its

Total Forward-Looking Costs





Unfortunately, such CLEC entry prevents the ILEC from recovering its total forward-looking costs.  In particular, the resale rate for service R provides the ILEC with less than its TELRIC plus 55 percent, so the incumbent cannot recover its total forward-looking common costs in this example.  Of course, if all the ILEC’s UNEs were leased by CLECs, the price of TELRIC plus 55 percent would enable the ILEC to recover its total forward-looking costs.  However, such an outcome would not occur if CLECs choose to enter profitably, because they can cream skim contributions contained in rates to business customers.

Q.
It may be argued that incumbent local exchange carriers’ stranded costs are mitigated by benefits received from (1) their incumbency, e.g., radio spectrum, and (2) the Act, e.g., enabling incumbents to more easily enter long-distance markets. Please comment on this argument.

A.
The argument is incorrect.  GTE Northwest, Incorporated - Washington Operations has a duty to mitigate stranded costs by using ratebase assets regulated by the Commission.  However, those stranded costs cannot be decreased (or increased) by earnings (or losses) received from assets not in the ratebase regulated by the Commission.  A claim could be made that earnings on such assets, e.g., GTE Communications Corporation, dba GTE Long Distance, should be netted against GTE Northwest, Incorporated - Washington Operations’ stranded costs.  Such an argument fails to recognize that the regulatory contract in this case pertains to ratebase investments made by GTE Northwest, Incorporated - Washington Operations under the regulatory supervision of the Commission.  Earnings and losses on other assets are irrelevant in the determination of whether stranded costs will be incurred in the present case.  In sum, there is no economic basis for such a position because the profits (or losses) the company’s parent receives from such services do not flow from investments made under the regulatory compact in Washington to discharge its public service obligations.



Moreover, a claim that earnings from cellular or interLATA operations should be netted against stranded costs in the present case fails because advocates of this position would not accept the converse.  That is, advocates of this position would not accept increasing stranded costs if GTE were to incur losses in long-distance or wireless operations.  Washington ratepayers should not be liable for losses GTE may incur on investments made outside the regulatory supervision of the Commission.  Similarly, Washington ratepayers should not opportunistically lay claim to earnings GTE may obtain on investments made outside the regulatory supervision of the Commission.  Claiming earnings on non-ratebase assets while denying losses on such investments would be an act of regulatory opportunism and poor public policy.



This view is entirely consistent with my understanding (as an economist) of the Supreme Court’s ruling in Brooks Scanlon Co. v. Railroad Commission of La., in which the Court ruled that it is not permissible to judge whether rate regulation is confiscatory by including the return to unregulated operations of the company in question.
  As the Court stated: “The plaintiff may be making money from its sawmill and lumber business but it no more can be compelled to spend that money than it can be compelled to spend any other money to maintain a railroad for the benefit of others who do not care to pay for it.”



Some have taken the argument to such an extreme that they would offset incumbent losses by the value of cellular licenses granted in the past.  But would they recommend that the Commission deny GTE the opportunity to earn a reasonable profit on its investments in Washington on the grounds that the public utility commission in Oregon allowed GTE’s sister company in that state to earn a return the Commission deemed excessive?  If regulators could do so, they could “export” to other states the burden of ensuring the parent company earned adequate revenues for its local exchange operations as a whole.  Once this process started, it would surely unravel as others would follow and it would be impossible for remaining states to cover the deficit.

Q.
IT MAY ALSO BE ARGUED THAT INCUMBENT LOCAL EXCHANGE CARRIERS HAVE KNOWN FOR SOME TIME THAT THEIR MARKETS WOULD BE OPENED TO COMPETITION.  THEY SHOULD, THEREFORE, HAVE TAKEN ACTIONS TO PREPARE FOR THIS ENTRY AND, THEREBY, ELIMINATE THEIR STRANDED COSTS.  PLEASE COMMENT ON THIS ARGUMENT.

