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4 COMMENTS OF MARK S. CALNON 

5 

6 Q. PlEASF STATE YOUR NAME, BUSINESS ADDRESS, AND TITLE. 

7 A. My name Is Mat~( S. Ca:non and my buslnass address Is 600 Hlddon 

8 Ridge, Irving, Texas. I am employed by GTE as the Director or 

9 Pricing. 

10 

11 Q. PLEASE STATE YOUR EDUCATIONAL BACKGROUND AND 

• 12 WORK EXPERIENCE. 

13 A. I received a B.A. in economics In 1978 from St. Mtchael's College 

14 also earned M.A. and Ph 0 . degrees tn economiCS from L' 'l UntVerstty 

15 of Colorado at Boulder. While completing my educatton I worked as 

16 a researc:tl assistant for the General Servtces AdmlntStraiJon tn 

17 Washington. D.C. and !he Solar Energy Researdllnsltlute •n Golden, 

18 Colorado. In 1984, I began my career With GTE. From 1984 unttl 

19 1993, I worked In the areas of forecasting, market plonntng, pnClng, 

20 and pricing policy lor GTE Service Corporation in Stamford. 

21 Connecticut (1984·1987). Genarel Telephone of Flortda tn Tampa 

22 Florida (1987·1989), and GTE Telephone Operations In Dallas. 

23 Texas (1989·1993) From 1993 until Apnl of 1997. I wor1\ed tn the 

• 24 electric power Industry as the Pricing Polley Manager for Efectrotel( 

25 CJnoepts Inc. and as the Pricing Director for Niagara MoNwk Powef 
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Corporation. In April of 1997, I returned to GTE In my ~ent 

poalUon. 

4 Q . HAVE YOU .,REVIOUSL Y TESTIFIED ON BEHALF OF GTE? 

5 A Yea. I have presented testimony on behalf of GTE before tho Pub1ic 

6 Service Commissions of Alabatna, Illinois, Indiana, Kentuc:Xy, 
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Minnesota, Missouri, New Mexico, North Caroline, Pennsylvania, 

South Carolina, Texas. Washington, and Wisconsin. I have also 

J*1ldpated in vwious wortcshops and settlement conferences before 

the Public Service Commissions of Florida, NGY. York, and Oregon 

Q. WHAT IS THE PURPOSE OF YOUR COMMENTS IN THIS 

PROCEEDING? 

A My comments8lq)lain the relatlonships. ;,>mong the cost:; ci"'d charges 

associated with providing the servioas the Cornm•ssion Staff Identified 

In Ita Juno 19, 1998 Data Request Those are (1) bas1c local 

telecommunications service for resldlen!lal customers; (2) bus1ness 

HfVicas (single line bustnoss, CentraNat, PBX trunk service. and 

multiline business); (3) intrastate switched access service; (4) 

ln118LATA toll; and (5) the vertical features destgnated by Staff 

Staffs request for these •contribution analyses· was prompted by 

Florida legislation adopted eart1er ttus year wh1ch reqw es the 

Commission to report on existing cost-charge ralatlonshlpa· 

The Legislature has determined that charges for 

2 
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Intrastate swftched ecoess and other services 

may be set lbove c:osta and may be providing an 

1mplicit subs1dy of reaidentlal baSIC local 

telec:ctnrniMllcetlona aeMc:e rates in this state. 

Therefore, the Public Service Commission shall 

. . • study end report to (the ~Jeg!sletureJ the 

rolatlonshlps among the costa and charges 

aaiOciated with providing basic local &eiVico, 

Intrastate ecoeu, and other sarvloas provided 

by local exchange telecomrnl.wllcations 

companies. 

(Chapter 98-277, sec. 2(1), Florida Laws.) 

Q. PLEASE DESCRIBE THE CONTRIBUTION ANALYSES YOU WERE 

15 ASKED TO PREPARE. 

16 A. Attachment A to these comments is GTE'S contribution e.-•lvsis 

17 

18 

19 

20 

21 

22 

23 

24 

25 

prepared In response to the Statra Data Request. This Attac:tvnent 

lhows the cortribullon margins generated by GTE' a major lntraatate 

aervlcea based on 1997 data. For example, line 1 of the reVIaed 

summary page of Attachment A shows the contribution margin 

generated by nat rata reeldentlal s&tViee. CoiUIIVl B showJ that this 

service In total revenues In 1997 Column 

C shawl lhat the total annual TSLRIC for this aervlce, calculated 

ualng 1997 actual unit data, In other words, the 

total annual revenuea generated by flat rate realdenual MI'IIOOI Ill 

REDACTED 3 



,------------------ --

1 1997 did not even cover their TSLRIC:~o, wtllch, as discussed In the 

• 2 comments of GTE witness Bert Steele, indude both volume- sensitive 

3 and volume-insensitive costs. In fact, Column 0 showS that this 

4 &efVice ' genetal8d' a negative CXM'llribu!Jon margin of 44%. (Witness 

5 Steele aupports GTE's TSLRIC calculations In this proceeding.) 

6 

7 In sharp COIIIIIISI, Intrastate switched access 

8 In total revenues. bot the total lltWI81 TSLRIC for thla service was 

J retUiting In a positive contributlon margin of 11 11% 

10 (see Altachment A. revised IUIMl8IY page, line 11). lnlralata toll 

11 provides an evm1 higher contribUtion margin. 

12 

13 Q. WHAT CONCLUSIONS DO YOU DRAW FROM THIS ANALYSIS? • 14 A. To paraphrase the Legislature. this analysis clearly shows that 

15 'charges for intra slat& switched access and other services' are set 

16 well abcwe oosts and 'provld{a] an lmpllclt subsidy of resldontlol basic 

17 local tetec:ommunlcations service rates In this state.' 

18 

19 I v.Q.IId also note that the Legislature, In sedlon 364.051 (6)(b) of the 

20 Florida Statutes, stated that '(t]he cost standard tor determining 

21 crosa-IUblkfa:ation Is whether the to~l revenue from a nonbasic 

22 service Is Jess than the total long-run incremental cost of tho service. 

23 Total long-run Incremental cost means service-specifiC volume and 

24 non-vol1.1118 sensitive costs.' Assuming •for the sake of argument that 

• 25 this deflrnitlon 11 c:orrea, when we apply the definition to GTE's 

4 REDACTED 
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~ analysis we find that residential aervice Is. in fact. be.ng 

subsidized by acceu service and other aervicea. These cross

subsidies (or "imp4ic:rt supports") may have helped promote universal 

service, but they are not sustainable in a compehllva enwonment 

In addition, the Telecommunications Ad of 1996 requires that these 

supports be made explicit and funded in a competitively nautral 

manner. 

9 Q , CAN THE DATA PRESENTED IN THE CONTRIBUTION ANALYSIS 

10 BE USED TO HEJ..P SIZE AN EXPLICIT UNIVERSAL SERVICE 

11 FUND? 

12 A. Yes. Let's retl.m to Allachment A for an example. As shown on Lena 

13 

14 

15 

16 

17 

16 

19 

20 

21 

22 

23 

24 

25 

No. 1, thtl total amual Jono-n.n incremeotAII cost of provideng flat rate 

residential aervica Ia $200 million greater than the totol aMuel 

revenues generated by this aervtCC Assuming the current charges 

for this service remaen the aame. than any expliCit unevc;:el 5ef'VIC8 

fund must capwre this $200 million difference plus a roasonablo 

allocatlon of GTE'a common costs. Thes adJustment es necessary 

because common costs are not refleded In a long-run cost 

calculations (Also, ptoeso note that GTE'e contribution analysis es 

baMd on data at a rate~ level. If oosts were fLfUler deeveraged, 

the Mgatlve contnbutlon margins for nat rata resedenual sarvtca 

would be greater.) 

5 
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Q . IS IT ALSO NECESSARY TO ACCOUNT FOR COMMON COSTS IN 

SHOWING THE RElATIONSHIPS. BETWEEN COSTS AND 

CHARGES AND IN DETERMINING UNIVERSAL SERVICE 

SUPPORT? 

A. Yes. AJs noted above, lhe LeglalatUAt recognized that iict4)U and 

other aervlc:es may well be providmg an implicit 5Ubsidy to rasidentlal 

basic local ratea. The directive to raport on the C\Jrrent cosvcnarge 

relationships grew from lhrs concern 

The term ·cosr as used by the legislature must mean lhe iolal cost 

of the local provider. This cost lnciiiJdes (1) diract cost plus (2) a 

mati<-Yf- .:Net direct costs (we can d4mgnale this component common 

costa) so that the company has an opportunity to recover Its total 

costs. Thla is how companies operate in the compellllve 

environment. In axnpetltlve matt<eta. ~)"Ices are closelv aligned wrth 

the total, 'COst of providing a service In the loceltelecommunr .... trons 

matt<et. however, the prices fOf some services. e.g . access and toll 

seMo&a, are 181 well above their costs and thus provrde-lo use lhe 

Legislature's phrase-·imphcit sub11drea· fOf resident•al servrce 

Mcnoi/18r, one of the cntena the Commlssronrs to consider in errrVIng 

at itt condualons as to lhe .,air and roasonable· reSidenllal basic rate 

Ia the cost of providing the S8MC8 The Legislature pre.cnbed that 

this COlt of aervlce was to Include ·lhe proportionate share or jomt 

6 



1 and common costs: (Ch. 98-277, sec. 2(2)(a), Fla. Lawa.) 

• 2 

3 In sum, in order to analyze the cost-charge ralat1onshlps among 

4 services we must account for a finn's total costa. not JUSt long-run 

5 incremantal (d1rect) costs. When we do ao, we can more aCOJrately 

6 calo !latalriversal serw:e requirBfllBI'Is by ( 1) taking the total co•ta 

7 of providing a supported service, and subtrading (2) the amant 

8 charge for that service. 

9 

10 Q. HAVE YOU PREPARED AN ANALYSIS THAT ACCOUNTS FOR 

11 GTE' S TOTAL COSTS? 

12 A. Yn. Attachment B is similar to the contribution analyals set forth In 

• 13 Attachment A. Attachment A shows revenues and TSLRICs lor 

14 intrastate services only, whereas Attachment B is based on total 

15 company data. By sublrad1ng total CC?"lpany revenues (r.olumn (B)) 

16 from t.otal company TSLRICs (Column (C)). we can calculate u TE's 

17 toea1 company common costs. We then celculoto the total cost for a 

18 given service by allocating a share of common costa to lhe TSLRIC 

19 ol each servioe. I've performed this allocatJOn ustng a unlfonn marlt· 

20 up approach. This marl<-vp appl'oach Is simply (1) total common 

21 coats plus total direct costs, d1vided by (2) total dlred costs M 

22 shown in Attactvnent 8, GTE's unlfonn matk-vp equala 28% 

23 

• 24 In sum, we've simply modrfl8d the contnbutlOI'I analySIS ahown 1n 

25 Attachment A to account for GTE's total costa 

7 
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Q. 

A. 

Q, 

A • 

WHAT CONCLUSIONS DO YOU DRAW FROM THIS ANALYSIS? 

Attachment B shows that res1dential service receives significant 

implicit support from GTE's other services. For example, Attachment 

B shows that resick',,tlal flat rate service receives over $329 m1IIIOil 

a yea- in Implicit 14 ipp0'1. Looking at only this service (at a rate group 

level of detail) demonstrates that today's lmplict supports are 

substantial. lhes8 ~ are not sustainable in 8 c:ompetlllve 

environment, end must therefore be made explicit end funded In 8 

competitively neutral manner. Again, assuming residential rates 

remain the same, GTE's universal service funding r"'<!uirements for 

I'1ISidlnlal nat rate service alone would exceed $329 million per year. 

This fl.nd1ng 1'8qU11'8ment ment does not mean thai GTE's total costs 

have increased, or that GTE would earn additional revenue, or that 

a residential aubsctlber's total bill would necessamy .'lCt'ease 

drastically. It simply means that the charges for some serv1ces would 

decrease while charg$$ for other services would Increase (with tho 

level of inc:teases dependent upo'l establishment of an exphol and 

sufficient universal fund). 

HOW DOES YOUR ANALYSIS RELATE TO THE TESnMONY 

RE~NG AFFORDABLE RATES SPONSORED BY 

WITNESSES PERRY AND HARRIS'/ 

GTE'e anelysle llluetrates the d1sonentauon that currently elOsta 1n 

GTE's retail rate sttuct\.r81Wld retlacls the Jl'll)Hc:it aupport ITI8Chanlllll 

8 



1 that today aatlsfiN the public poiiC' goal of affordable, unlveraally 

• 2 available eervic:e. To ensure that this goal Ia not jeopardized as a 

3 rt ~~ at llhe pi'O-OC)fll)8tltlve provlaior s of the Telecommunication Ad. 

4 of 1996 (.the Act*), state Comml:.tions and the FCC are in the 

5 process of establishing explicit ar d competitively neutral support 

6 rnechanismat.o replace the current system of Implicit supports 

7 

8 0\6 analysis, adjl Klad to rafted actual coat recovery, can be used to 

9 Identify the c:hangea that would result If axrent rates were rebalanc&d 

10 and all services covered their own direct costs and made a 

11 reasooable C"'Jnnribution to COIM'lOI" cost recovery. At a penerel level, 

12 this rebalancll'lQ would produce lrcr&ases for basic focal service f<1r 

• 13 residential and single hne business rustomers and deeteases for 

14 usage (local measured, intralata toll and switched access), vertical 

15 feall.nls and access rates for mu ll-line business To the extent that 

16 policy makers deem basic rete Increases of this le·.ul to be 

17 undesirable from a public policy perspedave. Messrs Perry and 

18 Harris offer guidance to the Legtslature as Its seeks to establish the 

19 proper balance between the praces consumers pay for basac servace 

20 end the' level of funding that must be generated from ell providers of 

21 teleoomrnl..nic setVtces through a competallvely neutral fundtng 

22 mechanism. 

23 

• 24 Q. WHAT IS THE DISTINCTION BETWEEN AFFORDABLE RATES 

2.5 AND JUST AND RfASONABLE RATES? 

9 
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A. From the st.atutoty penpectrve, etrordability is just one of tho four 

criteria the Convnlasion mUll consider In reporting on the fair and 

reasonable rate (the othef ttvee are value of aervioe, basic residential 

rates Ill ou- states: and the cost of providtng residenttal bas1c 

S81\k:e in Florida), (Ch. 98-277, sec. 2(2)(a), Florida Laws.) In a 

more generic sanae. as Mr. Perry pointe out an eva1ua11on of 

alfordabilrty II from the ClOOSOOle(a perspective (i.e • whether the rate 

conaumera are chliged for essantlal telecomnoun1~11on serv1ces Is 

affordable). But an evaluation of whether rates are JU$1 and 

raaaonable truSt ccnsicler the perapeciJve of the t.elecommunications 

provider (La., wtl8lhel lhe telec:omml.nicatls pro·,.1der is allowed the 

reaaonc .... le oppor1unity to recover ita total aclual coats). As 

demonstrated in Fagu-e 1 below, nrtes can be both •artordaole· to the 

c:onsurnet and •JUst and reasonable· to the telecommunlcaUons 

provider If the revenues of the firm plus the exphclt univcor .•a I serv1ca 

support equals the firm'a economic cost 

18 Q , PlEASE DESCRIBE THE INTERPLAY BEIWEEN JUST, 

19 REASONABLE. AND AFFORDABLE RATES AND THE 

20 IMPl.EMENTATION OF AN EXPUCIT, SUFFICIENT, AND 

21 PREDICTABLE UNIVERSAL SERVICE FUND. 

22 A. AI highlighted In F1gura 1, juat and reasonable rates for the 

23 talecommunlcatlona provider and afforc!able rataa for the consumer 

24 

25 

can be enaured thfoygh the Implementa tion of an expliCit. IUITioent, 

and predictable universal tervice fund 

10 
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Agure1 

lntarpley Between Just. Reuonabla, end Affordable Ratte end 

Just and 
Reasonable 

Unlve,..r Service 

Affordable U 

USF 

Rev. 

<.1 -a 
0 
a 
0 
<.1 

(Iii 

-... 
0 

(.J 

In a ~ 11'11111181. the price lOt basic local S«VI08 would tend to equal 

economic cost, but as a matter of public policy, the Comtmss1on 01 the 

Legislature may determine that 8 pnce equal to econom1c C..' St is not 

alfordabla. As 8 result, 8 below-coat aff01dable rate for basic local serv1oe 

may be established ('MOldable' in F.gure 1) Regardless of the 

Commlulon'a conclualona a:; to atrordabllity, GTE still must be given a 

reasonable opport1nty to recover ita economic costs ff the alfordable rate 

for baalc local aervlce Ia below cost, then the difference between the 

resulllng ,...,..,... ("Rev. • In Figure 1) and economic cost roost be recovered 

from an axpfiCit univerul MM011 fin! ("USF" in FIQUll1) ThetiS, revenues 

plus l.l'llverlal aervlce support roost equal economic cost If the combination 

equals economic 0011, it is just and roaJOOeble and aalllfies HdiOn 

11 

I 



• 

• 

• 

1 254{b)(1) and Section 254(1) of the At:J.. Conversely, If the combination falls 

2 lhort ~ IOOIICiilic COitl, it will not be jutt and reatonable nor will it result1n 

3 : .y explicit and aufliclent universal aervlce s.upport as required by Sect1on 

4 254 of the At:J.. 

5 

6 All impottM'It premise of the interplay deSCilbed 1n Figure 1 is that the 

7 maximum retail rate the Commlsalon IIIIOWI telecommunications providers 

8 to charge for basic local service must be the tame as the •affordable rate• 

9 determined by this Commission and used to determine the amounl of 

10 l6liYerlal MI'Vic:e supponav&Jiable. If the LegiSlature 1te2~ en •a1fordable· 

11 rate for purposes of del&rmlnJtlg universal service support as a concept 

12 separate from~"' rate the teleoonvTulk:atlons provider is allowed to charge, 

13 then It will have fall ad to set just and reasonable rates, as illustrated In 

14 Figure 2. 

15 Figure 2 

16 

17 

18 

19 

20 

21 

22 

23 

An'ordablt Rate Dtttnnl11td lrJ 
~ 

Commission ---,./ 

Retail Rate Autborlud 

by Comml"'on 

USF 

Shortran 

-

u -a 
0 
1:1 
0 
u 
~ 

-"' 0 
t..> 

Rev. lL 
'-----' 

24 

25 

Result If Affordable Rite Does Not Equal Mulmum Retail Rite 

12 
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Q. 

A 

As llluatrated In Figure 2, treating the "affordable" rate used to 

determine the oolversal lefVioe aupport amount as somelhong 

<fdfenlnt from the maxirTun retail r81a a t.alec:onvnunications provider 

Is permitted to charge denies the telecommunications earner the 

reasonable opportunity to recover Its economic costs. 

HOW SHOULD THE COMMISSION INTEGRATE THE A~UINGS OF 

THIS PROCEEDING \\rrH ONGOING DOCKET 980696-TP? 

The selectlon of e proxy cost model (and Inputs) for the purpose or 

universal MfVic:e fl.ndilg In that procuding vnil produce a set or 

deaveraged coat estimates associated with t'1e provision of 

·supporte<1' servicas. These cost estimates, when con1bined With a 

revenue estimate, will produce fund size estimates for each ILEC. In 

the testmcny of Mr. Seaman, fund alze eshmetes are produced from 

a con1perlson of BCPM-denved coats and current tarlffed rates lor 

Daile service and the End Uaer Convnon Lone Chargo ("EUCL":' 

If the Commission determines In tills proceedong that rate levels other 

that those currently c:tlarged to residential and single-line business 

cuatomers aatllfy the ·ralr and raaaonebte• standard, it Will be 

necesaaty to re-estimate the funchng requirements presented on Mr 

GTE does not 11.1ppon the ~n of revenues for other acrviccs such as 
JWitthed aec:eu. in1ralala toU, and venieal services in fimd aiz.e alo•t"ions This 

proceas is eelf-clefcatina u the rm:nues for these ~ c:urretltly contlin Lbe 

very Implicit 11.1ppon1 that are to be cllmiJUitcd through tho cmblishmcnt of a 

univcnal JGV!c:o fund 

13 
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Seaman's testimony in [)oclocat 98069&-TP. Il ia critical to understand 

that if rates other than those currently in effect are used in fund size 

calculations. the~ Commission must Implement thOse new rates 

concurrenUy with the establishment of the fund. To do otherwlsr. 

would violate the just end reasonable rate principle discussed above. 

7 Q. DOES THIS CONCLUDE YOUR COMMENTS? 

8 A Yes. 
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GTE FLORIDA INCORPORATED 

CONTRJBunON ANAl. YSIS 

SUMMARY 

(A) (9) (C) 

Annual Annual 

8uiNia - Alit Rate 

CenlraNet s.Mce 

PBX Tnn>SeMce 

Ml*l-lne Bulnss s.Mce 

lntraStale Switched Aooees 
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CONFIDENTIAL INFORMATION 
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GTE FLORIDA INCORPORATED 

SPECIAl PROJECT 880000A.SP 

COMMENTS OF CARL R. DANNER 

INTRODUCTION AND SUMMARY 

9 Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS 

10 A. My name Ia Cart R Danner. My business address 1s Wilk & 
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Q . 

A. 

Asaoclates. Inc., 100 Bush Streel. Sulle 1650, San Francisco, CA 

94104. 

Pl.fASE BRJEFL Y SUMMARIZE YOUR RELEVANT EXPERIENCE 

AND QUAliFICATIONS. 

1 was fonnetly Advl5« and Chief of Staff to Commissioner (and 

Commission President) G. Mitchell W1lk at the Cahfomia Public 

Utilities Commission (CPUC), and 1n that role I designed key 

components in telephone regulation for Cahfom1a, a.nd helpeo 

develop new regulatory pohciea and programs for the cellular 

1ndustry, long distance telecommunicahons. and other 

COfl'll'ni..Wlls setVices S1nce laav.ng the CPUC I have consulted 

on ISIU8S ot regulatory politics and poltcy to a vanety of cl1en!S. wrth 

a primary amphaala on telecommunications I hold o meatera and 

Ph.D. in PI.OIIC PoliCy from HaMw'd UrvvetS!ty, where my diSsertation 
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addressed the strategic management of t.elocommunlcallons 

regulatory refoon. AI Harvard IMIVed as Head Teaching Assist.:lllt 

for graduate courses in microeconomics. econometrics end 

managerial eoonomicl I hold an AB degree frtlm Stanford University. 

where I graduated with d1stinetion in both econotniCS and politiCal 

sdenoe My upe~ ience Is broad-based, including research into and 

taac:t1ing eboul teg1 dation, advlslng regulators. testtfyrng both for and 

against regulated utlliUas, and also advising d ients as a consultant 

on regulatory iasues. 

11 Q . WHAT IS THE PURPOSE OF YOUR COMMENTS? 

12 A. The COIMllaslon Initiated this proceeding In respcnse to the Ftomla 
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Legialat....-e's directives to report on: (1) the cosllcharge relationshrps 

among various local e)lchange company services. In order to 

determine to what extent residential. basic local service may be 

subaidized. and (2) the fair and rea~Mable res1dentral basic local 

rate, considel iug afl'crdabihty, value of seMce, basic resider.:' "' •ates 

In other states, and the cost of providing basic res1dent1al servrce 

here In Florida (Chapter 98-~77. sees. 2(1) & (2)(a). Florida LIIWS ) 

My testimony touchel on all of these matters Other GTE Witnesses 

more sp«:ifrc:ally address alfordability and value of servrce (Mr Perry 

end Or Herris), nates in other ltalfl (Or HarriS), the cost of provrd1ng 

buic rMiclenllal t«vice (M- Steele): end GTE's contnbutton analys•s 

(M-. Celnon) I d iscuss the general pnnciples that should guide thls 
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1 Commission's defibetations about the fair end reasonable bas!c, local 

• 2 residential rete. I alao llddreu how the local loop should be treated 

3 In determining the cost d baslc local telephone service, and how the t 

4 cost treatment relates to deterrnininll a fair end reasonable basiC local 

5 residential MIVI..e rate. With regard to all d these mailers, I urge the 

6 Corrmulon to base ita repott to the Leg slature on facts and soun:l 

7 economics, and to review au of the parties' presentations with this 

8 ltandard in mind. 

9 

10 Q. PLEASE SUMMARIZ£ HOW THE COST OF THE LOCAL LOOP 

11 RELATES TO BASIC TELEPHONE SERVICI:, AND FAIR AND 

12 REASONABLE BASIC RESIDENTIAL RATES • 

• 13 A. Accordirng to ooonormc pnooplea and common sense, the cost or the 

14 local loop is a cost d provldtng basiC local exchange serv1ce, both lor 

15 residential end business c:ustcmers. Howevef, contrary to what some 

16 might assume or argue, that conclusion Is perfectly cons1b1<:-:: w1th 

17 affordable residential basic local exchange serv1ce In lad, treaung 

18 the cost d the loop correctly is euential if customers of all kinds are 

19 to oU'IIhe most possible benefit• from telephone S&rvle41 1n Flor1da 

20 

21 The cost d the loop is caused by a custome(a deoSion to have bas oc 

22 telephone Mrvice yrtlether Q[ not lbe CUitomttC yses the telephone 10 

23 btN other HOI!ce• as well Therefore, when the Commiss1on 

• 24 celculates the cost of baalc local telephone service by use of a cost 

25 I1'10dtl (or by 1/'rf other means). it nut inClude h fvll cost of the loop 

3 



1 as a cost of basic localsetVtce. 

• 2 

3 It's like buying a car- it needs all four tires no maller how rnuctl you 

4 pljwl to drive it. I'm not aware of any way to pay for only two tires for 

6 a car that Will only be driven on Sunday. Likewise, even a customer 

6 who won't use lhe phone much needs the whole loop to have c.ny 

7 service at all, which is why that coat is part of basic phone aerv.ce 

8 

9 By rac:ognizjng the c:.c:. rea treatment of the loop for costing purposes, 

10 the COIM'Iisslon's univeraalsetVice program (as well as other related 

11 pricing decisions it may make) will maximize tt.e benefits of Florida's 

12 telephOne netwont for customers, will remove (or ovo1d creoling) a 

• 13 rT\8jOI' impocfment to local competrt1on in Flonda. wtll not harm- and 

14 may eveo eJCp8l'ld- uni1'81'sal service as measured by the propon1on 

15 of customers who have telephones, and Will help com,,ty With the 

16 mandate of the Federal Telecommunications Act of 1996 to make all 

17 subsidies explicll 

18 

19 Q. IS THE COMMISSION LIKElY TO RECENE A CONTRARY 

20 OPINION ABOUT THE COST TREATMENT OF THE LOCAL 

21 LOOP? 

22 A I fear so. because some part1as may argue that the cost of the loop 

23 lhoukl be allocated lll'llOIIQ a variety of S8M08s in order to reduce the 

• 24 apperent cost of basic local service. However, such daims are lhe 

25 eooc 10mica equivalent of "JUnk saence.· as I wtll demonstrate below. 

4 



1 and should be Ignored by the Commisalon (1) t>e<:auae they art 

• 2 almply lncorrfld, and (2) because accepting them could lead the 

3 Commlasloo Into decisions that will harm cus1omer1. ahfle local 

4 competition, 1111<1 do no good (and perhaps cause some harm) to~ 

5 universal service. 

6 

7 a. IF THE COMMISSION RECOGNIZES THE LOOP AS A CO::T OF 

8 BASIC SERVICE, WON'T THAT LEAD TO At~ INCREASED NEED 

9 FOR UNIVERSAL SERVICE SUPPORT AND/OR BASIC RATE 

10 INCREASES? 

11 A 0\Mta possibly, yes, because under~tanolng the real costs of service 

12 will reveal larve aoss-sublichaa that ahould either be funded by 

• 13 unlvonsal service aupport or ended by pricing reform. But that's only 

• 14 pa.rt of the picture. sina today's subsidized bas1c rates are s1mply 

15 funded by above-cost lrices on other parts of the phone btll 

16 Reducing those other prices will create large benef1ts i~r l":)nsumers 

17 and remove a large i1T'ped1ment to competition for residenttal 

18 telephone S8M08. Ironically, evan though today's rPgulatory pnCing 

19 policy may have been intdnded lo help residential customers, as a 

20 group they WOYid be better off withou't It 

21 

22 Thora's no · rroe lunch: a'ld we all !have to pay the total costs of 

23 phone service one Wf1Y or a.lOitlef. It just happens thai the way thes.e 

• 24 coats ar e now ~id hurts cuatorneB and sllfles compelltton Betng 

25 IIT\II'ter abou1 how the different partS of the phone bill are prioad wsll 

5 
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A. 

Q. 

A 

benefit FIOC'Ida customers end the Florida economy. Since fully

funded universal service and/OC' pricing reform would benefit 

cuatomers, presefVing the status quo is actually an anti-customer 

position that the Commission should not accept. 

HOW 00 THESE SUBSIDIES AFFECT CUSTOMER BILLS IN 

FLORIDA? 

The real fac:t.a about customer billa and their use' of the telephone may 

be aurprising to many people Baaed on actual customer bill date: 

from GTE's Florida customers, the price of basic service is but a 

fractlon (30 percent) of the average residential telephone bill of 

$49.15/month Thus, many residential customers would see tower 

billa due to pricing roform, and many others would presumably see 

tittle bill Impact one way OC' the other. Other. non-FIOC'tda data 

auoges•. that m1nonty customers have above-average phone bills. 

and thus are especially hun by mlspr1cmg. For these and other 

te8JOI'IS, it is a myth that the price of ba.sic servtce alone determ1nes 

the welfare at residential customers fh() Comm1sslon $r11.uld not be 

tempted to adopt a fallacy of loop ollocalion in -:-rdar to avoid a need 

for en adequate universal service fund. or pnetng refOC"m To tho 

contraly, it is an allocation of loop costs that Will harm customers and 

atlfle competition In Ftonda 

WOULD PRJC1NG RE.FORM HARM UNIVERSAL SERVICE? 

No; when you look at the fa<:W, it I\INo out that the besic monthly rete 

6 



1 Is almost Irrelevant to peoples' choices about whether to stay on the 

• 2 telephoiMt • ICitWOI'k. In reality. reformlllg prioes to better match costs 

3 will have little, tf .-rf impact on univeraal service, and may even add 

4 .ntorners to the network. Clear evidence of these facta Is found In 

5 established economic principles, aludies of how custom&rs actually 

6 respond to changes In telephone service pnces, and a variety of 

7 prlclng reform eJ<Perionces from other !lurlsdlctions. 

8 

9 Q. WOULD PRICING REFORM MAKE LOCAL TE1.fPHONE SERVICE 

10 MORE AFFORDABLE, OR LESS AFFORDABLE? 

11 A. If anything, the evidence Is that pricinv reform would make local 

12 telephone service more affordable, because prior pri<' .no reform ha. 

• 13 8C~Ui!ly led .o an lncretse rn the runber of residential subscribers on 

14 the networ1<. tr more people buy telephone service. then it must have 

15 become mons affordable I discuss this evidence at greater length 

16 below in my testimony 

17 

1a Q , HOW DOES A BELOW-COST PRICE FOR BASIC TELEPHONE 

19 saMCE PREVENT RESIDENTlAL CUSTOMERS FROM SEEING 

20 COMPETITIVE CHOICES? 

21 A lt'a not just beslc econom•cs. but convnon sense. What business 

22 p8fSOn Is going to W811t to compete against a mor..y-losrng price? lt'.a 

23 still an antl<empelitive pnoe, even If goverrment sets It The result 

• 24 of below-cost basic rates might be l.ermed competitive red-lining, 

25 wnere large segnents d the pop~ ilatlon are shut off from altema:.oye s 

7 
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for local phone ~etVIoe. While I doublthla was Intended, It's as If 

someone ut down with a map and dfN a line around rasldenllal 

nelghborhooda aaylng, ·no competition for lhasa people." 

Indeed, l ooking at the political arena nationwide, I am shocked th.tt 

anyone is lhoc::ked that facifitias-l)asecl compelrtion has been large y 

lbMnt fcf telephone I«VVcos prloed below cost. Notwithstanding the 

politic:al rhetoric that Sl.ITOUilded the enadment of the 

Te lecommunlcallona Ae1 of 1996. Congress can't repeal the 

fundamentals of business any more than It r ... , make water now 

uphill. And W~yone who Ia oagerty awaiting the decision or prolit 

rTIIIdng companies to jump Into money-losing businesses ought also 

to be looking for floods on mountaintops. 

15 Q. HOW IS THE BALANCE OF YOUR TESTIMONY ORGN~IZEO? 

16 A In what follows I elaborate on these ooncluslons. including spe111ng 

17 

18 

19 

20 

21 

22 

23 

24 

25 

out supporting facts In more detail Sec:llon 1 uses the pnnetples of 

economics to show why loop costa are a cost of basic service. and 

why there Ia no need to c:ontider the costs of other semces to 

recognize that fact Sadlon 2 reviews a range of arguments that may 

be offered to da1m !hat the coat of the loop should be allocatGd 

among a v111ety of serv•cea, and ahows why these rarteCI 

mlau~ or fallacies Sections 3 and 4 take a broader 

perspective by showing how getting the costs of local telephor1e 

aervloe right wi!l bonefit cuatomeB and competibon tor local 

8 



1 telephone IIMce. Section 5 addrenes aome priCing principles of 

• 2 eeonomlel that help COtTact aome erroneous statements on 

3 praenlalion outlines cin:utated by the AJ.t.Dinfly General I offer IOITAI 

4 brief aummary concluslona In Sactlon 6. 

5 

6 SECDQN 1: THE LOOP IS A COST OF BASIC SERVICE THAI 

7 SHOULD BE INCLUQEQ IN ITS PRICE 

8 

9 Q. WHAT BASIC DEANIIlON OF ECONOMir.S DETERMINES THE 

10 pqQPER WAY TO TREAT A LOOP IN CALCULATING THE COST 

11 OF BASIC TELEPHONE SERVICE? 

12 A. Acx:ordlng to the prlndplea of economics, all costs are opportunity 

• 13 costs; thetis they measure what must be given up (on the one hand) 

14 in order to obtain scmeth1ng or take aome adlon (on tt .... other hand) 

15 N Dr. N. Gregory MankiW explains In h•a •ntrodudory econom•cs 

16 textbook. 

