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I. BY THE COMMISSION
A. Background

1. This matter comes before the Commission for consideration of the application filed by Qwest Corporation (Qwest or the Company) for the authority to set the maximum price for residential basic local exchange service pursuant to § 40-15-502, C.R.S., and to approve Qwest’s proposed rates and tariffs for residential basic local exchange service, measured service, message service, the tribal lifeline credit, and the low income telephone assistance program credit (Application).  Qwest filed this Application on September 8, 2008.

2. On October 1, 2008, the Colorado Telecommunications Association (CTA) filed an Entry of Appearance and Motion to Intervene.  By Decision No. C08-1141, we agreed that CTA’s members have both a tangible and pecuniary interest in the outcome of this docket and we granted its Motion to Intervene.

3. On October 10, 2008, the Colorado Office of Consumer Counsel (OCC) filed a Notice of Intervention by Right, Entry of Appearance and Request for Hearing.  On October 20, 2008, Staff of the Colorado Public Utilities Commission (Staff) filed a Notice of Intervention, Entry of Appearance, Notice Pursuant to Rule 1007(a) and Rule 1403(b) and Request for Hearing.  We recognized both of these interventions by right.

4. In Decision No. C08-1167, we vacated filing deadlines established pursuant to 4 Code of Colorado Regulations (CCR) 723-1-1405(d)(II) and, instead, we required the parties jointly to develop and file a proposed procedural schedule by November 13, 2008.  Decision No. C08-1167 also ordered a prehearing conference at 2:30 p.m. on November 14, 2008 to discuss the proposed schedule and any other procedural matters. 
5. At the November 14, 2008 prehearing conference, we addressed various procedural issues and set forth a procedural schedule.  These decisions were contained in Decision No. C08-1234.  The procedural schedule was later amended twice at the request of the parties by Decision Nos. C09-0106 and C09-0208.  
6. Qwest agreed to file a notice extending the statutory deadline for a decision in this matter to and including August 3, 2009.  Qwest filed such notice on March 9, 2009. 
7. By Decision No. C09-0443, we set a public hearing on this matter for the afternoon of May 27, 2009.  One member of the public presented testimony on the application for the Commission’s consideration.  Mr. Cameron Graham, a volunteer legislative advocate for the American Association of Retired Persons (AARP) discussed the association’s view of Qwest’s Application.  Essentially, Mr. Graham asserted that the 700,000 AARP members in Colorado are concerned about Qwest raising its prices for a service essential for health and safety, as well as social contact.  Mr. Graham indicated that, for the majority of AARP members in Colorado, there are no real alternative telephone services that compare in price to Qwest’s basic service.  He urged the Commission be sure that there is sufficient cost justification in this case to justify an increase in rates.

8. In addition to the public oral testimony, the Commission received approximately 700 e-mails, voice mails, and faxed comments from concerned Qwest customers.  Mr. Terry Bote, the Commission’s Public Information Officer, summarized these comments at the beginning of the public hearing.
 
B. Pending Motions

9. On June 17, 2009, Qwest filed a Motion to File Statement of Position in Excess of Thirty Pages.  The Commission finds that Qwest has provided good cause for filing a statement of position in excess of the page limit set forth in our rules.  We will therefore grant Qwest’s motion.

10. On June 17, 2009, Qwest also filed an Objection to Late-Filed Exhibit 21 that sought either the striking of the exhibit or a declaration from the Commission that it will not consider the exhibit.
  The OCC filed a response to Qwest’s objection on June 30, 2009.   Having reviewed Exhibit 21 and both the Qwest and OCC pleadings, we determine that Exhibit 21 should be part of the evidentiary record in this proceeding.  We will also consider the statements contained in the Qwest objection and the OCC response in our deliberations in this matter.

C. Summary of Qwest’s Application

11. Qwest filed its application pursuant to § 40-15-502, C.R.S., to set a new maximum price for residential basic local exchange service, and for a Commission order approving as just, reasonable, and non-discriminatory Qwest's proposed rates and tariffs for residential basic local exchange service, measured service, message service, the tribal lifeline credit, and the low income telephone assistance program credit.

12. As part of the law reauthorizing the Colorado Public Utilities Commission, the Colorado General Assembly amended Colorado law with respect to the maximum price a telecommunications carrier may charge for residential basic local exchange service. See House Bill 08-1227.

13. Before it was amended, the law provided in pertinent part that rates for residential basic local exchange service, including zone charges if any, could not rise above the levels in effect on May 24, 1995.  See § 40-15-502(3)(b)(I), C.R.S.

14. In House Bill 08-1227, the General Assembly amended § 40-15-502, C.R.S., to allow the Commission to determine the maximum price to be charged for residential basic local exchange service.  Specifically, § 40-15-502(3)(b)(I.5), C.R.S., states:
(I.5)  In determining the appropriate maximum price for residential basic service for each regulated provider, the commission:

(A)
Shall consider the changes since May 24, 1995, in the costs of providing such service;

(B)
Shall consider the changes since May 24, 1995, in the nationwide average price for comparable service;

(C)
Shall consider flexible-pricing tariff options; and

(D)
May, for any affected provider, consider the net revenues derived from other services regulated under part 2 or 3 of this article, with the exception of switched access service, notwithstanding any provision of section 40-15-201 to the contrary.  Nothing in this sub-paragraph (D) shall permit the commission to limit the affect provider’s overall rate of return or overall revenues when determining the appropriate maximum price for residential basic service for that provider.

15. In this Application, Qwest seeks a Commission order setting its maximum price for residential basic local exchange service.  The prices for two other types of residential basic local exchange service are also affected by the statutory rate cap.  These are measured and message service.  Qwest seeks to have the maximum price for these services established as follows:

                                        Service 




Maximum Price

Flat-rated Residential Basic Local Exchange Service 

         $18.25

Measured 







          $11.66

Message







         $11.66

Measured, first minute 





            $0.06

Measured, each additional minute 




           $0.02

Message, additional messages 




            $0.14

16. The increases Qwest seeks in the maximum Qwest may charge for residential basic local exchange service are based upon: 1) the change in costs of providing residential basic local exchange service since 1995; and, 2) the change in the nationwide average price for comparable service. See §§ 40-15-502(3)(b)(I)(A) and (B), C.R.S.

17. Qwest also seeks a Commission order approving as just, reasonable, and nondiscriminatory Qwest's proposed rates and tariffs for residential basic local exchange service, measured service, message service, the tribal lifeline credit, and the low income telephone assistance program credit (LITAP).  The relief sought as part of this Application does not affect customers that purchase residential service as part of a package.  Qwest's proposed rates and percentage increase are as follows:

                               Service 





Rate
      
Increase

Flat-rated Residential Basic Local Exchange Service 

$16.99 
14.2%

Measured
 







$11.00 
16.0%

Message
 







$11.00 
16.0%

18. Qwest is also proposing to increase credits for low income customers to the maximum permitted under state and federal Lifeline programs for customers subscribing to measured or message service and for tribal Lifeline customers. All other Lifeline customers are currently receiving the maximum credits and, therefore, would realize the same rate increase by percentage as is proposed for 1FR
 customers.

Low Income Telephone Assistance Program Credit 

  
  $3.50

17.4%

Tribal Lifeline Credit 






$12.49 
20.3%

19. According to Qwest, its proposed prices were derived, in part, on an evaluation of the Colorado local services marketplace, where Qwest competes with numerous other carriers, including cable and wireless providers.

II. ISSUES AND THE POSITIONS OF THE PARTIES
A. Qwest’s Residential Basic Local Exchange Pricing  
1. Changes in the Cost and Price of Providing Service

a. Qwest’s Position

20. Qwest witness Brigham discussed in his testimony the Company’s proposal for setting the maximum price or price ceiling for flat, measured, and message-rated residential basic exchange services, in compliance with § 40-15-502, C.R.S.

Mr. Brigham testified that the maximum rate must be determined with consideration to:  1) the change in the cost of providing residential basic local exchange service since 1995; and 2) the change in the nationwide average price for comparable service since 1995.  

21. As represented by Mr. Brigham, Qwest has calculated a maximum rate for residential basic local exchange service based on these two statutory criteria.

22. In its direct case, Qwest presented the National Exchange Carrier Association (NECA) loop study results from 1995 through 2006 to establish the change in costs of providing residential basic local exchange service.  As testified by Mr. Brigham, Qwest files Colorado-specific cost per loop data reports to NECA.  Mr. Brigham also explained that the cost of providing residential basic local exchange service since 1995 has increased from $20.95 per loop in 1995 to $28.11 per line in 2006, a 34 percent increase.  Using the change in the monthly study area cost per loop as an indication of how the costs of providing residential basic local exchange service have increased since May 24, 1995, Mr. Brigham testified that Qwest’s maximum price for residential basic local exchange service would be set at $19.97 per month.