A.
GTE may have known for some time that its markets would be opened to competition.  That fact, however, does not change the company’s ability to respond to such entry.  The Commission has not relieved GTE of its obligations to serve as the provider of last resort.  Neither has the Commission rebalanced GTE’s rates to eliminate cream-skimming opportunities for entrants.  More basically, the Act has not resulted in the deregulation of GTE Northwest, Incorporated - Washington Operations.  GTE has a fundamental obligation to mitigate its stranded costs, but prior knowledge that entry would occur has not changed the fact that the company remains regulated in ways that limit its ability to respond to competitive entry.  Whether or not these limits will result in stranded costs is fundamentally an empirical matter.  The existence of stranded costs cannot be assumed away merely by noting that market participants have known for some time that entry by CLECs would occur.  That entry may or may not result in stranded costs depending on whether regulation establishes compensatory prices for UNEs and resale services and allows the company the ability to respond to entrants.



As the President’s Council of Economic Advisors has argued:



To be sure, utilities should be granted recovery only of costs prudently incurred pursuant to legal and regulatory obligations to serve the public.  Investments made after utilities are notified that competition is coming and are relieved of their obligation to serve should not qualify; and utilities must try to mitigate their losses.  But recovery should be allowed for legitimate stranded costs.  The equity reason for doing so is clear, but there is also a strong efficiency reason for honoring regulators’ promises.  Credible government is key to a successful market economy, because it is so important for encouraging long-term investments.  Although policy reforms inevitably impose losses on some holders of existing assets, good policy tries to mitigate such losses for investments made based on earlier rules, for instance, by grandfathering certain investments when laws and regulations change.

Q.
ADDITIONALLY IT MAY BE ARGUED THAT EVEN IF, ARGUENDO, AN INCUMBENT LOCAL EXCHANGE CARRIER WERE LIKELY TO INCUR STRANDED COSTS, THE APPROPRIATE POLICY WOULD BE FOR THAT CARRIER TO FILE A RATE CASE AT SOME FUTURE DATE WHEN THE COSTS HAVE BEEN REALIZED.  PLEASE COMMENT ON THIS PROPOSAL.

A.
The proposed policy would not be appropriate for several reasons.  First and foremost, the policy does nothing to encourage entry by efficient CLECs and discourage entry by inefficient carriers.  In contrast, the CTC mechanism proposed here does precisely that:  the CTC charge paid by CLECs allows entry by efficient carriers and prevents entry by inefficient carriers.  Those in favor of competition would agree that entry by inefficient carriers should not be subsidized, but that is what would occur if stranded costs were recouped in a rate case.



Moreover, rate cases are notoriously costly and time consuming.  If stranded costs were to accrue over several years prior to a rate case, ratepayers would be forced to pay substantial interest expenses to compensate the ILEC for the time value of its investments.  In contrast, under the CTC proposal presented here, the regulatory costs of establishing the necessary tracking accounts would be minor by comparison and stranded cost payments would be made with relatively short time lags so that no interest charges would accrue.  In addition, under a rate case, all stranded costs would be paid for by ratepayers.  But under the CTC proposal presented here, a substantial percentage of such costs, i.e., those due to market share losses, would be paid for by CLECs so as to prevent entry subsidies to inefficient carriers.

Q.
IS YOUR PROPOSAL FOR STRANDED COST RECOVERY CONSISTENT WITH THE PRINCIPLE THAT THE REGULATED FIRM SHOULD BE PROVIDED AN OPPORTUNITY TO EARN A FAIR RETURN ON INVESTED CAPITAL?

A.
Yes.  Some analysts have claimed that stranded cost recovery is inconsistent with basic principles of regulation and public policy.  If this claim were correct, then the positions taken on stranded cost recovery by the federal and state regulatory commissions cited above, as well as that of the President’s Council of Economic Advisors, are misguided.  The fact is that such claims flow from a flawed understanding of the phrase “opportunity to earn.”



