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INTERLOCUTORY ORDER ON SCOPE

INTRODUCTION

On February 27, 2001, the Department of Telecommunications and Energy (“ Department”)
opened an investigation to review the gppropriate plan to succeed price cap regulation for Verizon
New England, Inc.’s d/b/aVerizon Massachusetts (“Verizon” or “VZ-MA”) intrastate retall
telecommunications services® The investigation was docketed as D.T.E. 01-31. The Department
began its investigation by directing Verizon to file with the Department a proposed retail price plan for
its Massachusetts intrastate operations. On April 12, 2001, Verizon filed an Alternative Regulation
Plan accompanied by the direct testimony of Robert Mudge, Paula L. Brown, and Dr. William E.
Taylor.2 Pursuant to a deadline established at the first procedura conference and later extended by

request of the parties, on May 23, 2001, comments on the scope of the proceeding were filed by

! In Petition of New England Telephone and Telegraph Company d/b/aNYNEX for an
Alternative Regulatory Plan for the Company’ s Massachusetts intrastate tel ecommunications
sarvices, D.P.U. 94-50 (1995) (“Price Cap Order”), the Department approved a petition by
NYNEX, now Verizon, to replace traditiond rate of return regulation with an dternative form
of regulation cdled aprice cap. The Department determined that it would begin review of the
price cap after Sx annua price cap filings and that the approved price cap plan would bein
effect until August 2001. Price Cap Order at 272-273.

2 Verizon's proposed dternative regulation plan asfiled on April 12, 2001 diminates the
resdentiad Touch Tone charge on arevenue-neutrd bads, after which the residentid did tone
and usage rates are capped for three years. Rates for other resdentia services may only be
changed on arevenue-neutrd basis, while ratesfor dl other intrastate services, including
business services, may fluctuate according to market demands. In accordance with the
Department’ s directive, Verizon's plan provides for the possibility of areduction in intrastate
switched accessrates. In addition, under Verizon's proposed plan, Verizon would continue to
be subject to the Service Quality Plan established in the Price Cap Order, with a modification
to the pendty payment methodology.
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Network Plus, Inc. and Allegiance Telecom of Massachusetts, Inc. (jointly, “Network Plus’);
WorldCom, Inc. (“WorldCom”); AT& T Communications of New England, Inc. (“*AT&T"); and the
Attorney Generd of the Commonwedth (“ Attorney Generd” or “AG”). On May 31, 2001, Verizon
filed a response to the comments on scope (“VZ-MA Response’).

1. POSITIONS OF THE PARTIES

As noted above, Network Plus, WorldCom, AT& T, the Attorney Generd, and Verizon have
al filed comments regarding the scope of this proceeding. Each party’s position is discussed below.

A. Network Plus

In its Comments, Network Plus argues that the Department may not act in derogation of its
gatutory responshility to ensure just and reasonable rates by smply deregulating local telephone
sarvice (Network Plus Comments at 5). Network Plus asserts that competition aone cannot be relied
upon to achieve the statutorily mandated outcome of just and reasonable rates (id. at 7-9). Network
Plus argues that even if the Department has the authority to allow Verizon's proposd, the Department
could only do o after substantid inquiry, followed by a concluson that the competition Verizon facesin
relevant marketsis sufficient to congtrain Verizon' sratesto just and reasonable levels (id. at 10-12).
Network Plus asserts that Verizon must be required to establish on a rate-by-rate, service-by-service,
and market-by-market bagis, that it faces sufficient competition such that each of itsratesis
automaticaly congtrained to just and reasonable levels without the need for regulatory intervention (id.

at 11). Network Plus points out that the Department’s own Price Cap Order requires that an extengve

examination of competition is required as a prerequisite to market-based pricing (id. at 12-13).
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Verizon must submit a complete market-by-market competitive analyss, Network Plus asserts, before
the Department proceeds any further with itsinvestigation (id. at 13).

