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. SUMVARY

During the 1995 | egi slative session, the General
Assenbly enacted Chapters 140 and 141 which added Section
69(e) to The Public Service Conmission Law.' This new
subsection, which grants the Conm ssion authority to
regulate telephone conpanies by neans other t han
traditional rate base/rate of return regulation, reads as
foll ows:

(e) Notwi thstanding t he provi si ons of
subsection (a) of this section or any other

provision of Jlaw to the contrary, the
Comm ssion may regul ate a tel ephone conpany
by nmeans of alternative forns of

regul ati on, which may include, but are not
limted to, the use of price regulation,
revenue regula-tion, ranges of authorized
return, rate of return, cat egories of
services, or price indexing, if it finds,
after notice and hearing, that the alter-
native form of regul ation protects
consunmers by, at a mninum pr oduci ng
af fordable and reasonably priced | ocal
exchange service, as defined by the

" Article 78, Annotated Code of Maryland ("The PSC Law').



Comm ssion, and by ensuring the quality,

avail-ability, and reliability of
t el ecommuni cati ons services throughout the
St at e; encour ages t he devel opnent of

conpetition, and is in the public interest.

Accordingly, any alternative form of regulation that
could be adopted by the Conmm ssion would have to provide
price and service quality protection for custoners,
encourage the devel opnment of conpetition, and be in the
public interest.

W instituted this proceeding in order to
exam ne the alternative regulation proposals filed by
sever al parties, as well as review Bell Atlantic-
Mar yl and, Inc.'s ("BA-MD" or "Conpany") rates as
necessary to nmeet the requirenents of Section 69(e).?

As discussed in detail below, we find that
replacing traditional rate base/rate of return regul ation
with an alternative form of regulation, commonly referred
to as price cap regulation, is in the public interest.

The plan we adopt today includes the following basic

el ement s:

1) Repl acement of traditional rate
base/rate of return regulation by

price regulation which includes price

2 Aternative regul atory proposal s wer e filed by MCI

Tel ecomruni cati ons Corporation ("MCl"), the Ofice of People's Counsel
("OPC" or "People's Counsel"), Commission Staff and BA-MD. Sever al
i ntervenors al so suggested alternative price cap proposals through their
di rect testinony. People's Counsel and Staff also filed petitions to
reduce BA-MD' s rates.



caps and price adjustnment formnulas;

2) Start-up rate reducti ons in

access charges;

3) Aside from the reduction in
access charges, the starting point for
BA-MD's regulated prices wll be

exi sting rates;

4) A three-year rate freeze on basic
residential services, basic business

services, and reduced access services;

5) Pricing flexibility for
di scretionary and conpetitive

services; and

6) Mechanisms to protect captive
custonmers from unfair price increases

after the expiration of the three-

year freeze, and from subsidies in

support of conpetitive services.

W expect this plan to protect consuners,

i mprove efficiency, encourage nodernization of services

and

equi pnment ,

and enable BA-MD to respond to

t he



ener gence of conpetition and rapid t echnol ogi cal
advancenent in t he t el ecommuni cati ons i ndustry.
Therefore, we conclude that the plan we adopt today

satisfies the statutory requirenents of Section 69(e).

1. | NTRODUCTI ON

Over the past 15 years, the telecomunications
i ndustry has undergone significant changes. Tradi tional

nonopoly service providers have been joined by a variety

of new, conpetitive entrants. New technol ogi es,
supporting new services, have been w dely deployed
t hroughout the State. Maryl and's tel ecommunica-tions

provi ders, governnent |eaders and utility regulators have
responded to and at tinmes anticipated these changes
through a series of statutory and regulatory initiatives.
Prior to the 1983 divestiture of the Regional
Bel | Operating Conpanies ("RBOCs") from the forner
Ameri can Tel ephone and Tel egraph Conpany, ® the Conm ssion
used a traditional rate base/rate of return nethod to
regulate rates and charges for t el ecommuni cati ons
servi ces. Di vestiture, however, coupled with effective

toll call —conpetition, l|led the Conmssion to adopt

3

The divestiture was acconplished in the Mdification of Final Judgnent
by the United States District Court for the District of Colunbia in

Civil Action No. 82-0192, United States v. Aner. Teleph. & Teleg. Co.
552 F. Supp. 131, 48 PUR 4th 227 (DC Cir. 1982).



regul atory nethods for interexchange tel ephone conpanies
("I XCs") nore appropriate than traditional rate base/rate
of return regul ation. Typically, in these decisions the
Comm ssion determ ned that sufficient conpetition existed
to permt variations fromthe traditional rate base/rate
of return nethod. In each proceeding, the key to our
deci sion was a satisfactory showing of effective nmarket
dynam cs.
The Comm ssion's first decision authorizing a
fl exi ble approach to rate regulation was issued in 1983.
In Order No. 66319, the Comm ssion authorized the resale
of Wde Area Tel ephone Service ("WATS'") and Message Tol
Service ("MIS')* and established a liberal entry policy
for resale carriers. We stated that we would presune,
due to the effect of conpetitive forces, that proposed

tariffs of resellers are just and reasonabl e.

4

In Re Commission's Policy on the Resale of Telephone Service, Order No.
66319, August 10, 1983.



In 1984, the Comm ssion issued a key decision
involving the regulatory policies and practices which
woul d be applied to non-dominant |XCs.® The Conmi ssion
concluded that the level of conpetition in the
i nterexchange market and the absence of narket power of
such conpanies justified the presunption that the forces
of conpetition would operate to ensure that the non-
domi nant |XCs' rates would be just and reasonable.?®
Accordingly, the Conm ssion stated that it would waive on
request t he thirty-day notice requir enment for
establishing new rates or changes in existing rates, and
that the new or changed rates could be accepted for
filing wi t hout suspensi on or formal evidentiary
proceedings at the Conmm ssion's Admnistrative Meeting
within 14 days after the filing was made.’ The M
decision was followed in other cases involving non-

dom nant | XCs.?8

5

Non-domi nant | XCs are those |ong distance tel ephone conpanies, other
than AT&T Communi cations of Mryland, Inc. ("AT&T"), which handle a
relatively small portion of the total volune of intrastate |ong-distance
t el ephone service.

6

Re MCI Tel ecommunications Corp., 75 Mi. PSC 331 (1984).
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However, we retained full jurisdiction over Ml Tel ecommunications
Corporation's ("MCI's") intrastate rates and could at any time subject
the filing to suspension and investigation. [|d. at 334.

8

See, e.g. Re US Telephone, Inc., 76 MI. PSC 548 (1985); Re U.S

Transnission Systens, lInc., 77 M. PSC 205 (1986); Re GIE Sprint

Bommuni cations Corp.; 77 M. PSC 437 (1986); Re Western Union Teleg
Co., 77 Md. PSC 444 (1986).




The Comm ssion al so established a new regul atory
treatment for AT&T, the dom nant provider of |ong
di stance telecomrunications services between Maryland' s
| ocal access and transport areas ("LATAs"). Foll owi ng a
conplete review of conpetitive conditions in the
i nterexchange market, we determ ned that it was premature
to provide absolute parity between the treatnment of
dom nant and non-dom nant carriers. Nevert hel ess, in
light of existing conpetitive conditions, we authorized
AT&T to flexibly price its rates wthin a band
approxi mately five percent above and bel ow the sinul ated

test year revenue requirenent.®

Re AT&T Communications of Maryland, lnc., 75 M. PSC 495 (1984).



In 1986, we found that conpetitive conditions
had changed sufficiently to permt further flexibility in
the regulation of AT&T. We determned that it was no
| onger necessary for AT&T to file for expedited rate
changes within the five percent band. However, we
continued to inpose upon AT&T certain regular reporting

requirements.

10

Re AT&T Communications of Miryland, Inc., 77 M. PSC 208 (1986),
adhered to on rehearing, 78 Md. PSC 202 (1987).



OQur first alteration of the regulatory schene
under which BA-MD' operated occurred in 1985. I n Case
No. 7851, a C&P rate proceeding, we authorized C&P to
inplement a flexible pricing plan for its nessage toll
servi ces. C&P was authorized to change its toll rates
anywhere within a specified range upon 14 days notice to

t he Commi ssi on. *?

11

BA- MD was known, prior to 1993, as the Chesapeake and Potomac Tel ephone
Conmpany of Maryl and, or "C&P".

12

76 Md. PSC 238, 294-




Ot her changes occurred in 1986 and 1987, when
t he Conm ssion authorized the provision of custoner-owned
coi n-operated telephone service® and shared tenant
service.™ These services conpete with certain services
provi ded by C&P. Also in 1987, we concluded that the
radi o conmon carrier i ndustry was sufficiently
conpetitive so that the protection of the public interest
no | onger required any form of Commi ssion regulation and
supervision. Accordingly, we recommended to the Governor
and the General Assenbly that Section 55A, establishing
the Commi ssion's jurisdiction over the radio conmon
carrier industry, be repealed.™ At the next session of
the General Assenbl y, a bill was enacted fully
deregul ating the radio common carrier industry.?®

Thus, by the m d-1980s, and within the
paranmeters established by Article 78, the Conmi ssion
nodi fied various regulatory policies and practices in
order to reflect <changes in the telecomunications
i ndustry occurring at that tine. As noted above, our

deci si ons est abl i shed regul atory flexibility for

13

78 Md. PSC 352

15

Need for Regulation of the Radio Common Carrier lIndustry, 78 M. PSC
440 (1987).

i@ 16
Chapter 377, Laws of Maryland 1988.



i nt er exchange carriers, resellers of i nt er exchange
service, cust oner-owned coin-operated telephones, and
radio common carriers. These decisions pertained to
services where the extent of conpetition was easily
measur abl e and the telecommunications conpanies involved
were providing a narrow range of services. Thus, it was
not difficult for the Comm ssion to assess the degree of
conpetition and t he capability of any one
t el ecommuni cati ons conpany to unfairly price its services
or engage in anti-conpetitive behavior.

The Comm ssion was faced wth a greater
chal | enge toward the end of 1987. On Septenber 30, 1987,
C&P filed with the Conmm ssion a proposal for a four-year
trial of a new nmethod of regulation. In part, the
proposal provided that during the four-year trial, basic
t el ephone services'” would be protected from price
i ncreases except under specific conditions. |In addition,
C&P proposed to have the flexibility to price, in
response to nmarket conditions, other teleconmunications
services which it characterized as conpetitive or
di scretionary. As an added protection, C&P offered to

pl ace caps on the amount of rate increases for certain

17

Basi c tel ephone services included residential and business dial tone
lines, residential wusage and service charges and foreign exchange
service. According to C&P, these services represented approxi mately 49
percent of its tariffed revenues.

11



specified services.* On January 18, 1988, the Commi ssion
instituted an evidentiary proceeding for the purposes of
evaluating C&P's nodified proposal and determ ning
whet her the Commi ssion should change its regulatory
oversi ght of C&P on an experinmental or trial basis.*

In filing its proposal, C&P argued that rapid
t echnol ogi cal advances and increasing conpetitiveness in
t el ecomruni cati ons markets had created an environment in
which traditional regulation was ill-equipped to respond.
Accordingly, C&P argued that 1its proposal offered a
different form of regulation that would protect customers
of basic telephone service from price increases and at
the sanme tine provide C& with flexibility to respond

qui ckly and innovatively to market conditions.

18

"Capped" services were switched access, special access, private line,
busi ness nessage units, business service charges and Touch-Tone.
According to C&P, these capped services provided 31.5 percent of C&F' s
tariffed revenues.
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Due to the unique nature of C&P' s proposal, the Commission initially
established a Tel ecommunications Task Force to serve as a forum for
i nformal analysis and discussion. After several neetings, C&P filed a
nodi fi ed proposal on Decenber 8, 1987 which was intended to address sone
of the concerns raised during the neetings. However, in its witten
i2port, the Task Force indicated that no consensus could be reached
regardi ng the proposal.



Because of the limts inmposed by Section 69(a)
of The PSC Law, the Comm ssion's ability to consider
regul atory ref orns whi ch addr essed t he changi ng
t el ecomruni cati ons mar ket pl ace was [imted. The
Conmmi ssion concluded that it |acked the necessary | egal
authority to accept certain key aspects of C&'s
proposal .?*® The evidence proffered by C& on potenti al
conpetition for certain services did not persuade the
Comm ssion that conpetition could be relied upon as a
mechani sm to assure just and reasonable rates during the
trial period.* Since C& had enphasized that it would
withdraw its proposal were the Comm ssion to reject or
modi fy any significant portion of it, the Conm ssion

deni ed C&P' s request to inplenent the proposal.

79 M.

21

Specifically, the Conm ssion found that the evidence did not support a
finding that the flexibility to i ncrease the business nessage unit rate,
special access rate or private line rate would satisfy the just and
ngasonabl e standard even though the proposal incorporated constraints on
C&P's freedomto increase those rates. |d. at 195.



However, the Commi ssion found that certain
aspects of C&P's proposal had nerit. The evidence
established that certain services were subject to active
conpetition or indirect conpetition from viable and
closely substitutable services and alternative providers.

Thus, market pricing of these services would result in

just and reasonable rates. The Conm ssion authorized
mar ket pricing of: Centrex intercom and related
services;? billing and collections service; intra-LATA
WATS and 800 services; hi gh capacity private line

service; speed dialing; and the custom calling features
of call waiting, call forwarding and three-party calling
for multi-line business custoners. Bot h audi otex service
and preferred tel ephone nunmber service were found to be
di scretionary and thus also could be market priced.
Addi tionally, the Comm ssion determ ned that tariffs for
new services could be filed wunder its market pricing
requi renments so long as there was an adequate descri ption
of the new service and cost support was provided to
Staff. As a final matter, the Comm ssion recomended
that the General Assenbly consider anmending The PSC Law

to provide the Commission with authority to engage in

22

The Conmi ssion approved narket pricing of these services to allow C&P
to conpete wth the various conpetitors offering private branch
exchanges ("PBXs") or other sinmilar custoner prenises equipnent.
However, the Comm ssion retained regulatory authority over the charges
for PBX trunks and Centrex access lines. |d. at 203.



trials of regulatory methods which mght involve the
acceptance of rates which otherw se could not be shown to
clearly satisfy the just and reasonable standard of
Section 69(a).

In 1990, this flexible regulatory regine was
expanded. On May 1, 1990, C&P, OPC and Staff filed a
Joint Petition for Approval of Agreement ("Tripartite
Agreenment ). The Tripartite Agreenent proposed an open-
ended flexible regulatory structure for C&P that capped
certain basic rates, conti nued market pricing for
conpetitive services, provided for sharing of earnings
above a specified range and directed the devel opnent of a
cost allocation nmanual. On Septenmber 24, 1990, the
Conmi ssion granted the Joint Petition.?® This approval
created a bifurcated incentive-based flexible regulatory
structure for C&P that expanded the existing policy of
separating C&P's services into those that could be
mar ket -priced ("conpetitive services") and those that
could not be narket-priced ("other-than-conpetitive" or
"Orc" services), provided for the sharing of earnings
between the Conpany and its OIC custoners if the return
on equity earned on OIC services exceeded 13.6 percent,
and allowed C&P to retain all earnings on its conpetitive

servi ces. Additionally, C& was directed to file

, 81 Md. PSC 395




evidence and testinony addressing the operation of the
Tripartite Agreement and the reasonableness of its OIC
rates by March 31, 1992.

In 1993, the Comm ssion again considered the
issue of the appropriate regulatory framework for C&P.
In Case No. 8462, C&P presented evidence concerning the
Conpany's operations under the Tripartite Agreenent and
proposed changes to the existing regulatory structure.
In its Order, the Comm ssion determ ned that the current
bi furcated incentive-based regulatory plan had worked
wel | and should be continued.?* Further, the Conmi ssion
concluded that it would not preclude C& or other parties
from petitioning for recognition of exogenous cost
changes. The Conmm ssion's expressed intention was to
continue its progressive policies in regulating the rates
and services of C&P.

The next step in opening Maryland s |ocal
t el ephone service markets to conpetition began on July
26, 1993, with the filing by M-S Intel enet of Maryl and,
Inc. ("MFSI-MD') of an application for authority to
provide and resell |ocal exchange and intrastate exchange
tel ecomruni cati ons services in the areas of Mryland
served by BA-MD. In addition, MSI-MD petitioned the

Comm ssi on to establish specific policies and

84 Mi. PSC 4




requi renments for the interconnection of conpeting |oca
exchange networks. In setting the application for
hearing, the Conmm ssion concluded that the proceeding
should serve to establish generic policies, procedures
and requirements for telecommunications carriers seeking
to provide conpetitive |ocal exchange tel ephone service
in Maryl and.