As previously stated, public utilities assume obligations to serve in return for the regulator’s assurance that those utilities would have a reasonable opportunity to earn a competitive return on invested capital, along with the compensation for the cost of providing service.  That opportunity exists when the expected result of the ratemaking process is a flow of income sufficient to recover, and to earn a competitive rate of return on, invested capital.  For this condition to hold, the incumbent has to be allowed the opportunity to earn revenues in excess of operating costs by an amount equal to the firm’s depreciation expense plus a fair return on the remaining book value of its investment.



As a matter of course, the utility is seldom in exact equilibrium.  Its realized return differs from the allowed rate of return as a result of changes in cost and demand, as well as other exogenous events.  The regulatory process does not promise to make up every difference.  But the expected result must be a level of operating income sufficient to enable the firm to supply service at regulated prices. 



The introduction of competition reduces incumbent firm earnings as market share and prices are reduced.  In that process the opportunity for cost recovery is limited because the discounted present value of future earnings falls below the remaining book value of the ratebase.  This is not a random exogenous event of the kind discussed above that contributes to variance of earnings from expected levels, but rather is endogenous to the mixed system of regulation and competitive entry.  These reductions in earnings generate unrecoverable (i.e., stranded) costs; thus, a transition cost payment is necessary to maintain the revenue flow necessary to provide regulated services.  This transition payment expires when the firm recovers its prudently incurred historical investments, including a fair return.

IV.  Measurement of Stranded Costs

and a Proposed Cost Recovery Mechanism

Q.
HAVE YOU MEASURED GTE’S STRANDED COSTS CAUSED BY THE ACT?
A.
Yes.  I have estimated GTE’s stranded costs under a set of plausible market scenarios.  My measurement of stranded costs takes into account (1) GTE’s existing retail rates and long-run incremental costs; (2) the resale and interim unbundled network element rates established by the Commission; and (3) the manner in which alternative local exchange carriers likely would enter the market.  The first step in my analysis is to estimate GTE’s present value of future earnings given the regulatory environment that existed prior to the Act.  From GTE, I obtained the Company’s revenues (based on existing rates and number of switched access lines) for specific service classes, consisting of basic local exchange, vertical services, toll, and switched access.  I then subtracted the TSLRIC for each service from its revenues to find the earnings or contribution to the recovery of common costs.  (As discussed above, a service’s TSLRIC can be derived from the underlying TELRICs of the UNEs required to offer that service by adding the appropriate retailing costs.  The TELRICs used in my calculation of each service’s earnings or contribution are the Commission’s permanent TELRICs as adopted in Phase I of this proceeding.  The retailing costs are calculated using the Commission’s avoided cost of 10.1 percent.)

These earnings are calculated for “Year One” and held constant for all future years.  (“Year One” is defined as the first twelve months following the Commission’s adoption of a comprehensive plan to address recovery of historical investments and the establishment of a sufficient, explicit USF that removes implicit subsidies from retail rates.)  To estimate the length of time required to recover the firm’s current investments, net book investment is divided by the current depreciation charge.  For GTE, net book investment in Washington equals $1,233 million and the period in which its allowed depreciation would recover its embedded historical costs equals approximately ten years at the firm’s weighted average cost of capital (9.759 percent).


The second step is to calculate the present value of GTE’s expected earnings taking into account the effects of competitive entry and the pricing provisions for resale services and unbundled network elements as established in arbitration proceedings concerning implementation of the pricing provisions of the Act.  GTE’s expected earnings will be reduced as a result of the Act for several reasons:  (1) it will lose market share to rival local exchange carriers; (2) prices will be reduced by competitive entry; and (3) rates established in the arbitration proceedings for unbundled network elements and resale services will not generate the earnings generated by current retail rates.


Entrants have three alternative entry paths available, namely complete facilities-based bypass, leasing unbundled network elements from the incumbent carrier, and reselling the retail services of the incumbent carrier.  Predictably, alternative carriers will select the most profitable path of entry.  Therefore, I examine the discounts off retail rates implied by these three entry paths for serving both residential and business customers.  Table Three reports the effective discounts obtained by carriers utilizing GTE’s unbundled network elements and resale services.  These discounts are calculated using the Commission’s UNE rates and resale prices as adopted in the recent arbitration proceeding.

