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PROCEEDINGS

(Transcript continues in sequence from
Volume 8.)

MR. HORTON: And I would call Dr. Kahn.

MARVIN H. KAHN
was called as a witness on behalf of ACSI, and having
been duly sworn, testified as follows:
DIRECT EXAMINATION
BY MR. HORTON:
Q Dr. Kahn, you were also sworn, were you not?
A Yes, I have been.

CHAIRMAN CLARK: Just for your information, I
would propose at this point to finish with Dr. Kahn,
we’ll take a 15-minute break. I’m going to go up and
get a microwave meal and bring it down here. So we’ll
be taking 15 minutes. You send out for food, send other
people out for food, and then we will work straight
through until 8:00 or a little while thereafter. Okay?
Go ahead, Mr. Horton.

MR. HORTON: Thank you.

Q (By Mr. Horton) Could you please state your
name and address for the record?

A My name is Marvin, middle initial H, Kahn,
K-A-H-N.

Q And by whom are you employed?
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A Exeter Associates, Incorporated.

Q And did you prepare and prefile in this docket
direct testimony consisting of 42 pages, supplemental
direct testimony consisting of 10 pages and rebuttal
testimony consisting of 16 pages?

A Yes, I did.

Q And do you have any changes or corrections to
make to this testimony at this time?

A Yes, I do. Turning to the direct testimony,
Page 3, Line 9, sentence there beginning with the words
"A copy of," that entire sentence should be deleted.

Page 32, Line 18 -- or to put it differently,
a section of the testimony beginning at Page 32, Line
18, and continuing on through Page 34, Line 17, should
be stricken.

Page 36, Line 18, the fourth word on that line
is BellSouth. It should instead be US West.

MR. LACKEY: Could I have that one again,
Madam Chairman? I missed that one.

WITNESS KAHN: Page 36, Line 18.

Excuse me, with regard to the supplemental
testimony, there’s an exhibit attached to the
supplemental testimony that was updated as a result of
passing events and updating of information. The

original exhibit was replaced with an exhibit identified
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as revised, and it’s my understanding that that has been
provided to the parties.

And then, finally, with regard to the rebuttal
testimony, there are a number of places in the rebuttal
testimony -- not having had the opportunity prior to
this time to come in contact with Ms. Caldwell, there
was some doubt in our minds as to whether Witness
Caldwell was a he or a she, male or female. The flip of
the coin resulted in our making reference to Witness
Ccaldwell as a male, and it turns out that is incorrect.
I apologize for that. There are a few places in the
testimony -- I could go through them -- but in general,
we would like them to be reflected that we were wrong,
and that in fact we recognize that Witness Caldwell is
female. Those are the changes.

Q (By Mr. Horton) And with those changes, if I
were to ask you the questions contained in your direct,
supplemental direct and rebuttal testimony today, would
your answers be the same?

A Subject to only one modification, and that’s
due to the passage of time. Information has been
provided, but the questions and answers that appear in
the testimony would be the answers that I would give
today, given the information at our disposal at the

time.
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Q I take it that’s a yes?

A Yes, subject to the prehearing rules,
correct.

MR. HORTON: Madam Chairman, I would request
that his direct testimony, supplemental direct and
rebuttal testimony be inserted into the record as though
read.

CHAIRMAN CLARK: It will be inserted into the
record as though read.

Q (By Mr. Horton) Dr. Kahn, you made reference
to an exhibit attached to your supplemental direct that
has been revised. Did you prepare -~ or do you have any
other corrections to make to that exhibit?

A I do not -- excuse me, yes, I apologize.

There is one. The first column is entitled Density Zone
Households Per Square Mile. That label is incorrect.

It should instead be Density Zone Lines Per Square

Mile. I would like to scratch the word "Household" and
in its place use the word "Lines." Thank you.

MR. HORTON: Madam Chairman, we would like to
request that Dr. Kahn’s Exhibit MHK~1l be identified as
Exhibit 41.

CHAIRMAN CLARK: It will be identified as
Exhibit 41.

(Exhibit No. 41 marked for identification.)
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TESTIMONY OF

DR. MARVIN H. KAHN

[. QUALIFICATIONS
PLEASE STATE YOUR NAME, POSITION AND BUSINESS
ADDRESS.
My name is Marvin H. Kahn. I am a Senior Economist and a
founding principal of Exeter Associates, Inc. Qur offices are
located at 12510 Prosperity Drive, Silver Spring, Maryland
20504.
PLEASE REVIEW YOUR BACKGROUND AND
QUALIFICATIONS.
I am an economist specializing in public utility regulation,
energy, communications and antitrust analysis. My primary
research interest is in the application of microeconomic principles
to public policy issues. Over the last several years, my interests
have turned most specifically to matters regarding the regulation
of firms operating simultaneously in competitive and non-
competitive markets. ‘Particular issues addressed include the
unbundling of services, the effects of imposing line of business
restrictions on regulated firms, assessments of alternative
regulatory structures, and matters regarding cost allocation and

rate design.