In the first phase of the MSI-NMD proceeding, %
t he Conmm ssion approved, in principle, the unbundling of
| ocal exchange Ilinks and ports.?*® W granted MFSI-M
authority to provide tel ephone services on facility and
resal e bases in Maryl and. BA- MD was required to provide

for interconnection with MSI-MD at tandem and central

of fice sw tches. An interim interconnection rate also
was established for local call termnation on BA-M s
net wor k. In addition, M-SI-MD was permtted to file a

tariff, with cost support, to establish a charge for the
term nation of calls on its own network.
The Commi ssion revisited the issue of the
appropriate nethod of regulating BA-MD in Case No. 8584.
BA- MD argued that the Comm ssion should institute price

25

Re MFS Intelenet of Maryland, lnc., Case No. 8584, 85 Ml PSC 38 (April
25, 1994). The second phase of the M-SI-NMD proceeding, Re MFS Intel enet

of Maryland, Inc., 86 M. PSC 467 (December 28, 1995), resulted in
deci sions concerning the rates for and terns and conditions of services
of fered by conpeting | ocal exchange conpani es.

26

The policy requires unbundling by BA-MD to the extent that the purchase
of unbundled elenents is requested by a co-carrier, reseller or
ipt erconnector and is reasonable and technically feasible wthout
causi ng damage to network integrity.



cap regul ation of the Conpany as a response to the | ocal
mar ket entry of conpeting | ocal exchange conpani es
("CLECs") such as MFSI - MD.

The Commi ssion determined that it wuld be
i nappropriate to inplenment Conpany-related regulatory
changes in Case No. 8584, and further found that BA-MD s
proposed price cap nodel was not consistent wth
statutory requirenents. As it did in 1988, however, the
Conmmi ssi on enphasi zed that it should have the option to
consi der alternative forms  of rate determ nation.
Accordingly, the Comm ssion concluded that the Public
Service Comm ssion Law should be anended to clarify the
Conmi ssion's authority to consider new approaches to
rate setting. The Commi ssion invited parties to proffer
draft legislation for its review in Case No. 8587.2 The
purpose of this proffer was to provide an additional
opportunity for all parties to offer analysis, comments
or alternative |egislation. After exam ning the
subm ssions of the parties, the Commi ssion reaffirmed its

concl usi on t hat t he Conmmi ssi on shoul d have br oad

and Exchange Access Services in Maryland in the Future, Case No. 8587,
85 M. PSC 69 (May 5, 1994, the Conmmi ssion determned that it had
jurisdiction over two-way teleconmunications services offered by cable
tel evi si on conpani es. In a later order in the sane proceeding, the
Commi ssi on consi dered generic issues in regard to the provision of |ocal
exchange service by conpeting entities. 85 Md. PSC 187 (COctober 5,
1994) .



authority to consider new fornms of rate setting and
stated that it favored a sinple |egislative amendnent to
Article 78.

During the 1995 | egislative session, the General
Assenbly passed bills codifying Section 69(e). The bills
were signed into law by the Governor on May 9, 1995 %
The law went into effect on June 1, 1995. Thi s
proceeding is a direct result of this enactnent.

Maryl and' s experience with conpetition-oriented
regul ati on denonstrates the viability of alternatives to
traditional rate base/rate of return regulation. I n
general, Maryland has been well served by the incentives
and pr ot ecti ons created through past initiatives.
Building on that experience, adoption of a price cap
regul ation plan will create additional incentives for BA-
MD to inplement cost-cutting and revenue enhancing
measur es. It also will ensure that custoners benefit
from BA-MD' s and CLEC s depl oynents of nodern technol ogy.

However, the adoption of a price cap plan for
BA- MD does not alter the Conmpany's position as a nonopoly
or near nonopoly provider of many telecomunications
services in Maryland. Al t hough we recognize the
emergence of conpetition in Maryland, BA-MD does not yet

face conpetition for nmany of its services. Adequat e

28

Laws of Maryl and, Chapters 140 and 141 (1995).
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saf eguards remain nrecessary to protect the interests of

t he public where el enments of nopbnopoly continue to exist.

[11. PROCEDURAL HI STORY
On Novenmber 20, 1995, MI filed a "Petition for

| rpl enentation of Conpetition Plus: A True Price Cap

Plan for Maryl and. " This petition proposed an
alternative nmethod of regulating the rates of BA-MD. In
witten conment s addr essi ng this petition, St af f

recommended that we docket a proceeding to consider Ml's
proposal as well as any other alternative regulation
proposal s. Staff also included a list of issues and a
proposed schedul e.

Then, on Decenber 4, 1995, OPC filed a "Petition
for a Reduction in the Rates of Bell Atlantic-Maryl and,
Inc.” In this petition, OPC requested that we institute
a proceedi ng to i nvesti gate t he j ust ness and
reasonabl eness of BA-MD's rates and that we order a
reduction in those rates of at |east $40.4 mllion.

In witten coments, Staff reconmmended that we
grant OPC' s request to institute an investigation into
the rates charged by BA-MD, and suggested that this
i nvestigation should be conducted sinultaneously w th our
consi deration of alternative regul ation proposal s.

Responses to Staff's coments were filed by BA-NMD, OPC,
MCI and the Cable Television Association of Maryland,



Del aware and the District of Colunbia ("CATV").

We considered both MCI's and OPC s filings at
our Decenber 20, 1995 Adm nistrative Meeting. MCl, OPC,
Staff, BA-MD and AT&T presented oral argunment in support
of their positions.

By Order No. 72339, dated Decenber 22, 1995, we
instituted an evidentiary proceeding to examne al
alternative regqulatory proposals filed by January 4,
1996, as well as to review BA-MD's rates. Furt her nore,
we adopted a procedural schedule and ordered the parties
to develop a list of issues to be filed by January 4,
1996. Notice of these proceedings was published in
regi onal newspapers.

On Decenmber 22, 1995, BA-MD filed a Petition for
Adoption of a Price Cap Form of Alternative Regul ation.
Also on that date, OPC filed a request for waiver of the
January 4, 1996 deadline for filing alternative
regul ati on proposals. Staff also filed a sim/lar request
for waiver on Decenber 27, 1995. We granted both
requests.

On January 17, 1996, we held a prehearing
conference at which Staff and OPC entered their
appear ances. Petitions to intervene were granted for the
fol |l owi ng: BA-MD AT&T, MFSI - VD, MCl Tel eport
Communi cati ons G oup, I nc. ("TCG"), Spri nt
Communi cati ons Conpany, L.P. ("Sprint"), Baltinore Gas

21



and Electric Conpany ("BGE"), CATV, and the U S.
Department of Defense and All O her Federal Executive
Agencies ("FEA"). At the prehearing conference, we
adopted a procedural schedule and took under advisenment
the issues that the parties should be required to address
during the proceeding.

On January 19, 1996, Staff filed its price cap
proposal . OPC filed a price cap proposal on January 23,
1996. On February 1, 1996, we issued a Notice of
Procedural Schedule, Service List and List of |ssues.
This notice confirnmed the procedural schedul e adopted at
the prehearing conference. After reviewing the issue
lists submtted by Staff, BA-MD and OPC, we adopted a
list of issues to be addressed by the parties during the
pr oceedi ng. *°

Direct testinony was filed on February 15, 1996.

BA-MD proffered the testinony of Daniel J. Welan, Mary

R. Vaden, Richard G Petzold, Edward M Wl onis and
Alfred E. Kahn. The Commi ssion Staff presented the
testinony of Steve Ml nar, Geoffrey J. Wl dau, Anthony
Myers, and Wayne L. Lash.

Filing testinmony on behalf of OPC were Kenneth
F. Gall agher, Ben Johnson, Mchael J. WMyjoros, Basil L.
Copel and, Jr. and Trevor Roycroft. MCI  sponsored

29

See Appendix 1 for the list of these issues.



w tnesses Joseph Dunbar and Dr. Nina W Cornell. Al so
filing testinony were John W Mayo on behalf of AT&T,
Harry G ldea on behalf of FEA, Dan Vanderpool for Sprint
and Dr. A. Daniel Kelley for CATV.

On March 14, 1996, rebuttal testinony was filed
by the parties. Dani el J. Welan, Mary R Vaden, Edward
M Wilonis, WIlliam M English, Richard G Petzold, Janes
H. Vander Wide, WIlliam E. Taylor and Alfred E. Kahn
filed on behalf of BA-MD. AT&T proffered the testinony
of G Blaine Darrah 111, Don J. Wod, John W Mayo, and
James Di onne. Dr. Nina W Cornell and Dr. Robert A
Mercer filed testinmony on behalf of M. Also filing
testimony were Dan Vanderpool for Sprint, Dr. A. Daniel
Kell ey for CATV, Kenneth F. Gallagher and Ben Johnson for
OPC, and Geoffrey J. Waldau for Staff.

A final round of testinony was filed on April 1,
1996. Surrebuttal testimony was filed by Daniel J.
Whel en, Mary R. Vaden, Edward W Wilonis, WIlliam M
English, Richard G Petzold, WIliam E. Taylor and Alfred

E. Kahn on behalf of BA-MD. MCI proffered the
surrebuttal testinony of Dr. Nina W Cornell and Terry L.
Murr ay. The same witnesses who filed rebuttal testinony
for AT&T also filed surrebuttal testinony. Simlarly,

the same witnesses who filed direct testinony on behalf
of Staff and OPC also filed surrebuttal testinmony on

behal f of those respective parties.
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Evidentiary hearings were held from April 15,
1996 through April 19, 1996, and conpleted on April 22
1996. During these hearings, wtnesses for the various
parties were cross-examned on their prefiled testinony.
I n addi tion to t he heari ngs conduct ed at t he
Comm ssion's offices, sever al evening hearings were
advertised and held at various |ocations throughout the
State for the purpose of receiving public coment.

Initial briefs were filed on My 14, 1996.
Reply briefs were submtted on May 24, 1996.

We have carefully considered all evidence and
argunments presented by the parties to this proceeding in

arriving at our findings in this case.

V. THE PARTI ES PROPOSED PLANS

Four parties formally subnmitted price cap
proposal s. BA-MD, Staff and OPC propose forms of
"traditional" price cap regulation, while MCl proposes
what it considers to be a streanlined price cap plan.

Al'l the proposals involve alternative regul atory
plans that would regulate the Conpany's prices rather
than its earnings. Under BA-MD s plan, services would be
divided into six categories: Access; Basic-Residenti al
Basi c- Ot her; Discre-tionary; Conpetitive; and Co-Carrier
services. The rates for Basic-Residential services would

be capped for a period of two years, and prices for many



busi nesses services for one year. After that, rates for
these services could be increased or decreased annually
using a formula based on changes in the Gross Donestic
Product-Price Index ("GDP-PlI") and a productivity offset
of 1.5 percent. Rates for discretionary services could
be increased up to 25 percent annually or reduced at any

time, provided rates are not reduced below costs.

Conpetitive services would be subject to full pricing
flexibility.

Staff's proposal divides services into five
cat egori es: Basi c- Conpetitor |Inputs; Core Services;
Basi c- O her; Ot her -t han- Conpetitive-Di scretionary; and

Conpetitive. Prices for Core Services, Basic-Conpetitor
| nputs and Basic-Other would be frozen for five years

Price changes for Discretionary services would be subject
to the price cap index fornula. Staff's proposed fornula
differs from BA-MD's in that St af f recommends a
productivity offset of 5.3 percent and al so recommends a
service quality index ("SQ") offset. The SQ of fset
woul d be used to reduce the Conpany's price cap index if
BA-MD fails to neet the service quality requirenents
proposed by Staff. Under Staff's plan, other-than-
conpetitive basic services could only increase 10 percent
annual |y, whi | e ot her-t han-conpetitive di scretionary
services could increase up to 25 percent annually. Like

the BA-MD proposal, Staff's proposal recomends full



pricing flexibility for conpetitive services. Staff's
plan also differs from BA-MD's plan in that Staff
recommends a review of the plan after five years.
Finally, Staff recomends reducing switched access
charges, as well as rates for sone other BA-MD services,
to establish the initial rates under price cap
regul ati on.
MCI proffered a "Conpetition Plus" price plan.
The MCI plan would essentially realign access or
interconnection rates with direct economc costs, cap
rates for BA-MD s OTIC services at existing rates, devel op
a universal service support nmechanism and elimnate
ear ni ngs revi ews, price regul ati on of conpetitive
services, and cost studies for BA-MD. The Ml plan
eschews automatic price adjustnents. Finally, in lieu of
conpetitive safeguards, Ml's plan would rely on strict
enforcenent of antitrust law to police anti-conpetitive
behavi or by BA- MD.
OPC s plan creates six categories of services:

Resi dence- Basi c; Busi ness- Basi c; Di scretionary;
Conpetitive; Toll-Swtched Access; and O her-Wol esale.
Under OPC s proposal, prices for Residence-Basic and
Busi ness-Basic are frozen for three years. The prices
for Discretionary Services, Oher-Wolesale Services, and
Tol | - Swi t ched Access Services would be subject to the PCl

formul a. OPC recomends a productivity offset of 5



percent and, Ilike Staff, also recommends a service
qual ity adjustnent. As a further limtation, OPC s plan
would |imt the price increases for individual rate
elements. OPC s plan requires the price for each service
used by BA-MD to exceed total long run increnental cost,
and the price for each rate elenment to exceed its long
run marginal cost. Finally, as noted wearlier, OPC
requests that we reduce BA-MD's rates to establish the
initial rates under price cap regul ation.

V. POSITIONS OF THE PARTIES

As noted earlier, we asked the parties to
address the issues listed in Appendix 1 during the course
of these pro-ceedings. The following is a sunmary of the

parties' positions concerning these issues.

A. Section 69(e) Criteria

This section addresses two of the issues
contained in the |[ist. Parties addressed how their
pr oposed f ramewor k woul d further t he | egi sl ative
obj ectives contained in Section 69(e), as well as how the
new regul atory framework woul d inprove perfornmance beyond
that of the current regulatory structure.

According to BA-MD, the record evidence confirns

that its plan neets each of the requirenents of Section
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69(e). BA-MD asserts that its plan ensures that basic
rates will remain affordable and reasonably priced. |t
bases this conclusion on several factors, including the
assertion that it has not earned in excess of the rate of
return authorized in 1993.°° BA-MD also notes that the
Comm ssi on specifically found in 1994 that |ocal exchange
rates were affordable, based in part on Mryland' s
t el ephone penetration rate of 96 percent. Thi s
penetration rate has since increased to 97.3 percent
whi ch, BA-MD clainms, denonstrates that rates have becone

nor e af fordabl e and reasonably priced.

The Conpany asserts that its plan also preserves
the Comm ssion's existing authority to oversee the
quality and reliability of BA-MD' s services. Accor di ng
to BA-MD, the plan ensures that the developnent of
conpetition will be both fast and fair, and that the plan
will be in the public interest because it wll protect
and benefit consuners.

OPC contends that Section 69(e) preserves the
Conmmi ssion's authority to regulate a telephone conpany
using the present rate base/rate of return nethod if that
met hod best neets the Ilegislatively-mndated goals.
According to OPC, the Comm ssion could conply fully with

Section 69(e) by continuing existing regulatory nethods
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As noted previously, the Commi ssion set BA-MD's current rates in 1993
and al so established a nechani sm requiring earnings above an authorized
I evel to be shared. BA-MD has never had excess earnings during this

g@ri od.



and reducing BA-MD's rates by $218 million, a figure
which reflects the results of OPC s exam nation of BA-
MD's rates subsequent to the filing of its Decenber 4,
1995 rate reduction petition.

OPC contends, however, that if the Conm ssion
determnes that a price cap is the proper nethod of
regul ati on, earnings information still is essential for a
proper determna-tion of rates. OPC says that the
Commi ssion is free to set prices based on any appropriate
criteri a.

OPC argues that to the extent the Conm ssion
determ nes that the adoption of a price cap plan is in
the public interest, it should adopt OPC s plan w thout
nodi fi cation. OPC believes BA-MD s plan provides too mnmuch
relief from oversight and regulation, while inpeding the
energence of full and fair conpetition. Simlarly,
according to OPC, MCI has presented a price cap plan that
primarily protects its corporate interests.

Staff contends that its plan is designed to

protect consunmers by controlling prices where consuners

| ack conpetitive alternatives, I nsul ati ng captive
custoners from risks of conpetitive | osses, and
establishing service quality standards that wll ensure

high quality service by both BA-MD and its conpetitors.
In addition, Staff asserts that its plan renoves barriers

to conpetitive entry, while providing BA-MD with the
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pricing flexibility necessary to respond to conpetition,
increase productivity, and offer new and innovative
services while maintaining financial stability.

Furthernmore, with regard to the Section 69(e)
requi renents, Staff argues that the term "reasonably
priced basic |ocal exchange service" neans a service
which is priced close to cost. According to Staff, the
proposal by a number of parties to reduce swi tched access
charges to cost, coupled with the Conm ssion's authority
to see to it that IXCs flow the reductions through to
custonmers, directly responds to the legislative mandate
to encourage the developnment of conpetition. Finally,
Staff's plan proposes service quality neasures and a
service quality index.