The discounts shown in Table Three are calculated by comparing the total rate that would be paid for all services or elements to the existing average revenue per line for business and residential customers.  Thus, for example, the effective discount for residential resale services equals 11.1 percent, which differs from the Commission-adopted rate of 10.1 percent.  This difference is caused by the fact that there are no discounts on access services, but as discussed below, CLECs are assumed to bypass GTE’s intraLATA toll service, thus obtaining larger effective discounts.  Based on these discounts, I assume alternative local exchange carriers will provide service to residential and business customers by leasing unbundled network elements.  I assume that no CLEC entry will be accounted for by complete facilities-based bypass, given the large discounts available by reselling GTE’s retail services or leasing its unbundled network elements.

Table Three
Discounts Obtained by Carriers Utilizing
Resale Services and Unbundled Network Elements

Discount from Retail Rate

Service
Resale
Unbundled Elements

Residential
11.1%
50.1%

Business
9.3%
70.8%


The entry analysis assumes that when a customer selects a CLEC for local service, the customer also selects that carrier for toll service.  If the CLEC resells GTE’s basic service or leases unbundled network elements to provide basic service, it is assumed that the alternative carrier bypasses GTE’s retail toll service.  In this circumstance, the incumbent carrier collects incremental intraLATA toll access revenues, while losing the contribution from its retail toll services.  With respect to interLATA access charges, GTE keeps these charges if entrants utilize resale services, but loses these charges if entrants lease unbundled network elements or utilize their own facilities.


Table Four presents my estimates of transition costs for GTE in a scenario involving market share losses, but no post-entry price reductions by the Company or CLECs.  (As discussed in Appendix MJD-3, the market share losses used in calculating GTE’s stranded costs are taken from industry analyses performed by market research firms, investment banks, and long-distance carriers.)  The present value of future earnings after entry falls to $929.1 million, generating after-tax stranded costs of $304.0 million, or 24.7 percent of the ratebase.

Table Four
Estimates of Stranded Costs for GTE
Scenario One – No Post-Entry Price Reductions
Value of Ratebase Prior to Entry

   Less
Present Value of Future Earnings After Entry

   Equals
Present Value of Stranded Costs

(after-taxes)

Present Value of Stranded Costs 

(before-taxes)


$1,233.1 million

$929.1 million

$304.0 million

$442.3 million

Assumptions:

· seq level0 \h \r0 

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 Weighted average cost of capital equals 9.759 percent.

· Discounting period is 9.53 years.

· Entry scenario:

· Leasing unbundled network elements for residential and business customers.

· Loss of share equals:  15 percent in Year One; 20 percent in Year Two; 25 percent in Year Three; 30 percent in Year Four; 35 percent in Year Five; 40 percent in Year Six and thereafter. 

· No price reductions.


A second entry scenario is also performed which is identical to the first with the exception that both GTE and alternative local exchange carriers compete by offering price reductions relative to the no-entry scenario.  (The price reductions used in this entry scenario are conservative estimates based on calculations performed in Appendix MJD-3.)  Scenario Two generates after-tax stranded costs of approximately $388.7 million, or 31.5 percent of the ratebase (see Table Five).

Table Five
Estimates of Stranded Costs for GTE
Scenario Two – With Post-Entry Price Reductions
Value of Ratebase Prior to Entry

   Less

Present Value of Future Earnings After Entry

   Equals

Present Value of Stranded Costs 

(after-taxes)

Present Value of Stranded Costs

(before-taxes)


$1,233.1 million

$844.4 million

$388.7 million

$565.5 million

Assumptions:

· seq level0 \h \r0 

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 Weighted average cost of capital equals 9.759 percent.

· Discounting period is 9.53 years.

· Entry scenario:

· Leasing unbundled network elements for residential and business customers.

· Loss of share equals:  15 percent in Year One; 20 percent in Year Two; 25 percent in Year Three; 30 percent in Year Four; 35 percent in Year Five; 40 percent in Year Six and thereafter. 

· Percent price reductions.