17 

18 "The cost of something Ia what you g•ve up to get 11 • 

19 Menklw, N. Gf8QOIY. Principles of Economa (The 

20 Dryden Press. 1997), page 5. 

21 

22 The key to this defln.t10011 cost-causation. or •dent1fylng what costs 

23 are c:euMd by a particular decision someone makes to use or 

• 24 conaune IOII'l8lhlng Thla Ia a fundamental pnncipte of economics . 

25 In fad, In Dr. Manktw'a text Identifies thla as one of the ten ·coro 

9 
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Ideas• that form "the foundation fOI' most economic analyaia • 

Manldw, P1J0f1 vii. Thus. to undefltand how the cost of the loop fits 

Into telephone a«vice, we need to find the decision that cauaea the 

4 cost of the loop to be Incurred. That is what ·cost" means 

5 

6 Q. BY CONTRAST TO THE DEANmoN OF COST YOU HAVt: JUS1 

7 

8 

9 

10 
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A 

DESCRIBED, HOW DOES THE PRACTICE OF COST 

ALLOCATION RElATE TO ESTABLISHED ECONOMIC 

PRINCIPLES? 

·coat allocation• haa nothing to do wiU1 eroftomtc priooples, rather, 

rt Is just a shorthand for 5pfNding costs around when you really don't 

I . t:Ni v.t\at, in partlc:ular, causes them. Cost allocation factOI'a are just 

dressed""P "fudde" factors, end no one Ia necessanly bener than any 

other In terms of undefstanding the reality of costs, or trying to 

ecHeve the best economic results (economic efficien .. ;•) fr:>m aetttng 

prices fOI' telephone 1181Vice, 01' determining a good level of unrversal 

service support. 

One can take the rewlta of a cost allocation exercise end use 

economic princlplea to evaluate the results, and perhaps choose a 

favonte cost allocal!on approach that happens to SCX)(I the best in a 

given Instance. But If one know1 actual cost and cuatomer domand 

relationships well enough to use them to evaluate the results of cost 

allocation, then there's no need to wasta ume ptay1ng wtlh cost 

alloc:.tlon - alnce ecxnomlc principles can al so be used dtrec:tly to 

10 
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figure oullhe best answer. 

Economlsta have repuledly shown that cost allocation lacks an•1 

genuine oconomic mea'llng except by acddenl See. for exa'l1p/e, 

Baumol, William J. and J. Gregory Sidak. Toward Comoebti<JD...la 

LorAI Te/ophony (The MIT Press sod the American Enterpose 

Institute for Public Policy Research, 1994), page 56; and. Baumot. 

~ J., Koehn. MichiJel F .• and Robett D. WllliQ. ·How Atbitrsry is 

'/WitTafy7- or. Towaff1 the Deserved Demise of Full Cost Allocation.· 

AJblic; lllitlttt Fodnightty September 3, 1987. J»>fJS 16-21 See also 

Kahn, Alfred E. Tho Ecooomlc!s of Rttgulalion VOlume 1 (Tha MIT 

Press. 1Q95). pages 150-158. 

14 Q. WHAT DECISION CAUSES THC: COST OF A LOOP TO BE 

15 

16 

17 

16 

19 
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21 

22 
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24 

25 

A. 

INCURRED? 

A customer neecs a loop In order to have telephone service. a"Kl 

once put 1n place, lllal loop is dedoceted to tho customer ot serves 

l'Mefoca. the decision to have telephone service (or tho lelephona 

company'a aocurate prediCtion !hilt a customer. say '" a new 

developmerl~ wiU subsalbe to telephone service) is what ceuses tho 

coat cl a loop to be ~ To 16)' •I another way. a loop 11 needed 

to provide access to the netwoO<, regardless of how thai access I$ 

then used; and customers get access to the network as a part or basic 

aervlce. Keeping a loop In use for telephone service alao causes 

some other fixed and recurring costa (e.g • for routine billing, 

11 



1 cust.OITI8I' service and maintenance) that again are caused by the 

• 2 dedaion to have any telephone setvlce at all. 

3 

4 lnc~eed, one could even 1magine charging for talepho 18 aerv1ce •;, 

5 exactly the a.ne wrt es the costs are !neurad -levying u aubst ilfltlal 

6 one-time fee to purchase the loop, along with a small ongoing 

7 monthly fee for upkeep, pelhlps followed by a aubaequent one-lime 

8 fee if the loop needed to be replaced many years later Olcourae, l1 

9 also works for cuatomert to rent the use of such an asset on a 

10 rnotiUlly basis, Including the upkeep, with the company financing the 

11 Initial cost and fuhn raopllallleiQ that miglt be needed loop costs 

12 are usually converted to their monthly tease eqUivalent 1n regulatory 

• 13 coat 11u<1111, given the broad acceptance of such en approach 

14 

15 Q. DOES THE COST OF A LOOP VARY WITH HOW IT IS USED? 

16 A. As e general maher, loop costs do not vary With whether or how a 

17 loop Is used, e.g., the costs ere the same wnether the loop Ires odfe 

18 or Is used to place calls 24 hours a day. I om aware of some 

19 additional costs that cgn be related to certa1n service demands 

20 placed on a loop, such as e need for loop conditioning to assure a 

21 certain slgnat-to-nol58 ratlo. Another example would Include ISDN 

22 service. where multiplexers need to be added to the trne 

23 

24 But these examples show only that certain types of service or useoe 

• 25 can CIUH edditionel costa over end 8bove the fixed cost of the loop 

12 
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that every subscri.ber needs to have any kind of service. Such 

addiUonal costs, where they occur, should be recovered by uwge

based prices 

5 Q. WHAT DO THESE ECONOMIC PRINCIPLES AND FACTS 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

A. 

REQUIRE FOR HOW A LOOP SHOULD BE TREATED IN ANY 

COMMISSION STUDY OF THE COSTS OF TELEPHONE 

SERVICE? 

These eeoc anic: principles and facts require that the cost of the loop 

be recognized as a cost of basic local telephone service, since the 

demand for basic telephone service ceuses the ~ of the loop By 

contresl, using tho loop to buy other gooda and services (such as 

tong distance calla, ex Ulke-out piZZII) does not cause any c.f the cost 

of the loop, so the loop Is not a part of the cost of such other goods 

and services. 

17 Q. YOU DESCRIBED A CLAIM THAT THE LOOP SHOULD BE 

10 ALLOCATED TO MANY SERVICES AS THE ECONOMICS 

19 EQUIVALENT OF "JUNK SCIENCE." WHY IS THIS SO? 

20 A. Bec8' '18 there Ia widespread aor-nent in the economica profasstOn 

21 

22 

23 

24 

25 

on thla point, ond because arguments to the contrary inev1tably 

involve flllaciel, miaunderatand1nga of econom1c pnnClples. ex both 

For 8Xa'nPie. a recen1 article in the Journal o( Bagy!atOI)' Economics 

hlgllighted the agreement among economlala that the loop Is e cost 

13 
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of basic local urvioa: 

"Becao • d the foaJS on the costJ and revenues of basic local 

exchl'age aervlce In cost proxy models, rate rebalanci~ 

peoceedings, the FCC acx:eu ch8rge reform proceedings, and 

univeraal service proceedings, the proper treatment of local 

loop costa Ilea become c:ntial lty Important One sometimes 

hearl of ~bUshed measures of croaa-subsldlz.atlon In which 

residential basic loQI exchange MtVice Ia etther not 

subsidized or Ia purported to actually provtde a subsidy to 

othef services. This result Ia Invariably based on 11 

misundefltanding or miarepresantation of the costs of loop 

facilities as shared or common costa rather than as a cost th.at 

is directly attributable to the provision of access to a modem 

teleoommunicallona networlt. .. 

[T)here appears to be only one arttcla by econormsts, Gabel 

and Kannel (1993(&)), disputing the findtng that loop costs are 

not common production costa to the LEC Howev«. this arttcle 

inc1Jced a record lhrM c:ommentl In response to the arttde 10 

the Bavlgw of Industrial Organ!za!loo It also appears that 

Gabel and Kennel are tnconsistent 10 their arttde. at tunes 

arguing that loop costa are incremental to toll calling and at 

other times argutng that these costa era oommon costa: 

Parsons, Steve C. ·cross.SUbsJdlution in 

14 



1 Telecommunications,· .Joom.al Q.l Bt:ll.u!D.tocY Econom,g 13: 

• 2 167-182 (1Q98), pages 169·70. Citations omitted. 

3 

4 Aa the above Indicates, other professional artldes have even 

5 catalogued loop allocation fallacies, end desetlbed how they 

6 contradict the correct use of economic principles. S8e Kshn, Alfred 

7 E. and Wll.liBm B. Shew. ·current Issues m Telocommumcation:. 

8 Regulation: Pricing,· 4 Yaht .Journal on Rt:ll.u!aljoo 191·256 (1987} 

9 See also Parsons, Steve G "Seven Ye.trs aller Kahn and Shew: 

10 Un(l6rinQ Myths on Costs and Pricing Telephone SeMce.· YB. 

11 Joumoloo Bogyltt!M Vol 11, No. 1 (Winter, 199.1, pages 149-170 

12 

• 13 

14 Q. IS THERE ALSO EVIDENCE OF AGREEMENT ACROSS THE 

15 TELEPHONE INDUSTRY ON THIS POINT? 

16 A. Yes. In recent cross-examination of his testimony that Ia.:;> Ct)sls 

17 must be recognll.ed as a cost of basic telephone service, expen 

18 economist Dr. Robert Hams of the Urwera1ty of Cahfom1a at Ber11eley 

19 commented: 

20 

21 "This happens to be one of the laaues on wnlch there is the 

22 greatest consensus In the whole economics proteu1on. 

23 Indeed, It borders on unemm1ty, end 1f we as a group of 

24 profeulonala that try to make a conlribution to Improving the 

• 25 perfOITnllnOI of the U.S economy - if policymekef"' won't teka 

15 
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OU' ac1v1oe v.nen 99 9 percent of us egree It's tho best thing to 

do. than I think we've baaically n id we doo'1 went any 

economic expertise In the decision-making process Yoo 

~ as well try 10 develop hoallhcare policy and lgn<lfe what 

the doclora ere try1ng to tell you: Cron-&ammation ol Dr. 

Roberl G. Hatris, transctipt PlJ96S DD-1fJ7-198, ln6ana Utfftfies 

Regulatory Commtssion Cause No. 40785, May 11. 1998 

In that same Indiana proceecllnQ, AT&T and MClsaid the following in 

8 joint filing referring to the tesllrrlOny of Dr. Harri· •. 

... the lnue of whether the cost of the loop is a d irect cost of 

provicfltlg BLS [buiC local MIVioe) ()( Is 8 joint or common cost 

to be allocated among BLS and other ;ervices must be 

decided first and foremost on !he baste of sound &."OOO!DICS 

• Aa Dr. Ham& tostffied dvrong aou-~ucamonatoon at the 

hearing, essenllally evety credible econonoist agrees on this 

Issue Under basic 8COIIOmiC pnnoples of coat causation, the 

cost at !he loop Is a d1rec:t coat of provid ing BL5 Indeed, the 

entlretelacommunlcat•onalndustry -incumbent monopolists. 

CLECs, and IXCs - all agree that, as a matter of sound 

economlca, the cost of the loop Ia a dtrect cost of prov•dn'lg 

BLS. The entire 1ndus11y alao agree~ thai competition In the 

local exchange will not develop effectively If the cost at the 
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1 loop Is iupoperty allocated as a joint or common coal among 

• 2 BLS and other 181\'1ces, • Joint Submission of Proposed Form 

of O•der (by AT&T end MCI), IURC C. use No 40785, Juoo 8, 

4 11Jg8 (emphasis In originel) 

5 

6 I believe the Commiuion will rec:ogn1ze a statement of aucn 

7 &gi1Mif'll8nt aaoss the lndually as truly extraordinary Indeed, In that 

8 poceeding, Dr. Harris appeared aa a witneas for Ameritech Indiana. 

9 not AT&T or MCt. I can't recall the last time AT&T and MCI Cited a 

10 wltneaa from a Bell Operllling Company 1n lhla way In an Important 

11 lf;\.IT*lt before 8 regulatory agency. 

12 

• 13 Q. LErS MO~ FROM THE QUESTION OF COST, TO THE 

14 QUESTlON OF PRICING. WHAT 00 THE PRINCIPLES OF 

15 ECONOMICS REQUIRE FOR ECONOMICALLY·SOUNO PRICING 

16 DECISIONS? 

17 A. Another f\Mldamenta! lesson d economlca Is that price a should reflect 

18 marginal cost. wnere marginal coat 11 the measure of what actl.kll 

19 burdens (01' lost opportiMllbes) are impoHd on $0CIO!y by a gtVon 

20 action. As eminent economist Or. Atfred Kahn expla1ns: 

21 

22 ~ oentra1 policy prescrtption of microeconomics is the equation of 

23 price and marginal oosl If economic theory tS to have any relevance 

• 24 to public u1llity pricing, that Ia the pomt at which the inquiry mu't 

25 begin. 
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'As almost erry itudenl of elementaty eoonomlcs will recall. marginal 

co1t is the c:o1t or producing one more ooit: it can equally be 

enviaaged as the cosl that would be saved by producing one less 

una.· Kahn, AJfred E- Tho Ec;ooomjcs or RoQu/BIJoo (The MIT Prflss. 

1g88), volume 1, ~ 85. 

Marginal cost rne&SIJ'8S cost cau58tion. If the marginal cost or Action 

A Is SS, then It must be that Action A cao - $5 In cost to be incurred 

Indeed, this 11 ITl0(8 than just a definition, because its underlying logic 

11 central to the lessons of economic analysis for pricing declstons 

To Ignore thia principle Is to igtl()(e one of the bedroc'.k teachings of 

modem economics. 

14 Q. WHAT DOES ECONOMIC ANALYSIS CONCLUDE FOR HOW THE 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A. 

COST OF THE LOOP SHOULD FACTOR INTO PRICING 

TELEPHONE SERVICE? 

Since ev«y wstomer requires a loop to have any telephone servtce 

et all, economic analysl1 concludes that every customer should pay 

for the fixed cosl.l or the loop evety month, since the de<:lston to have 

telephone service causes those costs. That pricing policy •s both fatr 

and economlallly efftClenL 

However, rether than recommend to the legislature that every 

customer pay directly the full cost of his or her baste telephone 

service, the Commlu lon also hal the option ot Jllopostng that the 

18 



1 permanent IJ'Iivenal service fund (which the Leglala\Uill ia to 

• 2 establish in Ita next aeaaion) sublkfcze basic MtVIce prices to keep 

3 them at wh8l the Commiaaion considers an affordable or reasoneble 

4 level Additionally. it Is reasonable for the Commission ~ the 

5 L.eglllatureto conaider trensitlons from t.oday's prices to cost-based 

6 pric:es, or to use a hybrid approach ~Mlefe pridng reform includes 

7 both universal service support 8s well as some increases to below· 

8 cost basic rates. 

9 

10 Whatever approach policy maktra wiah to take to pricing end 

11 universal service, the cost of the loop must be included as il eotl ol 

12 basic telephone service. Whelh« the retail price paid by each 

• 13 customer must reflect lhet full coat is 8 reparate decision the 

14 Legislature C3ll address in deciding how much expliCit un1versa1 

15 service funding should be made available 1n Florida. 

16 

17 

18 

19 SECDON 2 : QEBUNKING JHE LOOP ALLOCATION FALLACIES 

20 

21 Q. EARUER, YOU EXPRESSED CONCERN THAT THE COloi"'ISSION 

22 MAY BE ASKED TO CONCLUDE THAT THE COST OF A LOOP 

23 SHOULD BE ALLOCATED AMONG A VARIETY OF SERVICES. 

• 24 CAN YOU COMMENT? 

25 A Yes; ~k: ltatlfl'lllf'U by tome d the pert~es In th1s proceeding (and 

19 



1 my experience) suggest that the Commission may encounter a 

• 2 runbef of IUCh ~. I wilt eddre 11 a variety of these incorrect 

3 claims in tum. 

4 

5 Note that some of these fallacious arguments address loop alloca\•on 

6 diredly, while others challenge the principle of a fiXlld monthly S9fVIC8 

7 charge for telephone le!Vice that would cover all of the fh(ed costs of 

8 setting customers up to have telephone service. I respond to both 

9 klnda of arguments in this section of my testimony. 

10 

11 Q. SOME HAVE CLAIMED THAT THE COST OF A LOOP IS COMMON 

12 TO MANY TELEPHONE SERVICES BECAUSE THE LOOP IS USED 

• 13 TO HEILP PROVIDE THEM, SUCH AS WHEN A CUSTOMEIR 

14 MAKES A LONG OISTANCE CALL WHAT IS YOUR ANALYSIS OF 

15 THAT ASSERTION? 

16 A This incorrect claim arlsas out of confusing what decision actually 

17 causes the cost of a loop to be incurred. versus what add1t1onat 

18 services a customer can buy using a loop once he or she has one to 

19 use. The decision to have a loop In the first place is different from a 

20 decision to use it for a separate purpose. such a making a long 

21 distance call or ordering a pizza. 

22 

23 Analogies 11111 helpful for revealtng this fallacy Having rented a loop, 

• 24 a cust01!119f can use it to p!.f'Chaae many other th1ngs - long distance 

25 calls, professional aervices frcm attorneys or 8000llllantl, or anything 

20 
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elM that can be bought by calling en 800 numbef or ualng a ttldil 

Clf'd. But none of thole ~. long drstencG included, causes 

any additional coat related to the loop. Contemplating trying to 

niCIO.W loof' COitl from en attorney'a otfiee or 1-800-fLOWE'tS 

helpa to hiohllght the nat\K8 of thla fallacy. If the loop allocation 

at'gl.riWit went corred, It would require that floriatl and attorneys be 

taxed to help pay part ot the cost of telephone seNice for customers 

who a. cl8l ed flowerl or had legal conauttations over the phone. Attar 

ell, like long dlllance companies, flortatl a.nd attorneys are separate 

bullnelses from the local phone company, end each can profrt v.Nn 

c:uttomara use the phone to reach them. 

Anottwr example that othenl have cited Ia that of a dnveway Like a 

loop, a drl~ Ia a homeowner'a peraonal connection Into a public 

switctled network o( roads Onveways represent e conatderaooot fixed 

coat, end they must penod1C811y be renovated or replaced Ally 

partlaJiar use of a driveway (a.g., driving a car from the garage to the 

street) causea little, If any cost Yet a homeowner sets out to make 

many purchaaas by going down the driveway first. If applied 

<XlOiiat.ontJy hint, the loop allocation argument would mean that local 

auperTTI8ftalta and video atores (emong other retarl establlahmenta) 

ahoUd be IDed to help pay for the coat of drlvewaya - and thai those 

tax poceeda lhould abaldizo homeowners when they put a dnveway 

ln. But that doeln't make aense, either Juat as a local loop alao 

.-mill a aubacriber to raoelve calla, a driveway alao permrts Olherl 
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1 to offer services, Including those a homeowner may not specifically 

• 2 have requested - such as permitting a taxicab to drop orr a relative 

3 t.Ml8XP41Cladly visiting from out of town. 

4 

5 II d II ~. the 11m& logic that applies to the driveway would also apply 

6 to the car Itself, since the only way (for example} to use a fast food 

7 ~window is in a car. The loop allocation argument would 

8 require fast food resta\nntl (among other busineues} to be taxrJ 

9 so thai auto dealets could sell car. at a dlacounted price 

10 

11 Q. SOME WOULD SAY THAT THESE EXAMPLES AND ANALOGIES 

12 ARE UNIMPORTANT BECAUSE THE COMMISSION ONLY HAS 

• 13 JURISDICTION OVER TELECOMMUNICATIONS, NOT 

14 DRJVEV'AYS AND RETAIL ESTASUSHMENTS. WHAT IS YOUR 

15 RESPONSE? 

' 6 A. From the standpoint of economic analysis, jurisdictiOn doesn't really 

17 matter. If allocation 01 the loop to ~ use Of the phc<w IOOWthow 

18 made economic sense, then allocation to other uses of the phone 

19 would also. 

20 

21 Q. rT HAS BEEN ARGUED THAT COMPETTT1VE MARKETS FEATURE 

22 CUT-RATE ACCESS AND HIGH USAGE CHARGES THAT MAKE 

23 UP THE DIFFERENCE LOST TO A FIRM BY SUBSIDIZJNG 

• 24 ACCESS, AS IN "GIVING AWAY THE RAZOR TO SELL THE 

25 BLADES." HOW WOULD YOU RESPOND? 
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1 A. From the standpoint Of mati<etlng, subsidizing the inttlal cost of 

• 2 product usage can make aense In 10me e~rcumatancea. auch as 

3 where the customer is thereafter tied to buying the complementary 

4 product. Wa ... this In the cellular telephone businen. wheru 

5 cueiOI'IlCW!' can have their purchase of the handset sub11dizee by 

6 competitive providara. However, In that caae lhe customer signa a 

7 coollriicl to use that tame company' a cellular service thereafter for a 

8 tenn preslmllbly calculated by the company to recover at least the 

9 initial aubaidized price of the handael Not.e alao th.:! the cellular 

10 cuatomer Ia not subsidized by other customers. By contrast, local 

11 telephone ~· muet permit cuatrNTMn to acceu other 

12 provldera of long dlatance and other services, which takas sway thle 

• 13 captive uaage aspect that permits cellular compames (and the 

14 metaphork:al razor makef) t.o subaldize the customer up front 1n 

15 exchange for makJng BS!Iurad markups later. 

16 

17 Note that this marketing strategy, even where feasible, does noth1ng 

18 to change the l.ltlderlying cost relatlonshipa. A cellular company that 

19 gives rN11fY a handset actually incurs the full cost up front, the cost IS 

20 not caused montll-by-month over a 12 month usage contrac:L 

21 Similarly, the coat of a local loop Is incurred in ita entirety when a 

22 cuatomer Ia provided basic telephone serv1ce, not bit-by-bit as toll 

23 calls are mede, Uli<IH)UI food ordarod, etc 

• 24 

25 
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1 Q. FA COMPE II liVE CELLULAR PROVIDER CAN GIVE AWAY THE 

• 2 HANDSET AND MAKE IT UP ON SERVICE CHARGES, WHY CAN'T 

3 A LOCAL TELEPHONE COMPANY 00 THE SAME WITH BASIC 

4 LOCAL SERVICE? 

5 A. Such an arrangement could be po11ible for a local talepnone 

6 COI'I'C)IInY, but probably only u part rAe service package requlnng the 

7 customer to use a certain proyider for long distance or other seNices, 

8 alnce the local telephone company would need enough of e 

9 guarantee of usage (potentially including overpricing of that usage) 

10 to recover the Initial basic service subal.i)'. Local teleptKHle 

11 companies would presunably need regulatory ~oval to offer such 

12 spc..~elized psc:kages, particularly to allow customers an obihty to 

• 13 waive their right to choose alternative long d istance cornpantes as 

14 part of an optional aarvloa package In any event, the local 5eMC8 

15 provider would presumably try to limit this offering to .:"llstnmers rt 

16 expec:ted would use the phone ~ to pay back the access cross-

17 subsidy, perhaps by requiring a minimum monthly bill thai would 

18 Include some usage bl'ndlcd in. Of course, there's not much 

19 difference between a minimum monthly bill and e basic rate of the 

20 umeamounl 

21 

22 There ana also some good reasom 10 ask whether such packages 

23 would be attradlva to customers, since calling prices In such 

24 pec:lcllges would need to be nt well above cost to pay for the cross-

• 25 sul»ldy, keeping customers from gair'Wlg 1M full value they want from 
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u.slng the telephone netwol'k.. I will u.se a stylized example to help 

Illustrate thla point 

Consider e customer for whom the inaemenlel cost of basic local 

aeMce Is $26 per month, and wt.o can be provided with long dlst8llCfl 

aeMce fur an additlonallnaementlil coat of 2 cents per minute We 

will auu.me these are alao the underlying costs for each of the 

competitive carriers I will describe. The customer's preaent earner 

charges him $12/monlh fOI' basic local service. and 10 cents/minute 

for long distal a calling: based on those prices, the customer makes 

200 minutes per month of long dlatanoe cella. Thus. this hypothetical 

customer would have an lnaemeotal cost r-1 service of $30 ($26 for 

ballc service plus 200 minutes of long distance at 2 cents each), and 

be paying $32/month in revenues ($12 fOI' basic serv.ce and S20 for 

long dlstanoe calls), thereby covering inaemental cost and malung a 

contribution to joint and common ::osts of $2. Th! .. 'lxample would 

seem sometning ltke ·g1vu1g away tho razor to setl lho blodes • 

However, a competitor ooutd tal<e th.is customer away by ct.arg1ng 

more for baoic monthly access and leas for calling. For example, 

Corr1*itor A might offer a competing monthly basic aerv1ce pnce of 

$22 and a long distance price of 5 cents per m1nute, for a total 

monthly bill of $32 fOI' the 18/TlS -:&llfng ($22 for baSIC SSrviCS and 5 

centa for each of 200 long d1stance m1nutes). But th«e'a a 

difference. Competilor A'a package Ia baHer for the customer 
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1 beca M it would allow him to have axac:tly what he had before. plus 

I • 2 an Improvement: The new ability to place additional long dlst.anoe 

3 calli for aloMr price (5 c:eru inateed ~ 10 c:enl.l). Indeed, 11nc:e the 

4 .ncu1 ~long distance calls o.JSiaiiiiS make is sensitive to the price 

5 (aJitcmaR ca!l mora at lower prices), customers would In fact make 

6 mora calls IXIdar Competitor A' a pricing plan, making both them and 

7 Competitor A better off •• a raaull The cuatomara would gain \he 

8 benefrta of making additiOMI calla, wlille Cornpetllor A would gain 

9 bec:aM each extra call aeatea 3 centa per minute In coatnbution (5 

10 ClfU In ~ mlnus 2 centa in Incremental coat equals 3 cents in 

11 coatributloa). 

12 

• 13 But tne competitive PfOO!IIS might not atOJ) there: Competllor B could 

14 offer a monthly basic service price of S26 and o per-minute price of 

15 3 cents. That pac1<age would give the custOITlef what he had to begin 

16 with (a $32 monthly bill for basic aervice plus 200 mtnute. ttl c.alhng), 

17 but an even better option: The ablllly to make extra calls for 3 cents 

16 par minute. Of course, the most competitive package of all could be 

19 provided by Ca upotitor C, ctwging $28 for basic service plus 2 cents 

20 par minute for long distance calling. 

21 

22 While thla is a atyliz:ed example, It doea point out an important 

23 C101'11pelillve dynamic ba.sed on established pnnclples of economiCI 

24 Thill the market wilt tend towYds cutting the price of INt component 

• 25 ~the HrVIot ~ to v.tlich CUI!Omerlera price-senaltlve, tNt '-· 
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1 the MMc:e(s) c:ustOtl'lllS \Mil buy more at.,._, 1he price It cut. At the 

• 2 same time, the price of acceu will tend to riae to cover at least its 

3 lnc:remer-.181 cost, plus most or all of the contribution towardajoinl and 

4 common costa !hal ls to be r1100V81'8d. "The mat1\et does this because 

5 the reso1t Is to make cus•omers better orr. end customers tend to p.c:k 

6 the service provider that gives them the deal lhty Ilk& beat. \'Vh1le 

7 such an example C81Vl0t refled all competrtlve orcumstances that 

8 might oc:cur, 11 does lnustrate how prices that better reflect both 

9 undertying costs end the nature of customer demands are not only 

10 better for customers, but also more likely to prevail in e compeht•~ 

11 mrut. 

12 

• 13 Q. CURRE.NT FEDERAl-5TATE SEPARATIONS POLICY 

14 ALLOCATES A PORTION OF THE LOOP TO THE FEDERAL 

15 JURISDICTION, WHERE IT IS "ECOVERED T:1ROUGH FEES 

16 THAT INCLUDE USAGE-BASED ACCESS CHARGES. HOWlS 

17 THIS RELEVANT TO THE COST TREATMENT OF A LOOP? 

18 A Separa'lions Is a process needed to nltsfy the legal dtsllnctton 

19 bei\'JIIan state and federal jurisdtdlons. and the related need to spirt 

20 telephoue investments, expel- end revenues between junsdtdtons 

21 ewn if the results are art>ltra.ry. Where the separallons process has 

22 performed allocations of cost, revenue. or Investment, those results 

23 have no 1100110mic aignifiCBnOI. Htstorically, separations also served 

• 24 as a means to redefine ·coats• to ma ten poliHcal notions of pricing -

25 u..by tumlng upside down the economk: pritlelple that pnces 
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1 should M based on COliS. 

• 2 

• 
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17 

For example, the aubscribef plant factor (SPF) approec:h to lh•s 

alloc.tion was adoploo for political and admlnlstraUve ease in a 

monopoly environment; and the axrent 25 percent allocation to 

lnterltate resulted from a 1983 FCC decision adOpting a Joint Board 

recommendation to abohltl the prior SPF formula beca••sa of the 

ac:cen charge diapariUes it created acroaa lhe country Oettinger, 

Anthony G. and Carol L Welnhaus. Bm!lad tbt TefephqatJ Drlb8tss 

(Ablex Publshing Company, 1988), pegss 93-103 Thus the fad that 

25 percent of the loop Is allocated to the federal juti!Jdictlon (or that 

aeparallons axiJIJ 81 a:t) says nothing about the actual way costs are 

Incurred, or the best way for pric:e8 to recover costs to Denefit 

customers and the economy. Indeed, assigning all loop costs ancl 

revenue• to a single JUOsdldlon oould be a helpful step f01ward tn 

rationalizing telephone service prtce&. 

18 Q. HOW CAN THE COMMISSION CONCERN ITSELF WITH 

19 ECONOMIC PRINCIPLES FOR TELEPHONE PRICING WHEN IT 

20 ONLY OVERSEES A PORTION OF THE INDUSTRY WITHIN fTS 

21 JURlSDICTION? 

22 A. What cuatomera pay for telephone Mrvtce is a c:ombtnatlon of the 

23 prices aet in each jurisdiction; therefore. tf bolh the FCC end the 

24 

25 

Commlaslon set prlcea appropnately, customers and the economy 

can aUII have the benefits of economically·soo.n:f priCing And the 
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FCC has acted to rationalize the way its ahara of loop costs ara 

c 'ected, first by establishing the SLC as a fixed I'Tl()(lthly charge, and 

then by establishing the fixed monthly customer access charge (the 

PICC) naw paid by IOilg distance companies (and presumably to be 

passed through to customers in the rnatitetplace). 1ha undeniable 

pattem of federal pricing reform has rebalanced ratt1s away from 

usage-based chargeS, and onto fiXed I'Tl()(lthly charges, allowing 

customers to benefit from considerably greater use of the telephone 

personally, but also from the stimulus to the economy that has been 

provided ~ more extensive use of the telecommunica!ions by 

businesses 

Thus. v.tliie the Commission does not have jurisdiction over tile entire 

picture of local telephone pricing, it hes by tar the greatest share. By 

acting much as the FCC has with the portion of thP industry 11 

oVOI'$885, the Commission can assure that the total rata a1..:! bill 

picture seen by the customer will maximize the usefulness and 

benefits of Florida's telephone networks for everyone 

20 Q. HOW DID THE DISTRICT OF COLUMBIA COURT OF APPEALS 

21 ADDRESS LOOP COSTS WHEN REVIEWING THE FCC'S 

22 ORIGINAL DECISION TO ASSESS INTERSTATE SUBSCRIBER 

23 

24 

25 

A. 

UNE CHARGES (SLCs)? 

In Its 1984 opinion reviewing the FCC's deciaion to impose per-hne 

sWscriber line dlarg6a (NARUC v. FCC, 737 F.2d 1095 (1984)), the 
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D. C. Circuli Cout of Appeals elated the following with respect to the 

coat characteriatlca of local loops, and hoW those relate to 

approl)(iate recov&fY of those co5ts: 

•pla'lt CXIf1l are I"IONIIIfiC sensitive ..men they do not vary Wlth 

th• extent to which the facilities are used. The basic cost of 

Installing and maintaining a local loop, for example, remat'\5 

the same whether the subscriber, or 'end user,' uses the loop 

to make one call or a hundred, and whether those calls are 

local or long-<listance: (Opinion, page 1104) 

·The end user charge reflects costs caused not by e 

subscriber's actually making interstate calls. but by the 

aubsc:tiber's COMectlon Into the interstate nc:.twork, wtuch 

enables the subwiber to make Interstate calla. The same 

loop that connects e telephone subsctibc.r to the local 

exchange neoassarily c:onnec:ts the subsc:tlber tnto the 

interstata netWOtk as well. Under Smith, a portion of the costs 

of that loop are assigned to the interstate JUflsdtctton. for 

recovery under the regulatory authonty of the FCC, on the 

baaia of a complex division taiung tnto account atattstical 

c.lling pattams. That separations dedstOn. however. doss not 

effect the cost of the loop. Local telephone plant costs er-e 

real, they are neoessanly Incurred tor each subSCttber by 

virtue of thel aubsctibef"s intercomedion into the local 
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1 netv.uk. and they l1lJ5t be recovered regardless of how many 

• 2 or how few Interstate calls {or local calls for that malter) a 

3 subscriber makes.· {Opinion, pages 1113-14) 

4 

5 ' Every telephone subscriber is automatically connected 

6 through the same SObsaiber plant into both the local 

7 exchlnge and the ll"llerstate network. No dsa1ber can avo1d 

8 'causing' those costs of its telephone line allocated to the 

9 lnterstete juri&didion • (Opinion, page 1115) 

10 

11 

12 Q • ANOTHER CHALLENGE TO YOUR POSITtC1N IS THE CLAIM 

• 13 THAT A LOOP IS A BASIC SERVICE COST ONLY IF THE 

14 CUSTOMER BUYS BASIC SERViiCE AND NOTHING ELSE. 

15 THEREFORE, THE ARGUMENT GOES, ASSIGNING THE LOO'P 

16 TO BASIC SERVICE AMOUNTS TO SECOND-GUESSING WHAT 

17 THE CUSTOMER INTENDS TO BUY. CAN YOU COMtfiO:~:T? 

18 A. Thlsiii'QIUI'*llls poinlless and circular. What malt era IS what act1ons 

19 c.uae the cost - and slonin~ up for eny kind of telephone servtee 

20 requires e loop in its entirety. roos. I am not presupposing anyth1ng 

21 aDout wt\atever elM the customer will buy, because it doesn't maner 

22 I<*' ... how someone who has already deoded that a loop should 

23 be ellocat.ed among different services might worry about keep1ng 

• 24 trac:k of wtlat uM a Q.lltomer makes of the phone - because the 

25 ' ooet' of a loop would jump around every time a c.ll was made 81.11 

31 



1 the reality of cost causation has nothing to do with such a mental 

• 2 exercise. 