23. Mr. Brigham and Mr. Copeland both explained that Qwest’s rationale for using the NECA data is that the NECA loop studies are public documents and have been calculated using a consistent methodology for the time period in question and that cost of the loop represents the vast majority of the cost of residential basic local service.  Although Staff and the OCC took issue with the NECA loop cost study, Qwest argues that its witness Mr. Copeland thoroughly rebutted each issue Staff and the OCC raised.  One of the major issues Staff and the OCC both raised was that the inclusion of loop cost attributable to Digital Subscriber Line (DSL) inflated loop costs.  Qwest represents that its witness Mr. Copeland took a conservative approach in his rebuttal testimony and modified the 2007 NECA loop study to exclude costs related to DSL, which in turn produced a 2007 cost per loop cost of $30.93, less than a 2 percent reduction in loop costs from the actual study cost of $31.46.  Qwest further rebuts Staff’s concern that the number of Qwest’s DSL subscribers are not indentified in the NECA loop study by explaining that the NECA loop study includes loops associated with stand-alone DSL, as well as loops for customers who subscribe to residential basic local exchange service or a local service package.

24. Qwest also provided rebuttal testimony in response to two additional issues raised by Staff.  With respect to a possible miscount in one of the basic studies used in the 1995 NECA loop costs, Qwest claimed that it was unable to verify that a miscount ever occurred.  Further, with respect to Qwest’s consistent use of the Federal Communications Commission’s (FCC) rate of return, Qwest states that Staff’s suggestion to vary the rate of return is nonsensical and should be discarded because it leads to arbitrary and inconsistent results, not consistently calculated costs.

25. Mr. Copeland also took issue with Staff’s argument that, due to line loss, Qwest might have a large amount of stranded plant on its books.  Mr. Copeland argued that Qwest as a provider of last resort (POLR) incurs costs of standing ready to serve any household in its territory.  Thus, Qwest argues that facilities that connect a house to its network may not be in-service today, but could be tomorrow, does not mean the plant is stranded.

26. Dr. Weisman opposes Staff witness Wendling’s suggestion that Qwest should not be able to recover the increase in average loop costs that are attributable to the loss of voice-grade loops.  Dr. Weisman argues that, by law, the Company is required to serve as a POLR.  This means that Qwest must design, engineer, and deploy its network as if it were serving the entirety of market demand.  As competition increases for its services, Qwest will naturally shed market share to competition.  According to Dr. Weisman, to deny Qwest cost recovery on investment that it was mandated to make is inappropriate because it violates the principle of cost-causality.

27. Dr. Weisman also disagrees with Mr. Wendling’s assertion that to be fair and not preferential, the shared loop must be apportioned among all services using it.  Dr. Weisman argues that once the State of Colorado adopted a policy of competition for its telecommunications sector, it deferred rate-setting authority to the marketplace.  Dr. Weisman further argues that it would be unfair to impose on Qwest this constraint in light of the fact that Qwest’s competitors are under no such constraint.  In summary, Dr. Weisman states that under competitive conditions, the market will ultimately determine the service for which there are opportunities for the firm to recover more than incremental cost in the prices that it charges for its service.

28. In response to Staff’s and the OCC’s argument that forward-looking costs are a better measure of cost change than the embedded (historical) costs that form the basis for the NECA data, Qwest strongly asserts that it makes no sense to use a series of forward-looking projections to evaluate changes over time, especially when actual data is available.  Qwest further argues that Staff’s use of Total Service Long Run Incremental Cost (TSLRIC) studies to measure the change in cost of providing the service over time is contrary to the statute and, in fact, nonsensical.  

29. Qwest further argues that forward-looking studies, such as Total Element Long Run Incremental Cost and TSLRIC measure the average cost of replacing a total service or element at a point in time.  Comparing forward-looking studies for two points in time does not provide the actual cost changes experienced by a company.  Rather, they show the changes in the cost of totally replacing the network with the best currently available technology at two points in time.  Therefore, Qwest advocates that actual incremental changes in unit costs are best measured by embedded cost studies such as the NECA loop study.  Qwest further argues that, even if one assumed that TSLRIC studies should be used, Staff’s methodology in its studies is flawed because it fails to take into account the imputation of unbundled network element-loop rates in the TSLRIC studies and not the actual change in loop costs.

30. In his testimony Mr. Brigham also discussed how the nationwide average price for a comparable service has changed.  In support of this assertion, Mr. Brigham points to data published by the FCC demonstrating the average price for residential basic local exchange service in the United States was $14.04
 per month in 1995 and $15.62 per month in 2007.  Thus, from 1995 to 2007, the nationwide average price for residential basic local exchange service increased 11 percent.  Based on that increase, Mr. Brigham testified that Qwest’s maximum price for residential basic local exchange service would be set at $16.52 per month.

Qwest also disputes Staff’s claim that the FCC data should not be used because  it is not known whether the data are comparable to Qwest’s service offering.  Qwest argues that the FCC Reference Book has provided rates for comparable service over the 1995 to 2007 timeframe.  Qwest urges the Commission to reject Staff’s position that, unless one understands the reasons that underlie every change in every rate, for every surveyed area, for every year, the data would be meaningless.  Qwest argues that the point of the portion of the statute which requires the Commission to consider the change in nationwide price for the service is not to force the Commission to pick apart 1300 data points.  Rather, according to Qwest, the Commission should consider on a more global level the change in nationwide price for the service.  The purpose is to provide a sense of what price the service is fetching in the marketplace and to serve 

31. as a guidepost in setting the maximum price for the service in Colorado.  As represented by Qwest, the FCC data is the only reliable source of nationwide data available.

32.  In addition, Qwest opposes Staff’s position that the Commission could consider the rates for Qwest’s 14 states as an adjunct to its review of national price changes.  Qwest argues that the statute clearly says “changes in nationwide price” not “changes in prices for the 14 state Qwest region.”  

33. Qwest takes issue with the OCC’s position that the Commission should not feel constrained by the statute, but should instead implement the additional criteria that Mr. Skluzak offered in his testimony.  Qwest urges the Commission to reject the OCC’s position and follow the directives of the statute.

34. Qwest also takes issue with Staff’s interpretation of § 40-15-502(3)(I.5)(A-D), C.R.S., in which it concludes that the Commission can weight the factors of changes in costs, changes in nationwide price, and if it chooses, net revenues, as the Commission believes appropriate.  Qwest argues that its proposed maximum price is based on the change in cost and the change in the average nationwide price by giving equal weight to each; an approach that is more compliant with the statute than Staff’s arbitrary 100 percent reliance on “change in cost.”

35. As Mr. Brigham testified, Qwest calculated its proposed maximum price for residential flat rated basic local exchange service by averaging the two maximum price calculations discussed above.  The average of the $19.97 cost calculation and the $16.52 price calculation is $18.25.  Qwest argues that this method of calculating the maximum price is reasonable, as it incorporates both criteria outlined in §§ 40-15-502(3)(b)(I.5)(A) and (B), C.R.S.

b. Staff’s Position

36. Although § 40-15-502(3)(B)(I.5)(A), C.R.S., does not specify what kind of costs the Commission is to consider, it is Staff’s position that Qwest did not provide adequate cost information to the Commission to determine the changes in the cost of providing residential basic local exchange service in Colorado since 1995.

37. In its testimony Staff discussed in great detail the inherent weakness of any conclusions reached as to the change in cost over time based solely on an examination of Qwest’s NECA loop data.  According to Staff, the weakness can be summarized as follows:  the loop is only one element of residential basic service and changes in loop costs do not approximate changes in residential basic service; Qwest’s reliance on loop costs fails to factor in the change in cost of other elements of residential basic service, most notably the local switching and transport elements (local calling); and, loop connectivity is an essential element to DSL service, features, intrastate and interstate switched access, and intrastate toll, none of which are included in the calculation of residential basic local exchange service costs.
38. Staff also argues that Qwest’s own TSLRIC Cost Studies indicate that the cost of providing residential basic service has declined since 1995. Therefore, it is Staff’s position that Qwest’s TSLRIC cost studies can be used to compare costs in 1995 to costs in 2007 and 2008.  If this comparison is made, it will demonstrate that Qwest is not entitled to an increase in its residential basic local exchange rate.
39. Staff further argues that the Commission should assign very little weight to the change in nationwide average price. It recommends that the Commission should consider the data in light of the inherent limitations.  Staff argues that the data may be meaningful and useful for some purposes, but the data lacks the precision usually demanded in a ratemaking setting.  Moreover, Staff argues that the change in price is but one factor the Commission shall consider and, when weighed against the evidence that Qwest’s cost of providing service has not increased and Qwest has positive net revenues, the nationwide average price data would not appear to be sufficient to justify a rate increase.
40. Similarly, Staff states that a comparison of Qwest’s prices in its other states is not instructive because a number of states have changed circumstances that contribute to prices such as an increased local calling area or deregulation of services.  Staff argues that there is a big range in regional prices.  Pricing for Colorado is consistent with Qwest’s other large states such as Minnesota, Arizona, and Washington.  Staff states that the Colorado rate was 23.73 percent higher than the regional average in 1995 and is 12.16 percent lower than the regional average in 2008. 