Both Staff and OPC object to BA-MD s contention
that Maryland's high telephone penetration rate nmeans
that basic rates are affordable. According to Staff, the
concept of affordability as a regulatory standard is new
and the Conmm ssion should be careful in crafting its
interpretation.

MCI contends that its plan best neets the
| egislative standard because it protects consuners by
capping rates for basic |ocal exchange service while
allowing downward pricing flexibility and preventing
automatic increases in basic rates. Further, MCl clains

that its plan protects captive ratepayers because they



will see real price decreases, at |east equivalent to
inflation, even before those services becone conpetitive.
According to MCl, the plan guarantees that BA-MD cannot
rai se basic service rates through annual automatic price
increases resulting froma price fornmula. Also, the plan
guarantees that BA-MD cannot raise basic service rates
t hrough revenue neutral rate rebal ancing, thus preventing
captive ratepayers from having to ensure BA-MD agai nst
conpetitive risks. Finally, MCI argues that only its
pl an assures the devel opnment of full and fair conpetition
by imedi ately setting essential nonopoly input functions
at increnmental cost.
CATV is the only party opposing the adoption of
a price cap plan. CATV contends that the proponents of
price cap regulation have failed to denobnstrate that
price caps are in the public interest, and that absent
cost filings by BA-MD, the record does not support the

i mmedi ate i npl enmentation of a price cap plan.

B. Inflation O fset/Productivity Factor
All parties presenting a price cap proposal,
except for MCl, agree that the GDP-PI is the appropriate
index for inflation, but disagree on the appropriate
inflation offset to be incorporated into the fornula.
BA-MD argues that the Comm ssion should adopt a 1.5

percent inflation offset, contending that it is the only
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one that is fair to both consuners and the Conpany.
According to BA-MD, the record indicates that
t he Conpany will have conpetitive | osses of approximtely
$140 mllion annually, or 12 percent of its existing
revenue over a five-year planning period. Furt her, BA-NMD
contends that its achievable productivity gains wll be
nodest, because any significant breakthroughs in network

efficiency have already been realized and additional

progress will be increnental. The Conpany clainms that
increased network efficiency will be partially offset by
the need to incur greater expense for narketing,
advertising, and depreciation, and BA-MD will have to

share any growth with conpetitors targeting custonmers of
hi gh-margi n, val ue-added servi ces.

MCI contends that PCl fornmulas fail to produce
conpetitive market results. MCl asserts that BA-MD's 1.5
percent offset will result in residential ratepayers not
sharing in the cost benefits engendered by inprovenents
to BA-MD s network, and guarantees annual price increases
for residential ratepayers.

OPC also objects to BA-MD's 1.5 percent offset
on the ground that BA-MD failed to present any evidence
supporting it. Instead, OPC contends that its proposed 5
percent productivity factor ensures that increases in
productivity associated with a nore conpetitive BA-MD and

t he rapid t echnol ogi cal I nnovati ons in t he



t el ecommuni cati ons field will benefit residentia
custonmers with lower prices, simlar to those occurring
in truly conpetitive nmarkets. Finally, OPC asserts that
tel ecommuni ca-tions is a declining cost industry and that
BA-MD i s experiencing explosive growth.

Staff proposed a productivity factor of 5.3
percent based wupon factors developed by the Federal
Communi cati ons Comm ssion ("FCC'). Staff argues that its
formula reflects growth in output and efficiency, as well
as capturing the savings from declining costs in the
t el ecomruni cati ons industry. Staff contends that it
conducted a conplete Total Factor Productivity ("TFP")
and I nput Price Differential ("IPD"') analysis taking into
account all outputs and inputs to determne that the
t el ecommuni cati ons costs are declining, while BA-MD did
only a partial analysis.

FEA contends there is a need for a substantial
productivity offset. However, according to FEA, the PC
shoul d be designed to nore accurately reflect differences
between the overall rate of inflation in the nation's
econony (nmeasured by the GDP-PlI) and conditions pertinent
to the costs that BA-MD incurs to provide services to end
users and other carriers.

According to BA-MD, Staff and OPC erroneously
conclude that: conpetition will not adversely affect BA-

MD's revenues and productivity; that conpetition wll be



slow to develop and wll have mnimal effect on the
Conpany; and t hat conpetition wi || pronot e t he
i ntroduction of new services and major cost reductions

that will enhance BA-MD s productivity.

C. Service Quality

Wth regard to service quality issues, the
parties were to address whether the regulatory framework
shoul d explain in detail how Section 69(e)'s objectives
regardi ng quality and reliability woul d be met .
Furthernmore, the parties also discussed whether a failure
to nmeet quality of service guidelines should influence
the prices the Conpany coul d charge.

1. Standards

Staff proposes that BA-MD should be required to
neet additional, detailed service quality standards in
order to conply wth Section 69(e)'s objective of
ensuring quality service. St af f bel i eves t hese
addi ti onal nmeasures are necessary, because under price
cap regulation the incentive for profit maxim zation my
result in deteriorating service quality. Staff al so
argues that its proposed service quality nmeasures are not
burdensonme, since BA-MD currently nonitors and reports

t hese neasures to either this Conmm ssion or the FCC. 3

% According to Staff, the standard requiring BA-MD to neet a 98

percent target of restoring telephone outages within 24 hours is |ess
than the current COVAR standard which requires 100 percent restoration
within 24 hours. Furtherrmore, Staff argues that BA-MD is able to neet
enhanced service quality requirenments since nmanagenent voluntarily
ghised its service quality standards in connection with its nmanagenent
conpensati on program



Staff also proposed several service quality
reporting requirements.® First, BA-MD should continue to
provide all service quality information currently
required by the Code of Maryland Regul ations ("COVAR").
Second, the Conpany also should provide the Quality
Service Report which is filed with the FCC. Third, Staff
recommends that BA-MD be required to file a quarterly
service qual ity report i ndi cating t he | evel of
performance in each service category by mnth and as a
rolling average for the current 12-nonth peri od.

Staff contends that BA-MD should be required to
report all service quality measures on a quantitative
basis indicating percentage of conpliance. For any
quarter in which BA-MD reports that it did not neet the
target standards, Staff recommends that the Conpany
prepare a supplenmental narrative statenent describing the
cause, the expected duration and the action being taken
to correct the problem Finally, Staff recomends that
BA-MD be required to report service quality performance
separately for business and residential customners.

In contrast to Staff's proposal, both the BA-M
and MCI plans would allow conpetition to regulate service
quality. An additional elenment of BA-MD s plan proposes

the continued adherence to «current service quality
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st andar ds.

AT&T argues that safeguards remnin necessary to
promote and preserve the nascent conpetition that s
developing in the markets presently served by BA-M.
AT&T  proposes t hat t he Comm ssi on adopt Staff's
recomrended service qual ity st andar ds, with sone
nodi fi cati ons.

MCI contends that BA-MD should file on a regul ar
basis only the information that the Conm ssion needs to
nmoni t or service quality and t he devel opnent of
conpetition and any i nformation required by the
Conmmi ssi on under COVAR Finally, the OPC plan requires
BA-MD to adhere to service quality standards adopted by
the Comm ssion but does not suggest specific standards.
OPC believes, however, that the standards set forth in
Staff's plan are reasonable and appropriate. The OPC
plan would require BA-MD to receive Comm ssion approval
bef ore di scontinuing existing services.

2. Service Quality Adjustnment/ I ndex

The OPC and Staff PCl formulas contain
provi sions designed to financially penalize BA-MD for
significant declines in service quality.®® The OPC plan
includes a service quality adjustnent ("SQA"), which is a

nunmerical figure used to reduce prices when service
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CATV supports the need for penalties.



qual ity declines over tine. Under this provision, BA-M
can be penalized up to a 2 percent reduction in the PC
if the Comm ssion determ nes that service quality has
deteriorated significantly.

According to OPC, this provision is necessary
because BA-MD still has an effective nonopoly on
residential tel ephone service. OPC is concerned that BA-
MD may try to cut its costs of serving residential
consuners to nmake up for revenue |losses it may incur in
the nore conpetitive business markets, and that such cost
cutting could lead to a decline in service quality.

Staff contends that its price cap plan wll
ensure quality, availability and reliability of service
by linking conmpliance wth higher service quality
requirenments to the rates BA-MD can charge. St af f
asserts that its SQ, which has a maxi num reduction of 1
percent, will act as an incentive for BA-MD to mmintain
appropriate levels of service, since failure to do so
will reduce its revenues.®

BA-MD objects to the penalty proposals for
Conpany failureS to neet service quality standards.
According to BA-MD, tying the price cap formula to
service quality results is unnecessary in view of the
Comm ssion's existing authority, and because custoners

can go to other conpanies in conpetitive markets should a

¥ Sprint supports Staff's SQ proposal
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provider fail to deliver quality service.

D. Service Baskets

We asked if all of BA-MD s services should be
classified into service baskets. Al so, the parties were
to address what <criteria should be wused in grouping
services together, and in deciding the nunber of baskets
to be utilized. The assignnment of services to baskets
and the use of bands is intended to replicate the effect
of conpetition. Baskets refer to groups of services wth
conmmon characteristics; e.g., simlar custonmers, simlar
degree of necessity, simlar |evels of conpetition or
simlar effects on conpetition.

Three of the four proposals submtted to the
Conmi ssion divided BA-MD's services into baskets.® Both
BA-MD and OPC recomended six service baskets, while
Staff's plan utilized five baskets. However, disputes in
this area did not center on the nunber of baskets to be
used, but on whether specific services should be

consi dered basic, discretionary or conpetitive.
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MCl's plan involved capping the rates of all other-than-conpetitive
services, while permitting pricing flexibility for competitive services.



Under BA-MD' s plan, * services were divided into

si x baskets: Access; Basic-Residential; Basic-Oher;
Di scretionary; Conpetitive; and Co-Carrier services.
According to the Conpany, its plan preserves the
pl acenent of services in existing categories, W th
several exceptions. First, Non-published and Non-1listed

Directory Servi ces shoul d be recl assified from
Discretionary to Conpetitive because there are nultiple
conpetitors for these services. Second, the Conpany
argues that Low Capacity Speci al Access should be
reclassified from Basic to Discretionary because this
service is simlar to Private Line. Thus, BA-MD contends
that the Comm ssion's treatnment of these services should
be identical. Third, the Conpany believes that Operator
Handl i ng Char ges shoul d be reclassified from
Di scretionary to Conpetitive because there are nultiple
conpetitors providing this service. Finally, BA-MD
contends that Repeat Call should be reclassified from
Di scretionary to Conpetitive because customers can obtain
simlar functionality through a "redial" button on their

t el ephones.
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See BA-MD's Price Cap Plan, Attachment A, for specific services
baskets.
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Staff's plan also proposed changing existing
service classifications.? Staff proposed reclassifying
Coin Calls and Directory Assistance (residential) as Core
Services. Staff contends that payphones are an essenti al
service and t hat Directory Assi stance shoul d be
reclassified to allow custonmers to obtain nunbers not yet

listed in the book.
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See Staff's Price Proposal, pageS 122, for Staff's proposed service
baskets.



One of OPC s proposal s® was to reclassify |SDN
services into "basic residence" and "basic business”
cat egori es. OPC contends that |SDN essentially is an
enhanced basic |ocal service. In addition, OPC proposed
to categorize as conpetitive the currently deregul ated
services of Voice Mail, Inside Wre Mintenance, Customer

Di al ed Account Recording, and Yell ow Pages.

E. Pricing Limtations

Several questions were posed concerning the
pricing limtations to be applicable to the differing
basket s. First, the parties addressed the question of
what criteria should be used to determ ne which services
should be capped and how |long the cap should remain in
effect. The second geustion was whether the alternative
regulatory framework should include different pricing
rules for each basket. Finally, the parties addressed
the need for a relative pricing nechanism for each
basket .

The BA-MD plan proposes an effective date of
January 1, 1996 unless nodified by the Conm ssion. The
plan caps prices for Access and Basic-Residential
services at current Ilevels through Decenber 31, 1997.

Prices for services in the "Basic-Other" category,

38

See OPC's A Price Cap Proposal for Bell Atlantic-Miryland, Inc., pages
4-6, for OPC s proposed service baskets.

41



consisting primarily of Dbusiness services, would be
capped through Decenber 31, 1996. At the expiration of
the cap, the PClI formula would come into play and prices
would rise or fall based wupon the available revenue
change. Prices for discretionary services may be
increased up to 25 percent annually w thout Comm ssion
approval, and prices for conpetitive services are
accorded full pricing flexibility. Prices for Co-Carrier
Services are not directly regulated under BA-MD s plan,
since those rates were only recently established by the
Comm ssion as interim rates and are subject to on-going
proceedi ngs before both this Comm ssion and the FCC.

Staff urges that BA-MD's caps shoul d be rejected
for several reasons. First, since the cap would | ast
only between 6 and 18 nonths with an indexed cap to be
applied thereafter, the duration of the <cap 1is
i nadequate to allow for the developnment of effective
conpetition. Second, because the inflation offset in the
indexed price cap formula is less than the rate of
inflation, captive consuners wll experience annual rate
i ncreases. Third, Staff criticizes BA-MD's failure to
apply a capping nmechanismto all OTC services.

FEA objects to that aspect of BA-MD's plan
whi ch woul d permt the Conpany to increase prices for any
di scretionary service by as nuch as 25 percent in any

cal endar vyear. FEA recommends that the increase for



Di scretionary services be limted to the change in GDP-
PI, less a 5.3 percent productivity offset, plus 10
percent age points. FEA argues that residential rates
should not be frozen at their present |evel unless BA-M
can denonstrate that these services are contributing to
common and fixed costs in the same proportion as all of
t he Conpany's services in the aggregate.

According to OPC, the purpose of the tine
periods for caps on prices and other transitional
mechanisms is to allow &fective conpetition to devel op
in Maryland before the safeguards expire. OPC recomrends
that any time period for caps or other safeguards shoul d
begin to run at the time the Comm ssion orders the
institution of a price cap plan. Furthernore, OPC argues
that the length of BA-MD's cap on residential rates is

insufficient to allow conpetition to develop in the

residenti al mar ket . Fi nal |y, OPC critizes BA-MD' s
proposal to allow, wth Comm ssion approval, revenue
neutral price changes between baskets. Peopl e' s Counse

contends that such changes would be anti-conpetitive.

In contrast, OPC s plan would institute a three-

9

year cap,>® after which prices would be subject to the
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Staff objects to OPC s cap of three years, contending the period is
insufficient to allow effective conpetition to develop. Staff also says
a three-year cap will not allow sufficient rate stability.



PCl. \While OPC does not believe that one extra year wll
bring conpetition, it does believe that its recomended
PCl, with the 5 percent productivity offset, will cause

rates to decline.




Under Staff's price cap plan,* prices for
Basket 1 (Conpetitor |Inputs)* and Basket 2 (Core-
Resi denti al / Busi ness) *? are capped for five years,
because Staff believes that these services require
protection frominappropriate rate hikes and require rate
stability during the transition to conpetition. St af f
concludes that it wll take at Ileast five years for
effective conpetition to develop in Mryland' s | ocal
exchange market, and that the cap should remain in place
until conpetition becones the market regul ator.

Furthernmore, under Staff's plan, the indexed
price cap fornula would apply to Basket 3 (Basic, O her)
and Basket 4 (Discretionary Services). Wthin these
baskets, BA-MD woul d have the option to apply all or part
of the price increase allowed under the PCl fornula and
recover the increase in a subsequent year's price cap
conpliance filing. BA- MD al so would have the option of
making price changes for individual services once or
twice during the calendar year. I ncreases to any
i ndi vidual service in Basket 3 could not exceed 10

percent during a cal endar year. Simlarly, increases to

“ Sprint states that it supports Staff's proposed pricing rules.

' Under Basket 1, switched access rates will be reduced to the

| evel of interconnection rates in equal installnments over a three year
period, while Residential Interconnection Charge and Carrier Common Line
charges will be reduced to zero over the sanme tinme period.

“? staff's proposed rules for Basket 2 prohibit a reduction in

hocal calling areas during the duration of the cap



any individual service in Basket 4 could not exceed 25
percent during a calendar vyear. BA-MD would not be
permtted to decrease prices for a service in either
Basket below the service's increnental cost. Servi ces
classified as conpetitive (Basket 5) would not be subject
to a cap or any type of indexed price cap formula.

According to BA-MD, OPC and Staff are proposing
stringent limtations unrelated to nmarket conditions.
BA-MD contends that these Ilimtations would serve
primarily to assure that the rate structure in Mryl and
would remain seriously out of balance and inpair the
Conmpany's ability to conpete. BA-MD says Staff's and
OPC' s caps would deny the Conmpany the freedom to vary
prices in response to nmarket conditions and consuner
demands.

BA-MD also criticizes Staff's and OPC s plans on
the ground that they would needlessly restrict the
Comm ssion's authority by sharply curtailing t he
Commi ssion's right to approve revenue neutral changes.®
BA- MD argues that revenue neutral changes nust be all owed
so that the Comm ssion can gradually nove rates towards
costs, while at the same tinme preserving the Conpany's
ability to respond to conpetitive pricing pressures.