TESTIMONY OF DR. MARVIN H. KAHN Page 1
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In a_ddi{ion to my consulting experiences, [ taught
economics or lectured at the University of Tennessee, the
University of Missouri in St. Louis, Washington University in St.
Louis, at Merrimac Coilege and at The Johns Hopkins
University. [ served as a senior economist with the institute of
Defense Analysis and the Mitre Corporation, both not-for-profit
Federal Contract Research Centers in the Washington, D. C.
metropolitan area. [ also served as a senior staff economist with
an Ad Hoc Committee of the U.S. House Committee on
Currency and Banking, focusing on energy and employment
issues.

I am a graduate of Ohio Northern University and hold a
Ph.D. in Economics from Washington University in St. Louis.
HAVE YOU TESTIFIED BEFORE REGULATORY
AGENCIES ON MATTERS DEALING WITH
TELECOMMUNICATIONS?

Yes. I have served as an.expcrt witness on matters regarding
telecormmunications before commissions in over 20 jurisdictions
in this country and Canada. I have also undertaken research and
prepared reports on ratemaking issues for the U.S. Postal

Service, the National Association of State Utility Consumer
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Advocatés (NASUCA). the Federal Communications Commission
(FCC) and the National Regulatory Research Institute (NRRI).
HAVE YOU TESTIFIED ON ISSUES RELATED TO LOCAL
COMPETITION?

Yes. I have testified on local competition issues in California,
Delaware, Kentucky, Pennsylvania, and West Virginia. Directly
or indirectly, all of these testimonies involved the issue of
appropriate pricing for unbundled telecommunications network
elements. A-copy-of my-resume-listing-my prior-testimonies-and

I1. PURPOSE AND SUMMARY OF TESTIMONY

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

I have been asked by American Communications Services, Inc.
(ACSI) to address the economic and ratemaking principles that
underlie the pricing of unbundled network elements.

Specifically, I have been asked to address the appropriate
methodology for pricing unbundled local loops, one that is
consistent with the Telecommunications Act of 1996 (1996 Act or
Act) and with the promotion of meaningful and effective
competition in the market for local exchange services. ACSI has

also asked me to address the prinéiplcs underlying the

TESTIMONY OF DR. MARVIN H. KAHN Page 3
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development o’f reciprocal compensation for mutual traffic
exchange. |

WHAT OBJECTIVES ARE IMPORTANT IN DETERMINING
THE APPROPRIATE RATES FOR NETWQRK ELEMENTS?
The 1996 Act established a vehicle to ailow meaningful and
effectivé cémpetitibn to develop in the markets for local exchange
services. Currently in the telephone industry, competition does
not prevail.” The incumbent local exchange carriers (ILECs),
including BellSouth Telecommunications, Inc. (BellSouth), still
hold a monopoly or near monopoly on most of their
telecommunicatidns services and elements; thus, regulatory
oversight is still required to ensure the competitive outcome.
Where competition prevails, market forces naturally drive prices
toward cost and the result is economic efficiency. Hence, a key
objective of any pricing policy is to obtain the competitive
outcome.

Adherence to economic pricing principles is important in
achieving the competitive outcome. The methodology used to
determine the price ILECs charge for use of their facilities must
send the correct price signals, encourage the entry of efficient

competitors, promote efficient make-buy decisions, and allow

TESTIMONY OF DR. MARVIN H. KAHN Page 4
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consumers to benefit from an increase in competitive activity,
including lower retail p.rices and a diversity of :;»ervice choices.
WHAT ARE YOUR RECOMMENDATIONS REGARDING
THE APPROPRIATE METHODOLOGY FOR DEVELOPING
RATES FOR UNBUNDLED ELEMENTS?

Prices in a competitive market are based on forward-looking,
market-oriented costs. To achieve this competitive market
outcome, prices for network elements should be developed based
on two criteria. The first is a measure of forward-looking, direct
costs. The total service long run incremental cost (TSLRIC)
method is, thus, an éippropriate standard for achieving the desired
results. The second input is a mark-up over TSLRIC to permit
recovery of forward-looking, efficiently incurred joint and
common costs. As [ describe below, [ propose that this mark-up
not be based on the ILEC's accounting records, but rather limited
to what thg ILEC elects by its own activities in competitive
markets. This is Lﬁe belst approét:h for ensuring the efficient level
of entry, efficient production of end use services, competitively
determined end use prices and f.he' avoidance of anticompetitive
behavior by ILECs. Since the mark-up is limited to that which
does prevail in the ILECs’ more competitive markets, it is

reasonable by market standards.
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Under the 1996 Act, determinations by a state commission
of the rate for interconnection and network elements are just and
reasonable if the rate is based on cost (determined without
reference to a rate-of—returln or other rate-based proceeding).'
The rate may include a reasonable profit.> A TSLRIC-based rate
is a cost-based rate which is determined without reference to a
rate-or-return or other rate-based proceeding. A mark-up over
direct cost limited to a level determined by competitive market
forces permits a reasonable profit. Thus, the approach outlined
above is both econorhically sound and satisfies the pricing
standards of the Act.