41. Staff is also in agreement with the OCC that, if the Commission is going to place more than minimal weight on the pricing data, the Commission should include in its price analysis the End User Common Line Charge (EUCL, also known as Subscriber Line Charge).  This mandatory charge paid by residential basic service customers offsets Qwest’s local loop costs.  Regardless of the data source, in order to represent the actual “price” of the service, Staff believes that the EUCL should be included.  According to Staff, when nationwide average prices are viewed in this manner, an 11 percent increase in the 1FR rate cannot be supported.

42. By oral order of the Commission at hearing, parties were directed to file a late filed Exhibit 21 that would calculate what 1FR price in 2009, which, when calculated using the EUCL on both nationwide price and Qwest’s specific price, would yield the same equivalent percentage change in rates.
  Staff filed Hearing Exhibit 21.  This Hearing Exhibit demonstrates that the nationwide average total monthly price including the EUCL, has increased 21.36 percent between 1995 and 2007.  However, Staff disagrees that this automatically means that Qwest is entitled to a 21 percent total monthly rate increase to conform to the nationwide average change in price.  Instead, Staff states that this reliance would ignore the fact that Qwest’s price was above the national average in 1995.  Further, Staff’s Exhibit 21 demonstrates that allowing a 21 percent increase in Qwest’s price including its $6.50 EUCL would result in a rate of $22.20 or approximately 4 percent above the nationwide average total monthly charge of $21.36.
43. In summary, Staff argues that there is no evidence that the cost of providing residential basic service has increased since May 1995.  In fact, the record supports that such costs have decreased during this timeframe.  There is no sound evidence of how the nationwide average price for service “comparable” to residential basic service has changed since May 1995.  Therefore, any reliance on this data for rate-setting purposes would be questionable.  There is substantial evidence that at its current rate, Qwest is being fairly compensated for providing residential basic service.  Therefore, Staff has concluded that there is no evidentiary basis to increase the current price caps for 1FR, 1MR, or LW1 above the tariff rates that Qwest currently charges.
c. OCC’s Position

44. The OCC raised many of the same issues as Staff with regard to the use of the NECA loop cost data.  The OCC took issue with Qwest’s use of NECA-submitted costs in large part because they are historical costs.  The OCC argues that future pricing decisions should not be based on historical costs but rather on forward-looking costs.  The OCC asserts that prices based on the latter send appropriate price signals to the marketplace.  
45. The OCC also took issue with Qwest’s contention that the cost of providing residential basic local exchange service in Colorado has significantly increased since May 24, 1995.  The OCC, like Staff, argues that Qwest is in a declining cost industry, which would include the costs for residential basic local exchange service.  

46. The OCC argued that, although Qwest stated it was important for a rate comparison to include all costs actually paid by a customer for service, Qwest did not include all such costs.  In calculating its proposed maximum rate cap, the Company failed to include such costs as the $6.50 EUCL, the $0.40 for the state universal service fund, and the $0.07 for the Telecommunications Relay Surcharge for a total monthly rate (not including other taxes) of $21.85.  

47. The OCC also argues that there may be other potential offsets to the change in costs for residential basic service that the Commission may wish to explore, but which Qwest did not include in its analysis.  Such items should include the increase in Qwest’s receipt of both Federal Universal Service Fund subsidies and Colorado High Cost Surcharge Mechanism (CHCSM) subsidies, as well as any increases in revenues from land development agreements and line extension activities.  

48. In summary, the OCC asserts that Qwest has not met its burden of proof that its residential basic local exchange service rate should be increased above the $14.88 per month charge.

d. CTA’s Position

49. CTA argues
 that the Commission’s decision on the Qwest Application is one of first impression and should either provide a regulatory "road-map" that could be followed by future applicants or should include a statement of the Commission’s intention to initiate a rulemaking proceeding to outline the data sources, costing and pricing methodologies, and other requirements that must be met by future applicants seeking to raise the price cap for 1FR service.  According to CTA, in addition to the precedent to be established here, there is an interrelationship between this docket and the pending CHCSM rulemaking proceeding, Docket No. 08R-476T, particularly with respect to the establishment of a local service rate benchmark.
50. It is CTA’s view that the Commission has wide discretion in applying the statutory criteria and that those criteria are nonexclusive, are directive in nature, and are not mandatory, except for the requirement that the Commission shall not limit the applicant provider's rate of return or overall revenues.  CTA asserts that the latter provision is a "safe harbor" provision.  An applicant may make a filing seeking to have its 1FR price cap raised and its only risk is the potential denial of the application.  It does not face the associated risk of a Commission mandated adjustment in its rate of return or overall revenues.

51. CTA suggests that the Commission make clear its expectations for future filings by including in its decision a list of appropriate data sources that would meet the statutory cost and price requirements of the law as well as its conclusions noting approved and acceptable associated calculation methodologies based upon the information contained in those approved data sources.  In the alternative, the Commission could note in its decision that it intends to undertake a future rulemaking proceeding to address the issues that would affect an application by a telecommunications provider seeking Commission approval to raise its 1FR rate cap.

52. CTA’s position on the inclusion of the EUCL is somewhat different than the OCC’s position on this issue.  CTA does not share the OCC’s view that the EUCL must be considered in connection with any adjustment to the Qwest 1FR rate to avoid potential double recovery in this docket.  However, CTA agrees with the OCC that for purposes of the CHCSM and the setting of a revenue benchmark, the EUCL should be included in the calculation.  CTA has taken this position in its Reply Comments Docket No. 08R-476T.  

2.  Net Revenues

a. Qwest’s Position

53. Mr. Brigham notes in his testimony that § 40-15-502(3)(b)(I.5)(D), C.R.S., states that the Commission “[m]ay, for any affected provider, consider the net revenues derived from other service regulated under Part 2 or 3 of this article….”.  It is Qwest’s belief that the interest of the Commission relates to the net revenues for features, since features are the primary Part 2 residential service other than the basic exchange access line.

54. Mr. Brigham also discusses the fact that the statute does not define the term “net revenues” and as a result the meaning of the term is subject to interpretation.  For example, one definition of net revenues would involve calculating the revenues of Part 2 services excluding (net of) access line-related local exchange revenues.  Another definition of net revenues would involve calculating the revenues less some measure of costs.  Qwest believes that providing information using the first definition of net revenues would be meaningful for the Commission and, therefore, prepared Confidential Exhibit RHB-2, which provides an analysis of feature revenues.

55. Qwest strongly opposes Staff’s and the OCC’s position on net revenues.  Qwest argues that Staff’s and OCC’s position on net revenues is nothing more than traditional cost of service regulation in different clothing.

56. Although there was much debate as to how this language concerning net revenues limits the Commission’s authority, Qwest argues that there is only one reasonable way to interpret subparagraph (D) and give effect to all parts of the statute.  This limiting language permits the Commission to use net revenues as a reason to raise the maximum rate for basic local exchange service; however, the Commission cannot use net revenue to deny an increase in the maximum rate for residential basic local exchange service.
b. Staff’s Position

57. Staff took issue with the fact that Qwest provided net revenue information that was limited to basic service and feature revenue.  As a result, Staff witness Wendling provided several views of net revenues (revenues minus some measure of cost).  Under each of the views provided in Mr. Wendling’s answer testimony, positive net revenues are present.  Mr. Wendling states that the Commission is free to give as much weight to this evidence as it wishes.  Staff merely pointed out that this net revenue analysis reveals that a rate increase cannot be justified on the basis of deficient net revenues.  Staff also represents that since there has been no mention of tying a rate decision on residential basic service to rate adjustments for other rates, the Commission will not run afoul of the statute by considering net revenues as advocated by Staff.  Any decision on the appropriate price cap for residential basic service will not limit Qwest’s overall rate of return or overall revenues.

c. OCC’s Position

58. It is the OCC’s position that net revenues would include services regulated under Part 2 and Part 3 of the statutes and would include such services as:  operator services, advanced features, certain premium services, private line service, and nonoptional operator services.

