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Determination of the cost of basic local lelecommumcahons 50rv1ce. 
pursuant to Section 364.025, Flonda Statu1es 

DearMs Bayo 

Pease find enclosed for filing In the above matter an ongmal and frfteen cop1es of the 
Dtrect Testimonies of Carl R Danner. M1chael R Norns. Steven A Olson. Meade C 
Seaman, Allen E. Sovereign, Davk:t G. Tucek, and Dr James H Vander We1de on 
behalf of GTE Florida Incorporated AJao enclosed are an or1g~nal and frfteen cop1es of 
a Notice of Intent to Seek Confldor,Ual ClassrftCStton 

I'FA _L_ You w1ll note that Mr. TUCf'k'a testimony states that hers sponsoring throe exh1b1ts 
APP Two of these exhibits are In hard copy form GTE's company·spectfic tnputs for BCPM..., 

and lhe BCPM model run reaulls TheM exh~blls have been redacted Where necessa~ 
~~to protect GTE'a confidentlal and proprietary Information The thtrd exh1blt mentioned • 
~~n Mr Tucek's testimony ie a CD-ROM conta1n1ng BCPM populated With GTE's ~ 
em company-specific lnputa Because Ills nol posalble to redact oonlidentsalinlormetton ? 

on the CD-ROM, only two copie• ere be1ng provtdod w1th thla f1llng If the CommJSaL<rii' 
EAfi --,--Ql= Staff needs addoUonal copies. they may contact Mr Reyna._ Domtnouez at (813) 483- -; 
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Blanca S Bayo 
August 3, 1998 
Page2 

The CD-ROM 1s also not be.ng provided to any pany 01 rBCOi'd 1n thiS dOCket wtl? has 
not requested and executed a Proted1ve Agreement With GTE If any other pany would 
hke a copy of lhe CD-ROM, they may contact me at (813) 483-2617 so that we can 
execute a Protective Agreement 

Serv1ce has been made as 1nd1cated on the Cenlf1cate of Serv1ce It there are any 
questions regarding this filing, please contact me at (813) 483-26 t 7 

Very truly yours, 

6L L ch lf>-t( P ~J{L '-
eWI~<~mberty Caswell 

KC.tas 
Enclosures 
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a. 

A 

HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY STATE OR 

FEDERAL REGULATORY COMMISSIONS? 

I have sponsored testimony before the stale ut11ity comm1ss1ons of 

Al1<ansas. California. Hawaii, Indiana. New Mexico, Oklahoma. South 

Carolina and Texas. 

t a. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

8 A The Florida State Leg1slature has d~rected th1s Comm ss1on to sell'CI 

9 

10 

11 

12 

13 

14 

a cost proxy model to eahmate the total forward-looklng cost of 

prov1dlng baSIC local serv1ce My test1mony 11scusses hOw the 

expense levels shown tn GTE Witness Mr Olson's testimony were 

developed into Inputs for use m the Benchmark Cost Proxy Model 

(•BCPM"). 

15 C. PLEASE SUMMAR!ZE YOUR TESTIMONY. 

16 A There are throe types of expense Inputs reqwed w1th1n BCPM 

17 

18 

19 

20 

21 

22 

23 

24 

25 

a. 

A 

capJtaJ-(Bisted 8lCp811SBS, expressed as a percent of 1nvestment. non

capital-fOI('Itad expenses, expressed on a per-line bas1s. and general 

support asset raUos My testimony covers the developmem ol each 

of these three areas of expense mputs Into BCPM 

PLEASE DESCRIBE GENERALLY THE PROCESS OF 

DEVELOPING BCPM OPERATING EXPENSES INPUTS. 

The Slal1Jng point for developing BCPM expense 1npuls IS the ARMIS 

adjuated expenses descnbed m the testrmony of GTE Witness Mr 

2 
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19 

20 

21 

22 

23 

24 

25 

a. 

A 

Olson For purposes of BCPM, the adJusted ARMIS expenses 

discu~;sed by Mr. Olson ere further adJusted to remove expenses 

associated with non-recurring costs, btlhng and collectton costs 

associated with toll and access. and dtrectory costs These adJusted 

expense amounts are then mapped to cost pools Ftnally, the 

expense information mapped to the COS1 pools ts used to calculate the 

three types of expense inputs requtred by BCPM 

PLEASE EXPLAIN IN MORE DETAIL THE ADJUSTMENTS YOU 

MADE TO THE ARMIS ADJUSTED EXPENSE DATA. 

As menUon&d previously, there are three adJUStments made to the 

ARMIS levels of expense provided by Mr Olson The first adJUStment 

removes incurred costs that are assocteted Wllh the provtston of non

recumng ac:tivtbas These costs are recovered through non-recurnng 

charges asSOCiated with servtce order acttvtty and as such must be 

removed so as not to recover the same expense IWlCO 

The second adjustment removes operettng expense assOCJeted wtth 

toll and access billil'l\l and collectton acllvtbes. bttceuse these 

activtbes arc. not related to tho provtston ol bas1c local 

telecommunlcettons service 

The thud ad,ustment removes expense associated wtth the provts1on 

of directory servtces !rom the cost pool analysts GTE develops tts 

expense lor FCC purposes and thll adJustment ts made to recogntze 

3 



1 sii\Jdure or GTE ;, woO\center ts a collectton of budget centers that 

• 2 perlorm slmllar adllltlies or functions The GTE Ftnance Organization 

3 performed the budget center to workcenter mapptng 

4 

5 Workcenters are asstgned to cost pools based on the Finance 

6 Organlzatlon's analysis of the functions perlormed tn the workcenters 

7 There are 20 different cost pools-pole, buned cable metall•c. aenal 

6 cable metallic. billing and collectton. ond common are e few 

9 examples. 

10 

11 The attached E.xhibtt MRN-1 shows the detailed results or the 

12 expense acx:ount <XY..I pool assignment process E.xhtbtt MRN-2. also 

• 13 attached. summarizes cost pool asstgnments tnto BCPM-requtred 

14 input format 

1.J 

16 a. HOW ARE INPUTS FOR EXPENSES RECOVERED AS A PERCENT 

17 OF CAPITAL-RELATED INVESTMENT DEVELOPED FOR BCPM? 

18 A Expense to capital-related Investment ratios assoctated With ten 

19 designated capital accounts (whtch tnclude costs related to Central 

20 Office and Transmission Equtpment, Poles, Condutt, and Aenal. 

21 Underground and Buned Cable) are doveloped utthztng tho results of 

22 the cost pool assignment process descnbed earher Expenses used 

23 tn tho numerator, to calculate expense to capital-related tnvestment 

• 24 lectors. are taken frOI'n the relevant expense developed by cost pool 

25 The denominator In the calculatton ts taken from the respective 

5 
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a. 

A 

a. 

A 

investment cost pool alter being adJusted by the C A Turner Index 

Elcpense as a percent of capltal-felated Investment inputs are applied 

to the network plant investment developed W1lh1n BCPM 

PLEASE EXPLAIN THE C.A. TURNER INDEX AND WHY IT IS USED 

WITH THE CAPITAL ACCOUNTS. 

The C.A. Turner Telephone Plant Index 1s published by AUS 

Consultants, the successor company to AssOCiated Ullllly Services. 

Inc. These lnd1cas are applied to each vmtage year of a plant 

aocounl to determine the reproduction cost of embedded plant. (I e 

the cost in today's dollars). By u1Jiizing the C A Turner Index 111 the 

development of capttal.felated expenses, we are better able to model 

the relationShip of expense levels to the Investment levels produced 

within BCPM 

HOW WERE EXPENSE INPUTS FOR NON-CAPITAL RELATED 

EXPENSES DEVELOPED? 

Non-<:ap1tal-felaled expense inputs to BCPM are expressed on a per· 

hne basis There are e1ght non-cap1tal expense categones Network 

Support, General Support, Network Operations, Markeilng, Customer 

Services. Exacutwe & Planmng. General & Admm1strat1on, and 

Uncollecbbles. GTE develops lhe non-capltal-felated cost mputs from 

the expense date ea~lgnod to the comwmer, bustness end common 

cost pools These amounts are then mulliplled by the local d1rect cost 

percentage (i e .• the percentage of local calls to otal calls) to 

6 



• 
GTE Flor!da- BCPM 3.1 
~Coat Pool AA!gnmont 

SUI1WMry by Coal Pool 

~nt.._ 

8112 
8113 
811 4 
811$ 
8118 
8121 
81ZZ 
8123 
8124 
8211 
15'2 12 
6215 
8220 
6231 
8232 
8351 
6382 
8411 
8421 
8422 
8423 
8424 
8(28 
6431 
8441 
8512 

-l A.rlai L Bu"-d 
C•ble L Non Metallc.J.. ~··Ill<;- c ............ ,... 

82.303 0 0 0 
0 0 0 0 
0 0 0 0 
0 0 0 0 

25.53<1 0 0 0 
827,709 0 0 0 
ta..1n o o o 
223.11511 0 0 0 
4117.520 0 0 0 

0 0 0 0 
0 0 0 0 
0 0 0 0 
0 0 0 0 
0 0 0 0 
0 0 0 0 
0 0 0 0 
0 0 0 0 
0 0 0 0 
0 8.095 11.770.074 0 
0 0 0 0 
0 0 0 43.680 
0 0 0 0 
0 0 0 0 
0 0 0 0 
0 0 0 0 
0 0 0 0 

• 
~ 

-....: 
l Non _ __ 

llleQI!Ic . 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 58.184 1.384.1$8 

37,843,8112 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 

• 
...... Conduit r ... ..-a~oa 

0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 

10,150 124.410 2.50&518 
2.250 18 587 »3&8 
1.1161 12.7l3 27 151 

7.139 72.525 I !A 647 

0 0 0 

0 0 0 
0 0 0 
0 0 0 
0 0 117.1177 
0 0 5.8111.484 
0 0 0 
0 0 0 

109,787 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 0 0 
0 m048 0 
0 0 0 
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GTE Florida- BCPM 3.1 
Elq»rae C:O.t Pool Asalg"-

s-ty bJ Coet l'ool 

- -- ~-• 
. 

A«ou"l Cable Non-..c -- --- IA$Jic -- Mea• . ,._ ~ T,umb·kM 

&S31 0 0 0 0 0 0 0 0 0 1:102 41$ 

6S32 1t907 0 0 0 0 0 0 0 0 0 

&S33 0 0 0 0 0 0 0 0 0 0 

8534 87t3l7 0 0 0 0 0 0 SlO 0 0 

6535 1.1017$1 0 0 0 0 0 0 213 ):2 0 0 

6~0 0 0 0 0 0 0 0 0 0 0 

SSG I 0 0 0 0 0 0 0 0 0 0 

6S6) 0 0 0 0 0 0 0 0 0 0 

6Se4 0 0 0 0 0 0 0 0 0 0 

6611 0 0 0 0 0 0 0 0 0 0 

&012 us 0 0 0 0 0 0 0 0 0 

&013 0 0 0 0 0 0 0 0 0 0 

5821 0 0 0 0 0 0 0 0 0 0 

&022 0 0 0 0 0 0 0 0 0 0 

11023 SO$ 0 0 0 0 0 0 0 0 0 

0711 0 0 0 0 0 0 0 0 0 0 

0712 0 0 0 0 0 0 0 0 0 0 

0721 0 0 0 0 0 0 0 0 0 0 

em 1,751 0 0 0 0 0 0 31 0 0 

8723 113,357 0 0 0 0 0 0 I Uti 0 0 

0724 11.248 0 0 0 0 0 0 0 0 0 

0725 0 0 0 0 0 0 0 0 0 0 

6725 0 0 0 0 0 0 0 0 0 0 

6727 0 0 0 0 0 0 0 0 0 0 

0728 2 2:10.004 0 0 0 0 0 0 5·4.077 lSI 542 323.215 

7240 0 0 0 0 0 0 0 0 0 0 

SUbtolll 5888.120 8.015 0 .770,074 43.&00 37.~3.882 $81&4 1 )&4 1$8 411,7 ~ 1 632 587 10 215 814 

I ~i~~~ !llll ... "'i ..... -~ Cij;z 
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• 
GTE Florida - BCPM 3.1 
Expense Coat Pool Aul;nment 

Summary by Coat Pool 

Account-;- Swltchl"ll 
, 

lOT l 01.-.ct OIMr J Acceu 

6~31 5.644 059 0 289.439 

M32 1.891.139 0 4.737.5111 
6533 0 0 15.1>06.~ 

65~ 9.729.675 0 5,1187.973 
6535 127.223 0 2,590,451 
6540 0 0 0 

6561 0 0 0 

8563 0 0 0 

~ 0 0 0 
&811 ~9 0 37,125 

&812 3.280 0 4.666 

6813 0 0 0 

6821 0 0 0 

&822 0 0 0 
682) 400.112 0 1,121.819 

6711 ~ 0 1. 3311.9-44 
6712 4.412 0 3,051 

6121 101 0 1,312.456 
6722 54.1144 0 11.181 

8123 423,242 0 456,353 
8724 114,336 0 9 ,553.000 
8125 0 0 41 

6726 413 0 1,1161 .985 

6727 0 0 .. ~ 
8728 S,S94.600 0 3.974.968 
7240 0 0 0 

Subtotal 71 433.400 0 69.599. 1 !16 

• 
- B&C ' 0 0 

r 0 
0 
0 

. 4 
0 0 
) 0 
0 0 
0 0 
0 0 
0 0 
0 0 
0 0 
0 121 
0 14.568,912 
0 1,702 
0 5 
0 &09 
0 2.456 
0 53,537 
0 2.1U.878 
0 0 
D 0 
0 0 
0 517.222 
0 0 

0 19.640.653 

• 

O~niOt CoMUI'rllef 8uaiMU ~""'· Common 

0 0 0 0 0 

0 789 $.2~ 0 0 

0 0 0 0 0 

0 IB93 4,363 0 (01 

0 7633 "197,400 0 0 

0 0 0 0 0 

0 0 0 0 266 618.1>07 

0 0 0 0 332088 

0 0 0 0 0 

0 8,$05,821 4.967.305 0 130,300 

0 1.50ol.~ 16.991.44-C 0 563.121 

0 5.379 10.281,146 0 215.756 

0 0 0 0 0 

0 0 0 0 0 

0 26.520.591 4,493.397 0 1,018,10. 

0 141,822 417.406 0 1,736,519 

0 1.260 20,283 0 2.833.542 

0 312,196 560.698 0 11.0911. t2 7 
0 9,092 2.788.912 0 4,751,712 

0 318.710 475,702 0 7.557.024 

0 3.398.133 l.en.91& 0 18 314,323 

0 aee 15.71$2 0 2 .402.~ 

0 381 0 0 1.030 

0 0 0 0 2.732.631 

0 4.154.361 2.1183.e53 0 3 4~.0211 

0 0 0 0 0 

0 56.353 250 s2.090.sn 0 ~5 1185.902 
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• 
GTE Florida - BCPM 3.1 
E.qleftM C:O.I Pool SummAIY 

MolotVellde 
hl:t'aft 
~~Vet>clo 

~-Eq.>-1 
Other- Equipment 
-s_.~ 

und&Bi-.g 
F umrture & Atlwo<l< 
Olfice Equ"""*"' 
Genet'~~ Pu<1lOM C(mpu\en 
Gene<'~~~ SUili>0'1 ExpeNe 

coe s.mc~~"''l 
coe T ret\ltTIISSlOfl 

lnlotmabon OnsfT eml 

PdH 
J.Mwl. Cqlpet Cable 
NIW F._ C.. 
u.-.grouncs Coppef Cllllle 

Undetoround Ftbat C.olo 
Burled Cower Cable 
Buned F lbet C.. 
eor..a.c lnYU!rMN Sy.letn 

--.no 
Othtw P1opel1y PIMI 

• 

6112 0 0 
6113 0 0 

6114 0 0 
6115 0 0 
6116 0 0 
8110 0 I 

6121 0 10 .... 5 

8122 0 1111 ,600 

6123 0 360,523 

11124 0 1.807.153 

6120 0 2:!SO.~ 

6210 107,500,2 :3 0 

8230 15,478.,137 0 
6310 0 0 
6411 6;)0,213 0 

6421 .1 16,418.579 0 
6021 2 1l,!Q 0 
60221 2.303.lS4 0 
6022.2 1111.243 0 
6023 1 83,8811,854 0 
60232 73720 0 
6441 9S2 433 0 

6512 0 0 
6510 0 0 

• 
2 3A3 1.537 36.6112 00 563 

0 0 0 0 

0 0 0 0 
0 0 0 0 
0 I (443) 1441) 

2 343 1.538 36_236 •o 121 

I 7llol )5o& I 630,78;) 2 797.560 623H~ 

1, 177,776 419,613 375,769 2 154 7911 

531,440 275,910 21111.468 I •56 3AO 

7 890.647 21163.689 I 643055 14 204 744 

I 1,3!1o1227 5 190.195 5 104 851 24 049 Sll 

0 0 0 107 500.23:: 

0- 0 0 15 4 79, 137 

0 0 0 0 

0 0 0 830 213 
0 0 0 1&•ta.S79 

0 0 0 131M51 
0 0 0 2 .303.lS4 

0 0 0 811243 

0 0 0 63 8811.654 

0 0 0 73 720 

0 0 0 9S2 4ll 

0 0 0 0 

0 0 0 0 

~~i!H~ 
- -41 .... ~ 

~i~~~~ - p., z""" g<» 
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• 
GTE Florida EXJ)E:Me Inputs - BCPM 3.1 
0pen1tin9 Expenae FKIO< Oevelooment1 

($ II 000'$) 

T 01111 Aa:ess l.Jnet.2 2 31 ~ 06S 

• 

CA Turner 

USOAR I T olal Adjuat.d I Adjuat.d I llonlly Per 
C.. I ~~ Aec:otmt E.q>er ... .......m-.u Line e..p.n.. 