· Residential: basic, zero percent; toll and vertical: 10 percent in Year One; 12 percent in Year Two; 14 percent in Year Three; 16 percent in Year Four; 18 percent in Year Five; 20 percent in Year Six and thereafter.

· Business: basic, vertical, and toll: 10 percent in Year One; 12 percent in Year Two; 14 percent in Year Three; 16 percent in Year Four; 18 percent in Year Five; 20 percent in Year Six and thereafter.

V.  Proposed Competitive Transition Charge Mechanism
Q.
WHAT ACTION IS REQUIRED TO PREVENT THE FIRM FROM BEING DENIED AN OPPORTUNITY TO EARN A FAIR RETURN ON ITS INVESTED CAPITAL?

A.
To ensure that GTE is not denied the opportunity to recover and earn a fair return on the actual costs of its historical investments, a competitive transition charge (“CTC”) must be implemented.  The CTC will enable the firm to recover investments made during the regulatory era that will not be recovered in the competitive marketplace.  The unrecovered amount equals the difference between the current value of its ratebase and the present discounted value of its expected earnings under the Act.  As stated previously, the CTC corresponds to investments that would have been uneconomic in the absence of a regulatory commitment that protected the opportunity to recover and earn a fair return on invested capital.

Q.
WOULD THE CTC BE PERMANENT?
A.
No.  The CTC mechanism allows for the recovery of embedded costs and a fair return on those investments.  When these investment costs have been recovered, the CTC mechanism would end.

Q.
WHAT CRITERIA DID YOU USE TO SELECT A CTC RECOVERY MECHANISM?
A.
Any proposed transition cost recovery mechanism should meet certain efficiency and equity criteria.  Three such criteria are (1) the mechanism should not disadvantage any carrier; (2) it should not result in higher rates than those that would have been obtained without the Act; and (3) it should not reward inefficient behavior by GTE.  The first criterion is met by a recovery mechanism that is “competitively neutral,” which implies that it does not distort a consumer’s choice of carrier.  Competitive neutrality ensures that entry takes place only if the entrant is more efficient or offers a superior service to that provided by the incumbent supplier.  The second criterion, that rates should not be increased, ensures that consumers’ welfare cannot be reduced as a consequence of the Act.  The third criterion requires that efficient operation by the incumbent carrier should increase its profit and that it should lose money from inefficient operation.

Q.
GIVEN THESE CRITERIA, WHAT CTC MECHANISM DO YOU PROPOSE?
A.
Two alternative funding mechanisms to recover transition costs are (1) a percentage charge on the consumer’s bill (or a consumer line charge) and (2) a line charge paid by CLECs equal to the contribution to common costs currently reflected in the incumbent’s retail rates.  However, these mechanisms need not be mutually exclusive.  Indeed, combining them has the desirable properties of reducing the likelihood of rate increases and meeting the criterion of competitive neutrality.  With respect to competitive neutrality, a customer charge does not affect which local exchange carrier customers select, and a CLEC charge ensures that only entrants at least as efficient as the incumbent carrier have an incentive to offer service.  Thus, I advocate a two-part CTC mechanism that would operate as follows.  Each period’s transition costs would be calculated in the manner previously described:  the costs would equal the change in GTE’s earnings resulting from the Act.  The fund would be divided into two parts.  The first part would represent the change in earnings resulting from price reductions.  This component would be recovered in consumer charges.  The second part would represent the reduction in earnings resulting from market share loss, and would be recovered in CLEC line charges.

Q.
CAN THIS MECHANISM BE STRUCTURED TO ENCOURAGE GTE TO ACT EFFICIENTLY?

A.
Yes.  The CTC mechanism can be implemented to encourage efficient behavior on the part of the incumbent carrier.  For example, an incentive to undertake profitable activities would exist if the firm’s compensation for market share loss were based on the per-unit contribution it achieved on its actual sales.  Under this approach, the firm would have a strong incentive to undertake profitable activities each period because an increase in contribution earned on actual sales increases the contribution earned on lost sales.  The incentive issues also could be addressed by implementing the CTC system with either a time lag in cost reimbursement or with immediate partial reimbursements.  This feature will ensure that a cost increase is not self-financing.