F. Exogenous Factors

Anot her issue on the list suggested concerned

“sStaff's Plan bars any revenue neutral changes for its "Conpetitor
Input” and "Core" business and residence services, bars all revenue
neutral changes between baskets, and linmts any revenue neutral increase
to no nmore than 10 percent for Basic-Oher services and 25 percent for
BB scretionary services.



exogenous factors. We asked the parties to discuss what
exogenous factors should be included in any price cap
i ndex fornula. Al so, the parties were to address what
procedures should be used to nodify prices based on such
factors.

Staff recomends that we adopt the FCC s
position which considers exogenous changes to the extent
t hese changes i npact t he cash flow of t he
tel ecommuni cati ons industry and not the econony as a
whole.* Also, Staff recomends that exogenous factors
should be considered to the extent they inpact the
Maryl and tel ecommuni cations industry and not the national
t el ecommuni cati ons industry or the econony as a whole.
To determ ne what qualifies as an exogenous cost, Staff
recommends that we use the FCC econom c cost standard.
The standard includes changes such as shifts in cost
between interstate and intrastate jurisdictions, tax
changes wuniquely and disproportionately affecting LECs,
and sal es and swaps of exchanges. The standard does not
include generally accepted accounting changes not
affecting cash flow.

Staff also recommends that we follow the FCC
approach by requiring BA-MD to submt a petition for an

exogenous factor change (and the proposed rates that

“ cATV agrees with Staff's proposal on exogenous factors.
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woul d be adjusted), at |east sixty days prior to BA-MD s
annual price cap filing.

MCl's proposal elimnates any autonmatic pass-
t hrough of exogenous costs. MCI contends that this

factor fails to enmulate a conpetitive market.

G Inputation Standard

The issue list questioned whether BA-MD should
lower its rates for "essential nmonopoly input functions”
to the level of econom c cost. Comment al so was sought
concerni ng which services should be considered essenti al
monopoly input functions, and on the definition of
econom c coOsts. Finally, we specifically asked if a
"“mar kup" above cost should be included in BA-MD s rates
for these services.

BA-MD's proposed access inputation standard
would require the rates for the Conpany's conpetitive
toll services to be set at a level sufficient to produce
revenues which exceed the unavoidable access charges
incurred by the interexchange carriers and the remaining
increnmental costs BA-MD incurs in providing conpetitive
toll service. Under the plan, BA-MD will be deenmed to
have net this requirenment if the price charged for an
average call exceeds an amount deternined by: (i)
multiplying the access mnutes associated with the call
by the tariffed rate for BA-MDs End Office Loca



Swi tching, Feature Goup D; plus (ii) BA-MD s renmining
increnmental costs including any transport and tandem

switching costs.*

® BA-MD's position is to only inpute those essential elements of

access and add to this the increnental cost for the non-access
qg@nmponents, thus creating the price floor.



AT&T and OPC criticize BA-MD' s inputation
standard because it would apply inputation only when, in
t he Conpany's view, the npnopoly input was "essential" to
the conpetitor.? AT&T argues that BA-MD should not be
permtted to escape inputation in this way; if the
Conpany uses the monopoly input in its own service, then
it should inpute the tariffed rate it charges others for
the input.

A second criticism raised by AT&T is that BA-
MD's inputation requirenent would not apply to its tol
services, including its nmessage toll service. AT&T
contends that an inputation standard should apply to MIS
in the long distance toll market because MIS requires
access, a conpetitive input subject to significant
nmonopoly power.

AT&T states that the purpose of the inputation
safeguard is to ensure that BA-MD does not place
conpetitors in a "price squeeze" by charging them nore
for the OTC conponents needed to provide their services
than the Conpany charges its end users for its conpeting
servi ce. AT&T and Sprint agree with Staff's proposed
i nputation standard, which is that BA-MD should be
required to inpute into its retail prices the sum of the

tariffed charges for any nonopoly inputs it uses to

® OoPC also objects to the discretion left wth BA-MD in

determ ning whether special access service can be substituted for
swi tched access service.



provide a particular retail service, plus any other
increnmental costs it incurs in the provision of the
retail service. Both AT&T and Sprint view the reduction
of access charges to increnmental cost as an inportant
aspect of this inmputation standard.

Staff states that the price floor should equal
the tariffed rate for appropriate OTC conponents plus the
incremental costs for remmining non-tariffed conponents.

Staff recommends that the inputation safeguard be
applied to all retail services, while BA-MD appears to
limt the safeguard to services that use "access" and
"conpetitive services". Whil e BA-MD recomends that the
appropriate OTC conponent nust be "essential," Staff
recommends that if any service conponent is needed by any
conpetitor, then it is essential and should be included
in BA-MD' s price floor.

Anot her issue is the scope of "remmining non-

tariffed conponents.” BA-MD recommends that for toll
services, only access be included. In contrast, Staff
recommends that additional marketing advertising, billing

and interoffice transport be included.

BA-MD objects to the |XCs' and Staff's
contention that all possible access charges, even those
charges which can be avoided by conpetitors, should be
inputed to the Conpany's own toll rates. BA- MD ar gues
that requiring it to inpute the cost of the by-passed
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conponent will place the Conpany at risk of being priced

out of the market because it will have to charge a higher
rate for a toll call than a conpetitor nay be able to
charge and still recover its (the conpetitor's) costs.

Finally, BA-MD argues that Staff's revised
"Retail Service Pricing" standard*® should be rejected in
its entirety. According to the Conpany, this standard is
massi vely over-inclusive with regard to the charges it
would require to be inmputed. BA-MD contends that this
standard would nean that, no matter how inefficient at
| east one conpetitor is, the Conpany would have to price

its toll service as if it were equally inefficient.

H.  Conpetitive Standard

As noted earlier, we asked the parties to
address the criteria to be used in grouping services. An
i nportant subset of this issue is what standards the
Commi ssion should use to determine if a new service can
be placed in the conpetitive basket and thus avoid being
subject to any pricing limtations. Furthermore, we
asked for proposed standards governing whether a current

service, which was not conpetitive when the price cap
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As noted above, this standard would require that if any competitor uses
a conpetitive input, then it is essential to competition and therefore
nmust be included in the price floor. Staff would apply this inmputation
requirenent to any service sold to end-users, i ncluding basic
B2si denti al and busi ness services.



plan was initiated, is now subject to sufficient
conpetition to warrant noving the service into the
conpetitive basket.

BA- MD proposes that the Comm ssion rely on its
exi sting standards as supplenmented by an objective test
for showing that the standards have been net.“*®
Furthernore, BA-MD contends that the Conm ssion should
have the flexibility to classify a service as conpetitive
for a particul ar geographic area or subset of customers.

OoPC cont ends t hat BA- MD' s t est for
conpetitiveness was disputed by every other wtness
testifying on the subject. It observes that the other
W tnesses agreed that a nmarket power test, including a
mar ket share conponent or market concentration anal ysis,
shoul d be applied to determ ne when a service is ready to
be classified as conpetitive.

Finally, OPC notes that BA-MD was forced to
substantially nmodify its proposal under cross-exam nation
to include a determnation by the Conmssion as to
whet her the conpetitor who has entered the market can
serve all custonmers in the market with the sanme quality
of service as BA- M. Addi tionally, OPC contends that a
second nodification involved a subjective determnation
by the Commission that all customers throughout the

exchange | ook upon the service as a viable substitute.

® According to BA-MD, the objective test is met for all business
(or residence) services within an exchange when BA-MD offers unbundl ed
loops in that exchange and when a co-carrier offers business (or
g®si dence) | ocal exchange service within that exchange.



According to OPC, this nodification, coupled with the
fact that every other witness addressing this issue urged
the Commi ssion to adopt a narket power analysis, should
| ead the Conmmi ssion to the conclusion that a market power
analysis is the appropriate analysis to following in
determ ning whether a service could be classified or
reclassified as conpetitive.

OPC al so objects to that aspect of BA-MD' s plan
which would allow the Conpany to regroup exchanges at
will. OPC contends that this authority would permt the
Conpany to attack the nost conpetitive areas of the
State, a county, or even a city block, and subsequently
rai se extra revenue by decreasing |ocal calling areas and
making nore calls intrastate toll. OPC al so argues that
the provision for regroupi ng exchanges could be used by
BA-MD to increase revenues in |less conpetitive areas of
the State by increasing the nunmber of rate groups (which
now stands at four) and "rebal ancing” the revenues from
t hose rate groups.

AT&T cites three problenms with BA-MD' s suggested
approach. First, AT&T objects to the fact that the
Conpany wants to address services on an exchange-by-
exchange basis or even by a "subset of custoners”.
Second, AT&T objects to BA-MD's desire to declare an
exchange conpetitive if it offers unbundled | oops in that

exchange and a conpetitor offers sonme |evel of service in



t hat exchange. Third, AT&T faults BA-MD' s proposal for
not providing for an exam nation of the relevant market
shares of the Conpany and its conpetitors before deciding
whet her the rmarket is sufficiently conpetitive to
deregul ate the price of the service.

MCI contends that in order to classify a service
in the conpetitive category, BA-MD nust bear the burden
of denonstrating that it |acks market power over the
service in question. BA- MD should be required to prove
the availability, to all or a sizable portion of
consuners, of substitutable services from financially
viabl e alternative providers.

Staff proposes wusing Departnent of Justice
criteria for neasuring the conpetitiveness of service
offerings.* This incorporates both a market power and a
mar ket share test, as well as enployment of the
Her f endahl - Hirschman I ndex ("HHI"). Accord-ing to Staff,
the market share analysis is a necessary elenent to a
factual -based determ nation of "conpetition' and is a
conponent i n al | Depart nent of Justi ce-sponsored
exam nations. *

AT&T proposes seven criteria which should be
examned to determne the presence  of effective
conpetition. These include a determ nation of the
br eadt h of t he rel evant mar ket ; mar ket share

characteristics of BA- MD in t he rel evant mar ket ;

* Sprint supports Staff's proposed standard.
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avai |l abl e evidence on ease of entry and exit; factors
that facilitate or inhibit the ability of entrants and
conpetitors to expand capacity and capture sales; factors
that facilitate or inhibit the wllingness to swtch
providers; the price elasticity of demand in the rel evant
mar ket ; and market data on the percent of custoners for
whom choices are available and the percentage who have
avai l ed thenselves of such choice. AT&T clainms that its
criteria are simlar to the criteria suggested by Staff.

Furthernmore, AT&T argues that the Conm ssion
should require BA-MD to inform interested parties
whenever it makes a request to classify or reclassify a
servi ce. According to AT&T, the notice should provide
sufficient information to denonstrate that the test for
conpetitive service has been satisfied and that the
proposal satisfies the relevant safeguards.

BA-MD argues that a market share test s
unnecessary and inpractical. According to BA-MD, the
record shows that nmarket share analysis creates a host of
practi cal probl ens, including the need to collect
conpetitively-sensitive market share data on relevant
product and geographi c narkets. BA- MD argues that AT&T s
open-ended, nmulti-part test wuld be contrary to the
public interest because it would invite del ayi ng abuses.

BA-MD al so objects to AT&T's, Staff's and OPC s
mar ket definitions. BA-MD contends that LECs are



conpeting on an exchange-by-exchange basis and that
Staff's and OPC s market definitions would prevent the
Conmpany from respondi ng on the sane basis.

Finally, BA-MD objects to Staff's assertion that
a service should not be classified as conpetitive unless

the Conpany's conpetitors possess sufficient capacity to

serve the entire nmarket. BA-MD argues that such a
requirenent s unnecessary and has no economc or
practical justification. According to BA-MD, given the

availability of resale and wunbundled | oops, conpanies
will have no difficulty in serving as many custonmers as

t hey can capture.

Rat e Reduction

As previously nmentioned, we joined OPCs rate
reduction petition wth our consi deration of t he
alternative regulation proposals. In this proceeding,
OPC recommends a rate reduction for OTC services of $218
mllion prior to beginning price cap regulation. St af f
recomends a $117 mllion rate reduction.

OPC argues that adopting a price cap plan at
current rate levels would assure BA-MD of a |arge
reliable revenue stream sufficient to position it to fend
of f potential conpetitors in the |ocal exchange narket,
at OTC ratepayer expense. Therefore, OPC proposes nmany

rat emaki ng adj ust nents.
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OPC proposes five adjustnments to BA-MD' s rate
base. First, OPC recommends that the Comm ssion adjust
the balance of accrued interest during construction on
the short term plant under construction to reflect only
the remini ng bal ance of $15, 745, 000. Second, OPC woul d
nodi fy the rate base conponent of Bellcore Research Costs
to reflect only the rate year |level of those capital
costs. Third, OPC would not reflect any accruals to the
depreciation reserve in BA-MD s rate base. Fourth, OPC
reconrmends that the net inpact of the inpairment |oss®
should be renoved from OTC operations and assigned to
conpetitive operations.

Finally, OPC recommends that the depreciation
rates approved by the Comm ssion in Case No. 8462 be
retained for ratenmaking purposes. OPC does not propose
any reduction to BA-MD s depreciation expense; it nerely
recommends that a portion of the expense be assigned
correctly to those services which caused the additional

expense.
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An inpairment |loss is an economni ¢ deval uation of existing plant assets
reflecting the recognition that future cash flows fromthe plant will be
B@ss than the net book value of existing plant.



OPC argues that BA-MD' s rate of return should be
reduced to 9.28 percent.>? OPC argues that conditions

have changed since the Conpany's current rate of return

was set over three years ago. According to OPC, there
has been significant inprovenent in capital mar ket
condi ti ons. Al so, OPC contends that the discounted cash

flow analysis of the cost of equity for BA-MD indicates a
significant decline in the cost of equity since the
allowed return on equity was established. OPC al so
recommends that the Conpany's existing capital structure
of 39 percent debt and 61 percent commopn equity shoul d be
rejected in favor of a capital structure of 45 percent

debt and 55 percent equity.

% staff recommends an authorized rate of return of 9.6 percent
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OPC also recomends several changes to the
Conpany's operating incone. First, OPC contends that
accelerated O her Post Enploynment Benefits Transitional
obligation ("OPEB") expense should be elimnated.?
Second, OPC disagrees with the quantification of the
three adjustnments to incone proposed by BA-MD related to
i nt erest synchroni zati on, corporate advertising and
directory inputation. OPC s recomendation to change the
ampunt for interest synchronization arises from the fact
that it has proposed a different rate base and capital
structure for BA-MD. Further, OPC recomends that the
adjustnment for corporate advertising be nmodified to
reflect the renoval of advertising that was of no direct
benefit to consuners. OPC contends that BA- MD' s
corporate advertising adjustnent does not conport wth
the treatnment for advertising ordered by the Comm ssion
in Case No. 8462.

Next , OPC recomends that al | t est year
directory income and investnment be reflected in the OTC
revenue requirenent. OPC al so proposes that, due to a
change in the financial accounting rules under SFAS 71,
the Conpany is now required to wite-off certain debt
di scount premunms and issuance expense costs which

ordinarily would be reflected as an anortization in the

*® staff also advocates removing the entire OPEB expense. St af f

bel i eves that OPEB has been fully recovered for ratemaking purposes.



regul ated revenue requirenent. OPC recommends that
because the costs in question have traditionally been
reflected in the revenue requirenent, those costs shoul d
continue to be so reflected. OPC proposes that the
remai ni ng costs be anortized over three years.

Next, OPC notes that in 1994 BA-MD i npl enented a
force managenent program which was to result in the
elimnation of 390 positions. Approxi mately 196
enpl oyees have yet to be separated. OPC argues that it
is appropriate to nmake incone adjustnments related to the
| oss of these positions. Since the separation expenses
are non-recurring, OPC proposes to anortize them over two
years.

Finally, OPC notes that on Decenmber 8, 1993, the
Comm ssion allowed BA-MD to "true-up"” its interstate and
intrastate depreciation reserves over a two-year period
endi ng Decenber, 1995. According to OPC, these costs are
still reflected in BA-MD's rates even though they were
fully anortized in 1995. As with the OPEB anmounts, it
recommends that these costs be renoved. The renmoval of
this depreciation reserve deficiency, in conjunction with
the removal of OPEB, results in a reduction to BA-MD s
revenue requirement of $132.2 mllion.

Staff argues that a revenue requirenent analysis
(S t he appropriate mechanism to determ ne t he

reasonabl eness of BA-MD's current rates. According to
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Staff, the first reason the Conm ssion should reduce BA-
MD's rates is to conply with Section 69(e),> in that the
concept of reasonabl eness has historically been based on
the relationship of rates to costs.

A second reason advanced by Staff to adjust BA-
MD's rates is that current rates do not reflect the
infrastructure inprovenents paid for by consuners.
Third, Staff and OPC note that the ratepayers had certain
regul atory expectations created by BA-MD's last rate
case. One of these was the re-examnation of the
reasonabl eness of rates.