1"1-or\~E.a~ 61).!1 • .:: ~- so S0001~ 
l<lcooaal~ 61~ _ $24,050, so S08661 

COil Swnthil11 _ 6210 ! $107, 500 ~ $e19,975, NA 1 

E TIOillllUUIOO 6230 _ $15,4711 $e12,7~ NA 

W..-- <Jn&.IT.., _ 6liL _ SO_ SO SO 0000 

Pola ~ 1 I seJ0 SS7 ,6811 NA 

Am.aiCoppcrc:.blc ~2f"l -= _ $15,4117, • SJ24.q.l , NA 

erial fobcrc.bk __ ~2\4 _ _ $14 , $1 ,2011
1 

NA1 

V~C-Cab~ __ ~22.1 ___ S2,303i . S4114,813J NA 

Urodajp JDCI Fibtr Cobl< _ • ~22.2 _ __ Sllll --· $711~ • _ NA 

Bunod~lblc ___ _ _ ~lll $53,. _ $1,700~. _ NA 

B.oned_fl<ff Cobk --- _ _ ~232 $74!-- $!1,043 NA1 
lcon4oit~s,._.. __ ~ 6441 $~ __ $455,424 _ NA, 

ro.,...!YI'Ion• _ M~ _ _ so,__ _ so_ sooooo 
n<lJ!!!!ol-1 __ 6»0 S\.031~ _ so .. __ S0_0371 

MartctinJ. _ • _ 6610 __ S43,154J ~--so • s1 SS44 , 
s.mtn 6620 S4S,e21 $0 ~ s 1 6789 

E.aotud~PlaMioa -- - - ~l!L_ $5, 155 _JOl_ _sO 18581 

Joa-alendAdninlllntow __ ---- ~ ___ $65,11$1 __ __1!lj $2.4113
1 

v.-lltcs.iblaA 6190 -- $24,341 so so 8765 

Notn: 
1 Unleul'lOled oct>erwose. ~ 6XJ*OW5 were de> I'CJoed based on tile ICM 3 0 a.II!Udy 

2 1!197 FCC~ Fill 
3 8ned on a 13 monliH!nd .... ,.. 
4 Source 1997 year~ ~rallodgor Aca>unl 5301 10, "Unc:oi!KIIble Re~nuo • End\11141'1 • 

I!Jipenu to 
lu westn..,lt 

lbllo 
NA 
NA 

01734 
00253 

NA 
0 0109' 
00508 
o rnJ

1 _ 00047 
00012 
00375 _000821 
00020 

- NA 
NA 
NA 
NA 
NA, 
NA 
M 

• 
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a. 
A. 

a. 
A 

Q. 

A 

GTE FLORIDA INCORPORATED 

DOCKET 980696-TP 

DIRECT TESTIMONY OF STEVEN A. OLSON 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS 

My name 1S Steven A Olson My bus,ness address IS 600 H1dden 

R1dge, lrv1ng. Texas 

BY WHOM ARE YOU EMPLOYED, AND IN WHAT CAPACITY? 

I am employed by GTE Business Development and Integration as 

Manager • Regulatory Accounting and Compliance 

WHAT ARE THE RESPONSIBILITIES OF YOUR CURRENT 

POSITION? 

My pnnc;~pal dulles include the d11ect1on and superviSIOn of the 

preparation of account~ng ~nlormallon 1n suppon of tanff f1llngs and 

ell regulatory reponmg and compliance as reqUired by mull1ple 

regulatory agenc1es. These agenc1es Include the F adoral 

CommuniCiltiO(IS Comm1ss1on ("FCC") and the Flonda PubliC Serv1ce 

Commission Add1honally, I am respons1blo for en6unng that 

account1ng polides and tnterprel&llons conform wllh the rules or 

guodelinoa act fonh by tho voroous regulatory agonr-~os In thiS 

proceed~ng. I am prov1d1ng teslimony on bohalf of GTE Flonde 

lnCOfporated ("GTE Flonda· or ·company") 
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Q. 

A 

lnlrastale operatong basos lor the twelve month lonancoal perood endon9 

December :? 1 , 1997 

This analysis shows the actual CX)St.5 and rnvestmenlS rec::orded on the 

Company's books and records, whoch are kept pJrsuant to the 

doctates of thos Comtrussoon and the Federal Communocatoon 

CommisSion (FCC) Thaso actual costs, expenses a~d onvostments 

repesentlhe eXISting plant and faalotoes necessary to:- the Company 

to render servoce to lho pubhc, anc the cost~ to provode wholesale 

and retaJI SOMCes that GTE Flonda woll expenence on the foreseeable 

future As EXhobol SA0-1 demonstrates, GTE FI.Jroda os not earnong 

excessove prolots and of anythong oxostong revenue flows do not 

provide en edf'~oto profit on addrtooo to recoverong the actual cost of 

the neiWOfl< used to provodo servoce 

PLEASE DESCRIBE HOW YOUR TESTIMONY IS ORGANIZED. 

The followong doscussoon presents the fonanoal •esul" of GTE 

Flonda's operatJoos for the twelve month perood ended December 31 

1997, adJUSted for appruproote and re85orable rostat•ng end goong 

forward ossues The fonanoal data reflects booked amounts 

maontaoned on accordanco woth tho Uniform System of Accounts 

("USOA"). Pan 3;>, as proscrobed by tho FCC on Tolle 47 of lhe Code 

of Faderal Regulations 
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lO 

11 

12 

13 

14 
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22 

23 

21 

25 

a. 
A 

a. 

A 

PLEASE DESCRIBE THE ATTACHED EXHIBIT SA0·1. 

Exhobot SA0-1 depocts the edtusted net 1ncome and rete base on a 

total company and Intrastate Florida level Column -{ar lists the 

summary line rtems of the 1ncomo statement and rate base Column 

"(b) prov1des total company results restated for out-of-perood 

adjustmenlS. Column "(c)" reflects the total company restated results 

alter the out-of-penod and go1ng-level adjustments Column '(1)' 

presents the financ1a1s on a restated ontrastate bas1s The !1Ith 

column. "{e)". reOects the total company results after !he golng

fcxward adjus1meniS are made to the hnancials The tonal column '(fr 

summanztiS 1ntrastate Flonda results. 1nclud1ng restating and gc.-ong

for.vard adjustments Column '(e)' and "(!)" reflect GTE Flonda's 

return after 1ts costs of operating the network have been covered 

PREVtOUSL Y YOU MENTIONED " RESTATING" AND "GOING-

FORWARD" ADJUSTMENTS. 

ADJUSTMENTS"? 

WHAT ARE "RESTATING 

Restating Adjustments. es useo on my testomony, are adjustments 

made to revenues. expenses. or rete base that are necessary for 

management to pmper1y voew the results of operations I have maoe 

lhree lyp'!S of restatements for out-of-penod normalizations goong· 

level adJUStments. and yellow pages revenues Restating 

BdJUSiments for these otems are necessary to aCCU'ately poriJay a 

normalized level of revenue, eJCpense ana rate base 



• 

• 

• 

1 

2 

3 

4 

5 

6 

7 

A 

9 

10 

1 1 

12 

13 

14 

15 

o6 

17 

18 

19 

20 

21 

22 

23 

24 

25 

a. 
A 

Out-ol-penod normallzatoons are lor those otems boo<.ed durong the 

twelve month penod endong December, 1997. but whoch relate to an 

accounting penod CX.Jtsode of these lonanc.oats They also onclude 

known entnes booked in a penod other than the lmane~al year, but 

whoch pertaon solely to that lonancoal year 

Goong-level restatements are adJUStments requored to attaon an 

annualized ompact of specrloc ttems booked dun'lg the year. but 

which, due to ltmii'IQ, do not reflect a lull twelve monlhs of actovoty In 

addtbon, yellow page revenues have been removed from tho lonanrAal 

resulls lor reasons explaoned In Company witness Seaman's Dorset 

Testimony 

These adjustments are appropnate to accurately reflect the 

Company's revenue and cost revel lor purposes or thos case The 

out-of-penod normallzallons. goong-levol rosta:emen1s and 

dorectones adsustmentare reflected on Exhobot SA0·1. columns "(c)" 

and ·(d)" 

WHAT ARE "GOING-FORWARD ADJUSTMENTS"? 

Go1ng·f01Watd ad•ustments are r&quorod to rellec1 tha lull -year effect 

or sign11icant known and measurable cl\anges on operatoons that woll 

occur In the twelve-month penod followong December. 1997 As wolh 

the restahng adjustments. goong-lorward ad)UStmenls are necessary 

to accurately ponray tho Company's onijoong operattons Goong· 
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a. 

A 

a. 

A 

forward adJu~tments are reflected In Exhtbtt SA0·1 columns "(e )" 

and "(I)" 

PLEASE DISCUSS THE STEPS TAKEN TO QUANnFY THE 

FINANCIAL RESULTS OF OPERATIONS. 

The starttng po111t was the December 31 , 1997twetve-month·to-date 

per book total state 1ncome statement and rate base lor GTE Flonda. 

which represents lhe actual costs c!nd mvestments tnamed to 

operate the netwotk that provtdes wholesale and retail serv1ces today 

These finonclals. kept pursuant to the requirements of th1s 

ComrruSSIOn81ld the FCC. locmed the base upvn wtltch restallng and 

gotng-forward adjustments were tncorporated and upon wh1ch 

jurisdictional separations were performed AdJustments were made 

to revenue, expense ana rate base levels to properly reflect the 

ftnanaal results through the gotng-forwa:d pertod By deftn.tton 

gomg-forward adjustments tncorporate s•gntftcent known and 

measurable Impacts for a reasonable penvJ followtng the end of the 

fmancaal year The )Urlsdlcttonal separahon factors were then applied 

to the Florida operating results. by ma1or revenue expense and 

investment category, to arnve at Ftonda's mtrastate results of 

operations 

PLEASE EXPLAIN HOW DEPRECIAnON WAS HANDLED IN 

THESE FINANCIAL RESULTS. 

The normalized results reflect econom1c ltfe dapreclatton tn the 
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a. 

A 

a. 

technology-related accounts. wh1ch GTE Flonda has been us1ng 

since January 1, 1996 The Cornpany·s use of econom•c life 

depre~atton IS diSCUSSed ·n the tesumony or GTE wttness Mr 

Sovere1gn 

PLEASE DISCUSS THE APPUCAnON OF THE JURISDICTIONAL 

SEPARAnON FACTORS YOU MENTIONED EARLIER. 

Most of the investment and expenses of the Company are utilized 1n 

provrd1ng both Interstate and rntrastate serv1ces The Company 

books are marnta1ned accordtng to the FCC's USOA. whrch, 1n most 

cases, does not d1stmgu1Sh Investment or expenses as between the 

interstate and Intrastate JUnsdrcllons The Company must therefore 

use a separation cost study to allocate rnvestrnent and expense to me 

approprrate Junsdrchon The separation factors resulting frcm the 

cost studies were used to separate total Flonda results between the 

mterstate and 1ntrastate JUriSdictions These same factors were 

applied to the 1ndrvrdual expense and rate base adJUStments to denve 

the Intrastate portiOOS of the restat1ng and go1ng-torward adJUStments 

Exhibit SA0-1 reflects the mtrastate f1nancral results 

DOES THE ACCOUNTING DATA UNDERLYING YOUR 

TESTIMONY AND SCHEDULES REFLECT OPERATING AND 

FINANCIAL RESULTS WHICH ADHERE TO THE ACCOUNTING 

RULES AND REGULA nONS PRESCRIBED BY THE APPUCABLE 

REGULATORY AGENCIES? 
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A 

a. 

A 

a. 

A 

Q. 

Yes. 11 does As prev1ousty stated the books and records of the 

Company are ma1nta1ned 1n accordance w1th the USOA Pan 32 

which was adopted by th1s Commtss•on 1n Rule 25-4 017 Pan 32 

records the telecommun•cahon company s costs and 1nvestmen1 by 

plant category The cost separatJon stud•es adhere to the standards 

prescr1bed 1n Part 36 of the FCC rules and regulations 

HAVE THE NONREGULATED RESULTS BEEN REMOVED FROM 

THE ACCOUNTING DATA PRESENTED IN THIS CASE? 

Yes, nonregutated results have been removed Nonregulated results 

cons.st of both d•rect and allocated transactions Rotnovmg 

nonregulated ros•.lts was done 1n accordance With the Company s 

Cost Allocation Manual (CAM) The CAM 1s l1led w1th th1s 

Commtsston as requ1red by 1ts Rule 25-4 135 

ARE THE BOOKS AND RECORDS OF THE COMPANY 

REGULARLY AUDITED BY OUTSIDE INDEPENDENT AUDITORS? 

Yes Arthur Andersen IS GTEs 1ndepent1ent aud1tor Arlllur 

Andersen conducts a m1n1mum ol one complete aud1t per year 111 

order to provtde tr.e certrf1od 1ndependent aud•tors op1mon requ1rod 

for the annual report and other purposes 

PLEASE DISCUSS THE EFFEC1 OF THE RESTATING 

ADJUSTMENTS . 
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a. 
A 

operating taxes dre reduced $33.346 681 In total . not operatu .g 

oncome decreases S52 289 378 

PLEASE EXPLAIN THE GOING·FORWARD A DJUSTMENTS. 

Tho pnmary goong·f()(Ward adsustmont relales to a $23 2 molloon total 

company reduc1oon rn depr&e~ahon expense woth the rmptemontaloon 

or economic loves for suppotl assets and a remarnong lofe lfue-up for 

the drgolal swrtchong c.rcuot and ca!>le accounts A second 

adjustment relates to the 1998 rntrastato access reduction requ.red 

by Flonda Statutes aedoon 364 163(6) Thos wrll reduce the 

revenues rn 1998 by S8 6 mol loon 

Q. PL EASE SUMMARIZf THE RESULTS OF YOUR ANALYSIS. 

A 

a. 
A 

Tho results o( the analym are ShOwn on column (f) or Exhobot SA0· 1 

Mat ell rastatong and gorng·forward OdJUStments are reflocted rn lila 

twelve months ended December 31 , 1997. hrstoucal data tho 

rntrastate net opvratong ol'lC()C'O'le s $112 929 986 and 101111 company 

net rncome 11 $166.622 940 Thrs produces returns on equoty of 

7 56% and 11 15%. respeclovely Those results shOW the Company's 

costa, Investment and the assocrated profot level 101' today and the 

fOI'esee'lbte future 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yea 11 does 

10 
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DESCRIPTION 
(I) 

Operalmg Reven~ 

Ope<atlog Expenses 

Operating Taos 

H*l Operating Income 

A.,....ge R.tt• Base 

Return on ~le 8Me ln~menl 

Rotum on Equ"y 

TOCal Revenue Requlremenl 

• 
GTE FLORIDA IHCORPOAATEO 

lWEL'!l: MONTHS ENDING OECUIBER 31. 1997 
INCOME STATEMENT AHO RATE BASE 

ttQ8M6UZEJ) RESIA~O 

TOTAL COMPANY TOTAL COMPANY INTRASTATE 

12131/97 12131197 12131 /'iH 

(b} (~ (d) 

1.~JM1,1211 I ,282,029,11116 9Sl.091 . 141 

IMI7.365.017 IMI0,133.oa5 759.SS1 471 

1&4.1187.688 147,1~.135 83.894.1104 

244.688,421 1&4,6~.747 109,ll14,76& 

2.403.806.830 2.:108.168. 143 un.7e5.970 

10. 18% 774% e .oo% 

1ll.55~ 11.1~ 7.28% 

Dockel No 980!196-TP • ~ Toswnony of Steven Olson 
EY.Mlil No ~0-1 
FPSC EJchit>l No 
Paoc 1 oil 

GOING-fORWAB.O 
TOTAL COMPANY tNTRASTATE 

12/31/97 12131197 
(c} !0 

1.274,027.094 941 ,1199 141 

938,731 .045 743,218 . .SII 

148,473,110 es.~sDe 

180,&22,940 112.1129.Ne 

2.406.11118.382 1.&33.732.923 

7.76~ e1e'4 

11 15~ 7.5e .. 

S1:08.047,&48 S1 .1n.1102.•32 
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2 

Competition/Interconnection Program Management Off1ce for Telops, 

and was responsible for •nterconnect1on negotoatoons wtth new local 

3 market entrants In 1997, I was named V1ce Pres1dent - Central 

4 Regulatory & Governmental Affairs for Telops Earlier this year, I was 

5 appointed to my current pos11Jon 

6 

7 Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULA TORY 

8 BODIES? 

9 

10 

11 

1;1 

13 

14 

15 

A Vas. I h~r•e testified in ninE' sta• '" arbitration proceed1ngs ans1ng 

under tho Tnleoommunications Act ul .196 ("tho Act'). In Hawaii, Idaho, 

Illinois, Indiana, Ohio, Pemsvlvanla, South Carolina, New Mexioo, and 

Wisconsin. I also have testified on matters related to policy, rate 

design, unbundled network elements ("UNEs' ) and cost of service 

studies before many of these same state comm1ssions. 

16 Q , WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

17 A First. I will provide an overview of GTE's direct test1mony in this 

18 procaednlQ by identifying aadl GTE Witness and the 1ssues they Will 

19 address Second, I will descflbe the general pnnoples that run 

20 throughout (and should govern) all the issues to be adctessed in this 

21 docket Third, I Will aet forth GTE's spoetflc po51llona on msc..es 1, 2, 3, 

22 and 5{a) Identified for resolutJon •n th1s proceed1ng, and Will explain 

23 how these issues relate to, and are affected by, Section 254 of the Act 

24 

• 25 

2 



1 I. OVERVIEW OF GTE'S PRESENTATION 

• 2 

3 a. PLEASE UST THE OTHER WITNESSES GTE IS PRESENTING IN 

4 THIS DOCKET, AND PLEASE IDENTIFY THE ISSUES ADDRESSED 

5 BY EACH WITNESS. 

6 A In addition to my testimony. GTE is presenting the dtrect testimony of 

7 rrve Witnesses 

8 

9 Mr. Steven A. Olson identifM!S GTE's o.xrent, actual costs of providing 

10 telecommunications services In GTE's terntory A3 I disrusb In my 

11 testimony, this Information Is relevant to the calculation of today's 

12 Implicit t.X11V81'881lWltVice support, and therefore provides a gutde to the 

• 13 Commission In select.tng en eppropnate cost model and associated 

14 InputS used to holp calculate expliCit support 

15 

16 Mr. David G. Tucek presents numerous GTE-spec1tic 1nputs to the 

17 Benctvnari< Cost Proxy Model ("BCPM') end the output resulls from 

16 BCPM 

19 

20 Mr. Michael R. Noma presents GTE-specdlc inputs !or use 1n the 

21 BCPM which deal spectfically with venous expense ttems and general 

22 support asset categones 

23 

24 Or. Jamu H. Vander Weide pre~ents the fOIWCird·looktng cost of • 25 capital to be used as en mput to the BCPM 

3 



1 Mr. Allen E. Sovereign presents the econom1c deprec•etiOn liVes to be 

• 2 1nput into the BCPM 

3 

4 II. GENERAL PRINCIPLES APPUCABLE TO ALL ISSUES 

5 a. WHAT GENERAL PRINCIPLES APPLY TO ALL THE ISSUES 

6 PRESENTED IN THIS DOCKET? 

7 In thiS docket. the Corr.rTllssion must evaluate and select a cost model 

8 that calculates the tolal forward·looking cost of prov1d1ng basic loco: 

9 telecommunlcatlona service To the extent auch a model will be used 

10 to help estabh&h a pennanent umversal serv1ce fund for the Slllte of 

, , Florida, the results of the model must be suffiCient to preserve, 

12 malntaln, and advance universal service as roqu1red by Section 254 of 

• 13 the Act and bv Section 364 025 of the Flonda Statutes These 

14 fundamental prlnclples~nsunng a "auffident• universal sarv1ce fund 

15 and ·preserving and maintaining" Ieday's levels of unrversal servrce-

16 apply to all the rssuos presented 1n th1s docket 

17 

18 Gillen the above obJediVa. the critical questiOn presented in lh1s dod<et 

19 Is easily t>tatad. rlow can we dotermma whether a psr1JCUiar forward-

20 loo«<ng COSl fl'IOCJ&IIS appropnata for establtshing o permanent untversal 

21 seMic8 m&Ch8nism that is suffiCient to preserve and malntam umversat 

22 sa!VI067' To answer this question, we should evaluate a cost modal by 

23 companng its results to today·a levels of •mphe~t unrversal sarvrce 

24 sc lflPOI'l In lhts way, we can assess whether a cost model's results aro 

• 25 suffte~ent to preserve and ma1nla1n uniVnrsal sorv1ce 
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9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Q. 