In addition, the rates charged for network eléments and
bundled services must be priced in a manner that prevents
uncompetitive price squeeze. Price squeeze occurs whenever the
combined price of the unbundled components and bottleneck
services (such as number portability and directory assistance)
equals or exceeds the pﬁce of the bundled function to the end
user. While price squeezc.is:a méttz'r of competitive concern,
pri;ing of bundled services and functions is not addressed in this

testimony.

! Section 252(d)(1)(A).
2 Section 252(d)(1)(B).

TESTIMONY OF DR. MARVIN H. KAHN Page 6
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[n summary, this approach is consistent with the FCC's
ruling on interconnection interpreting Section 252(d)(1) of the

1996 Act. As of this writing, the FCC order in Docket No. 96-

98 is not available. However, the press release issued on August

1,‘ 1996 states that the FCC has ruled that a cost-based pricing
m§thodology based on forward-looking economic costs
(specifically TSLRIC) is most consistent with the goals of the
Act. Because the TSLRIC studies are for nefwork elements, the
FCC calls them Total Elerﬁem Long Run Incremental Costs
(TELRIC). Under the Order, 'prices are to be set at TELRIC
plus a “reasonable share of forward-looking joint and common
costs” (p. 2). Section IV of my testimony discusses the mark-up
in greater detail.

HOW IS YOUR ANALYSIS AND RECOMMENDATION
AFFECTED BY THE FCC’S RECENTLY ANNOUNCED
DECISION IN ITS DOCKET 96-98?

The FCC’s press release made clear that it hias taken two actions
with respect to the pricing of unbundled network elements. First,
the FCC required.'that arbitrated rates be based on TELRICs. In
addition, the FCC established defauft proxies to be used on an
interim basis ébsent the necessary TELRIC cost information.

Namraliy, both of these actions are directly relevant to my

TESTIMONY OF DR. MARVIN H. KAHN Page 7
Corrected and Reformatted September 6, 1996




t2

(WP

10

11

12

13

14

15

16

17

18

19

20

21
22
23

1301

analysis and testimony. I intend to revise and update my
testimony, as appropriate, after I review the FCC decision and

any BellSouth TELRIC/TSLRIC and other relevant data

provided.

Q. WHAT'RATES DO YOU RECOMMEND FOR UNBUNDLED
LOOPS? |

A. BeliSouth did not provide cost studies to ACSI during

negotiations. Therefore, BellSouth’s version of TELRIC or
TSLRIC for network éléments and data necessary to develop a
cost-based, ¢omp-etiti\fe ina.rk-up are not available. In the
absencé'of such data, I recommend using the best cost
information currently available to the extent it is also consistent

with the approach outlined above.

Q. WHAT IS THE BEST COST-BASED ALTERNATIVE

AVAILABLE?
A. The best TSLRIC alternative (at this time) for estimating

reasonable TSLRIC data uses the updated Hatfield Model.® This
model produces TSLRIC data by population density zone (six
density ioncé) for each state. The model is ferard looking and
takcs into consideration pqulation de‘mographics, geology,

3} Version 2.2, Release 1, by Hatfield Associates, Inc., dated May 30, 1996, is
the most current version availabie at this time, although it is my understanding
that an update is due shortly.

TESTIMONY OF DR. MARVIN H. KAHN . o - Page 8
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network archjtecmfe aﬁd‘technology. The cost estimates for the
areas to be served by ACSI are provided in Exhibit D of ACSI's
Petition. BellSouth has not provided cost studies which could be
used to determine or evaluate TSLRIC estimates or a competitive
mark-up. In the absence of BellSouth sponsored TELRIC studies
| cé;mpleted:wi'thih two months, I recommend setting interim rates
based on the TSLRIC estimates developed in the Hatfield Mode!.
Further, the Commission should order BellSouth to provide the
information nece$sary to estimate the mark-up on BellSouth's
more competitive services and to provide BellSouth cost studies
or othér data which the Commission determines to be necessary
to evaluate and verify the Model's TSLRIC estimates. The
intérim rates should remain in effect until BéllSouth's
TELﬁIC-cost-based rates are effective, which should occur no

later than six months from now.