Finally, Staff argues that failure to revi ew BA-
MD's revenue requirenent would deny OPC due process.
According to Staff, unti| the Commi ssion actually
approves an alternative regulatory scheme as authorized
under Section 69(e), OPC has the right to request rate
adj ust mrents under Section 69(a).

According to Staff, corporate advertising
expense should be reduced by the amount booked to Account
No. 6722.1. Staff contends that such itenms typically are
excluded from the revenue requirenents calculation, and
that this adjustnent 1is consistent wth Comm ssion
practice.

Staff al so proposes revising the inputation for

* Both CATV and FEA support rate deducti ons.



Yel |l ow Pages inconme to reflect nore recent financial
information than that which was used in the last rate
pr oceedi ng. According to Staff, this adjustnent stens
from the initial divestiture order in which directory
advertising was intentionally assigned to the operating
t el ephone conpani es. Staff also proposed OPEB and
depreci ati on adj ustnents.

BA-MD contends that by presenting traditional
rate cases, Staff and OPC have failed to focus on the
requi renents of Section 69(e). While their analyses
focus on the overall earnings of the Conpany and whet her
its overall rates are reasonable, Section 69(e) requires
the Conmm ssion to focus on whether the rates for basic
| ocal exchange service are affordable and reasonably
priced. BA-MD argues that it has denonstrated that the
Conpany's current rates for basic |ocal exchange service
are affordable and reasonably priced and will remain so
under its plan.

BA- MD rai ses several objections to Staff's and
OPC s rate base/rate of return analyses. First, the
Conpany argues that wusing traditional RB/ROR regulation
is inappropriate because the Comm ssion can no | onger
assume that BA-MD's revenues, expenses and investnment
will grow proportionally; instead, conpetition will alter
t hese rel ati onshi ps.

Second, BA-MD contends that Staff's and OPC s



anal yses are flawed, alleging that both parties fail to
reflect accurately the effects of conpetition. The
Conmpany criticized Staff and OPC for recomending
reductions in its rate of return, as if opening BA-MD s
busi ness to conpetition sonehow has made it |ess risky,
rat her than nore risky. BA- MD contends that the evidence
shows that the Conpany's overall cost of capital exceeds
t he Comm ssion's previously authorized rate of return of
10.1 percent.> This increase is due to its increased
risks arising from the authorization of |ocal exchange
conpetition and the Tel ecommuni cati on Act of 1996.

Furthernmore, BA-MD argues that these cost of
capi tal recommendations are the product of fl awed
anal yses. The Conpany contends that: both incorrectly
used the Regional Bell Holding Conpanies ("RBHCs") as
cost of equity proxies for BA-MD;, both under-estimate the
RBHC s future growh potential; Staff's discounted cash
flow ("DCF") nodel is flawed because it does not reflect
that dividends are paid quarterly; and OPC under-
estimates the cost of capital by using a hypothetical
capi tal structure rather than the actual capital
structure.

BA-MD also noted that those parties made no
adj ustnment for conpetitive losses in conmputing a revenue

requi rement. BA-MD believes that OPC and Staff made

® OPC reconmended that the overall allowed return be reduced from
10.10 percent to 9.28 percent, based on the allowed return on equity
bei ng reduced from 12.20 percent to 11.25 percent. Staff reconmends an
overall rate of return of 9.60 percent and an allowed return on equity
64 11.5 percent.



i nadequate allowances for the higher depreciation rates
BA- MD nmust use in an I ncreasingly conpetitive
envi ronnent . BA- MD argues that the depreciation reserve
deficiency should be anortized over a shorter period of
three to five years in light of the new conpetitive
envi ronnent . Finally, the Conpany asserts that both
parties continue to rely on a cost allocation manual,
adopted in earlier proceedings, which allocates costs
bet ween conpetitive and other-than-conpetitive services.
BA-MD objects to Staff's and OPC s proposal to
i npute profits from BA-MD's conpetitive Yellow Pages
busi ness to support OTC rates. According to BA-MD, the
Tel ecommuni cati ons  Act of 1996 has supplanted the
di vestiture order and the |legal and regulatory structure
it est abl i shed. The Conpany argues that under
conpetition it no longer will be possible to maintain the
old subsidies, so that rates for all services nust nove
closer to cost. BA-MD also contends that Staff's and
OPC s Yell ow Pages adjustnents are inconsistent with the
Commi ssion's last rate case decision, in which the
Conmi ssi on decided to hold constant the net earnings from

Yel | ow Pages rather than reflect current earnings.>®

J. Access Rates

® Order No. 70324, Case No. 8462, 84 MI. PSC 4, 23 (1993).



St af f pr oposes reduci ng conpetitor i nput s
towards Long Run Incremental Cost ("LRIC').°  Staff's
pl an proposes a reduction in the cost of conpetitor
i nputs over a three-year period as a neans of encouraging
conpetition while preserving the financial viability of

BA- MD.

" CATV supports setting nonopoly inputs at cost.



Initially, according to Staff, swtched access
rates should be Ilowered to reflect the Comm ssion's
adopted rates for local call termination service.®® The
rate should be based on LRIC plus sone contribution
towards BA-MD's joint and conmpbn costs. Staff maintains
that rates for other essential nonopoly inputs should be
considered in future proceedings and |owered to sone
correspondi ng | evel .

AT&T argues that the best way to foster
conpetition is to require BA-MD to immediately price the
i nput functions it provides to others, such as swtched
access, at prices equal to the Total Service, Long Run
| ncrenmental Costs ("TSLRIC') of providing those inputs.
AT&T recommends that the correct cost basis for
intrastate switched access services is TSLRIC M. Wbod
stated that TSLRIC data is available to permt the
Conmmi ssion to set intrastate switched access rates at a
| evel equal to direct economc cost in this proceeding.
AT&T contends that reducing switched access rates to cost
will generate substantial imediate benefits because it
is likely that every dollar of the access reduction woul d
go straight to Maryland consuners.

According to AT&T, reducing access rates to

incremental cost will not only have imrediate benefits

*® Sprint agrees with Staff on this issue.
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but will generate substantial |ong term benefits because
it will force all carriers to conpete on their relative
ef ficiencies. Furthernmore, AT&T contends that pricing
access at cost is necessary in order to elimnate BA-MD s
ability to place conpetitors in a "price squeeze".

AT&T al so argues that reducing access rates to
cost wll not harm BA- MD. First, AT&T contends that the
expiration of the OPEB will offset, dollar for dollar,
the reduction of switched access prices to cost. Second,
AT&T contends that BA-MD already is financially and
technologically able to protect its existing markets and
to capture new and energing markets, even wthout the
excess access revenues it «currently obtains from its
potential conpetitors.

Finally, AT&T argues that universal service wll
not be harnmed if access charges are reduced to cost.
AT&T contends that BA-MD' s local residential service is
fully conpensatory and that, therefore, the Conpany does
not bear a wuniversal service burden which nust be
subsidized by inflated sw tched access charges. The
revenues BA-MD currently receives fromits basic exchange
services nore than cover its costs of |ocal service on a
st at ewi de basi s.

According to M, setting rates for BA-M's
essential nonopoly input functions, such as access, at

cost is the only way to ensure that the Conpany cannot



use its control of these crucial conpetitive inputs to
harm conpetition. MCI al so argues that an inputation
rul e does not prevent the possibility of a price squeeze
because the nonopoly profit is entirely in the mark-up in
prices of the essential nonopoly input functions.

MCI argues that there are four essential access
i nput functions whose rates nust be set at TSLRIC
First, local interconnection nust be set at TSLRIC
because conpeting LECs nust interconnect to term nate
| ocal exchange <calls or <else no provider can offer
ubi qui t ous service. Second, the local elenents of
switched access also nust be priced at TSLRIC. MCI
proposes that access charges be reduced by about
$85, 024, 000 annual ly. O this amunt, $39,400,000 is
attributable to elimnating the Carrier Comon Line
Charge ("CCLC").

Next, MClI cal cul ates that, under its Conpetition
Plus plan, local switching rates will decrease from the
current level of $.012559 per mnute of use to $0.0042
per mnute of use. Elimnating the RIC and reducing the
local switching rate to its direct economc cost of
$0. 0042 per mnute of use will reduce access revenues by
an additional $45, 624, 000.

MCI observes that revenues from its proposed
interim universal service surcharge will replace sone of

the revenues lost to BA-MD if switched access rates were
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to be reduced. MCl estimates that the |evel of universal
service support required is approximately $13,322,000
annual | y.

Thus, the net effect of the swtched access
revenue reductions and wuniversal service fund revenue
increases is an annual revenue reduction of $71,702, 000.

MCI pledges to pass through access charge reductions,
net of paynents to the universal service fund, directly
to its Maryland custoners.

The last two functions to be priced at TSLRIC,
according to MCI, are collocation functions and unbundl ed
| oops. However, MCI proposes that the Ilocal transport
el ement of switched access not be treated as an essenti al
nmonopoly input because properly structured collocation
rates will allow local transport to becone effectively
conpetitive in nost |ocations.

Finally, M contends that prohibiting BA-M
from recovering overhead costs from this limted subset
of essential nonopoly functions does not place BA-MD at a
di sadvant age because the Conpany, |ike other conpetitors,
wll be able to recover these shared or overhead costs
fromits retail service.

OPC objects to MI's proposal to reduce only
essential nonopoly inputs. Its position is that a
massi ve rebalancing of access charges is not in the

public interest. According to OPC, any revenue reduction



should be used to equally reduce intrastate swtched
access, intralLATA toll and | ocal exchange rates.

BA- MD di sagrees with MCl's and AT&T' s argunent
that approved mark-ups on switched access and "nonopoly
i nput s” are t oo gr eat and di scour age ef ficient
conpetition. BA-MD's position is that the Conm ssion
shoul d not reduce the rates for "essential nonopoly input
functions" to the level of economic costs. BA- MD
justified the need for a markup because of inadequate
depreciation, continued pricing of basic residential
service below cost-of-service levels, and the fact that
effective rates have to exceed direct incremental costs
if true economc costs are to be recovered. BA- MD al so
contests their assertions that ordering access charge
reductions woul d benefit consuners.®®

BA-MD contends that reducing access charges
would require the Commission to reverse |ong-standing
policies designed to pronote universal service, and also
require the Conpany's rate structure to be conpletely
redesi gned. According to BA-MD, even if these reductions
are passed on to custoners, it would not significantly
benefit nost consuners, including those the Conmm ssion
has attenpted to reach through its wuniversal service
pol i ci es. BA- MD argues that the place to consider such

proposals is the Comm ssion's separate docket on

® According to BA-MD, in Case No. 8462, the Commission set some of
the Conpany's rates at artificially low levels and others substantially
above costs in order to neet inportant policy objectives. Order MNo.
70324, January 22, 1993, at 117-23.



uni versal service. BA-MD further argues that it would be
irresponsible to elimnate the subsidies built into
current rates without addressing residual pricing,
geographi ¢ averaging and the other nmechanisnms which were
i npl enented to keep basic tel ephone rates | ow

Moreover, BA-MD asserts that TSLRIC pricing
would deny it the ability to recover its shared and
conmmon costs, and that by applying a pernmanent hard cap
on rates for basic services it would be virtually
i npossible to recover such costs from its retail
cust omers. Finally, BA-MD contends that MClI's proposal
woul d make it inpossible for the Conpany to recover its
direct costs of providing access and other services to
conpetitors because the MClI proposal cal culates TSLRIC on
the basis of a theoretical nopdel which assunes the
exi stence of a hypothetical network that is substantially
different fromthe real network. According to BA-MD, the
Conpany woul d be forced to sell switched access and ot her

inputs well below its actual direct costs.

K. Universal Service
We also asked the parties to address what
uni versal service nmechanism if any, we should adopt in
conjunction with any alternative regulatory plan.
Furthernore, we raised the question concerning what

services are basic and what services pronote universal



service.

MCI's proposal includes a two-year Transitional
Uni versal Service Reform plan. As noted earlier, Ml
asserts that this plan would allow the Commi ssion to
reduce to cost the prices of essential nonopoly input
functions while fully protecting universal servi ce.
MCl's plan assumes that wuniversal service consists of
connection to BA-MD's network plus wunlimted | ocal
calling. Ml has proposed that for a transitional period
of two years, designed to last until the Conmm ssion has
adopted a pernmanent and conpetitively neutral universal
service support nmechanism M.l and the other |XCs sinply
agree to pay to BA-MD the total sum of $13,571, 681.
According to Ml's study, in the tw |east densely
popul ated zones, BA-MD's cost of service exceeds its
rates for those services by this anount. MCI notes that
this approach is not conpetitively neutral, because the
| XCs absorb all the costs while the benefits are enjoyed
by other conpetitors and because BA-MD gets all the
noney. MCI states that as the Conm ssion |owers access
charges to cost, creating the structure necessary for
real conpetition, it is assuned that wuniversal service
wi Il not be threatened.

OPC contends that, on a Statew de basis, BA-MD s
basic residential service revenues cover its direct costs

of providing basic residential service. OPC believes
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that this evidence supports a reduction in the prices for
t hese services.

BA-MD objects to Ml's proposal concerni ng
uni versal service. According to BA-MD, Ml's evidence
does not support its proposal. BA- MD contends that the
anal yses underpinning both MI's and OPC s proposals
systematically under st ate t he costs of provi di ng
residential service and overstate the revenues associ at ed
with it. According to BA-MD, the analyses share two
fatal fl aws. First, neither study neasured the actual
costs incurred in providing basic |ocal exchange service
in Maryland today. MCI used a theoretical nodel, while
OPC used | oop cost figures from Pennsyl vani a.

Second, both analyses include | ocal usage
revenues in determning the deficit in the profitability
of providing |ocal service. According to the Conpany,
this overstates the revenue side of the analysis.
According to BA-MD, this approach confuses the issue of
the cost of allow ng universal access to the network with
t he question of how that access is currently funded. BA-
MD argues that, given the lack of nerit to the two
approaches, the Conm ssion cannot rely on them and shoul d
defer its consideration of wuniversal service to an
appropriate proceeding. Staff agrees that universal

service should be considered in another proceeding.
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L. Review Process/Term nation Date

The parties were asked whether the alternative
regul atory plan should be considered a trial with a given
expiration date, or whether it should it replace rate
base/rate of return regulation wthout a specific review
or termnation tinme in place. If a review period is
necessary, the parties were to address the benchmarks or
review process to be used to judge the effectiveness of
the plan, and how often this review process should occur.

BA-MD's plan does not contain a set term nation

date or formal review process, but requires BA-MD to

provide quarterly service quality information and
detailed financial reports. According to BA-MD,
term nation of the plan should occur when all services

t he Conpany offers are conpetitive.

MCI argues that the operation of conpetitive
mar ket pl ace forces will serve as a natural sunset for the
plan's governance of i ndi vi dual servi ces, and the
operation of the alternative regulatory regine as a
whol e. Nevert hel ess, according to MI the Comm ssion
should continue to review BA-MD's activities through
nmonitoring the devel opment of conpetition every two to
three years. Simlarly, the Comm ssion should nonitor
and resol ve conplaints regarding barriers to entry.

OPC s proposal establishes a formal review after

three years, and the plan would termnate after five
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years. Simlarly, Staff's plan is subject to review
after five years. OPC argues that a scheduled fornal
review will serve several purposes. It would allow the
Conmmi ssion and parties a tinme frame to plan for the
allocation of the significant resources necessary for a
conprehensive review of any price cap plan. Also, it
woul d allow necessary adjustnment of provisions of the
plan that are not operating as envisioned by the
Comm ssion wthout waiting for acute difficulties to

ari se that necessitate an energency review of the plan.

Staff recommends that the Conm ssion conduct a
conprehensive formal review to judge the effectiveness of

the price cap plan after five years.®

The five-year tine
period was chosen by Staff as an appropriate time span to
allow for the devel opnment of conpetition in the |ocal
exchange narket. After five years, it wll be necessary
to gauge the level of conpetition in order to determ ne
whet her to extend the price cap plan, nmake adjustnments to
the plan, or term nate the plan.

According to BA-MD, the reviews proposed by both
OPC and Staff are little nore than truncated rate cases

intended to return to custoners the benefit of any

® cATV agrees with Staff's five year review



efficiency gains or market success BA-MD may be able to
achi eve. The Conpany argues that adopting a price cap
plan with a rate base/rate of return review built into it
is contrary to the purpose of adopting a price cap plan
in the first place, which is to encourage cost cutting
and the devel opnment of new innovative services which wll

serve the public interest.

VI. DI SCUSSI ON

A. Adoption of an Alternative Regulation Plan for

The traditional and |ong-standing nethod for
setting rates for regulated nonopolies throughout the
United States has been what is generally referred to as
rate base/rate of return ("RB/ROR') regulation. Under
RB/ ROR regul ation, utility rates are set so as to recover
all prudently incurred operating expenses as well as a
return on prudent, used and useful I nvest nent s
suf ficient to cover the carrying costs of t hose
investnents and attract new capital when needed. Thus,
under RB/ROR regulation, custonmers bear responsibility
for capital investnent and expenses related to the
provision of wutility service. Mor eover, since doll ar
earnings are explicitly tied to a utility's rate base
i nvest nent under RB/ ROR regul ati on, a utility can

increase its dollar earnings by enlarging its rate base.