Network Plus argues that the Department must require Verizon to submit a detailed andysis of
its earnings and financid condition, both past and projected, in order to determine that Verizon will not
possess the ability to regp monopoly profits under the pricing flexibility Verizon seeks, either on an
overdl totd company basis or from the provision of retall services for which Verizon dlegedly faces
ggnificant competition (id. at 14). Network Plus asserts that a comprehensive review of Verizon's
earningsis needed to ensure that Verizon's existing rates under the price cap rules have remained at just
and reasonable levels, prior to any further relaxation of retail price regulation (id.). In addition,
Network Plus asserts that the Department must consder whether existing price floors are sufficient to
prevent exclusonary behavior by Verizon, such astying the sde of new to old servicesin bundlied
offerings to business customers or otherwise cross-subsidizing new services by retaining high UNE and
resde rates while offering new or enhanced retail services not subject to price floors at below-cost
prices(id. a 15-16). Included in thisandys's, suggests Network Plus, should be the question whether
existing congraints have thus far protected CLECs againg Verizon's anti-competitive behavior (id. at
16).

Network Plus asserts that, as part of the scope of this proceeding, the Department should
congder the need for afull range of safeguards, such as separation of Verizon' sretal and wholesde
functions and gtrict codes of conduct, to prevent Verizon from engaging in exclusonary conduct (id. at

16-17). Findly, Network Plus argues that the Department should consider adopting procedures, such
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as expedited consderation of complaints, periodic reporting by Verizon of customer and competitor
complaints, and regular audits by the Department, to protect those aggrieved by Verizon's anti-
competitive conduct (id. at 17).

B. WorldCom

In its Comments, WorldCom argues that in congdering the appropriate policy with respect to
Verizon'sretal rates, the Department must weigh the impact of its decison on the ability of consumers
to choose competing carriers for loca telephone service (WorldCom Comments at 1). WorldCom
aserts that the future of competition in Massachusetts hinges on how this proceeding is decided relaive
to the Department’ s separate and ongoing investigation into wholesale rates for UNEs and resold
sarvicesin D.T.E. 01-20 (id.). WorldCom assertsthat if the relationship between wholesale and retall
rates prohibits efficient competitors from a sustainable market entry (e.g., if wholesde rates are too
high, or if Verizon engagesin cross-subsdization to keep retal rates artificidly low), the Department
must act to establish the correct, logica relationship between wholesale and retail rates (id. at 2).
WorldCom argues that, as a part of the scope of this proceeding, the Department should establish, at a
minimum, a price floor methodology through which the reasonableness of Verizon's proposed retail

rates would be confirmed (id.).
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C. AT&T

Inits Comments, AT& T argues that the scope of this proceeding must reflect and build upon
the long-standing history of the Department to establish Verizon'sretail pricesin amanner that is
consigtent with the promotion of competition (AT& T Comments at 2-13). AT& T arguesthat, asa
preliminary step in this proceeding, the Department must investigate the extent of competition in each
market in which Verizon seeks pricing flexibility (id. at 14). AT& T asserts that the statutory
requirement of just and reasonable rates must be met for each service performed by Verizon, not
amply just and reasonable rates overal as compared with Verizon's overdl costs (id. at 14-15).
AT& T suggests that the Department follow the lead of the New Y ork Public Service Commission,
which has undertaken a comprehensve review of the status of competition in that state as part of that
Commission’s ongoing aternative regulation proceeding (id. at 16-17).