A 

Q. 

Let me expla1n th1s last pomt Promoting un1versal serv1ce has txten a 

longstanding goal of thiS CommiSSIOn To date. the goal of un1versal 

serv1ce has been ach1eved through a system of tmplictl supports 

embedded in GTE Flonda's rates Under the Act, today's 1mpllot 

supports must be replaced With a suffiCient. explrctt lund Since the 

purpose of a urwersal seMCe cost model1s to help estabbsh an exphcll 

lund, the appropoateoess of the model can be Judged by companng 11s 

results to today' a 1mphe~t supports. 

HOW CAN WE CALCULATE TODAY'S LEVELS OF IMPLICIT 

UNIVERSAL SERVICE SUPPORT? 

We can reasonably estimate today's levels of universal service suppor1 

by comparing ( 1) the cutrent revenues generated by servtces thai are 

now priced abcwa their ecotiOmlc cost. With (2) the reven\Als that would 

be generated by such serv1ces 1f their pnces were equal to the~r 

economic costs 

For example. tnlorstate end 1ntrastete access serv1ce~ are currently 

pnced above lhe:t cost, and thus provide s1gn1f1cant amounts or tmphc1t 

univernl servtce support We can calculate the amount of 1mpllot 

support provided by these serv1cas by comparing current access 

revenues with the revenues that would result 1f access sarv1ces wore 

priced at economic cost 

HAVE YOU PERFORMED SUCH A CALCULATION? 

5 
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1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

these S91Vlces assuming the pnce of each serv1ce was reduced to 

reflect its eoooom1c cost as determ1ned by the Comm•sston·s own 

flndtngs regard1ng the costs or unbundled networlt elements and the 

avo1ded retatllng expenses set forth 1n 1ts 1997 Order tn GTE's 

consolidated arbltrattons wtth AT&T and MCI (Petmoos o! AT&T 

Comm of the Soothecn States Inc MCI Telecomm! Corp &ad MCI 

Metro Arqss Iransmlsstoo Svcs Inc tor Arbnrauoo of Certain Tgrms 

and Conditions of a prooosed Agraement wrth GTE Floods Inc 

Co!n"lrii!Q lntoroooooctiOO and Rgsale Under the Tele<XlfTlms Ad of 

~ Ofder No PSC·97.()()64.FOF·TP, Jan 17 1997 .) 

F!03IIy, coii6M (c), which 1s Simply the d1fference between columns (e) 

sod (b), renects Ieday's impi!Cl!lupport Inferred by the (' :>mmiSSiOn's 

own findings of fact My Extubll MCS-1, attached, presenls a summary 

descnpllon of the process used to develop retail ·economic costa• 

based on the Commlaston's ordered UNE rates for GTE. 

18 0. COULD YOU EAPLAIN IN MORE DETAIL HOW YOU DETERMINED 

19 THE ECONOMIC COST OF EACH SERVICE? 

20 A Yes The econom1c costs of local business servtce and toll sorvtco 

21 were calculated by adding up the costs of the UNEs used in tho 

22 

:/3 

24 

25 

provision of each sorvico These UNE costs. however, reflect only 

wholesale costs. end must be markod up to reflect tho rot&JI!ng 

expenses that would be oncurred to provoding busmesa and toll 

services. For these servtcoa, 1 marlted up 1110 total UNE costs to 
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10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

a. 

account for retaihng expenses based on the Comm•sslon's avoided cost 

dlscount rate of 13 04%. wh1ch was established by the Comm1SS1on 1n 

GTE's arbitration wrth MCI and AT&T 

Interstate and Intrastate access are wholesale offerongs, and therefore 

the associated UNEs ware not marl<ed up by the avo1ded coet discount 

Also. the Interstate access ligures exclude end-user common :1ne 

("EUCL.) charges. wtl1ch were included in the local revenues 

Finally, we assuned the oconomrc cost of verttcal serv1ces to be equal 

to just the costs associated With retailing tt"le services (LA. the avoided 

retailing expenses) This procedure was used because the 

Convnlsslon required GTE to include all verticaifeatures 1n the pries of 

local switching, preaumably because the Commission believed the 

direct costs of unbu'ldled vertJcal features are neghg1ble Altnough 

GTE does not agree With the Comm•ss•on's deosion on th1s po1nt, GTE 

acknowledges that vertical serv1cas are today pncad well above the11 

cost. and therefore provide significant 1mphclt supports Again, 

however. under the Commission's own analys•s. the econom•c cost of 

unbundled vertical &ervicas Is ertt"ler (a) zero or (b) 1ncluded rn the 

unbundled port costs 

YOUR SUPPORT ANALYSIS LOOKS AT THOSE SERVICES THAT 

CURRENTLY PROVIDE IMPLICIT SUPPORT. CAN YOU FERFORM 

THE SAME ANALYSIS FOR SERVICES THAT RECEIVE IMPLICIT 

8 
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10 

11 

12 

13 

14 

15 

16 

17 

16 

19 

20 

21 

22 

23 

24 

25 

an affie~ent provider in a competolove market would incur today tn 

providing ubiquitous serv1ce The htstory and purpose of regulatiOn 

confirm this point 

For much or this c:entuty, the CommtsstOn regulated GTE under rete-of

return regulation to ensure that GTE's rates are "fa1r. JUSt, r.!lasonable 

and auffie~ent• and that GTE's serv1cos and equ1pment are "modem. 

adequate, avffic1ent and effiCienL" (Fla. Stat, Sectl0rl364 03(1)) In 

1995. the L.eglslature enacled a statute that prov1ded for pnce 

regulation, which is Intended to promote even greater effietenCJes and 

to eocourage ILECs to make the same econom1c deds1ons that would 

be made in a fully compeUtrve market Indeed. the Florida Legislature 

recogn1zed this very point tn Sectton 364.01 (4)(1) 

"(4) The Commission shall exeretse rts exclusive 

JUnsdtction to. 

(I) Continue 1ts h1stoncal role as a SUffO<JBie for 

competitiOn for monopoly servtces prov1ded by local 

exchange companlea • (emphas•s added] 

In a nutshell , the pnnopal purpose of regulaloon rs to be ·a surrogate 

for competition" to ensure that the firm earns no more than a 

reasorl8ble profit <1L return) on tts Investment If the CommtSSI(lll has 

fulfilled Its statutory duties-and GTE behaves rt has-then GTE's 

ourrent revenues should reflect the total, "ctual costs an offic1ont 

provider would Incur In prov1d1ng ublqurtous serv1ce today. rncludrng a 
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2 

3 

reasonable profit Therefore. GTE's current revenues can be used to 

help calculate today's cost of supporttng umversal servtce 

4 F~nally, I will note that the FCC agrees W11h my analysis and wtlh the 

5 Flonda Legislature's finding that regulation Is a ·surrogate for 

6 compehtion • In 1ts Second Report and Order 1n the LEC Pnce Cap 

7 proceedings (the 'LEC Price Cap Order"). the FCC explained 1ts 

8 posrtion on both retiHJI-r&tl.m regula!Jon ond pnce-cap regulat•on The 

9 FCC opined that rate-of-return regulaUon may have ·a tendency to 

10 produce inefficiency,' but ultimately concluded that 'rate of retum 

1 1 oversight is a responsible. functional method of correcting for these 

12 tendencies: (LEC Price Cap Order at para 29 ) Indeed, the FCC 

13 

14 

15 

noted that it haC: disellawed over $2 7 bttllon 1n LEC eccess che•ges 

between 1985 end 1990 using ret<Hlf-retum regulation (Jd at n 31.) 

16 Because of alleged (allhoogh unsubstantlated) concern over gold· 

17 plating, the FCC Implemented a price-cap regime. Like the Florida 

18 Legislalura, the FCC expressly 8do'low1edoed that the purpose of such 

1 9 a regime is to repiicete the benefits of a fully competttlve market 

20 ·ay our action today, (retiHJI-fetum] regulation W111 

21 be replaced for the largest of the LECs on January 

22 1, 1991. with an lncenlive·based system of 

23 reguleUon similar to tho system we now use to 

24 regulate AT&T Incentive f8Qulallon Will reward 

25 companies that become more product1ve ano 

12 
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3 

4 

5 

Q . HAS GTE PRESENTED ANY OTHER EVIDENCE TO SUPPORT ITS 

CLAIM THAT CURRENT REVENUES REFLECT THE CURRENT 

ACTUAL COSTS OF PROVIDING SERVICES? 

A Yes. GTE has presented the testimony of Steven A Olson. Manager

Regulatory Accounting and Compliance Mr Olson's tesHmony sets 

6 forth a financial analysiS of GTE's adJusted operating results for the 

7 twelve-month penod end1ng December 31 , 1997, and IS based upon 

8 GTE's actual oosts. Mr. Olson's analysis shows that GTE's regulated 

9 revenues (Of 1997 recovered no more thar the actual costs incurred by 

10 GTE. and provided a retLm on equity of only 7 56% (Of GTE's 1ntraslate 

1 1 operations Clearly, GTE has not earned any "monopoly profits: and 

12 Its curent revenoes actually understate the costs of prov1ding service 

13 

14 

15 

16 

17 

In sum, GTE's current revenues reflect the total, actual oost of 

providing service today, and these oosts are the oosts an efficient 

prOVIder would incur In providing ubiquitous telephone service 

dYoughout GTE's service temtory Accordingly. wo can Identify today's 

18 costs of supporting univen;al semce by calo.Jiattng the 1mphot supports 

19 generated by selected services GTE's Support Analysis diScussed 

20 above ltlOWs lh11 calculation. and conserv8llvely ldent1foes omphot 

21 supports of OV« $487 mdhon per year for GTE. Th1s $487 million 1s. 1n 

22 essence, today's impbof un1versal servoce lund As I doscussed earl oar, 

23 the j:UJ)Ose of 8 oost model is to help eslabhsh an exp/JCII fund that os 

24 

25 

sufficient to preserve and maintain untve:sal servtce 11 a cost model 

fails to produce 8 fl.l'ld SIZO CXlfT11TlerlS1Jte Wlth toda)"s lmphett fund, we 

14 
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3 

must ask why, and, if necessary. we must adJUSt the results of the cost 

model to accurately reflect today's universal servtce reqwements 

4 0 . ARE THERE ANY OTHER SOURCES OF IMPLICIT SUPPORT IN 

5 ADDITION TO THOSE LISTED ON YOUR SUPPORT ANALYSIS? 

6 A Yes. For example, yellow pages advertising has been used by the 

7 Commission to provide significant support for basic service customers. 

8 Although GTE currently operates under a price-cap form of regulation. 

9 the foundation for the mitial set of price-cap rates was based on a 

10 revenue stream that included "imputed' yellow page aovertising 

11 contributions as a source of support. That level or "imputecr implicit 

12 support necessarily continues on In a price-cap environment. 

13 

14 This example t>f another source of universal service support 

15 underscores my point that the $487 million that I previOusly computed 

16 is a conservative estimate of today's implicit universal service fund. 

17 

18 Q. THE PURPOSE OF THIS PROCEEDING IS TO EXAMINE THE 

19 TOTAL COST OF PROVIDING BASIC LOCAL SERVICE USING A 

20 COST PROXY MODEL WHY ARE ACTUAL COSTS AND CURRENT 

21 IMPLICIT UNIVERSAL SERVICE SUPPORT REQUIREMENTS 

22 RELEVANT TO THIS PROCEEDING? 

23 

24 

25 

A. The Leglslalura directed the Commtsslon to investigate and report on 

the total forward-looking cost of provtdtng baste local 

telecommunlcettons servtoe In order •to asstst the Legislature in 

15 
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9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

rebDianong 

"(L)et's assume we're not on a sotuallon where 

we've gvt any over~armngs We're on a company 

that's within the regulated base. then I am 

svpponove of revenue neutral changes for the 

company which would mean ooe of a couple of 

thongs. Either when you lower access. you at the 

same time receive funds from the umversal 

servoce which was the example we just talked 

about Of you could atso tower eocess wnote dOtng 

some rate rebalancing In terms of raising 

residential rates Of some other rates Within the 

company. In other words. we {AT&T] agree that 

access 1s 'In 1mpi/Cit subSidy gomg to supporl 

rasldentJallocaJ service And, no, you shouldn1 

have that taken away and roduce access 

lndependenUy 

Testunony of G. Blaine Darral1111. Director-Regulatory, AT&T Law and 

Government Affairs Drvtslon. Tr 612-13, In re Geoeoc lnvos!lgauon ol 

Intrastate Access Charge Reform. DOCket No 1-00960066 (Pa Pub 

Util Comm'o)(traoscrlpt of Sept 11. 1997) (emphasos added) 

AT&rs analysis necetsanly acknowledges that an ILEC'a regulated 

revenues equal u.s efllciontty t!'ICUrrod costs. and therefore when tmphctt 

SUbSt<leS are removed they must bo recovered !rom a uno\lersat servoce 

17 
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1 

2 

3 

4 

5 

mechanrsm In order to preserve and marntaJn unrversal servrce 

Although AT&T's admrssrons rn Pennsylvanra rnvolved rate-of-return 

regulatron. the ponople remarns the same Regulatton rs a surrogate 

for competition, anJ an ILEC's revenues equal the costs of an effrctent 

provider. regardless of whether the ILEC IS subject to rate-of-return 

6 regulabon or any form of price regulauon 

7 

8 a. WHAT WOULD HAPPEN IF THE COMMISSION OR THE 

9 LEGISLATURE IGNORES TOOAY'S COST OF PRESERVING AND 

10 MAJNTAINING UNIV£RSAL SERVICE? 

1 1 

12 

13 

14 

15 

16 

17 

A If the Cornm1sslon or the Legislature establishes a unrvorsal service 

fund or mec:hanism based so!ely on the results of a long-run. forward· 

looking cost model, and if thrs cost model farls to produce a fund srze 

necessary to replace today's levels of Implicit support, then universal 

service will be ~d!Z.ed Moreover. as I drscussed eenrer, the use 

of such a model would violate both federal and state lew. because rt 

would not produce a fund size suff·rc•ent to preserve and maintain 

1 € universal service. Finally, insufficient unrversal service funding Will 

19 result In significant stranded costs for ILECs, and such costs must be 

20 recovered from consumers 

21 

22 Ill. GTE'S POSmON ON SPECIFIC ISSUES 

23 

24 

25 

a. ISSUE #1 : WHAT IS THE DEFINITION OF THE BASIC LOCAL 

TELECOMMUNICATIONS SERVICE REFERRED TO IN SECTION 

364.026(4)(b), FLORJDA STATUTES? 

16 
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20 

21 

22 

23 

24 

25 

service mechanism can be detenntned solely through the use of a 

long-run, forward-iooktng cost model, and GTE does not believe the 

Legislature Intended such a result For example. the Legtslature 

directed the Commisstof'l to report on •the relattonshtps among the 

costs end charges associated With provtdtng baste local sorv•ce. 

Intrastate access, and other servtces provided by local exchange 

telecxliMlUilica\lons compantes: and thts report ts independent of any 

report addressing the results of a cost proxy model for baste local 

service. This report would be irrelevant rf the Legislature Intended to 

establiSh a permanent universal servtce fund based solely on forward· 

looking cost models. 

Second, as I discussed in Part II of my testimony, GTE believes that 

any explicit universal service fund or mechanism must be sufficient to 

replace all of today'~ implicit subsidies, and the results of any cost 

model should be adJUSted to accommodate this goal OthefWise, 

universal service Will be J8opardtzad and the use of the cost model wtll 

violate federal and state law 

Th1rd, GTE does not agree that a cost proxy model should be used to 

detennlne the cost of provldlng servtces GTE behaves that company

specific models and company-speciftc costs should be useo, because 

they more accurately reflect the costs of providtng servu:e •n Flonda 

Wtth thell8 hm•tattOnS 1n mmd, GTE behaves that the BCPM tS the more 

20 
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1 

2 

3 

4 

5 

reasonable pi"Oxy model. but that the BCPM should be populated Wllh 

company·speclfic 1nputs These 1ssues are addressed 1n the d1rec1 

tesumony of GTE w1tnesses Dav1d Tucek. James Vander Wo1de. 

M1chaet Noms and Allen Sovereign 

6 a. WHAT IS THE TOTAL COST OF PROVIDING BASIC LOCAL 

7 SERVICE IN GTE'S TERRITORY AS CALCULATED BY THE BCPM? 

e A Using G ... E-specffic Inputs, tne total cost 0( pi"OVIdJnO ba.slc local service 

9 1n GTE's territory on en annual basis equals $771 million This total 

10 COlli was celc;ulatod using a throo-Giep process. 

11 

12 ElLal. the BCPM produced the costs of providing basic local service 

13 (LA.. S4Jppor1ed services) at a wire center level on a per-tine basis lor 

14 each wire center within GTE'a service territory. (Obviously, these costs 

15 very by wire center.) Sgcood, the total cost of prov1ding bas1c local 

16 seMC8 lor all customers within a specif•c wire center was calculated by 

17 multiplying (I) the BCPM's cost per hne by (II) the number of lines In that 

1 e Wl.re center. Ibi£lj, the total cost of prov1dlng basic local sarv1ce for all 

19 of GTE's service territory was celculalod by adding together the total 

20 costs of oach wire center. 