3 

4 Q. WITH RESPECT TO THE COST OF THE LOOP, WHAT OTHER 

5 CLAIM DID YOU REBUT PREVIOUSLY THAT YOU EXPECT TO 

6 SEE AGAIN IN THIS DOCKET? 

7 A. In hit •eaUmony In Docket No. 960696-TP, Mr. Jo&e1Jh Gillen 

8 (epp a Bring on behalf ot the Florida Competitive Carriers Associa1Jon) 

9 a.lmed tlllt lhe local loop Is not just a COlt of basic local seN ice. but 

10 that it also helps •provide" other services and is so mlKed up With 

11 them tttat lt can't be aepareted out. Thua, ,,..r. Gillan aald. the loc..l 

12 loop could not be considered jual as a cost of baSic local ser.~1ce 

• 13 when tasting which ser.~ices are aub&ldized 

14 

15 On this basis Mr. Gillan found himself on the homs of a d1lemma ,of 

16 hla own creation - that If the coli of the loop ano ·~ SWitch 1s 

17 considered as part of basic telephone serv•ce. one could calculate 

18 that a given customer's basic telephone ser.~ice Ia subsidized even 

19 though tNit customer's local telephone compeny may be mailing a 

20 profit ft om that customer. due to sales of other aer.~lces to that 

21 customer. That concemed Mr. Gillan at the hme. as 11 may still But 

22 aal demonstrated before, Mr. Gillan' s "dilemma· ia not real. and h1s 

23 COIIOIIITII .. easily addresaed using correct econormcs and common 

• 24 aanse . 

25 
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1 Q. WHAT IS WRONG WITH MR. GILLAN'S ASSERTION THAT THE 

2 

3 

4 

COST OF THE LOOP IS SOMEHOW INEXilUCASL Y MIXED UP 

WITH A VARIETY OF SERVICES IT HELPS "PROVIDE: ASIDE 

FROM BASIC LOCAL TELEPHONE SERVICE? 

5 A. Mr. Gillan Is Incorrect, since the loop Ia a cost of basic local setviCIJ 

6 lnCI noth.lng else, as I have already explained Therefore, Mr. Gillftin'IS 

7 •dilemma• Is Imaginary, since hta basic premise Ia wrong. 

8 

9 Q. HOW DID MR. GILLAN PROPOSE TO RESOLVE HIS SELF· 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

CREATED DIL.EMMA, AND WHAT IS WRONG WITH HIS 

PROPOSAL? 

A. Mr. Gillan proposed that subsidies be calculated only wilh respect to 

an overall bundle of services a customer might bvy - so that, lor 

inslance, a customer who buys olfsettlng llr1'lOUlts of servtces that are 

priced high and low be considered to be receiving oo subsidy at an. 

and requiring no universal aervice aupport. Through lhis approach 

Mr. Gillan aiiiJI1les fiWBY the problem by aaser11ng, tn essence, !hat 

cross-s.ubsldlu don't matter so long aa they seem to add up and 

otfsetl'.ch other. or courae, croaa-aubsldtes have two sides One 

pays In, end one Is paid out. But ira jul1 circular reasorung to claun 

that lhefe'a no aubsldy of concem eo long as 11 aeems to paid for at 

the minute. The whole point of the l&glalative mandate for the 

Commission to rapon on "the relationships among the costs and 

charges associated wilh providing basic local service, Intrastate 

acceaa, and other services provided by local exdlange 
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1 telec:CII'Iln'Ulla companies• Is to Identify v.iwe those lmplieit 

• 2 IUbsldlel exist. (Chapter98-277, aec. 2(1), General Laws ot Florida) 

3 Then they can either be eliminated through pricing refonn, or m8de 

4 ellpllcit and eyppot18d tiYough li'IIYeraal service funding. Mr Gillan's 

5 auerttons are ot no help In getting that job done. 

6 

7 Q. WHY ISN'T A LOOP A COMMON COST OF SEVERAL SERVICES 

8 IF, ONCE IT IS INSTALLED, IT CAN BE USED (ALONG WITH 

9 OTHER TELEPHONE COMPANY CENTRAL OFFICE FACIUTlES) 

10 TO PROVIDE A GROUP OF SERVICEa AT UTTLE OR NO 

11 ADDIT10NALINCREIIENTAL COSTS? DOESII' r THIS ARGUE 

12 FOR ALLOCAT1NO THE LOOP AND THOSE CENlRAL OFFICE 

• 13 FAC1UT1eS AS COMMON COSTS OF MUL TlPLE SERVICES? 

14 A. No; just because e modem telephone networtl has many capab1hhes 

15 does not make the loop a common cosl It so happens that sett1ng a 

16 wstom« up to lliMI basic I«Vioe otren a variety of capabthtie~ :';,nt 

17 away, as well as the ability to access many other survices at a tow 

18 Incremental cost. Therefore. a basic: oonnect10n to the network -

19 J)I.I'Ch8Md as a pan d basic: 181V1c:e - bring a a oonsldarabta amount 

20 with It for the benefit d the rustomer So what's the signrfiCIIOCe of 

21 that? 

22 

23 Advoc:ales d ei10C8ting the loop would aay that because a veoety of 

• 24 Mrvioas are meda poaslble by a bealc: networtl connecbon. the costs 

25 d the loop ~ th«efora be spirt up llmOI'Ig these VInOUS MMOIIS 
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14 

15 

16 
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19 

20 

21 

22 

23 

24 

25 

(like touch tone, call waiting, local uuge, et.c.), 10 that the price of 

each might t1111ect a portion d the loop'a cost. But that approach 

ignoru tho reality of modem tectlnology, whlc:tl happens to pro'lida 

capabilities like !Mse In one bu'ldle that repreHnts the en1ty-level 

put:hase one can make of telephone S«Vice. Whether 01' not these 

the custom« UMI every part of that bundle does not change the cost 

d the loop; lnd how these additional aervices are priced has nothing 

to do with how the costs of modem telephone aetvice actually occur 

In p.ticuiM, there Is no savings of loop coltJ when o customer buys 

batic aeMce but doesn't do anything mOl'& with •.-.e phone (a g • 

makAII no long distance calla, 01' doean'l UH ver1lcallefVices~ The 

entlre lot,.. cost is s1JIIlhere. even If the cuatomer does not make full 

use of the benefits that the netwOI'k makes possible . 

Thus, to c:onnect any QJstomar to the telephone network 11> qoing to 

cauae the whole cost - but al so croate the whole bundle, wh1ch 

lndudea the ability t.o use many vertical services oncl make toll and 

. 
local c:.lls at little additional expenae to the telephone company If 

retail prices were based on these cost relatlonshlps, the pnce of baste 

service might cover the entire fixed monthly cost. while vertical 

services and long distance calling might be priced far lower than they 

are today (e.g., calls to anyv.tlere In the~ might run a few cents 

per minute). However, lhla attractive proposition is not what 

customers naw get fran thell' regulated telephone aeMce pnc:es 
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1 In any evenl, this argument provides no baal s fOI' claiming that the 

• 2 coati of the loop should be allocated to theM other setVices. 

3 

4 SECDQN 3 : PRICING REFORM TO BEHEfiT RES!QENDAl 

5 CUSTOMERS 

6 

7 Q. WHY DO PR!CES OF TELEPHONE SERVICES MATTER AT ALL 1 

8 WHY CAN'T THE COMMISSION OR THE LEGISLATURE JUST 

9 SET THEM AT ANY LEVELS THEY WANT TO? 

10 A. Pricing Is a core concept in ec:onomlca, whether In a regulated 

11 monopoly or mar1<et cont.ext. EOOIIOI'Ilically•aound Nices help markets 

12 wor1t better, and help customers, oompanles and society in general 

• 13 get the most oul of tNI resources we have ava1lable The study of 

14 eoonornics has identJfled how prices will be sat In a market (or should 

15 be sat by a regulatory agency) to help the economy wor1t as well as 

16 possible, and help us all gat the most out of what we m~l(e end use 

17 The Corrvnlasion and the Legislature can benefit the pubhc by 

18 following theH principles In aettlng prioes - 1ndudlng determln~ng the 

19 oo.t c:A unMnal aervic:e 8/'ld an asaoclatad level of exphcd unversal 

20 service funding. 

21 

22 Perhaps most importantly In helping customers and firms be as well 

23 off as poaelble, economlcelly-sounct prices ahould refl8CI the actual 

• 24 COli of what Ia being made or uHd . Tho usual way th1s rule 11 

25 Illustrated Ia to ahow \liNt happenl If pricea ere HI olthet above or 
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1 below cost Above-cost prices force a.~stomers to buy too little or 

• 2 something, 8nd also give the wrong signal to firms by enc:ouragulg 

3 them to overproduce that product. Below-cost prices en<:OIJrage 

4 OJStomerl to buy too much or something, and dlacoureoe firma from 

5 producing Clf'OUgh or lhat product. In either situation, essential 

6 economlo llgnala ere akewed, lllCf the economy as a whole (lncluel1ng 

7 consumers) 11 harmed by the waste that results. As one fu11her 

8 ~. industries like~~ tend to have shared, 

9 joint or common costs lhat also need to be recovered in add1tion to 

10 the direct cost of a product; as a ganaral matter, these other costa are 

11 best IIICOII,nd !trough the rn8f1a4ls the mcr1te' ~viii permit on various 

12 products, over and above the direct cost or the product in question 

• 13 

14 I raoogniza that lhillntrodudJon is rather basic, and reflects concepts 

15 the Commission has undoUbtedly considered before. But this bas1c 

16 framework Ia critiCal for understanding how the loca1 loop fits Into 

17 telepllOne service pricing, even if such prlnclples oro often forgollon 

18 or over1ooked In the din of political debate about these issues 

19 

20 Q. PUTTING ECONOMIC ANALYSIS ASIDE FOR A MOMENT, WHAT 

21 DO YOU BELIEVE THE GENUINE MOTIVE TO BE FOR THE 

22 DESIRE TO ALLOCATE THE COST OF THE LOOP? 

23 A. I believe that Interest In auemptlng to allocate the cost or the loop 

• 24 arises from 11 desire to preserve the status quo - and a fear that 

25 raising bask: rates would drive people from the netvwo11c 01 cause 
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1 numerous consumers to complain loudly. Altomatlvely, on the 

• 2 assumption that basic rates might not be rai sed s~gnificanUy. some 

3 edvocatas or loop allocation may not want the Legislature to adopt a 

4 universal leMce fund of the size ttuly needed to comply with the 

5 Telecommunications Act of 1996; ao allocating the loop becomes a 

6 Wff'/ to pretend that Slbsldiei are ltl'llller than they really are. There 

7 could also be the fear that either of these acanarios would be 

8 polltlcally problematic. 

9 

10 Q. IN YOUR EXPERIENCE, ARE SUCH FEARS WELL-FOUNDED? 

11 A. No. Provided that policy makers epproach the process wtth common 

12 sanae and a command of the facta, a decision to reform rates to 

• 13 reflect costs does not have to become a pol1t1cal cnlam•ty of any kind 

14 Aa for .no facta, they tend to show that pri.Cing reform benefits 

15 customers ea a whole, including large numbers of ras•denllal 

16 customers individually, and that adverse Impacts are far less 

17 prevalent or consequential than ma'l)' seem to assume. Indeed, 

18 pricing reform may increaae the number of telephone au ... •r.ribors. 

19 and will cartalnly pcomote competition. Further, by study1ng actual 

20 customer billa end usage, companies, regul£tora, and lawmakers can 

21 design pricing reform prog~ams to min imize adverse or abrupt 

22 Impacts. 

23 

24 Of CCXJrae. the provlalon for expi'Cit universal lefVIOII fund1ng 1n the 

• 25 Telecommunications Act of 1996 provides a tool lor addressing 
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Q. 

concems about balle ratu in high-<:Ost areas, Of for customers who 

face genuine effordability concema. 

HON OOES THE CURRENT FLORIDA RATE STRUCTURE HARM 

RESIDENllAL CUSTOMERS? 

Today's rate structure harms Florida customers in a variety of 

Important ways: 

• 

• 

• 

• 

Calling prices set high to subsidize bask: service prices Ioree 

residential customers to use the phone less, causing real 

economic losses that are not offset by any related benefrt.s; 

Subsidized "basic' rates are anUcompetitive, blocking 

competition from reaching resldefllial customers: 

Forcing some residential customers to subsid ize others ts 

unfair. 

Given the avefage residential telephone bill of $49.05/monlh 

among GTE customers In Florida, most customers probably 

svbsicfzs themselves on the same bill to at least some extent 

- within their total telephone bill, the basic service rata isn't 

any IOO(e imponant than other prices to the average 

realdentlaltetephone user . 
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1 ThJs, a.mnt Q'OU.IIIbsidles In Florida telephone pficea are hannlng 

• 2 residential customers In exchange for no par1icular public policy 

3 benefrt. 

4 

5 Q. WHAT ARE THE BENEFITS OF REFORMING RATES TO 

s R.EFlt:CT THE ACTUAL COSTS OF SERVICE? 

7 A Pricing retonn can aeate many benefits for customers, including the 

8 following; 

9 

10 1. Letting customers usa the telephone networ11: 

11 Sometimes thent is a free lunch In econom ca where customer 

12 t- ~neflts can be aeat.ed at no cost, end filong bad telephone 

• 13 pricing Is a prime example Cus~onler. make more calls when 

14 the price of calling Is cuL Those additional calls benefit the 

15 economy, and do const1tute a "free lunch. for customers as a 

16 group. 

17 

18 In economic tanns, thera 1s a signiflcatll price elastiCity of 

19 c:lemand for toll end long d11tance cathng, end aubalantia l 

20 conaumer surplus ia aeetld wthon ceiling prices ere reduced 

21 towards their economlc coat Net.iOI'lW1de, this potential ga1n 

22 has been eallmated a null"'ber of limes, end the answer l.s 

23 usually tt1et mlspricing fa c:oatlng the nation's economy billions 

24 of dolt... a year, even though .ome progress towards cost-

• 25 b8Hd prices has been mede in the last decltde 



, 2. 8111 faimesa for cuatomefl: 

• 2 Residential customers who have been paytng htgh rates for 

3 calling and vertical features to support the aou-subltdy af 

4 below-coat BLS can aoe lower billa; and, even customers 

5 ~ total bill was being IUbtidized (whose billa may 00 up) 

6 can benefll by ualng the phone mora. And as I ind1catf.d, 

7 some non-Florida cultotne( bill date suggests stfOOC.y that 

8 minority rustomera end families are among those han.~ed the 

9 most by aJrTent priCing. 

10 

11 3. Removing roadblodts to competitiVe cho1ce for res1denbal 

12 cu;tomers: 

• 13 Mlapriclng impedes competition S111oe a below..(;()st poce is 

14 anticompalltive - even when mandated by government The 

15 Corrvnission Is standing in the way of competition wherever it 

16 requires a below-cost pnoe lor seMC8. as With rastdenbal 

17 basic local service. Prll..lng reform can a'low residential 

18 customers to beoorne a VIable fll81t\et for compa!Jtors. a goal 

19 I understand the Commission has pursued lor aorne lime 

20 

21 4. Ending peMlrS8 regulatory incentives lor competition to focus 

22 only on a limited number af aervtces and customers 

23 Mlapl"iclng arllficlally directs competitors towards certa in 

24 cuatomers who tend to ~ large amounts of the setvl085 

• 25 ~has~ (IUCh as toll ot tong diStance calling, 
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1 Of buslneu basic local aervlGe.l). Miapncing a110 glvot an 

• 2 excessively I1Tong signal to those OJStomers who can do 10 to 

3 build privalAI networits as an altomallve to paying hloh 

4 regulated prices. Both problems etiCQU1I08 over1pendlng and 

5 overinvestment among certain amomers (Of for certatn 

6 serviclt), problems that pricing reform can alleviate. 

7 

8 5. Helping resale and unbundling be viable compeutive options 

9 Rational retail pricu will make unbundling and reaale WOf1< 

10 bettll'. Mlspricing creal&$ arbitrage opportunities between a 

11 local cm:hange eompany's 'Aftolelale end retail prices. Pricing 

12 reronn roduoea such artificial diaparit.i&s a .. ,j lhereby reduces 

• 13 cenalona related to unbundling and resale . 

14 

15 Q. WHAT PROBLEMS CAN BE CREA:TED BY 6 RJNGING PRICES 

16 MO~E IN U NE WITH ECONOMIC COSTS? 

17 A. Generally, ending an economic distortion like mtsprio"'Q solves lhe 

18 problem.l the ditlortion caused; it does not create new on81 

19 However. a runbll' of political conc::ema can arise: 

20 

21 • While "*lY OJStorTa billl will be cut end others little effected • 

22 tome cullomers will probably pay more if prices ere 

23 rationalized They may object 

24 • Fears will be expreased that pncing reform Will lhreaten 

• 25 Ullivertaiiii'Vlce 
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1 • Competitors Who have built a busiMU strategy around 

• 2 profiting from ml&pr!clng may be hurt by cost-based prices 

3 • Tactically, telephone company opponents and competitors 

4 may try to ho:d pricing refoon hostage In the regulatory Of 

5 political process In exchange for gains they want at ltv. 

6 expense of lncunbent telephone companies. 

7 

8 However, thenlls a reasonable and appropriate response to each or 

9 these concoms: 

10 

11 • Cost-based ratea are ralr. Cc.rtomers whose bills go up are 

12 losing what amounted to • position or privilege, rather than 

• 13 being asked to aasurne a burden or some kind. Wh1le 11 1s 

14 understandable why someone might prefer to be subsit11zed 

15 lndef~nrtely, i11s hardly :.mlr for a OJStom6:" to be asked to pay 

16 the full cost that one's service imposes. 

17 • Cost-Dased ratet will not threaten un1versal aGtvlce, fOf a 

18 var1ety of reasons: 

19 

20 • • EconOfnic studies and experience consistently show that 

21 cuatomer clernand fOf baste service is almost entarely 

22 lnsenaltlve 10 its price. Th111 meana that any reasonable 

23 pricing refoon almply Will not harm un1varsal service. Where 

24 a partiCUlar cost-based price might be prohibitive, Florida has 

• 25 authority to establiah explicit universal service funding to fill 
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1 the gap b6tween the coat of 18(VfC8 and a price the 

• 2 Com11isslou or the Leglalature oonsidera reasonable. Cla1ms 

3 that aubstanllal numbers of customers will give up service 1n 

4 response to reasonable belle service rate 1ncteases are just 

5 unii\Je, especially wtlen rec:luc:tlons In the prices of other 

6 services (especially toll and long distanee) are taken il'to 

7 &CX:OU'lt along with the opportunity !or explicit universal aervice 

8 funding. Indeed, when the FCC rabeJanced pnces by ordering 

9 the $3.50 SLC charge (aa en otraet to lnleratata ecceu charge 

10 redudlona that lad to reduced interatal= calling prices), the 

11 number of telephone aubacri'befs actually Increased as ,a 

12 reaull I discuu this end other pricing reform experiences 

• 13 below . 

14 ••Even though pricing refonn will not harm universal serv1ce. 

15 the Commission will also reta!n all the tools rt 'l&ads to keep 

16 telephone service affordable by whatever criteria it wishes to 

17 CON!der. In ec::cM IOmic termt, the defiOIIIQn IS that people find 

18 something affordable if they buy it, and indeed, to the extent 

19 pricing refonn may improve universal serv1ce, telephone 

20 service will be more affordable. However, universal aerv1ce 

21 support and the liming at rry pricing tran1rt1on cen be used to 

22 address other definitions of affordebilily that may be less woll 

23 defined, but stlll pohtical ty algnilicenl Accepting the COO'ed 

2A dellnitlon of basic aervlce costa Will not threaten these tools 10 

• 25 anyway. 



1 

• 2 • Some competitors may rue the loaa of high margins thay may 

3 have made from competing against artificially htgh pnc9s 

4j ordered by regulation. Some may even have made rtt'.oted 

5 IOV85tmeotl, whlc:tl rational pricing could devalue Hov.11Yer, 

6 one of the objective~ of pricing reform is to d iminish exce11ive 

7 rod ll1lfidll ~tltlve Interest in certain customers brought 

8 about by the wrong economic signals miaprlcing sends to the 

9 markel 

10 • Opportunism in the regulatory o• pcl::tcat process is an old 

11 story, and the polenttal for some to try to delay pnclng reform 

12 for their own ends is no reason to abandon the offort 

• 13 • Pricing reform does not need to be dramatic or sudden Pnces 

14 can be changed throUgh a number of steps after studytng 

15 potential customer impadlto minimize any relat~ dJ-:ruphon 

16 or ooc IC8iT\S about rate shock. Altha Sllll8 tlma, by making a 

17 clear commrtrnetlt to reform, Ftonda authorotoes can send 3 

18 message to those who are putting telecommunications 

19 infrastnJchn in place that they shovld not ~unt on mispnctng 

20 to julllfy future mveJtmenta Similarly, know,ng tnat pncmg 

21 reform will OOCU' creates the right Incentives for compehtors to 

22 Invest to 11rve restdenllel customers 

23 

24 Q . TO HELP GAUGE THE GENUINE IMPACTS OF PRJCING REFORM, 

• 25 HAVE YOU BEEN ABLE TO OBTAIN fNFORMAOON ON THE 
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r 

1 ACTUAL MONTHLY BILLS OF RESIDENTIAL CUSTOMERS IN 

• 2 FLORIDA? 

3 A. Yes. In Florida, the average GTE C1JitOmer using flat rate I8IVk:e has 

4 a bill of $49.15 In 1997. Of that total. only 30 percent ($1 1 36 fOf 

5 bale locaii«V'.<:e plus the $3.50 SLC) relates to baaic aeMc:e 

6 

7 In other words, the price of basic service is only a minor part d w'\al 

8 residential o.momers buy. Claims to the contrary ( that the price of 

9 basic aervloe Ia critical to the welfare of residential a.~st«nera) are 

10 just wrong on the facts. end advoaltas who support overpricing other 

11 aeMc&s to subsidize the price of basic service are adually harming 

12 residential customers by denying them competitive choices and 

• 13 suppressing their ability to use the telephone, as 1 document below 

14 

15 Thla average lndudea flat rate basic local service, the $3.50 pumory-

16 line federal SLC, vertical service•. toll and long C:lstance ca111ng 

17 (Including an eatJmate of non-GTE long d istance based on acceu 

18 revenues), and applicable surcharges and taxes (cala.~lated lor a 

19 Tampa resident). 

20 

21 Q. DOES THE SAME RE1.AnONSHIP BElWEEN THE BASIC 

22 MONTHLY RATE AHD THE TOTAL BILL HOLD TRUE FOR 

23 FLORIDA CUSTOMERS OF VARYING INCOME LEVELS? 

• 24 

25 A. Yes, It doel as these data show: 



1 Income Level Btalc Sttyico Total Bill 

• 2 Less than $10,000 $13.10 $41.58 

3 $10,000- $19,999 $12.73 $43.22 

4 $20,000- $39,999 $13.35 $46.82 

5 $40,000 - $59,999 $14.47 $52.41 

6 $60,000 and up $1558 $5676 

7 

8 AI r1ttfY Income lew!, basic HMce Ia only 1 frld.ion of the avlf~ 

9 loCal bill fcx GTE's F!Ofida customers. These totals are as of March, 

10 1998, and Include both nat and meaal.nld I4I'Vice customers, while 

11 not Including applicable taxes and fees (which are abo\Jt $4 of the 

12 $49.15 overall average crted aboVe). 

• 13 

14 Q. TO DRAW FROM ANOTHER STATE, WERE YOU RECENTLY 

15 ABLE TO OBTAIN CUSTOMER BILL INFORMAT10:-IIN INDIANA? 

16 A. Yea. Ameritec:h Indiana was able to PfOVIde that information for an 

17 analysis c:l pricing reform I undertook. It included the ent1re range of 

18 telecclmrTUlic:a ~by Ameritedllndiana cuatomers The 

19 average mon1hly telecommunications apendong for res1den1Jal 

20 cuatomers In Indiana Ia $67.95, Including basic local service. local. 

21 local toll, long distance, calling card, cellular and pag1ng serv1ces 

22 Excluding pag1ng and cellular aervices, the average monthly 

23 telepho418 bill is $54 10. TheN f.gures compared to a typocal 

24 Ameritach Indiana basic aervlce monthly charge of $16 01 ($12 51 • 

• 25 S3.50 SLC) 
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1 Thua, the Indiana data was eonslsutnt INilh v.+lat we see for GTE 

• 2 c:ustomeraln Florida. On average, the basic setVice price i s only 30 

3 percent of en Indiana residential cu nomer'a phone bill, and only 2-4 

4 1- rcent of their average apendmg on teleconvnunicationa. 

5 

6 Q. WHAT AVERAGE BILLS DO MIUORITY CUSTOMERS PAY IN 

7 !NOlANA, AND HOW DOES MISPPJCING AFFECT THEM? 

6 A. In Indiana, African-American CUbtomers apend an average of 

9 $89.0!11month on talecormU'liC8tls (Including cellular and paginQ). 

10 ex~ $67/mOI'Ith on the tcJiepha 111 bill (without cellular and 

11 paging). Thua, It 8P988fl that mispricing Ia particularly harmful l .o 

12 Afric:an-Amaric customers In Indiana, to whom pricin J reform could 

• 13 ba etpecial.y beneficial. 

14 

15 a. WHAT ABOUT ELDERLY OR LOW-INCOME CUSTOMERS, O R 

16 FAMILIES? 

17 A. Indiana tenior citizen customers spent somewt\al leas thar. '"''l 

16 average, as did low income cu'>lomers. Still, both groups had 

19 alzaable evet'age bHia: 

20 

21 Cyatpmor Group Total Telecom lQiflohoj 10 Bills Only 

22 

23 55 yNfl and older: $52.16 $44.73 

24 Income• len thlll $45.92 $4170 

• 25 $20,000fyear 



1 Even for these OJStomn, the "bale" rate 8ITIOUlted to lets than half 

• 2 the average telephone bill. Pricing reform may also offer benefits to 

3 tt.e OAtomln, or at 1ea$t alfed their 1ata1 bills by considerably less 

<I than aome may have reared. 

5 

6 Indiana faiT\lllet with children have somewhat higher than averag.J 

7 telephone bins, pertiaJiarty families with t.eenagers (whose telephone 

8 bills everage atx1ut $69/month). Thus, current telephone serv~ce 

9 pricing a l10 appeen to dlaadvant8ge ftmllles. 

10 

11 Q.. HAS GTE RECENTL V STUDIED R.ESmENT1A1. CUSTOMER BILLS 

12 IN WASHINGTON STATE? 

• 13 A. Yes, in oonnedlon With 1 presentatiOn I helped make to the 

14 Washington Utilltles and Transportation Commisaion, GTE's Dr 

15 Robert Tenlmura presented everege cus1omer bill emoum. firv'.lud1ng 

16 an estimate or the long diStance portion or the bill) from 1997 data 

17 By comparison to the average basic rate of $12.6<1, the total 

18 residential customer bill was $45.20. Including the $3.50 SLC, the 

19 bale nrte Ia only 36 peroent or the average residential bill ror GTE's 

20 Washington customers. 

21 

22 Q. IF RESIDENTIAl CUSTOMERS BUY LIBERAl AMOUNTS OF 

23 OTHER SEfMCES, WHY DOES THE PRJCE OF BASIC SERVICE 

• 24 NEED TO COVER All OF THE COST OF THE LOOP? AREN'T 

25 PHONE COMPANfES ACT\JAll Y MAKING UP THE COST DEf1QfT 
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A. 

IN BASIC SERVICE RATES FROM OTHER REVENUES? 

My l.llderltlrding Is that other revenues currently offset the financial 

loa autfered by GTE in Florida on residential basic service, although 

local telephone companies face pastlcular competitive risk with 

reapect to revenues from aervlcea regulation has priced artfficlall~ 

high. Note also that average customer bills I report include long 

dlatanee aervlcea provided by long dlatance companies, not local 

telep.'loc 18 ~ even ttnqllong d11tence bills are pan of this 

laaue (bec:auae they are affected by mlapriclng), local telephone 

~ only receive e portion of those revenues Indirectly through 

eccess c:halges paid by long distance compa ties. 

However, the need for pricing refonn goes beyond the finanetal 

Integrity of local telephone companies, or forecasts about how that 

Integrity will be effected by competition. 'Juite apart from those 

concerns, economically rauonal prices for telephone s..:-•.;es W111 

make customers better off while re:mov1ng e huge Impediment 'to 

c:ompetltlve options for the rasldenhal mantel Regardless of the 

prognoala tor competitive impecta on local telephone company 

revenues, the Commission and the Florida Legislature should seek 

batter telephone service pr1C8s beceuse they are more fair, they W111 

benefitraaldentlal customers end they are In the publk: interest. Even 

If there were no competition, pricing reform would be 1n the best 

lnl...tl cl customers. That Ia an Important raason why an allocallon 

of the coats of the loop would be a large step in the wrong ciJradioo. 
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1 Q. WHAT OVERALL CONClUSIONS CAN YOU DRAW BASED ON 

• 2 FROM ACTUAL CUSTOMER DATA FROM IFlORID.A, INDIANA 

AND WASHINGTON? 

.. A. The dale reinforce several critical points the Commission W!ould 

5 recognize: 

6 

7 • Cuslol'll8(S don't pay ratea, they pay billa - and elfectlvely 

8 subaldize thems-elves baaed on the total bills they pay. Any 

9 analysis of pricing refonn hu to look at total bill impacts. 

10 

11 • On average, it is obvious that residential customers 1n theae 

12 at.atet make oonslderable Ul8 rA the phone, and that non-basic 

• 13 service cnargo~: dwarf wtlat customers pay for basic service. 

14 Contrary to the traditional trgUnents of nldi'V wtlo oppose 

15 pricing reform, based on the fects 1t's JUSt not true that the 

16 price rA basic service alone delerm1nes the \Wifare of the 

17 average residential customer. 

18 

19 • In lndJat\8. minority CUJIQmorf and families appear to be losera 

20 due to today's regulatory pricing policies. The Commission 

21 lhould leeK similar data for Florida to see whether Its current 

22 pricl11g policies are lldually hurtlng people one might preaumo 

23 they should try to help 

• 24 

25 
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1 • Even thoogh any change In rates must change bills (and 

• 2 kmn n v.Nt 101118 '*'«*' pey), there Ia the cleat potertialln 

3 F~ for pricing reform to benefit many cuatomera outright, 

4 and provide many otherl with at teaat acme rate reductiOn 

5 orraet, to any basic Hrvice price increases they might see. 

6 

7 • The Commission would make a big miatake by embraong one 

8 falleey to 11 ippOrt another - by deciding to allocate the cost of 

9 the loop due to feara that baalc service price increases would 

10 c:auae great harm to residential cuatomera. Instead, the facta 

11 belle those fen, and point to import Jnt opportunities for 

12 cuatomer benefd.s through pricing reform 

I • 13 

14 Q. LET'S TURN FROM HOW PRICING REFORM WOULD AFFECT 

15 RESIDENTlAL CUSTOMERS ON AVERAGE AND FOCUS ON 

16 UNIVERSAL SERVICE AND THE SMALL GROUP OF CUo!":.4ERS 

17 WHO MIGHT HAVE TROUBLE STAYING ON THE NETWORK. TO 

18 BEGIN WITH, FOR WHAT REASONS DO PEOPLE LACK 

19 TE.EPHONE SERVICE? 

20 A. It's not the baaic monthly rate. A number of &hJdles have shown that 

21 the primary fadol'$ are an Inability to pay high calling dlal'ges (e g , 

22 long distance), and/or an Inability to pay the initial connection fee or 

23 deposit to MIAibliah eervioe - Including the deposJts that can be 

• 2A required to restore aervice when it has previously been d laconnected 

25 for non1)8)'1Mnt. s.v.tal auc:h stud- - dtso 11Md in 11llt 
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1 EvoluHM Q/. Utliv8tul Sltvbt Ia lUll The University of Texu AI 

• 2 Au$1in, Lyndon 8. Johnson School of Pub/Jc AfreifS Re~arch Report 

3 Number 116 (1995), Chapter 2. All Important approach that was 

4 used in thele studlu was interviewing people who did not have 

5 telephone wvice, or who had ao;vice at one point but gave it t.p . 

6 Hera apln, actual data about eust,omers Is Important, and can 

7 change the pricing debate In critical weya. 

6 

9 Of course, theae results ero conalatant with economic studies of !hoe 

10 pra elastlcity of belle aervlc:e, ~ .tON lh8l vanationltn the price 

11 d beslc setVice haw virtually no Impact on the numb6r of CU!Iomets 

12 who aubso1be. Those study resulta are baaed on statistical analysts 

• 13 of how Large numbers of CU1tomers actually behave when the pnce 

14 of telephone aerv1ce changes. Ovel' the years, 5IJCh price elastiaty 

15 ltudial have shown VfKY consistent results, which onl} cdds to their 

16 aedlbllity and rahebility. 

17 

18 Indeed, aa I will dlscuu below, careful study of how customers 

19 actually behave has shown that a given percentage change in long 

20 d istance prices haa the same (quite smell) •::-:;>ad on univers.al 

21 service as would a comparable change In the 'basic' monthly rale 

22 In other words, a pohcy of overpnc:II"Q long diStance pncea wtll dnve 

23 IIN8Y llbOut u many (or mora) cuatomera as might be attracted by a 

24 policy of underpricing the 'basic" monthly rete 

• 25 
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1 Q. WHEN IT INV!ST1GATED THE LJINKAGE BETWEEN BASIC 

• 2 RATES AND UNIVERSAL SERVICE. WHAT DID THE CANADIAN 

3 RADIO-TELEPHONE COMMISSION (CRTC) CONCLUDE IN 1Hfl 

4 ,J0UT WHY SOME CANADIANS LACK TELEPHONE SERVICE? 

