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Ms. Blanca Bayé

Florida Public Service Commission

2540 Shumard Oak Boulevard

Tallehassee, Florida 32389-0860

Re: Docket No. 9806968-TP - In re: Determination of the Cost of Basic Local

Telecommunications Service, Pursuant to Section 364.025, Floride
Statutes

Dear Ms. Bayé:

Enclosed are the original and 18 coples of Joseph Gillan's Rebuttal Testimony
on behalf of FCCA to be filed in the above docket.

| have enclosed an extra copy of the above document for you to stamp and
ACK _ ___toturn to me. Please contact me if you have any questions. Thank you for your
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REBUT AL TESTIMONY OF
JOSEPH GILT.AN
ON BEHALF OF
THE FLORIDA COMPETTTTVE CARRIERS ASSOCIATION

Please state your name and busizess sddrems.

Joseph Gillan. My business address is PO Box 541038, Orlando, Florida, 32854.

I previously filed direct testimony in this proceeding on behalf of the Florida
Competitive Carriers Association.

What is the purpose of your rebuttal testimony?

The purpose of my rebuttal testimony is to briefly explain how the testimony filed

by the incumbent local exchange carriers (ILECs) reinforces the most impu. tant

points in my direct testimony:

¢ First, the ILEC testimony confirmed my concern that the ILECs
would seek a potentially massive universal service subsidy fund to
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shield their revenues from competition anc to guarantee their
profits.

~ Second, the ILEC testimony underscores the importance of
calculating the economic cost of the "family” of local exchange
services (i.c., the basket of services typically provided by a locl
carrier 10 its subscriber ) in order to correctly determine whether

any external subsidy is approprizic or necessary.

*  Third, the ILEC testimony provides additional support for the
critical need to develop universal service support and network
clement prices using the same cost methodology and geographic
application.

Did the ILEC testimeny confirm your concerns that they would use this
proceeding te seck & massive subsidy fund?

Yes. The OTE testimony provides particular insight in this regard. GTE takes the
remarkable position that even its own cost study — a cost study which it is
otherwise sponsoring as accurste and relisble — should not be used because it
hum-mm GTE's position is that & universal service
mmmmnmmmumm.mumm
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study should be "sdjusted” to produce this end result (Seaman, page 20, emphasis
added):

w OTE believes that any explicit umiversal service fund or
mechanism must be sufficient to replace all of today's implicit
subsidies, and rhe results of any cost model should be adjusted 10
accommodate this goal.

GTE's testimony exemplifies the corruriing influence of unjustified subsidization.
An uncarnd subsidy, once implen ented, becomes a perpetual entitlement in the
eyes of its recipient. Even though tae BCPM cost model (according to GTE)
indicates a subsidy of "only" $366 million, GTE claims that it should actually be
provided a subsidy of $487 million per year. Of course, every dollar of subsidy
provided GTE must first be collected from a consumer -- a consumer entitled to
a solid explanation for its contribution.

What "logic" does GTE use to justify its claim that it is entitied to an annual
subsidy of nearly 172 billion dollars per year?

GTE's core argument is that because it currently overprices some of its services
by $487 million dollars per year, it is entitled to these revenues in perperuiry
(Seaman, page 6). The poiut of a universal service fund, however, is not to
protect GTE's over-pricing (or profits), but rather to provide external support in
those limited instances where network costs are 5o high as to jeopardize network
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subsctiption. GTE never explains, however, why such a massive subsidy is
needed to protect universal service in one of the more dense and prosperous parts
of the state. (As an aside, if GTE really required $487 million in external subsidy
just to serve the Tampa/St. Petersburg area, one wonders why Bell Atlantic would
agros 10 ita mecger or bow GTE could have seriously considered purchasing MCT).

Can you provide any statist'cs that place GTE’s subsidy cisim in perspective?

Yes. Even before considering GTE's $121 million "adjustment” to its cost
analysis, its threshold claim that it needs a “cost-justified” external subsidy of $366
million is extraordinary in its own right. In 1997, GTE's total intrastate revenues
were roughly $950 million per year (GTE Exhibit SAO-1). Thus, according to
MRWHMMMMWMMMMWM

revenuecs.

Imagine the distorted incentives that would develop if nearly half the market’s
revenues were controlled by a fund-sdministrator, instead of the individual
decisions of actual consumers. From a management perspective, the universal
sexvice fund would become the make-it-or-bresk-it "customer” — with GTE’s (and
every other carrier’s) resources devoted to fund-qualification, fund-analysis, fund-
litigation and (let's be honest) fund-manipulation. The fund GTE recommends
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here seems a far cry from the position summarized in the Commission’s 1996

legislative report (page 73):
GTE believes that the primary ol for ensuring reasonable rates in
a competitive market is the competitive market itself. A universal
service policy — in conjunction with other policies and aclions

local exchange telephone competition — should not
- distort the effective operstion of the market any more than is

necessary 1o carry out the public policy of maintaining universal
service at affordable rates in Florida

Are there other summary-statistics whb'ca demoastrate the unreasonableness
of the ILEC pesition?