21 

22 a. BASED ON THESE RESULTS, WHAT UNIVERSAL SERVICE FUND 

23 WOULD THE BCPM CREATE ASSUMING THAT TODAY'S RATES 

24 FOR BASIC LCCAL SERVICE REMAINED THE SAME? 

25 A Under thiS oasumphon, the BCPM wouto proeluco o tolal support 

21 



• 

• 
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2 

today's imphot support, as determmtJd by usmg the CommrsSIOn's own 

findmg of fact on economJC costs. el!ceed $487 mtlhon per year The 

3 BCPM. however, procJCes an expliCit fund of only S306 m1lhon per 

4 year. Given that the Act requires all impllot subs1d1es to be made 

5 expl icit, and given that all of Ieday's implicit suppr-rt is needed to 

6 preserve and mainta1n umversal service, rely1ng on BCPM alone Will 

7 result in a fund size that IS Insufficient 

8 

9 Q . ISSUE 3: FOR PURPOSES OF DETERMINING THE COST OF BASIC 

10 LOCAL TELECOMMUNICATIONS SERVICE APPROPRIATE FOR 

11 

12 

13 

14 

15 

ESTABLISHING A PERMANENT UNIVERSAL SERVICE 

MECHANISM, SHOULD THE TOTAL FORWARD-LOOKING COST 

OF BASIC LOCAL TELECOMMUNICATIONS SERVICE PURSUANT 

TO SECTION 38 ... 025(4)(b), FLORIDA STATUTES, BE 

DETERMINED BY A COST PROXY MODEL ON A BASIS SMALLER 

16 THAN A WIRE CENTER? IF SO, ON WHAT BASIS SHOULD IT BE 

17 DETERMINED? 

18 A Yes, the costs should be celculated on a baSIS smaller than a Wire 

19 center to m<l(e accurately reflect the cost d1Herences wrthm a Wire 

20 center Using a Wlre cenlllf to delineate a universal sarv1ce support 

21 area n&ks muong lower-cost urban centers With algmf,cently h1gher-cost 

22 outlying areas. The Wtre center 1& stmply too large of an area to 

23 capture end model cost vanat1ons 

24 

• 25 

23 
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1 Q. ISSUE 15(a): FOR PURPOSES OF DETERMINING THE COST OF 

2 BASIC LOCAL TELECOMMUNICATIONS SERVICE APPROPRIATE 

3 FOR ESTABLISHING A PERMANENT UNIVERSAL SERVICE 

4 MECHANISM, FOR WHICH FLORIDA LOCAL EXCHANGE 

5 COMPANIES MUST THE COST OF BASIC LOCAL 

6 TELECOMMUNICATIONS SERVICE BE DETERMINED USING THE 

7 COST PROXY MODEL IDENTIFIED IN ISSUE 2? 

8 

9 

A The cost of provtding bask: locai telecommuntcallons sorvtca should be 

determined for each non-Nral mcumben: LEC in the State of Flortda 

10 ILECs are currently the only earners obligated to provtde baste 

11 

12 

13 

14 

15 

16 

universal service on a carrier of last resort basts in a defined 

geographic orea Moreover, ILECs have the oetworks in place today 

to provtda service to all customers wtthln their service terntory, and tt 

Is likely that the ILECs' net ·Nk will continua to be used to provtda 

service. Thus, until ubiqUilou~ lac. 1s-based competltton develops, 

t.nivefsalll'lrvice support should be n~o mtned based on the eJCJSitng 

17 tLEC's curroni, oetuol CO!il of p rovodong $ilrvico 

18 

19 Q. DOES THIS COMPLETE YOUR DIRECT TESTIMONY? 

20 A Yes. GTt has not addressed tssues 6(a)-(c) tn tts dtriiCI testimony. 

21 because these issues concern LECs servtng fewer than 100,000 

22 a~u lines GTE, however, reserves tts nght to take a posuton on 

2J these tssues later tn the procaedtng 

24 

25 

24 
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11 

18 

19 

20 

21 

22 

23 

24 

25 

a. 

A 

a. 

A 

GTE FLORIDA INCORPORATED 

DOCKET 980696· TP 

DIRECT TESTIMONY OF ALLEN E. SOVEREIGN 

I. INTRODUCTION 

PLEASE STATE YOUR NAME, ADDRESS AND PRESENT 

POSITION. 

My name 1S AllenE Sovoretgn My bus1ness address 1s 1420 E 

Rochelle Dr • lrvtng, T exes 75038 I am employed by GTE as 

Managar-Capttal Recovery 

PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL 

BACKGROUND. 

I recetved a Bachelor of Sc•once Degree tn Etectrtcal (ngtnoertng 

from Mtch•gan Technologtcal Untverstty, Houghton. M•ctugan tn 

1971 I recetved e Master or Soence Degree tn Bustness 

Admintstra1JOfl from lndtana Urwers.ty Bloomulglon, lndtana, 1n 19ll0 

I have attended courses 1n doprectalton end hie analySIS provtded by 

Deprectahon Progron.s, Inc of Kalamazoo Mtchtgun I have also 

attended and tnstlucted baSte and advanced GTE courses 1n 

depre<:Jatton life anetya•• I em A Snntor Member oltho Soctoty of 

Deprectahon Profeastonals 

1 
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2.3 

a. 

A 

a. 

A 

Q. 

A. 

a. 

A. 

BRIEFLY DESCRIBE YOUR WORK EXPERIENCE WITH GTE. 

I have worked w1th GTE Companies for 24 years. w1th 17 or those 

years in the Deprec1a1Jon study area I have held vanous posrtlons 

1n Eng1neenng and Construction. Cap1tal Budgetrng. Marketing, and 

Product Development I was named Manager or Cap11a1 Recovery 1n 

February 1994 

WHAT ARE THE RESPONSIBILITIES OF YOUR CURRENT 

POSITION? 

I am respons1ble for the preparation, fihng. and resolution of cap1tat 

recovery stud1es for GTE Telephone Operations and the 

determtnat1on of econom1c hves for GTE 

HAVE YOU PREVlOUSL Y TESTIFIED 

REGULATORY BODIES? 

BEFORE ANY 

Yes, I have testified before the Texas, New Mex1co. Arkansas. 

Cahforma. Washington Oregon. Idaho, IllinOIS, Pennsylvania 

M IChigan, lrxd1ana, South Carolina V1rg1n1a. Kentucky. Nevada. Iowa 

Nebraska, and Hawa11 State Utlhty CommiSSIOns 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

My tast.mony addresses Issue 4(a)-tha depreciation rates that 

should be onput 1nto the cosl model Chosen to determ1ne the cost of 

prov1d1ng ba11c local serv1ce I w11t ftrst descnbe !he appropnate 

methodology for delerm1n1ng the deprec1at1on hves used 1n un1versal 

2 
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A 

0. 

A 

"Economic life" IS the penod of limo over whtch an asset 1s used to 

provide econom•c value to GTE ·econom•c depreoa!•on· ts the per 

annum rate at wh•d1 the cost of an asset can bo recovered dunng the 

assers economtc hfe Econom1c dep•eoat•on can be oxprPssed 

mathematically 1n Its stmplost terms as the amount of tho or.grnat 

anet tnvestmont dtvtded by us econom•c life Thts quohent 

represents an asset's econom1c depreoatton expense that must bo 

recovered each yoar for the durauon of that assol's econom•c hfe 

IS THERE ANY REASON TO DEPART FROM ECONOMIC 

DEPRECIATION METHODOLOGY IN THIS DOCKET? 

No H1stoncally, regulatory comm•sa•ons prescr•bod asset lives based 

on the assumpttons that there would bo little or no compehlion. and 

lhot tedYlOiogiCal tnnovatton would conlinue at o constant pace Tho 

opentng of tnd local exchange mari<et tnvalidated thOse bas.c 

asaumphons As noted above. the oconom•c ltfe or an asset 1s the 

penod of limo over which that asset •s used to provtde economic 

vDiue Both tncreased oompellbon and technologtcal change shonen 

the penod over wh1d1 an anet wrll provrdo economic value In a 

world where GTE was tho sole provtd"' tl was able to keep old 

assets on the books. even after then econom•c hf11 had oxpned 

because deprociahon rates wore based upon art•ftCtSIIy long asStot 

lives Basing deproeiel•on rates on long asset hvOl v•otood lowor 

depreCtahon ratta ana a longer ported or trme over whrch the asset 

waa depreoated These longer doprec.. 'Itt on ltve1 helped state 
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a. 

A 

a. 

A 

commiSSIOn:> to keep consumer pnces low Today·s marllet 

env•ronment-wh•ch w1ll reduce the length olume over wh1ch GTE 

must recover rts 1nvestment•n an asset- renders tho use of art•f•c•ally 

long asset hves 1n calculatmg doproc•ahon expense unsusto1naoto 

GTE urges th1s Comm•ss1on to re,ect any suggeshon that Flor1da 

should use an outdated. hlstoncal·based deprec1at10n oporoach

especially when rates the Comm•ss•on p-escnbed lor GTE as early as 

1992 demonstrated more progress1ve th1nk1ng 

HAS THE FLORIDA PUBLIC SERVICE COMMISSION ("FPSC") 

STRICTLY FOLLOWED THE "TRADITIONAL'' METHOD FOR 

SETTING DEPRECIATION LIVES IN FLORIDA? 

No The Florida CommiSSIOn has for some hme taken a more 

forward..Jook•ng and mnovat1vo approach. 1n con1unc11on w•tn 

ttad•llonal methoJs 1:1 sott•ng dopreoat1on hvos Indeed the FPSC 

historically has r.ot followed. but has oeen ·m.fronr of the FCC 1n 

tha1r analysts of appropnato deprec•at•on parameters Approval ol 

GTE"s deprec&Bt1on Inputs 10 thiS case would further the FPSC s post 

thinking. 

HAS THE FPSC ALREADY APPROVED DEPRECIATION 

PARAMt:TERS FOR GTE THAT ARE SIMILAR TO THOSE GTE 

PROPOSES IN THIS CASE? 

Yes As observed 1n the ouached Exhtt:llt AES·1 many key hvos 

approved lor GTE by the FPSC are neerly the same as roouosted tor 

5 
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3 

and shown on Exhobot AES-2, attached GTE also uses these 

depreoatoon parameters lor fonancoal repon1ng purposes 

4 1!1. THE INTRODUCTION OF COMPETITION REQUIRES THE USE OF 

5 ECONOMIC LIVES 

6 

7 

a 

9 

10 

11 

12 

13 

14 

15 

16 

t7 

18 

19 

20 

21 

22 

23 

2o4 

25 

a. 

A 

WHAT FACTORS SHOULD THE COMMISSION CONSIDER IN 

APPROVING DEPRECIA DON INPUTS FOR THE COST MODEL? 

The Commossoon should keep on m1nd that 11 has already approved 

depreoal;on loves that are. on many onstances the same as or simolar 

to the loves GTE proposes here There 1s no plausoble rotoonate lor 

revert1ng to a less progross1ve stroctly hostoncal approach wtuch 

would be pnmar1't a mortality analysos wrth stoght adJUStments lor 

technologtcal chango Rather competotove ompacts r'lliiSI bo 

rocogniZed rn estabhshong the I!GOfl'lmoC value of GTF J as· • To 

thiS end. some 240 compantes hold statewode corttficates to operate 

as altematove local exchange earners (AlECs) oncJud1ng such 

companies as AT&T, Bell South MCI, Tome Warner. W1nStar 

Woretess. Boz-Tel Amentech Metropolitan F1ber lrllermedoa Cable 

& W oreleh. TCG. Tehgent, and WorldCom Full facllotoos bypass os 

beoomong more of a rtlaloty not only through emergol'lg lec:hnclog1cal 

developments hke Wireless local loops and tranSMISSIOn through 

e1octnc hnos buulso ttvough mega-c.ompetotors hke AT& T-TCI. and 

SBC-Amentech Competitors woll use not only copper twostod wore 

pa1ra but also local worelen coaxool cable. ond the eloctr cal Wires 
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a. 

A 

a 

A 

anto the home The deprecaatlon anputs approved an thas case must 

reflect these competatave cons1doratoons Indeed, econo.n1c 

deprec1atoon based on competitive market asset ll~es as the only 

approach consastent With the use of the forward-lookang cost•ng 

principle the Flonda Leg1slatura has dtctated 

ARE THERE SPECIAL CONSIDERATIONS THAT SUBJECT GTE 

FLORIDA TO PARTICULARlY SEVERE COMPETITIVE LOSSES? 

Yes GTE's feollbes tn FIOnda ere conoentraled large!) an the Tampa 

Bay Area, whtch has been a prtme entry target for numerous 

compelttors Th1s geographtc concentratoon ancrcoses compet1t1vc 

nsk, makang GTE's Fronde's operations pan•curarly susceptible to 

devastating competitive losses 

HOW SERIOUS IS THE COMPETITIVE THREAT IN GTE'S LOCAL 

MARKETS? 

Very Bei"IOU4 The Tolocommumcataona Act nt 1996 hns substantially 

eased entry tnto local markets for competrtors of c>rt 11zes GTE has 

already executed 59 anterconnectaon and/or resale contracts w•th 

other ftnns ResJie as a pan1cularly qu1ck an<1 easy way tor oven 

smaller 11ntrt•es to offer serv•ce More amportantly m1ny of GTE's 

competitors Will oo Iorge, wall f1nanced and wall established 

telecommunications compan1es-some of wh1Ch may bypass GTE's 

network completely For example AT&T Cha>rman C M•Chael 

Armatrong has en.pheaiZod that rocal storvace 1s a key aspect of 
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a. 

A 

access to our customers end we must control costs Thos 

onvestment woth TCI os really the begtnntng of a consumer

based faohues servtce • • 

(CBS MarketWatch Medoa Repon June 24, 1998, "AT&T Buys TCI 

tn $46 Btlhon Deal ") 

Stnce TCI operates In GTE's Tampa terntory, the AT&TfTCI merger 

underscores the need for thos Commosston to afform the use vi 

economoc deprecoatoon pnnctples that will conunue to permot GTE to 

recover capital onvestments tn accordance Wllh market reahttes 

DOES GTE FACE BYPASS FROM OTHER SOURCES? 

Yes GTE competes wolh facthhes-based provtders-lncludong tCI 

MFS/WorldCom. MCI, WonStar. AT&TfTCG. Ttme Warner , e spore, 

and the Ctty of Lalteland-even today Bypass options woll oecomo 

Increasingly more common through emergong technologtes such as 

wireless local loop options WonStar for tnstance os a "woreless Iober" 

company already operating on GTE s market As noted on a recent 

W all Street Journal antcle 

"WtnSter !lnd other Wlreless servoce companoes could offer the 

gtant Bell companies and GTE Corp thutr most meonongful 

cor . .pelttiOn In tunng BWay phone customers to altemauve local 

services on a massiVe scelo • 

(Wall Street Journal. Nov 10. 1997. page 66) 
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On May 7, 1996. WtnStar announced that servtces were launched 

dunng the first four months of 1996 to seven markets. mcludtOQ 

Tarnoa {WinStar press release. May 7. 1996. 'WtnStar Adds 7 New 

ALEC Markets') 

Tellgent lac offers another eXBmple of !he compeltltve threat of 

emergtng ted1nologtes Alex J Mandl, former AT&T Prestdent and 

now Chatrman and CEO of Teltgent Inc recently stated 

•tt ts no aCCtden: that the company AT&T dectded to buy to 

jump-start its entry mto local markets was Telepon 

CommunicatJoos Group, one of the largest of the new lactltttes

based local compeutors 

Compantes like Teltgent. WtnStor and BtzTel (now owned by 

Teleport) today are de!tvenng new broad-band sorv•ces 't111tl 

teChnology that was not ayailable eyen a year or two ago 

Real comoehttoo ts comma to the local telephone market 

(Wall Street Journal, Jan 28 1996, page A18 [emphasts added)) 

On Jan•Jary 28, 1998. Teltgent announced the ftrst ten Ctlles. 

tncludlflQ T!III!Il8 and Ortando, for full commeroallaun<.h of faaltt•os

based commeretal service o11er tts own dtgttal wtreless networks tn 

1998 AI the same t11ne. Teltgent announced that tl had orde•ed tts 

first ten OMS-500 swt!Ches (Teltgenl press release, January 28 

1998, "Tol!gent Announces Ftrst Ten Ctlles lor Commerctal Launch 
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on 1998 ") In the company's report of 1997 lonanoal results 

Chaorman Mandl emphasozed Telogent s local market strategy 

We are buoldong the necessary loundatoon lo supporl our 

aggressove buold out schedule We ro deployong the most 

advanced dogotal local communocatoons networks on the 

country to bnng real competotoon to the lccal marketplace 

(Telogent press release, March 11 , 1998. ·relogent Repons 1997 

Fonanclal Results, Settong the Stege lor 1998 Market Entry") 

Tellgent's local market assault prompted Fonune magazone to name 

Tehgent one ol Amenca's 12 ·coolest• companoes The July 6 , 1998 

ossue states ·wall Street and ondusuy pundots are gushong aboutthos 

lledglong telecom company. wtuch os buoldong a natoonwode woretess 

network to prov.de local phone servoce • (Fortune Magazone, July 6, 

1998, ·cool Companoes 1998 ") 

Chaorman Mandl responded ·ro be recognized as the only cool 

telecom servoces company at a tome when competotoon on the 

telecommunocatoons ondustry os explodong os excnong lor us We ve 

always known that Teligentos brongong leadong edge technology to the 

mat1!.etplace Butol's noce to be cool, too· (Telogent Press Release. 

June 17, 1998, "Futuna Mogazone Nomos Telogont One of Amenca·s 

·Coolest· Companoes ") 
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Q. 

A 

Loa~r strategy. Among the new mar1<ets ltsted tS GTE's Tampa· St 

Petersburg market 

COULD YOU PROVIDE SOME EXAMPLES OF HOW A CUSTOMER 

COULD LEAVE GTE'S LOCAL WlRELINE NETWORK FOR A 

COMPETlTOR'S LOCAL WIREL ESS NETWORK? 

Yes In Febluaty 1997 well before the merger announcement. AT&T 

touted tiS "Pro,oct Angel." a revolutJonary l txed wtreless toclmology 

to carry htgh·speed dtgtlal commumcauons to most households 

across the country at many umes the ;:apactty of tradlltonal copper 

wtro Thts technology wtll gtve AT&T a now way to provtde local 

servtca over ttl own factlllles Thts ophon would completely bypass 

the ILEC's extsllng networl\, tnctudtng the copper cable dtstnbutlon 

network Even trough AT&T Is still tn the trtal phase of thts pro1ect. 

other provtdera are butldtng and tmplementlng local wtreless 

technology on a nattonal scale 

Wtretess prOVIders such as WmStar and Tellgent, are butldtng a lull· 

servtce natl0n811ocal SWitched telephone network that can bnng Iober 

quality servtca to ftxed wtreless connections for htgh speed dogttat 

votce and data transm•sstons These rehaDia w11eless corcu•t~ tak& 

the place of OXII~tng ftber optic and copper communtcauons hnes 

Thts fiXed wtrelass tacl'lnology tn COtljiJl'lCiton wolh a provoder sown 

Swttch, could completely t>ypan the ILEC·s ext sting network 
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a. 

A 

ARE THERE COMPETITIVE THREATS FROM FIRMS OTHER 

THAN TELECOMMUNICATIONS COMPANIES? 