AT&T dso arguesthat, as part of the scope of this proceeding, the Department must
investigate Verizon's costs and earnings to ensure that Verizon's overdl rate levd is just and reasonable
(id. a 17). Such aninvestigation, AT& T assarts, must include the question whether Verizon is currently
producing excess profits and whether some services are cross-subsidizing others (id.). AT& T argues
that if Verizon is earning excess profits, that indicates Verizon does not face sufficient competition to
restrain anti-competitive pricing (id. a 18). In addition, AT& T asserts that the Department should
investigate Verizon's rate design and rate structure to ensure that Verizon' s rates for each service are
just and reasonable (id. at 18). AT&T arguesthat if certain of Verizon's services are priced below-

cost because they are cross-subsidized by excessive prices on other services, competition for the
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below-cost services will never develop (id. at 18-19). This proceeding, AT& T argues, must include an
investigation as to whether Verizon' s rates have moved to economicaly efficient levels and whether
pricing Verizon'sresdentid services a the margind cost estimates produced by Verizon's margind
cost study is anti-competitive (id. a 20). AT& T assertsthat, following such an investigation, the
Department will conclude that Verizon's rate design is economically inefficient and thet its resdentia
rates are anti-competitive, and, thus, this proceeding should aso include a determination of the
appropriate rate structure for Verizon (id.).

AT&T asserts that, as part of this proceeding, the Department should establish an imputation-
basad price floor and a universa service funding mechaniam (id. at 20-23). AT&T contends that the
Department’ s prior declination to approve an imputation-based price floor as stated in the Price Cap

Order, isno longer vdid, as the Price Cap Order will no longer be governing Verizon's performance

(id. a 20-21). AT&T assartsthat, in implementing a properly caculated price floor, a new study will
not be required as the Department may rely on the TELRIC cost estimates that will ultimately be
approved in the Department’ s ongoing investigation in D.T.E. 01-20 (id. at 22-23). In addition, AT& T
argues that a competitively neutra universal service funding mechanism could mitigate any adverse
universal service consequences of adopting the economicdly efficient rate structure that a proper price
floor would necessitate (id. a 21). AT&T suggests that the Department undertake an investigation as

part of this docket that will lead to aresult that is consgstent with the Department’ sintent in its Local
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Competition Order — D, and is consistent with principles of universal service and economically efficient

rate design that permits the development of competition (id. at 21-22).

Findly, AT&T argues that the Department should include access pricing in its investigation of
Verizon'srate structure (id. at 23-24). AT& T asserts that the Department should mandate that access
be priced at itslong run incremental cost with a reasonable factor for the proportionate collection of
joint and common codis (id. at 23). AT& T suggests placing the issue of access rates on a separate
track, while the Department approve, on an interim bas's, Verizon's proposed access rate reductions
pending further investigetion (id. at 24).

D. Attorney Generd

In his comments, the Attorney Generd argues that this proceeding must include arevenue
requirement or, a aminimum, an earnings review that includes a cost of service study to determine
whether Verizon's current and future rates are just and reasonable (AG Comments at 9). The Attorney
Generd arguesthat areview of Verizon's current ratesis even more imperative than when the
Department first considered price cap regulation for Verizon's operations, because ten years has
passed since the Department’ s last comprehensive review and because the current price cap plan will
expire in August 2001 leaving no presumption concerning the reasonableness of current rates (id. at 5-
6). The Attorney Generd asserts that a determination whether the price of a particular type of

telephone service is just and reasonable depends on the cost incurred by Verizon to produce that

3 | nvestigation by the Department on its own Mation into Intral ATA and Loca Exchange
Competition in Massachuseits, D.P.U./D.T.E. 94-185-D (1998).
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service and, thus, this must be the basis of the Department’ sinvestigetion (id. at 6-7). The Attorney
Generd submits that the Department should require Verizon to file afully allocated cost of service sudy
using a caendar year 2000 test year, sufficient for the Department to conduct a full-scae revenue
requirement and rate structure investigation (id. at 7).

Moreover, the Attorney Generd argues that this proceeding must include a close examination
of market conditions and existing competition (id. a 7). The Attorney Generd cautions that dthough
the Department and the FCC have concluded that the market for local competition is sufficiently open
to permit Verizon to enter the long distance market pursuant to section 271 of the Telecommunications
Act of 1996, such adetermination is not the same as a determination that actua competition is
aufficiently robust to negate the need for regulation (id. at 7-8). The Attorney Generd assertsthat such
a determination would require a demongration by Verizon that dl business cusomersin every corner of
the state have meaningful competitive options that will provide protection from an abuse of monopoly
power (id. at 7).