5 A. The CRTC concluded th£: the pnce for basic service was not a berner 

6 to unlvenal aetVice. The CRTC stated: 

7 

8 • .. the m8jor obstaCles to obtaining telephone seMce for low income 

9 CanadiaN are the payment of up-front installation charges and 

10 aecurity deposita ... (and] .. the predominant reaaon for aubacribera 

11 dropping off the telephone networi< la the lnabifity to pay long 

12 dltiMIOe bill• .' CRTC Telecom DecisiOn 96-10, November 15. 1996, 

• 13 psge 2. 

14 

15 Q. DO SUBSIDIZED BASIC MONTHLY RATES ACTUALLY INCREASE 

16 TELEPHONE PENETRAllON? 

17 A. If 10, only in the slightest. For example, a recent study found that 

18 lifeline 'lublidies - which are explicitly target.ed at the poor who are 

19 mostlik81y not to have telephone service- have essentially no impact 

20 on adding IUbiCribefl to the l'l8IW()r1(. Nationwide (incluchng o44 

21 1tate1), It wa1 found that only one In ~ recipient• of lifeline 

22 IUblldlu would be without a phone but for the subsidy: 1n other 

23 word1, 19 out of 20 lifeline raclpienll would have had a phone 

• 24 anyway, and ware e11entielly receiving e caah aubs1dy lor nothing 

25 Garbacz, Christopher and Herberl G. Thomp$011, Jr. "Do Ufeline 
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Programs Promote UnMNul Telephone SeMce for the Poor?"I?JJblil; 

lhUiUfts Eottnightty. Merch 15, 1gg7; pages 30-33. F()( Florida, 

aubsidiea IICtually brought telephone aervic:e to only one in ten 

recipients, with nine out of ten rec:elving subsidies f()( aervioe they 

would have had anyway. 

The fact that ballc aervioe aubsidlea are this Ineffective at promoting 

universal M!Vice among the poor aimply reinforces the fact that 

11 Oaidized basiC service has virtualty nothing to do with the decillon 

to have telephone M!Vic:e amol'g the general population. And a.s I 

dls::uss below, if the aource of support f()( bs;ic service subsidies is 

over;riced calling aervlces, then the subsidy policy may evan 

decreaae aubsalberahip and harm unlvaraal aervlce. 

15 Q. WHAT DO THESE RESEARCH .\NO REGULATORY FINDINGS 

16 SUGGEST FOR REGULATORY POUCIES TO Pt<OMOTE 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A 

UNM:RSA1. SERVICE? 

Focusing on the apadflc reasons people lad< service makes much 

men sena than worrying ebout ineiYec:tive bas1c rate subsidies to all 

cuatomenl. F()( example, programa to reduce the service connection 

charge for poor householda ( especi1lly for thole who have previously 

loat aarvlce) directly address wch problema. Another beneficial 

IIPPf08Ch might be rate plana that let customers elect limited access 

to long dlat.nce aed1t (II tlvough a prallt monthly alldlt lunit) 

lronlcelly (as I discusa below), to the extent pricing Is driving 
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1 customers olf the networ1t, the blame mll)ht well be pla~d on the 

• 2 ume excessive ptlcet f()( long dlatance a~lling tha1 have been 

3 )uttifled by regulat()(t 81 8 means to keep bask: rates low. II turns out 

4 that pricing nlfOfm that red~ 1081 calling ptlce• towards their actual. 

5 low costa could even Improve universal service. 

6 

7 Q. PLEASE ElABORATE ON YOUR OB:SERVATION THAT PRICING 

8 REFORM CAN POSSIBLY BENEFlT UNIVERSAL SERVICE BY 

9 ACT\JAllY INCREASING THE NUMBER OF CUSTOMERS WHO 

10 HAVE TELEPHONE SERVICE. 

11 A There are two reasons why pricing rafc.m might help universal 

12 -w:e . 

• 13 

14 The first Is that sharp toll and long distance ptlce cuts might directly 

15 reduce the burden of excessive long distance t;<lls on some low 

16 Income cuttomers, thus al lowing them to keep service they might 

17 otherwise have lost fOf that reason. 

18 

19 The I80CI'Id I'8Ual is that pricing nlform cen lncreaH bOth the pnce 

20 but alstJ the value of basic teleplloc 18 aervioe, and the Increased value 

21 an olfl.et the impact of the price Increase f()( a customer. Of even 

22 !.ad aome cuttomera to eubsCfibe (or retain tervlce) Who otherwts.e 

23 would not have. To t.ndlrltrd INs latlar dynamic: reqwres revif!Wing 

• 24 the economk:a of telephone aervloe from the CUSI0f08r'S po1nt of view 

25 
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1 To begin, it helps to think about what a basic local service rete really 

• 2 buys. For a monthly chatge, a customer geu two th1ngs: (1) the 

" ability to reoelve calla and make certain cella at no extra c:Nrge (a g., 

4 ceiling 911 or making local c:.lla). and (2) the abilrty to ps'J an 

5 aclditlonal amount and make toll or long distance calla. In osaenca, 

6 one thing basic local aervice offers e customer Is the option to buf 

7 more aervices. The more aurac:tlve and valuable lhoae other services 

8 n , 1he more valuable ia the bulc localaervlce to the customer. and 

9 the more he or she Ia willing to pey to have a phone in the first place 

10 I like to use the~· of e car. For wt-.c:h would a customer pay 

11 more- 8 car for which gasoline coats $10/gallon, or 8 car ror which 

12 • . .e same gasoline costa S11gallon? (Obviously, the latter.) The 

• 13 analogy Is like local telephone Mtvice, where a substantial pan of the 

14 value comes from wh8C oUler scwvioes a customer can use the phone 

15 to p.6Chale. Artd artrftdally high ceiling prices signn.: "no'y degrade 

16 the value or telephone service ror customers 

17 

18 Therefore, while pricing reform may incroaae the price of bas1c 

19 HMc:e, ilrnty also increae the value of telephone aervlce as much 

20 or even more. making customers better off and potentially lnaeaalng 

21 telephone penetration. Thera Ia a common aense aspect lo reform 

22 II makes no aense to develop a modem telephone network end lhen 

23 Mt prices that effectively penaliZe cuslomera for using it 

24 

• 25 
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1 

• 2 Q. LOOt<ING BEYOND FLORIDA. CAN YOU Cfre SPECIAC CASES 

3 ELSEWHERE WHERE PRICING REFORM HAS OCCURRED 

4 WITHOUT ADVERSE IMPACTS ON UNIVERSAL SERVICE? 

5 A. Yea. I can cite the California uperlence In which I played a role, and 

6 8110 nationwide experience at the federal level In the United States 

7 and in New Zaaland. 

8 

9 Q. WHAT WAS YOUR ARST EXPERIENCE WITH PRICING REFORM 

10 AS AN ADVISOR TO THE CALIFORNIA COMMISSION? 

11 A. In Oeceubel, 1987 the Callfomia P\bi"IC Utilities Commlu ion (CPUC) 

12 decloed a rate case for Pacific Bell. At that lime, PaCific Bell's local, 

• 13 toll, and acx:esa charges were priced fer above 'Xllt, wh1le 111 

14 realdenll al basic seMc:e was priced far below cost The obvious 

15 dlredion to benefrt OJitornenl and tho) eeoc 10m)' was to increase bas~c 

16 rates, and dec:tease the pnce of calling Yet, the ~ .. llforma 

17 Commlssion refused to do 10, deciding (for example) to raise 100 

18 basic rate only a dime, from $8.25 to $8.35 a month The pnllCipal 

19 reason no 1\.W'ther reform occurred was the alarmist objection of one 

20 of the Convniselonera. who seid that bale rate Increases would hat ;:'! 

21 the poor and the V\AI111 eble, ~ he (and Othera) thought would not 

22 benelit from offsetting redudlc.ns In 1M price of calling. 

23 

24 From thai experienoe, II"IICOgllized tomelhlng quite lmpor1ant Wtule 

• 25 the bencflta ot prlclng reform were well-eateblished with reaped to 
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eoatomera as a ~le, the Cellfomla Convrlu lon'a de<:lalon not to 

change rates turned on fears about the Impacts on partiCUlar 

~ d c:uslomera. Yet, no one making the declslon (including 

the Commissioner whose objedlons had J)I'Oved so aillcal) had eny 

real facta about what !hose diWibutional Impacts would be - It was 

aU presumption. 

Thlt experiela led me to try to obtain the facts to underatend what 

the true OJitomer lmpactJ d pricing reform might be. Some time after 

the declllon, I aaked Pecific Bell and GTE California to prov!Oo 

lnformadcn en the dlttributlon of customer billa and uaage of varaOUt 

14 Q. WHAT DID THE INFORMATION FROM THE TEL.EPHONE 

15 COMPANIES REVEAL? 

16 A. The resultt were vety 1ntereaUng The bill informauon revealed that 

17 residential customers made nutTl8f'CXn ITI8aSUfed local • .-~ toll calls 

18 

19 

20 

21 

22 

23 

24 

25 

The price of basic service waa only a portion of the average 

~ellpiOi • bill Most OJIIomers mede at bast some use of the phone, 

and acme rMidel1lal CUitomerl had very high bills due to arUiiclall Y· 

high calf.ng charges. It was obvious that pneang reform would reduoe 

telephone billa for many Individual residential customers. and that 

moat would get at least a partial offset to Increased basic aerv1ce 

prices through aavlngs on calling charges. The conventional wisdom 

waa wrong -In fac:l, at II !he C8M In Flc:ltG todly, the bUlc monthly 
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1 

2 

3 

nile wat not cntical to the welfere of the average residential 

customer. 

4 , HOW WAS THIS INFORMAnON FURTHER DEVELOPED AND 

5 FORMALLY BROUGHT BEFORE THE CALIFORNIA 

6 COMMISSION? 

7 A. At part of a subsequent pricing reform docket (the Implementation 

8 Rate Design phase of CPUC 1.87-11-033), Pacific Bell, GTE 

9 Califomla and the major long dialonc:e companiea were required to 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

conduct delalled analyais of customer local end long d1stance calhng 

Plll!emS broken out by demogl aphlc; fac:tora IUCh at age, Income, and 

ethnicity. The resultt ol these studies were intrcduced into evidence 

befor J !he California Comnusslon. 

Q . WHAT DID THE FORMAL STUDY RESULTS REVEAL? 

A. I Will cite the example of GTE'a atud'J, although the results of Pacific: 

Bell's study showed similar results with respect to its cu:r..:"!"&rs. 

To begin wi1h (IWld consistent with the data trom Florida and lnd1ana), 

local charges (betic: monthly aervica plus SLC, local uuge and 

applicable IUtthlrges) wwa generally leas than 30 percent or the 

total cuatomer bill. Contrary to what many had assumed, other 

c:hargel were mora lmportllnt •o lha average relldenhal customer 

than basic: rates. 
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GTE California's proposal Included lnaeasl~ basic 1"81ldential flat 

rete MMc:e (v.hlt moat CUIIOI'Ilel'l buy) from $10.55 to a new rata of 

$15.55 per month, increasing measured rate basic bu$1nell suv•ce 

(no flat rate buslnesa Mf'Yioe Is available) lrom $9.10 to a,.,.., rata ol 

S14.90permonth, leaving eccesa charges unctl.nged, and raducirto~ 

lntraLATA toll prices by an.., .... of 34 percent. GTE cak:ulll1ad 

related bill Impacts two ways - by assuming customers would not 

change their vokMna cA cella, and In the :1ft amative, by assum1ng that 

cuatomera would change their calling habits in the manner pnca 

elaaticitles would suggest. The bill 1mpacts rapot1ed ware the 

average of the two measures. 

The analysis showed that pricinQ reform would reduce the average 

residential bill. Low-income lifeline customers would also benefit 

because they hed algnlficant toll end lntarLATA bills, out would be 

shielded from nu:tl of the bale MMc:e increase. It's intereshng that 

Cllftain minority group cuatomera tended to make the most toll calla. 

and therefore stood to receive the greatest benefits of pricmg reform. 

In partlcullt, the total bills cA African-American cuatomers wefe 37 

pe~ceul higher than for~ customers. However, the data revealed 

conalatant pat1ams oltoll and lnterLA TA usage across all customer 

segments, Including the poor and elderly (with calling felling 

IOIMWtlat fOI' those o-~ 65) 
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1 Indeed, the benefits of pricing reform were spread ecroaa mort 

• 2 ~ of customers. Only two groups came out behind, with the 

3 worat adYII'M llf1)8Ct being those over t65, whose bills would lncreaae 

4 only 84 cents a month on av.rage under GTE's propose! 

5 

6 Q. WHAT ABOUT THE otSTR.IBUl10N OF BENEFITS - WERE BILL 

7 REDUCTIONS UMITED TO A RELATIVELY FEW R£SIDENT1AL 

8 CUSTOMERS Wl1l1 HIGH TELEPHONE BILLS? 

9 A Not at ell. Overall, the GTE data lhowed that 40 percent of all 

10 customers would see lower billa. while many others would see only 

11 n.odest bill increases. Once again, these esulls were far drtrerent 

12 th'.l what had been assumed before . 

• 13 

14 Of cxuse, there is no W1lY to change rates Without affecting bills Any 

15 rearrangement of prices will produ::e some winner$ :1'ld losers. Here. 

16 at le81t the winners were those who had been overpayrng 101 thelf 

17 telephone seMc:es (relative to what they cost to provide), and the 

18 loMrl were those who were roN belng asked to pay mOte of the cost 

19 they had been cousjng all along. And everyone would have the 

20 opporu..nity to cell more often at the new, lower toll prices 

21 

22 Q . WHAT R.EFORMED RATES DID THE CALIFORNIA COMMISSION 

23 ULTIMATELY ADOPT, AND WHAT IMPACT DID THEY HAVE ON 

• 24 UNIVERSAL SERVICE? 

25 A In Decision ~. the Califomlal PUC ordeted rates reb&lanoecl 
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1 In a comprehensive fashion, including lnaoasea to residential bask; 

• 2 rates, and offaelllng decreasea to other rates including toll and 

3 access charges. R8$idenlial flat rates for Pacific Bell (seMng almost 

4 eo peR:8I'll at the alate) Increased from a level of $8.35 to $11.25 per 

5 month, while the corresponding rates for GTE California (aerving 

6 nearly 20 percent of the state) ware lnc:reesed from a level of S9.75 

7 to $17.25 per month. PJ the same time, toll rates and access charges 

B wen~a.rt aherply. Theae ratea went Into etf8d January 1. 1995, and 

9 continue today. 

10 

11 ResiC:entlal telephone penetration (units with a telephone, 8MU&I 

12 averar:;) was94.8 percent in 1994 according to FCC statistics. For 

• 13 1996lhe figure was 95.0 percent. Nationally, comparable averages 

14 were 93.8 and 93.9. respectively. Rate reform caused no advers.e 

15 Impact on aubacribefship In Califomi3. 

16 

17 Q. AFTER THE NEW RATES WERE PUT INTO EfFECT IN 

18 CALIFORNIA, WAS THERE A CUSTOMER OUTCRY DUE TO ANY 

19 RELATE.D IMPACTS? 

20 A. No, the.re was not 

21 

22 Q. WHAT LESSONS CAN THE COMMISSION DRAW FROM THE 

23 CAUFORNIA EXPERIENCE? 

• 24 A. I '" seven~~ impottant lessons 

25 
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Firat, the hlda are key I believe !Nit most jwiadidlona, probably 

Including Florida, have never llDIIIIned how customers would really 

be affected by rate change~. even thOugh concerns about sudl 

lmpacta are 1 majoc' lmpadiment to better pricing, or In lhla ca ... 

ICCU'81e coating that ahould lead to better priong. When 1 was with 

the Califcmll Commlsalon, I wu excited by the opportuni1y to obtatn 

auch data, and I would think !Nit the Commlaalon and the Florid~ 

Legit! ... n would feel the IIITl8 way. For thit reaon, I hive tnduded 

Florida euatomer data In my testimony. 

Second, en expert regulatory agency hll a responsibility to take the 

IMd In 8l\llyzing and explaining the need for c-.l811Q8: certainly, the 

Califc.nia Commission did IXlder the leaderlhip of Comrms11oner 

W ilk. the Commission President whom I advised Wo found that 

opposition to rate refam wu often bued on a lack or lnformatlon 

among various paroea, the rnecfte or tho public; addttiO"'.atly, we found 

tniiiOITII groups lhllt w.e IUppo.od to roproaont conwmen often 

retponded to rate luues in whit teemed to be a short·aighted 

f81hlon, rather than weighing the genuine tnterests ol customefs '" 

light ol the facll. In eny event, we believed that it was our obligation 

to explain the raa.l facu In an under1tandable way Often (tf not 

always), Informed explanation• helped to address c:onoems and 

,..,., 



1 Third, nlfonn v.;n brino aftldsm from IOlTl8 of the predtctablo aourcea 

• 2 1 rnerdicned aboYe. ~. by eumlnlng and explaining, the facts., 

3 a regulatoty agency can also develop political support for tmpro\ ed, 

.. ~pricing to benefit F~ 

5 

6 Q. WHAT SUCCESSFUL PRICING REFORM EFFORT OCCURR£0 

7 NATIONALLY THROUGH THE FEDERAL JURISDICTION, AND 

8 WAS STUDIED CAREFULLY FOR ITS IMPACTS ON UNIVERSA'L 

9 SERVICE? 

10 A. The FCC pricing reform that eatabllahed :; .e $3.50 aubscrlber line 

11 "harge (SLC) waa IIUCOIII, end was carefully studied by an award-

12 wf'ltllng ec:ouomlat who learned that the SLC actually enhanced 

• 13 universal aervic:e. 

14 

16 To elaborate, a significant proportion (25 percant) or~ "..•t of baa.rc 

16 telephone aeMol has~ allocated to the federal JUOsdldtOn The 

17 primary meana of recovering lhla 25 percent has been UVough per-

18 mlrUe lntltllate acx:eu ~ paid by long distance companies 1o 

19 local telephone c:ompanlea to originate and oompleto long dlatanoa 

20 <*Ia. Effectively, lhasa lntaratato aoc:esa dlarges have kept the price 

21 or long diatanca calling far above coat so that basic local telephone 

22 retn could be kept below their coat 

23 

• 24 In the 1IMIOI, the FCC eltabliahed the $3.50 residenbalaut>saib« 

26 line charge (SLC) and Its business line equlvalonts. In ao dolng, 
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federal avthorities effectively performed a measure of pricing refOITII 

by reducing acceu charges (and thei ofoi e long d istance usage 

rates) and ral~ baale monthly rites. At the lime, this meaaure was 

highly conlroverlial, with consumer groups clalmlng that millions of 

cuatomera would be fOR:ed off the netwol1( ea e result 

In fact. the oppoaite occurred. Not only did aubscriberah1p not fall. 11 

ac:tualty !MM!fl!1 following the adoption ~the SLC. Indeed, careful 

anatyala found that the SLC actually incteased telephone 

SI.Csaiberahlp, ewn lhoul;1 it effectively inc:raaaed the baaic rate by 

$3.50. ~;ow did thla occur? 

It 11m1 out that the fodenll rate refOITII of utabllahing the $3 50 SLC 

ectualty inc:reawd telephone aubac:rlberahlp because the extra value 

~being able to make cheaper long dimnco calls outweighed the 

impact of the extra $3.50 on the monthly basic rote. 1 h1~ ·«&s 

established by Professor Jerry Haulman of M.t.T and hia co-authors 

in a atudy publl5hed In the American Ecooom.c Review. Hausman, 

.lelry, Terrlff, Timothy, and Alexander Befinfante. 'The ERects of the 

Breakup ol AT&T on Telephone Penetration In the United Stales.· 

Amtttc:oa Fmnqm!c Boytew. Vol. 83, No. 2 (May, 1993), PlJfi6S 178-

184. While the effect was not l~~rgt~ in abaolute terms (the federal 

policy lnctaaaed telephone penetration by .45 pe~cent. or an 

l!ddillonaJ 4 ~ households P8f thousand), we can put It In context by 

obMtving thlt 81 ol19116, only 6 1 pe«:ent ~ houaeholdl nabonwlde 
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ladced Wlephone MIVIce - 10 the positive Impact of the federal rete 

rebalancing was equivalent to about 7 percent of the remaining 

households that lack telephone MrVice. 

Looking ahead, the SLC was only one step towards reform, shu rt 

still left 11106 gaps between costa and prices in most states. When 

prices are not based on cost, the result is losses to consumers and 

the economy that can be quite aubatantlal. Professor Hausman has 

estimated the nationwide emuaJ lou to consumers due to telephone 

leiVice mispriclng; 

·Indeed, In the U.S., despite increases in the local 

ecx::ess rates and deae8ses in long d1atanca tttlephone 

prices following the divestiture of AT&T In 1984, I still 

estimate the consumer wehare loss to reaiC."flhal 

w stomera (in 1992) to exceed US $1 billion per year. 

The loss in economlc efficiency Ia even greater with an 

esUrnat.e of approximately US$7 bllllou Thus, the 

hlatortc policy of cross subsidy to encourage high 

telephone penetration has bettn very costly to 

consumers and the U.S. economy.' "Testimony of 

Profeuor Jerry A Hausman, · Canedian Radio

Telephone Commission Pubflc Notictt 95-49, February 

1g, 1g96 (footnote omitttKI). 
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1 Unlike many economic problam1, the remedy for these lossoa Ia 

• 2 ctell1y undlrltood, end well within the ability of govemment to 

3 accomplish. 

4 

5 Allo nolewcfthy were the dire, end lnoorred, predlctlons of consur11or 

6 ldYOcacy QrOJPS llboYI the likely AIUts d this federal pnc:ing reform 

7 The Conaumer Federation of America and the U.S. Public Interest 

8 Research Group had pntdJcted that the SLC would cause 6 mtlltOn 

9 ~atomet'l to leave tha network from 1984-86. In fact, 4.1 million 

10 additional 5ubactibers took service (although only e portion of this 

11 atbscriber gain was due to the SLC). Hausman, Tarrftff and 

12 ~. pege 182, nola 7. The remainder of the penetration gatn 

• 13 Wll ~to a variety of factors, lncludl"9 a nationwide decrease In tho 

14 evemge ins1allation charge, lnaeaslng family Incomes over tho study 

15 period, decreases in intrastate 1011 p.-ic:es, and e ahgr.: r 'tduebon tn the 

16 national average basic rate. 

17 

18 Q. DID THE $3.60 FEDERAL SLC MAKE TELEPHONE SERVICE 

19 MORE AFFORDABLE IN THE UNITED STATES? 

20 A. Yes It did, because more people subscribed to telephone service as 

21 a result. Thla find.ing, drawn from natiOilWide data of how customers 

22 actually responded, Is powerlul evldar.ca that pncing reform can 

23 make telephone service lllO(t tffordabla even if the basic local 

24 exchlnge ra!e goes up - beca< ,,. otrsetting decreases to other pric.es 

• 25 are evan more Important to custom&fs. 
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1 Q. WHAT EXPERIENCE DID NEW ZEAlAND HAVE WITH PRICING 

• 2 REfORM? 

3 A Prior to the privatiz.atlon of ita telephone networ~t, New Zealam 

4 rebalanced Its long distance and basic monthly rates. From 1985-

5 1990, the blalc residential monthly access fee was increased by 81 

6 percent while domestic and International long d iatenee prie.a 

7 declined. Slnee then, lnueaaea In the basic residential monthly 

8 ecx:ess fee have been limllt d to Inflation. As Professor Lewis Evans 

9 ol the VICtoria University of \ Vellington desctllY-" In testimony before 

10 the Canadian Rad1o-Tel~hone Commission, the results have 

11 inclv !ad no adverse Impact on aubscrlbership levels (including 

12 among low Income consume'S). 'Telephone Rate Re-BalancinQ m tJ 

• 13 0&-regul/Jmd Environment and Its Effect on Residentia. Access: The 

14 New Zealand ease• (Testunony of Lewis Evans. t'-olessor of 

15 Eoononwcs. Vctoris Uf'livenilty of~). CRTC Pub/Jc Notice 95-

16 49, February 19, 1996. 

17 

18 Q. ttOWWOULD YOU SUMMAR1ZE YOUR PRESENTATION OF THE 

19 BENEFrTS OF PRICING REFORM? 

20 A Contrary to the rhetoric of opponents, the facts show that pricing 

21 reform benefill residential OJSt( ITl8(S '" a vanety of unportant ways 

22 Experience auggeata that tho politics of pncing reform are 

23 manageable for the Commission. and are certa•nly no reason to try 

• 24 to dlator1 the accurate determination of the costs of loctll telephone 

25 service In Florida. 
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1 SECnoN 4; ~AJCt~G BASED C~ ALLCCAifQ LCC~ £iQSTS WCUL.Q 

• 2 HARM CQM~EJJD()N 

3 

4 Q. WHAT FUTURE PRICES FOR TElEPHONE SERVICES COULD 

5 RESULT IF THE COMMISSION WERE TO ACCEPT THE 

6 ARGUMENT THAT THE COSTS OF THE LOOP SHOULD ~ 

7 ALLOCATED AMONG VARIOUS SERVICES? 

8 A. The loop allocation argument eeems Intended to preserve something 

9 1M the lt8tul quo: local telephone c:ompiW'Iy residential basic serv1ce 

10 prices set lignifiC*llly below the actual ooS1 of service. and pr1ces lor 

11 bumeu belie 181\'k:e, long dltlanoe carrier acceaa, toll calling, and 

12 vertical S8Mces frequently set well above oost Similarly, since 

• 13 anent aubsld:es In basic resldenllalaervice could be man1pulated to 

14 appear 5TI8IIer 01 non-existent by formally Ignoring a par. '>I the oost 

15 of service (the loop), the Commission could be encouraged 1o 

16 esUiblish my e amaJJirlverlal serv1ce fund, ex perhaps even lexego 

17 any state-level universal seMce fln:ting lex Florida Similarly, 

18 Incorrect cost eatlmatea for basic local exchange serv1ce oould be 

19 uHd to tty to avoid pricing reform that would actually benefit 

20 customers. 

21 

22 Q. HOW WOULD FAIUNG TO REFORM THE COMMISSION'S 

23 PRICING POLICY AFFECT COMPETITION FOR RESIDENTIAL 

• 24 TELEPHONE SERVICE? 

25 A. AI 1 predlcll matter, lor the Commlulon to continuo to keep In place 
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1 a broad pattern or hiddll1 croaH iblldiea In telephone service prices 

• 2 would amount to abandoning any genu1ne attempt to bring 

3 competitive choices to all customers In Florida 

... I 5 lt'a like dnvlng with one foot on the gaa and the brake at thflaame 

6 line: 'Mille the Comniaalcn hat ll'llde progressive efforts to open all 

7 maril.etsto competition, the antioompetitlve impact of current pncing 

8 ill a 9'1 lnl*•tne abdtty or canpetition to give options to residential 

9 cuatomara. 

10 

11 Thonl's no way 8I'CUld the bask: prindple ol WslneSs and economies 

12 that competllion will target that which is ovetpriced, and avoid that 

• 13 Which is unJl(ofrtable or subsidized. Unless the same subs1dy 1 s 

14 available to all competitors to help defray their costs of service. by 

15 deciding to require that a given sarvoce pnce be sat beh.--w cost (like 

16 residential basic local serv1ce). the Commiaaion is erect1ng a bartiG. 

17 to competrllon for that aervice 

18 

19 On the one hand, the Convnlssion is encountglng compelltion On 

20 the other hand, the Commission's pricing policy now doatorts and 

21 dlscou'agel ~ These policies are et odds With eadl other. 

22 wh!c:tl ls one more Import am reason v.tly pricong should be reformed. 

23 

24 Q. HOW DOES MISPRICING COMPLICATE UNBUNOUNG AND 

• 25 RESALE? 
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A. In a competltlve, deregulated mat1<e1, resale and unbundling occur as 

cooperative, wholeule rel11ionlhlps between companies that each 

see benefits from the arrangement, as when one aulo maker builds 

C8f'llhat •lOCher auo maker mart<eta \nW ita IW'fl8P'ale. These ere 

YOiultary dealt from whlctt both parties gain, and through which each 

1*1!101 spec:iallz.es In wtlat it can do bell to reduce coalt, add value 

to the produd, 01' Mrve the customer. 

Contrast that to the regulated telec:ommunleations market, where 

retail prices .,.. WBY out of wtladt with actual costs - mal<Jng some 

custamera or MfVioes highly pro(IWble ccmpetiUve targets solely due 

to government regulation. This leta compelilora pick particular 

customers •• atbitrage targets, where they can use the facilrt•es of 
' 

the localtelepholl8 ~to c.ka fiWrllhe excess1ve margins that 

regulatlon has required be recovered from partiaJiar customers 01' 

services. As a raault, these circumstances set up re~1'1 11nd 

unbundling as a wm fOI' one company at the expense of the other -

quite the opposite of how It has to WOO< In an open and free mat1<et 

From a buainess standpoint, IUCh wholeMie arrangements are 

unnatural, and can only be sustained by ongoing government flat and 

lnvolvemenL 

Of course, permanent government involvement! In wholesale 

tranuc:donl lt t.dly reflectNe of the "pro-competrtMt, deregulatory" 

poliey Ca1grau envislonad through the Federal Tele<:.o~Mullc:atlons 
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AI:J., and yet that II eX8Ctly the direction in wtllch the Comm:sslon's 

pricing policy Ia pushing the telephone Industry In Florida 

4 Q. HOW CAN THESE ADVERSE IMPACTS ON COMPETlllON BE 

5 

6 

7 

8 

9 

10 

11 

12 

A. 

REMEDIED? 

Only pricing retcrm tnJ/or uplic:it l.lliYersal HfVice support based on 

the true co1ta of service can create the proper in<:enhves (1) for 

competitora to target all customers and services, and (2) for resale 

and lriuldling effortJ to focus on adding value for customers instead 

ol ntraging between wholesale prices and economically irrational 

re!JIII :ates. 

• 13 

• 

14 SECTlON 5: RESPONSE TO THE ATTORNEY GENERAL: THE 

15 PROPER USE OF ECONOMIC PRICING PBINCIP.lES 

16 

17 Q . WHAT IS THE PURPOSE OF THIS SECTlON OF YOUR 

18 TESTlMONY? 

19 A In this aec:tlon I addreu some atatements that appear 1n proposed 

20 presentation outlines offered by the Attomay General's 

21 

22 

23 

24 

25 

representatives, which offers e c:hanc:e to explore Important pr1ong 

concepiJ In some further detail. 

Q. LET'S TURN TO THE OUTLINES THE ATTORNEY GENERAL'S 

REPRESENTATJVES CIRCULATED FOB PRESENTAnPNS ON 
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A. 

OCTOBER 1·2. AND OCTOBER 8-8. WHAT ABOUT THESE 

OUTUNES WILL YOU ADDRESS? 

While recognizing that I do not know exactly what the Attorney 

General's representatlves will sey, the outlines raise some p.icing 

Issues that I can usefully address here· How cross-subsid1es are 

defined, the potential meenlng of a 'aubsidy.free zone! and !lie 

ec:a 10111ic: pc it ldples at pricing when joint and common costs must oe 

recovered, •• Ia the caae In the telephone Industry. Discussing 

these, along with some related lheoty and examples, will help eorrec1 

a number at 8n'Ofs in the Attorney Generers lheori&a 

Q. HOV: DO THE OVERALL COSTS OF A TELEPHONE COMPANY 

RELI':"E TO THE INCREMENTAL COSTS OF VARIOUS 

SERVICES? 

A. All incremental cost meaiUI'es how much more it oosts to produce a 

given amount extra (an increment) of a par1icular service ~r product 

For example, if a company provides an addlllonal 100 units of a 

prcQ.JCt and epends $1000 eldr8 to do so, the •ncremenUIJ cost of the 

product is $10/unil 

By oontrast to the incremental picture. the ovensll costs of a finn -

especl•lly a firm li<e a telephone company that produces a variety of 

producla-may indude other costJ that aren't specific to a par1icular 

product. One example might be the cost of the company preaident'a 

desk, Yltllctt does not vary when exira prod~ Ids are produced. Even 
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1 thou!;;lll.idl 001t1 aren't speciflc to any particular product, they must 

• 2 be •eco.tlled from the prices of what tile company sells if It It to etay 

3 inbualneu. 

4 

5 In the telephone lnduatty, the Incremental costs of the vanous 

6 services a company sells are usually understood to add up to le~s 

7 than the total costs of the compeny, meaning that the prices of 

8 telephone services must contain some kind of mark-ups above 

9 inaemental cost In order to cover all the company's expenses. As an 

10 analogy, It helps to think of a supermarket, and the pricing problem 

11 It facu In covering all Its costa of doing bualnes'J. At a minimum, the 

12 super M1tet needs to charge at least as much for the goods it sells 

• 13 (say, heads or lettuce) as it pays its suppliers for them or course. 

14 slnoe someone has to pay for the building and the lights and the 

15 check-out clar1ul, the prices or items In the superma"'tAI need to be 

16 matk8ckJp (above the cash cost of lettuce and othor goods) to cover 

17 those ~ cost1 AI. the ..,..... tme, it may be that not every rtem 

18 in the atora has the same mark-up in rts pnoe, since a smart 

19 tupen'TI8fkel manager will vary the store's mark-ups for the drfferent 

20 ltWlgs It Mlll in light ot how customers are respond•ng (e.g ., are they 

21 buying the r.ttuoe this week?). and what compoting supermarkets are 

22 c:Ntglng fcK the goods they sail 

23 

• 24 Juat like a supermarket. a telephone company can't pnoe the 

2.5 products It aeUa at bare inaemental cosl Mark-ups are na1ded to 
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1 keep both kinds of operations In bualness. 

• 2 

3 Q, USING THESE COST TERMS. HOW ARE SUBSIDIES AND CROSS 

4 SUBSIDIES DEANED? 

5 A. N • definition of economics, • ~ldy exists when the pnce c1 a 

6 product Ia less than its margin.! or ina-emental oost - as ,1, for 

7 example, the aupermarket were peying farmers 50 cents a head f()( 

8 lettuce and selling It to o.JStomera for 25 cents. A subsidized product 

9 loMa money on every aale. 