Yes EvolVIng tedvlOtog.es Will expand compe1111on 1n ways that may 

not be 1mmed1ately obv1ous For mstance Br1ta1n's Noi'Mlb 

CommuntcatiOOS has 1nvented a • 01g1lat PowerL1ne· technology that 

allows telephone calls to travel over electnc hnes Ton ullhltus 1n 

Europe and As1a. w1th a comb1ned reach of 35 m1thon homos oro 

already testing the system Northern Telecom. !he b1g Canad1an 

manufacwrer of telephOne equ1pment. has 101ned Notweb as a 

partner Some Amencan power prov10Jers are cons1deflng the•r own 

tests ·we are certa1nly htmlher w1th the teel\notogy ond oro 

evaluatmg 1t: conf1rmed a spokesman for FPL Group Inc s Flondu 

PO'NI!f & L!Qh~ Of the 1500 lllqVInes Norweb has rece•ved ubout tho 

14 system. one !turd ware from U S compan1es (Wall Stroot Journal 

15 July 2, 1998, ·Garage Tinkenng Y1elds an Electnfy1ng Breakthrough l 

16 Aga1n. competitive tlYeats lrom all of lhese sourceS··both fam•loo! and 

17 emergrng-illuatrate the need f()( !he Comm•ss•on to adopt G Tf ' 

18 recommended econom1c hvt>s for use 1n determ1n1ng bas•e serv.e.o 

19 costs 1n th1s case 

20 

21 IV. pROPER WEIGHT IS GIVEN TO ALL FACTORS GONSID.EBED lN 

22 THE DETERMitJADON OF Atj ECOtJOMIC LIFE 

23 

24 

25 

a . WHAT FACTORS SHOULD BE CONSIDERED WHEN ESTIMATING 

THE ECONOMIC LIFE OF AN ASSET? 
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to be rettred (Pubhc Utthly Oeorec,auon PracJ ces Natoonal 

AssooaLOn of Regulatory Ultl,ry Cornmts.stOnefs 1996 p 15 ) These 

tndude 

1 

2 

3 

Phystcal Factors 

a 

b 

Wear and tear 

Decay or detenorahon 

c Actton of the elements and acctdents 

Fundtonal Factors 

a Inadequacy 

b 

c 

d 

Obsolescence 

Changes tn an alld technology 

Changes tn demand 

e Roqwements or pubhc authorttoes 

Managomenl dtscceuon 

Conttngent Factors 

8 

b 

Casualtoes or dtsasters 

EX1raord•nary obsolescence 

The NARUC fac:tora. wntch have tradtttonally been used to establish 

the retirement or phystcal hie expactancy of assets tn the 

telocommuntcattons tndustty can provtdo some gutdanco tn 

esllmilhtlQ an easet'a economic hfe but only 1f they 'ltO prope•ly 

wetghted to re11ect the atgnfftCDnt roles competttoon and technologtcal 

change play Ill detemltllll'lg an assers 8001 IOmtC life Spectftcally, the 

"Fundtonal Factor• (Pan 2 o1 the NARUC factors) are sensttovo to 
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a. 

A 

WHAT DO THE TFI STUDIES RECOMMEND AS THE ECONOMIC 

UVES FOR GTE'S ASSETS? 

The chat1 oo Elctlrblt AES-3 all.aCtled, compares TFis recommended 

4 econom1c life ranees With the econom1c hves GTE ~..ses tn tiS rost 

5 stuclles TFI specrf1cally addresses the appropnate hves to be used 

6 lor outside plant cable, central olfrce swrtch1ng, and crrcu1t equrpment 

7 accounts, as these are the accounts that are most affected by 

8 changeS l(l oompet1lion and technology As the chan pornts out the 

9 11\18$ used by GTE lor flllilllCI8I reponrng lor Intrastate reponrng and 

10 for cost study tnpuls I all wrttun the ranges recommen::le<:l by TFI 

11 

12 VI. GTE'S RECOMMENCED LIVES ARE REASONABLE WHEN 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

BENCHMARKEP WJTH OTHER TELECOMMUNICATIONS PROVlQEBS 

Q. 

A 

Q, 

A 

DID YOU DO ANY PC:NCHMARK COMPARISONS OTHER THAN 

TFI RANGES? 

Yes We also benc:hrnar1\ed aga1nst the lrves used by AT&T MCI 

and CATV operators as well as the Reg,onal Sell Ope1atrng 

Companres ("R80Cs") 

WHAT DID YOU DETERMINE USING BENCHMARK 

COMPARISONS WITH AT&T? 

Com~nng GTE'a p<oposed economiC loves 10 ttwl h•es AT&T u~os 

affords an excellent example of the reasonableness of GTE s 

OOOIIOO'IIC IIV8S In fact GTE's hves are not as shon as hves used by 
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a. 
A 

AT&T (FCC Ood<et No 95-32, In the Mauer ollbe Prescopuoo of 

Revtsed Perceotages pf Deprectalton. Memoranaum Opo01on ana 

Order, January 31, 1995.) The allached Exh1b1t AES-"1 compares 

AT&rs hves With those recommended by GTE for tho key accounts 

AT&T uses 9 7 years lor Digital SW1tch10g compared to 10 years 

recommended by GTE AT&T uses 7 2 years lor Corcuot oquopment 

compared to 8 years recommended by GTE AT&T uses 3 4 to 15 

years lor Copper Cable compared to the 15 years recommended by 

GTE F1nally, both AT&T and GTE use 20 years for F1ber Cable 

LikeWise, the IIvas AT&T uses for support asset accounts such as 

motor vehtdas, f\XT\lture. o!!1ce and work equ1pment a·e shorter than 

the hves GTE proposes AT&T uses 6 6 years lor motor vehicles 

GTE proposes 8 )Oars AT&T uses 6 7 • 8 2 years for wor" 

equopment, GTE proposes 10 years AT&T uses 4 7 • 9 3 years for 

office equipment, GTE proposes 10 years AT&T uses 56 years lor 

furniture. GTE proposes 10 years 

WHAT WAS DETERMINED BY THE COMPARISON WITH MCt? 

GTE's IIVOS are longer than lives MCI uses Page 16 of MCI's 1996 

annual report stated 

"The weoghted average depreoable life of the assets 

comprising the communocatoons system tn servoce 

approxlfnatea 10 years Furnoture, !oxturos and equopment are 

depreoated over a weoghted average life of 6 years 

20 



• 

• 

• 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

, .. 
19 

20 

21 

22 

23 

24 

25 

Bu1ld1ngs aro depreciated usmg lives of up to 35 years • 

(MCI 1996 Annual Repon, page 16 ) 

Earlier th1s year. ~1CI made the follow1ng statement 

'The CXIfT1PIIrlY penodtCa'ly revtewS and adJUSts the useful lives 

ass1gned to f1xed assets to ensure that ooprecalton charges 

prov1de appropnate recovery of caprtal costs over the 

estrmated phySICal and technolog•cal lives of the assets The 

weighted average of depreciable life ollhe assets compr•s•no 

the commumcat•ons system 1n serv1ce approx'"wtes mno 

years · 

(MCI Commun1caltons Corporol10n Annual Repon SEC form 10-K 

dated Apnl 15, 1998 ) 

MC I has shonenfW the hves of 11s commun1cat•ons fac•hlles from 

aprro)(tmatety 10 years to 9 years. whtla not changmg the lives for 

fum1ture , furtures and butld1ngs 

GTE's proposed lives are longer or stmtlar to the l1ves used by MCI 

GTE proposes 10 years for sw.tctung and 15-20 years for cable 

compared to MCI's 9 years GTE proposes 10 years for suppon 

assets such as lurnrture and aqu•pment compared to MCI s 6 ye<ors 

GTE proposes 30 ~ears lor buildmgs compared to MCis up to 35 

year a 
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Q . ARE GTE'S ECONOMIC LIVES SIMILAR TO THE ECONOMIC 

UVES IDENTIFIED BY THE RBOC1? 

A Yes The RBOCs' eoonom1c hvos are, like GTE's w1th1n the ranges 

ldentlfl8d by TFI The atlad1ed Ext11b1t AES-5 Clllllpares tho l•ves tho 

RBOCs pubhshed In the.r FAS-71 announcements Wlth the hves GTE 

proposes The hves used by the RBOCs l or hnai\Cial reporltng 

purposes are of particular 1nterest because they Will most likely be the 

lrves they use lor depr8Ciallng out-ol-lranch1SO mvestments made 1n 

the Tampa Bay area SBC-Amentech for example plans to prov1de 

"full reSidenballll'ld bus1neu serviCes" 1n the Tampa Market (Tempa 

Tnbune. May 14. 1998, "Phone Deal Could Jangle Local Market") 

BeiiSouth has declared 1ts mtent to offer local phone seNICo> 1n the 

Tampa Bay area (Tampa Tnbuno October 15. 1997 ·BeiiSouth 

Seeks Share of RegiOn") It would bo obviOUSly unreasonable to use 

depreoatiOn ll1pUts for GTE that are longer than those used by GTE s 

competitors 

18 Q, HAVE ANY OTHER COMMISSIONS DETERMINED THAT 

19 BENCHMARKING IS A VIABLE METHOD TO ASSESS THE 

20 REASONABLENESS OF GTE'S PROPOSED LIVES? 

21 A Yea The MISSO\Jn Public Serv1ce Comm1sston recently commented 

22 on benchmarking for purposes of establishing deprec•allon rates to 

23 be utJIIZSd tn GTE's TELRIC cost stud1os statong ·Stall behoves that 

24 

25 

benctYnalivng GTE TELRIC rates aga•nst those booiled lor ftnat1Cial 

purposes or likely competitors and other compon•es ustng s1mttor 
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technologies Is appropriate and IS the best method to determ1ne 1f 

GTE'a TELRIC rates pass the muster of reasonableness • Tho 

M•sSOISI Staff chose 19 of the largest IXC. Cable TV Cellular. CAP 

and PC S compames to bendlmar1< aga1nst ar.~ found that the 

deprecation rates used to calculate GTE's TELRIC rates wt.~e at the 

bottom or sacond from the bottom of the list and were Slgntf.canlly 

lower than several compames In S1m11ar .ndustnes The M1ssoun 

Order noted "Th1s 1s the most S1Qn1f1canl factor to Staffs belief that 

GTE's proposed depreelahon rates are reasonable· (Case No TO· 

97.Q3, M1ssoun Pubhc Serv1ce Comm1ss1on F.nat Artlllrallor. Order 

July 31, 1997. Attachment Cat p 77-79)) 

Vll. OTHER STATE REGULATORY COMMISSIONS HAVE ENDORSED 

GTE' S ECONOMIC LIVES 

Q. 

A 

HAS ANY OTHER REGULATORY BODY APPROVED THE 

ECONOMIC LIVES PRESENTED HERE? 

Yes The Caldomia Publ1c Ullhty Convrnss10n ("CPUC") endorsed the 

use of tho same econom1c hves presented here. except that the life 

approved for copper cable IS one year loss than requested These 

lives ware ordered to bo used 1n o recent cos1 study ruhng 

(Califom1a Public Uhhttes Comm1ss1on DOCls1on No 0 96-06-021 

August 2. 1996. 1n P Jle Mak1ng R 93-04-003. I 93-04-002) The 

CPUC concJuclecllhalthe econom1c hves used by GTE and Pac•hc 

Bell for el!lemal financ1al repon.ng were the appropnate forward· 
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a. 

A 

a. 

A 

Assocullion of Long 01stance earners. among others)) 

DOES GTE USE ECONOMIC LIVES IN ITS CALIFORNIA COST 

STUDIE:)? 

Yes The CPUC ordered GTE to use econom1c lives as well staling 

·we find GTEC's arguments to be persuas1ve. and w111 

therefore order GTEC to mod1fy the d!."prec1alion rates 

used 1n the cost stud1es 11 has sutlrnllled only to the 

extent of the e1ght technology ae<Alunts 

(lg at75} 

HAVE OTHER STATE COMMISSIONS ENDORSED THE USE OF 

ECONOMIC LIVES? 

Yes Both the M1ch1gan and M1ssoufl Public Serv1ce Comm1SS1ons 

have adopted GTE's recommended econom1c depreCISIIOn 

parameters In adopting the econom1c hves presentee here m 

Florida, tne M1ssoun Comm15510n stated 

"Stall's goal has been to recommend aeproc1a!lon rates ::ased 

on parameters that GTE 1s hkely to expenence for f1nanc1al 

purposes so as to fully recover 1ts long-run cap1tal costs on a 

t1mely fashion • 

(Case No T0-97-63. M1ssoun Pubhc Serv1co CommiSSIOn Fmal 

Arbitration Order. 1asued July 31 . 1997, Attachmonl Cot 76) 
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Q. 

A 

The M1ch1gan Commlss1on hkew.se approve<ltne use of GTE's 

eoonomiC lives tn a Februaty 25. 1998 ()(der exphol'y reJactlng 

AT&T and MCt proposals 

"GTE proposes to reduce 11s asset lives 1n 

accordance w1th thelf econom1c l1ves The 

Staffs v1ew Is that GTE"s proposed asset h~es 

are largely consistent w1th a lorward~ook•ng 

approach and are reasonable The COITIIT\!SStOn 

l1nds that GTE's proposal related to depreoauon 

ts appropnate for TSLRIC purposes The 

Commtss1on further ltnds AT&T/MCI's proposai 

to be tnsuffioentfy forward looktng lor purposes 

of a TSLRIC study' 

{Mtch:gan Docket No U·11261 . February 15 1996. Order 

SectJon d) 

VIII. FCC PEPREC!AT!ON RANGES ARE OUTPATEP 

SHOULD THE FCC'S AUTHORIZED DEPRECIA TlON PARAMETER 

RANGES CONTROL THIS COMMISSION'S DECISION? 

Cer1a1nly not Thts Comm1551on dtd not follow FCC parameters tn 

GTE's 1992 depreelatron dectslon The rationale for reJecting FCC 

ranges has, stnco then. become only stronger GTE dtscusses the 

FCC's parameters here only because 11 expects that AT&T. MCI. and 

perhaps others, may recommend FCC ranges to th1s Comm•sSion 
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a. 

A 

to funher exam1ne the CcmmiSSIOn's dePfeCJatton rules (FCC Order 

97-157, Federal-State J01nt Board on Un1versal SeiVlce adopted May 

7. 1997, page 140.) In the Access Charge Reform Proceed1ng. the 

FCC acknowledged that the ongo1ng evotuuon of the 

telecommumcattons Industry may well requtre the FCC to rev1se 1ts 

Pfescnphon methods, or posstbly d1sconttnue deprec;attc.n rate 

prescnpttons altogether (FCC Order 96-262, Access Charge 

Reform, edoptod May 21, 1997 ) 

HAS THE FCC, IN FACT, IDENTIFIED DEPRECIATION AS AN ITEM 

FOR POSSIBLE ELIMINATION? 

Yes The FCC Staff has released a hst of proposed proceodmgs to 

be tnrtJSted as part of the 1998 btenn•at revtew The rev1ew 1s atmed 

at ehmtnallng or modtfytng regulations that are overly bUrdensome or 

no longer setVO the pubkc tnterest DBPfeC1a11on has been 1dent1hed 

as an 1tem that the CommiSSion wlll constder for ehmtnellon ~~ this 

revtew (FCC Report No GN 96-1 , Feb 5. 1998) 

AI. least one CommtsslOOer has already cast hts vote to ellmtnate FCC 

depr<~ceation represcnphons In a statement 1ssued on Janua'Y 30 

1998, FCC Commtsseonor Harold Furchtgott-Roth commented 

-In today's lf1Cf03SJngly oompettttve enwonment. there should 

be no need for the Commtsston to conhnue to d1ctate. even 

through revtsed weamhned procodures. depreceatton rates or 

the factors that may be used to compute suc.1 rat I urge 
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and specifically encourage par11e& to request thol tho 

Comm1ss1on use this year's b1enn1al rev1ew to ehm1nato 1ts 

rules and , agulatlons regard1ng depree~ahon e~penses 

(FCC Order 98-11 , Jan 30, 1998. separate statement by 

CommiSSioner Furchtgott-Roth ) 

IX. CONCLUSION 

PLEASE SUMMARIZE YOUR TESTIMONY. 

Trad1t1onal histortcal methods of eslabl.sh1ng depreoal!on lives are 

not forward-looking, and thus are 1nappropnate for use 1n forward· 

1ook1ng cost models Tho lives GTE proposes are based on a 

forward-lOOking approach They properly cons1der evo!v1ng 

technological ar.d competitive factors likely to affect GTE Florida's 

operations GTE's proposed lives are reasonable 1n companson to 

the f1nancial reporting lives of GTE's actual and potential compe!Jtors 

wh1ch include Cable TV operators and teler..ommun1ca11ons prov1der s 

like SBC. Bell South, AT&T. TCI. and MCI 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yes 
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Docket No 980696· TP 
Dorect Testomony of AllenE Sovereogn 
Exhtbot AES-1 
FPSC Exh1btt No __ _ 
Page 1 of 1 

Comparison of FPSC Approved Economic Lives with GTE's 

1992 1995 Current 
FPSC GTE Fonanctal 

Category AQQCOyed Pcc~Qd Reoon1ng 

D1gotal Switching 100 10 0 10 0 

Corcurt Equ1pment 7 9-80 80 60 

Copper Cable 16 4-19 8 15.0-16 0 15 0 

Ftbec Cable 19 5-20 8 20 0 200 
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Docket No 960696-TP 
Otrect Testtmony of Allen E. Soveretgn 
Exhtbtt AES-3 
FPSC Exhtbil No __ _ 
Page 1 of 1 

A Comparlaon of Tho TFI Range• with GTE's Proposed Economic Llvos 

TFI GTE 
Economtc Economtc 

Otgltal SWJtchtng Equtpment 9-12 10 

Cir~.nt Equtpment 6-9 6 

Copper Cable 

Aortal 14-20 15 

Underground 14-20 15 

Buned 14-20 15 

Ftber Cable 

Aerial 20 20 

Underground 20 ?0 

Buned 20 20 

Transformtng the Local Exchange Network Analyses and Forecasts of Technology 
Change. Larry K Vanston. Ray l Hodges and Adnan J Potlras. Second Edttton 1997 
Technology Fu1ures Inc., p. 33 
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Docket No 980696-TP 
D1rect Testimony of Allen E Sovere1gn 
Exh1brt AES-4 
FPSC Exh1b1t No __ _ 
Page 1 of 1 

Comparison of AT&T'S Economi c Lives with GTE's 

AT&rs GTE's Prooosed 
ECQO()m!C I lfB Ec:poorniC L 1fe 

D1grtal SWitching 97 10 0 

01Q1tel CirCUit Equtpment 72 80 

Copper Cable 

Aenal 3.4 15 0 

Underground 90 15 0 

Buned 15 0 15 0 

F1berCable 

Aortal 200 200 

Underground 200 200 

Buned 200 200 
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GTE FLORIDA INCORPORATED 

DIRECT TESTIMONY OF DAVID G. TUCEK 

DOCKET NO. 980696-TP 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

My name tS David G Tucek My bustness address is 1000 GTE 

Dnve, Wentzvtlle, Mtssoun 

BY WHOM ARE YOU EMPLOYED, AND IN WHAT CAPACITY? 

I am employed by GTE as Staff Manager - Economtc Issues In lhts 

capactly I am responstble for supporting GTE s tncremental cost 

studtes 

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND 

BUSINESS EXPERIENCE. 

I have a Bachelor of Science Degree tn Mathemahcs and f:conomtcs 

from Sou1heast Mtssoun SIBle Untverstty and a Ma"'ter ol Arts 

Degree tn Economtcr. from the Untverstty of Mtssoun I also have a 

Mesler of Bl•stness Admtntstralton from St Louts Untverstly I began 

my career tn the lelecommumcallons tndustry as a SentOI Cost 

Analyst With Contel Servtce Corporauon 1n 1979 I became an 

employee of GTE In 1991 , altho ltmo of the merger between tho two 

companies Dunno the course of m'/ carf!or, I have held venous 

posrtJons dealing Wllh cost analysts and modeling rate destgn. tanff 
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WHAT WAS THE R::SUL T OF THE BCPM RUN? 