59. Mr. Skluzak represents that switched access revenues, under Part 3, are specifically excluded from the analysis of net revenues.  However, he is unsure if net revenues would include revenue from basic local exchange service.  Although it is a Part 2 service, the pertinent statute’s use of “the net revenue derived from other services” might mean other than basic local exchange service.  Mr. Skluzak does note that it appears that Mr. Brigham’s net revenue amounts are not net of costs.
60. The OCC asserts that § 40-15-502(3)(b)(I.5)(D), C.R.S., allows the Commission to consider Qwest’s net revenues to determine if its proposed maximum allowable price is just and reasonable.  The OCC also represents that the Commission can consider net revenues, but the Commission cannot limit a provider’s overall rate of return or overall revenues as part of a maximum price application. 

61. The OCC concludes that Mr. Brigham’s net revenue criterion does not meet the standard or the spirit of the pertinent statute.  Mr. Skluzak recommends that the Commission demand a more thorough and robust showing from Qwest as to the net revenue analysis.  Accordingly, the OCC submits that Qwest did not comply with the Commission’s directive to address net revenues under subparagraph (D) and that the numerous issues raised by the minimal net revenue information that Qwest did supply demonstrate that the Commission should consider Qwest’s “net revenues derived from other services regulated under part 2 or 3” when determining Qwest’s maximum price cap for residential basic local exchange service herein.

B. The Colorado Local Exchange Market

1. Qwest’s Position

62. Mr. Brigham states that companies competing with Qwest for residential customers in Colorado include:  landline competitors including cable TV companies such as Comcast and Bresnan; wireless providers such as AT&T and Verizon; and Voice over Internet Protocol (VoIP) providers such as Vonage.  Qwest claims there are over 25 Competitive Local Exchange Carriers (CLECs) providing services to residential customers in Colorado and as a result there are currently CLECs serving customers in each and every Qwest wire center in Colorado.

63. Qwest asserts that Comcast competes with Qwest by serving over 800,000 cable customers in Colorado.  Along with cable TV and broadband internet access, Comcast offers its digital phone service to nearly all customers in its service area and is a major competitor in the residential basic local exchange market.  

64. Mr. Brigham represents in his testimony that while many CLECs focus on business customers, there are a number of CLECs that offer service to both residential and business customers, and others that focus only on the residential market.  Qwest also states that, while many of its landline competitors focus on marketing service packages, there are some landline competitors that offer stand-alone residential basic local exchange service such as First Communications, which offers a stand-alone service for $14.74 a month.

65. Mr. Brigham states that in setting prices for 1FR, Qwest must be mindful of the relationship with package prices, which may serve as a substitute for 1FR service for many customers.  Since many stand-alone 1FR customers purchase basic exchange service plus long distance service and/or features, an increase in the 1FR rate may cause these customers to migrate towards a package offering that includes these services.  Thus, if Qwest were to raise 1FR rates above the proper market-based level, many customers would likely migrate to packages or bundles.  This is a major reason why Qwest has proposed a 1FR price of $16.99, and has not proposed raising the rate to the level of the maximum price as defined by Mr. Brigham.

66. Mr. Brigham also states that competition from wireless providers is flourishing in Colorado.  Mr. Brigham cites the FCC’s Local Competition Report, which provides that, as of December 2007, there were over 3.96 million wireless lines in Colorado, while there were only 2.45 million wirelines (both Incumbent Local Exchange Carrier (ILEC) and CLEC).  In fact the number of wireless lines has experienced a 68 percent increase from December 2002 to December 2007, where as Qwest’s residential access lines in Colorado have dropped 26 percent over the same time frame.  Further, in the first nine months of 2008, Qwest’s residential access lines dropped an additional 9 percent to 1.15 million.  Mr. Brigham argues that the decline in Qwest landlines, coupled with the dramatic increase in wireless connections, demonstrates that Colorado customers increasingly view wireless phones as a substitute for wireline service and that wireless phones are in fact replacing wireline phones.  

67.  Mr. Brigham also argues that VoIP telephone service is now a viable alternative to Qwest’s traditional residential wireline service in Colorado.  Mr. Brigham further argues that while it is very difficult to obtain accurate subscribership information regarding VoIP services in Colorado, VoIP is clearly a rapidly growing competitive alternative to traditional landline-based telephone services.

68. Mr. Brigham states that Staff and the OCC have provided no meaningful rebuttal to his discussion of competition in the Colorado local exchange market.  Mr. Brigham notes that Staff does not view competition as a primary consideration in this docket.  In addition, Mr. Brigham states that Staff has failed to acknowledge the presence of Comcast or Bresnan in Staff’s analysis, even though these providers together aggressively compete with Qwest for residential customers in the vast majority of wire centers in the state.  Mr. Brigham argues that Staff’s approach in this proceeding essentially ignores competition, presumably because considering competition would lead to conclusions Staff does not favor.

69. Mr. Brigham further argues that Staff and the OCC have failed to provide a basis to conclude that an increase in Qwest’s residential basic local exchange rates will lead to a drop in telephone subscribership in Colorado.  Mr. Brigham represents that historical data provides that there is no evidence that increases in residential rates lead to declines in telephone penetration levels.  

70. In addition, Mr. Brigham argues that Staff and the OCC have failed to prove that Colorado consumers are dependent on Qwest for service because of Qwest’s stand-alone residential service.  Qwest also disputes Staff’s position that other providers are not real providers because they may not offer a stand-alone basic service.  Qwest states that while it is true that most competitors, including Comcast and Bresnan, do not offer stand-alone residential basic exchange service, but instead offer local service with features or long distance included in the basic price, it is incorrect to conclude as Staff does, that these packages do not represent an effective substitute for Qwest’s stand-alone basic exchange service.  Qwest argues that in reality many of the stand-alone customers also order other services such as long distance and features.  Mr. Brigham states that any customer disconnecting Qwest’s service is likely to move to a competitive service, such as cable telephony or wireless, rather than have no phone at all.  In summary, Mr. Brigham argues that the likely reason that Qwest’s competitors do not offer stand-alone basic service is because they do not view it as a profitable offering.

2. Staff’s Position

71. Staff asserts that the competition that Qwest refers to in its Application is from VoIP and wireless providers.  Therefore, Staff recommends that the Commission not rely on these sources as competition because they do not offer a comparable stand-alone product that is the subject of Qwest’s request. 

72. In addition, Staff recommends that the Commission should keep in mind the mandates of universal service in the state statutes at §§ 40-15-101, 40-15-501(1), 40-15-502(2)  and (3), and 40-15-503(2)(c)(I), C.R.S.  The Commission must guarantee “the affordability of basic telephone service while fostering competition.”  Currently, Colorado’s telephone penetration is greater than 98 percent.  Staff argues that this may not continue at such a high level if rates for basic service are set too high. 

3. OCC’s Position

73. The OCC’s position is that § 40-15-502(3)(b)(I.5), C.R.S., does not require the Commission to make a determination as to the presence of competition.

74. The OCC also argues that, although it does not know why Qwest devoted the majority of its testimony to address the impact of competition on its proposed rate increase, Mr. Skluzak’s conjecture is that this is part of Qwest’s strategy to provide a “bare bones” evidentiary basis for the statutory criteria that will result in a “sink or swim” decision by the Commission. 

75. It is the OCC’s position that Qwest’s strategy is to convert its stand-alone customers to package customers by raising its price on the former and holding its price steady on the latter.  The OCC also argues that a Qwest stand-alone customer does not have the option to take service from another provider, since none of the other providers offer stand-alone service in Colorado.  Therefore, this customer has no option and must remain with Qwest and pay its higher rate. 

C. Economic Perspectives on Telecommunications Regulation 

1. Qwest’s Position

76. Qwest witness Weisman reviews the rationale for regulation in general and the telecommunications industry specifically.  He posits that in certain circumstances regulation is required generally when the good or service is deemed essential and a competitive market does not exist.  Dr. Weisman does not believe that regulation replicates the results that would occur in a competitive marketplace.  He asserts that, with respect to telecommunications regulation, limiting entry into certain markets, carrier of last resort obligations, broadly averaged rates, and cross-subsidization are not reconcilable with free markets.  Dr. Weisman suggests that telecommunications regulation has been one of wealth distribution along the lines discussed by Judge Richard Posner.  An example of this was the issue of long distance telephone rates being priced above cost to subsidize basic local service rates at a below cost level prior to the breakup of AT&T.  Dr. Weisman suggests that removing regulation and opening markets will not necessarily cause all prices to fall, but will align prices with costs.  Dr. Weisman argues that raising the rate cap will not necessarily harm universal service, arguing that Qwest will not necessarily be able to increase rates to the level of the cap because of competitive pressures.