Further, the Attorney Generd arguesthat Verizon must demondrate that dimination of the
pricing rulesincluded in the current price cap plan isin the public interest and must demondtrate by
subgtantiad evidence that the requested pricing freedom will ensure that rates are just and reasonable (id.
a 8). Findly, the Attorney Generd argues that, as part of this proceeding, the Department should
permit interested parties to submit dternative regulatory plans for the Department’s consderation (id. at

8-9).
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E. Verizon

Inits response to intervenors: comments on scope, Verizon agrees that inquiries into
competitive conditions in Massachusetts are within the scope of the Department’ s review in this case;
however, Verizon argues that inquiries into revenue requirements, cost-alocation, price floors, and
other mechanisms to congtrain Verizon's market behavior are irrdlevant and incompatible with the
issues raised by the Department’ s Order opening this investigation and with the proposed plan
(VZ-MA Response at 4). In response to the Attorney General’s comments, Verizon argues that the
Attorney Generd has misconstrued Verizon's proposal and the Department’ s investigation in D.P.U.
94-50 (id.). Verizon asserts that because the rates in effect today reflect the starting rates found
reasonable by the Department in D.P.U. 94-50, and have changed only in accordance with the pricing
rules of the price cagp plan established in that proceeding and set through annua compliance filings, the
current rates are just and reasonable (id. a 4-5). Verizon further argues that a time-consuming,
resource-intensive, revenue-requirement/cost allocation investigation to prescribe rates, as suggested by
the Attorney Generd, is fundamentaly inconsistent with a price cgp form of regulaion and with
Verizon's proposed plan, which permit rate changes based on market conditions (id. at 5-6). Further,
while Verizon agrees with the Attorney Generd that market conditions and existing competition are
relevant to this proceeding, Verizon disagrees with the level of detall that the Attorney Generd suggests
the Department review (id. a 6). In addition, Verizon agrees that consideration of other parties
proposed dternatives to Verizon's plan will be part of the Department’ sinvestigation in this proceeding,

as recommended by the Attorney Generd (id.).
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Inresponseto AT& T's comments, Verizon states that AT& T s recitation of the evolution of
the Department’ s regulatory policiesis incomplete and mis-characterizes certain aspects (id. at 6-10).
Verizon arguesthat AT& T’ s contention that the Department failed to rule substantively on AT&T's
proposdal to establish an imputation-based price floor, and, thus, such a proposa should be included
within the scope of this proceeding, is without merit (id.). Verizon asserts that the Department both
fully congdered and firmly rgjected AT& T’ s suggested approach to price floorsin aseries of ordersin
D.P.U/D.T.E. 94-185, and AT& T’ s price floor approach should not be re-examined yet again in this
proceeding (id. at 7-8). Likewise, Verizon arguesthat AT& T’ s suggestion that development of a
universa sarvice funding mechanism should be part of this proceeding is of doubtful merit (id. at 8).
Such an invedtigation, argues Verizon, would be an enormous and daunting task that would need to be
undertaken in a separate proceeding, if a dl (id.). Further, Verizon indicates that AT& T’ sfallure to
include the hitory of the Department’sregulaion of AT&T in its comments is Sgnificant, in that
AT& T sregulatory history in Massachusetts contains the most applicable precedent for the instant case
(id. a 9-10). Verizon criticizes AT& T’ s suggestion to include a complete investigation of Verizon's
costs, earnings, rate design, and rate structure in this proceeding as being incompatible with Department
precedent and incons stent with a market-based pricing regimen (id. at 10).