Q. HOW IS THE REMAINDER OF YOUR TESTIMONY
STRUCTURED?
A. In Section III, [ discuss the economic efficiency goals and explain

the role of pricing in achieving those goals. Section IV discusses
the abpropfiate cost-based pricing methodology for achieving the
cornpetitive ‘outcome and explains why a TSLRIC methodology

best satisfies the criteria for efficient pricing. BellSouth has not

TESTIMONY OF DR. MARVIN H: KAHN R - Page 9
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provided any cost studies or estimates of cost. Section‘V
compares _lthie Lheoretical pricing methodoloéy discussed in
Seétion V1 with the proxy cost mo&e! developed by Hatfield
Associates, Inq. 10 estimate TSLRIC for network elements.

111, EEFICIENCY GOALS
WHAT OBJECTIVES ARE IMPORTANT IN DETERMINING
THE APPROPRIATE PRICES FOR NETWORK ELEMENTS?
A key objective of the 1996 Act is a structure that allows the
entry of both facilities-based and resale carriers into the local
service market to pfo'mote effective cbrnpetition. The pricing of
unbund!ed network elements is one of the critical components of
any open market policy, as reflected in new Sections 251(c)(3)
and 252(d)(1} of the Communications Act of 1934 (the Act)
adopted by the 1996 Act. With this'in mind, the goal should be
to ‘Sfructure a comﬁetitivél KEOUtcome. A cbmpctit'ivc outcome
requires efficiency m production and pricing. Efficient pricing,
in turn, _requircs that price teflect the cost of the good or service
in question whjcﬁ meaﬁs that rational choicés by producers and
consumers are encouraged. Production, entry and consumption
Sl (v Iéac’:h mﬂucnced by pricing, or at least potentially
s0. Only when priécs reflect costs will the market yield the

optimal quantity or combination of those goods and services

TESTIMONY OF DR. MARVIN H. KAHN : - - Page 10
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vélued by' societ'y‘.at the minimum resource cost to society.
Adherence to economic cost_ingj principles is important in
aéﬁieving the competitive outcome and: requires the use of
re'asonable. accurate measures of cost.

WHAT EFFICIENCY RESULTS CAN BE ANTICIPATED
FROM A PRICING POLICY CONSISTENT WITH
COM?ETITIVELY FUNCTIONING MARKETS?

In a market structured so that no one firm can dictate price or
quantity, the market yields important efficiencies. Relevant
aspects of these efficiencies are referred 1o as operational and
allldcativé. ‘

Operational efficiencies result when the lowest cost
method of production is selected. Competition'aéts to ensure this
result, as entry and exit occur freely. New entrants are rot
required to use the same tcc.bﬁology as does the incumbent, but
are free to select among all available technologies and adopt
lo'v’#ér ¢ost memcd; of pro;lucﬁon;. A's market price is often
forced downward v?ith an increase in supply and, in"pafticu‘lar.
with an increase in lower cost supply, incumbents are forced to
become more efficient, lose market share or cease production

altogether.

TESTIMONY OF DR. MARVIN H. KAHN | . Page 11
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A.llécativé efficiencies result wheﬁ resources are
channeled intq the Ip;'oduétion .of those goods and services that are
vaiued more highly than are the resources consumed in the
prbdu;tion prlocess. As ].ong= as market price covers the
additional cost of production, the unit will be produced in a
cbrﬁp@titive market. Smce'f:sourCes are limited, it is in society's
intefest that resources are used in a manner that maximizes the
value of that produced from those resources. A competitive
market a‘llo‘catesl‘ resources efﬁ;icmly, i.8., to the goods and
services valued most highly.

WILL THE EFFICIENCIES JUST DESCRIBED INURE TO
THE BENEFIT OF CONSUMERS?

There is no question that meaningful competition wilt create
benefits for consumers. What is less clear, unfortunately, is
when or even whether the successful emergence of competition
can be expected in the various markets for local services. There
are generally two factors to cénsidér.=

'First, it must be recognized that properties which allow
the ILECs' monopoly control to remain may delay the
cot,npet"itivc entry for somé network elements. The Commission
should establish rates to allow the benefits of a competitive

outcome 1o be realized by consumers well before full facilities-
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ba'seq compgtition emerges for all elements and in all areas of the
local scrvige_ market. cherwise. the benefits of competition
coﬁld be delayed indefinitely g.iven the tremendous practical and
économic obstacles with replicating more than a negligible
poﬁion of the incumbent LEC's network.