77. Dr. Weisman argues that competition now places significant price discipline on traditional landline ILEC services.  Dr. Weisman asserts that, if Qwest were to raise its prices too much, not only would it risk losing lines to competitors, it would also risk losing revenues from vertical features and other optional services it sells with residential basic local exchange service.  In this proceeding, Dr. Weisman urges the Commission to allow Qwest to set its prices based on the market and on its costs of providing service.  
78. Dr. Weisman states that there has been a paradigm shift in telecommunications over the last ten years.  This shift can be evaluated through the following four themes.  First, he argues that the Commission should look forward, recognizing that market forces exist that allow for competing technological platforms.  He characterizes Staff’s philosophy as looking backward to the period of the regulated monopoly era.  His second theme states that the rapid technological change in the industry has transformed the market structure of the industry.  As such, the Commission must move along the regulatory spectrum away from rate of return regulation to complete deregulation, with a rate cap approach acting as a conservative intermediate step. Dr. Weisman explains his third theme in terms of two regulatory models:  a centripetal model of command and control versus a centrifugal model where the regulator is more enabler and less controller.  The centrifugal regulator facilitates the development of competitive markets so that a competitive discipline can be obtained.  His final theme states that the policy prescription for today’s hybrid regulated-competitive environment calls for balance and restraint.  To that end he suggests the tempered easing of rate regulation without impeding competition and the protection of the competitive process without the protection of competitors.

79. In his rebuttal of the OCC’s witness Skluzak, Dr. Weisman takes issue with a number of Mr. Skluzak’s assertions.  He disagrees that the rise in the level of the EUCL charge has increased Qwest’s compensation for the local loop costs that are part of residential basic local exchange service.  Dr. Weisman points out that the increasing level of the EUCL charge was part of a rate rebalancing scheme that moved Qwest’s compensation from access charges to a monthly flat-rate charge on consumers.

80. He disagrees with Staff witness Dr. England and OCC witness Mr. Skluzak’s assertion that Qwest’s positions on the level of competition and the need to raise prices are inconsistent.  Dr. Weisman argues that, with regulation keeping the rate for stand-alone basic local exchange service artificially low and below cost, entrants have not been willing to enter the market for such a product.  This has kept competition artificially lower than it would have been with market-based rates.  

81. Dr. Weisman also takes issue with Dr. England and Mr. Skluzak’s method of defining the market for Qwest’s stand-alone basic local telephone service.  Dr. Weisman argues that, if you define any market narrowly enough, you end up with a situation where there is only one provider of service.  Dr. Weisman makes the case that if you agreed with Staff and the OCC’s analysis, one could argue that Toyota is a monopolist in the market for Camrys.  Dr. Weisman suggests that there is a continuum of telephony services at various prices and even though Qwest is the sole provider of basic stand-alone local exchange service it does not imply it has market power.
2. Staff’s Position

82. Staff witness Dr. England, in his answer testimony, addresses some of the assertions made by Dr. Weisman.  Dr. England points out that Dr. Weisman does not assert that residential basic local exchange service at the present time is priced below cost, but only that historically it had been.  

83. Staff does not view competition as a primary consideration in this docket as this docket deals with basic local exchange service and the impact of the new statute on rates for that service.  Based on his analysis of wages and benefits showing that the costs of providing service have been decreasing over time, Dr. England argues that the current price is actually artificially high. Dr. England asserts that competition simply is not sufficiently strong to discipline stand-alone basic local service prices and thus appropriate regulation remains necessary. 

84. On another policy matter, Dr. England points out that in § 40-15-502(3), C.R.S., universal basic service should be "available and affordable to all citizens" and in § 40-15-502(2), C.R.S., that rates for basic service should be set at "just, reasonable, and affordable rates to all people of the state of Colorado.”  According to Dr. England, any increase in the current rate for basic local exchange service that is not justified by increased costs or disciplined by a competitive market could potentially place the goals of §§ 40-15-502(2) and 40-15-502(3), C.R.S., in jeopardy and at a minimum would at least compromise the stated goals.

85. Dr. England discusses how, in a truly competitive market, prices are driven down to costs, rather than in the case Qwest is pursuing where Qwest argues that the market is competitive, but that its prices must rise to costs.  However, he points out that Staff does not have a reliable calculation for the cost of basic local exchange service, and as such cannot tell for certain whether the current or proposed prices are at or below cost.

86. Dr. England discusses other policy concerns with respect to Qwest’s Application, in particular that Qwest will raise rates on the stand-alone residential basic local exchange service, but will leave unchanged any package rate that contains the service.  He asserts that this suggests that there is inadequate competition for stand-alone local service, but there apparently is competition for the additional services in the packages.  Dr. England also is concerned that stand-alone customers will see an increase, while “bundle” customers will see no change in price.  The impact may therefore be more concentrated on low-income customers.  Dr. England also argues that, by increasing the stand-alone service rate, Qwest will be more successful at selling bundles that include de-regulated or un-regulated offerings.

3. OCC’s Position

87. Mr. Skluzak expresses surprise at the general thrust of Dr. Weisman’s testimony with respect to the competition that Qwest faces and the likelihood expressed by Dr. Weisman that Qwest will be unable to raise rates given that competition.  Mr. Skluzak suggests that there is very little competition to Qwest’s stand-alone landline basic local exchange service. He views VoIP and wireless as imperfect substitutes.  Mr. Skluzak also argues that bundled offers from CLECs are not close enough substitutes to the stand-alone basic local exchange service.  He asserts that Qwest has provided information and discussion regarding competitors that only provide bundled telephony services but not any information on stand-alone offers.

88. Mr. Skluzak points out that Dr. Weisman asserts that Qwest’s basic local exchange service is priced under cost and that this situation deters competition.  At the same time, however, Dr. Weisman argues that there is significant competition in the telecommunications market to provide price discipline to Qwest.  Mr. Skluzak contends this is internally inconsistent.  Mr. Skluzak also attacks Qwest witness Mr. Brigham on a related argument.  Mr. Skluzak points out that Mr. Brigham asserts that Qwest faces competition for stand-alone basic service and is losing customers to competitors.  If this is the case, then raising the rate cap and raising rates will cause Qwest to lose even more lines, according to Mr. Skluzak.  Finally, Mr. Skluzak contends that, contrary to Dr. Weisman’s position, the loss of access lines by Qwest suggests that Qwest’s rates are already too high.  In the face of competition and loss of market share, raising rates is counter-intuitive.

D. Analysis of Costs, Wages, and Benefits

1. Qwest’s Position

89. Qwest witness Brigham asserts that Qwest’s wages, salaries, and benefits have increased since the 1FR rates were set in 1995.  He cites data from both the Communications Workers of America union contracts and the Bureau of Labor and Statistics (BLS) that show increases in union wages and general wages and benefits for “installation, maintenance, and repair” workers have been rising in the recent past.  Mr. Brigham also cites the historical trend for the Consumer Price Index (CPI) which indicates prices rose 36.6 percent in the Denver-Boulder-Greeley area from 1995 to 2007.

90. Dr. Weisman, in his rebuttal testimony for Qwest, takes issue with Staff witness England’s suggestion that, since Qwest’s employee benefit expenses have gone down in inflation-adjusted terms and, therefore, Qwest’s costs are actually decreasing, there should be no rise in the current rate cap.  Dr. Weisman states that it does not necessarily follow that if per-unit real costs are dropping, then nominal prices also would be dropping.

91. With respect to Dr. England’s discussion concerning the use of a productivity offset to accurately measure labor cost changes, Dr. Weisman contends that such a measure might actually show a decline in productivity regarding the labor inputs to stand-alone basic local exchange service.  Dr. Weisman asserts that, since 2000, the loss of lines for basic local exchange service have been increasing.  Therefore, output has been declining and output per employee could be declining.  Such a decline would argue for a rise in the rate cap rather than the decline asserted by Staff.  Finally, Dr. Weisman criticizes Dr. England for ignoring all the non-wage costs that Qwest uses in the provision of residential basic local exchange service.

2. OCC’s Position

92. The OCC takes issue with Mr. Brigham’s example of increasing costs concerning the payment of wages, salaries, and benefits.  It is the OCC’s position that while it may or may not be true that wages, salaries, and benefits have increased in the 13-year period on a per employee basis, such is certainly not true on an overall basis.  The OCC argues that its position is supported by information contained in a response to a Staff data request which indicates that Qwest has significantly cut both headcount and total salary costs for both management and union employees in Colorado over the present decade.