Based on the 1r>puts desa11>ed t>elow. the cost of bas1c local 

telecommunications serv1ce produced by BCPM 1s $33 08 per hne 

per month Th1s figure excludes the cost of a standard while page 

d1rectory hstlng, w1'11ch IS mcluded In Flonda's statutory def1M10n of 

'basic local telec::omrnuniCiltlonS serv1ce • ( Fla Stat sec 364 02(2) ) 

GTE estimates the d1rectory hstlng cost to be SO 40 per hno. per 

month 

PLEASE IDENTIFY WHAT TYPES OF INPUTS GTE HAS 

DEVELOPED FOR USE IN BCPM. 

GTE changed BCPM's default values for the follOWing 1nputs 

( 1) cos! of money. 

(2) depree~ahon hves and salvage values. 

(3) W1re center hne counts, 

( 4 ) tax rates and hves 

(5) fill factors, 

(6) strueture m1x assumpt1ons. 

(7) structure shanng assumptions, 

(8) spacmg assumptions for poles, manholas. and guy 

W1res and anchors 

(9) speclal access lme factor 

GTE also changed the following 1nputs related to sw1tch1ng and 

transpon costs 

3 



1 Pl percent local calls. 

• 2 (2) percent res1dence lines 

3 (3) sw1td, percent hne f1ll, 

4 (4) land and build1ngs 1oad1ng faders 

5 (5) processor-related Investment by wtre canter. 

6 (6) MDF and protect1on 1nvestment by wtre center. 

7 (7) line port Investment by Wtre center. 

8 {B) hne CCS investment by wtre center. 

9 (9) trunk CCS tnvestment by Wire center. 

10 (10) SS7 1nvestmenl by wtre centJr; 

1 1 (1 1) usage 1nputs deahng With calls per hne, CCS per hne. 

12 and CCS per trunK. 

• 13 (12) line-to-trunk rauo. 

14 (13) perr~•1t of local calls that are onteroffoca, 

15 (14) call compleltoo frad1on. and 

16 (15) maxomum number of nodes on a SO NET rong 

11 

18 Additionally. GTE's BCPM 1nputs are based on GTE-specrfic tnput 

19 prices for the follOWing 1tems (1) manholes. (ti) condJil systems. (Ill) 

20 poles, (iv) guy wires and anChors. (v) NtOs and drops. (v•) csoss· 

21 conneC1 boxes. (vri) copper cable, (viii) f•ber cable . and (lx) O•o•tal 

22 Loop earners ('OLCs") F•nally, GTE uhhzed ARMIS and general 

23 1edger data for 1997 to develop tho inputs for network suppon ratoos 

• 24 and for operat1ng expenses All of the GTE company-spec1fJC tnputs 

25 lor BCPM are presented 1n Exh1b1t OGT ·1 
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WHAT DEPRECIATION LIVES AND SALVAGE VALUES WERE 

USED? 

The lives and salvage values used are those sponsored by the 

teSttmony of GTE Witness Allen E Soveretgn 

WHAT WIRE CENTER LINE COUNTS DID GTE USE? 

GTE used tiS actual WJre center line counts as of year-end 1997 In 

addition to stngle-party business and restdence lines, the line counts 

tnclude mulb-llne bus1ness. spec1alaccess. private lines and mulllple 

residential lines 

WHAT TAX RATES AND TAX UVES WERE USED? 

The tax rates of 35 0% federal. 5 50% state, 1 17% ad valorem. 

0.02% other. urod 3 03°.4 gross receipts tax were used for Flonda The 

BCPM default values lor tax lives were used lor all accounts except 

for Motor Vehtcles. Spec1al Purpose Veh1cles F umllure. and Off1ce 

Support For these accounts. tax lives of 5. 5 7, and 7 years were 

used, respectively 

WHAT FILL FACTORS WERE USED FOR FEEDER, 

DISTRIBUTION AND SWITCHING? 

Values of 65 and 98 percent wore used for Ieeder and rttstnbuuon 

plant, respec:ttvely The 65 porcent value represents a GTE-spoctfiC 

upper limit for the average feeder 1111. based on GTE s operat1ons 

eaoss the oount.ty For GTE's Florida operattons. the actual average 
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feeder fill IS 52 7 percent The 98 percent factor tor dtstnbuuon 

reflects the need for admm•straltve spare For swttchtng the GTE 

nahonal average value of 86 0 percent was used. whtch ~~ 

comparable to GTE's 85 7 percent state average tor Flonda 

WHAT STRUCTURE MIX INPUTS WERE USED? 

GTE replaced the default values of BCPM for the muc of aenal. buned 

and underground plant W1th the actual percentages of plant mt~ for 

F lorida based on the dens1ty of GTE w1re centers 

WHAT STRUCTURE SHARING INPUT VALUES DID GTE USE? 

GTE has used sttvcture shanng Inputs based upon GTE's actual 

expenence 1n Flonda GTE's pole shanng tnput for normal and soft 

rod\ placement IS 53 58 percent. for hard rod\ placement. the shanng 

1nput 1s 54.52 percent These percentages are based on the number 

of poles to whtch GTE attaches. and on whether or not GTE IS the 

only utility ustng the pole The shanng and pnce tnputs for poles 

represent a composite of 30 toot non·shared poles and 40 foot 

shared-use poles Thera tS no diStinction between normal and soft 

rock p1'lcement because GTE's extsttng vendor contracts for pole 

placement do not make th1s diSltnctton Llkewtse the snanng tnputs 

of 100 percent for buned placement and 97 18 percent for condutt 

and manholes reflect GTE'S current expenence In Flonda and the 

aesassment of GTE operating personnel 1n rtortdo 

7 



• 

• 

• 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

a. 

A 

a. 

A 

a. 

A 

WHAT SPACING ASSUMPTIONS WERE MADE FOR POLES. 

MANHOLES AND GUY WIRES AND ANCHORS? 

GTE selected sracmg tnputs that are cons1stent w1th tts actual 

engtneenng practtces A pole spacmg 1nterval of 175 feet was used. 

whtch falls between the BCPM defaults of 250 and 150 feet For 

manholes. a longer spacmg or 750 feet was used rather than lhe 

proposed defaults of 550 and 725 feet A spaCing tnterval of every 

tenth pole was used for guy w~tes and anchors wh1ch tS a wtder 

tntervat than spec~fted by the BCPM defaults 

HOW WAS THE SPECIAL ACCESS LINE FACTOR DEVELOPED? 

Thts input is based on GTE Flonda's 1997 year~nd deto The 1nput 

equals 12 28 percent 

HOW WERE THE SWITCHING AND TRANSPORT INPUTS LISTED 

ABOVE DEVELOPED? 

The percent of local calls and the percent of ros•dence lines were 

based on adual1997 data fOf GTE Florida These values were 64 63 

and 71.40 percent. respecttvelv As noted above the swttch percent 

ltne fill JS based on the nattonal average value for GTE The land and 

bulld~ngs loading factors are besed on the raho of the corresponding 

1997 ARMIS account balances to diQtlal swttchmg mvestment wnere 

these numbets h8YG been adJllsted to replacement values ustng C A 

Turner lndtces where available The Investments by wlfo cantor for 

eacn categoty hsted above are based on SCIS ana Costmod runs fOf 
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representatiVe model offices 1n GTE's netwoO< and on lhe sw1tch type 

and numbef of lines 1n each Ftonda wtre center These Investments 

reflect the pr1etng GTE obtains for lntttal swttch placements and for 

capac1ty add1hons The 1nvestments 1nclude talco eng1neenng and 

1nstallallon costs. as well as common equ1pment and power 

Accord1ngly, the BCPM 1nputs for these factors have been set to zt:ro 

The usage 1nput.s, hoe-to-trunk rai!O. the percent of local calls that are 

interoffice, and the call complet1on fraction were sot to values 

c:onststont w1th the SCIS end Costmod runs The max1mum number 

of nodes on a SO NET nng was set to e1ght 

WHAT INPUT PRICES FOR LABOR AND MATERIAL CHANGED 

FROM THEIR DEFAULT VALUES? 

As indicated above, GTE has developed company-spec•hc values lor 

those matenal and labor ~nputs that deal pnmertly w1th tt'le loop ( 1 ) 

manholes, (2) condutt systems: (3) poles. (4) guy w1res and anchors 

(5) NIDs and drops; (6) cross-connect bOxes. (7) coppoo coble (8) 

fiber cable, and (9) DLCs These matenel and labor tnputs are baset.l 

on the prices that GTE currently pays lor Lhese 1npttls 1n Flonda In 

Exhibit DGT -1, the inputs have been presented on a c-.omb1ned 

material and labor basis. in ordef to preserve lhe conf1denhahly of tho 

data 

WOULD IT BE CORRECT TO BASE GTE'S COST ESTIMATES ON 

THE LOWEST INPUT PRICES FROM AMONG ALL OF THE 
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HOW WERE GTE'S EXPENSE INPUTS TO BCPM DEVELOPED? 

The expense tnputs are of lhree types capttal related expenses. 

which are expressed as a percent of mvostment. non<apital related 

expenses. wtuch are mput to BCPM on a per -line basis. and the 

suppol'1 muos for general support assets GTE w•tness Mtchaet R 

Norns addresses these expense 1nputs 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yes, 11 does. 
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a. 
A 

Q. 

A 

GTE FLORJOA INCORPORATED 

DIRECT TESnMONY OF OR. JAMES H. VANDER WEIDE 

DOCKET NO. 980896·TP 

I. INTROOUCTlON 

WHAT IS YOUR NAME AND BUSINESS ADDRESS? 

My nama •s James H Vander Wetde I am Research Profas~or of 

Ftnance and Econom•cs at the Fuqua School of Bustness of Duke 

Umver111y I am also Prestdent of Ftnanoal Strategy Assoctetes a 

firm \hat provides sttategtc and ftnanoal oonsulung servtces to cltents 

tn tho electnc. gas. tnsurance. telecommOJntcattons. and "a tor 

tnduWtOG My buatnou address ts 3606 Stoneybrook Onve Durham 

North Cerottna 

WOULD YOU PLEASE DESCRIBE YOUR EOUCAnONAL 

BACKGROUND AND PRIOR ACADEMIC EXPERIENCE? 

I graduated from Cornell Untvers•ty tn 1 966 wtth a Ba::helor ~ Degree 

tn Economtcs I then allended Northwestern Unrverstly where I 

earned a Ph 0 tn FtnanCO In January 1972 1 )O<n&d 1'18 fa~lly of tho 

School of Bustness at Duke Untvorstty and was flamed Asststant 

ProfeiSOt, AaiOClato Professor, and then Professor 

Stnee pntng tne fa~lly 1 have taught courses tn corporate ftnance 

tnv"tment management and management or ftnanctal•nslttuttons 

1 
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Q. 

have been published tn Amencan EronomiC Re~~rew, Fmanoal 

Management, Journ•J of Fmance. Journal of Fmanaal and 

Ouan/ltatrve Anal SJS Journal of Bank Researcn, JOurnal of 

Acrountmg Resaarch. Journal of Cash Management Management 

Sctence, The Journal of PortfoliO Managemenl. AtlantiC EconomiC 

Journal, Journal of EconomiCs and Busmess. and Computers and 

OperatiOns Research I have wntton a I>OOk ttlled Manag1ng 

Corporate I..Jqudly an IntroductiOn to Worl<mg Capital Managemont 

and a chapter for The HandbOOk of Modern Fmance . Ftnanc.al 

Management to the Short Run 

HAVE YOU PREVIOUSLY TESTIFIED ON FINANCIAL OR 

ECONOMIC ISSUES? 

Yes I have su!lmotted testunony and/or testified on the cost of capttal 

tnvestment nsk, tncenttve regulatton. prtctng, doproctatton 

accounllng and other hnanc.al and econorroc ossues before tho 

Federal Communtcattons Commtsston. tne Federal Cn"'GY 

Regulatory Cornmosston, tho Nauonar Telecommunocatoons and 

lnformatton Admtmstratton. the Canadtan Radto-Talav•s•on and 

Telecommunocattoos Commtsston. the US Congress the pubhc 

service commtsstons of 39 states and the Dtstnct of Columbta, and 

the tnsurance commllstons ot hve slates 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

3 
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a. 

A 

a. 

A 

I have been asked by GTE Flonda Incorporate<! ("GTE") to make an 

Independent appra,sal or t.he average cost of cap1talto be used as 

mput 1n the cost model selected by the Comm1SS1on tor determ•n.r'g 

the cost of prov1d1ng bas•c local telecommumcahons serv1ce 

WHAT AVERAGE COST OF CAPITAL DO YOU RECOMMEND FOR 

USE IN FORWARD-LOOKING STUDIES OF THE COST OF 

PROVIDING BASIC LOCAL TELECOMMUNICATIONS SERVICE? 

I recommend t.het an average cost of cap~tal of 12 65 percent be used 

1n forward-loolw'O stud1es of the cost of prov1d11\Q bas1c local 

telecommumcat10ns serv1ce 

IS THIS COMMISSION REQUIRED TO USE A FORWARD· 

LOOKING COST METHODOLOGY IN THIS PROCEEDING? 

Yes The Flor•da Legislature has ordared th1s Comm1&S1on to 

determ1ne the •total IOfWard·look'f'O cosr ot prov1d1ng bas•c sorv1ce 

(Fia Stat ch 364 025(4Xb)) When refemng to the long-run IOfWard· 

loolung econom1c cost ol prov1d1ng sorv•ces. econorT!sts sometomes 

use the term. total serv1ce long-run •r.cremental cost ("TSLRIC ) I 

have therefore doterm1ne<lthe econom1c cost of capital to GTE on a 

forward-look•ng econom•c bas•s As I d1scuss later 10 my tostomony 

an economic cost study of a serv1ce that IS be•ng o'lurod by a hrm 

sucn as GTE oporatol1g on a competotove environment should InClude 

an econom1c cost of cap1tat lhdt IS f()(Ward-lookiOg , rather than 

backward·IOOklf'O ana accounlof'O based The IOIWard·IOOk•f'O 

4 



1 a. HOW DOES THE COST OF CAPITAL AFFECT INVESTORS' 

• 2 WILLINGNESS TO INVEST IN A COMPANY? 

3 A The cost of cap1ta measures the return 1nvestors can expect on 

4 Investments of comparable nsk Rational Investors w1ll not 1nver.t 1n 

5 a partiCUlar tnvestment opportunrty 1f the expected return on that 

6 opportunrty Is less than tho cost of cap1tal Thus. the cost of cap1tal 

7 1s a hurdle rate lor both mvestors and the f1rm 

8 

9 Q. DO ALL INVESTORS HAVE THE SAME POSITION IN THE FIRM? 

10 A No Debt Investors have a ftxed cia 1m on a f1rm's assets and 1ncome 

11 that must be paid pnor to any payment to the f1rm's equity Investors 

12 Since !he firm's equity 1nvestors have a res1duat c1a1m on the ftrm's 

• 13 assets and Income. equ1ty Investments are nsk1er than debt 

'4 mvestments Thus. !he cost of equ1ty ex~s the cost of debt 

15 

16 Q. WHAT IS THE OVERAU OR WEIGHTED AVERAGE COST OF 

17 CAPITAL? 

18 A The overall or wetghted aVGfage cost of caprtal1s a wetghtod average 

19 of the cost of debt and cost of OQu1ty where the wo1ghts are the 

20 percentages of debt and equ1ty 1n a ftrm's cap1tal structure 

21 

22 a. CAN YOU ILLUSTRATE THE CALCULATION OF THE OVERALL 

23 OR WEJGHTED AVERAGE COST OF CAPITAL? 

• 24 A Yes Assume that the cost of debt 1s 9 percent. the cost of equ1ty IS 

25 15 percent. and the percentages of debt and equ1ty 1n the ftrm's 

6 



• 

• 

• 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

a. 

A 

a. 

A 

capital structure are 25 percent and 75 percent respectively ThM 

the weighted average cost of capnat IS expressed by 0 25 limes 9 

percent plus 0 75 t1mes 15 percent, or 13 5 percent 

HOW DO ECONOMISTS DEFINE THE COST OF DF.BT 

COMPONENT OF THE WEIGHTED AVERAGE COST OF 

CAPITAL? 

Eoonom1sts def1ne the cost of debt as the market mterest rate that a 

flrm would have to pay on newly•1SSued debt obhgabons In eH1oent 

markets. the market Interest rate 1s also the best est1mate or future 

Interest rates The correct econom1c def1n1t1on of the cost of debt 1s 

thus forward took1ng and market onented 

HOW DO ECONOMISTS DEFINE THE COST OF EQUITY 

COMPONENT OF THE WEIGHTED AVERAGE COST OF 

CAPITAL? 

Econormsts define the cost of equrty as the return 1nvestors e11.pect to 

recetve on alternative equ1ty mvestments of comparable nst. S1ne& 

the return on an equity Investment of comparable rosk 1s not a 

contradual return, the cost of equ1ty ts more d1fficull to measure than 

the cost of debt There 18 agreemor11, however as I hove already 

noted, that the cost of equ1ty Is greater than the cost of debt There 

1s alao agreement among oconom•sts thot tho cost of equ1ty. hke the 

cost of debt, 1s both forward look1ng and market besed 

7 
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Q, 

A 

a. 

A 

mruxet values of debt and equ1ty (See, for example. Brealey/Myers. 

Chapter 9, page 214, Prrnoples of Corporate Fmance. Frith Ed111on, 

1996, M<:Graw·HIII ) For example, rf a lirm's debt has a market value 

of $25 mrll on and rts equrty has a market value of S75 m11llon, then us 

total market capuahza11on 1s $1 00 mtllion and 1ts capttal structure 

contains 25 ::>ercanl debt and 75 percent equtty 

WHY DO ECONOMISTS MEASURE A FIRM'S CAPITAL 

STRUCTURE IN TERMS OF THE MARKE.7 VALUES OF ITS DEBT 

AND EQUITY? 

Economtsts measure a ftrm·s capttal structure 1n terms of the market 

values of 1ts debt and equtiY because that ts the best measure of the 

amounts of debt and equtty that 1nvestors have nvested tn the 

company on a go.ng-forward bas1s Furthermore, economtsts 

generally assume that the goal of management 1s to maxtm1ze the 

value of the lirm. where the value of the ftrm IS the sum of the market 

value of the firm's debt and equtty Only by moasunng a flfm's capttal 

structure m terms of market values can tis managers choose a 

financ1ng strategy that max1mtzes the value of the ftrm 

HOW DO INVESTORS MEASURE THE RATE OF RETURN ON 

THEIR INVESTMENT PORTFOUOS? 

Investors. hko economtsts, measure the rate of return on thetr 

tnvestmenl pet1fohos In terms of tho market values or the debt and 

eqUity tn their portfolios Suppose an Investor has a portfoho 

9 
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a. 