Selcond, the Commission pricing rules must guard against
anticompetitive pricing behavior by the ILEC. This is assured if
a competitive norm or competitive outcome serves as the basis
foé pricing ﬁl! non-competitive network elements. For instance,
if the 'compétiti_ve outcome 1s emulated, the relationship between
price and cost will be the same for competitive and non-
competitive elements alike. Further, through the éppliczition of
nondiscrimination o‘blig'atio'n“s; and imputation principles, the
ILEC will “pay” the same for all non-competitive network
elements set by tariff or arbitration as its competitors. Under
these ébﬁditions; price squeezes and other forms of
anﬁ-#ﬁmpétitive coudu;:t will be deterred.

| In short, the pricing bo!icf designed to promote
co’méetition must recognize that corhpetition is not tikely to |
evolve evenly or with equal success for all network elements or

in all areas of the state. The policy should be designed to

provide the benefits of competition in the end use market to

TESTIMONY OF DR. MARVIN H. KAHN ' Page 13
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cbnsuiners, even before the 5uccessful emergence of that
corhpeiit_ion. In fact., Lhé p‘oli:cy s:hould be structured to create
these Benéﬁzs in the gnd ugé xﬁarket for consurhers, even if
éompétition jfcu' each network e];ement never erﬁerges.
WHY IS A TOTAL SERVICE LONG RUN INCREMENTAL
COST METHODOLOGY BETTER SUITED THAN OTHER
CGSTING METHODOLOGIES TO PROMOTING
COMPETITION? .
Prices should be set to recover incremental, fbrward-looking
costs, not 'tl:le firm’s 'h‘js'to'ric;_ally incurred embedded costs or
revenue requirements. Pricing based on TSLRIC‘ results in
several market benefits;. IFirst, entrants have a continuous stream
of maké—_'buy decisions. Prices based on forward-looking cost
will pfovide. tile correct signal on which to base decisions '
regard‘uig facilities based investment and market entry. Second,
cost-based pricing identifies the low cost supplier in any market,
aﬁ'et:tiné decisions among alternative ‘pfo‘videfs of a given
product or service. Finally, cést-based'brices permit efficient
decisions in choosing among different, goods

Pricing ba'sedl on etﬁb;dded costs of revenue requirements
canzot p=roifide these beneﬁts '.Further. such pricing requires that

the firm has -- and that it exercises -- a certain degree of market
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power. Market éower pemﬁw the ILEC to engage in
an;ic'o‘rnpetitive -‘con‘ductl‘ by alIocating COSLS (0 non-competitive
network elements.  This will provide a “cost basis” to raise the
prices for those non-competitive networkE elements, removing the
need to recover these costs from competitive network elements.
TO WHAT EXTENT IS UNiBUNDLING OF NETWORK
EILEMENTS NECESSARY FOR THE EFFICIENCY GOALS
TO BE MET?

Wi‘_tho'ut the avail:;bility of uhbundled network elements, entry
into the local exchahge market is severely restricted and in'some
circumstances would be impossible. It is for this reason that the
Act specifically requireé incumbents to provide nondiscriminatory
access 10 network elements on an unbundled basis at any
technically feasible pdint.‘ Furthcr to facilitate competition,
network eleﬁlénts ‘must be available in a manner ‘such that new
ehn"ant.ls are not forced to take and pay for elements that are not
needed by that entrant in the provision of the local service, and
are hot denied access to key elements needed to ensure quality
provision on a par with the ILEC's services. If new entrants aré
fordeg to buy unneeded eleménts in order to get othets (if

elements are not sufficiently unbundled), they will incur

* Section 251(c)(3). | ' ' ty : S
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uhnecessary costs which wlilI deter efficient entry. Similhrly. if
access is denied to _certain elc‘fne'r‘us néeded fo en§ure equal
'qﬁ'.ality sell'v;ce, efﬁciém éntry wili be deterred. The Act not only
requires access to unbundied ele;menw, it requires that unbundled
elements be available in a manner that allows requesting carriers
_to é;hooSe the desired ;omb‘mﬁtion of tﬁose eléments to provide
the service_slmey choose to the extent technically feasible.’

The network elements at issue "Ln this arbitration are
loops. The loop is the component of local service, i.c., the
circy'it or channe!, | lI)y' which the 'LEC provides transport between
the end user premise and the LEC wire center. These
communications channels or circuits may be provided as 2-wire
onjl 4-wire cdp_per pairs, as raidioffrequencies or as channels on a
highicapac ity feeder/distribution facility.