3. Staff’s Position

93. Staff witness Dr. England addresses the assertions made by Qwest with respect to rising costs.  With respect to the CPI, Dr. England explains that while the overall inflation rate can be rising as pointed out by Qwest, component parts of the index can show price declines due to productivity, scales of economy, and technological advances within certain industries.  He states that the rise in the CPI, by itself, does not prove that Qwest’s costs have risen as well.

94. With respect to the increase in benefit costs asserted by Qwest, Dr. England suggests that the only way to evaluate that data over time is to adjust the dollar amounts for inflation.  Once the Qwest worker-benefits data is adjusted for inflation, the benefits paid by Qwest actually show a decline of 23.5 percent over the period 1995 to 2007.

95. Dr. England suggests that Qwest’s labor cost data must be adjusted in two ways.  First, the appropriate measure of labor costs is on a per employee basis.  Second, productivity changes must be taken into account.  When taking into account the number of positions shed by Qwest during the period 2001 to 2008, unit employee costs dropped substantially.  Using productivity data from BLS, Qwest benefited from a 26 percent gain in productivity during the period 2001 to 2008.  Based on these adjustments, Dr. England does not believe Qwest has demonstrated that it’s labor and benefit costs have increased over the relevant time period.

E. Bifurcation of Rates for High and Low Cost Wire Centers

1. OCC’s Position

96. If the Commission allows an increase in rates, Mr. Skluzak requests, as an alternative to the OCC’s default position, that the Commission apply a bifurcated analysis to Qwest’s high cost and low cost wire centers.  This would have the result that Qwest has a bifurcated residential rate structure where its customers in high cost wire centers from which it draws a CHCSM subsidy have a higher, but reasonably comparable rate, to Qwest’s customers in its low-cost areas from which it does not draw a CHCSM subsidy.  Mr. Skluzak states that this recommendation is based in large part on the principle of cost causation and also on a desire to reduce Qwest’s draw from the CHCSM.  Further, Mr. Skluzak points out that § 40-15-502(3)(b)(I), C.R.S., explicitly allows zone charges in connection with universal service and affordability. 

2. Staff’s Position

97.  Staff witness Friedman states that the Commission should ensure that Qwest is not imposing different pricing practices among various categories of customer or among wire centers.

3. Qwest’s Position

98. Mr. Brigham states in his rebuttal testimony that Qwest is not in favor of a mandate that would set different residential basic local exchange rates in different wire centers.   He asserts that Qwest has been moving away from geographically deaveraged rates in all of its states.  Further, Mr. Copeland argued that a higher rate in high cost wire centers would be very unpopular with consumers and a step back in Qwest’s pricing policies.  

99. Dr. Weisman, however, takes issue with Ms. Friedman’s assertion that Qwest should not be allowed to impose different pricing across customers or wire centers.  Dr. Weisman argues that differential pricing is widespread in competitive markets.  He argues that Qwest should be granted the same pricing freedoms that have been granted to other providers of telecommunications services. Further, in response to questions from Chairman Binz and in redirect, Dr. Weisman indicated that while Qwest should not be required to set higher prices in high cost wire centers, it should have the freedom to do so.  However, he acknowledged that billing issues and customer concerns may preclude that from being a realistic possibility.

F. Colorado High Cost Surcharge Mechanism

1. OCC’s Position

100. Mr. Skluzak states that the Commission should recognize the interrelationship between Qwest’s revenues from all sources and its cost of providing residential basic local exchange service and the revenue neutrality provision of § 40-15-208(2)(a), C.R.S.  Any additional revenue granted by the Commission should be included in calculating Qwest’s CHCSM support by reducing such support on a dollar-for-dollar basis to offset the revenue Qwest will realize. 

Mr. Skluzak states that it is unjust and unreasonable for Qwest to net, by its own estimation, approximately $6.6 million
 from its proposed rate increase while it is receiving 

101. almost $57 million in subsidies from the CHCSM.  Mr. Skluzak recognizes that this proposal runs counter to the way the CHCSM rules currently function.  However, he asserts that the Commission’s own rule, 4 CCR 723-2-2841(k)(I)(E), allows the Commission to include “other revenues as the Commission, by order, deems included” in the residential revenue benchmark calculation.  Mr. Skluzak states that the Commission should exercise its authority in this regard.

2. Staff’s Position

102. Ms. Friedman addresses this issue for Staff.  She states that if the Commission allows an increase in rates as a result of this docket, it should ensure Qwest’s compliance with § 40-15-208(2)(a), C.R.S., which states:
The commission shall ensure that no local exchange provider is receiving funds from this or any other source that, together with local exchange service revenues, exceeds the cost of providing local exchange service to customers of such provider.  

103. Staff is concerned that if local rates are increased in 2009, in 2010 Qwest will receive the additional revenues from residential basic local service along with CHCSM support based on the 2008 basic local service rates.  In this manner, Qwest could be recovering funds in excess of its costs for providing service. 

104. Therefore, Staff suggests that at the conclusion of this docket, the Commission immediately open another docket to determine how the rate increase would impact Qwest’s CHCSM draw and its compliance with § 40-15-208(2)(a), C.R.S.  

3. Qwest’s Position

105. Mr. Brigham indicates that Qwest is aware that there will be an effect on both its CHCSM draw as well as its contributions if basic residential rates increase.  Mr. Brigham states that while it is difficult to determine precisely the impact of the rate increase on the CHCSM support, he estimates that the annual reduction in support would be approximately $8.3 million if the $16.99 rate is allowed.  Under the current rules and process, this reduction would be reflected in the 2011 support, assuming the rates are increased in 2009.  Further, Qwest estimates the increase in contributions to the fund, based on the current 2.2 percent surcharge, would be approximately $350,000 annually.

106. Mr. Copeland asserts in his rebuttal testimony that OCC witness Skluzak is misguided in his suggestion that Qwest’s draw from the CHCSM be reduced dollar-for-dollar for any increase in revenues as a result of this docket.  He states that the current process for allocating funding will modify Qwest’s draw from the fund based on Qwest’s actual revenues when Qwest receives those revenues.  Further, Mr. Copeland states that if Qwest’s revenues exceed its costs for any particular wire center, Qwest will no longer receive CHCSM funding for that wire center.  Mr. Copeland warns that any attempt to offset Qwest’s draw from the fund immediately without consistently re-calculating the cost/revenue relationship could harm Qwest’s ability to meet its POLR obligations. 

G. Flexible Tariffing Options

1. Qwest’s Position

107. In Qwest’s direct case, Mr. Brigham asserts that pursuant to § 40-15-502(3)(b)(I.5)(C), C.R.S., the Commission shall consider flexible pricing tariff options.  Qwest believes that it would be appropriate for the Commission to approve a tariff that specifies the price ceiling for basic residential service.  Then the Commission should allow Qwest the flexibility to raise or lower prices as long as the price remains below the ceiling.  Mr. Brigham states that this flexibility would put Qwest on equal footing with its rivals. 

108. Initially, in direct testimony, Mr. Brigham states that the maximum prices set by the Commission in this proceeding should be listed on a preface page in the Qwest tariff.  He attached a proposed preface page as RHB-1 to his testimony, Hearing Exhibit No. 1.  However, on rebuttal and cross-examination, Mr. Brigham agrees that this is really a form issue, and Qwest does not believe that it makes a whole lot of difference whether the maximum price is on a preface page or a tariff page including the actual rate charged.

109. Also related to the issue of flexible tariff options is the requirement for customer and Commission notice.  Qwest states that it should be able to raise or lower rates at or under the Commission approved cap.  Further, Qwest states that it believes it has a 30-day customer notice requirement for any increases under the cap consistent with current practice.  For decreases under the cap, Qwest asserts that some limited notice may be appropriate.
  

2. Staff’s Position

110. Ms. Friedman asserts that Qwest’s proposed preface page is not necessary and Qwest should instead publish the ceilings or maximum rates on the same tariff page as the actual rate charged. Ms. Friedman argues that having both the maximum approved price cap and the actual rate charged on the same page will be easier for customers to understand than having to look at both a preface page and a tariff page for this information. 

111. Staff contends that if Qwest wishes to change the price for residential basic local exchange service, Qwest should be required to file an advice letter with the Commission notifying it of the proposed change.  However, if the change were above the approved cap or if there were proposed changes to terms and conditions of the offering then the Commission could suspend the advice letter.  Staff does not address or recommend a specific notice period for the advice letter filings. 

112. Staff also proposed that the Commission require Qwest to send customer notice of any increases through bill inserts.  The notices should contain information regarding the Commission approved price ceiling (or maximum price) as well as all typically required information for a rate increase. 