Moreover, GTE has an incentive to compete vigorously and operate efficiently under the proposed CTC mechanism because that recovery mechanism terminates after the firm recovers and earns its return on the current ratebase.  Therefore, it is in GTE’s economic interest to operate as efficiently as possible throughout the transition period so that it remains able to compete effectively when the CTC ends.
Q.
HAVE YOU CALCULATED THE CTC PAYMENTS FOR GTE BASED ON THIS TWO-PART MECHANISM?

A.
Yes.  Based on the market conditions contained in Scenario Two, Table Six presents estimates of annual transition charges.  These charges are calculated on a pre-tax basis in recognition of the fact that GTE would pay income taxes on receipts of the CTC.  In Year One, for example, the change in pre-tax earnings is $52.16 million, which is comprised of $17.63 million in foregone earnings resulting from price reductions and $34.53 million in foregone earnings resulting from market share loss.  The resulting line charge on the consumer’s monthly bill is $0.92 for residential customers and $4.72 for business customers.  The CLEC line charge for residential and business customers is $17.96 per month and $45.83 per month, respectively.  (As noted, these consumer and CLEC line charges are based on the Commission’s interim UNE prices.  As discussed below, these line charges fall considerably if GTE’s proposed UNE prices, including the interim loop surcharge, are used instead of the Commission’s interim UNE prices.)  The present value of these annual transition costs is also shown in Table Six.  On a present value basis, the change in pre-tax earnings is $565.5, of which $171.0 million would be funded through consumer charges and $394.5 million would be funded through CLEC charges.

Table Six
Competitive Transition Charge Under a Two-Part Recovery Mechanism
 



Two-Part Competitive Transition Charge


Change in Pre-Tax Earnings

($ millions)
Consumer Line Charge*

($/line/month)
CLEC Line Charge**

($/line/month)

Year
Total
From Price Reductions
From Market Share Loss
Residential
Business
Residential
Business

One
52.16
17.63
34.53
0.92
4.72
17.36
45.83

Two
66.62
21.20
45.42
1.10
5.67
17.18
44.88

Three
80.79
24.80
55.99
1.29
6.61
16.99
43.94

Four
94.66
28.41
66.25
1.47
7.56
16.81
42.99

Five
108.23
32.04
76.18
1.65
8.50
16.63
42.05

Six
121.49
35.69
85.80
1.84
9.45
16.44
41.10

Seven
121.49
35.69
85.80
1.84
9.45
16.44
41.10

Eight
121.49
35.69
85.80
1.84
9.45
16.44
41.10

Nine
121.49
35.69
85.80
1.84
9.45
16.44
41.10

Ten***
64.39
18.92
45.47
1.84
9.45
16.44
41.10










Total Present Value
565.48
170.95
394.53





Notes

*   The consumer line charge recovers transition costs associated with price reductions.  This charge increases over time because the price reductions increase.

**  The CLEC line charge recovers transition costs associated with market share losses.  This charge decreases over time because the retail price reductions cause the incumbent’s contribution per line to fall.

*** Transition charges in Year Ten fall because the period in which the CTC charges apply equals 9.53 years, so Year Ten reflects approximately one half a year.

Q.
WOULD THE ESTABLISHMENT OF A CLEC CHARGE SUBJECT NEW ENTRANTS TO A VERTICAL PRICE SQUEEZE?
A.
No.  A vertical price squeeze would result if the CLEC charge prevented an equally efficient firm from profitably entering.  The CLEC charge, however, allows an equally efficient firm to profitably enter.  To illustrate this point consider the charges presented in Table Six above.  In this scenario, a CLEC could serve an average business customer by purchasing GTE’s UNE services for $22.86 per month.  If the CLEC and GTE were equally efficient, the CLEC would incur retailing costs of $4.82 per month.  Finally, the CLEC would incur a CLEC line charge of $45.83 per month, for a combined total cost of $73.51 (i.e., $22.86 + $4.82 + $45.83).  This amount equals the revenues that GTE obtains from the average business customer at the Year One retail rates (which reflect the price reductions in Scenario Two, Case One), so an equally efficient CLEC could profitably enter by matching GTE’s current retail rates.  A CLEC that was more efficient than GTE could undercut GTE’s current retail rate and profitably enter.  Thus, the CLEC charge does not result in a vertical price squeeze. 