Further unbundling, for example, unbundling at the sub-
Io‘ol‘:-lcvcl, is tech:ii&:aliy feasib!e, albeit ACSI is not asking for
such. further unbundiiﬂg #t' this time. The FCC has concluded
that'unbundling of local lsops ;i's feasible® and that, tentatively,

further unbundling of the focal loop should be required.” In

5 Ibid. |
1 X . B L. N
S Press Release, August 1, 1996. The Commission identified a minimum of

seven network elements, including the local loop.
7 Notice of Proposed Rulemaking, CC Docket No. 96-98, 197.
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ad’dition, the FCC has identiﬁed locél and tandem switches
(i'nclﬁding all soﬁ@are features provided by switches) as one of
sévén’separate unbuh‘dled network elements; and, apparently, left
a'dditiogai unbundling requirements up to the states.
Cofr;petitjon is enhanced by allowing the degrée of unbundling
requeéte&'by ACSL

DOES COMPETITION REQUIRE THE AVAILABILITY OF
UNBUNDLED LOOPS AT COST-BASED RATES?

Yes. Physical replication of the loop by facilities-based carriers
could not occur in the relatively near future; such massive
iﬁvcsmleﬁt would take time, if it occurred at all. Curréntly,
BeltSouth has a virtual monopoly on loop elements, which, in
turn, are ngcessary for.fécilities'-bas'ed competition to occur.
Without access .to the unbundled loop, and specifically access at
ecohbmically feasible rates, entry will not occur and the objective
of promoting efficient facﬂitieé-ba@‘en&y will not be met.
Lack of access to unbundlecl.‘loops‘ at co;t-baséd rates would
perpetuate the entry Barriers in the local exchange market. Such
en@-birﬁérs are line".fﬁ'cient from .a.n economic perspeétive and
clcalﬁ';ly" iﬁcoﬁsisieht with the 1996 Act.

IV. APPROPRIATE METHODOLOGY FOR

ai e

8 Press Release, August 1, 1996.
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Q. WHAT“IS THE APPROPRIATE METHODOLOGY FOR
ACHIEVING THE EFFICIENCY GOALS DESCRIBED IN
SECTION III OF YOUR TESTIMONY?

A. _ Ra’tesl based on a TSLRIC methodology give the appropriate
signals to carriers and consun;ers, ensure efficient entry into the
market, and promote efficient utilization of the
téleéommunications network. As pointed out above (Section III),
ina éorﬁpétitive mdrk'e:t‘ prices are driven toward market-
oriented, incremental .c‘osts over the long term. Thus, the rates
for unbm;dled network elements should be based on a long run
incremental cost methodology. TSLRIC is just such a cost
methﬁdology.
wﬁ}\r IS MEANT BY TSLRIC?

A. As the FCC in its Notice of Proposed Rulemaking® points out,
parties sometimes éssign (or appear to assign) different meanings
to'the term TSLRIC._ jGem:r’a'lly, ﬁowever. the TSLRIC of an
unﬁundled network element is the sum of the co#ts added (or
avoided) by a decision to.supply (discontinue) all of the demand
for a’n:elemént. assuming that the carrier continued to provide its

othe;‘ network elemeants, services and functionalities.

% CC Docket No. 96-98, in the matter of Implementation of the Local
Competition Provisions in the Telecommunications Act of 1996.
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A number of statés have adopted this approach as the
s@dard for costing local service and network elements.”® In
501.-11c instances, this same costing approach ha§ been adopted,
mough a'different name is used. ‘-Fo,r instance, the [llinots
CSthnﬂssion has adopted this type of costing approach, referring
td it as Long Run Service Incremental Cost, or LRSIC.!! Some,
including the FCC, have suggested that when applying the
pllinéiple to network elements rather than services, it should be
des;ribed as the Total Element Long Run Incremental Cost, or

TEL’R.IC 2 This rose fnay gb by several other names.

Q. WHY IS TSLRIC THE PROPER MEASURE OF THE COST
OF NETWORK ELEMENTS?
A. ~ Using TSLRIC will result in prices for network elements

reflecting forward-looking, efficiently incurred costs. It is
appropriate that the TSLRIC be forward looking. ' Efficient
decisions regard'ing market entry, exit and expansion are based

on forward-looking comparisdns of expected revenues and

10 Notice of Proposed Rulemalung, FCC 96-182 CC Docket No. 96-98,
paragraph 127.
" Ibid. .

2 As noted above, the FCC has used the TELRIC terminology in describing a
TSLRIC methodology applied to unbundled network elements in the Press
Release dated August 1, 1996. ‘
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expé;ted costs. F'or;correqt price signals to promote efficient
mz;tket;act;lvity, forward-looking costs shoﬁld be usgd.

The appropriaté cost study is long run in narure, ie. itis
b:;se;:l on a time horizon long enough to allow entry or exit to
ochcur and/or_ for .sqbst_arllt‘ia?llchanges in capacit}lf or technoiogy to
oc'cur All costs affected bly any of these decisions (entry, exit,
capacity expansion or technology adoption) are variable. A
properly structured incremental cost smidy should therefore
ipéli:ldei'it;OrEWard-‘looking' capital costs, and the preponderance of
all expenses shou:ld‘be' viewed as variable, i.e., joint and common
costs|shou1d amount fd'a relatively small fraction of total costs.