10 

11 A l;t'Ots-aubsldy occurs wtlen a firm sells muiUple product a, at least 

12 orY of those prodiiCta Is subsidized, but the firm Is atill covenng 1ts 

• 13 overhead coats and making a profit that at least covers Its cost of 

14 capital used In the business. In that case, the product that Ia pnced 

15 below Incremental cost is said to be cross.subsldoZcd by the other 

16 products. In the caae of the supermar1«1t, at 25 cents per hoad the 

17 price of lettuce would be cross-subsidized from the prices of some 

18 number of other products In the store. I aleo consider It Important, 

19 when thinking about cro&~.aubsldles In regulated industries, to think 

20 8bcU v.toethel theta Is IOIT'I8Ihi 10 about the p oc:ess of regulation that 

21 links together particular overpriced and underprlcad servlcas, s1nce 

22 the questlon of which I8M08S •• peying and rec:ervrng the subsidres 

23 is often lmpommt. 

24 • 25 
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1 Q. WHERE THERE IS A CROSS-SUBSIDY, 18 IT POSSIBLE TO BE 

• 2 CERTAIN WHICH PRODUCTS ARE THE SOURCE OF THE 

3 CROSS-8UBSIDY? 

4 A. Strictly apeP'Jng, the answer may be no, since to answer the queslirn 

5 we need to know what the prices of various products would be 1n the 

6 e'C 11 a d the aoss-sub$1dy, and that een be difficult or impossible 

7 to determine. HowevM, this Ia ~ the proceaa of regulation can 

8 help provide aome .,_.., ainc:e we know- as an h11toncal fad -

9 that long dlatanoe calling hal been deliberately ov«priced to help 

10 lcMp bale local exchange nates II their ar...ntaubaldized levels 

11 That history, combined with the vety high margin~ In ecces' and long 

12 di~ pricoa, make It clear that there Ia 1 aoaa aubaldy from long 

• 13 dlllance prices (including co.rrler access charges) to basic local 

14 exchange ratea. 

15 

16 Q. THE OUTUNE PROVIDED BY THE ATTORNEY GENERAL'S 

17 REPRESENTATIVES STATES THAT "A SERVICE IS PAYING A 

18 SUBSIDY ONLY IF ITS PRICE EXCEEDS ITS STANDALONE 

19 COST." CAN YOU COMMENT? 

20 A. Yea. lhat atetemant is incoo'ec:t, and would givalha Commission the 

21 wrong answr.r in trying to evaluate aubsldl81 

22 

23 The ·IIane! Ilene c:osr Ia what it would coat e mullli)(Oduct firm (hko 

• 24 e telephone company) to produce a partlculat product (or group of 

25 prod! Ida), but not eyerylhlng it rrtNI offers For example, one could 
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lmeglne the ltand aloM 0011 of bule telephone aervlce a a related to 

the lll'lllllest possible set of t.cillties and people a phone company 

might need If It were to produce bulc telephone servlco only, and 

nothing else. Al'td as I said - and thla is Important - one can think 

Mlout thia mental exercise not juat for one particular service, but I Of 

W'f'f c:ambinlllon cllha servk:ea a lelephot 11 c:ompany rtCNI provk:!l$ 

Of oourse, a large number of thoae combinations could be Imagined 

for attlo pl10118 company, which offers literally dozens (or hundreds) 

of different MfVioes. 

Whet doea thla have t.o do with crou-aubaldy? The Attorney 

Gel....rs oUJine seems based on a mental exercise one can u~e to 
0 

think about aubsldies and stand alone cost Suppose there were a 

telephone company that offered only two serv1ces - service A and 

service 8 Suppose we know th6 total cost& of tt.•s odd hUla 

telephone company. and we alao know the Incremental costs of 

service A and service 8 (and ~that the lnoernenlal costs ar e 

thole that are added - or avoided - when a telephone company 

either adds, ()( atops offering a particular service). We can use lhrs 

Information to calculate the eland alone cost of service B. by taking 

the to1a1 COlt of the firm, and S4JbCradlng from rl the inaemantal cost 

of I8IVice A. What's left would be the stand alone cost of service B 

Of c:otne, we can do the reverse to flgU11 out the stand alone cost of 
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1 

• 2 Bated on lhlllillle aadlmic: exerclae, If MtVIce A Is priced below its 

3 Incremental cost (!hat is, it is subsidiZed), end the firm isn't losing 

• 
4 money, then It must be that the price of l8fVIce B is above it. atand 

5 alc:lw alit. Wtry? Bvc:a ,.the 1oM on MfVioe A has to be made up 

6 ~. end the only place to do It is through raising the price of 

7 I8Mce 8 above its Nod alone C:OII. A few IUTibenJ help make the 

8 point. Suppose boCh MtVice A and MfVioe B h:we Incremental costs 

9 of$5 (the finnteUs one or each). and the total cost of the firm Is $12 

10 - makir 10 the and elone cost of elthef MfVioe S7. You can see that 

11 if either aervl~ Is priced et less than its lncnmelltal cost. the other 

12 MfVIce will need to be priced above $7 (the stand alone cost) if the 

• 13 firm Is to continue to get its $12 . 

14 

15 This, I believe, is whllt the Attorney General'a representatives ere 

16 talking about. The Attorney General's repc-e~~entatives may lh."fefore 

17 want to aN«t that thoro's no c:ross-tubaldy In telephone rates unless 

18 a party can prove that some services are priced above their stand 

19 alone costa. But that would be bad advice to the Commission. 

20 

21 Q. WHAT WOULD BE WRONG WTTH AN ASSERnON THAT 

22 FOLLOWED THE EXAMPLE YOU OUTUNED? 

23 A. Telephone cornp8tlles offer fer more than two seMc:ea. end the 

24 theoretical teat changes when one moves .wey from the IWio!l)le of 

• 25 • hypothetlcal company offering only two MtVicea. ReviewlriQ the 
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theoty revu1t the problem with the Attorney General' a outline. FOI' 

a firm that offers many 181Vioes, the stand alone cost test is apphed 

not just to each individual servloe, but also to all possible 

c:ombinatlonl of various services. In other words, if there Is a aoss

~. something will be priced above Its stand alorie cost- but tr.dt 

somethlrlg may be an lncfiVOJII MtV!o&, or one (or more) of the M3l1y 

combinations that can be imagined to include aome or the various 

servlcu the telephone company offers. 

AQ11n. some linple runbers II'IIN the poitW. ~sa 04JI imaglllal)' 

firm rcw has four services - A, B. C end 0 (i n firm again sells one 

of each). Each service has an incremental cost or $5, and the firm's 

total costs are $24. Therefore, the stand alone cost o• each serv1ce 

Ia just the total cost of the firm, minus tho lnCiemental costs or the 

other three services - or $9 ($24 - $15) Now the Attorney 

General's outline says there can be no cross-subsidy unless a 

aarvice Is priced above its stand alone cost But 1t's easy to show 

that's not true. SuppoH service A Ia priced at $3- clearly below 1ts 

Incremental cost of $5. The flfiTl can make up the loss on service A 

by pricing services B. C and 0 at $7 apiece, once again yielding a 

total of $24 ($7 limes 3, plus the S3 for service A) Even though the 

price of service A is cross-subsidized, tha prices or services B. C and 

0 all are below their stand alone costs - which Is contrary to (and 

dlaproves) the claim in the Attorney Genenll'a outline. Intuitively, it's 

easy to Wldemand how small Increases In the prices at .... ere~ 
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1 I8I'Vices can eaaily olfaet a aoiHUblldy provided to a gl .. en service. 

• 2 without pushing the prices of the several services above the1r 

respective Individual atand alone cost levels. 

4 

5 R8lhlw than experiment with this theoretical approach, I thir.k it Ia far 

6 mora aantlbla for the Cornmiulon simply to look at wtlleh services 

7 are subsidized, which services yield high margins. and the hlatorlcal 

8 balls fo( llnkilg the two. By that common sensa approach, the cross 

9 aubaldy Ia obvious from long dl stance calling (and access chargaa) 

10 to buic residential local excNnga aarvicu. 

11 

12 Q . WHAT ABOUT THE CONCEPT OF A "SUBSIDY·f~EE ZONE," AS 

• 13 NOTED IN THE OUTUNE PROVIDED BY THE ATTORNEY 

14 GENERAL'S REPRESENTATIVES, WHERE Al ~SERVICES ARE 

15 PRICED ABOVE INCREMENTAL COST AND BELOW STAND 

16 ALONE COST? 

17 I have already shown that aarvices pnced below their 1nd1v1dual stand 

18 alone costa can still be the source of a cross-subsidy, however. if all 

19 eervioas are 8110 priced above lnctemental cost. then there would be 

20 no cross-subsidies. Of courae, ending cross-subsidies through 

21 poc:iug reform (andlor making IMm explicit end supported through a 

22 uoivenal service fund) would be a positive atop the Commiss1on and 

23 the Legislature lhould embrace. But it 11 worth sa)'lng a bit more 

• 24 about the economics of pricing, both as an elaboration of my 

25 comment. alaawhere in this testimony. end also to guard against 
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1 some bad advice that conceivably could come from diacua:sion of a 

• 2 'subsidy free zone.' 

3 

4 Economica teaches a greet deal about how pric:ea should be set to 

5 benefit cuatomeno, finns. and the economy, and there's more to the 

6 pricing staty than just trying to deal with subsidieS. In partlaJiat, 

7 telephone companies need to charge martwps above inaemental 

8 COli in ordlf to CJ:N« au their coats or doing business. as I desaibed 

9 above. How should those mari<-ups be detennlned? 

10 

11 The easiest answer is to let the rTIIIrltet detennlne lt'~t~ matlt-ups, as in 

12 the supermaritet example I offered above Then, the intorplay or 

• 13 competing providers trying to meet customer demands should do a 

14 good job of allowing companles to recover their ftxed or common 

15 COlts in ., 8001 IOr'lically sensible fashton. However. Chapter 364 of 

16 the Flonlda Statutes aUII determine~ a great deal abc·•t what 

17 telephone l8fV!ce prices will be here, including strict caps on the 

18 price of basic local exd'lange service for price-regulated carriers. So 

19 how government might sat such pnces is still an •mportant question 

20 

21 

22 Q, WHAT CAN ECONOMICS TELL THE COMMISSION ABOUT THE 

23 BEST MARK-UPS TO ALLOW FOR VARIOUS TELEPHONE 

• 24 SERVIOE PRICES IN THE CURRENT ENVIRONMENT? 

25 A. RM!Iy, there ere two factors - a principle end 1 practical cautJon -
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ttm apply to how government mlghl aet price• In marl<tll thll art 

competitive, or 111'8 becomlng mote competitive. 

The p1 i ICiple illhat ~the pnee of a product usually cavses 

some drop-ott In demand by customers. which causes e loss of 

economic benerrt. to cuaton'MI, fltms and the ee:cnorny That 10 

C811ed 'dead~ loss' Ia related to hON price-sensitive customera. 

are In their ~s of the product. generally speaking, the more 

price-aenaitlve lhe customers. tho more they WJII stop buying the 

product ln response to a price inc. .ua, and the greater will be the 

resulting economic loss when a mattl-up 1S Imposed. Therefore, in 

chooaing which 18tVices ahoold bear the greatest mal1\-ups, 

government should consider how price-sensitive customers Wlll be 

to the result, and impose the largest mal1\-ups on the least pnce

aensitive services. The formal da$aiptlon or this prioc•ole Is Ramsey 

pricing. It bears emphasizing that basing ma111-ups on pnce 

sensitivity (or elasticihes) is good ror customers, s1nce 11 m1n1maes 

the economic cost to them or paying the overhead or common costs 

companies must recover to stay 1n business 

The pradical caution modif.as the prinCiple by recognaing how 

competitive mal1\ets may deveiJp. It may be impr&dical to base 

mal1\-ups on atrid Ramaey priCing pnnc~ples as mal1\ets become 

competitive, or compelition becomes more mtense, because ma11<.e1 

dynamics may llldermlne the attempt to UM elutlcity information lo 
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1 set prices (auch as by modifying the producta that are available. 

• 2 forcing price deaveraging, repac:lot.lging Ot' bundling services in new 

3 WiyS, Ot' changing ~ c:osll of HfVioe) The Commiulon Ot' 

4 lhe Lagia""' n may not be able to use Ramaey pricing "by the book,· 

5 although ita basic :essons will atlll hold true. 

6 

7 The overall lesson is lhat it ia aitlcal to fact()( customer demands <• '!I 

8 elasticities) Into price-setting decisions. While lhla approach f&Obs 

9 some pradlcal limlta (and will not be able to answer f1VtJfy pricang 

10 question), simply achieving a ·aubalcly tt.e zone• of prices still would 

11 IMYe Important quastlons about how ITIII1t~ lhould be determined, 

12 to lhe elltenl govemment (and the not lhe 11'18!1<et) !a still selling them 

• 13 Thus, evan after subsidies are e liminated, pncang decisions 11111 

14 matter and can IJe made in better and worse ways that Will affect lhe 

15 plblic. The Commiaslon and the leg1slature should apply econom1c 

18 principles of pncing to maximize the benefits of telephone aerv1ce 

17 

18 Q. USING THE PRICING PRINCIPLES OF ECONOMICS, HOW 

19 SHOULD THE COMMISSION OR THE LEGISLATURE DETERMINE 

20 PRICES FOR VARIOUS TELEPHONE SERVICES, INCLUDING 

21 MARK .UPS? 

22 A. Firat, all aervice prices should at leas1 cover their respective 

23 Incremental coati Untocueed, brOad subaidiOI are harmful to 

2<4 cuatomers, antl-compelllive, and wholly unnecessary lOt' (and even 

• 25 potentially harmful to) univeraal aervice. aal deacnbed above 



1 Second. v.ttlle mari<-ups above lnctemenllll cost need not follow a 

• 2 pre<:lse formula, tl ts clear that customers' buying choices are 

3 algntficantly price-sensitive to the price of long distance calling, and 

4 almost entirety insensitive to the price of basic local exchange 

5 aervice. Yet today, public policy greatly overprica:s long distant~~ 

6 camno ..n11e llbsldwno basic local exchenge 18fVice, whktl .. 

7 precisely backwards, and cauaea the economic hann I described 

8 earlier. That policy needs to be reformed, v.ttlch means that mat1t· 

9 ups on long distance calling and access charges should be much 

10 lower, and lhe«< lhould be a mar1<-i.~p of IOI1l8 <ind on basic local 

11 llllephor •lll'vk:e. If the Commission and the Legislatut'8 refonn th1s 

12 mlaguided public policy. they will ai&O encourage compeUUon and 

• 13 hasten the day when the mar1«1t can aet all of these pnoes by 1tself 

14 

15 Finally, ...mere aconomically·senslble telephone serv.oe pnce:. :..use 

16 OOIICIIffiS about impads on low income or vulnerable' customers or In 

17 .,... v.ttent the cost ol service Is lnJSUCilly higl, an explicit universal 

18 service fund Is the Ideal means to keep basic local e.xchange serv1ca 

19 1t101dable. AIWJ, the more pricing refonn that can OCCIX, the smaller 

20 will be the size or the universal service fund that Is required to 

21 address the real needs of lffordabihty. 

22 

23 Q. WHERE UNIVERSAL SERVICE SUPPORT IS PROVIDED, ON 

24 WHAT BASIS SHOULD THE PRICE TO THE CARRJ£R (AND THUS 

• 25 THE NEEDED SUPPORT PAYMENT) BE CALCULATED? 
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A The e.errw lhould be paid a prioe the munet would require to provide» 

the I8I'Vice on a oompetillve basis - that Is, lnc:remental cost plus a 

substantial 11'\Snt-up. Re.member that telephone companies need to 

charge mar1(~ to c:Nflt their fixed and corrwnon oostJ. and also that 

the economic principles or pricing lead to basic exchange service 

beating a Jlgnif'IC8nt part or !Nit overhead. This level Of support is 

appcpriate because universal service payments are meant to fill the 

gap between a matl<et pnoe for the service, and the lower price IMt 

government wishes to charge the customer for universal serv•ce 

puposes. ~cdaa:1, tying the sc~ peymenttoa mati<et price is also 

critical if customers using such service are to SM competi!IV8 

alternatives, since providers other than the incumbent can choose 

whether or not to olfflf service on this basis . 

16 SECTION 8: RECOMMENDED NEXT STEPS FOR THE COMMISSION, 

17 

18 Q. WHAT STEPS SHOULD THE COMMISSION TAKE AS A RESUL I 

19 OF THIS PROCEEDING? 

20 A The Comnlulon should recognize the benefits to customers and the 

21 

22 

23 

24 

25 

economy from more economically sensible pr1ong of all telephone 

services, and Ignore the temptation to bless upsidct-down thinking by 

"lllocating" the loop contrary to the reality of telephone networ11 

economics and common sense. Accordingly, I reoommend that tho 

Commission make these lmponant fincfltlQS to the Legislllwre: 
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1. The loop and Its assoclated fiXed costs are a part of basic 

local exchange telephone aeM<:e. 

2. The~ of the total telephone btll on the customer as let 

m«e impoltant than the rate for basic local exchange service, 

which Is just one part of the bill. 

3. Pricing refonn that includes cost-based rates l or residential 

basic exchange service can make telephone service more 

affordable if offsetting decreases are made to other telephone 

service prices now set well above cost. 

., . Reforming telephone service prices to better reOect the 

actual cost of service will aeata numerous benefits lor 

residential customers. ancludang batter access to competthve 

choices for telephone service, Increased value ltom •neir uso 

of telephone setVlce, and potentially arnproved universe! 

service and alfordablllty, and greater lalmess among 

resident181 customers In terms of payang and receiving htdden 

a.ubsidiea in their telephone biHs. 

5. In combination With pricing reform, en expllc:~l universal 

service program such as authorized by Congress in the 

Telacommunicetlona Act of 1996 will ensure that proper 

s ignal 1 are sent to Of1W competitors to take an lnteresl in 
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serving all Florida residential customers, while keeping rates 

affordable even in locations where service costs are t>igh or 

cuatomera are vulnerable. Pricing reform and universal 

service support will WOf1( hand in hand, since the former will 

reduce the size of the fund needed for the latter. 

7 Q. HOW, SPECIACAU. Y, MIGHT A UNIVERSAL SERVICE PROGRAM 

8 AND PRICING REFORM WORK TOGETHER TO BENEFIT 

9 CUSTOMERS? 

10 A. Generally apaaking. lriveraal service support and pricing reform can 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

WOf1( together In a number of ways. 

As one QPI!on, If h wishes, the Legislature can establish a benchmark 

price for basic local r.ervice that would reflect the highest pr1ce that it 

bafi8VBS a rask:lential customer should be asked to pay Then. to the 

extent a pricing reform process might lead to basic aarvlce rates 

rising above the benchmark, the Commission could prov1~ thslt 

payments from a universal service fund be used to support the 

difference be~ the price of basic aaMce pa1d to the telephone 

service provider (whether it was the Incumbent local phone company 

or another competitor) end the price paid by the customer 

For example, .uppose that the COIMlission decided that S231month 

was the bulc service benctvnerk, and the need to raoover cost meant 

that basic rates would need to rise to $28/month for a group of 
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customera. Ualng this sample benchmaf1(, the customer's bill would 

show $23 for basic aervice, and the l.l'liYerlal S&Mce fund would 

reimburse the provider the remaining $5. 

This approach would also permit the maf1(et to recognize the full, 

reformed price of bas1c service for the pt.f'pOM of promoting loc.t 

competition for residential customera, even though thoe basic service 

price to the customer would be lower. In the example above, 

maldling the existing pnce would create a $28 basic service revenue 

opportunity for 8 new competitor, even !hough the customer paid only 

$23 dir<!Ctly. 

Another optlon would be for the Commias•on to use umvenl81 serv1ce 

support as 8 way to finance 8 pclcing transition !Of the benefit of 

cuatomers. For example, the Comm•ssion could bnnq overpnced 

services down to cost-based levels early on. while supporting u ,., lost 

revenues through universal aervlce support peymenta that would 

gradually be reduced as baalc service retas were Increased towards 

coat in aeveral steps over 8 penod of lime In th11 way, the 

Commlaalon could show customer• many of the betnelita of pc•e~ng 

reform at the atart before undertaking the trans111on in basic serv1ce 

rates needed to complete the proceas 

In IllY event, the more Pflclng reform occura, the lese funchng Will be 

needed for a universal MrYlce fund that would make all 11 bsidHtS 
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1 explicit, and supported. That Ia a critical linkage to keep in mind 

• 2 when c:onalderlng these lasuea. 

3 

~ Q. SOME IIAY ARGUE THAT PRICING REFORM SHOULD NOT 

5 OCCUR UNLESS TELEPHONE COMPANIES CA.N PROVE THAT 

6 THEY ARE NOT " OVER EARNING." HOW SHOULD THE 

7 COMMISSION CONSI.DER THAT ISSUE? 

8 A. Aalcie from the fact that an earnings review would go beyond the 

9 scope the Legialature has establllhed for thla proceead1ng-and 

10 beyond the ec:ope of the CommiSfion'a authority over price..fegulated 

11 ~~ 1tgument misses the point Whatever revenues Flor1da 

12 loc:alll..ephone companies ara to collect, Q.JSIO!'OOfJ Will be better off 

• 13 paying cost-baaed prices. Irrespective of total telephone company 

1~ eamlngs levels or revenues. thora are better and worse ways to pay 

15 for telephone service, and going from worse towards better Will 

16 benefit conaumer1. 

17 

18 Q. DOES THAT CONCLUDE YOUR PREPARED TESnMONY? 

19 A. Yea. 

20 

21 

22 

23 

• 2~ 

25 
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1 GTE FLORIDA INCORPORATED 

• 2 SPECIAL PROJECT 980000A-SP 

3 COMMENTS OF DONALD M. PE.RRY 

4 

5 I. INTRODUCnON 

6 Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

7 A My name Ia Cclnlld M, Pony. My bullnea ~dens~ ia 1000 41 at Street. 

8 Everett, Washington 98206. 

9 

10 Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 

11 A. I am .employed by GTE Telephone Operations as the Manager in the 

12 Deme'1d Analysis Group, which Is part of the Demand Analysis and 

• 13 ForecasU"' Department. 

14 

15 Q . PLEASE DESCRIBE YOUIR EDUCAnONAL BACICGROUND AND 

16 WORK EXPERIENCE. 

17 A. I r$Celvad a B.S. In Oceanography and Chemistry from the University 

18 or Washington in 1972. In 1980 I received a BA In Economics, and in 

19 1982 an MA in Economics from the University of Washington. I have 

20 SUOIOBSSfully completed field exams in miaoeconomics, econometrics, 

21 and natural resource economics. I have also successfully completed 

22 my general exam for the dissertotlon. During my graduate studies I 

23 was awarded a Sloan Grant for study In natural resources and 

24 ecoo IOO'llltrlca. I have taugh1 courses and seminars In microeconomics • 25 and adVanced 6COI'IOITiallic technlquu. 
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2 

From 1981 through 1985 I was the Senior Economist for Synarglc 

Resout:as Corporation, responsible for project management, research 

3 design and analysis. From 1986 through 1988 I was the Senior 

4 Economist for Baker, Reil.er and Associates, with similar 

5 responsibilities. Spec;fiCOIIy, I was responsible for developing demand 

6 torecasting models for Seattle City Light, Puget Sound Power & Llghl. 

7 tho Bonneville Power Administration, Southam California Gas & 

8 Electric Co., King County Housing Authority, and The Eledrlc POW8f 

9 Researdllnstitute. In 1988 I joined GTE Northwest with responsibility 

1 0 for new product forecaiJtlng.. CurrenUy, my work group IIJ reapomible 

11 for developing rwNI methods for forecaiJting the demanJ for our 11\ree 

12 major service categories: customer lines, usage, and new products: 

13 oonducting demand studies; developing and analyzing market research 

14 

15 

16 

studles for lntraLATA presubsc:riptlon, local exdlange competition and 

new products; and providing analyses for rete filings. 

17 Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE A REGULATORY 

18 AGENCY? 

19 

20 

A. Yes, I have previously testified before regulatory commlaaions in 

California, Florida, Illinois. New Mexico, Oregon, PeMsylvanle, 

21 Washington and Wisconsin as en expert willless in the areas of 

22 demand elasticity estimation, forecast modellfl9, survey methodology, 

23 and market research. 

24 

25 Q . WHAT IS THE PURPOSE OF YOUR COMMENTS? 

2 



1 A The Florida Legislature hn directed the Commtaalon to roport Its 

• 2 oonclualons on the •fair and reasonable Florida residential basic local 

3 telec:ommunlcatlons MtVIc:e rata: considering effordab1hty, the value 

4 of seMc:e, ~ relldential bask; rates In olhef states, and the 

5 COl' ')f provldlng resldernal basic local service here ln Florida. 

6 (Chapter 96.'07, sec. 2(2)(a). Florida Laws.) My testimony principally 

7 addr8118S the effordabUity criterion, Including Its relationship to the 

8 value of aervice. lltart by lddleulng ~ general princlplea which 

9 ahoutd guide the Commission's consideration of atrordability. I then 

10 dliCUSI the key alf0fd41blity atudle. from other itatea end otter e 

11 critique of the alfordablljy IVI'V8'J conducted on behaH of this 

12 Commluion. In edditlon, I analyze consumer expenditure pattems 

13 based on billing~ and, finally, d iacusa the policy lmpl,catlons of 

• 141 these studies and .urveya. 

15 

16 Q. DO YOU HAVE AHY SUMMARY OBSERVATIONS ABOUT THE 

17 COMMISSION'S DEUBERATlONS ON AFFOROASIUTY? 

18 A Yes. In determining the lffOfdeble rate, the Commlaalon should 

19 evaluate aubsctlbel'lhlp levels and OOIH8te factors auch as local 

20 calling scope, Income levels, cost of living, population density, end 

21 other IOCloeconomlc variable a. Based on Its consideration of whet Is 

22 affordable In Florida, the Commlu lon should draw the llno on 

23 •affordablllty" (81'1d, In tum, on the price that may be charged for the 

24 basic loall seMCie pac:bge) u doM to the uctue1 cost of providing 

• 25 the beaic local aervloe pedc;eQe u possible. Setting price u .:Jose to 
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adual cost as poNible mlnh1lzes losses In economic efficiency, as Dr. 

Harris discusses . 

4 Whlla setting price as close as ponible to cost furthers the goal of 

5 ~ IOmic effic:leroey, high IUbsciberlhlp lllles can be malnlalned at the 

6 SBITI8 lime by enacting ra1e rebalanclng and targeted subsidies to low-

7 Income aubscrlberl. Rata rebalancing accomplished In conjunction 

8 with an explicit unlveraal service mechanlam will result in a more 

9 affordable total bill, including the bill for non-eaeentlal servlon. 

10 T~ .W.Idloa to low-lnoomo IUbacriborl cen ameliorate or even 

11 elimlnlte 8/'ft potar4ial reductions In pene1niiJon rates resulting from an 

12 increase In the price of basic local service that Ia not offset by rete 

13 rebalancing . 

14 

15 U. EVALUATING AFFORDABIUTY 

18 

17 Q. HOW SHOULD THIS COMMISSION EVALUATE THE 

18 AFFORDABIUTY OF RATES? 

19 A. An evaluation of affordablllty is neceuerily from the consumer's 

20 perspective. The determination of affordable rete& depends on the 

21 charactertatlca of consumers, wtalch vaty &a'OII tho country. The 

22 spatial dilfarentlatlon or consumer charectaristlca has bean 

23 a~ by the FCC, whiCh rejected the establlahment or a 

24 

25 

national alfordablllty benchmarl< (FCC U•liversal SeMCe Report end 

Order, CC Dod<.at No. 96-45 (FCC Unive/S8J Servloo Report), 

?) 
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1 Paragraph 111) and recognized that •states, by virtue d their local 

2 

3 

ratemaklng euthority, lhoutd exercise primary responJiblllty for 

determining the lffordabllity of rates. (FCC Universal Setvioe Report 

4 at Paragraph 118.) 

5 

6 The alfordabllity of a baalc local service rate depends on the rates for 

7 othertelecomriLrical aervlces that affect the cullomet's tol8l bill as 

8 Mil as norwate factors. Non-ntte factors IUdl as local calling ac:ope, 

9 Income levels, the c:o.t of living, popuiGtJon denalty, and other 

10 socioeconomic variables effect lffordabllity. Rates for basic local 

11 Hrvice may be deemed affordable according to rnulting 

12 aubscrlberahlp lavale, but the rates may be deemed not affordable 

13 according to non-n~te fiCton. For example, the Convnlsslon may . 
14 dec:kje rates. in a local <Xlmi'IUlity are not affordable because the rates 

15 ootlll.l'll8 a disprcpottlonat lhara den lndlviciJal's dlapoeable Income. 

16 Therefore, both me factors and non-n~te factors are Important in the 

17 determlnaUon of affordabllity. 

18 

19 A good Indicator of affordablllty Ia eubscribershlp levels. 

20 Subsctibershlp Ievett Indicate whether consumers have the means to 

21 subscribe to talephonaiBfVIoa. However, eubacrlbershlp levels do not 

22 reY68I whe!har CONUmWS are spending a dlsproportlonate amount of 

23 income on ta1ecorniTUllca services. That Is, aubscrlbenshlp levels 

24 do not Indicate wtlelhai paying the rates charged for services imposes 

25 a hlw'dahip for thole who subscribe. AI a result, sublcribetlhlp levels 

5 



1 should be examined In conjl.nctlon with 111te and non-rate factors. The 

• 2 FCC agreed with this view, stating that When evaluating affordablllty, 

3 •states should use subscrlberahlp levels, In conjunction with rate levels 

4 and oetta1n other non-rete factors". (FCC Universal Service Report at 

5 Paragraph 113.) 

6 

7 Q. CAN YOU PROVIDE ANY BACKGROUND ON SUBSCRIBERSHJP 

8 L.EVELS? 

s A. Yes. According to the Current Population SUMtY iCPS•), the 

10 IUblaiberahlp lllte In Florida Is 93.3%, u compared to the national 

11 avnge at 9-4.1 'li. (The CPS it condi.K:ted quert110y. For Florida and 

12 the Unrted States, the most recent sutvey· available was conducted In 

13 March ~ d98.) 

• 14 

15 Q. DO SUBSCRIPTlON RATES DIFFER WITH HOUSEHOLD INCOME? 

16 A Yea. SubJCriberahlp rates are law&r at lower Income leve111. r;,.., low 

17 Income households, subscrlberahlp rates In the Mardl 1997 CPS (the 

18 moat recenti data for which subscrlberahlp levels are available by 

19 Income (Income in 1989 dol!ars) level) wera 84.4% ror the atete of 

20 Florida, end 86.0% for the nation. 

21 

22 As houaeho ld Income bracket riaea. aubacnbershlp levels riae until 

23 plateauing. lin Florida, the subscrlberlhip laval rises to 92.0% for 

24 households with Income belween $10,000 end $1 9.999, 95.4% In the 

• 25 $20,000 to S29,999 1ncome bracket, 94.7% In the $30,000 to $39,999 
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Income bracket and 97.7% for hooaeholds with annual Income over 

$40,000 . 

4 This pos1tNe relatlonship between Income end eubs<:ription is due, in 

5 part, to the fr:i that Income Ia relat.d to other fedora affec:tiiYJ 

6 Sl.blaiptlon, IUCh as language barrier~, mobility, and knowledge of the 

7 requirement• for telephone service. 

8 

9 Q. HAVE 8UBSCftiBER8HIP RATES ~H!I.,~ED STABLE OVER nME, 

10 OR ARE TH"EY CHANGING OVER nME? 

11 A 

12 for low Income houleholda ereiOITMIWt\at higher then e decade ego. 

13 

14 

15 

16 

In fact, vmen penetration rates are examined over time by Income 

bracl<et, It appears that the overall lncteese In aubscribershlp during 

the past decade has oca.wred entirely within the lower income bfecketa. 

17 The proportion of low Income houaeholds (annual Income leu than 

18 $10,000 in 19&4 dollat1) with telephone llfVk:e rose from 80.211. in 

19 March 1987 to 84.4% in March 1997. For households with annual 

20 Incomes between $10,000 and $19,000, the penetration of local 

21 telephone aetVfce Increased from 69.0'111 to 92.0%. SubacriberJhlp 

22 rates were re'-tMIIy stable In higher income bfad!eta. 

23 

24 

25 

Theae change~ in telephone penetrltlon ratea by Income bfad<et In 

Florida ctoaely follow national ~rends At the national level. 
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aubscribershlp rose from 80.8% to 86.0% between March 1987 and 

March 1997 for low Income houeehOids. Households in the next 

Income bracket, with annual income between $10,000 and $19,999, 

4 experienced an Increase from 90.9'11. to 9"3.0%. As in Flonda, 

5 IUbscripllon ratea were relatively stable at income levela above 

6 $20,000. 

7 

8 Q. WHAT FACTORS HAVE AFFECTED THE SUBSCRIBERSHIP RATC 

9 DURING THE PAST TEN YEARS? 

10 A. Sl ~depends on bOth rate and non-r:e:e faCtors. In order to 

11 lden:ify key rate factore, It Is necessary to examine the major 

12 c:omr:r.nenta of residential telecommunication bills. Section V 

13 

14 

15 

16 

preaenta a discussion ar consumer telecommunications expenditures 

based on an analysis of rustomer bills. Other factors Influencing a 

holllahold's dac:lalon to subscribe to telephone service a1 .:o not directly 

related to the price af teleoommunlcatlons service. Norwate factors 

17 Include Items such as local calling scope, income levels, the cost ar 
18 living, population density, and other socloecooomlc variables. 

19 

20 Q. HOW HAS THE PRICE OF BASIC LOCAL TELEPHONE SERVICE 

21 CHANGED IN FLORIDA DURING THE LAST TEN YEARS? 

22 A. During the 1987-97 period, GTE's monthly recurring charges for a 

23 

24 

25 

single flat re!a resldentlalline in Florida rose by amoonts vetying from 

1.4% to 7.7%, depending on the number ar lines in the exehengO. (All 

rate Changes measure nominal price changes unless othel\\ise 
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Indicated.) Exhibit No. DMP-1 provides 1987 and 1997 monthly 

recuring charge$ for residential single flat rate lines by exchange size . 