Yes. One measure of the reasonableness of the ILEC testimony is the extent to
which their policies targes universal service support. Carefully targeting assistance
has been a key objective of universal service reform, as noted in the Commission’s
1996 Report (page 38):

Partics generelly beliove that support should be targeted to low
income households and to high cost arcas.

We [the Commission) agree that targeted funding is an appropriate
means of providing support...

The GTE and BellSouth testimony provide data which can readily be used to
determine the "target efficiency” of their proposals (Sprint/United’s data does not
casily permit this comparison). Remarkably, BellSouth and GTE claim that a
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subsidy is needed for /00 percent of their residential lines (Seaman Exhibit MCS-
2, page 5; Martin Exhibit PFM-1). This subsidy claim stands in stark contrast to

the snalysis provided by AT&T witness Guepe (pages 17-20) that shows that the
residential market is profitable for both of these ILECs.

How can the ILECs clelm they need a subsidy to serve profitable customers?

The ILECs claim they deserve a subsily if the local rate (including the SLC) does
not fully cover all local network costs, without regard to the other services a
customer purchases in connection with its local service. As [ noted in my direct
testimony (page 13), however, such a "dial tone-only" spending pattern is rare.
The commereial attractivensss of a customer is decided by its total revenue
potential, and not just the reveLues collected in the basic local rate.

The oaly valid comparison to determine whether a legitimate subsidy need exists
is to compare the total cost 10 provide the typical package of local services
purchased by an average customer 1o the revenues from this package. So that the
legisiature can ressonably evaluste whether an external fund is appronriste, |
recommend that the Commission calculate and report this family cost, even if it
also reports a "cost” of the "dial-tone only” option as well.
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In your opimnion, do the [LECs sctually believe that the eatire residential

market roquires subsidy?

No. Again, consider GTE's shifting positions on this issue. Ou the one hand,
GTE argues that the entire residential market in its territory requires support. Yet,
GTE has requested confidential treatment concerning the details of its analysis,
arguing:

These detailed, specific data would be useful for competitors in
discerning the size and composition of OTE's market on a
basis. The support information would

reveal to competitors GTE's costs of serving particular areas and
which arees would be most lucrative.

This request for confidential treatment exposes the absolute fallacy of GTE's
arguments. According o GTE, there are no lucrative areas (st least residential
areas) in its entire region — every residential line requires a subsidy. Further, if
GUTE's proposal were implemented, then the "lucrativeness” of each area would be
defined by the svailable subsidy, an amount (one would assume) that would never
be proprietary to OTE. GTE's confidentially request confirms that GTE's
management understands that its residential customers are profitable, even if its
subsidy proposal implies otherwise.
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Is there also support for your recommendstion that network element prices
and universal service support (if amy) sbould be developed consistently?

Yes. Although I disagree with the bulk of Mr. Seaman's testimony, we do agree
on one point: network element prices and universal service costs should be
developed consistently (Seaman, page 9). In addition, Sprird’s testimony supports
the position in my direct testimony (Gillar, pages 22-24) that the “fixed wire
center” asmumption renders imrelevrat any theoretical distinction between a
universal-service and network-clement cost study.

Why is the "fixed wire conter” assumption important to the question of
consistent universal-service and network-element cost studies?

The Commission (in a letter from Chairman Johnson to the FCC) had expressed
a view that a different cost study could be used to estimate the cost of universal
service than that used to establish network element prices. The basis for tms
opinion was the view that & waiversal-service cost study should look at the cost of
a bypothetical entrant (i.e., an entrant with no facilities), while a nerwork-element
cost study should consider the costs that would be incurred by the incumbent
(operating efficiently), Although this distinction may be theoretically accurate, it
is important to appreciate that both cost models sponsored in this proceeding are
constrained (by adopting the incumbent's wire center location) in a manner that
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eliminates any meaningful difference. As a result, there is no valid theoretical
reason 10 use separate cost models to determine universal service support and
network clement prices — and, as explained in my direct testimony, there are
compelling economic, pol'cy and pragmatic reasons why the same analysis shouid
be used.

How important is the "fixed wire center” assuc ptioa to the cost model and
its results?

The "fixed wire center” sssumption is critical. Consider the besic logic explained
in the testimony of Sprint witness, Dr. Staihr (Staihr, page 10, emphasis in the
original):

The cost of basic telephone service is primarily, and in rural areas,
almost completely, determined by the cost of the loop.

The cost of the loop is determined primarily by two factors:
distance and density.



Much of the debate in this proceeding concerns the first half of this basic
relationship (estimating the location of the customers). But equally important in
the analysis is the assumption defining the other end of the loop: the location of
the central office.

By adopting a methodology which accepts the incumbent s central office as the

terminal peint of all loops, these "universal-service” cost models are structured to
calculate the same cost-object as a "wetwork clement” cost study: the forward-

which model estimates the cost most accurately).

The basic conclusion of my direct testimony remains. The cost of network
facilities used to determine universal service support (if any) should be the same
as the cost-based network clement prices applicable to the facilities. The
Commission should establish geographic zones for each and report the cost results
sccordingly. 1 note that the Commission hes already established/approved
geographic zonmes for Sprint/United in the comtext of the MCL/Sprint
Interconnection Agreement. This framework can be used as the starting point for



Q.  Does this conclude your rebuttal testimony?

Yes

11
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