Q.
WOULD THE TRANSITION COST PAYMENTS BE IMPLEMENTED BASED ON AN “UP-FRONT” CALCULATION OR ON PERIODIC CALCULATIONS MADE AS MARKET CONDITIONS UNFOLD?

A.
The CTC payments could be implemented either way.  The “up front” calculation represents an immediate “write-down” of GTE’s ratebase to reflect the present value of its discounted earnings given the Act.  The time period over which this calculation is made equals the period required to fully depreciate the embedded ratebase.  The write-down would be subject to a periodic (e.g., annual) true-up by comparing realized earnings to those used in calculating the write-down, thus ensuring that consumers do not over-compensate GTE for its transition costs.  The second method is a “pay-as-you-go” system in which a forecast of GTE’s earnings but for the Act is calculated annually and compared to its realized earnings.  The difference represents the amount to be covered by the CTC.



These two approaches are conceptually the same, differing only with respect to implementation.  The first method calculates an “up front” payment equal to the size of the transition cost and then recovers that amount in equal annuity payments.  This approach requires estimates of CLECs’ future market shares and expected price reductions.  The “pay-as-you-go” system has less reliance on market forecasts because transition costs are calculated periodically as market conditions unfold.  Both methods can be structured to produce desirable incentives for the incumbent firm to compete vigorously and operate efficiently.

Q.
WHAT IS THE RELATIONSHIP BETWEEN AN EXPLICIT, COMPETITIVELY NEUTRAL USF AND THE CTC?

A.
The USF and the CTC are designed to achieve different objectives.  An explicit, competitively neutral USF will provide a direct subsidy for the provision of specific services based on the difference between the revenues that would be recovered from those services under a rebalanced rate structure and the revenues recovered from those services under existing rates.  Thus, the USF is not determined in any way by the incumbent carrier’s transition costs.  In contrast, the CTC mechanism is aimed only at recovering historical embedded costs.  The size of the CTC fund equals the difference between the incumbent carrier’s embedded ratebase and its earnings under the Act.  When the embedded costs have been recovered plus a fair return on those investments, the CTC ends.  The USF mechanism will continue to exist as long as subsidies are maintained.  Clearly, there is a relationship between the two mechanisms.  The USF affects GTE’s future earnings, and thus reduces the CTC on a dollar-for-dollar basis until embedded costs are recovered.  Assuming efficient behavior by GTE and that it earns a normal return, the relationship between the CTC and the USF can be expressed as follows:



Transition Costs = Total Costs – Sales Revenues – USF.

VI.  How Regulatory Policy Can Mitigate GTE’s Stranded Costs
Q.
HAVE YOU ESTIMATED THE EXTENT TO WHICH GTE’S STRANDED COSTS WOULD FALL IF THE COMMISSION ADOPTED THE COMPANY’S PROPOSED UNE PRICES, INCLUDING THE INTERIM SURCHARGES?
A.
Yes.  For the two scenarios presented previously, I estimate GTE’s stranded costs assuming the Company’s proposed UNE prices (including the interim loop surcharge) and resale rates (including the interim business and residential resale surcharges) are adopted.  With these UNE and resale prices, the most profitable route of entry for CLECs changes from leasing UNEs to utilizing resale services for both business and residential customers.  As shown in Table Seven, Scenario One, Case Two (GTE incurs market share losses but no price reductions), GTE’s pre-tax stranded costs equal $34.0 million.  Thus, the adoption of the company’s proposed UNE prices, including the interim surcharges, reduces pre-tax stranded costs by $408.3 million (i.e., $442.3 million - $34.0 million).  In entry Scenario Two, Case Two (GTE incurs market share losses and price reductions), GTE’s pre-tax stranded costs equal $82.9 million, and thus are reduced by $482.6 million (i.e., $565.5 million - $82.9 million).