Thus, RB/ROR regul ation provides incentives to firns to
attenpt to inflate the size of the rate base.

A comon feature of rate base/rate of return
regulation is the rate case. Upon instigation of a rate
case, a regul atory conmmi ssi on det er m nes t he
reasonabl eness of the utility's expenses and investnents,
and estimates the cost of capital that the utility is
likely to incur in the future. Specifically, during a
rate case, the comm ssion determ nes test year revenues
and expenses, conputes the size of the rate base, and
sets a rate of return. The utility's revenue requirenment
is then calculated by multiplying the rate of return by
the rate base. The difference between the revenue
requi renent and test year revenues, adjusted for taxes,
is the ambunt of increased (or decreased, at tines) rates
that the wutility 1is entitled to <collect from its
cust oners.

New rates are then designed to collect the total
revenue requirement. These rates stay in effect until
the next rate case. Obviously, rate making can be a tine
consum ng and expensive process. Moreover, it is a
fairly static analysis dependent to sone extent upon the
proposition that the past wll accurately reflect the
future.

One of the central foundations underlying

regulatory reforns arises from a belief that wunder



traditional regul ati on, a regulated wutility wth
monopoly markets has no particular econom c incentive to
operate efficiently, and may actually have an incentive
to operate inefficiently. Simlarly, the indirect cost
of traditional regulation -- the time consum ng process
of introducing new services, changing tariff rates and
the litigious nature of the admnistrative process in
general and rate cases in particular -- slows, if not
forestalls, conpetitive responses and results in |ost
revenue- produci ng opportunities for the utility.

G ven the drawbacks of traditional regulation,
alternative fornms of regulation are beconm ng w despread
in the United States.® These forns include features such
as price caps, earnings sharing contracts, deregulation
of services offered by firns that conpete wth the
regulated utility, and increased marketing flexibility.
Alternatives to RB/ROR regulation are intended to nore
closely approximate conpetitive market forces and
encourage utilities to respond to those forces, while
mai ntai ning some degree of restraint on the potential
abuses of nonopoly power that wutilities mght still
exerci se. As noted earlier, we already have enployed
some of these alternative forms in our regulation of BA-
MD.

® I'n addition to Maryl and, the follow ng states have adopted sone

alternative form of regulation for their dom nant [|ocal exchange
t el ecomruni cati ons conpani es: Al abama, Delaware, Florida, GCeorgia,
[11inois, I ndi ana, Kent ucky, Mai ne, Massachusetts, M chi gan,
M ssi ssippi, New Jersey, New York, ©hio, Pennsylvania, Rhode Island,
$uth Carolina, South Dakota, Tennessee, Virginia, Wsconsin, Wom ng,
and Washi ngton, D.C.



Wel | -designed alternative regul ati on encourages
the utility to operate nmore efficiently, and provides the
utility with greater flexibility to respond to and
anticipate market forces for any non-nonopoly services
which it provides. Alternative regulation can do this by
weakening the 1link between costs and prices, and by
ending the utility's opportunities to initiate rate cases
covering OTC services. These are the central features of
price cap mnechanisns. Thus, rather than encouraging
growmth in capital investnent, the best nethod to inprove
finan-cial performance becones reducing operating costs,
increasing efficiencies, initiating new services, and
i nprovi ng existing services.

Of  course, alternative regulation alters the
i nvest ment decisions of the utility. By elimnating the
"cost-plus" investnment stimulus of RB/ROR regulation,
alternative regulation introduces new market uncertainty
into those decisions. Recovery and return occur only
when customers respond positively in the market, while
the costs of failed investnents are borne by the
utility's shareholders and not the ratepayers. Once the
cost-plus feature is renoved, the utility will engage in
noder ni zati on and plant replacenent only to the extent
that these actions are predicted to inprove the firnis
financial performance. Thus, one of the hallmrks of

price cap and sone other alternative regulatory plans is



the utility would be subject to substantially simlar

capital investnent rules and incentives as conpanies in
non-regul at ed i ndustri es. Simlarly, alternative
regulation can allow utilities which are operating in
mar kets undergoing rapid technol ogical and economn ¢
change to adapt to those forces nore efficiently.

Based on an analysis of traditional regulation
when conpared to alternative regulation, and after
considering specifically the requirenments of 69(e) of
The PSC Law, we find that it is in the public interest to
adopt an alternative form of regulation for BA-MD.
Alternative regulation provides signif-icant incentives
and opportunities not present under RB/ROR regul ation

benefiting both customers and sharehol ders ali ke.

The i ncreased efficiency and mar ket i ng
incentives offered by alternative regulation will benefit
BA- MD's custoners. Custonmers receive the advantage of
nore efficient service, faster and nore extensive

devel opnent of new services, and nore innovative service
packagi ng and pricing. Mor eover, custonmers no |onger
bear the responsibility to assure recovery of BA-M's
capital investnment and expenses related to the provision
of utility service. For exanple, in the future the fact
that BA-MD' s prudently-incurred costs exceed its revenues
would not trigger the rate increase filing that would

occur under RB/ROR regulation. This is a critical step
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as we nove toward conpetition.

Sharehol ders al so benefit because any savings
that BA-MD realizes from inproved efficiency and cost
cont ai nnent measures are retained by the Conpany.
Affording BA-MD the opportunity to retain profits
resulting from efficiency inprovenents wll provide the
Company with an increased incentive to continually | ook

for new ways to cut costs and streamine its operations.

The testinony in this proceeding confirnms that
no party opposes inplenmentation of a properly structured
price regulation plan. Naturally, each party proposing a
plan argued that only its plan nmet the requirenments of
Section 69(e). We have carefully considered the views
expressed by each of the parties, and find that the
following alternative regulation plan wll benefit both
custonmers and shareholders, w1l encourage conpetition
and the deploynent of new technologies, and is in the
public interest. We are adopting a plan that carefully
bal ances BA-MD's need for flexibility in a changing
tel ecommuni cations environment wth this Conm ssion's
need to protect Maryland's consuners.

The price cap regulation we adopt today is
aut horized specifically in Section 69(e) of The PSC Law.

We find that our plan protects consunmers by producing

affordable and reasonably priced basic |ocal exchange



service. CQur pl an al so ensures t he quality,
availability, and reliability of t el ecommuni cati ons
servi ces throughout the State, encourages the devel opnent

of conpetition, and is in the public interest.

B. The Adopted Pl an

1. Overview

After considering the proposed plans and the
evidence in this proceeding, we find that none of the
plans is acceptable in its entirety. However, we also
find that we can craft an acceptable price cap plan from
this record. As detailed below, the plan that we adopt
provi des for grouping services in baskets, allows pricing
flexibility anong services within baskets but not between
basket s, caps and freezes rates for the services
contained within certain baskets, and requires BA-MD to
continue filing tariffs.

Additionally, we establish mechanisns, including
reporting requirenents and conplaint procedures, to
detect and rectify inadequate service in the event any
were to occur. We reduce access charges, and establish
(or affirm in sonme instances) safeguards ensuring that
captive customers will not subsidize BA-MD' s conpetitive
service offerings and that conpetitive services are not
offered at unfair prices.

The follow ng sections explain these decisions



in detail.

2. Servi ce Baskets

The price cap regulation plan we adopt will
allow flexible pricing of various telecommunications
servi ces. However, to provide a safeguard agai nst cross-
subsi di zati on between services that face varying degrees
of conpetition and that have varying |evels of necessity

and inportance to custonmers, separate pricing baskets

with differing pricing rules will be established for six
service classifications.® In some of these market
segnent s, conpetition is effective and cones from
NUIMer ous sour ces. In other segnents conpetition is not

est abl i shed, and although conpetition probably wll
increase over time, it would be unwise to regulate as if
conpetition were an acconplished fact when it is not.
Accordi ngly, grouping services into baskets wll
allow us to inpose a higher degree of protection on the
services that require it, while permtting BA-MD the
flexibility to respond to the market and the specific
needs of some custonmers in the market segnments where
conpetition is an effective regulator of corporate
behavi or. The factors we considered in categorizing
services include: t he degree of conpetition BA-MD faces
in providing each service; possible effects on adjacent
mar kets that depend upon or are interrelated with the

service in question; custonmer perception; and possible
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gharacteristics that, for the purpose of the alternative regulatory
pl an, are subject to the same regul atory rules.



effects on social policy objectives. The services
contained within the baskets we have established are
relatively honogenous in terms of demand elasticity and
conpetitive alternatives. Thus, BA-MD's only incentive
to adjust the prices of services within a basket should
be those reflective of specific market and general
i ndustry conditions. Furt her nor e, since our plan
prohibits rate adjustnments between services located in
different baskets, cross-subsidization of conpetitive
services by nonopoly services is forestall ed.
The plan we adopt contains six service baskets.
Basket 1 is the Basic Services - Residential Basket.
Cenerally, this Basket contains those services required
to provide basic |ocal exchange service to residential
custonmers and which currently are not provided by other
t el ecommuni cati ons conpani es. Basket 2 is the Basic
Services - Business Basket. Like Basic Services -
Residential, these services are required to provide basic
| ocal exchange service, but to business customers.®
Unli ke the services in the Basic Residential Basket,
however, sone of these services currently are beginning

to be provided by other tel econmunications conpani es.
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As discussed in nore detail in the next section,
the prices for services in Basket 1 and Basket 2 that are
in effect as of the starting date® of our plan shall be
the maxi mum prices charged for these services for a
period of three years. Upon expiration of the rate
freeze period, BA-MD nmmy adjust prices subject to the
i ndex fornula adopted by the Comm ssion.

Basket 3 is the Access Services Basket. These
are services t hat allow other t el ecommuni cati ons
providers to interconnect with BA-MD's network in order
to originate or termnate a call. The services in Basket
3 are collocation services and switched access other than
Hi gh Capacity Service for Direct Transport. Basket 3
cont ai ns nonopol y bottl eneck services upon whi ch
conpetitors rely in order to offer service. Because this
basket contains nmonopoly inputs, the Conmm ssion finds
that the appropriate pricing flexibility for these
services will be the sanme as the pricing guidelines
established for basic residential and basic business

servi ces.
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Basket 4 is the Discretionary Services Basket.®

Di scretionary services are services which are optional,
nonessenti al enhancenents to basic | ocal exchange
service, which my or my not be provided by other
suppliers but for which conpetition is not a sufficient
regulator of the price of those services. Prices for
services in Basket 4 may increase each year in accordance
with our adopted price index formula and other safeguards

set forth bel ow.
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See Appendix 2 for a list of services included in Basket 4.
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Basket 5 is the Conpetitive Services Basket.?
Conpetitive services are those services for which
conpetition or the potential for conpetition in the

market is an efficient regulator of the prices of those

servi ces. Therefore, prices for the services in this
basket are not subject to regulatory constraints. BA- MD
will have full pricing flexibility for these services,

subject to the safeguard that no price for a service my
be |lowered below that service's applicable increnental

cost.
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Finally, Basket 6 is the M scell aneous Services
and El enments Basket.®® A service or an element wll be
placed in this Basket because it has been detariffed or
unbundled due to statutory requirenments or federa
action. We note that all existing services not subject
to our regulation prior to January 1, 1996 will remain
unr egul at ed unless the Commission determ nes that
regul ation of any such service is necessary to fulfil
the requirements of Section 69(e) or is otherwise in the
public interest.

BA- MD may not transfer a service from one basket
to another w thout our prior approval. As part of any
request to «classify or reclassify a service as
conpetitive, the Conmpany nust indicate in the filing the
steps it wll take to <conply wth all applicable
saf eguar ds. Any interested person may object to either
the categorization of a service or to BA-MD s conpliance
with the safeguards, or both. Although BA-MD is the nost
likely party to request that a service be transferred to
anot her basket, any interested person may petition the
Conmmi ssion to reclassify a BA-MD service. The burden of
proof will be on the proponent to denpbnstrate why the

servi ce should be recl assified.
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See Appendix 2 for a list of services included in Basket 6.
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Finally, as noted in Order No. 73010, i ssued
today in Case No. 8731, % any service shall be available
for resale regardless of its classification pursuant to
Section 251(c)(4) of the Tel ecommunications Act of 1996.

BA-MD shall renove all applicable resale restrictions
and shall not place any new resale restrictions on any
service subject to resale under the Tel ecomunications
Act of 1996. Prices for resale will be determ ned by the
Conmmi ssi on consistent with the Tel ecommuni ca-tions Act of
1996.

Wth regard to unbundling, we find that any
service classified as conpetitive and included in Basket
5 must be unbundl ed as provided in the discussion on page
84, supra. BA-MD may refuse an unbundling request only
if it denonstrates that the requested wunbundling is
technically or economcally inpractical. Rates for the
unbundl ed service shal | be consi st ent with t he
Tel ecomuni cati ons Act of 1996.

W find that the segregation of services in
these baskets wll provide a safeguard against cross-
subsidi zation while allowing BA-MD nore flexibility to
respond to market conditions. Specifically, these
baskets are designed so that BA-MD may attract custoners
to its service offerings by inproving price, perfornmance,

quality or other aspects of these services, rather than
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Case No. 8731 concerns several requests for arbitration of
i nterconnection issues arising out of negotiations between BA-MD and
8@veral offer tel ecommunications conpanies. The negotiations were
established by The Tel ecommuni cati ons Act of 1996.



by degrading features or increasing prices for an
exi sting, other than conpetitive service.

3. Pricing Rul es

Qur price cap plan provides for varying degrees

of pricing flexibility. As noted earlier, the current
rates for Basket 1 "Basic Services - Residential," Basket
2 "Basic Services - Business," and Basic 3 "Access

Services," are frozen and not included in the price cap
index forrmula for the first three years that the plan is
in effect. The maximum price for each service in Baskets
1 and 2 will be the existing rate for that service. As
di scussed below, rates for Basket 3 "Access Services”
will be reduced and then frozen for the three-year
peri od.

One effect of the freeze is that BA-MD | oses the
right to seek rate relief for three years and assumes the
financial risk of cost increases which may occur during
t hat peri od. Anot her advantage to custonmers of the rate
freeze is that it elimnates the possibility that rates
for these services would be raised to offset any revenue
decreases that may  occur in services subject to
conpetition. The potential for cross-subsidization is a
concern not only for captive custoners whose rates would
i ncrease, but also for conpetitive providers who woul d be
unable to conpete on an equal footing. Since our plan

does not permt upward pricing flexibility for nonopoly
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services for three years, and thereafter only to the
extent permtted by the caps, the possibility of cross-
subsi di zati on by captive custoners is greatly di m nished.

Basket 4 - Discretionary Services is the only
Basket i mmediately subject to the price cap index formula
di scussed bel ow. However, Baskets 1, 2, and 3 also wll
be subject to this index after the three-year rate freeze
period ends.

In general, wunder our price cap index ("PCl")
prices are subject to three basic adjustnents. First, we
all ow an upward adjustnment to reflect the actual rate of
inflation. Second, we direct a downward adjustnment to
reflect an expectation of continuing productivity by BA-
MD and its enpl oyees. This downward adj ustnment commonly
is referred to as the productivity factor. Finally, our
PCl includes the possibility of exogenous change
adj ust nent s. These adjustnents can be up or down, and
are designed to reflect changes in costs which are
outside of BA-MD's control and which are not included in
the inflation adjustnment. These adjustnments should
enable the PCl to allow price changes simlar to those
encountered in products and services provided in
conpetitive markets.

Al'l parties who proposed a price cap index agree
that the GDP-PlI is the appropriate index to represent the

effect of the rate of inflation in the costs of



pr oducti on. Accordingly, we accept this factor for our
PCl .

The record in this proceeding denonstrates

extensi ve di fferences of opi ni on concer ni ng t he
appropriate productivity factor, which wll serve to
offset the rate of inflation. The criteria we used to

establish the appropriate productivity factor are that
the productivity factor should be reasonably stable,
readily and periodically available from a reliable
source, and generally accepted by the public. Taki ng
into account this criteria, we find that the Consuner
Price Index ("CPI") constitutes a reasonable proxy for
expected future productivity gains. ° We also note,
parenthetically, that use of the CPlI as a productivity
offset has, in the recent past, provided a result quite
simlar to 2.76 percent, which is the average of the
inflation offsets used in 13 other states.’”™ However, in
order to avoid swings in the CPlI, we enploy a three-year
running average of the CPI as our productivity offset.
W find that the inplenmentation of this offset wll
protect consuner income from telephone service cost
increases up to the point that such increases exceed the

CPI .