For the largel)t exchanges, such as Tampa-St. Petersburg. the monthly 

recurring charge rose by 1.6%. During the seme period, r~al per 

5 capita Income !tl Florida rose 12.1'!1. end the Florida CPI rose ~· 

6 42.2%. So the price of basic loc:al telephone service has risen less 

7 than per capita Income acfJUSied for inflation, and has risen much leu 

6 than the overall pnce level. 

9 

10 Note that while the Inflation adjusted price of baaic residential 

11 tel&!ll'lone aerv1ce hal declned considerably In tre past ten years, the 

12 overall level olllbsalberlhip hal been relatively stable. IU dlscul&ed 

13 

14 

In the next sectlou, aubscribershlp Is relatively Insensitive to changes 

In the monthly recurring charge. Other factors such as Inability to 

15 control loll billa, mobility, and mlsperceptlons regarding requirements 

16 for telephone service play a much larger role In explaining ... :-:~ $Ome 

17 households ana not telephone subscribers. (See "Affordabllity of 

18 Telephone Service", Fteld Research Corporation (1993).) 

19 

20 Q . PLEASE SUMMARIZE RECENT TRENDS IN SUBSCRIBERSHIP AND 

21 LOCAL SERVICE PRICES IN FLORIDA. 

A. Overall aublc::riblnhip levels have remained relatively stable In Florida 

23 dl.ring the past decade, alihough levels for low-Income .::uatomers have 

24 risen ~ JU In the rest of the nation, subsaibershlp In Florida 

rl181 with Income bracket up to a household income level of $30,000. 

9 



1 Once this Income level Is reached. there Ia little room for fvt1her 

• 2 increases in IUbtetiberwhip, and aublctibershlp rates plateau 

3 

4 ~levels have been atlble despite a considerable declln-

5 In the lnflatlon«jjulted price of Nile residential aervice. During the 

6 peat decade, the lnflatlon..a<Sjusted monthly recurring charge for baalc 

7 relldentlll MIVIce has declined by about 40% In the Tampa-

8 St.Peteraburg MSA. CINrty, IUbaaiberlhlp retes are no1 highly 

9 .. dive to the monthly rtiQntng c:h8rge fot basic residential aervloe. 

10 AI 6IIC' oned In tne next MCtloo, olhlc" Aile f!K:torr. i auch .. toll rate a) 

11 and l'lCrH8te hideR hive been fouxt to pl8y an Important role In 

12 atrectinp ~lp. 

13 

• 14 W. STUDIES OF RESIDI!NTlAL ACCESS DEMAND 

15 

16 Q. PLEASE DESCRIBE THE KEY RESULTS FROM STUDIES OF 

17 RESIDENTIAL ACCESS DEMAND. 

18 A. EcOi iOITllstl have c:cnduc:ted a number d studies d IUbacriber demand 

19 for access to the local exchange netwont. These studies attempt to 

20 determine how the percentage of housaholds with telephones Ia 

21 affected by (1) the price of baalc service, (2) the price ol other 

22 telecommunlcatlone aervlcea (such ae toll), (3) a wide variety of 

23 houaahoJd c:hlrec:terfltice (auch aa age, education, ethnlcity, lncomo, 

24 and tho I'U'I1blr of PlfiOill In the houuho.ld), (4) lnfonnetion on the 

• 25 aree tef'I'IKI, e.g., runber of lines per lql*1t milo and loCal number ot 

10 



• 
1 

2 

3 

subscribers and (5) a range of other factors auctt as geographic 

mobility and lha ability to control monthly expenses. 

4 While ll•ldies vary c:ontlderably in~. typed data used, ana 

5 analytical methoda, there are some common findings. First, studiet 

6 consistent!)· fu'ld that residential cuatornera' demand for access tc the 

7 local netwofillhowa little aenaltlvlty to the price of local aarvlce. The 

8 b8llc loeai1181Vice ctl8l'ge repi!IIMI only about one-lhlrd of the typical 

9 conauner'a. telecommunication expendlture (at ahown in Table 5, 

10 aectlon V), and Ia difficult to edjuat when COOII.m8r8 seek to change 

11 fhtlr ~ In Qr'dtr to IJlOCSify their lltttcommunications bill. In 

12 contrast, purchaMs of vertical aeMcea or .on can be modified 

13 k aerneri.ally by the consuner to alter the ltOOIJ telecommunications bill. 

• 14 

• 

15 Seoondly, lhe studies aleo Indicate that household Income Is the most 

16 in!p011anlaocloecocaomlc determinate cf thosell.lbwiw\1 ITIQ$lllkaly 

17 to drop their 181Vice. From a policy penpective, this means that a 

18 targeted "lifeline• aatVice to low-Income IUbsc:tibarl would mitigate or 

19 perhaps even eliminate any decrease In aubscriber levels (I.e ., 

20 telephone penetration rates) resulting from such an increase In rates 

21 for baalo local aervlce, 

22 

23 A third ~finding of these derT\arld atudias is that aubscribershlp 

24 

25 

rataa depend on the monthly recurring charges for both flat and 

meaeured local service rates. Aa summarlad by Profeaaor lester 

11 



1 Taylor, the •results lndlc:ate substantial aubatltutlon among aervioe 

2 optlona in r&!5fl01'118tO changes In relative prices. This Is an Important • 3 result for policy purposes, for it provides strong support for the vitiW • 

4 .. that the threat to universal service caul8d by elimination of the toll· 

5 to-local subsidy can be contained by a carefully deslgn'td budget 

6 measurecl-lervi." (Taylor, L 1994, TELECOMMUNICATIONS DEMAND IN 

7 THEORY AAO PRACTICE, Dordrecht, The Netherlands: Kluwer AcademiC 

8 PubUihera, pp. 127·128.) Thus, universal service can be maintained 

9 and furtheri8d If Increases In prices for access to the networ1< are 

10 matched with either targeted subsidies to loYI-Income individuals at .;JJor 

11 budget HI'VIce otreringa for local meaaured 181'VIce that reflect coal· 

12 baNd 1'18ge rates. 

13 

• 14 Finally, studies lhow the Importance of the retes chargoo for other 

15 telecommunlc8tlon setvlces, such ea tolE and lnatellatlon charges, In 

16 determining IUbscrlptlon rates. 

17 

18 Q. WHAT ESTIMATE OF RESIDENTIAL ACCESS PRJCE ELASTlCITY 

19 OF DEMAND DO YOU RECOMMEND USING? 

20 A The 11l0$t complete study relating residential acceu demand to the 

21 prk;e of b&llc Nrvlce end tho prk;e of other telfiOOIMlUfllcatlons 

22 setvic:es was developed by Professor Jerry Hausman of the 

23 MaslactuettJ lnltitute of Technology, Dr. Tlmolhy Terd11f of National 

24 EciOi IOC1'Iic Research Associates r NERA1. and Dr. AJexmder BallllfMIIe 

• 25 ol the Fecler.al Cormullcatlons Commission ("FCC'), (Thla model was 

12 
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1 

2 

3 

4 

5 

described In the May 1993 Am&dcao Economic Revlaw. "The Effects 

of the Breakup of AT&T on Telephone Penetration ~ the Uriled 

States.") This model relates the percentage of resldenUal households 

with telephone service to (1) the reaidentla.l lnatallatloo charge, (2) the 

residential betic access prioa for ITlii88U'8d service, (3) the percentage 

6 price differenoft 111 the monthly recurring charge between flat and 

7 meaiUI'ed HNioe, (4) the price of toll and (5) demogrephlc/economlc 

8 fac:tora. 

9 

10 Thl• study oft'en e numbor of odvantagos ovor othot studios of 

11 realdeotlal ac::c:eu demand. First, by ualr"' cenaua data, this study Is 

12 baaed on household date which Included peopi(J with and without 

13 

14 

15 

telepi1ono service. Aa a result, the results In thla study are based on 

fndfvfdUall' revealed preferences. This study Is based on annual data 

from 1984 through 1988 collect.ed by the FCC. The data include 

16 telephone penetretlon, demographic variables, end prices. 

17 Oernogaphlc data was taken from the Cl.mlnt Popu.lation Su.rvtty, ~--~lila 

18 telephone penetration Information was gathered as a supplemental 

19 question on the survey. Price data was collected from the U.S. 

20 Telephone Assoscietion. 

21 

22 Second, this study considers not only the monthly recu.rring charge 

23 (MRC) considered by many other studies, but also consldera other 

24 factora IUc:h aa non-recuri~ c:hargel (NRCs) and toll prices the! affect 

25 the tote.! bill paid by the cooaumer. 

13 
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1 Q. PLEASE DESCRIBE THE PRICE ELASTICITY ESTIMATES 

2 

3 A. 

REPORTED BY HAUSMAN, TARDIFF, AND BEUNFANTE. 

In the model developed by Hauaman, Tardiff, end Bellnfanle !he price 

4 elasticity of demand Ia a function of the ealmated price coefficient, the 

5 level of telept.one peoalr8tion, ns the price level. Using 1990 national 

6 average prices end penetration Ieveii, they obtain price elasticities of 

7 -0.0206 with respect to the non-recurring Installation charge, -0.0052 

8 with respect to the monthly recurring charge for measured seNice, 

9 -0.0027 with respect to the difference In the monthly recurring charge 

10 for flat vensua rMaiUI'ed rate se"'ioe, and -0.0086 with respect to the 

11 intra1A TA toll price. 

12 

13 There are two ~ lmpllcationa of these elastlc:lty estimates. Arst, 

14 

15 

16 

the magnitude or the price elaatlclUet for the monthly recurring charge 

Ia very small. Do\bllng the monthly recurring charge W01.1ld ceuae less 

than a one pen:ent reduction In IUbscrib«shlp. Secondly, the 

17 magnitude of the elatllclty with respect to toll Is actually greater (In 

18 absolute value) than the magnitude of the elaaticitles for the monthly 

19 recurring charge. This Implies that the Impact of a given percentage 

20 Increase In the monthly recurring charge on aubscribershlp could be 

21 more than otflet by a comparable percentage reduction In toll rates. 

22 For example, a 20% Increase In the monthly recurring charge for flat-

23 rate HIVIce would raduoe the perCillfllag8 or households with telephone 

24 l8fVioe by 0.054% (celculated es .2 multiplied by -0.0027). 1n an area 

25 with 1,000,000 residential household•. this Implies 540 households 

14 



1 dropping telephone service. But towering tot! rates by 20% would 

• 2 increase the percentage of households with telephone service by 

3 0,172% {calculated as .2 multiplied by .0.0086). In the same area with 

4 ,000,000 rasidentlal ho!Useholds, this implies 1,720 households 

5 adding telephone servtoe due to the tower toll rates. The combined 

6 el'led d raising the MRC by 20% and towering tot! rates by 20% would 

7 be to 1nau1e the percentage of households subscribing to telephone 

(> service by 0.116%, or 1160 householda In the example area with 

9 1 ,000,000 households. 

10 

11 Q. CAN VALUES BE CALCUlATED FOR THESE PRICE ELASncmES 

12 WHICH AR£ SPEClAC TO FLORIDA? 

13 A. Yes. Exhlb:, No. OMP-2 is a copy of a white paper I co-authored with • 14 Mat1< Porter tilled "An Analysis of Residential A.ccess Penetration". 

15 U&<lng the same model and data set as the Hausman, Tardiff, and 

16 Be'liufa de paper, this paper calculates state-apeclfic elaslic!tie• based 

17 on state level penetration and price level data. "The estimated pnce 

16 elasticities for Florida arv .(),030 with respect to the nonoofliCUrring 

19 lnstallallon charge, .(),01 0 with respect to the monthly recurring charge 

20 for measured service, .0.0015 with respect to the difference in the 

21 monthly recurring charge ~or flat versus measured rate service, and • 

22 0.026 with 1911pect to toll. While these elasticities are somewhat larger 

23 {ln absolute value) than the oorrespond:ng nationwide elasticities, It is 

24 Important to note that the price elutlclty for res ldential access with 

• 25 respect to toll Is larger than the price elasticities for residential access 

15 



1 with respect to the I'TlOt'(hly recurring charges. As a reaul~ a 

2 rebalancing of rat.es that CDiribll~ttloll reductioN with Increases in the • 3 monthly rea.ning Charges need not reduce, and indeed could increase, 

4 telephone subscrlberlhlp. 

5 

6 Q. HOW DO THE PRICE ELASTICilY ESTIMATES FOR FLORIDA 

7 COMPARI! WI'TH THOSE FOR OTHER STATES? 

8 A. EJchlbll No. DMP·2 provldea elaltlcity Htlllllt .. by lllte. Table 1 In 

9 EJChlbll No. DMP-3 M.IMIII'tzlllhl high and low values for each price 

10 elaallelty, as well as the values for Florida. Ellltlclty estlmatea for 

11 Floride lie wll within the range tx..nded by '.ile high and low price 

12 etar'dty eltimatu. 

13 

• 14 Q. SINCE SOME CUSTOMEIUI PURCHASE NO LOCAL TOLL, 

16 IHTERLATA TOLL. OR VERT1CAL SERVICES, ISN'T fT TRUE THAT 

16 SOME LOW INCOME CUSTOMERS WILL EXPERIENCe: :::~:.. Y AN 

17 INCREASE IN THE PRJCE OF BASIC l 'XAL SERVICE WITHOUT 

18 COMMENSURATE DECREASES IN THE PRICES OF OntER 

19 SERVICES? 

20 A. Yea. However, the numb« of such c:ualomera is quite smell, so the! 

21 targeted aublldlea to auc:tl cuatornera would not plaoe a large burden 

22 on other aobscribera. I have analyzed GTE billing date from Mlrch 

23 1998, and found that only 1.9% of resldenllll c:ustornera with annual 

2<4 Income below $20,000 do not purchase any vertlcal aorvloes, toll, or 

• 26 long41atance. 

16 



1 Q. YOU HAVE DISCUSSED ECONOMETRIC STUDIES OF PRICE 

• 2 ELASTictnES FOR RESIDENTIAL BASIC ACCESS, AND THE 

IMPORTANCE OF FACTORS OTHER THAN THE MONTHl Y 3 

I RECURRING CHARGE IN DETERMINING SUBSCRIBERSHIP. 00 

6 OTHER NONECONOMETRIC STUDIES SUPPORT THIS VIEW? 

6 A. Yea. In reaponae to a requirement from the California Public Utility 

7 Commlaalon, the Field Rueateh Corporation conducted a atudy of 

8 affordabllity of telephone aervlc:e ln California (hereafter denoted the 

9 "FRC Study"). Thla atudy sooght to determine the reaaona why some 

10 houuholdl do not have telephone eecvlc:e, to 8lep!ore the affO«<ability 

11 of teleplloM aeMct, and to provide a mear.t of updating telephone 

12 pen8ttation retea by company and etlv\iclty/race in areas shown to 

13 have low penetration rates by the 1990 U.S. Census. This study is • 14 partJcutarly valuable because of the effort made to oontad households 

15 Without telephone service In areas with leu than 00~ telephone 

16 penetration as Indicated In the 1990 U.S. Census. 

17 

18 While the FRC atudy Identified oost as a algnlf1cant factor In not having 

19 telephoue service, it was not the recurring monthly charge that was the 

20 ITIOit II iiPOflalll factor mentioned.. Approximately 25% or non-customers 

21 Indicated that they could not affon:l telephone aervlce at perceived 

22 ratas, but the ratas that conc:emed tMm moat were coats that caused 

23 their biUa to Yf11Y on a month to monlh bells. Toll end oolloct calla wei's 

24 among the oostl that cause thla month to month variation In bills . 

• 25 Custcmers were most ooncemecl With the ability to oonltollhltlr overall 

17 



1 monthly phone bills and recognized that monthly r&ClJfling dlarges 

• 2 were only a fraction of that total cost. 

3 

4 When the costs non-eubsaibenl already lnc:u for telephone service are 

5 considefed, It 1 not surprising that most noo-aubscribers do no', 

6 consider the monthly recurring charge as a primary barrier to lo;:al 

7 telephone service. The Field study shows that the average non-

8 subscriber Ia spending $13.00 per month on public phones. This is 

9 enough to cover the GTE monthly recurring charge In Florida. This 

10 also Illustrates that the monthly r8Cllfling charge Is not. at current 

11 leVels, a primary baoior to IUbla'lbtnhlp - non·IUbiCiiber1 are 

12 spending as much on public phones 81 the monthly recurring charge 

13 In many states . 

• 14 

15 While ability to control costs Is an important Issue t11r some non-

16 aJbsajbera, 8 significant group of non-subacribera Incorrectly believes 

17 that they are not eligible for phone service for reasons that have little 

18 to do with cost. A large group in the norH:Ustomer survey believed it 

19 is necessary to have a social security number, a driver's license, or 

20 U.S. citizen.shlp to obtain telephone serv'Jce. Among immigrants, the 

21 longer 8 I'IOfloCUstomer has been In this counJy, the greater the 

22 likelihood of sUbscribing to telephone service. While a portion of the 

23 non-customera group is continually migrating to telephone service, new 

24 Individuals enter the non-customer group. 

• 25 

18 



1 Q. ARE YOU AWARE OF ANY OTHER SURVEYS THAT SUPPORT THE 

• 2 BEUEF THAT THE MONTHLY RECURRING CHARGE IS NOt THE 

3 PRIMARY BARRIER TO TELEPHONE SUBSCRIBERSHIP, AND 

4 THAT CURRENT M~ COULD BE RAISED WITHOUT ADVERSELY 

,. 
AFFECnNG SUBSCRIBER8HIP? 

6 A. Yea. The t:Vyomlng Public S«vvoe Commlasion conducted a telephone 

7 affordablllty study In 1997. This study Included a dlrec:t mall autVe) 

8 whidl wu aant to one lllOUIInd Wyoming households to detennlne 

9 alfotdlblllty ot telephone aeMce for the average Wyoming resident. 

10 The twelve queatlona ....,. designed to obtain infonnatlon about 

11 aaa~. the ability to call .....&I aeMc::el without lncuring toll 

12 charges, the lllnCUlt people would be willing to pay for basic local 

13 telap.'loo& service before they no longer consider It affordable, and the • 14 Importance 'they place on telephone service. 

15 

18 With regard to monthly recuning c:hc."gU, this study co. 'Ciuded: 

17 "The monthly bulc chatge for loc:al tele;:hone I8Moe 

18 hal room for acme ~ mowemeut In v.tlich prices can 

19 inaeaae lllld auba.criberahip tevele will remain constant 

20 People may start dlsconnec:tlng their aervlce when the 

21 charge goea above the $30.00 range becauae the 

22 benefrtl ot having telephone eerv1oe will not outweigh the 

23 cost of remaining connec:ted: 

24 (See "Telephone Alfordablllty Study" by Annemarie Burg (1997)) 

• 25 
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5 

6 

7 

8 

IV. FLORIDA PSC STAFF AFFORDABIUTY SURVEY 

Q . HAVE YOU REVIEWED THE FLORIDA PUBUC SERVICE 

COMMISSION (PSC) STAFF'S RESIDENT1AL AFFORDABIUTY 

SURVEY? 

A Yea. I have reviewed the survey Instrument and perfomll>d a 

preliminary analyale of the survey data. 

9 Q. HOW WAJJ THE SURVEY INSTRUMENT DEVELOPED? 

10 A It II my oodentandlng that th9 Convnlulon Staff drafted the survey. 

11 

12 

13 

14 

Durin? the dulgn procou, Steff took Input from th3 parties l:iy means 

d tele0011ftrel1081, In~ ! participated. I raised aeverellssues with 

regard to the Initial survey draft. I was encouraged that Staff accepted 

some of my suggestions for changes, a.nd the flnalaurvey lnstrumenl 

15 was e.n Improvement over the Initial Utafl However, UK' final suNey 

16 sllll renected tome serious methodological flaws that, I believe, render 

17 the estlma!u of efferdabllily unrallable. 

18 

19 Q. WHAT WAS THE OBJECTIVE OF THE FLORIDA PSC STAFF'S 

20 SURVEY? 

21 A. The chief, alated objective of the survey research was to quantify tho 

22 affordeblllty of basic local residential telephone aorvico. 

23 

24 

25 

Q. PLEASE DESCRIBE HOW THE FLORIDA PSC STAFF'S SURVEY 

ADDRESSES AFFORDABIUTY. 

20 



• 

• 

• 
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A. Stalf outlined t.t.o gaueral methodologies for estimating the affordability 

of basic local residential telephone service. The first methodology 

relied on survey respondents' aniiW'8nl to a series of "willingness-to

W q.est.Oi IS. The aurvey design spirt respondents Into t.t.o equally-

5 sized groups. In a series of four consecutive questions, survey 

6 respondents in tne first group were asked how they would respond to 

7 having the local pottlon of their teleptlole bill lncrMsed by $2, $5, S 10. 

8 and $20. Survey raapondente were "forcect' to choose one of three 

9 poaslble actions In response to eect1 of these price Increases. Thera 

10 poaslble actions were (1) pay the lnc:reue and reduce spending In 

11 other.,...., (2) pey the Increase and no adjust other spending, and (3) 

12 ~basic local telephone service. 

13 

14 The seoond ~was asked how It would respond to havlno the local 

1!l portiol• of their telep:·101e bill i10 ntd by $20, $10, $5, and $2. While 

16 the Hcond group was asked about the same Increases In local 

17 telephone rates, the 04'0« was reversed from the fnt group, so lllloi the 

18 rate lnc:teases were presented in dac:reallng rather than lncraallng 

19 order. In both groups, the order In which the three alternative 

20 responaes were presented was varied In order to mlnimlz;e order bias. 

21 

22 The MCOIId methodology used by the Staff to estimate the atrordabllity 

23 of beslc local residential telephone aervlce would appear to baaed on 

24 a oomp•1son of bale local rates to the price of a variety of utility goods 

25 and aervlces. TheM Included cable TV, aetelllte TV, Internet service, 

21 
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• 

1 home aecurity alarm service, cellular telephone service, and psger 

2 

3 

service . 

4 Q. CAN THE FlORIDA PSC STAFPS SURVEY BE USED TO DEVELOP 

5 AN ACCURATE AND RELIABLE EMPIRICAL MEASURE OF 

6 A.FFORDABIUTY? 

7 A. No. Several characteristics ol the quel:tionnalre'e design result in 

a biased respon11e1. AI 8 result, the survey cannot be used to develop 

9 an acn.~rate, reliable empirical measure of afford8blllty. Presenting 

1 o IIIV8Y responcsants wilh 8 58fies of price c:hai1Q81, aa tne Staff did, Ia 

11 a survey technique known as Iterative bidding. Uta of an iterative 

12 bidding approach aeates a number of potential biases which make the 

13 

14 

15 

survey results Ulll'&liable. 

Staff's seoond approach, which relies on 8 comparison of basic local 

16 telapt'lone service rates to other goocll and MtVIoal, may provide a.... ol8 

17 UMfullnfonnallon about consumer spending pattema. I.e., the relative 

18 level$ of expenditures on these services. However, since the Staff did 

19 not aak how •essential" or "Important• each of those services was to 

20 the responderft. we can not use the ~rti.AS Jevela to "benchmark" 

21 local phone rates to any comparably essential service. Thus, all that 

22 we can do with the 1111pon58S to these questions Is report, on average, 

23 what people are spending and what pereantege of the population Is 

24 

25 

using these services. If the Stefl's survey had Included a value-of· 

service or Importance scale, then we could have compared different 

22 



1 services by their expenditure levels, penetration, end value to the 

• 2 consumera . 

3 

4 Q. W'-'AT BIASES MAKE THE FINDINGS FROM THE FLORIDA PSC 

5 AFFORDABIUTY SURVEY UNREt 14JJLE FOR PREDICTING HOW 

6 CUSTOMERS WOULD RESPOND TO INCREASES IN BASIC LOCAL 

7 SERVICE RATES? 

8 A The bla1 a 1 Wroduced by using an iterative bidding approach include 

9 (1) at.tlng point blat. (2) lltategio behavior, (3) too much of en 

10 emphasis on price, and (<4) too little realism in the alternatives 

11 pt8lellted to tuNeY rt>~. 

12 

13 Q , PLEASE DEFINE STARTING POINT BIAS. 

• 14 A Under the iterative bidding approach, SUNey respondents faoe a 

15 sequence d fncreulngldeaeasing bids to determine their "willingness-

16 to-pay" for local telephone service. A numb« of researchers have 

17 found that the llarling polnl or initial bid. has a eioniflcant im, '\lid on 

18 the eetlrnat8d wllftngneSS to pay. Cameron, Boyle, Bishop end Welsh, 

19 and Sample have all found that the initial bid Influences the 

20 respondent's final determination of willingness-to-pay. (In the natural 

21 resource economics literature, there Is considerable ct1idenoe that 

22 survey reaondenls' wlllngeaa to pay for natural re~s (such as 

23 parka and air quality) depends on the initial bid in an lleratlve bidding 

24 design. See Trudy ANI Camercn, 'Interval Eellmates ol Non-Malitet 

• 25 Resource Values from Referendum Contingent Valuation Surveys• 

23 



1 Land~N<Min'bll 1.r..o, 67(4), pp.413-21 .) Boyte, KevinJ., 

• 2 Richard C. Bishop, and MIChMI P. Wellh, ' Starting Point Bias In 

3 Contingent Vatu.tlon Bidding Games; Unci Economics. 61(1965), 

4 188-94, Samples; Kart C., 'A Note on the Existence or Starting Point 

5 Blat In lteraUve Bidding Games; West. J. Agr. Eoon.,10 (1985), 32-

6 40.) 

7 

8 Q. CAN A SURVEY D£: DESIGNED TO AVOID THIS PROBLEM WITH 

9 START1NG POIHT BIAS? 

10 A. Yn. By using a raudomlud price design, In whk:h eac:h reapondent 

1 j fac:ea a single bid to tekelrefuH aeMc:e, atar1lng point biea can be 

12 minimized. Rlch8rd C1r1001nd Robert Mitchell, In Uling SuMJys ro 

13 Value Public Good&· The Contingent VMuefion Method, Re~rces for 

• 14 the FubJre (1gg3), atete (at pp. 104-105): "For meat purpoaes the 

15 bidding game tec:Mique Ia not recommended becauae lt 11 prone to 

16 ttartlng point blaa. Each or the other techniques requires the 

17 1'818. thee to be llnlitlve to their potential drawblld<a. The ~-or-

18 leave-it methoda have gelMd favor In recent years bec:8',.. ttwy 

19 eln1lllY the reapa ldenll' valuation c:holce and lend themaelvel t .. • ~ 

20 In malt or telaphone NV8)'t-" In the conlelcl or the Florida PSC survey, 

21 using a randomized price design would have required dividing the 

22 ..np1e into tour group~, Respondent.a in eech or the tour groups would 

23 hllve been uMd hoW they would roapond to a t ingle increaae In price, 

24 ei1lw S2, S5, $10, or $20. 

• 25 
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The de191'• II adecff lslhld since the rendomized price design obtains 

a response to only one ptlce change from each respondent, it Is less 

efficient than the iterative bidding design. However, one cen simply 

sample more reapondenta to offset the lou in efficiency while avoiding 

the lla1i~g polri bi81'. Aa a result, the randomized price design is the 

6 appi'OIICti reocx•meuded by most renac::he!"' measuring winif9lesl to 

7 pay In the natural resource eoonomk:a litermn. (See carson end 

'I Mitchell, Using Surveys to Vtllue Public Goods, cited above.) 

9 

10 Q. PU!ASI! DEFlNE STRATEGIC BEHAVIOR. 

11 A. Strategic behevlor oc:an ~ IUWy respondrA .ta attempt to 

12 lnfluenoe the outc:ome of the survey by thoir 81\1W8t'S. Strate()ic 

13 behavior haJ been deftned •• the fad that 'Respondenta may be 

141 

15 

16 

17 

18 

induced to provide dlltorted or biased infomlatlon In an effort to 

Influence iiOIT1e uped of the process•. (See Myrick Freeman, The 

Benefitt of EnWonrnental lmptOVement, Retources for the cu~~n, 

p.87.) 

19 Q. PLEASE DESCRIBE HOW STRATEGIC BEHAVIOR BY SURVEY 

20 RESPONDENTS COULD HAVE BIASED THE COMMISSION'S 

21 SURVEY RESULTS. 

22 A. The lnCr'oQJc::tlon to the Stafl'sllM\IO)' spec:ffically Identified the IU!Vey's 

23 IPONOf, the Florida Public Service Commission, and then 1tated ltlat 

241 

25 

'Your raspon1e will help the Public Service Commin lon understand 

hO'N Floridians view the price of local telephone I«Vioe • The linking 

25 



of the lt.WVeY sponsor-I.e., the egency consumers view as controlling 

• 2 phone rates-with the su-vey'a avowed focus on price of local phone 

3 Mtvlce lnc:reued the likelihood thlll the respondents would believe that 

4 tllelr answers would affect future rate decialons and therefore Increased 

5 lhW ~ ta behavellrategically. (See Carson and Mitchell at p. 

6 14<4 for a taxonomy of strategic behavior and Ita potential biases 8lld 

7 the lmpfiC8tiont for biasing the wiUlngness-40-pay estimate.) In geners!, 

8 ~ reaa 1 c:h ftnns In the priwlte leCtor do not dlaclose the survey's 

9 sponsor In order to minimize atretegic behavior. 

10 

11 Q. COULD THE STRATEGIC BEHAVIOR BIAS HAV: BEfN REDUCED? 

12 A. Yea. If responde~ a believed that the reautta of a survey could affect 

13 telephone ratea, they would have had an Incentive to engage In 

• 14 atreteglc behavior. In contraat, had respondents bean unable to 

15 detennlne wnat type of expendltiXea the survey focussed on, they 

16 WOUld have had little incentive (or ability) to engage In ~ ... egic 

17 behavior. In the oontext of the Florida PSC IIXV8y, respondent• could 

18 have been told that the SUMty was lnveatlgeting oonaumer 

19 expenditures on a variety of utility aervioes, and could have been 

20 questioned on a varie\y of utllity aarvioes to reduce their focus on basic 

21 local telec::omrrullca 

22 

23 Q. WHY DO YOU BEUEVf THAT THE FLORIDA PSC STAFF'S 

24 AFFORDABIUTY SURVEY PLACED TOO MUCH EMPHASIS ON 

• 26 PRICE? 
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A. Ea.ch respondent In the Staffs survey could face up to four rate 

increase questions, depending on the price at they said they would 

diSC:OMect. The only difference belw&en each question was the size 

ot the rata lnc:nlae. Since llhe basic service rat.a Is the only factor that 

Is changing bet>oleen quest;ons, the respondent deckJoes that it must De 

6 pal!ticularly import!!nl to the surveyor, and may a s a result become 

7 mMe sensitive to changes In rates than he/lhe OChelwise would be. 

8 It ia - 11 kllown within the mllfl(et research literature that such 

a •rna l8dicf dal9'll (wtlete the only variable to change Is the price of a 

1 0 lingle good or I«Vioe) cen rnull in en overestlmate of the sensitivity 

11 of respondenta to pr1oe changes. 

12 

13 Q. WHY DO YOU BELIEVE THE LACK OF REALISM IN 

14 A1. TERHATIVES PRESENTED TO SURVEY RESPONDENTS BIASES 

15 THESURVEYRESULTS? 

16 

17 

18 

19 

20 

A. In response to each Increase in basic local service retes. respondents 

to the Florida PSC auvey were "forced' to either (1) discontim. q basic 

loc:al phone 181Vioe, (2) pay the Increase and not adjust other 

spending, or (3) pay the locrea5e and reduce apendlng In •other areas: 

While the dlacomect option Is clearly undor&tandalble and realistic, the 

21 oCher options ant rather vague. When faoed with a mix of realistic and 

22 vague altematlvas that may not reflect their actual options, respondents 

23 will be biased toward the more realistic eltematives. 

24 

25 Q , HOW COULD SURVEY RESPONDENTS HAVE BEEN PROVIDED 

27 
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1 WITH MORE REALISllC AL TERNATlVE RESPONSES TO 

2 INCREASES IN BASIC LOCAL SERVICE RATES? 

3 A. The aboY&-desc:ribe problem could have- been mitigated by providing 

4 re1pondenta wi1h greater apecifldly end more flexibility In their Ht of 

5 optlona. AJic)'.••no the reapondent1 to choose from reducl~ 

6 expendllurea on loll, long dlatan<;e, or V8ftical HIVICOt, would htvt 

7 been more realllt.lc. Ec:onometric atudles appear lo show thai 

8 o.llbil8rl react 10 the total telephone bill. AJao, allowing reapondentl 

9 to c::hoole moR ~ one option, wi1h a Kale to rate the likelihood or 

10 them~ the ac:tlon, would be more realiltlc then a "fon::ed" choice. 

11 ~ g11 1 rnR111tln the lilt of oplionund t llowlng for n.lltlple 

12 c:holc:el Is a more raallstle depldJon of COflSll'n8t'l c:hotces end 

13 

14 

therefore provides more reallatlc responses. 

15 Q . YOU HAVE. DESCRIBED HOW STARTlNG POINT BIAS, eTRATEGIC 

16 BEHAVIOR, AN OVEREMPHASIS ON PRICE. AND LACK OF 

17 REAUSTIC AL TERNATlVES COULD BIA8 INFORMATlON 

18 COLLECTED FROM SURVEY RESPONDENTS. HAVE YOU SEEN 

19 EVIDENCE OF STARTING POINT BIAS lN YOUR ANALYSIS OF 

20 THE DATA FROM THE FLORIDA PSC STAFPS SURVEY? 

21 A. Yes. Analysll of the data collectecl ln the Florida PSC Stall'1 aurvey 

22 indicates algnlf.eant problems aeeted by theN aources of bias. 

23 Stattlng point bias II c:INtly present In the data. There II I drarNitic 

24 

25 

difl'trencll in the reaponHs of thol8 who started with a S2 Increase in 

basic local &efVice ratas and flced escandlng nu Ina euet, and thole 

28 
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v.to ltlllted with a S20 Increase In basic local service rates and faced 

descending rate increases. Of the survey respondent group that 

started with a S2 lneteesa In basic local ~tervlce rates, approximately 

23% said they~ dlsoonnect if f8C8Ci ..rith a S2 increase and nearly 

54% Mid they would dleconnect vmen the Increase rose to $20. But In 

the arvey .-..pondent group that ltarted with a S20 Increase In baalc 

7 local service mea and faced deecendlng rete Increases. slightly leu 

8 tlwl 12% said they would diiCOC'li"I8Ct duie to a $20 Increase In basic 

9 local service rates. 