The relevant incremeiit of demand to estimate network
elcr'népt costs is the total demand by all users, including the -
incumbent. Hence, the “total service™ (or total element)
designation. ILECs realize economies of scale. Focusing on any
volﬁme of output smailer than the total volume realized may
rgs;ilf m highef per umt 'c'oslts than are acmﬁlly realized.

* ! Further, the incremental cost calculation is intended to
capture the added cost from producing or the cost avoided from
disconti:liﬁihﬁ the ééﬁiéé, assiiming all ‘other ILEC butputs
remain unchanged. The incremental cost of a port is’ calculated
assuming no change in the volume of loops, and the incremental

2 0o & oo . . s b ol

Al
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cost of loops is calculated assuming no change in the volume of

ports'. Since all else is held‘coristam, the calculations focus
e:'td:'lusively on the cost of the unbundled network element. |
PL]IEASE EXPLAIN THE ECONOMIC CIRCUMSTANCES

WHICH GOVERN THE NEED FOR A MARK-UP OVER

 DIRECT COSTS.

In economic terms, when a firm is characterized by economies of
scale or scope, its cost structure is such that incremental costs
will gcﬁerally be less than average costs. TﬁUS, evén ina m'émy
competitive market, the priéi: charged by firms with this cost
struénir;e will exceed the marginal or increméptal'cdsts. if the
firm ‘is to recover its costs in total, i.e., if the firm is fd remain in
business. ; It is generally accepted that the télephone industry is
chzirgé{étizeci by:; scale and scope economies. This will lead to
various costs being joint and common. Therefore, the total costs
of thié firm operating in this industry will exceed the direct costs,
and t.he rates charged‘n;ulst generally exceed thc sum of the direct
cdsts, This is true wbéiher"t.he sefvices or network elements in
question are conipetitivé or monopolistic.

WHY IS A LIMIT TO THE MARK-UP APPLIED TO

NETWORK ELEMENTS APPROPRIATE? '

.I-
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There are at least four reasons why a lumt to, the mark-up should

be apphed E_m by applymg Lhe competluve rnark -up to all
elemém#, non-compeunve elements are treated as if they were
competitive. This allows the benefits of competition to be
réaiiied even before actual competition emerges. This aiso keeps
the ILEC from usiné ;'éineﬁuésL from non-competitive elements to
f'man;c strategic pricing responses in competitive markets.

Second, this produces non-discriminatory rates, consistent
with the requ'u;ements' of the Act. Sections 251 and 252 require
that rates for intetcdnm#ction and network elements be cost-based
and'non-discriminatory. Discrimination results whenever price
differentials are not cost-based, that is, whenever mark-ups
differ. |

; I]m:.l .b'y not limiting the mark-up, the ILEC is able to

recover a large, if not virtually unlimited, volume of shared and
COmImon Costs m prices charged for mpnopolyéelcmcms. As
such; it has no incentive to accurately classify costs as direct as
oppo‘sedzlto shared or c‘binmonfin TSLRIC studies.
Mis:;lissifying lcost.'s as:sﬁargd or comﬁlon will reduce price
floors and e pricing flexibility, improving the ILEC’s
po_é_itign in competitiw)e fnarkets without any change in the level of
costs :‘i,ncurred. On the other hand, ‘if the extent to which

TESTIMONY OF DR. MARVIN H. KAHN ! . Page 2
Corrected and Reformatted September 6, 1996




10

11

12

13

14

15

16

17

18

19

20

21

1316

monopoiy service elemeﬁts can bear a mark-up is limited, there 1s
less opportunny to recovér these costs through pricing of
moqopoly services .and_Lhere is less i 1ncenu_v¢ 10 rm_sasmgn these
costs as sh.;lred o:r common. To be sure, the [LEC can still
mi;g;sign casts and can still reduce griqes selectively. However,
the gbil'ity to.;'e‘t.:ovér tﬁe cosié misassigned is substantially limited
afll:ci; tberefqr;, ‘the incentive to do so is reduced. The result is a
gen;ral incentive to increase the proportion of costs subject to
direct attribution. Furtherl, putting shared and common costs at
cisk by limiting the mark-up will also provide the ILEC with
greater operational incentives to minimize these shared and
common costs.