70

Both the GDP-PI and the CPI are reported in the U S. Departnent of
Commerce publication entitled "Survey of Current Business" on an annual
basis for the United States. The CPlI is a nmeasure of the rate of
inflation that consunmers experience. It represents an assortnent of
goods and services that consuners tend to purchase.
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The final conponent of the indexing nmechanismis
t he exogenous costs change factor, comonly referred to
as the "Z factor". The adoption of a Z factor is a
recognition that a price cap regulation fornula is a
sinplification of a traditionally conplex rate setting
process. Under certain circunmstances, the PClI fornula
may not be able to reflect changing circunstances and
bal ance conpeting interests fairly. As noted earlier,
exogenous changes involve external factors that are out
of BA-MD's control and do not affect the entire econony,
such as changes in patterns of telecomunications
i ndustry taxation.

Wth regard to the Z factor, we accept Staff's
recommendation that BA-MD or others may propose price
adj ustments consistent with the FCC s price cap plan.”
Thus, exogenous costs that may be proposed include those
costs triggered by admnistrative, | egislative or
judicial action that are beyond the control of BA-MD and
not otherwi se included in the price cap formul a.

Before a cost item is eligible for Z factor
treatnment, the proponent nmust denonstrate that: the cost

is the result of an exogenous event; this event occurred
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The FCC rule is codified at 47 CFR 61.45(d). In the LEC Price Cap
Order, the FCC deternmined that certain costs incurred by LECs caused by
adm nistrative, legislative or judicial requirenents beyond the control
of the carriers should result in an adjustnment to the PCl to ensure that
the price cap fornmula does not |ead to unreasonably high or unreasonably
low rates. The FCC found that a decision not to recognize these costs
in the PCl would either wunjustly punish or reward the carrier by
incorrectly treating them as changes in the carrier's level of
@ficiency. Performance Review Order, 10 FCCR at para. 274.



after inplementation of the price cap plan; the cost is
clearly beyond managenent's control; the cost is not a
nor mal cost of doi ng busi ness; the event has a
di sproportionate inpact on telecomunications providers;
the event has a mpjor inpact on BA-MD s costs; the costs
proposed are reasonable; and that actual costs can be
used to neasure the inpact of the change, or the i npact
can be neasured with reasonable certainty.

BA-MD, or any other proponent, is required to
submt a petition to the Conmm ssion for an exogenous cost
change. After interested parties have the opportunity to
coment, the Comm ssion will then render a ruling or take
ot her action as may be appropri ate.

In sum on an annual basis the price cap will be
adjusted to reflect the GDP-PI plus or mnus both a
productivity factor based on a floating three-year
average of the CPI and the exogenous changes factor.
This updated PCI wll represent the price cap for the
foll owing year. Under this plan, BA-MD can increase
prices for individual services in a basket covered by the
PCIl as long as the aggregated rate changes for all
services within the basket do not exceed the cal cul ated
PCl. Likew se, prices would be |owered should the result
of the forrmula so dictate. BA-MD may elect not to
implenment all or a portion of a price increase otherw se
allowed by the PClI fornula. If BA-MD nmkes this



el ection, the Conpany nmay defer the increase and recover
such an increase in a subsequent year's price conpliance
filing. BA- MD al so has the option of naking the allowed
or required price adjustnents in two installnments at the
beginning or mddle of the price cap year rather than
i nplementing the entire adjustnment at the beginning of
the price cap year. Also twice a year, BA-MD nmay
i npl ement pricing changes for any services within Basket
4 on a revenue neutral basis so long as these actions
sati sfy the maxi num change gui deli nes.

In an effort to protect both consuners and
conpetitors, the Conmm ssion also will adopt the follow ng
saf equards for baskets covered by the PCl. In order to
avoid rate shock, the price for any individual service
may not be raised nore than ten percent in a given year.

Al so, prices my not be |owered below the service's
applicable increnmental cost. Under no circunstances wll
the PCI formula be applied to require rates to be reduced
bel ow increnmental costs, nor wll the PC formula be
applied to reduce prices for those services which
currently are priced below incremental cost. While the
PCl and other pricing rules we adopt today only apply to
Basket 4 initially, these provisions also wll apply to
Baskets 1, 2, and 3 after the end of the rate freeze
peri od.

We find that this price cap formula establishes



a reasonable framework for governing the average price
change that wll be permtted or required, and believe
that the productivity factor we adopt is a reasonable
conprom se anong the various positions presented. It
fairly shares t he ri sks and rewar ds of future
productivity gains between BA-MD and its custoners.

The pricing rules we establish are appropriate,
constraining basic rates while permtting flexibility on
di scretionary and conpetitive services. BA-MD is not
guaranteed any particular rate of return and may or nmay
not be successful in its future endeavors. In either
case, basic rates are protected and the standards of

Section 69(e) are satisfied.
4. Service Quality Requirenents

As noted earlier, both OPC and Staff proposed that the PCl
formul a shoul d be designed to financially penalize BA-MD for significant
declines in service quality. We reject both proposals. The evidence
does not persuade us that BA-MD will discontinue its commtnent to
service quality excellence under a price cap regine. Addi tional ly, we
conclude that our existing processes of ensuring service quality are
sufficient to ensure that our price cap plan will result in reliable,
quality service throughout BA-MD s service territory, as required by
Section 69(e) of The PSC Law.

The mjor rationale for Staff's and OPC s

proposals is that the Conm ssion should act Dbefore
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service quality problens arise, rather than after.
However, we find that the rewards and ©penalties
associated with advancing conpetition will provide nore
than sufficient incentive to maintain service quality.

Qur rejection of these proposals does not
i ndi cate a di m ni shnent of our service qual ity
expect ati ons. Qur commtnment to service quality is
evident in our COVAR regulations. These regul ations
contain customer service, service reliability, access and
ot her qualitative measures of service quality. In fact,
COMAR contains most of the elenments outlined in Staff's
proposed Service Quality Index ("SQ").

Furthernmore, The PSC Law provides sufficient
authority to enable us to conpel adequate and efficient
service. We can investigate service problenms either on
our own initiative or upon conplaint. A show cause order
for persistent quality of service deficiencies has
serious consequences for a conpany, whose operations
would then be open to public scrutiny. Such unwel come
publicity would damage the i nage of any conpany operating
in conpetitive markets.

We are aware that consunmers in sonme other states
have experienced deteriorating service quality after

i npl ementation of a price cap plan, and acknow edge



Staff's concerns in this area. It should be noted that
in a recent survey conducted by the National Regul atory
Research Institute ("NRRI"), none of the comm ssions in
the sanple served by Bell Atlantic conpanies reported any
serious service quality problems for that conpany.” In
any event, we retain the right to review BA-MD' s service
qual ity performance at any tinme. We announce today that
we will conduct such a review one year after
i npl ement ati on of our price cap regine. If at that tinme
there is evidence that service quality has deteriorated,
we will revisit the issues raised by Staff and OPC and
expl ore all regulatory options available to renmedy

service quality probl emns.

5. Conpl ai nt _Process

As nmentioned above, one inportant service
quality protection is an effective conplaint process. W
accept Staff's proposal, which mrrors many of the
provi sions of Section 77(a) of The PSC Law, regarding the
conplaint process to be wutilized under our price cap
pl an.

Under this process, any person nmay file a

” NRRI, Tel ecommunications Service Quality, (March, 1996).



conplaint with us alleging that BA-MD has violated a
provision of this plan. The conpl ainant shall serve a
copy of the conplaint, along with any supporting data, on
BA- MD. The conplaint shall be processed pursuant to our
regul ar conpl ai nt procedures est abl i shed In COMAR
20.07.03.03, or on an expedited basis if we find that the
al l egati ons warrant such treatnment. If we find that BA-
MD has viol ated any requirement of the price cap plan, we
shall order BA-MD to conply with the plan and may require
any other remedy as appropriate.

6. Reporti ng Requirenents

By this decision, we order substantial change to
the structure of regulation for BA-MD. This change
warrants a conprehensive nonitoring of BA-MD' s operations
in order to provide pronpt signals if potential problens
ari se. Comm ssion Staff nust have full access to the
information necessary for nonitoring, audi ti ng, and
investigating in order to effectively nonitor BA-M s
operati ons under the new regul atory framework.

We adopt Staff's pr oposed reporting
requi renents, and order BA-MD to provide us wth the
following informati on on an annual basis:

1. PSC Surveillance Report;

2. Securities and Exchange Conm ssion Form
10- K;

3. FCC ARM S Report 43-02 (Form M;



4. Annual Report to the PSC,
5. Conpany USOA Fi nanci al Reports.

Since BA-MD already perforns, either for us or

the FCC, all of the reporting required above, we are
placing no additional burden on the Conpany. These
filings will provide us wth inportant information in

determ ni ng whether the price cap plan is achieving the
desired results.

7. Conmpeti tive Saf equards

We have revi ewed t he parties’ proposal s
regardi ng the need for safeguards to ensure that BA-MD' s
conduct is consistent with the gromh of conpetition in
the Maryland telecommunications nmarkets. Conpetitive
saf eqguards are not new to Maryl and, having been in effect
since Septenber 24, 1990. We have reviewed the parties
specific recomrendati ons  for nodi fications to the
exi sting safeguards contained in Appendix B of Order No.
68957 in Case No. 8274. We note that under price cap
regulation there is no need for cost allocation or
attribution safeguards. W find that the follow ng
saf eguards are both necessary and appropriate.

i) Conpetitive Service Standard Saf eguard

We have accepted BA-MD' s and Staff's definition

of a market to be included in the existing safeguard. |If
BA- MD asks the Conmmi ssion to categorize any new service

as conpetitive or to reclassify any existing service as
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conpetitive, ™

the Conpany nust nmake a showing to the
Conmm ssi on that:

a) entry into the market for the service is
uni npeded by technical or |egal constraints;

b) there are economcally viable conpetitors
for provision of the service;

c) I|ike or substitutable services are available
at rates and ternms of service which allows the market to
assure that rates for the service wll be just and
reasonabl e.

Furthernmore, as requested by AT&T, we require
BA-MD to provide the following additional information to
the Comm ssion when requesting reclassification of
services in Baskets 1, 2, 3, and 4:

a) the breadth of the relevant market;

b) market share characteristics of BA-MD in the
rel evant market;

c) avai l abl e evidence on ease of entry and
exit;

d) factors that facilitate or inhibit the

ability of entrants and conpetitors to expand capacity

and capture sal es;

e) factors that facilitate or inhibit the
willingness to switch providers;
f) the price elasticity of demand in the

rel evant market; and
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This standard does not apply to services in Basket 6, M scellaneous
4 vi ces and El enents, because services in this basket are regulated in
accordance with the Tel ecommuni cati ons Act of 1996.



g) nmarket data on the percent of custonmers for
whom choices are available and the percentage who have
avai l ed thensel ves of choi ce.

Proposals to nove services between baskets nust
be approved by us. Any party nmay petition us to
reclassify a BA-MD service. The burden of proof wll
rest on the petitioner to show why the service in
guestion is not appropriately classified.

Whenever BA-MD proposes that a new or existing
service be classified or reclassified as conpetitive, BA-
MD shall indicate the steps the Conmpany wll take to
conply with the safeguards adopted in this Order. Any
interested person may file a notice of objection to the
categorization of the service as conpetitive or to BA-
MD's conpliance with the safeguards.

Thirty days prior to proposi ng any
reclassification of an existing service as conpetitive
BA-MD will notify those parties who previously requested
notification concerning such filings. This notice shall
include the name and tariff reference of the service to
be reclassified. When BA-MD files its actual proposal
for reclassification wth the Comm ssion, it wll
provide a copy to these sanme parties. Simlarly, on the
date BA-MD files tariffs to offer any new service, BA-M
will serve a copy of the filing on those parties who have

previously requested notification.
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Any interested person may notify us prior to the
effective date of the tariff that it objects to the
proposed classification or reclassification. Wthin 30
days after the proposed effective date, the objecting
party shall file a petition setting forth its objections
to the proposed classification or reclassification of the
service. A petition objecting to the classification of a
new service shall not delay the effective date of the
service. However, the classification shall be considered
interim and subj ect to revision. Pr oposed
reclassifications shall not becone effective until we
rule on the objections.

Finally, we find that a market may be defined as
the entire State, a particular geographic area or a
particul ar subset of custoners. Services my Dbe
classified as conpetitive in one nmarket and as other-
t han-conpetitive in another given market. Servi ces
classified in this manner will be considered two separate
services and placed in two different service baskets.

ii) Unbundling Safeguard

Exi sting Conmm ssion policy requires BA-MD to

unbundl e”® services or elenments to the extent that the
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Unbundling generally refers to breaking down the provision of a service

into the various elenents that make up that service and requiring the
provider of the service to offer the sale of the elements on an
i ndi vi dual basis rather than only as a conplete, bundl ed package.



purchase of unbundled elenents is requested by a co-
carrier, reseller or interconnector and is reasonable and
technically feasible w thout causing damage to network
integrity. W will retain this existing safeguard and
expand its scope to include the unbundling requirenments
of the Tel ecommuni cati ons Act of 1996.

Thus, if BA-MD proposes a new conpetitive
service or proposes to reclassify an existing service as
conpetitive, and that service conbines a conpetitive
service with an other-than-conpetitive service, BA-M
must file a new or reclassified service on an unbundl ed
basi s. In other words, the other-than-conpetitive
service or services will be identified and avail able as
separately tariffed itens at the sanme rates and terns of
service as those at which the other-than-conpetitive
service is i ncl uded in t he conbi ned service.
Not wi t hst andi ng any of the provisions of this Order, BA-
MD shall wunbundle and offer for sale its services in the
manner required by the Tel econmuni cati ons Act of 1996.

Unbundling requests shall be addressed w thout
del ay as specific demand ari ses. Techni cal and pricing
issues wll be resolved through consultation by the
interested parties under Staff guidance.

iii) Retail Services Pricing Safequards

We adopt the foll owi ng safeguards to ensure that

BA-MD's retail rates are consistent with the growth of
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conpetition in the Maryland telecommunications markets.

First, prices for conpetitive and discretionary services
shall not be set below incremental costs. To the extent

t hat BA-MD charges conpetitors for OIC services that are
necessary to conpete with BA-MD's own conpetitive or
di scretionary services, when BA-MD supplies an OIC
service to itself in connection with its own conpetitive
or discretionary services, the rates for that conpetitive
or discretionary service shall exceed the rates for the
OTC service it supplies to itself plus any additiona

incremental costs the Conpany incurs in providing the
conpetitive or discretionary services.

Second, for packaged services that conbine many
functionalities, BA-MD will not be required to provide
i nputation tests on specific rate elenents that make up
t he packaged service. Il mputation testing may be done on
a "service" basis. Using this nmethod, the price for the
aggregate packaged service nust exceed the aggregate
incremental costs plus tariffed rates for OIC inputs.
However, no party shall be precluded from petitioning us
to require that cost data be provided on a |ess
aggr egat ed basi s. Furthernmore, we will take appropriate
action to assure that the packaged services' prices are
not anti-conpetitive.

iv) Access Inputation Safeguard

Al toll services BA-MD offers shall be set at a



remai ni ng

| evel sufficient to produce revenues which exceed the
access charges the Conpany inposes on [IXCs and the
costs BA-MD incurs in providing the toll

BA-MD shal | be deemed to neet t hese

service.

requirenents if it nmeets the follow ng conditions:
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a) The price charged for an average
call carried over the public sw tched
net wor k shal | exceed an anmount
determned by (i) multiplying the
access mnutes associated wth the
call by the tariffed rates for BA-MD' s
End O fice Local Swtching, Feature
Goup D and (ii) BA-MD' s renmining
i ncrenment al costs, i ncl udi ng any

transport and tandem switching costs.

b) BA- MD' s rates for its toll
services shall, as a whole, generate
sufficient annual revenues to exceed
the sum of the charges described in

subparagraph (a), above, for all calls

and, in addition, nust generate an
anount equal to the product of
mul ti plying a per-m nute

i nterconnection charge (as defined in
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BA-MD's Tariff 217, Section 6) and a
per-m nute CCLC equal to the CCLC
assessed to the |1 XCs, calculated on a
per-m nute basis, as determned from
the CCLC paid by the IXCs during the
nost recent calendar quarter, tinmes
the total nunber of access m nutes of
each toll service which BA-MD provides
(to approximate the CCLC which BA-M
i nposes on unaffiliated interexchange
traffic).

c) For the purposes of subparagraphs

(a) and (b), above, "access m nutes”
shall include the addition of a Non-
Conversation-Ti me Additive to
conversation m nut es to devel op
originating access m nut es, and
term nating access mnmnutes wll be
det erm ned usi ng a one-to-one
term nating-to-conversation m nut e
ratio. Simlarly, the term"call," as

used 1in subparagraphs (a) and (b)
above, shall be interpreted as the
term is defined in Subsection 2.6
("Definitions") of BA- MD' s Tariff



P.S.C. Md No. 217.