In response to Network Plus' comments, Verizon agrees with Network Plus' contention that
competitive issues are within the scope of this case, but disagrees with Network Plus' other comments
(id. at 11). Verizon argues that Network Plus has misstated federal law and its gpplication to the

Department when Network Plus asserts that the Department is not legdly permitted to rely on
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competitive forces to ensure that Verizon'srates are just and reasonable (id.). Rather, argues Verizon,
the Department may, and has, interpreted its statutory authority to permit the “just and reasonabl€e”’
standard to be satisfied by competitive conditions (id.). Verizon further argues that, contrary to the
federal cases cited by Network Plus, both the FCC and the Federa Energy Regulatory Commission
have deregulated prices in markets found subject to competitive market forces (id. at 12). Also,
Verizon argues that the safeguards Network Plus recommends to ensure that Verizon does not engage
in discriminatory conduct, such as a Performance Assurance Plan, and the procedures Network Plus
recommends to address retail and CLEC complaints, such as expedited dispute resolution, are aready
in place and do not need to be expanded in the context of this proceeding (id. at 12-13).

In response to WorldCom's comments, Verizon argues that WWorldCom' s concerns regarding
the relationship between wholesale rates and retail rates are likewise beyond the scope of this
proceeding (id. at 14). Verizon asserts that because Verizon's proposed plan requires compliance with
the Department’ s price floor requirements established in D.P.U./D.T.E. 94-185, and because
wholesale rates are the subject of a separate and ongoing Department investigation in D.T.E. 01-20,

those issues are outside the scope of the instant proceeding (id.).
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1. ANALYSISAND FINDINGS

The parties have requested that the Department include in the scope of this proceeding the
following eight broad categories: (1) afull rate case or an extensve review of Verizon's past and
projected financid information; (2) establishment of imputation-based price floors, (3) coordination of
the relationship between wholesale and retail rates and the respective ongoing Department proceedings,
(4) development of auniversd service funding mechanism; (5) access pricing reform; (6) expansion of
competitive safeguards; (7) review of aternative proposasto Verizon's plan; and (8) an invetigation
into the state of competition in Massachusetts. As discussed more fully below, because we decide to
bifurcate this proceeding into consecutive phases, we do not specify at this time which of the above
categories, other than an investigation into competitive conditions, are properly within the scope of this
proceeding.

A. Backaround

In Petition of the Attorney General for a Generic Adjudicatory Proceeding Concerning

Intragtate Compsetition by Common Carriers in the Transmisson of Inteligence by Electrici

Specificaly with Respect to IntraaLATA Competition, and Related |ssues, Filed with the Department

on December 20, 1983, D.P.U. 1731 (1985) (“IntraLATA Competition Order”), the Department

developed a new framework of regulation for dl common carriersin Massachusetts. Inthe Intral ATA

Competition Order, the Department established our telecommunications policy goads and adopted an
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overdl regulatory framework and pricing approach flexible enough to react to marketplace changes.
In that Order, the Department created a regulatory classification of “dominant” or “non-dominant,” in
order to determine the level of price regulation that would be gpplied to al common carriers.

IntraLATA Competition Order at 61-62, 67-69.° Under this classification, dominant carriers are

subject to traditiond regulatory requirements, and non-dominant carriers are presumed to be disciplined
by market forces and to have no ability to exercise market power. Id. a 64. In addition, dominant
cariers are dlowed to petition for a change in classfication in response to marketplace changes. 1d. at
65.6

Inthe IntraL ATA Compsetition Order, while retaining traditiona rate-of-return regulation for

Verizon and AT& T as dominant carriers, the Department stated, “[1]f an entire service classis
determined to be fully competitive by the Department, we may find that prices set by the market are fair
and reasonable, and we will regulate such service class in accordance with minimum statutory

requirements. Such a determination may be made only upon a showing by [the carrier] that such a

4 The three public policy gods adopted by the Department in the IntraL ATA Competition Order
at 19-24, are economic efficiency, fairness, and universal service. The Department later
adopted the additiond policy gods of amplicity, earnings sability, and continuity. New
England Telephone and Telegraph Company, D.P.U. 86-33-C at 22 (1987).