III. ANALYSIS AND FINDINGS
A. Setting the Rate Cap and Rate 

1. Price Cap

113. This is the first case brought to us under the revised statute, § 40-15-502, C.R.S., and, as such, is a case of first impression.  That statute requires this Commission to consider changes in the applicant’s costs, changes in nationwide prices, and allows consideration of the applicant’s net revenues for certain part 2 and part 3 services in setting new rate caps for residential telephone service.  Prior to the new statute, residential telephone rates were effectively frozen as of May of 1995.
114. Since that time, the market for residential telephone service has changed dramatically.   Cable companies such as Comcast have rolled out ubiquitous residential phone service to their cable customers, serving as a wireline competitor to Qwest.  Wireless options have increased and have dropped in price significantly since 1995.  VoIP telephony has been deployed, and we view that as a maturing technology.
115. Staff and the OCC do not believe that the market for stand-alone basic residential local exchange service is competitive, and, in fact, they view Qwest as the sole provider of that stand-alone service.  On the other hand, Qwest points to the aforementioned competitors and characterizes the market as competitive.  We tend to agree more with Qwest on this issue; however, we believe that there are certain residential customers of basic local exchange service who are very demand-inelastic customers and who view Qwest as the sole supplier of a non-packaged service offering.  While we agree with Staff that competition is not an issue in this case, we do not wish to ignore totally the landscape of the industry as we decide matters in this docket.
116. The statute directs this Commission to consider the changes in costs, changes in nationwide prices, and the applicant’s net revenues as a means of determining an appropriate rate cap for residential service.  In its Application, Qwest proposed a cap of $18.25, which was based on an equal weighting of the NECA loop cost data growth and the FCC price data changes for local service for periods ranging from 1995 to 2007.  Staff and the OCC countered that both data series have problems and that Qwest had not made an appropriate case for any increase in the rate cap.  Staff and the OCC, as their primary position, suggest no rate cap increase for Qwest from its current $14.88 rate.

117. We decline to include the EUCL in our analysis of the change in the nationwide average price.  We considered all parties’ arguments regarding the inclusion or exclusion of the EUCL in calculating the change in the nationwide average price for residential basic local exchange service.  After reviewing late-filed Exhibit 21, which added the EUCL to the FCC price data, we have decided not to include the EUCL in our maximum cap analysis.  We do recognize that customers must pay this charge when they purchase the stand-alone residential service, but we are examining only the changes in prices and costs of the stand-alone residential service and are excluding all other fees and taxes that are part of the final bill.

118. We decide to set the rate cap for Qwest’s residential basic local exchange service at $16.52 for one year, and will require Qwest to make a compliance filing one year from the effective date of this Order raising that cap to $17.00, subject to the tariffing and notification requirements discussed below.  

119. We will also order Qwest to develop and file a rate cap design for measured and message service that will yield the same percentage increase, 11.02 percent, as we have decided for the 1FR service.  This rate design information shall be filed as a compliance filing in conjunction with the initial tariff change to put the rate cap in place.  Similarly, one year from the effective date of this Order and with its rate cap compliance filing, Qwest shall perform a similar exercise and file a rate design reflecting the additional 2.9 percent increase in the rate cap.  We do not have the data on message and minute distributions in this docket that would allow us to calculate the new caps for these services.

120. The $16.52 price cap for residential basic local exchange service is based on our review of all three statutory factors – costs, prices, and net revenues – with the finding that the FCC price data is far more probative and reliable than the NECA loop data or net revenue calculations.  We use the FCC price data to set the $16.52 cap for the first year.  This is the nationwide average price change of 11 percent from 1995 through 2007 as applied to the current $14.88 rate.
  The increase to $17.00 in one year is a recognition that the NECA loop cost data, while far from perfect, suggest that costs for Qwest may have risen more quickly than the FCC price data.  Phasing in of the cap in two steps is an attempt to mitigate potential rate shock for Qwest’s customers, should it choose to charge the maximum rate allowed under the established caps. 

121. We view our reliance on the price data series as more indicative of where the General Assembly has directed us to go in our regulation of residential basic local service.  After having been frozen for 14 years, rates will now be permitted to increase based on nationwide prices and, to a lesser extent, costs.  Price regulation has been used in regulated industries as an alternative to traditional rate-of-return regulation and is often viewed as a transition mechanism to more relaxed regulatory oversight.

122. We also rely more heavily on the nationwide price changes because we are not comfortable with the cost data that has been filed in this docket by Qwest and Staff.  The FCC price data reflects over 1300 data points across a multitude of jurisdictions and should reflect the general trend in residential pricing.  We understand Staff’s concerns regarding this data, but parties overall agreed that this data source was the proper one to use to gauge nationwide rate trends.

123. Qwest chose to file the NECA loop cost data that it uses for the FCC’s Universal Service Fund, among other applications.  We do not view this as an acceptable proxy for the trends in the cost of residential basic local exchange service.  First, changes in costs for local switching and transport are not included in the data.  This is troublesome, as Staff has indicated, because the costs for local switching equipment have fallen over time.   Second, the NECA data reflects loop-assigned costs for all uses of the loop, including both federal and state jurisdictional services.  Third, based on the “A” factor issues raised by Staff, it appears that the initial year may be problematic.  Finally, we are concerned that the cost per loop increases when Qwest suffers line losses, even if the underlying total costs are relatively unchanged.  For example, the total unseparated NECA loop cost grew just 3.6 percent from 1996 through 2007, while loops decreased by 18.1 percent over the same period.
  The 26.5 percent increase in the cost per loop over that period is explained more by line loss than other factors.  

124. Staff proffered the TSLRIC models developed and used by Qwest to support Staff’s contention that there should be no increase in the rates.  Staff ran the TSLRIC models over the historical period in question to develop the changes in the cost of providing local residential service.  We are not convinced that the TSLRIC models should be used in this case.  First, there are differences in the models over time, as Qwest pointed out in its testimony.  Second, we agree with Qwest that the nature of the TSLRIC models is to develop the prices of services using theoretical costs of deploying new networks and those prices would reflect what a competitive market would provide.  We believe that there needs to be some recognition of actual costs in this case and TSLRIC models do not allow for that analysis.

125. Finally, we note that LITAP customers will see the same absolute increase in their rate cap as non-LITAP customers, since the discount rate for LITAP is at its maximum amount allowed by statute and rule. 

2. Initial Rate

126. In this case, Qwest requested that we not only set a price cap, but also approve a particular initial price that was below the cap.  We decline to do that at the present time, but rather will require Qwest to file an advice letter when and if it decides to increase its residential rates to a new level under or at the cap.

127. There are several reasons behind our decision not to set a rate for the residential services covered under the new maximum cap.  First, there is very little in the record of this case for us to set an actual rate.  When Qwest filed this case, it asked for a monthly rate of $16.99 for 1FR service based on a requested price cap of $18.25.  We have now approved a price cap of $16.52 based on the discussion above, which is below both the price cap sought by Qwest and the rate it intended to charge.  Qwest did not provide evidence as to what rate it would seek if we approved a lower rate cap and the rate it had chosen in its Application was not based on any particular proportional relationship to its proposed price cap.  At hearing, Qwest indicated that it had used general business judgment in picking the rate it filed and that it was not based on anything more than that.

128. Further, we recognize that it has been some time since Qwest filed this Application and the Company’s view as to what rate it would want to set might have been modified based on changing business conditions.  More generally, we view setting a rate under the approved rate cap is up to Qwest as part of its process of managing its business.  We have considered the evidence in this case and were guided by the new statute in setting that price cap.  As discussed by Qwest in the hearing, it remains to be seen what the market response is with respect to a change in price.  Qwest will have to decide how to proceed.

3. Bifurcation of Rates

129. In response to the OCC’s alternate suggestion that, we set a higher rate cap in high cost wire centers and a lower rate cap in low cost wire centers, we decline to do so.  As Mr. Skluzak of the OCC admitted, we do not have the evidence or supporting information in this record to make such a distinction.
  Further, we decline to mandate that Qwest charge different rates in high cost wire centers.  Qwest’s testimony represents that this could be detrimental to its customer relations and would be a step backwards in its pricing policies.

130. However, if Qwest chooses to make a filing in the future that includes different rates under the approved ceiling for different wire centers, we will take up both the legal and policy implications of deaveraged rates at that time.  We make no assurances that such matter will be resolved without hearing, regardless of whether the prices contained in the filing are all below the approved maximum price cap. 

B. Colorado High Cost Surcharge Mechanism

131. The current High Cost Mechanism Rules found at Rule 4 CCR 723-2-2841 contain what amounts to a two-year regulatory lag between the collection of data concerning costs and revenues for local exchange services and the recovery of the support for any shortfalls.  This mechanism has been in place for approximately ten years.  Qwest and other Eligible Providers, have contributed to and received monies from the CHCSM with the working knowledge of this lag.  