If we approve or order any changes in the
structure of BA-MD's access charges, as reflected in
paragraphs (a) or (b) above, the Conpany wll submt
modi fi cations of these safeguards for approval.

v) Audit Inputation Safeguard

Upon our request, BA-MD shall provide us wth
the information requested to verify the inputation.

vi) Tariffs

Consunmers need information to nmake appropriate
choi ces. Heal t hy conpetiti on depends on consuners being
wel | informed about their choices. Therefore, we require
BA- MD to conti nue to file tariffs for al
tel ecomruni cati ons services, including those services
characterized as conpetitive. The rates for conpetitive
services shall be included in BA-MD's publicly filed
tariffs unless we determne that the rates are
proprietary. Proprietary rates shall be on file with the
Comm ssi on. BA-MD shall permt interested parties to
review the proprietary tariffs under the terns of an
appropri ate protective agr eenent, such as t hose
agreenents currently executed for proceedings before the
Comm ssi on.

vii) Resale Safequard

We have determ ned that BA-MD shall offer its

services for resale in the manner required by the
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Tel econmuni cati ons Act of 1996.

8. Revi ew Peri od

BA-MD's price regulation proposal has no
scheduled expiration date and no built in periodic
revi ew. In contrast, Staff and OPC recomrend fornal

revi ews.

Price regulation is a relatively recent form of
regul ation. G ven that, and since the tel econmunications
industry is in a transitional st age, we find it
reasonable to begin a planned review of the Conpany's
performance under the plan no |ater than the beginning of
the sixth year of the plan. Six years is a reasonable
time in which the Conpany may operate under this new form
of regulation, and wll provide an adequate period for
BA-MD to gain experience with price cap regulation. This
time period should be sufficient to permt us to review
the efficacy of the plan and the state of conpetition in
t he tel ecommuni cati ons industry.

Because this particular form of regulation is
new to Maryland, we wll provide further guidance as
necessary during the term of the plan regarding the types
of information that BA-MD should file to assist in the

efficient and expeditious evaluation of the plan.

C. Going-In Rate Levels
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In Case No. 8462, the Conmm ssion extended for
three years the regulatory reginme under which BA-M
currently operates.’” Part of our decision in Case No.
8462 was to state that we would review, at the end of the
t hree-year period, the Conpany s return on equity and all
operations of the other-than-conpetitive side of the
busi ness, including the costs of OIC operations. 84 M.
PSC at 13.

As previously described, Staff and OPC proposed
adjustnments to BA-MDs OIC revenue requirenment prior to
the initiation of (or "going-in" to) a price cap plan.
BA- MD, conversely, contends that existing OIC rates
shoul d be the starting point for the price cap plan.

We understand Staff s and OPC s assertions that,
based on traditional rate base/rate of return ratemaking
nmet hodol ogi es, BA-MD s rates should be reduced. However,
underlying their assertions is the assunption that the
only appropriate tool to neasure the reasonabl eness of
BA-MD s OTC revenue requirenment is a RB/ROR approach. W
find that The PSC Law does not require us to adopt that
assunption. Specifically, we observe that Section 69(e)
of The PSC Law | eaves to us the definition of "affordable
and reasonably priced basic |ocal exchange service."”

VWil e the reasonabl eness of OTC service rates certainly
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As explained earlier, the current plan bifurcates BA-MD s services into
conpetitive and OTC categories. The current plan allows the Conpany to
mar ket price conpetitive services, while the prices for certain basic
services are frozen. BA-MD is permitted to propose rate adjustnents for
otther OTC services in a revenue-neutral fashion.



could be determned utilizing a RB/ROR approach, it is
neither the only nor the best approach.

After considering the evidence and argunents
presented on this issue, we find that it is reasonable to
utilize BA-MD s existing OTC rates, except access rates,
as we initiate price cap regulation. In doing so, we
find that since so many Maryland households currently
have tel ephone service at existing rate levels (in excess
of 97 percent), and since existing OTC rates actually are

| ower now than they were in 1985, current OIC rates are

r easonabl e. Moreover, since the OIC rates set herein
will be in effect for an extended period of tinme, we find
it is reasonable to utilize a broader and nobre forward-

| ooking neasure of rate reasonableness than can be
attained through an examnation and matching of the
Conpany s rate base, revenues, and expenses.
Additionally, a broader neasure of rate reasonabl eness
also is justified by the conpetitive incursions into sone
and eventually all of BA-MDs OTC service offerings that

we can expect in the years ahead.

D. Access Rate Reductions
As noted in the preceding section, we find that
access rates should be reduced. As with our decision to
not order reductions in non-access OIC rates, our

determination to reduce access rates is based not on
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revenue requirenment grounds, but rather on a broader
determ nation as to the reasonableness of current rate
l evel s.

Hi storically, access charges have been priced
above BA-MD's increnental costs. A justification for
pricing access charges at this level was that the | ocal
| oop is used to provide toll and other custom services as
well as for basic |ocal service. Anot her reason for
pricing access charges above cost was that services
historically deemed less essential than basic |ocal
exchange service, such as long distance, should be priced

above increnental cost to permit BA-MD to price |ocal

exchange service at or below cost. This pricing approach
enabled BA-MD to fulfill its responsibility of making
| ocal exchange service universally avail able. However

it has also served, to sone extent, as a market barrier
to conpani es | ooking to conpete with BA-MD.

We have exam ned the record in this proceeding
and conclude that access charges should be reduced to
pronmote tel ecomuni cati ons conpetition in Maryland and to
reduce toll rates for Maryland custoners. Effective
conpetition between telecomnunications providers wll
maxi mze the ability of the market to introduce new

t echnol ogi es and new services benefiting Mar yl and
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consumers. As Staff Wtness Wil dau notes, when toll
rates decline with |ower switched access rates, mny
consumers will be inclined to use nmobre toll services,

efficiency and conpetition would be enhanced and
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consumers woul d benefit. Mor eover, i ncreased

conpetition will place faster and nore effective downward

pressure on rates than RB/ ROR regul ati on.

we wll reduce BA-MD's intrastate access
revenues by approximately $32,118,272 annually. We
derived the revenue reduction for BA-MD wusing the
met hodol ogy described by MI Wtness Mirray. For the
twel ve nonths endi ng June 30, 1995, BA-MD received annual
revenues from intrastate carrier access services of
$112, 955,000 froma total of 2,773,000,000 annual m nutes
of use. The reduction of the local swtching charge from
approxi mately $.012559 to $.003 results in a reduction of
$26, 507, 107. The reduction of the RIC by 25 percent
results in a reduction of $5,611, 166.

We direct BA-MD to immediately file new tariffs
to reduce its switched access rates in the follow ng
manner :

Reduce the local switching rate from $. 012559 to
$. 003; and,

" Surrebuttal Testinmony, pg. 57.
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Reduce the residual interconnection rate from
$. 008094 to $.0060705.

W are not directing any additional changes to the
switched access rate elenments at this tine.

We further direct interexchange carriers or any
other regulated entity using l|ocal switched access to
i medi ately flow through the access reductions by
reducing intrastate toll rates. The carriers' plans to
flow through the access reductions should be submtted to
Staff for analysis prior to filing the rate reductions
with the Conm ssion.

In adopting a $.003 local switching rate, we
accept Staff's recomendation that the |ocal swtching
rate should be set at the current BA-MD tariffed rate for
| ocal exchange, end office term nation. The $.003 rate
was adopted by the Comm ssion in Order No. 72348, Case
No. 8584, Phase 11, and is based on forward-I|ooking
econom ¢ cost studies.

W reject MI's proposal to reduce the | ocal
switching rate to MI's estimate of BA-MD's direct
econoni ¢ cost, i ncl udi ng non-traffic and traffic
sensitive costs. We also reject AT&T's proposal to
reduce the local switching rate to AT&T's definition of
direct economc costs, $[proprietary], the increnental
cost of the traffic sensitive conponents of swtched

access.
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MCI and sone ot her parties recommended

elimnating the RIC and the CCLC. e seriously
considered elimnating the RIC to further pronot e
conpetition in Maryl and. However, we share the FCC s
Vi ews in the Interconnection Order regarding the

interstate RIC, otherwise known as the Transport
I nt erconnection Charge, or "TIC'. In determ ning whether
access rates should be collected by the incunbent LEC
when a reseller purchases unbundl ed el ements of the
i ncunmbent's network, the FCC ruled that for an interim
period the incunbent LEC may collect the CCLC and 75
percent of the TIC. The FCC concluded that the nature of
most of the revenues recovered through the TIC is unclear
and subject to dispute, although a portion of the TIC is
associated wth <certain costs related to particular
transport facilities. We therefore find that BA-NMD may
continue to collect 75 percent of the intrastate RIC for
all intrastate mnutes traversing BA-MD' s | ocal swtches.
We are convinced that the npnopoly inputs of
swi tched access should be reduced to cost. However, we
note OPC' s and BA-MD' s concern that universal service nmay
be jeopardized by a nmssive rebalancing of access
char ges. In view of the decisions contained in today's
order, it is time to nove forward with the uni ver sal
service proceeding established in Case No. 8584, Phase

1. See 86 Md. PSC at 495, Ordered Paragraph (3). We
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direct Staff to submt a list of issues for the universal
service proceeding by Decenber 30, 1996. The issue |ist
shoul d i nclude an eval uation of the CCLC and the RIC

I T IS, THEREFORE, this 8th day of Novenber, in
the year Ni neteen Hundred and Ninety-six, by the Public
Service Comm ssion of Maryl and,

ORDERED: (1) That the Conmm ssion adopts a price
cap regulatory plan for Bell Atlantic-Maryland, Inc., in
accordance with the ternms and conditions contained in
this Order.

(2) That Bell Atlantic-Maryland, Inc., shall
conduct its regul ated operations, including the filing of
tariffs as necessary, in conformance with the price cap
regul atory plan adopted in Ordered Paragraph (1).

(3) That Bell Atlantic-Maryland, Inc., shall
file amended access tariffs reflecting the reductions to
the local switching rate and residual interconnection
charge directed in this Order.

(4) That the anmended tariffs filed in
accordance with Ordered Paragraphs (2) and (3) shall be
subj ect to acceptance by the Commssion and the
designation by it of an effective date(s).

(5) That all interexchange carriers and other
regulated entities wusing local switched access shall,

upon
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acceptance by the Conm ssion of the tariffs referenced in
Ordered Paragraph (4), comply with the ternms of this

Order governing toll call tariffs.

Conmmi ssi oner s

Susanne Brogan, Conm ssioner Concurs
in part and Dissents in part
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APPENDI X 1

| ssues - Case No. 8715

1. How does a new regulatory framework offer
i nproved performance beyond that of the current
regul atory structure? \What are the deficiencies of
t he new regul atory framework?

2. How does the proposed regulatory framework
further the followi ng |egislative objectives:

a) produci ng affordable and reasonably
priced basic | ocal exchange tel ephone service;

b) ensuring quality, availability, and
reliability of t el ecomruni cati ons services
t hr oughout the State;
c) encour agi ng conpetition; and
d) serving the public interest.

3. What benchmarks and/or review process should be
used to judge the effectiveness of an alternative
regul atory framework over tine? How often shoul d
the benchmarks be reviewed and/or review process
occur?

4. \What is the appropriate mechanismwith which to
determine the reasonabl eness of BA-MD's current
rates?

5. Should an alternative regulatory framework be
considered a trial with a given expiration date or
should it replace rate of return regul ation wthout
a specified time by which it would be reviewed to
judge its effectiveness?

6. If an alternative regulatory framework includes
a cap or rate freeze on sonme rates (such as basic



residential dial tone line rates), how |long should
such a freeze be in place? What criteria should be
used to deterni ne what services should be capped and
how long a cap or rate freeze should be in effect?

7. 1If an alternative format includes a cl assical
price cap index ("PCl") like "PCl = inflation factor
- inflation offset,"” what should be the value for

the follow ng conponents:
a) Inflation Factor?

b) Inflation O fset (sonetimes referred to
as the Productivity Factor or X Factor)?

8. How can an alternative regulatory framework best
assure the continued protection of service quality?

Shoul d alternative regul atory f ramewor ks
specifically detail the way in which they will nmeet
the statute's objectives regarding the quality and
reliability of BA-MD s services under such a plan?
Should such an objective be mde a part of the
framework itself such that BA-MD' s ability/inability
to meet specific quality of service guidelines would
influence the prices the Conmpany is allowed to
char ge?

9. Is an earning sharing nechanism a necessary or
appropriate part of an alternative regulatory
framework? | f yes, how would a sharing mechani sm be
structured?

10. What exogenous factors, if any, should be
included in any alternative regulatory framework,
and what procedures should be used to nodify prices
based on such factors?

11. Are the concepts of sharing and exogenous
factors closely tied such that a plan should include
ei ther both or neither?

12. Should all of BA-MD's services be classified
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into service baskets as is done at the FCC and with
several other state price cap plans? If so, what
criteria should be used in grouping services
together and in ultimately deciding the nunber of
baskets which are needed? Provide exanples of how
current BA-MD services should be classified.

13. |If baskets are used, should an alternative
regul atory framework propose different pricing rules
for each basket? |f so, would there need to be a

relative pricing nmechanism (much like the FCC s use
of Actual Price Index's ("APIs")) for each basket in
order to conpare and eventually to conpute the
pl an's overall PClI index?

14. Should the alternative regulatory franework
which is eventually <chosen include a list of
overarching conpetitive safeguards which would
govern price changes regardl ess of the basket within
which the service is currently included? If so,
what shoul d those safeguards be?

15. What financi al service quality, and ot her
reporting information, should BA-MD continue to file
under an alternative regulatory framework? Shoul d
there be any additional filing requirements? |If so,
for what reason and exactly what information should
be necessary?

16. Gven that one of the statute's objectives is
that an alternative regulatory framework encourage
t he devel opnment of conpetition, should the eventual

framewor k chosen include issues surrounding intra-
LATA presubscription? Should the eventual framework
adopted include funding for nunmber portability,

preservation of universal service in a conpetitively
neutral fashion, and/or other issues inportant to
t he devel opnent of conpetition in Maryland? Should
a plan Ilimt BA-MD's ability to separate its prices
from its earnings based upon the Ilevel of actual

conpetition it faces in the nmarketplace and/or its
willingness to take steps necessary to allow
conpetition to devel op?



17. Should the Conmmi ssion require BA-MD to | ower all
of its rates for "essenti al nonopol y i nput
functions” to their economic costs? \What services
m ght be included within this definition? How are
econom ¢ costs defined? Should a "markup" above
cost be included?

18. \What wuniversal service nechanism (interim or

ot herwi se) shoul d t he Conm ssi on adopt in
conjunction wth any plan it my adopt? V\hat
services are considered Dbasic? What  services

pronote universal service?

19. How does the proposed plan ensure that BA-MD' s

rates neet the requirenents of 69 (e) of The PSC
Law?

20. Should the Conm ssion require BA-MD to commt to
a certain dollar level of infrastructure devel opnent
and/ or to make specific comm t nent s for
infrastructure devel opnent s? | f yes, what
infrastructure devel opnents shoul d be pronoted?



APPENDI X 2

SERVI CE BASKETS
BASKET 1

BASI C RESI DENTI AL SERVI CES

BASI C/ OTHER SERVI CES
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BASKET 3

ACCESS SERVI CES

Col | ocati on Services

Swi t ched Access (Ot her
Di rect Transport)

Than Hi gh Capacity Service for

BASKET 4

DI SCRETI ONARY SERVI CES

BASKET 5



COWPETI TI VE SERVI CES

BASKET 6
CO- CARRI ER SERVI CES

PRI CI NG RULES
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Prices for services in Baskets 1, 2, and 3 shall be
frozen for three years; from January 1, 1997 through
January 1, 2000.

. After January 1, 2000, prices for services in
Baskets 1, 2, and 3 shall be subject to the price cap
i ndex.

Prices for services in Basket 4 shall be subject to
the price cap index as of January 1, 1997.

. The price cap index formula is:

GDPPI +- three year running average of the
CPI +- exogenous changes.

. The price cap index will be adjusted annually.

Under the plan, BA-MD may increase prices for
i ndi vidual services in a basket covered by the index as
|l ong as the aggregated rate changes for all services
within the basket do not exceed the cal cul ated price
cap i ndex.

Prices will be | owered should the result of the
fornmul a so dictate.

BA-MD may el ect not to inplenment all or a portion of
a price increase otherwi se pernmtted by the price cap

i ndex formula. |f BA-MD nmakes this election, the
Conpany may recover such an increase in a subsequent
year's price conpliance filing.

BA- MD may nmake the allowed or required price
adjustnents in two installnents rather than
i npl ementing the entire adjustnent at the begi nning of
the price cap year

For Basket 4, BA-MD may inplement revenue neutral
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pricing changes twice a year, so |ong as these actions
sati sfy the maxi mum change gui del i nes.

For baskets covered by the PCl, the price for an
i ndi vi dual service may not be raised nore than 10% a
year.

Prices may not be |owered bel ow the services'
i ncrenmental cost.