5 In the Intral ATA Competition Order at 68, the Department designated both AT& T and
Verizon, then New England Telephone and Telegraph Company (“NET”), as dominant carriers
intheintraLATA market.

6 In 1996, in response to a petition from AT& T, the Department reclassified AT& T asanon-
dominant carrier. Petition of AT& T Communications of New England, Inc. for reclassficaion
as a non-dominant telecommunications carrier in the interL ATA and intraL ATA

telecommuni cations markets in Massachusetts, pursuant to Chapter 159, s. 12 of the General
Laws, D.P.U. 95-131, at 9 (1996).
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savice dassisfully competitive” 1d. a 39-40. Smilarly, in adecigon denying AT& T’ sfirst request
to be reclassfied as a non-dominant carrier, the Department noted that, “AT&T ... may . . . request

that certain services be dlassfied as sufficiently competitive”  Petition of AT& T Communications of

New England, Inc., pursuant to Section 1.04 of the Department’s Procedural Rules, Mass. G.L. c.

159, Section 12, and the Department’s Order in D.P.U. 1731 (October 18, 1985) for approval to be

reclassfied as a* non-dominant” telecommunications carrier in the InterLATA and IntraLATA

telecommuni cations markets in Massachusetts, D.P.U. 90-133, at 32 (1991). Therefore, severd years
before the implementation of the Telecommunications Act of 1996, the Department anticipated that
Massachusetts markets could reach the point where competition, rather than traditional regulation,
would govern the prices for some of adominant carrier’ s retail telecommunications services.

The Department first addressed a dominant carrier’ s request for an dternative from traditional

rate-of-return regulation for the mgjority of the carrier’ s servicesin Peition of AT& T Communications

of New England, Inc., pursuant to G.L. c. 159, s. 12 and 220 C.M.R. 1.04, for an alternative mode of

regulation of the Company’ s Massachusetts intrastate telecommunications services, D.P.U. 91-79

(1992) ("AT&T Alt. Reg. Order™). Inthe AT& T Alt. Reg. Order, the Department discussed at length

aframework for measuring the level of competitiveness of amarket. 1d. at 31-36. The Department
aso indicated that afinding that a telecommunications service is “sufficiently competitive” permitsthe
Department to approve market-based pricing of the service. 1d. at 18. Alsoin that Order, the
Department, for the first time, gpproved an aternative to traditiona cost-based regulation for the

sarvices of adominant carrier that are not sufficiently competitive. 1d. at 44. Aspart of itsevauation in
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that case, the Department did not undertake or require areview of AT& T’ scodsor earnings. Seeid.
a 1-2and n.3.

In Petition of New England Telephone and Tdeegraph Company d/b/aNY NEX for an

Alternative Regulatory Plan for the Company’ s M assachusetts intrastate tel ecommunications services,

D.P.U. 94-50 (1995) (“Price Cap Order”), the Department concluded that adoption of a price cap as

an dternative form of regulation for Verizon, then NYNEX, did not require a specified level of

competition or market structure (see Price Cap Order a 112-115); however, “[i]f NYNEX were

requesting market-based pricing in the ingtant petition, it would certainly be required to make a showing
of effective competition in order for the Department to consder granting such relief.” 1d. at 114-115.
Indeed, over time, the Department has gpproved pricing flexibility for most carriersin Massachusetts,
and has dlowed dl non-dominant carriers to employ market-based pricing.