Table Seven

Estimates of Stranded Costs for GTE

(millions of dollars)

Present Value Pre-Tax

Stranded Costs


Scenario One*
Scenario Two**

Case One

· Resale and UNE Rates Established in Arbitration
442.3
565.5

Case Two

· With GTE’s Proposed UNE Rates, Including Interim USF Surcharges
34.0
82.9

Notes:

* Scenario One has market share losses and no competitive price reductions in retail rates (see Table Four).

** Scenario Two has market share losses and reductions in retail rates following entry (see Table Five).


The above examples illustrate that the adoption of GTE’s proposed UNE prices and resale rates, including the interim surcharges, mitigate its stranded costs substantially.  Finally, it is important to appreciate that adoption of GTE’s proposed UNE prices and resale rates, including the interim surcharges, reduces the CTC on a dollar-for-dollar basis.  For example, in Scenario Two, Case One, the Commission’s interim UNE prices result in monthly consumer line charges in Year One of $0.92 and $4.72 per line for residential and business customers, respectively, and monthly CLEC line charges are $17.36 of $45.83 for residential and business customers, respectively (see Table Six).  By adopting GTE’s proposed UNE prices, including the interim surcharges, these line charges are reduced substantially.  In particular, in Scenario Two, Case Two, the monthly consumer line charges in Year One are $0.62 and $0.61 per line for residential and business customers, respectively, and the monthly CLEC line charges are $1.88 and $1.48 for residential and business customers, respectively.

Q.
DO YOUR STRANDED COST CALCULATIONS CONSIDER THE POSSIBILITY THAT ENTRANTS MAY SELECTIVELY TARGET HIGH-VOLUME CUSTOMERS AND/OR SPECIFIC GEOGRAPHIC LOCATIONS?

A.
No.  My analysis is based on statewide rate and cost information.  Entrants may find it profitable to target high-volume customers and/or high-margin locations.  In this case, GTE’s stranded costs will be higher than those shown here.  As discussed previously, the Commission can mitigate such losses by eliminating opportunities for inefficient cream-skimming, which in this case could be accomplished by geographically deaveraging both retail and UNE rates simultaneously.

VII.  Summary

Q.
PLEASE SUMMARIZE YOUR TESTIMONY.

A.
My testimony is summarized as follows:

· seq level0 \h \r0 

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 GTE’s stranded costs must be recovered.  Incumbent local exchange carriers have made investments to meet regulatory requirements for service in their franchise areas because there was an opportunity to recover and earn a fair return on such outlays.  Carriers would not have made all of these investments in the absence of a regulatory commitment to protect their return on invested capital when competition was introduced into the previously franchised markets.

· I have estimated that GTE’s stranded costs will equal a large percentage of its cost of doing business under a range of plausible market outcomes.  Therefore, denying stranded cost recovery would have adverse effects on the Company’s ability to meets its service requirements.  In particular, if the Commission does not adopt GTE’s proposals, it likely would be unable to make the investments required to maintain and upgrade its network so as to offer both retail services as well wholesale services to competing local exchange carriers.  In this circumstance, the competitive goals established in the Act would be frustrated, denying consumers the benefits Congress intended in passing the Act.

· A practical and efficient method for recovering stranded costs is a two-part mechanism consisting of a consumer line charge and a CLEC line charge. The consumer line charge would be implemented in a manner that ensures consumers do not pay higher rates than they would have in the absence of the Act.  The CLEC line charge would be implemented in a manner that ensures only efficient entrants find it profitable to enter the market.

· Finally, GTE’s stranded costs can be mitigated substantially by (1) adopting GTE’s proposed UNE prices, including interim surcharges; (2) implementing an explicit, permanent, and competitively neutral Universal Service Funding mechanism; and (3) rebalancing retail rates.

Q.
DOES THIS CONCLUDE YOUR TESTIMONY?

A.
Yes.
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