A 

a 

purchased 1n 19n tor S20.000. wt11cll nasa mnet value of S 100 000 

at the beg•nn1ng of 1997 Further suppose that the value ol the 

ponfoho at the end of 1997 11 $112.000 and that the Investor earns 

Interest and d1v1dends of S3.000 dunng the course or 1997 Th€1n 

SSSUilllllQ to stmpncaty that d1v1dends and 1nterest are not re1nvest&d 

an the portfollodunng the year, the 1nvestor's rate of return 1n 1997 1S 

15 percent (( 11 2 • 100/1 00) + 311 00 = 15 percent) 

DOES THE $20,000 INVESTMENT MADE IN 19n AFFECT THE 

CALCULATION OF THE INVESTOR'S RATE OF RETURN ON 

INVESTMENT IN 19117? 

No The feet that the Investor purchased the purtfoho 1n 1977 for 

$20,000 has ro beanno on the 1nvestor's earned rate of return In 

1997 Thus, the hlatoncel or embedded cost of the Investment IS 

tm1levant to the celculatton of the rate of return Investors calculate 

the1r rate of return based on market values not book values 

YOUR E.XAMPLE CLEARLY DEMONSTRATES THAT THE 

INVESTOR'S EARNED RATE OF RETURN IN 1997 DEPENDS ON 

THE $100,000 MARKET VALUE OF THE PORTFOLIO AT THE 

BEGINNING OF 11197, NOT ON THE $20,000 HISTORICAL COST, 

OR BOOK VALUE, OF THE PORTFOUO AT THE BEGINNING OF 

1997. DO INVESTORS MEASURE THE REQUIRED RATE OF 

RETURN FOR 1H8 IN TERMS OF THE MARKET VALUE OR THE 

10 
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a. 

A 

a. 

A 

Q. 

conta101ng all of the f1rm s debt and equ1ty secunt1es would be 13 5 

percent ( 25 x 9 pe•cent + 75 x 15 percent = 13 5 percent) 

Thus, the lnvestort.' requ~red rato of return from en tn~estmonttn the 

company 15 the same as the company's we1ghted o'orogo cosl or 

cepttal. where both the requ~red role or return and the we1ghted 

average cost of cep11a1 are measured 1n terms or marilet value 

weaghts 

IS THE ECONOMIC DEANITlON OF THE AVERAGE COST OF 

CAPITAL CONSISTENT WITH THE WAY COMPEnTlVE FIRMS 

DETERMINE THE REQUIRED RATE OF RETURN ON 

INVESTMENT DECISIONS? 

Yes. Competitive flfms equate the1r requ1red rato or re1urn 10 their 

average cost of cap1tal, where the average cos! of cepttal as 

measured an terms of marilet value cepttel structure waaght~ 

DOES THE REQUIRED RATE OF RETURN ON AN INVESTMENT 

VARY WITH THE RISK OF THAT INVESTMENT? 

Yes S•nce anvestors are averse 10 nsk. they requ11e a hagher rate or 

return on mvestments walh greoler nsk 

DO ECONOMISTS AND INVESTORS CONSIDER FUTURE 

INDUSTRY CHANGES WHEN THEY ESTIMATE THE RISK OF A 

PARTICULAR INVESTMENT? 

L 
12 
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1 A Yes Econom1sts end 1nvestors consider all the nsks that a f1rm m1ght 

• 2 1ncur over the Mure hfe of the company 

3 

4 a. DO INVESTORS ALSO USE MARKET VALUE WEIGHTS TO 

5 MEASURE THE RISK OF THEIR INVESTMENT PORTFOLIOS? 

6 A Yes. One measure olanvestment nsk as a compan> :. beta Ustng the 

7 prevaous example. wnere the firm's debt has a market value of $25 

8 m1lhon and ats equaty a market value of S75 million. rl the firm's debt 

9 has a beta of .5 and 1ts equaty a beta of 1 2. then the beta on a $100 

10 malhon portfolio contaanang all of the firm's dabt and equ1ty would be 

11 1 025 ( 25 X .5 + 75 X 1.2" 1 0.25) 

12 

• 13 Q. WHY 00 INVESTORS MEASURE THE RISK AND RETURN ON 

14 THEIR INVESTMENT PORTFOLIOS USING MARKET VALUE 

15 WeiGHTS RATHER THAN BOOK VALUE WEIGHTS? 

16 A Investors measure the nsk and retum on thear anvestment por1fohos 

17 usang market value weaghts because market value werghts are the 

18 bes1 meaStXe of the amounts the anvestors currently have anvested an 

19 eaCh secunty an the portfolio From the 1nvestor' s poant of vaew. the 

20 hastoncal cost Of bOOk value of h1s anvestment 1S entirely arrelevant to 

21 the current risk and retum on has portfolio Thus the return, and the 

22 risk or uncertaanty of the retum. can only be measJred rn terms ol 

2- market veluea 

• 24 

25 

13 



a . IS THE ECO"lOMIC DEFINITION OF THE AVERAGE COST OF 

• 2 CAPITAL CONSISTENT WITH REGULATORS' TRADITIONAL 

3 DEFINITION OF THE AVERAGE COST OF CAPITAL? 

4 A No. As noled above. lhe econom1c def1M1on of lhe average cosl of 

5 cap~tal IS based on the marl\el cosls of aebt and equoty the mar\c.et 

6 value porcen1ages of debt and equ11y 1n o company's capotal 

7 structure. and the future expecled rosk of 1nvesttng on lhe company 

8 Regulators. 1n contrasl havo trad1Uonolly def1ned the averagu cost of 

9 capital uSing the embedded cost of debt. the oook values of dabl and 

10 aqurty 1n a company's cap1ta1 structure and cha rosl( of onvesung on a 

11 franchosed provoder of lalecommumcettons serv1ces 

12 

• 13 a. WHAT IS THE DIFFERENCE BETWEEN THE MARKET COST OF 

14 DEBT AND A COMPANY'S EMBEDDED COST OF DEBT? 

15 A The rnar\c.ol cost ol deb! IS the rale of 1n1eres1 a company WOUld have 

16 to pay 1f 11 ISSued debt under today·s marl-at condol•ons Tho 

17 embedd~ COSI of dobl os 1110 company s 101ut 1nteres1 oxponse 

18 diVIded by the total book value of 111 debt Thus lhe embe<)dOd cos1 

19 of debt 11 an averoge of the 1n1eres1 rates I he company has pa1d tn 

20 the past to tSsue debt 18CUrthos Thos calculation cf 1ne embedded 

21 cost of dGbt. however, prov1des no basos for moas"nng the merkel 

22 cost of debt 

23 

• 24 a. WHAT IS THE DIFFERENCE BETWEEN THE MARKET VALUE 

25 AND THE BOOK VALUE OF A COMPANY'S DEBT? 

14 
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A Yes The book value of a company's equ1ty IS defined as the book 

value of a company's assets mmus the book value of the company's 

debt 

5 Book Value of Eqwty = 6ook Value of Assets • Book Value of Debt 

6 

7 

8 

9 

10 

1 1 

12 

13 

Since the book value of a company"s assets. 1n turn, IS equal to the 

histoncel cost of a company's assets m1nus accumulated 

deprooahon. the book value of a company's eqUity can also be stated 

es the hmoncal cost ot a company's assets, m1nus the accumulated 

book depreclallon on these assets. mtnus the boOk value of a 

company's debt 

14 Book Value of Equdy = Historical Cost of Assets • Accumulated Book 

15 Depreoa/Jon • Book Value of Debt 

16 

17 

18 

19 

20 

21 

22 

. 3 

25 

a. 

Thus. the boOk value of a company's equtty rellects the h1stoncel cost 

of the company's assets 

WHY HAVE STATE AND FEDERAL REGULATORS DEFINED THe 

AVERAGE COST OF CAPITAL IN TERMS OF EMBEDDED COSTS 

AND BOOK VALUES RATHER THAN FORWARD-LOOKING 

COSTS AND MARKET VALUES? 

16 



1 A State and federal regulators have defmed a company's average cost 

• 2 of capital an terms of embedded costs and boOk values because these 

3 concepts were consistent with the regulators' acc:ounhng model or the 

4 firm Econom1sts, 1n contrast. generally employ an economic model 

5 of the firm in which forward-lookmg costs and market values are the 

6 relevant standards 

7 

8 a. IS THE TRADITIONAL STATE AND FEDERAL REGULATORY 

9 DEFINITION OF Th E AVERAGE COST OF CAPITAL CONSISTENT 

10 WITH THE ECONOMIC PRINCIPLES UNDERLYING A FORWARD· 

11 LOOKING COST STUDY? 

12 A . No As I have already noted, such studoes are based on forward· 

• 13 looking econom1c cocts, as reQUired by the Flonda LegiSlature (as 

14 well as the FCC). Econom1c costs ere forward lookmg and mC~rket 

15 basad, not bacl<.ward took1ng and acc:ount1ng based 

16 

17 a. IN SUM, THEN, WHAT IS THE PROPER DEFINITION OF THE 

18 AVERAGE COST OF CAPITAL FOR USE IN THE FORWARD· 

19 LOOKING COST STUDY THE COMMISSION IS TO CHOOSE IN 

20 THIS PROCI:tOING? 

21 A The Telec:ommunlcattons At:J. of 1996 ("the Act•) removes all barroers 

22 to entry for baste local telecommun1cat10ns services and opens the 

23 marKet to full compeuuon In a competouve merkel for bas•c toc:~t 

• 24 tetecommunocattons servoce. forward-look1ng econom1c cost IS the 

25 appmpnate cost benChmark Furthefl'l'l(){O the average cost of cep1tot 

17 



1 mat1<et erlVISIOMd by Gong ross Sections Ill and IV of thiS testimony 

• 2 below further e>CP~a n With spectftC:tty why the bustness rt$kS faced by 

3 GTE tn provtdtng bas1c local telecommun•cat•ons seN•CO JUStify a 

4 d1fferent cost of capital • ate 

5 

6 a. CAN YOU SUMMARIZE YOUR VIEWS ON THE COST OF CAPITAL 

7 COMPONENT OF A FORWARD·LOOKING COST STUDY? 

8 A Yes Such cost studl(lt~ measure the forward·looktng econom1c cost 

9 of prov1d1ng seNtco The only cost of cap1tal daftn~t•on tnat IS 

10 conststent w1th tl'le forward·loo+ung , econom•c assumptions of a 

11 I~ cost model.s an average cost of captta! based on the 

12 market cost of debt market value percentages ol debt ond equ1ty tn 

• 13 e competitive l~rm's capttol structure. and a forward·IOOktng v•ow of 

14 nsk 

15 

16 Ill. RISK 

17 a. YOU HAVE STATED THAT THE COST OF CAPITAL DEPENDS ON 

18 INVESTMENT RISK. HAVE YOU STUDIED THE RISK OF 

19 INVESTING IN THE LOCAL EXCHANGE OPERATIONS OF 

20 TELECOMMUNICATIONS COMPANIES SUCH AS GTE? 

21 A Yes, I have 

22 

23 Q. WHAT ARE THE MAJOR FACTORS THAT AFFECT THE RISK OF 

• 24 INVESTING IN THE LOCAL EXCHANGE OPERATIONS OF LECS 

25 SUCH AS GTE? 

19 



1 A The nsk of 1nvesling 10 the local exchange operations of LEC's such 

• 2 as GTE depends onthe1r operat1ng leverage. the level of compeuuon 

3 rep1dly-<:hangtng technology and the regulatory enVI'onment 

4 

5 a. WHAT IS OPERATING LEVERAu E? 

6 A The provla•on of factllties-based tolecommun1cat10ns serv1ces 1s a 

7 bustnou that requtres a large comm1tment to f1xed costs tn relat1on 

8 to vanable costs a Situation called h1gh operat1ng leverage The 

9 relatively h1gl, degree of fiXed costs 1n the prov1S10n or lacllltles·based 

10 telecommumcat10ns serv1ce ex1sts because of the average LEC's 

1 1 tatge 1nveslment in fiXOd assets such es central off1ce. transp<l(t. and 

12 loop facilities H1gh operating leverage ceuses GTE's net1ncome to 

• 13 be highly sens1t1ve to fluctuattons tn revenues 

14 

15 a. WHAT IS THE CURRENT STATUS OF COMPETITION FOR LECS 

16 SUCH AS GTE? 

17 A LECs such as GTE offer three basic serv1ces 1ntraLATA toll. earner 

18 access and local exchange The tntraLATA toll market has become 

19 highly compet1t1ve in recent years Most states 1nclud1ng Flonda 

20 have removed Dll• ners to on try onto thos market Customers 1n GTE s 

21 serv•oe temtory have the opponuntly to choose allornate earners ror 

22 u111aLA TA toll on a 1 + bas1s In fact. GTE has suffered s1gnoftcant 

'.!3 morkot share loss 1n tho 1ntraLA TA toll market. espec1ally s1nce 11 

• 24 completed 1mplemontauon of 1• presubscnpt1on on F obruary 1997 

)!> Indeed. GTE has Informed me thai approx1mately tv.o·thtrds of new 

20 
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a 

A 

Sorv1ces Inc ("ACSr) AT&T BeiiSouth, Clly of Lakeland e sp1ro 

lntermed1a Commun•cauons Inc ("ICI") MCI MFS TCG T•me 

Warner Tehgent and WorldCom 

DO YOU HAVE ANY EVIDENCE THAT COMPETITIVE LOCAL 

EXCHANGE CARRIERS INTEND TO COMPETE VIGOROUSLY IN 

THE LOCAL EXCHANGE MARKET? 

Yes On the s1gn1ng of lh• •''i the AT&T Cha1rman declared that 

ATfT Inter tate. capture a ttl· of 1 lOCal marltet wtth•n the next few 

years II• :o assoned that AT & NS .nterconnect•on w1th Boll 

company networks as only on<> means of entenng the local exchange 

market 

·we also plan to enter the local market by other means 

The technology and the partners aro ava•lablo to us 

nght now And 1n some cases we re already ustng 

thorn For example. we ve doubled our use of alternate 

access prov1ders over the last year we·ve a•ready 

s1gned contracts wtth 20 alternate access compan.os 

covonno ':.5 olios Were also pursu1ng the use of 

cable baaed telephony and even l1xed worotess 

technology. As you know 200 m1111on Amercans hvo 

Wllhrn the cellular and PCS terrrtoroos wh're were 

already licensed I should also tell you that , on o 

14118dlve basiS we·lf bu1ld our own netwOrk facdohe5 to 

22 
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offer local servtces We're already desogmng the 

networks and we'll begon tnstalhng fiber nngs ar.<1 new 

SWitching lec:hnology on several cohes Most of our large 

busor>ess customers are already hard-w1red to the AT&T 

network for long dostence A substanhal number cf tho 

ltnes servong customers from our dtgltal SWitching 

centers ere connected dtrectly to the offoces of busoness 

customers Under the provosoons of the [Telecom) boll 

anu woth some stratghtforward software ch&nges. wo 

could begin to handle our Dusoness customers· local 

servoce The Cahfomoa P U C has already cleared tho 

way for us to do thos. and we ha~d s1molar plans for 

other states 

Keep on mond that long dostance amounts to 70 percent 

of the total telecommunocauon servoces boll lor most 

companies So I thonk you'll ftnd that corporations are 

far more likely to g1ve thelf local busoness to a long 

distance company rather than gove theor long do stance 

buSIMl:l: to tMe local company • (Rober1 E Allen. "The 

1996 Teleoommun1ca11ons Boll · remarks delivered at a 

news conference 10 Washongton. 0 C February 8. 

1996) 
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a. 

13,500 butldtngs passed and 490,000 bustness lines 1n serv1ce TCI 

currently provtdes cable TV seN tee e•ther dtreclly or .nd.rectly (that 

1s. throug.h afftltates) to approx•mately 20 5 mtlhon subscnbers In 

addrtJon. TCI's cables pass approximately 49 million homes. one-th~rd 

of the homes In the U S. (Local Compeftfton Report, Vol 7. No 2. 

Janusty 19. 1998, page 1 and ·At Last. Telecom Unboond: Busmess 

Week, July 6, 1998. pp. 24-31 ) 

The S11 3 btlllc.l acqUISr\ton of Telepon and the $48 billion 

acqUISition of TCI Will giVe AT&T a tremendous boosttn 1ts effons to 

provide a complete pacl\age of long dtstance. Wireless. Internet 

access. and local exchange seMces to busmess and restdenttal 

customers throughout the country In addition, Mr Armstrong has 

expressed h1s tntenhon for AT&T to reach agreements With other 

cable proVIders so that AT&T can provtde local servtce through d~recl 

connecttons to 50 m1llion of 1ts 90 mtllion customers by the ono of 

1999 rAT&T Board to end Year Wtlh Talks on Cost Cuts, Poss1bly 

Huge Investments: The Wall Street Joumal. December 17 1997 p 

B6.) 

DO YOU HAVE ANY EVIDENCE THAT INVESTORS EXPECT 

ALECS TO BE HIGHLY SUCCESSFUL IN THEIR COMPETITION 

WITH INCUMBENT LOCAL EXCHANGE CARRIERS SUCH AS 

GTE? 

25 
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A Yes Investors' opm•ons aoout the ltkely success of the AlECs tn 

attraellng business from tncumbents os renected on the ALECs ' rapodly 

nsmg stock valuattons WorldCom recently paod S14 bolloon lor one 

ALEC, MFS. and ~ 9 btlhon for another ALEC Brooks Fober 

WorldCom has also offered S37 btlhon lor MCI at least tn par1 

because WortdCom places a htgh valuatton on MCI's local exchange 

facthttes, and AT&T has offered $48 btlhon for TCI because AT&T 

places a htgh valuatton on TCI's dtrect worehne connectton to 

potential customers or tis communocaltons servoces The stod< proces 

or compentes such as ICG and Telepor1 have also onaeased 

dramatically stnca mod-1997 lno!>ed. Telepor1's stock pnce tnaease~ 

by 70 percent from July 1997to January 1998. when AT&T agreed to 

acQuire Telepor1 for $11 .3 btlhon These companws' hogh market 

valuattons reflect Investors' assessment that the compettttve local 

exchange earners wtll wrest constderablo market share from 

tncumbents such as GTE 

Q. 

A 

WHY HAVE ALECS SUCH AS AT&T, MCI, BROOKS FIBER, 

TELEPORT, AND ICG FOCUSED PRIMARILY ON OFFERING 

FACILITIES-BASED SERVICE TO BUSINESS CUSTOMERS? 

ALECs have focused primartly on provtdtng facllottes-ba~o servtce 

to bustness customers because telecommunocattons pncos have 

htstom:ally been set well above the cost of provodtnQ servtce fOf 

bustnes.s customers tn order to provode support to hogh·cost 

resldenual customert. espeoally those tn rural areas Becau~ of the 
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a. 

A 

a. 

curronl p11ce alruclule 1n telacommunocahons compohtors can 

ectueve a hogh PQfcentage olonduslly profols by altractong a rclalovely 

small percentage o! onduslry customers 

DO THE ALECS ALSO HAVE PLANS TO PROVIDE FACILITIES· 

BASED LOCAL EXCHANGE SERVICE TO RESIDENTIAL 

CUSTOMERS? 