Verizon's proposed plan filed with the Department on April 12, 2001, again asks the
Department to consider a new regulatory framework for Verizon. We have the advantage this time of
being able to rely and build upon the groundwork done in D.P.U. 1731 and subsequent cases, and the
findingstherein. Therefore, while the Department acknowledges that sgnificant changes have occurred
to the telecommunications marketplace over the years, and that the Department has recently held that

the Massachusetts local exchange marketplace is “irreversibly open” to competition,” any new

! In the Matter of Application by Verizon New England. Inc., Bell Atlantic Communicetions, Inc.
(d/b/aVerizon Long Digtance), NYNEX Long Distance Company (d/b/a Verizon Enterprise
Solutions), and Verizon Globa Networks, Inc., For Authorization Under Section 271 of the
Telecommunications Act of 1996 To Provide In-Region, Interl ATA Servicesin
M assachusetts, CC Docket 00-176, Eva uation of the M assachusetts Department of
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regulatory framework for Verizon adopted by the Department must be supported by a Verizon showing
that the Department’ s satutory mandate of “just and reasonable’ rates, as well as the Department’s
telecommunications public policy gods of economic efficiency, farness, universd service, amplicity,
earnings sability, and continuity, will be met.

B. Scope

We conclude that Verizon's proposdl in this proceeding ismore akinto AT& T’ s request for
aternative regulation addressed by the Department in D.P.U. 91-79, than it isto Verizon's price cap
plan addressed in D.P.U. 94-50. Asthe Department noted in D.P.U. 94-50, indexed price cap
regulation is a method for rate regulation of monopolies, which does not require any showing of

competition asaprerequisite. Price Cap Order at 112-115. InD.P.U. 91-79, AT& T asked that a

large portion of its services be classfied as sufficiently competitive and that the remaining services not

be rate-regulated according to traditional cost-based standards. AT& T Alt. Reg. Order at 11-13. In

the ingtant proceeding, Verizon s, in effect, requesting classfication of alarge portion of its services as
sufficiently competitive, and is proposing an dternative to traditional cost-of-service regulation for the
remaining sarvices. Thus, the appropriate regulatory framework for Verizon'sretail servicesis
dependent upon how the Department responds to Verizon's showing of sufficient competition. Based
on the comments on scope received by the Department, there gppears to be significant disagreement
about whether or not there is sufficient competition in Massachusetts to warrant either market-based

pricing or a departure from cost-of-service or indexed price cap regulation. 1t would be inefficient for

Telecommunications and Energy at 1 (filed October 16, 2000).



D.T.E. 01-31 Page 17

the Department, Verizon, and other parties to proceed on an evauation of the specifics of Verizon's
proposd or dternative proposals before determining whether Verizon has met its burden of showing
that there is sufficient competition.®

Accordingly, we bifurcate this proceeding into consecutive phases. In thefirst phase of this
proceeding, we will undertake an investigation into the levels of competition, the specific sandard of
review, and the necessary Department findings regarding sufficient competition.® The content of the
second phase of this proceeding will be governed by the outcome of thefirst. If Verizon metsits
burden of proof to show that the services for which it seeks pricing flexibility are sufficiently competitive
and that competition is sufficient to warrant the use of an dternative form of regulation for other
sarvices, the second phase will consst of an investigation into whether Verizon's proposed plan, or

later-filed intervenors plans, for regulatory treatment of those servicesis appropriate. If Verizon has

8 For example, if the Department determines that V erizon has not demongtrated that thereis
sufficient competition in Massachusetts, then market-based pricing flexibility for alarge number
of sarviceswould be precluded. Similarly, if the Department determines that Verizon has
demondtrated sufficient competition, then an evauation by other parties of Verizon's cost-of-
service and earnings would beirrdevant. In order to avoid spending a Sgnificant amount of
time and resources investigating issues and proposas that may be unnecessary, an investigation
into competition should comefird.