10 

11 

12 

13 

14 

HowaYer, by the time that the nrte lnc:rease had dropped to $2. a total 

of 45% had aid that they would dlsc:ontlnue aervir.e. Clearly, these 

two aeta of resulll are at odds with each other. In one case, 23% 

disconnect at $2 and, In the second caM, only 12% dlaconnect at a 

15 $20 increase. Allo, anedditlona132% (44%-12%) apparently decided 

16 to d laconnect when the rate change dacreal8d from $20 to $2. This 

17 I'8IU!t violates CCIIIIIOn MnS8 and bak: ecoriOmic ltlecwy and ~ 

18 either atrateglc behavior or confualon (or both) on the part of the 

19 responclant8. Without question, the percentage or QJstorners 

20 dlaoonnoctlng In response to a given baalc local service rete Increase 

21 Wll lllghly ~~ by lhe order In which the price Increases were 

22 presented. 

23 

24 

25 

Table 3 In Exhibit No. DMP-:~ PfOVIdaa the estimated aubscnberahlp 

rete for the Tarnpa-SLPetersburg MSA w ing resulte from the Florida 
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PSC Stafl's SUtVey. At the aJn'ent basic local service rate of $11 .81 , 

the subseriberlhip rate is 94.9%. Table 3 alao shows how this 

subscribenlhlp rate would change if the basic local aervice rate were 

lnaeued to $13.81, $16.81 , $21.81, and$31.81 using the results from 

5 the two cuatomar groups in the Florida PSC Stafl's IUIVey. The 

6 • Ascending Group" shows rasults basad on the cuatomer group that 

7 faced aaeeoding rate inc:teases, and the "Oeaeeodlng Group" si\CMIS 

8 resultl fOI' the customer group facing deteendlng rate lncreasea. 

9 

10 The 1men1nt contradiction between the two ~ of results i• 

11 hlghllgtQd by the second line of the table, '<lhlch ahows that 

12 penetrations Increase from 52% to 84% u the rate increase goes up 

13 from $2 to $20. The empirical results from this survey are highly 

14 

15 

16 

dependent on which w.tomer group Is chosen, a clear Indication of 

starting point bias and probably 6trateglc behavior as well 

17 Q. HAVE YOU SEEN AHY EVIDENCE FROM REAL MARKET DATA 

18 THAT SHOWS THAT THE SURVEY'S RESULTS ARE BIASED? 

19 

20 

21 

A. Yes. When we examine basic local service rates and subscribemlip 

rates In the FCC's repor1 "Telephone Subscrlberlhlp In the United 

Statet" (July. 1998), we find that slates with basic local service dlarges 

22 $2 (01' more) higher than those in Florida have olmllar subseribership 

23 rataa. In fad, the 23% to 45°4 reduction in subscrlbership implied by 

24 the Florida PSC IUIVay would lower the subctibeolhip rata In Florida 

25 below 70~. wnlle tne lowest suoacriDefll'llp rato In any ot tne fifty 
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1 states Is ovet 88%. Basic local rates In FloriJa would remain In the 

• 2 range of many cth« at.ates if lncteased by $2; however, the Florida 

3 PSC fASVfrl imf:liu that the~ acscnbefshlp levels would be at 

4 least 20" below any other alate in the nation. 

5 

6 ~ another •reality ched<." we can also compare the percentago 

7 deant e lo penetnltlon predicted by the Stafl'a IUVf¥'/ to that predicted 

8 by the tiauiiMn, Twdilf end a.tllnfne (HTB) econometric model. 

9 These results .. shown in Table 4 In f)chlblt No. DMP-3. The HT8 

10 model was eatimated from CIMT8flt Populallon Survey data, which Is 

11 egaln basad on Oblerved, or real, market behavior. The HT8 results 

12 can be used to calculate the price elaatlelty of demand (The pnce 

13 elastlc:lty for the monthly recurring cherge Ia defined hera as the 

• 14 pen:em.ge, change In penetration divided by percentage chango In 

15 price. The HTE study and the price elasticity calculation were 

16 dito reMC! eer11er In my testimony. The estlrnate is based on cx'W!Ved 

17 chengea In local telephone penetration rates and observed changes 

18 In varioua c:hargu Including the monthly norwecurring charge, 

19 recurring charge (flat and measured ratea), and toll pric:es.) for the 

20 monthly rea.rring c:twge, among other things. We can then usa the 

21 price elasticity to calculate the percentage change In penetration from 

22 th8 HTB model end compare lito the ro&ults from tho surveys. 

23 

24 Thete reaulta 11Q1in lhow that the Staffs survey graaUy overestimates 

• 25 the runbef of households that will dilconnec:l when rates .. 
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1 Increased and lherefCX'8 should be calibnlled to reflect adual mar1<at 

• 2 experience. 

3 

4 

5 
, V. BILUNG DATA ANALYSIS OF CONSUMER EXPENDITURE PATIERNS 

7 

8 Q. HOW DOES ANALYSIS BASED UPON BILLING DATA lJIFFER 

9 FROM ANAL VSIS BASED ON SURVEY DATA? 

10 A When a researcher IOIIalta customer response In a willingness to pay 

11 aney, the basis for arrt enalysls Is expnsssed preferences of rustomer 

-
12 aample. By cerefully designing the customer l!lll11ple, a sample which 

• 13 Is representaUve of the customer population can be obtal!"led. As I 

14 ha.ve explained, careful design of the survey questionnaire is 

15 necessary to prevent biases In the rustomer responses, which 

16 invalidate the reauiUng estimates of affotdabllity. 

17 

18 In comparison. the use of billing data provides en opportunity to 

19 observe and anal~e the adual behavior of consum~rs in the 

20 mar1<etplace. As a result, I believe the examinatl on of billing data for 

21 telecommunications, as well as other services provided by public 

22 utilities, can be e valuable source of Information to be used In 

23 eonjunc:tlon with findings from a property designed survey. 

24 

• 25 Q. WHAT SOURCES OF CUSTOMER BILUNG DATA HAVE YOU 
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1 EXAMINED? 

• 2 A. I have 8lCal1llnecl customer-billing data from two sources. FIBI. I have 

3 exau•l8d bi~ data colleded from all GTE OJStomera In Flor•da Th11 

4 data provides Information on the composition of telecommunicatiOnS 

5 expendituret ty ~. Second, I have examined billing da~ 

6 collected by PNR Aleoclatea as pert d the Bill HatVestlng Project. This 

7 data 101608 provides actual OJStomera' billa for seNices such as cable 

8 1V and wireless convnunlcatlona as well as local telephone service. 

9 

10 a. PI F•8F DESCRIBE YOUR ANAL YSI8 OF GTE BIWNG DATA AND 

11 RNDINGS REGARDING LOCAL TELEPHONE EXPENDITURES. 

12 A. In order to enalyu conauner expenditures on telecommunications 

• 13 services, I firat obtained billing data for all GTE Florida customers from 

14 March 1998. Customer expandlturea were claasifled as basic local 

15 service, vertlcai servfces. other local services, GTE Intra lATA toll, and 

16 non-GTE tollll.D (long cistanoa ). Expendit1.W'es on the llOI'I-U 7:: toiVLD 

17 category_.. calculated by converting aec:ess minutes to originating 

18 toll mlraJtes, and then IW!iplylng by a rate of $0.1253 per ITVruta. 

19 Customers were classified Into five cfrtrarent groups based upon annual 

20 Income. FOf each expenditure category and income level, average 

21 expenditure per local line is shown in Tabla 5 In Exhibit No. DMP·3. 

22 

23 In each d the fiVe Income clasaes, basic local aarvice represents lass 

2~ thin 30% d the total upendrtlnl ln Table 5. Nota that acme types of 

• 25 telec::onvTU'Iationa expendrturea, such as those fOf Wireless and 
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1 Internet services. are not Included in Table 5. AI all Income levels, 

2 expendit~n~ fOf' toll end long diatence .-e gteater than expenartures 

3 for basic local service. 

4 

5 Table 5 lllustrl!tea that Items auc:h aa vertlcel services, toll, and loril 

6 dlata'lce ant a1911ficant portion r:J telec:onYru'llclon expenditures for 

7 cuatomera In all Income cla11es. The rates for these non-basic 

8 18fVicea all play a role in determining the affordabllity r:J telephone 

9 aublcri'*-hlp. Theae flndlnga are c:onslatent with the results d the 

10 eco~anetrlc: model deYeloped by liaJimln, Tardiff, end Belinfante and 

11 the F~eld Researth Corporation survey that I dit.cuaaed In sedicrl Ill. 

12 Since toll and long distance IIClCOlrll fOf' a s!Qnlflcant portlon of 

13 

14 

t:eleconm.nlcatlon expencitlxes of customers at ell Income levels, it Is 

nat uprising that the HIIU1ll'l80-Tardiff-Bellnfante model found that toll 

15 and long distance ratu are statlallcally significant variable• for 

16 predk:tlng subscribarshlp relet, and that the Field ~~::..Jarch 

17 Coqxa-., folrod lhat Inability to~ and pay long distance blla ls 

18 a major reason for non-subscribershlp. Even in the loweatlncome 

19 class, the potential lmpac:t of raising monthly recumng charges on 

20 affordablllty cen be offset by reductiona In the rates for non-baste 

21 teteoommuntcatlona services auc:h as verticet services, toll, end tong 

22 distance. 

23 

24 

25 Q. PLEASE EXPLAIN YOUR ANALYSIS OF CONSUMER 
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A. 

EXPENDITURES ON CABLE TV AND WIRELESS 

TELECOMMUNICAnONS. 

Cable TV and wireless telecommunk:allons services are not accounted 

for in the GTE billing data UMd to construct Table 5. In order to obtain 

a measure of Cable TV and wirelsu telecommunications expenditllres 

in Florida, I analyl.ed the customer bill data collected for Florida hy the 

7 PNR AJIOO!ates Bill HarvuUng Project. This project collects actual 

8 bills from customera for a variety of public utility-type services es well 

9 aa aocloeconomlc data. The analysla presented in this testimony is 

10 based on data from the flr&t quaner of 1998. 

11 

12 The ~average local telephone customer In Florida spends $20.41 per 

13 

14 

month .n cable TV. Amollg cuttomers with an GMual Income below 

$20,000, the average monthly expendlture on cable TV is $17.25. In 

15 other words, the average household with en lncoma below 520,000 

16 spenda more eac:n month for cable TV than to obtain ba~oi ... local 

17 residential telephone aervloe. Note that thla average Is calculated over 

18 all local telephone cuatomera with an annual income below $20,000; 

19 among the 49.7% that have cable TV, the 8V8I1Ig8 monthly expenditure 

20 Is $34.69. When local te~ customers from all income levels are 

21 considered, 64.9% have cable TV, end these Individuals spend en 

22 average of $37.20 per month. 

23 

24 

25 While 8lCP9ndltures for Wireless telephOnes are smaller tnan lllOse for 
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1 cable TV are, they are not lnllgnifielfll. Among customers With an 

2 

3 

4 

5 

6 

income below 120,000, 12.0% have wireless telephone&, upon which 

they spend an average of $28.43 per month. Among all local 

telephone a~atomera, 22.6" hrle wireless phones, sod spend an 

aventge of S40.14 pet mon1h. 

7 Florida~. even thole 81 kMw Income laveJa, chOose to apend 

8 a cona~ 8ITlCIU'lt or money on cable 1V and wireless 

9 c:ommunk:a'tlons e1 wen a1 prevloully dlscuued teleoommunlcatlonr; 

10 aervk:es IUd1 as vertical aervlces, loU, lind long dlatance. If Florida 

11 oontun~tt were faced with lncnaMtln 1t1e monthly recurring charge 

12 for balic local telephone I«VVoaa, IMn)' other exJ.«ldrture areas could 

13 

14 

be adjusted to keep basic local telephone SCHVIce affordable. ln vrew 

or the al ,1lflcaot e.cpenditl.l'& favela on theM other non-basic service a, 

15 many customert would likely find telephone aervioe ITI0(8 affordable If 

16 inaeues In the monthly recutting eharge were CCillL-ined with 

17 reductions In the rates for some non-basic services. 

18 

19 Vtl. CONCLUSION 

20 

21 Q. WHAT ARE THE POUCV IMPUCA noNS OF THE ANAL VSIS YOU 

22 SET FORTlf IN THIS TESTlMONY? 

23 

24 

25 

A Telephone IUblaibetlhip tev.ta are high at the preaent time. 

&.at• lbership leYell have been rellll.ively atable aV8f the past decade 

for an houaeholde, although aome Increase In the rate for tow Income 
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1 households hal oc:curec1 Yet dlrtlg this time the •nflation·ad'JUiled 

• 2 basic residential monthly recurlng c:twge has declined by about <40% 

3 

4 EoonomeUic studies lhow that the monthly r8COO'Ing charge ar1 be 

5 rMecl wflhoU towemg ll.blaiberlhlp If toll rates Of other corrpooents 

6 of the monthly bill are redUoed. Customer aurveya support thll'l reault. 

7 showing that the monthly ~charge Ia not the primary barrier to 

8 aubaaiberlhlp fOt moat non-aubtoibera. Examination of billing data 

9 supports theM findings from eeoc IOITietric ltlJdlea and lt.WVe)'l by 

10 lhowlng that maid~ recuring c:twvee for bale local service aocounta 

11 fOt only about 30% ot the typlc:al cualome(a ..aleconvnunlcaUooa bill. 

12 

13 Tarr . ted programs aimed et low Income cuatomen as well as 

• 14 programs to enable customers to control monthly toll expenses would 

16 appear to be more elfec:tlw means ot reisilg aubsaibe, si'lo lavola than 

18 

17 aervlce. Indeed. many low Income cuatomen1 would potentially ;:;'ld 

18 telephone service men lftoldlble \.llder rete rebalancing, as the r~~tas 

19 on services v.tllc:h acxxu~t f01 al'llljority ot their telecommunlattlons bill 

20 would potentially be lowered. 

21 

22 Since non-subtctiberl represent a smal l proportion of the population 

23 and the monthly recurring charge Ia not a primary reason fOt non-

24 ~. a policy of ~ld~ monthly recurring charges for all 

• 25 cuslomers ln Otdar to booll a.Cec:riberlhip ~ 1 1 1 poorty focuMd and 

37 



1 unlikely to have a significant effect on aubsctiberlhlp, 

• 2 

3 Q. DOES THIS CONCLUDE YOUR TESllMONY? 

4 A. Yea. 

5 

6 

7 

8 

9 

10 

11 

12 

13 • 14 

15 

, 6 

17 

18 

19 

20 

21 

22 

23 

24 

• 25 
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Special Project 980000-A 
Comments of Donald M Perry 
Exhibit No. DMP·1 
FPSC Exhibit No _ 

GTE Florida 

Monthly Recurring Charge For Fixed Rate R1 Service 

Number of Lines 1987 1997 %Change 

0 to 12,000 $883 $9.51 7.7% 

12,001 to 25,000 $0.33 $9.51 1.9% 

25,001 to 50,000 $9.78 $10.41 6.4% 

50,001 to 90,000 $1 0.27 $10.41 1.4% 

90,001 to 170,000 $10.68 $10.86 1.7% 

170,001 to 300,000 $11.18 $11 .36 1.6% 

300,001 and mora $11.63 $11.81 1.6% 
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AD Aaalysll cf Residential Accea PeuetaaUoo 

July 27, 1993 

Mark A. Port.er 
Donald M. Perry 
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Analyaia of Reaidentiel Aoaeae Paoatraeion Page 1 

1. Baakground./ OVeJ:Yi-

This analyaia vas performed to inveatigate the impacta of changea 
1n acceaa price, ilutallation chargee and cb&ngea in toll prices on 
residwntial acceas penetration for each atate. 

The literature for acceaa line st:udiea is limited and dated . 
Taylor(l980) reports the results tor aeveral older(pro -diveatiture) 
atudiea . More recent atudiea, such aa th~ 1984 NaRA atudy, suggest 
lower elaaticitiea. ln general, theae atudiea abov that the demand 
for reaidential acceaa ia highly inelaa : ic. This aLudy aimilarly 
find& that the demand for raaidential atceea ia quite inelastic. 

This analyaia, which ia baaed on cenaua d •ta, ia 1110re comprehensive 
and complete than what 14 have been ablo to do previoualy. Al l o f 
our prior analyaia haa bean on aggregate data. In this case actual 
household data which included people wi t h and without telephone 
service were uaed. Thua we were &ble to meaeure peoplea revealed 
decisio~a. We were able to estimate pri : e elasticitiea for non 
recurring chargee (NRC&) which we have not been able to do before . 
We can look at the •total bill effect• ard eat!mate the imr~~t of 
toll price changes on reaidential acceaa penetration. Haua=an, et 
al and Belinfante have ahown that decline& in toll prices of!sec: 
some of the impact of increases in a ccear rates. We can estinate 
the impact on penetration of changee in both flat and measured 
rates. Thaae reaults can be uaed to aimul1te the impact c-f various 
rate changea. 

2. ~ 

Annual data fra. 1984 through 1988 were ua~d in the analyaia. Thia 
data was collected b.Y the FCC and provl.ded co ua by National 
Economic Reaearch Maooiate•, NERA. The data include telephone 
penetration, demographic variables and 1 rices . The demographic 
information ia from che Current Population Jurvey, while the pricea 
were collected frOCD the U.S. Telephone A.aaociation . Telephone 
penetration information waa gathered aa a tupplemental queation by 
t:he Cenaua Bureau a.ll part of the surveya . There are data froG~ about 
200 areaa for the firat two years and appr >ximacely 500 areaa for 

WOUCABT IGTBODII 



• 

• 

• 

Page 2 

the last ~ years. The toll price aeries i s a weighted average 
of interatatu, intraatatelinterLATA and intraatatelintraLATA 
prices. The prices are weighted by volumes. The weighted average 
toll price ia computed as follows : 

Weighted Index • (Voluae A • Index AI • (Volume B • Index B) I 

(Volume A + Volume B) 

3. Tb•gretigel Apprgaqh 

In general the demand f or t elecommunications services 11uob as 
residenti a l access is a function of price, market size, economic 
activity and seasonal factors. Thie concept is d .. cribed in Taylor 
and expanded by Haueman, et al (93) to address tbr, poet AT{.T 
divestiture environment.. In tbia case, wtu.ch f o1lowa t 'le Hauaiii&JI, et 
al ana lysis , the proportion of households with telephone eerv1ce 
waa poatu1ated to ~ a !unction of several demographic variables, 
the i nstallation price, the measured aervice rate, the we ighted 
average toll price index and the ditfer~ce between flat and 
measured ratea . The demographic variables are listed in the results 
eectivn . 

4. Kpdtl Bpegifigetiqp 
. L 

The binary logit model baa tbe following form P • 1/11 • c I. 
Where P is the proportion of households with telephones and L ld a 
linear combination o f the explanatory variablea . 

S. lttjvtiAD 

The model was estimated in th.ree st~gea. The first otage wao an OLS 
estimation with the dependent variable being the •log odds• of the 
penetration rate and the explanatory variables being those 
discussed above. The l og odds is the inveree of the above logit 
model. 

Log odds • Log( Penetration I 11 ·Penetration)) 

The second stage conaieted o f regressing th~ squared residuals from 
t.ha firat atage on state specific indicator variables and the 
inverae of the number of observation& for each geographic area. 
This atep was performed to develop weighta (eetimated variance&) to 
be used to correct for heteroecedaaticity(in thia case differing 
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5-age J 

variances across geographic a~reas). Thie procedure i o described in 
Theil (72) . 

In ata;e three, etage one ie repeated with each 
observe~ on (geograpb.ic areal ve lghted by the inverse of the 
correepo••ding variance estimated in etage two . The weighting 
performs the heteroecedaeticity correction. 

6. lteult• 

Hodel Betimation(eta;e 3) 

All of the eetimatee have the correct eign, that is they have the 
oigns that - would expect frocn economiC" theory. Host of the 
eatimates are etetietically significant. Variables which were 
not statistically significant were retained in the analysis 
because it makee theoretical sense to do eo. Thoir exclusion 
would biae the reeulta. 

VariAble Set !mate T- Value Adjuated R-sq 
. 48 

INT 2.1568 4 . 41 
NRC -0.0065 - 4 .84 
MRC -o . Ol3< - 2.90 
OELTAPM -0.0047 -.97 
TOLLlNt> -0.3635 - 4 . 75 

Variable Estimate T Value 

81 -0.2727 -3. 67 
82 0. 1551 3.84 
83 -2. 1777 ·7.05 
8 4 -3.2987 - 4 .70 
8!> 0. 5064 .61 
8o 1.0654 6 .03 
87 0. 0581 .17 
88 0.8977 1. 54 
89 -1.9347 - 4 .89 
810 0.1718 . 4 5 
811 -0.2664 - 2 . 4 3 
812 0.4623 2.63 
813 -0.8718 - 2.84 
814 -1.9639 - 6 .00 
815 -0 .5482 - 2 . q1 
816 o. 3622 .39 
817 0.9008 2.76 

I'OUCAaT DTBOD8 
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818 
8 19 
820 

WHERE 

INT 
NRC 
MRC 
DELTAPM 
TOLLIND 
8. 
82 
83 
84 
85 
86 
97 
88 
89 
810 
811 
812 
813 
8 14 
815 
816 
817 
818 
819 
820 

of Raaidential Aooaaa Penetration Page 4 

-0.1326 -.17 
1.8854 10.53 

- 1.0417 -2.91 

• intercept 
• non- recurring charge 
• monthly recurring charge(meaaured l 
• t lat rate - meaaured rate 
• toll price index 
• NONMS~ (in MSA indicator variable) 
• SOBCRB (in MSA, but outaide cantral city ind ica tor) 
• LQH08H(proportion o f houaaholda in mobile homes) 
• LOROOM(propor tion in rooming houaea or hotels ) 
• GROOPQ(proportion livi.ng in group quarters) 
• OWNH(proportion i n owner occupied) 
• PUBH (proportion in public housing) 
• RSNTSU 'proportion receiving rant suboidyl 
• POODST!proportion receiving food atampa l 
• ALONB(proportion household• with only 1 peraon, 
• NP018 (a .g number under 18 per household! 
• NP~l8(avg number at least 18 per houaeholdl 
• SHCPAM(prop. houaeholda w. only one family! 
• HHNW (prop. male householder w. no wi fe preae ntl 
• HKSP~(prop . w. Hispanic householder) 
• ~Ul5(prop. w. at least 4 children under 15) 
• SEINCR (prop. receiving self employment inc~l 
• PARMIR (prop . receivi ng farm i ncome) 
• INTIR(prop . receiving interest income ) 
- IBPOVL(prop . w. i ncome below the povert y level) 

Thu elaaticitiaa , evaluated at the means for eact atate fo r the 
moat recent year are given by the fo llowing formula: 

e • ( 1 - Penetrat ion) • Price Coef ficient • Price 

BLASTICITY ESTIMATES 

lNST~LAl'ION TOLL MEASURED OIFP (PLAT-MEASURED) 
-.033 -.04 2 -.019 -.0049 

ALASKA -. 025 - .044 -. 015 

ARIZO~ -.030 -. 034 -. 012 -.0025 

FOUCABT MftBOOS 
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AR.KA!ISAS -.045 -.059 -.023 -. 0052 

QIL • • ORNlA - .013 -.021 -.006 -.001 2 
INSTALLATION TOLL MEASURBO DI FF (FLAT-MEASUREr) 

COLORAOO - . 019 -. 019 -.006 -.0012 

CONNECTictrr -.01 0 -. 016 -.005 -.0012 

DELAWARE -.010 -.011 -.005 0 

FLORIDA -.030 -.026 -.010 -.0015 

GEORGIA -.025 . . 030 -.018 - .0008 

HAWAII -.014 -.017 -.010 

IDAHO - . 016 -.026 -.009 -.0020 

ILLINOIS .019 -.022 -.011 - . 0003 

• INDIANA -. 026 -.030 -.018 -.0001 

IOWA - . 012 -.019 -.008 -.0012 

KANSAS -.01 2 -.018 ·.C07 • . CO'l7 

KENTUCKY -.027 - .038 -.018 -.0026 

LOUISIANA -.050 -. 047 -.020 - .0034 

MAINE -.016 -.021 -.010 -.0006 

MARYLAND -.011 - .Oll -.004 - .0002 

MASSAoruSE'M'S -.007 -.012 -.002 -.0010 

MICHIGAN -.01 5 -.020 -. oos -.0020 

MI NNESOTA -. 006 - . 011 -.005 -.0012 

INSTALLATION TOLL MEASURED DI FF(FLAT· MEASURED) 

MISSISSIPPI -.059 -.058 -. 035 -.0043 

• POUCABT DTBODS 
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MISSOCRI -.019 -.026 -.008 -.0020 

MONTANA -.020 -.032 -. 013 - . 0022 

N'EBRASKA -.007 -.013 -.006 -.0010 

N'EVADA -.017 -. 029 -.008 -.0026 

NEW HAMPSHIRE -.009 -.013 -.004 -.0015 

NEW JERSEY -.016 - .021 -.006 -.0009 

N<>W MEXICO -.051 -.052 -. 024 -. 0048 

N'EW YORK -.013 -.015 -.005 -. 0019 

NORTH CAROLINA -.022 -.035 -.020 -.0005 

NORTH DAKOTA -.006 - . 012 -.QO!i -.o.,J3 

OHI O -.013 -.021 -.012 -.0006 

OKLAHOMA -.02- - .037 -. 014 -.0027 

• OREGON - .021 -. 037 - .017 -.0031 

PBN.lSYLVANIA -.013 -.014 -.003 -.0001 

RHODE ISLAND -.007 -.015 -.005 -.0022 

Sotn'H CAROLINA -. 042 -.042 -. 022 -. 0035 

SOUTH DAJ<OTA -.019 -.028 -.012 -. 0017 

T'li.NNESSBE -.027 -.030 -.009 -.0033 

TEXAS -.04 6 -.045 -.0.1.5 -.0029 

UTAH -.019 -.027 -. 016 -.0003 

VERMONT -.009 -.015 -.00$ -. 0011 

VIRGINIA -.014 -.020 -.006 -.0002 

W'ASHINGTON -.015 -.024 -. 008 -. 0019 

W'BST VIRGINIA -.037 -.044 -.015 -. 0094 

• FOUCABT IICIITBODS 
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WISCONSIN -.oo~ -.016 - .Oll -.0004 

WYOMING -.018 -.024 -.008 - . 0010 

INSTALLATION TOLL MEASURED DIFP(FLAT-HEASUR£0) 

T - STATISTIC -4.8 - 4. 7 -2.9 -1.0 

7. CqpglutlQQ•• 

(1) The elaaticity estimates are reasonable. 

(2) Toll price and cha.nges in toll price have a significant 
i~act on penetration. 

Ill The reaulta ehow the imact of tradeoff& between flat and 
meaeured rates upo.n penetration. 
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Special Project 98()()()0..A 
Comments of Donald M. Peny 
Exhibit No. DMP-3 
FPSC Exhibit No. _ 
Page1 of4 

TABI.EONE 

DDIAHD El..uTicmU FOR lOCAL MI!MUIWI SERVICE, 

LOCAL TOU SERVICE, AND IHaTAUATION 

Service Most Price leut Price Florida 

Sensitive State Sensitive State Elasticities 

and Elaaticitv and Elasticity 

Local Measured Mississippi Massachusetts (0.010) 

(0.035) (0.002) 

Local Toll Manses Delaware (0.026) 

(0.059) (0.011) 

Installation Mississippi North Dakota (0.030) 

(0.059) (0.006) 
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State 

AlabMit 

MIOIIt 

NUIIAI 

Celifomlt 

F~ 

• Hewlll 

ldtho 

Illinois 

IndiaN 

IOWII 

Ktntudcy 

Mlehlgen 

Mtr.ne.oc. 

Mo..owl 

Ntbtulca 

Nevada 

Now Mu lc:o 

NOttll c.toiNI 

Ohio 

Oklltoome 

Oregon 

PtMtytvanlt 

Soulh c....alnll 

TIXII • Virgfnlt 

Walhlngton 

TABLE TWo 

Special Project 98()()00..'\ 

Comment• of Donald M. Parry 
Exhibit No. DMP-3 
FPSC Exhibit No. _ 
P-oe2of 4 

BAlle RuiDEHTW. SEJMCE 

Aa A PlJtcEHTAOE OF CU8TOME.Jtl' TOTAL LOCAL PHONE Bu..t.a 

Av-.ge Avenge Moulllly 8-'c~ .. Pwcent of 

Monthly Local BMic Reeldenlfal SeiYica Houuholds 

PhoMBlQ Strvlce n • Ptmnttge of Wllll Tellphont 
TOIAI Local Phone BlA Swvloe 

($) m ~) ~) 

41.22 111.25 44 82.0 

50,41 15.08 27 gJa 

40.53 12.14 30 87.3 

37,g8 14.114 38 115.1 

33,02 10.15 31 g)J 

31.30 14.01 45 IIIlO 

48.55 13.81 30 82.1 

40.52 15.82 311 113 0 

37.48 13.38 30 ..... s 
43.34 13.03 30 1111.0 

40.07 11.15 23 82.8 

40.25 13.110 34 115.5 

30.g) 18.38 44 W.2 

42.18 10.88 20 1148 

311.18 10.113 27 1158 

35.48 11.111 20 82.7 

41.117 10.08 24 110.1 

40.01 13.82 35 1153 

37.72 14.211 38 114.5 

30.81 12.110 35 82.4 

311.03 1U7 50 1111.3 

31.&5 13.14 42 110.11 

40.W 15.311 38 81.3 

38.75 13.110 30 111.4 

44.05 12.32 21 113.1 

31.113 12.32 32 114.8 
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Ascending Group 
Descending Group 

Special Project 980000-A 
Comments of Donald M. Perry 
Exhibit No. DMP-3 
FPSC EICtlibll No. _ 
Page3of 4 

TABLE3 

TAMPA.ST.PETERSSURG SUBSCRIBERSHIP 
UNDERALTERNAllVE BASIC LOCAL RATES 

$11.81 
95% 
95% 

$13.81 
74% 
52% 

$16.81 
64% 
66% 

$21 .81 
53% 
73% 

$31.81 

""" 64% 

Table 4: A eompartaon between HTB and Staffa Eltlmatea of Penetration 

Source Version $2 $5 $10 $20 

Staff S.2to $20 ·23% -32% -45% -54% 

Staff $20to $2 -45% -31% ·23% · 12% 

HTB -0.2% -0.4% -0.8% ·1 .7% 
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Basic Local Service 

Other Local Service 

Vertical Service 

GTE 

Non-GTE ToiVLD 

Total 

• 

• 

Table 6 

Special Project 98000().A 
Comments of Donald M. Perry 
Exhibit No. DMP-3 
FPSC Extlibit No _ 
Page 4 of4 

Monthly Expenditure and Annual Income 

SO to $10,000 lo $20,000 to $40,000 to $60,000 and 
$9,999 $19,999 $39,999 $59,999 Higher 

$13.10 $12.73 $13.35 $14.47 $15.58 

$0.43 $0.47 $0.50 $0.54 $0.55 

$3.67 $3.45 $3.55 $3.81 $3.96 

$1.28 $1.50 $1.59 $1 .56 $1 .62 

$23.10 $25.07 $27.83 $32 <JJ $35.05 

$44.29 $46.16 $50.08 $58.17 $60.87 
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• 1 GTE FLORIDA INCORPORATED 

2 SPECIAL PROJECT taOOOOA.SP 

3 

4 COMMENTS OF BERT I. STEELE 

5 

6 SECOON I·IDENTIACATION OF WITNESS AND 

7 ORGANIZATION OF COMMENTS 

8 

9 Q. Pt EUE STATE YOUR NAME AND BUSINESS ADDRESS. 

10 A. My name Is Bert I. Steele. My bvalneaa addreaa IJ 600 Hidden Ridge 

11 Drive, Irving, Texas 75038 

12 

• 13 Q. BY WHOM ARE YOU EMPLOYED, AND IN WHAT CAPACITY? 

l 4 A. I am employed by GTE Servace COI'pO(ation as Manager - Prietng and 

15 Tariffs Support In thla capaCity I am responSible lor ~;"'flsonng 

16 incremental coat models and their application In support of the pricing 

17 of network seMc8l for all of GTE telephone operatang companies, 

18 lllCiudlng GTE Florida ll'lCOI'pOI'eted. 

19 

20 Q. PLEASE DESCRIBE YOUR EOUCATIIONAL BACKGROUND AND 

21 BUSINESS EXPERIENCE. 

22 A. I have a Bachelor of Science Degree In Mathematics from Gannon 

23 University, and a Muter of Engineering Degree from Pemsylvanla Slate 

24 University. 

25 • 1 
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1 I joined GTE in 19n with Gener8l TelepOOI • ~of Pemsytvania 

2 DLring the cxuse of my c:areer with GTE. I have held venous mamelong 

3 aervlcea, pricing. vr!uation engineering, product management, and 

4 reo- •'atofy posltlons throughout GTE'e telephone operations. I astumed 

5 my pr8118nt position In November 1995. 

6 

7 Approximately 1-4 of my 25 year C81'89r in telecommunlcatoona have 

8 ~ in the ... ot oostilg and pricing servic:et. 1 have I8Xen a number 

9 of k~a•••UI CD! and pricing OOU"'88 from AT&T, Bellcore, the United 

10 States Telephone Allociation ("USTA"), GTE, ane the University of 

11 Chicago. For nine years, I was an active partlcapant of the USTA 

12 

13 

Economic Cost Analylla Subcommittee and the USTA Economic 

Anaiysls Training WQrl( Group responsible for promoting a.vareness, 

14 IJ'Ideratanding, and proper application of economic principles I serv&d 

15 as the chairman of the USTA Economic AnalySis TraonillQ!Educallon 

16 Worit Grovp from 1992through 1996. 

17 

18 Q . 

19 

20 A. 

21 

22 

HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY STATE OR 

FEDERAL REGULATORY COMMISSIONS? 