Yes AI the lime lhe AT&TfTCI merger was announced AT&T 

reported !hal 11 plans to offer facol-'oes-basod communocaroons 

servoces oncludong local excnango sorvoce. to resrdenhal customers 

through a newoperahng unot. AT&T Consumer Sorvoces whoell ·woll 

own and operate the nahon s most oxtenswe. br:Jadban;j local 

network platfOtm and ·provodo tho broadest sol o' consumer 

communrcebons seMCOS-onctudong local. long doslonce woreless und 

onlemaltonal communoceitons cable TV doal-up a,d hogh-spood 

lntomel access ~ervoces-allundor tho AT&T brand name· ( AT&T 

TCI to Marge. Create new AT&T Consumer Sorvoces Unol • AT&T 

press release. June 24 1998 ) Indeed as provoous y noted AT&T 

proclaoms that 11 ·expoc1s to won up 10 30% of lhtl local market and 

boost TCI's cable subscnber baso when tho two companoos comploto 

the or recently announced $48-bolloon merger I Local (,ompe/1/IOn 

Reporr Vol 7. No 14, July 6 1998 ) 

IS THE TECHNOLOGY CURRENTLY AVAILABLE FOR AT&T AND 

OTHERS TO PROVIDE BROADBAND TELECOMMUNICATIONS 
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A 

a. 

A 

SERVICES, INCLUDING VOICE, TO RESIDENTIAL CUSTOMERS 

OVER WIRELINE FACILITIES SUCH AS THOSE AT&T IS 

ACQUIRING FROM TCI? 

Yes As BuSJnes.s l'v'eek notes m rls cover story an rete. July 6. 1998 

page 26. "The technology for provrdmg telephone servrce over the 

cable network rs now developed enough to offer an economrcally 

feasible-and potentially much better-alternative to the exrstrng 

copper w~re • Cox Commumcatrons has already demonstrated the 

leasibrhty of offenng local e~change servrce over us cable network. 

havrng launched local phone servrce rn four markets where 11 has 

signed 17 percent of the homes where 1ls services are offered 

(Bustness Week. July 6. 1998. p 30) 

ARE THERE OTHER TECHNOLOGIES FOR PROVIDING 

FACILITIES·BASEO LOCAL EXCHANGE SERVICE TO 

RESIDENTIAL CUSTOMERS? 

Yes In eddrtron torts p1an to offer bundled commun cetrons servrces 

to res1dentral customers over TCI's cable network. AT&T has 

developed a nfP,v frxed wtreles.s technology that Wlll allow rt to bypass 

the local netwOrk for both resrdentral and busrness customers that are 

not currently 1n the servrce temtones or TCI and rts effrhates AT&T s 

new li~ed Wlrutess technology wrll have the capabrhty ol carryrng 

high-speed drgrtat communrcatroru~ drr&clly to most households rn the 

country et many trmes the capacrly or tra<lrtronat copper wrro The 

servrce. to be prrc8d et local rates w•ll allow AT&T to enter the local 
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A 

a. 

A 

a. 

Yes UIJhcore Corp, a startup phone company w1th headquarters m 

downtown Sarasota. has targeted ·concentrated clusters of 

residential customers throughout the state • ("W1red tor Success • 

The SaroSO(B Harald Tnbune. May 11 . 1998. p 12 ) Ulihcore already 

has s1gned Interconnection agreements w1th all or Flonda's maJor 

local phone companieS and plans to use 1ts own SWitches and billing 

technology to offer a complete package or local and long d1stance 

serv1ce and Internet ac.cess to every un1t 1n an apanmen1 or 

condominium complex at SlgnlfiCB1lt discounts to GTE's t;.. 11fed rates 

DOES GTE FACE COMPETITION FROM OTHER INCUMBENT 

LOCAL EXCHANGE COMPANIES? 

Yes BeiiSouth has amounted plans to beg1n olfermg PCS and otner 

local exchange servtces 1n GTE's serv1ce terntory 1n Flonda In 

addition. SBC has announced w1th re~peel to 1ts proposed merger 

w1th Ameritech that 1t plans to delover fully competil1ve ocal exchange 

serv1ce 1n 30 new mapr metropolotan markets throughout the country, 

including the Tampa Bay area currently served by GTE ("Full 

Compelilion at the Heart of SBC-Amentech Merger," SBC press 

release. May 12, 1998; "SBC Could Be Coming· Sl Petersburg 

Times. May 15. 1998. p 1E) 

ARE INVESTORS PRIMARILY CONCERNED WITH CURRENT OR 

FUTURE EXPECTED COMPETITION WHEN THE'!' ASSESS THE 

INVESTMENT RISK OF GTE? 
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A 

a. 

A 

a. 

A 

lnveste~s are pnmanly 1ntorostod 111 futuro expected compehllon wt1en 

they assess the 1nve~tment nsk or GTE because expected future 

compet1110n ts a pnmary determ1nant or volattltty tn tho expected 

returns on tnetr tnvestment 

CAN GTE'S INVESTMENT RISK BE MEASURED BY GTE'S 

CURRENT SHARE OF THE LOCAL EXCHANGE MARKET? 

No GTE's a.trrent share ol the local exchange ma'ket rellocts ~~~ 

htstoncal postlton as lhe lranchtsed prov1der or local exchange 

serv1cas 1n tts serv1co terntory GTE s pnvtleged pos1tton u the 

franchised prov1der hos been ehmtnated As a result ct th1s 

ehrruna\lon and reconttechnologteal advancos tn totocommuntcohons 

some '40 ftrms have been cor1rftcated to prov1do local excl\ange 

service 1n Flonoa Thoro can bo no doubt that GTE s future market 

shared the local exdlarlge tna/Xet wtll be less than us current market 

share Indeed. GTE's OlCpenence wtth compohtlon '"the 1ntraLATA 

toll market suggests that 1ts market share wtll rap1dly decline as 

cer1rficated earners beg1n offer1ng loca1 exchange serv1ces 

HAVE AT&T AND OTHER COMPETITORS RESTRICTED THEIR 

LOCAL EXCHANGE OFFERINGS TO MAJOR CITIES? 

No W.reless North and McleodUSA for example. have been formed 

to offer compeutwo local exchanofl lfll"llrca rn rural areas ol the 

counlly Wireless Intends to use tis PCS licenses In Iowa Mtnnesota 

North Oakola. South Dakota. and W11cons•n along w1th a 2 500 mile 
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Q. 

A 

a . 

that compet1h0n w1ll Jnctoase. GTE s wrren1 market share IS a poor 

1nd1calor ol futuro compot11ton and nsk 

IS GTE ABLI: TO COMPETE ON EQUAL TERMS WITH 

COMPETITORS IN THE LOCAL EXCHANGE? 

No GTE laces a number ol disadvantages 1n 1ts eflorts to compote m 

a fully competitive local exchange market As the tnwmbont LEC 

GTE haS the obltgatoo 10 piOVIde telocommunJcallOns serviCOS 10 ell 

o.sstomers evon those ..mose rates la•lto CO\er the cost or prov1d1ng 

serv.ce Telocommun•cattons pr•ces have h1stoncally been set to 

prov1de svbS1d1es to h1gh-cost wstomers m low density geographiC 

areas Such subs1d1os are mcons1stont with tile compoUhve 

framework ol the Act Although tho Act requlfoS tho FCC and tr•o 

Sl&tes to 1mptemont mechanisms that ohm1nate the 1mphC1I subs•d1es 

that have prev•ously fmanced the prov1ston of bas•c local 

tetecommun~catoons serv1ce the Acl laols to odonufy how such 

suDsldoes can be roplecea In truly compe11hvo markets thoro ere no 

sources to 5Ubs•d•zo proces that are tower than cost tnvest~;rs are 

coc ocemed that the unwer$01 serviCO suppon mechanosms that woll De 

put m place may not be suH1c1ent to balance the 1nwmb0nt LEC s 

obhgat1on to conhnuo to prov1de serv1ce on h1gh-cost areas whtle 

competotors are free to servo only the most prolotabto markets 

WHAT IS THE IMPACT OF RAPIOL Y CHANGING TECHNOLOGY 

ON TELECOMMUNICATIONS COMPETITION? 
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A Rap1d advances 1n telecommun11:at10ns technology arc a pnmnry 

dnver beh.nd the .ncreas1ng level of compet1t10n laced by tho IOC<JI 

exchange companoes Advances 1n sem1conductor tt,,;hnology hilvC 

both 1ncreased lhe capab1hty and lowered the cost of 

telecommun1cat ons equ1pment so other f~rms cun compete morf• 

cas11y w1th lo;:.al exChange companoes Breakttuougns art! a'so 

occurnng .n hber ophc data commun1cahons and w11eloss 

technologieS The capaoty of hber ophc net,.orks IS u'lcren$1ng 

dramatJCaUy tr..Js alloWing fober-bascc compet1l1ve ac::ess PfOvodms 

to olfer more serv•ces Recenl advai'\CI:!s 1n dala ~orn•n,,rllc.JhOns and 

Internet protocol technolog1es espec1ally tochnolog1es for 

transporting vo1ce s1gna1s over data commun1cat•om "letworks ofle• 

yet another opoonumty for bypass.ng the local loop Sprtnt recently 

announced plans to oHer local exchange swv•cll~ ovet :. now 

nattonwlde packct·SWilched data ne!WOfk New <lata rootwor~"'ll ,md 

Internet PfOtocol technolog.es are also the maJor fa ~to·s reduC•fl{llho 

cost of PfOvtdlng local oxch3ngc ~"'IIC(JS ovor cul!lu nutwolk> A I ~.I 

has announced 11s .nten!lon to rely on these lt>.:lnolog•cs 1n ots 

upgrade of tne TCI netwon< W1rele:.s technologr 1S also ·•m"(l nil 

rap1dly Analyols ant1opate that AT&T s new f•xed w1ro1o~~ 

technology wtll allow AT&T to complotely tJyp;oss ti•J luc.•l 1001• 111 

areas not seNed by 1ts recent!) aequo rod cao1e 1 V fac•htiCS tn sum 

technological developments have substantially oroov<l tt11• 

compolitlve advantage on~e en1o~oa by loca O>Cihmgo compitll•u~ 
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a. 

A 

a. 

A 

a. 

A 

HOW DOES RAPIDLY CHANGING TECHNOLOGY AFFECT THE 

RISK OF INVESTING IN LOCAL EXCHANGE COMPANIES SUCH 

AS GTE? 

Raptdly changt"lg technology tnaeases GTE s t1Sk •n two ways Fust 

11 threatens GTE s abtltty to recover the tnvestment cost of tts neN 

tetecommuntca!lons plant Second 11 reduces the cost of entry for 

compettlors Raptd advances tn ftber op11cs Wireless. and mulllmedta 

transm•sston technologieS for example. havo snorten"ld 1110 cconom1c 

lives of the LF.Cs' current 1nvestments tn copper-based fec11ii10S and 

allowed cable TV. tnterexchange. and w11eloss compan.es to compete 

effloently 10 oHer local exchange serv1ce Advances tn these 

technologieS further threaten the LECs heavy tnvestment 10 tandl!ne 

toloeommunlcahoos servoce 

HOW DOES REGULATION AFFECT THE RISK OF GTE? 

Stnce regulallon tmpa~s GTE's ab11ity to compete on the sarr.e terms 

as tts competitors regulation 1ncreases the nsk of tnveshng 1n GTE 

HOW DOES THE FORWARD-LOOKING RISK OF INVESTING IN 

GTE'S LOCAL E'tCHANGE BUSINESS IN FLORIDA COMPARE TO 

THE FORWARD-LOOKING RISK OF INVESTING IN GTE'S 

PARENT COMPANY? 

The forwarO-IOOktng nsk of on 'osllng on Gl E s l~t exchange 

busmess 10 Floroda 1& greater than the forward lookong rosl<. of 

tnvestmg tn GTE's parent company because GTE s local exchange 
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a. 

A 

a. 

A 

busones~ on Ftoroda has tess goographoc doversoty tess O•ver~·ty of 

productS and sorvoces toss ab•hty to reahze economoes of scaoo and 

scope and tess access to tho capo tal markets 

HOW DOES THE FORWARD-LOOKING RISK OF INVESTING IN 

GTE'S LOCAL EXCHANGE BUSINESS IN FLORIDA COMPARE TO 

THE FORWARD·LOOKING RISK OF INVESTING IN THE S&P 

INDUSTRIALS? 

The forward-lool<.ong nsk of onvestong on GTE s local oxcnangl! 

bus1ness on Floloda os approxomatoly equal to the forward·lookong ros~ 

of onvestong on tho S&P lndustnals 

DO YOU HAVE ANY EVIOENCF THAT THE FORWARD-LOOKING 

RISK OF INVESTING IN GTE'S LOCAL EXCHANGE BUSINESS IN 

FLORIDA IS APPROXIMATELY EQUAL TO THE FORWARD 

LOOKING COMPOSITE RISK OF INVESTING IN THE S&P 

INDUSTRIALS? 

Yes I noh:d prevoously that tht! for ... .:trd·loo• ong ros~ of ln>~·Stong on 

GTE s local e•ci>.o~ngo busonos~ 1n rloro•13 1~ g•ucl!W 111 ''' 11111 forw.lld 

L1ne maOiet ,;e,gntoa beta for tnc Rcqoonal Belli toluong C:oonpal'""· 

I' RIICs ) and GTI s paron! l.urnpany os ~~. a~ cc•mp.Hecl to th11 

from a belil of I 0 Sonco lilt.! for,,..oro -loo· 1119 liS• ct <>II oS !J'I.l·Jter 
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IV GTE S COST OF CAPITAL ESTIMATE 

HOW DID YOU CALCULATE THE COST OF CAPITAL THAT 

YOU RECOMMEND FOR USE IN THE COST Sl UDV' THE 

COMMISSION WILL CHOOSE IN THIS PROCEEDING? 

1 c::~lculated tho we•ghte<l averann c:o~t ol captiOI IL. nn u~• : " II·" 

compet1hve firms lhe ma'rt:!: cC5t c1 Lh ... t\' ,.,d tt,,. '' 't.J'~• 1 rt-· .:J fL''l 

comparable ros~. 

HOW DID YOU r.nEASURE THE MARKET -BASED 

PERCENTAGES OF DEBT AND EQUITY IN Ill[ CI\1'111\L 

STRUCTURE OF COMPETITIVE FIRMS? 

11 , t o • 1 t 
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Q. 

A 

a. 

A 

backward·lookong monopoly assu•nptoons rr. lr•e c.o~1 of captt.JI 

compon(!nl 

WHAT IS THE AVERAGE MARKET-BASED CAPITAL 

STRUCTURE OF THE S&P INDUSTRIALS? 

As shown 111 Schedule JVW 1 the m<Jr•.et t>asco c;tp :.al s1r~..c:u•e 

of the S&P lndustnals at Decemb"r 31 1997 conta.r~ 18 28 

percent aebt ana 81 72 percent equrty lt1e <~verage 11ar•t:l·uastd 

capttal structure of lf'IO S&P InduStrials lor t~ . .., I ·m f<·ar ror•orl 

end1ng December 31 ; 997 coma1ns 72 45 percent <Jubt ana -- ~· 

percem uqu•lV From thE: data 1 na·1e e1 arr1.neo 1 u~:>huvrJ tn .. l.v•• 

year average caprtat strlJ~turc• ot tht• S&P lnd,tstt•als 1s" 

con~ervatwu esllmate of the ta•g~:: caprtal s:ructu1" G ll .,o_.! l 

employ 1n the compctlllvo local a ... change t:n. ~r~J.~ rr .~·lt • .ls~urn••U t1v 

a lorwara ·IOOktng econom1c c:os1 study 

HOW DOES THE AVERAGE MARKET·BASED CAPITAL 

STRUCTURE OF THE S&P INDUSTRIALS COMPARE TO THE 

AVERAGE MARKFT·BASED CAPITAL STRUCTURE OF THE 

LOCAL EXCHANGE COMPANIES? 

Tt1e ma,kot-basc-d caplldl !.Hu !ure•, ut "'" lo~ .. JI .. j,. t..m,JP 

compan1es cannot oe aet«rm.noo ue::ause tl·(!.• stock •s no• 

PuDhcly traded Thus a comp.tii~U" oltnt:: '"'·r.q•l ,. "'•~'~ t.;,,,, '' 

captlat structure of the S&P ln1uStr•OI~ to 111£· a~o:r.J tr• rt1""' ''l 
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a. 
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b(lseo capotat ~uuuwe ot tt1c local e•tt1anqc compan•cs o!. nol 

poss~ote 

HOW DOES THE AVERAGE MARKET-BASED CAPITAL 

STRUCTURE OF THE S&P INDUSTRIALS COMPARE TO THE 

AVERAGE MARKET-BASED CAPITAL STRUCTURE OF THE 

RHCS AND GTE? 

As shown In Schedule JVW '} the: matkCI·OaSE'\l r.:~f'I[<J WIICI""' 

ol the RHCs c. •d GTE. al Decembel 31 19,1 conta111S 1 ':t 86 

percent debt and 80 1.: perco:nt cquot~ and Uwor love yNt• avCIJ<W 

market-based capt1al suucture conloJons :>2 17 percent Clcot ·3m. 

77 23 percent equ•ty lt1us the averagu n~<.ul\ut t>as.•o catWil1 

structure of the RHCs ano G H tS aporo .. mat.,ly r•<Na 10 '"'' 

average markct·baseo capi!fll ~tructuro oltt1c ::.eP lncJu~llo.Jt:. 

DO THE MAJOR INTEREXCHANGE CARRIERS EMPLOY 

APPROXIMATELY THE SAME PERCENTAGE Of- DEBT AS n1E 

RHCS AND GTE? 

No tv also shown on Scl1eJule JVW 2 ttle maJOr 1nturu• nangc 

earners employs.:;. o~foranlly tess Clt!t•l iJr1<l r11oru eq ••It man tnc 

RHCs and GTE Theor averago: mar>.eiiJaSf'd car .. t.JI•,tHKhll•' 11 

DocomliOr 31 1997 cont.unt-. 1. HH pt'r<t'flt llot;t ._pHJ nl 1. 

percent equoly whoh: the or ltvu year '" e• ug~.< mar~e: tJ,>~t><l c,tpotal 

structure conta1n5 18 75 pw:c~:nt dl'CJI and 81 /£. ,,,,rcwot equ.t~ 
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pre" >' for lhll r·~h o! '""estrno " ' tla: la~rlr l rl'~ rcqurroo 10 provrde 

WHAT OCr R[SUl T DID YOU Olll AIN ~HOM YOUH 

APPLICATION or THE DCF MODEL TO THE S&P 

INDUSTRIALS? 

As snown on Schedule JW-1 3 I obli .. unc<J a ...,.,,;.E•t·WI'rghllld 

average ocr cost of equrly ot 1 <\ 30 ncrcurll for 11w SSP 

lnouslrtal~ 

WHAT IS YOUR ESTIMATE OF GTE'S OVERALL COST OF 

CAPITAL 7 

I eslcmatc GT[ s overall cost of C<Jprtaf to be 12 o;; rurt •'"' eased 

of cqu1 1y o f 1~ '30 percent 

DOES THIS CONCLUDE YOUR TESTIMONY? 

. .. .. 
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