o As noted by the intervenors, an andysis of Verizon's ability to sustain monopoly profitsis
relevant to an investigation into sufficient competition. However, basing such an andysison
fully-alocated, embedded costs would not be relevant to a market inquiry because fully-
alocated costs are aregulatory construct only and have no economic vdidity. See, eq.,
William Baumoal, Michad F. Koehn, and Robert D. Willig, How Arbitrary is“ Arbitrary?’ —or
Toward the Deserved Demise of Full Cost Allocation, Public Utilities Fortnightly, September 3,
1987, a 16-21. An andyss of monopoly profits as evidence of alack of sufficient competition
should be based on incrementa cost and, potentidly, stand-alone cogt, taking into account an
efficient, demand e adticity-based recovery of joint and common cogs.
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not met its burden in the firgt phase, the second phase will congst of an investigation into which form of
regulation, be it a continuation of price cap, arestoration of rate-of-return regulation, or some
dterndtive, is appropriate for the level of competition demonstrated by our investigation in Phasel. At
the start of the second phase, the Department will address whether the additional categories that
intervenors have argued should be included in the scope of this proceeding (e.q., universa service
funding, price floors, access reform, afull rate case or earnings review, etc.) will be part of the second
phase.

In sum, the scope of the first phase of this proceeding will be an evaluation of whether or not
there is sufficient competition in Massachusetts to warrant: 1) a classfication of “sufficiently
competitive’ for the services for which Verizon proposes full market-based pricing flexibility or
revenue-neutra price changes, and 2) a departure from traditional cost-of-service or indexed price cap
regulation for the remaining services. The Department’s evaduation in this phase will be guided by its

precedent established in IntraL ATA Competition Order, D.P.U. 1731 (1985), NET—Centrex, D.P.U.

85-275/276/277 (1985); NET-Antdlidid, D.P.U. 88-18-A (1988); AT& T Customer-Specific Pricing,

D.P.U. 90-24 (1991); AT&T Alt. Reg. Order, D.P.U. 91-79 (1992); and Price Cap Order, D.P.U.

94-50 (1995).

V. CONCLUSION

Given the above, the Department deemsiit gppropriate to establish a procedural schedule for
the first phase of this proceeding. Therefore, the Department will hold a second procedura conference

on Monday, July 9, 2001, at 10:00 am., a the offices of the Department, to determine a procedural
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schedule governing the orderly conduct of Phase 1.2° This Order shal serve as notice to partiesin this
case of the procedural conference. The Department encourages al parties that desire to be heard
regarding the determination of the procedural schedule of Phase | to be present at the July 9, 2001
procedura conference.
V. ORDER

Accordingly, after due congderation, it is

ORDERED: That this proceeding be bifurcated into consecutive phases, and the initid phase of
this proceeding will comprise an investigation into whether the services for which Verizon seeks pricing
flexibility are sufficiently competitive and whether the remaining services warrant a departure from

traditiona cost-of-service or indexed price cgp regulation; and it is

10 The Department’ s proposed procedura schedule for Phase | is attached as Appendix A.
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FURTHER ORDERED: That a second procedurd conference in this proceeding will be held

at the offices of the Department on Monday, July 9, 2001.

By Order of the Department,

James Connelly, Chairman

W. Robert Keating, Commissioner

Paul B. Vasington, Commissioner

Eugene J. Sullivan, J., Commissioner

Derdre K. Manning, Commissioner



APPENDIX A

COMMONWEALTH OF MASSACHUSETTS
DEPARTMENT OF TELECOMMUNICATIONS AND ENERGY

Investigation by the Department of )
Tdecommunicaionsand Energy onitsown )

Motion into the Appropriate Regulatory Plan )

to succeed Price Cap Regulation for ) D.T.E. 01-31-Phase|
Verizon New England, Inc. dlb/aVerizon )

Massachustts intrastate retail telecommunications)

sarvices in the Commonwedth of Massachusetts )

)

D.T.E. PROPOSED PROCEDURAL SCHEDULE FOR PHASE |

July 9 Procedural Conference

Jduly 31 Intervenor rebutta testimony due

August 21 Verizon sur-rebutta testimony due
September 14 Open discovery period closes
October 1-12 Evidentiary hearings

October 24 Initid briefs due

November 7 Reply briefs due