Yes. I have prevloualy testified before this Convnission on behall of 

GTE Flonda Incorporated. I have also testifi&d on behalf of other GTE 

Telephone Operating Companiea as an expert witness In the area of 

23 Incremental coating before public utility commiuoona In Alabama, 

2-4 Callfomla, Hewali, Illinois, Indiana, M'IChigan, Nol'ltl Carolina, Oklahoma, 

25 Pennattvanla, South Carolina, Taxa, V1rgonia, end Wlaoonain 

2 
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1 Q. 

2 A. 

3 

WHAT IS THE PURPOSE OF YOUR COMMENTS? 

The Legislature has directed this Commission to report its concluaiona 

aa to the fair and reasonable baaic local residential service rate, 

4 oonsldering ,a!fOfdability, value of 181'Vice, rates in other states, and the 

5 cost of providing reaidenlial basic local aervice. In add•lion. the 

6 Leglllahxe direc:U this Convnlsalon to study and report, by February 15, 

7 1998, to the Preaident of the Senate end the Speaker of the HouN of 

6 R8p(818ntativel the ralatJonahlps among the costs and chatges 

9 associated 'tl>ith providing basic local service, ::1trastate access, and 

10 other serviees provided by local exchange telecommunication 

11 ~ies. (Chapter 98-2n. sac 2. par (1) and (2)(a). Flonda Laws. ) 

12 

13 

14 

15 

A.s a result of these requirements, the Commission Staff iaaued their 

June 19, 1996 data requests. In response. GTE conducted a total 

service long.fUn lnaemental coat (TSLRIC) study. GTE used the 

Integrated Cost Model (ICM) to produce the request~ fSLRIC 

16 estimates for these services, including residential end business vo•ce-

17 grade, flat rata alngle-line servioet, PBX trunk serv1ce, vett1cal aervlces. 

16 in11astate SWitched IICCeSS, and intralATA toll. My testimony provides 

19 a brief overview of ICM, reviews the econom1c concepts and 

20 auumptlons underlying the cost model, and presents the cost study 

21 f811Uita. 

22 

23 Q. WHAT EXHIBITS ARE YOU SPONSORING? 

24 A. I am aponsoring GTE'a TSLRIC Study, contained In binders 1 through 

25 15, wtllc:t1 was provided July 31 , 1998 in response to the FPSC Stal'l's 

3 
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1 date '*'eels. In eddition. 11m spociiOI"olg the followmg three e.t·ubfts 

2 which are appended to my COfMienta. 

3 1. Exhibit No. BIS-1, The Modeled Network 

4 2. Exhibit No. 81$-2, ICM Proceu Flow 01agram 

5 3. Exhibit No. 81$-3, TSLRIC Cost Results 

6 

7 

8 SECTION II • OVERVIEW OF ICM 

9 

tO Q. WHAT COSTS IS THE INTEGRATED COST MODt:L DESIGNED TO 

11 CALCULATE? 

t2 A. 

13 

14 

t5 

t6 

ICM 11 designed to estimate the long run, f()(W8rd-looking incremental 

oostt of provislonlr~g retail and wholesale letecommunlcation services. 

ICM studies are not eni:«lded oost stud18$, llOf do they rof.ect the coats 

of a hypothetical, nonexistent company. Instead, the slud1es reflect 

GTE'a long run economic costs, u1ing fOIWard-looklng tedvlology at 

17 a.wrentry available prices. ol provlslonlr~g telecommunication services In 

tB GTE'aaervlng territory. 

t9 

20 Q. PLEASE BRIEflY DESCRIBE THE INTEGRA TED COST MODEL.. 

21 A. ICM Ia an engineering process model that was developed to calaJiate 

22 the long run f()(W8rd·loolor~g Incremental costa of prov1d1ng 

23 telecommunication aervoc:es in GTE'a &erving area& To obtain theae 

24 

25 

costl, ICM de1\gn1 an efficlent network ulirlg fOIWBrd·looklrlg 

tech IOiogy for loopl, ftltct'ling, interolriCe tranapott, and 557 al~ling 
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1 baed on GTE'a curent engiMering pradicea, matenal costa. labor 

2 costa, equlpmer.l prices, operating c:haracteristics, existing Wire cent~>, 

3 loc'!ltiQIII, .-ld its actual customer counts. Exhibit No. BIS-1 provaoes a 

4 diagram Ulu:strating the main components of the modeled network tCM 

5 Is comprised of abc modules • Loop, Switch, Interoffice Transport, 

6 Signaling System 7 (SS7), Expense, and Mapping/Reporting. The 

7 overall modeling ptocess is depided in Exhibit No. 81S·2. 

8 

9 ICM Is a user-friendly cost model that can be rvn on personal 

1 0 computers. The model software provides multiple weens where uaer 

11 Inputs .:an be added, or cl'langed to conduct aenait:vlty analyses The 

12 ICM Model Methodology and User Guide .are provided In GTE' a TSLRIC 

13 Study, filed 7131198 In response to the FPSC date ~squeata. Roforenc.o 

14 binder 2 , tab 6 and binder 3, tab 7 respectively. 

15 

16 

17 Q , 

18 A. 

19 

PLEASE SUMMARIZE EACH OF THE SIX MODULES OF ICM. 

The Loop Module estamates the investments needed to c:onstrud the 

loop - that portion c:A the telephone nelwf:)(1( that extends I rom the Maa n 

20 Distribution Frame in the wire center to the Network Interface Dovlce at 

21 the end user's customer's location These Investments include Items 

22 suc:tl as telephone poles. manholes. copper and Iaber optic CAbles. and 

23 conduit. tCM models the loop network besed on GTE's enganeerlog 

24 

25 

pt8dlces, installation costs, and material pnon ICM builds the loop 

from existing wire c:.nter locat10nt to oustomer locatJons detlrlnll'*l 

5 
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1 through the u• of detailed census Information, acceu hne counts by 

2 v.lre c:entl!l(, Wrilfed exchal1ge boundaries, U.S Govemment101l maps, 

3 and road length data.. For edditlonal detail on this module, reflf to 

4 pages 7 through 43 of the ICM Model Methodology. 

5 

6 The Switch Moduli c:ak:ulales the investment needed lo provide the 

7 circuit c:onnec:tlons needed to complete telephone calls. The SWitch 

8 moclJie d11igr• arlelwotk baaed on GTE'a existilg wire center locations 

9 and the digital switch typea that GTE deployl in Ita netwol1t. Costs are 

10 

11 

12 

13 

besed on the aau.l prloet GTE obtains for Initial twitch placements and 

bplnSlons. This module Is detailed In pages 44 thr01.gh 55 of the ICM 

Model Meth..dology. 

14 The Interoffice Transport Module dealgns the facilities needed to carry 

15 traffic among GTE offices and between GTE's netwonl and the rest of 

16 the public switched networ1<. These facilities cons111 of ap.'CiaiiZid 

17 transmission equipment wtthln wtro eentel'$ and outs•de plant fiiCihiJos 

18 that csrry c:ommunieatlon signals between hosts. remotes, and ta-ldem 

19 offices. ICM modela the investments auocaatad wtth then fiCihhes 

20 using the most eft1dent fiber optJc equipment and technolog•es Further 

21 details of this module are on pages 56 through 64 of the ICM Model 

22 Methodology. 

23 

24 

25 

The SS7 Module caiQJiatu the Investments needed for a ltand .. looe 

~ riBtWOttl Thl~ ltg\111110 netwofi(, via connecuons II end offiCI 

6 
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2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

• 13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

• 25 

Q. 

and wndem swltchea, taUt the switched telephone network how to 

operate by Mtting up calls end controlling the netwont for eff'ICiPnt 

utif1Z8tion of facilrtles. Thla module Is explained further on ~·· 65 

through 89 of the ICM Model Methodology. 

The output of the four modules duaibed above repn~serts the 

imii.,t•lt nse:led to build e modem, etrldent telephone netwott. The 

Expense Modulo detennlnes the factora and ratio: used to calculate the 

costa of opetating thla networtt. In addillon, the Expense Module 

caklJiates lhl capital cost ratiol ( depreciallon, ret1.m on 1nveatment. and 

taxes) associated with the network lnveatmenll The Expense Module 

Ia detailed on pages 70 through 77 of the ICM Model Methodology 

The Mapping/Report Module appltes the fadors and raUos dev .. :.Jp&d •n 

the Expense Module to the inv&Jtments generated by the other four 

modules. Thla module also aggregates tho coats of Basic Netw()(l( 

FI.Odions (BNFa) (e.g., network acoeu channels. line termlnali0111, and 

call set-up and minutes of use) to TSLRICs of HfVI~s and develops 

detailed eupu reports. FIM1h« lnfonnallon on this IT'IOCllle can be found 

on pages 78 through 80 of the ICM Model Methodology. 

WHY IS ICM THE BEST TOOL AVAILABLE FOR CALCULATING 

GTE'S TSLRICS? 

7 



• 

• 

• 

1 A. 

2 

3 

4 

5 

ICM is the be51 tool because it produces estimates of the long run 

f01W81'd-looking costs that GTE would incur In provisioning 

telecommW1lf'~:1on seNices In Its MNing area, g iven the assumpt•:ms 

underlying the cost study deacribed In section four below. Tt,i, k1 . 
accomplllhed through (1) U18 use of GTE speclflc Inputs and data 

6 eources. and (2) the Inclusion of GTE-$p8Clflc engineering standards, 

7 practlc:el, and operating chart~cterisUcs Into the model platform. 

8 

9 Aa bJ)Iained below. It i s Inappropriate for a ITIO':!'t used to estimate 

10 GTE's coats 10 be based on Input prices that GTE is unable to obtain 

11 The material costs used by JCM are based on GTE's actual contracts 

12 

13 

with vendors, and the labor costs are baaed on GTE's experience of 

what labor actually costs In Flonda Likewise. unless a model refleds 

14 GTE's engl..-ing practices and operating characteristics. It cannot be 

15 expected to produce estimates of the long run costs GTE WC\1:;: .ncur 

16 ICM reflects a fOIW8rd·lookJno loop netwoo1t designed according to the 

17 Company's englll88fing practiCeS and guidelines. alonq with IWIIches 

18 using GTE's f()(W8fd·looklng technology and engineered to the aeNICe 

19 characteriahcs of GTE's system In particular. the 1W1tch1ng costs 

20 produced by ICM are beled on the hosVremote relationships and 

21 technology mix found In GTE's netwol'k. and on the switch priCIIIthatthe 

22 Company ill able to obtain. 

23 

24 

25 

8 
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1 Q, IS THERE ANY OTHER REASON WHY ICM IS THE BEST TOOL FOR 

2 CALCULATING GTE'S TSLRICS? 

3 A. Yea. In addition to its use of GTE-specffic inputs and engineering 

4 practlcu, ICM la the best tool for eltimating GTE' a costa because 11 ,,. 

5 Integrated. Thet is. it combines all of the components of GTE's netwo1l< 

6 -the loop, awitctling, transport and lignaling - into one model. This not 

7 onty mikes the model easier to use but, more lmpottanUy, 11 makes the 

8 cost studies internally consistent. ICM can be used to suppM 

9 regulatcxy proceedings dealing with both retell and wholesale 

10 telaconvnunlcatlon la(Vices, Beceuse a c:ommor aet of inputs and 

11 

12 

13 

14 

15 c. 
16 

17 A. 

18 

modeling astUmptions Is used, the results are consistent across the 

various net- '011< components and across tho various uses for whiCh ICM 

Ia employed. 

MIGHT OTHER PARTIES CLAIM GTE'S COST OF SERVICE SHOULD 

BE DETERMINED USING A MODEL THAT IS NOT GTE.SPECIAC? 

Yes. Based on the companies' list of wrtnesses and associated subject 

matter, lt appearathat AT&T (and possibly others) may argue thai the 

19 Con'missron should accept the 1-'.alfisld (or HAl) Model to calculate the 

20 Incumbent loc.l exc::hange camera' costs AT&T and MCI have 

21 eponsored lhls Model in the Commission's ongoing Docket No. 980896-

22 TP. AI GTE witnesses TardilY and Murphy to1tified there, the 

23 Commlu lon should soundly reject the Hc.tfield Model. whlctr is subject 

24 

25 

to ec:aiOI'Ilic and eng1ne«ing flows so numerous and so severe that the 

Model it l..f'IUUble for tis Intended purpose Df. T 8td1fl and Mr. ~y 

9 



• 1 CUIIle theM tt.wsln their r.buttaltutimony. In sunvnary, they OlCpla n 

2 that the Hatfield Model Ia ~ly insensitive to stnJctural c:hangn, ha 

3 Input databt'~e Ia flawed and Ia nallher uaer-adjustable nor opr;n for 

4 Inspection by third parties; many of Its default Inputs are not supported 

5 by empirical data; its sponsors fall to provide external or Internal 

6 juslif1C81lon of lhe Model' a validity; and It does oiOt accurately renee~ how 

7 a telecommunications firm operating in lhe real world would effoently 

8 provide I8IVk:el and network elementa for new entrants or even for ns 

9 own retlil customers. 

10 

11 As Or. Tardiff and Mr. Murphy further point out, because the Model 

12 produ.:es fOIW8rd looking-costs thai ere less than one-half of GTE's 

• 13 costs, it is simply not credible. For a much more complete exposition of 

14 the Hatfield Model's news. please refer to the respective, preflled 

15 rebulteltestunony presentations of Of Tardiff and Mr Murp •/ 1 .. Docket 

16 No. 980696-T?. 

17 

18 

19 Q. HAS THIS COMMISSION EVER EXPRESSED AN OPINION ON THE 

20 VAI.IDilY OF THE HATFIELD MODEL? 

21 A. Yes, The Coomlsslon already rejected the Hatfield Model on numerous 

22 occasions in the ILECa' arbitrollont with various Interconnecting parties. 

23 In GTE'a arbitration Wllh MCI end AT&T, for example, the Commission 

24 held: 

• 25 

10 



• 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 

(u}pon consideration of the evidence. we find that the Hatfield 

Model does not prod\Joe eltimated costs thet are representative 

of the colll of GTE' a netwOOt in Florida. The model does not 

represent any one specific LEC netwolt<, but wes designed 

to be adaptable to any LEC CX' geographic area. ... Moreovar ... our 

review leads us to conclude that the Hatfield Model appears to 

Lnderllate costa. 

(Order No. PSC-97-0064-FOF-TP (Jan 17, 1997). at 35.) 

M Dr. Tard iff and Mr. Murphy explain, the Hatfield ~odel continues to 

have the same flawa that made i1 unacoeptable to the Commission in 

1997. Ard .o amount of revision to the Model will change the f::ct that 

it •does noe represent any one specffic LEC netwOOt: The a model 

that represents GTE's specific netwcxl< is GTE's tCM 

Q . IS IT APPROPRIATE TO USE A SlNGLE MODEL TO DETERMINE 

ALL OF THE ILEC'S COSTS OF PROVIDING BASIC RESIDENTIAL 

SERVICE? 

A. No. By definition, a •one size fits air model cannot capture t.~s umque 

operating charectorlatlca and engineering praelices of all companies. 

The cost astimates produced by such models are less eccurate than 

those produced by company apeclfiC models using company specific 

inputs. I am not aware of any req..nrement tha1 ~tgates the 

Commission to use a Mlgle model to calculate the cost of HMOa fCX' all 

11 



• 1 COf'll*lles, nor should there be. The Commiuion could (and should) 

2 adopt GTE's TSLRICs produced by ICM withOut being precluded from 

3 adopting other ILEC'a cost results uslngi the models those compar\le-; 

4 aponsor. 

5 

6 

7 SECTION Ul • UNDERLYING ECONOMIC CONCEPTS 

8 

9 Q. WHAT ARE THE KEY ECONOMIC CONCEPTS UNDERLYING GTE'S 

10 TSLRIC STUDIES? 

11 A. The key eoonomk: concepts undertying GTE'S TSLRIC stud•et c:an be 

12 Identified by considering the component• of Total Service Long run 

• 13 lncrementa'l Coet. The three key concepts that comprise TSLRIC are: 

14 (1) total service, (2) long run, end (3) Incremental cost 

15 

16 Q. WHAT IS MEANT BY THE TERM "TOTAL SERVICE"? 

17 A. Total seiVice cost enelysls., the tetec::orTnuliCas •ndustry means an 

18 enalysie of the cost of provldlllg the enbre quantrty of a particular MMc:e 

19 in a partlcular geographic rnari<al or reg ion (e.g., the state of Flor•da) 

20 For example, if providing acceaa to the public switched netwo11t 1n 

21 Florida, along with local calling, is defined as a service, than the 

22 relevant quantity of output for purpoaes of TSLRIC is the total demand 

23 for all subscribers In GTE'• Florida aarvlng area. Thus, the ·rs· 
24 compo118nt d TSLRIC means that the unit of analysis Ia the total output 

25 provided by GTE fOI' e particular aarvtoe In Flonda. end that the cost 

• 12 



• 

• 

• 

1 uti!Mtel nec.uerity Include both voii.W1lii-Sefllitive and volume-

2 Insensitive costs 

3 

4 Q. PLEASE EXPLAIN NHAT YOU MEAN BY THE TERM "LONG RUN." 

5 A. The questioo d 1\11 hal to do with the nature and Ol..mber of constraints 

6 a company faces In maklng decision•. In the long run, a firm 

7 thecnllcally c:.n WI'/ any and ell of its Inputs. This 11 In contrast to the 

8 ahort run, when~ a firm faces m&ny constraints and may be able to 

9 control only one parameter, such u price. These two theotebcal 

10 extremes are useful u lllustrltrve toola, bot they need to be tempertKI 

11 with practical considerations to be meaningfully &ll,)lied. In practice, 

12 

13 

14 

15 

16 

regulated fm\1 differentiate between long 1\11 and short run by Including 

or excluding, respectively, the cost of changing capacity through new 

constructloo or through the llquldallon of existing plant Short-run 

Incremental coats can be considered to reOect only tho coat of 

maintaining and operatJng ~lasting capital assets and do not e..-count for 

17 the costa d the assets themselves Long run ila emental coat a consider 

18 all of the cost consequences of a change tn outpYt, including any 

19 a<fJUSiments to the ftrm'S cap.tal asMIS that must be made The "LR" 

20 ~ d TSLRIC means that the coat analysis Ia made from a long 

21 1\11 pe1apeclive (/,o .• it COI'IIk:lofl bOitl opon!l!ng ~ts and capital costa) 

22 

23 Q . WHAT IS MEANT BY THE TERM "INCREMENTAL COSTS"? 

24 A. ka•nantal costs ... the costa that era direc1Jy attnbvtebl& to providing 

25 a defined quantily or Increment of a per1Jcular .-v108 Thll quantity can 

13 



• 1 range from One ~ to the entire output of the serviCe under study 

2 Be<:auH TSLRIC atud1as require that the inaemental costa be 

3 caJaJiated on a to1.11 38Mce basis, lnaemental costs In this proceeding 

~ 1nt the costa that are d irectly attributable to providing the total quantity 

5 of the seNice. In this context, lncramentel costa can also be defined £:' 

6 the c:oata the firm would not lnc:u if It ceued providing all of a patltOJiar 

7 service. Thus, the " IC" component of TSLRIC means that only those 

8 costs direc:tty attributable to providing the entire quantlly of a partiOJiar 

9 service in a particular geog1 aphlc mattlet shall be considered. 

10 

11 Q. ARE GTE'S TSl.RJC ESTIMATES FORWARD-lOOKING? 

12 A. Yes. GTF .. TSLRIC estimates represent the long run inaemantal cost 

• 13 of provlaloning a particular service using efficient and cost-effoc.tlve 

~4 technologies. GTE's TSLRICs are forward-looking because they ronect 

15 the costs the Company would Incur In the long n"' given th.e 

16 assumptions underlying the study, as opposed to what it h.es IIMJ.rre<f 

17 (i.e., embedded or h1stoncal coats). 

18 

19 

20 Q. DO THE TSUUC'S PRODUCED BY ICM R£Fl.ECT THE COSTS THAT 

21 GTE WILl. INCUR OVER THE NEXT FEW YEARS IN PROVISIONING 

22 TEL.ECOMIMUNICA TION SERVICES iN ITS FLORIDA SERVING 

23 AREAS? 

24 A. No. The cost eatim.tea produced by ICM are GTE's IOtWard-looklng, 

25 long t\1'1 eco IOtric c:oata AI explained above, the conc:epc of ·t\1'1· has 

• 14 



• 1 to do with the I'1I.ITlb« d constraint~ feced by the firm The assumptions 

2 undel1ying ICM, or any long run economic cost model, do not reflect 

3 many conatrlllnts that GTE will face over the next few years. :,, 

4 particular, long run economic cost modela do not account for the cos .. 

5 of transitlonlng the existing network to the network contemplated by the 

6 model. Additionally, the costs produced by ICM are based on 

7 economies of acope and scale that would not be realized in the real 

8 world. For example, suppose that along a particular route, ICM places 

9 a 4QO-paif cable. In the real ne\worl(, the requlted capacity may be 

10 pn:Msloned with a 300-palr cable, followed by a 1 ex -pair cable. because 

11 of the way that demand Is realized thrOYgh time. The cost of the 

12 modelod • ~ L'l this Instance will be lower than what would actually 

• 13 oocur - hence, the long run costs produced by ICM are e lower bound 

14 on the cos .. that would actually result. even if all other constraints could 

15 be ignored. 

16 

17 Q. 00 GTE'S TSLRJCS INCLUDE SERVICE ORDER COSTS? 

18 A. No. Service Ol'der costs are the Initia l costs GTE Incurs when a 

19 customer orders a aervlce While trntse costs are non~ecurnng, they 

20 are incurred 

21 every Ume a customer pi8cea a HIVA reqvesl Service order costs are 

22 not 

23 included In the TSLRICs. 

24 

25 • 15 
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• 

1 

2 

SECTlON IV· GTE'S TSLRIC ASSUMPTIONS 

3 Q, WHAT AR£ THE MAJOR ASSUMPTIONS UNOERL YING GTE'S 

4 TSLRIC STUDIES? 

5 A. The major aaaumptlona ere that the cost studies: 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 Q . 

18 

19 

20 A. 

21 

22 

23 

24 

25 

(1) are based on the input prices for materiel, equipment and 

labor that GTE expects to pay, 

(2) are baaed on fOIW8rd·looking capil.a! costs: 

~3) renect wnno parametel'1 based on GTE's ae1ua1 

operating experience; 

(4) are based on the fOIW8rd..lool<i tedvlology miX that GTE 

expects to employ In Its ne'twork: and 

(5) exclude common costs. 

WHY IS IT APPROPRiATE FOR GTE'S COST STUDIES TO BE 

BASED ON THE INPUT PRICES FOR MA TER1AL, EQUIPMENT, AND 

LABOR THAT GTE EXPECTS TO PAY? 

It is appropriate bocauae, unless the input Pflces correapond to whet 

GTE expe<:ll 10 pay, lhoro Is no rn$008ble expectation that lhe 

resulting cost estimates will reflact GTE'a long run costs of pi'Ovlslonlng 

telecommunication servlcas In particular, the labor costa muat reflect 

the wage rates GTE pays in Florida, and any sales taxea 01' lhipp1ng 

costs, Included In the pricea of materi•l and eqwpment, must reflect 

16 
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• 

• 

1 whatever GTE paya Also, the diacount factor used to estimate 

2 switching oost1 must rvf1ect a blend~ the pricing realized for exp;lnsion 

3 and inltlel switch purchases. 

4 

5 Q. WHAT IS THE BASIS FOR GTE'S MATERIAL PRICES AND LABOR 

6 ACTMTY COSTS USED IN ICM? 

7 A. The material prices used in ICM reflect GTE's a.urent experience. GTE 

8 pu d 1111 maleriall on a nationwide basis to capture the ec::ononues ~ 

9 scale associat.ed With buying tn quantity. The m·Jteriel prices used 1n 

10 ICM n made lplcifiC to Florida through the use of stnte-speciflc sales 

11 tax. ptoviotloning expemes, freight and materialloed1ngs. 

12 

13 

14 

15 

labor activity costs are developed for the placement activities used m 

ICM to provision a network. Florida·speclfic company lat:u 9nd vendor 

contracts are used to determine the labor costs associated WCh the 

16 plaoament of the network. GTE has incorporated terrain conditions tnto 

1 7 lte development of labor costs by, for example, raOecting the different 

18 placement costs asSOCiated with different soil types Examples of the 

19 types~ labor lldivrtiiS included In ICM are the placement of cab'e and 

20 support structures, and placement preparahon aettvitlos such es 

21 trenching and cebia sphcang 

22 

23 

24 Q . WOULD IT BE CORRECT TO BASE GTE'S TSLRJC ESTIMATES ON 

25 THE LOWEST INPUT PRICES FROM AMONG All OF THE PRICES 

17 



• 

• 

• 
l 

1 

2 

3 A. 

THAT MAY BE PROPOSED BY I~E PARTIES TO THIS 

PROCEEDING? 

No. Only cotnp4t!Y·Ipeclf1C Inputs renect each company's current 

4 contracts wtth various material , conalnJctioo and other aarvice vendors 

5 It would be inappropriate to select the loweat inputa from among all 

6 those offered, 0( from among the proxy model default Inputs. f()( the 

7 simple reason that the resultlllg set of prices would l1kefy not be 

8 attainable by tJnY one company. The conlnld pnces negotiated by a 

9 ~ are vwy often a pac1<.1ge deal, covering a variety of products 

10 and Ill~ specifying miniml.m volume requi~.,ts Theref0(8. ltt:s 

11 not reaSOI\Sble to mix and match the terms of different contracts to 

12 

13 

14 

develop a set of pricing Inputs that purports to repreaent the costs that 

sny real company could expect to Incur. 

15 Consider the analogy of a cuatomer choosing between two rllfferent 

16 caUW'lg piWIS offered by two different providers of toll serv~ce Suppose 

17 that the plan offered by the rm toll proVIder has a relallvely low rate per 

18 minute, and that it also reqwes a rea.mng payment of S5 per month 

19 SuppoM elso that the plan olfflf8d by the second earner has a relallvely 

20 higher rete per minute, but has no recurnng monthly cl'larga Is 11 

21 realia1k: 10 believe tho cu5tomef' can obllln !he lower per -m1nuta charge 

22 from the second provider, or that the first provider will drop the fixed 

23 monthly charge? The answer Is "No." Similarly, It Ia not realistic to 

24 

25 

believe thai any local exchange carrier can mix and match mput prices 

from a variety of vand()(a - whether lhue Input pnces result from 

18 



• 1 11181Mt-Oased transadiOnS Of n baed on lhe "expert" JUdgement of an 

2 engineering team. 

3 

4 Q . WHY IS IT APPROPRIATE FOR GTE'S COST STUDIES TO Bi: 

5 BASED ON F-ORWARD·LOOKJNG CAPITAL COSTS? 

6 A Capl1al costs are the coats anoclat.ed with the capita.l used by tM firm 

7 These COlla indude bOCh a tatum on end a return oflhe Invested cap1ta l. 

8 The fflbXn oo component of capital ~is called the cost of capt tal Of 

9 the cmt of money. The provldett of GTE' a capital do 10 on the basis of 

10 their required 8l~J)eded, or ex ante, rate of return. This required rate of 

11 return ia largely determined by the rilk assoclr.iad with Investing 1n a 

12 local •eteeommunlcatlona carrier. This rilk has Increased because of 

• 13 several faclora: the prospect of Increased competition and the a«endant 

14 loss of mar11et ahara; the uncertainty surrounding the prices to be 

15 charged for resale services and for unbundled networ11 elements. the 

16 magnitude a implementation costs and the question of how Of whether 

17 they will be recovered, the loss of geographical diveran1urt1on of 

18 regulatoty nsk due to the 11tnultanelty of arbnratton proceed1ngs amoog 

19 the atates; and the poasd)ihty that prudenlly made histoncal investments 

20 wiU not be recoverable Unleu GTE'a TSLRIC estimates are baaed on 

21 a rlak-adjusled, forward-lOOking COli of c;ep1tal, they will not reflect the 

22 long run costa of prov111oning telecommunications services 1n GTE's 

23 network. At supported by GTE witnesa Vander Weide 1n Docket No 

24 980696-TP, I have used a coat of capital of 12.65 percent In estimating 

25 GTE's TSLRICs . • 19 
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1 The retum of component of capital costs Is called depredation 1 his 

component reflect. the using up of the service potentiel of an 81141 It 

3 acx:ou'lll for the cnanoe In the mat1tat value of an asset due not only to 

4 Its utilization In providing a MI'Vic:e, but to other factors a; Wllll. For 

5 IIXa'Jl)le, the lost in the mat1tat value of a machine may be due to wear 

6 n tear reaulti1g from the provlalon of the service or element, or 11 may 

7 simply be due to obsolesc:enol resulting from changing demand 

8 oonditiona or technology. While obsolascenc:e may not physically 

9 deatroy an auet, it nonelheleas reduc:ea Its ec.ooomlc: or market value 

10 Depreciation lives that account for such a lost in the value of an asset 

11 .-. called ec:a 10111ic: lrves. Because GTE' a TSLRIC estimates are basad 

12 on the ec:a 10111ic: lives of the underlying assets, I hey renec:t the long run 

13 

14 

coats of provisioning telecommunications serv1c:es in GTE's network 

The economic lives used In GTE's TSLRIC study are s ... p;>orted by GTE 

15 witness Sovereign .n Doc:Mt No 980696-TP 

16 

17 Q , WHY IS IT APPROPRIATE FOR GTE'S COST STUDIES TO REFLECT 

18 STRUCTURE SHARING PARAMETERS BASED ON ITS ACTUAL 

19 OPERATING ENVIRONMENT? 

20 A Unless tnese paramete~s are based on GTE's &dual operating 

21 

22 

23 

24 

25 

environment, then the resulting cost estimates will not reflect the long 

n.rt fofward·looklng costs of GTE's network. In othel' proceedings, some 

parties have attempted to juSiify levels of shanng that substantially 

exceed actual experlenc:a bated on the c:onc:lutory statement that 

opportunltl" for sharing Will be great8f' In the future Such pc oposala 

20 
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1 conveniently overlook the fact that GTE's netwol'k 11 in place today 

2 They assume that GTE (or other utilities) would have had the forestght 

3 to install poles and conduit systems that were large enough to 

4 accommodate these greatly expended levels of shanng. With reapoct 

5 to burled cable, these parties apparently believe that GTE wtlf d ig up Ill 

6 exlating cable in order to immediately rebury In a shared trencn Even 

7 if one INs the position that the costs wnlc::-. ahould be modeled ere that 

8 o4 some hypothetical new entrant that Is going to rebuild the entire 

9 netwo(1(, greatly Increased levels of lhating still cannot be supported 

10 Even under thl1 hypolheala, the required coine!Jence of demands 1n 

11 space , .d time among the sharing utilities must be assumed as well. 

12 However, there Is no hypothetical new entrant that will completely 

13 

14 

rebuild tha electric power and cable TV networks In GTE's aorvlng 

areas. Like GTE, their ne!WOtkl are already in place along with sharing 

15 arrangements that made sense at the lime. GTE does 11(. • expect the 

16 level of lharing to significantly change in the long run 

17 

18 Q. WHY IS IT APPROPRIATE FOR GTE'S COST STUDIES TO BE 

19 BASED ON THE FORWARD·LOOKING TECHNOLOGY MIX THAT IT 

20 EXPECTS TO EMPLOY IN ITS NETWORK? 

21 A. To use a fOfW&I'd-looking technology mtx other lhan GTE'a would mean 

22 there would be no reasonable expectation that the resulting cost 

23 eat1ma111 will reflod the long run coats of provisioning 

24 

25 

telecommunlcation servaa 111 GTE's .networll SWitching cost.s tn 

piWtiC:ular must be based on the technology and host/remote mix foood 

21 



• 1 In GTE's ~ asauming that any existing non-d1gltal SWitches are 

2 replaced by the appropriate folward.looklng switch It would be 

3 Inappropriate to base the switching oostll on a different technology mi~ 

4 or network configuration, or to base awitch Input prices on some 

5 composite of other oompanlea' experiemoes. In its long run an&lvs1a. 

8 GTE hal also daalgned Its Interoffice transpon network using 

7 Sync:hronoul Opcic:al Network rsoNETj technology. ICM also ut1hzes 

8 Digital Loop Carriera ('DLCs') to provide digital services to customers 

9 located outside of the core area surrounding the central offJCS Use of 

10 these efficient fotwlltd·looklng technologies is Qmbined With GTE'·s 

11 servin:3 area characteriatica and Input prices to produce GTE'a cost of 

12 provisioning Its netwol1t. 

• 13 

14 Q . WHY IS IT APPROPRIATE FOR GTE'S TSLRIC ESTIMATES TO 

15 EXCLUDE COMMON COSTS? 

16 A. TSLRJCs, by defntlon, repntten1 the costs that can be directJy ~:.s.gned 

17 to an individual service - they exclude any costs, Including c:ommon 

18 costs, that would be incuTad d the service were not provided Common 

19 costs are those coata that are not diractly attributable to any particular 

20 service. In other words, even though they are necessary for the 

21 provisioning of services and for the operation of the company as a 

22 whole, common costs cannot be directly assigned to specific services 

23 and the TSLRIC estimates should exclude them 

24 

25 • 22 



• 1 'l. DO THE COMPANY'S COST STUDIES SATISFY THE "TSLRJC" 

2 REQUIREMENTS OF SECTION 364.3381(2), F.S.? 

3 A Yes. they do. For all tha reasons and testimony stated above. tne 

4 inputs, model methodology and assumptions underlying the Compnny's 

5 cost studies result In total long run incremental costs. This satisfies the 

6 cost methodology requirement at the ao,ss-subsidiz.ation statute. 

7 

8 

9 

10 SECTION V ·GTE'S TSLRJCS 

11 

12 Q. WHAT ARE THE COST ESTIMATES PRODUCED BY GTE'S COST 

• 13 STUDIES? 

14 A Exhibit No. BIS-3 summarizes TSLRIC estimates for the services studied 

15 for the contribution analysis as requested by the FPSC staff u, t~>~ir data 

16 request. To facilitate review by the FPSC staff, the services are 

17 identified in the left hand column of this exhibit as they are identified In 

18 the contribution analysis. These cost estimates are GTE':s 

19 forward-looking, long-run incremental costs for these services. 

20 

21 Q. DOES THIS CONCLUDE YOUR CQJf,'IMENTS? 

22 A. Yes, it does. 

23 

24 

• 25 

23 
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