132. Qwest asserted that it has experienced changes in revenues and costs both positive and negative for the Company and it has never before been asked to change or accelerate an analysis for CHCSM purposes.  For example, Mr. Copeland discussed an increase in future revenue that was included in the CHCSM calculation and model run in the normal course.  Similarly, Qwest has been losing residential lines in greater numbers lately, but the CHCSM has not been recalculated off-schedule to take that loss into account.

133. It would be impossible for us, or for Qwest, to predict at this point in time, what its revenue increase will be as a result of this docket.  There are simply too many unknowns.  For instance, we do not know what rate Qwest will choose to charge under the now ordered $16.52 maximum cap.  We do not know when Qwest will choose to change its rate initially, or how frequently thereafter.  We do not know how many customers will leave Qwest or switch to a packaged or bundled offering as a result of any rate increase.  We do not know how or if customers in high cost wire centers will react to a rate increase.  Further, the answers to all of these unknowns are likely to change over time

134. Therefore, we decline to order a dollar-for-dollar offset in the CHCSM nor will we order a follow-on docket.  Any revenue increase that Qwest receives as a result of an increase in residential basic local exchange service will be included in the calculation of the revenue benchmark as prescribed by the CHCSM Rules.  We do note, however, that the Commission has undertaken a CHCSM rulemaking, Docket No. 08R-476T, which may well impact all aspects of the CHCSM, including support calculations.  

C. Flexible Tariff and Notification Issues

135. We agree with Staff that a single tariff page, with both the maximum cap approved by the Commission and the actual price under that maximum, would be the most easily read and understandable for customers.  Qwest shall make such a tariff change as a compliance filing with not less than one business day’s notice within 14 days of the effective date of this Order.  Similarly, one year after the effective date of this Order, Qwest shall make a second compliance filing on not less than one business day’s notice to change the maximum cap from $16.52 to $17.00. 

136. For any increases to a rate under the Commission approved price cap, including any initial rate increase from the $14.88 current rate, Qwest shall be required to provide customers notice through a bill insert or bill message.  We acknowledge that Qwest’s billing cycles are staggered and may not allow for a full 30 days’ notice for some customers.   Therefore, we order Qwest to complete such notice during a preceding billing cycle so that no customer receives less than ten days’ notice.  

137. Qwest shall file any corresponding increases to its tariffed rate as an advice letter filing on 30 days’ notice to the Commission.  Qwest can be assured that if the increases are under the maximum approved price cap and if there are no changes to terms or conditions of the service offering, the Commission does not anticipate a suspension of the tariff pages. 

138. Qwest shall work with the Telecommunications Staff of the Commission on the language to be contained in the customer notice prior to the first such notice being sent.  This language clearly states that the Commission has approved a maximum price cap in this docket and any changes under the maximum price cap, with no changes to terms or conditions, are therefore deemed just and reasonable.  

139. For any decreases in rates under the maximum cap, Qwest shall not be required to provide customer notice.  Qwest shall make any corresponding decreases to its tariffed rate as an advice letter filing on not less than one business day’s notice to the Commission. 

IV. ORDER
A. The Commission Orders That:

1. The June 17, 2009 Motion to File Statement of Position in Excess of 30 Pages filed by Qwest Corporation (Qwest) is granted.

2. Late-Filed Exhibit 21 is part of the evidentiary record in this proceeding.  To the extent that Qwest’s Objection to Late-File Exhibit 21 is a motion to strike or disregard Exhibit 21, we deny any such motion; however, we consider both the Qwest objection and the June 30, 2009 response of the Colorado Office of Consumer Counsel in our decision in this matter.

3. Qwest shall establish a maximum price for its residential basic local exchange service of $16.52, exclusive of the End User Common Line Charge and any other taxes or surcharges.

4. Qwest shall establish maximum price caps for measured service, message service, the tribal lifeline credit, and the low income telephone assistance program credit that are consistent with the change in price cap authorized for residential basic local exchange service.

5. Qwest is authorized to accomplish the necessary change in price caps to its tariffs by a compliance advice letter filing.  The compliance filing shall be on not less than one business day’s notice to the Commission.  

6. Qwest shall make the required compliance tariff filing within 14 days of the effective date of this Order.

7. With a proposed effective tariff date one year from the effective date of this Order, Qwest shall file a second tariff sheet that establishes a new price cap of $17.00 for residential basic local exchange service.  This tariff filing shall also reset the price caps for measured service, message service, the tribal lifeline credit, and the low income telephone assistance program credit in a manner consistent with the change in price cap authorized for residential basic local exchange service.  Like the tariff filing to accomplish the initial changes in price caps described in Ordering Paragraph No. 5, Qwest is authorized to accomplish this second change in price caps by a compliance advice letter filing.  The compliance filing to be made approximately one year from now shall be made on not less than one business day’s notice to the Commission.

8. Qwest shall establish a rate for residential basic local exchange service at or below $16.52.

9. Qwest shall establish rates for measured service, message service, the tribal lifeline credit, and the low income telephone assistance program credit that are at or below the price caps for each of these service and credits.

10. Qwest shall seek authorization to establish these rates authorized by Ordering Paragraph Nos. 8 and 9 by the filing of an advice letter on 30 days’ notice to the Commission and the public.  Prior to filing this advice letter, Qwest shall work with the Telecommunications Staff of the Commission to determine the language to be contained in the customer notice, which language shall be consistent with this Order.  Qwest shall provide this customer notice through either a bill insert or a bill message.  Qwest shall complete such notice during a preceding billing cycle so that no customer receives less than ten days’ notice.

11. Any increases sought by Qwest subsequent to the rate changes discussed in Ordering Paragraph No. 10 that Qwest seeks to make to its rates for residential basic local exchange service, measured service, message service, the tribal lifeline credit, and the low income telephone assistance program credit, which rates are at or below the tariffed price cap shall require the filing of an advice letter on 30 days’ notice to the Commission and the public.  For all increases sought, Qwest shall provide customer notice through either a bill insert or a bill message.  Qwest shall complete such notice during a preceding billing cycle so that no customer receives less than ten days’ notice.

12. Any decreases sought by Qwest subsequent to the rate changes discussed in Ordering Paragraph No. 10 that Qwest seeks to make to its rates for residential basic local exchange service, measured service, message service, the tribal lifeline credit, and the low income telephone assistance program credit, which rates are at or below the tariffed price cap shall require the filing of an advice letter on not less than one business day’s notice to the Commission.  No customer notice of such a subsequent rate decrease is required.
13. The 20-day period provided for in § 40-6-114, C.R.S., within which to file applications for rehearing, reargument, or reconsideration begins on the first day following the effective date of this Order.

14. This Order is effective on its Mailed Date.

B. ADOPTED AT THE COMMISSIONERS' DELIBERATIONS MEETING
July 23, 2009.
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� Hearing Transcript, V. 1, pp. 85 through 89.


� Hearing Transcript, V.1, pp. 81 through 84.


�  The Commission had authorized the filing of Late-Filed Exhibit 21 during the course of the evidentiary hearing in this matter, and Staff sponsored the exhibit.


� LW1, AKN are the Universal Service Ordering Code assigned to Qwest’s monthly measured residential telephone service.


� 1MR, AHR are the Universal Service Ordering Code assigned to Qwest’s monthly message residential telephone service. 


� 1FR is the Universal Service Ordering Code assigned to Qwest’s monthly local flat-rated residential telephone service.


� Mr. Brigham originally stated that this 1995 rate was $13.62 resulting in a 14 percent change.  However, Mr. Brigham subsequently corrected his testimony.  See Hearing Transcript V.2, p. 207, line 3-9.


� Hearing Transcript, V.3, p. 100.


� CTA did not file testimony in this case, but did file a Statement of Position. 


� Hearing Transcript, V.1, p. 22. 


� Mr. Skluzak calculates this $6.6 million taking Mr. Brigham’s estimation of a $14.9 million revenue impact for the $16.99 rate minus the $8.3 million annual reduction in CHCSM support.  See Mr. Skluzak’s Answer Testimony at p. 62, Hearing Exhibit No. 10. 


� Hearing Transcript, V.2, pp.164 through 165.


� Hearing Transcript, V.2, pp.165 through 166.


� $14.88*1.11 = $16.52.


� Qwest Rebuttal Testimony of Peter Copeland, Exhibit PBC-1, Hearing Exhibit No. 6.


� Hearing Transcript, V.3, p. 33.


� Hearing Transcript, V.2, pp. 21 through 24.
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