Emaux this will limit the prices that ILEC can charge
cqmpéiitors. ' The.ILEC has a clear ircentive to charge
competitors high prices. High prices provide a financial
advantage to ILECs by inctéasing' their margins relative to their
competitors, Limiting the mark-up to the competitive norm
edthblishcs a 'reasr.mablekmai‘k-'ul.xp, while minithizing'
overchargmg | |
HOW DO YOU PROPOSE THAT THE RELEVANT MARK-

UP FOR NETWORK ELEMENTS BE ESTABLISHED?
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N . . )
A mark-up over direct costs is appropriate to recover forward-

looking joint and common costs. Sémce a competitive

i [

IénViron_m_ent would limit the mark-up to a level needed to fully

recover only efficiently incurred, forward-looking joint and

common costs, it would be reasonable that the mark-up be

ﬁxﬁited'to (1) an amount no greater than the ratjo of efficiently

&

incurred joint and common costs to direct costs, or (2) that
realized on BellSouth’s competitive services, whichever is lower.
T'ol Yc.l'o otherwise will allow the ILEC _to recover monopoly rents
b“'yfovieripricing'mese essential, moriQpOIyi network elements.

| A primary issue with regéird to the provision of network
elements is the “mﬂcé-buy" decision. Many of the potential
entrants have the option of either functioning as a reseller (buying
upbundled components from the LECs) or, altérnatively,
bécoming a facilities-based provider (using their own network).
Setting the mark-up at other than what would be expected to exist
ina comi:étitivc market could well result in incorrect price
sxgnalsa.nd inefficient investment. Because the gcﬂ, however, is
to 'pEomﬁte éfﬁ;:ient entry through é’roper pricing policy,
restricting thht'rhark-up' to Lhe corﬁpetitch market norm, appears

to be:an appropriate economic and regulatory policy.
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Q. HOW WOULD THE MARK-UP ON COMPETITIVE

SERVICES BE DETERMINED OR MEASURED?

A. The. pili'pose of the ma;rk-up 1S to caprure ;the con;.petitivc
oincbme in the pricing of network elements. By mark-up, [ mean
the difference between the rate charged for an element (or
service) and the TSLRIC of the elemgnt (or service). The
determination of a mark-up should be based on comparable,
cdmﬁetiti#e transactions and it must recqgnize that the tariff rate
is not always the relevant figure to use.

:L ' BellSouth’s Service;v» are subject ’th) various degrees of
market competition. The intent here is to-identify the mark-up
cansistent with an actively competitive market. ! Consequently,”
the focus should be on those elements or services provided by
Bel-lSioﬁth that are subject to ﬁoré competition, rather than an
anragc of all sgi‘vices provided. Services subject to a greater
degre? of competition (than basic local exchange or even MTS
ser\fi;;es) include, for eiérnplc, Centrex, and 800 service.

Further, it must be fecognized that rates established
histoi-iéauy have been degigrjed:td allow BellSouth to fully
reco\};r its revenue requirement. Rafes for'many of the services
that ire less Elas'ti.c”hav.e been :sét at levels net:essdrj('to -

accqmplish this recovery. If competitidh successfully emerges in
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these markets, rates for ma;ly of these servic.esare.likety to fall.
Conkeiqpently, in Lhe-. interelsf of ;apmring a compet;itively |
ﬁxspirgd ‘.mark-u‘p, it is inépprop.riate.to take Ihe average of all
sér;ices, but instead the t‘oc:usE s’houlq be c‘aln competitive market
iééer;ations and the market pricing of BeliSouth’s more
c;om;isgetitive 'activitiési ie., on the revenues rcalizéd under
specific market-type contracts negotiated by BellSouth.

YOU INDICATED THAT TARIFFS MAY NOT ALWAYS BE
THE RELEVANT SOURCE OF PRICING INFORMATION.
WHY IS THAT?

The EILECs, typically have had co'ntrac'tingi' caﬁabiiity for some
time'. now. This allows an ILEC:to price offtanﬁ' in especially
comipetitive market conditions. ' With this, rates covered by
contrac’:ts:can be at discounts off of the tariffed rate.

IS THERE ANY EVIDENCE ON THE EXTENT OF THE
MARK-UP NECESSARY TO RECOVER EFFICIENTLY
INCURRED JOINT AND COMMON COSTS?

While none has been presented by.BeiISo;:th in the context of
negotiations; other ‘avéilable‘ data pomt to a mark-up in the 10-15
percent r"a‘nge.' ﬁdwe?e_r’. an dnalysis of BeliSouth’s data would

v e o i s appoprie ki e BeSnuts
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Q. ON WHAT DO YOU BASE THE INFORMATION
REGARDING OTHER AVAILABLE DATA?

A. I have performed an analy51s of the more competitive contracts
fOF two ILECs in California. An analysis of contracts entered
‘i!nt,o‘ by GTE and Pacific Bell in California for their competitive
éenﬁei offeﬁng points to r;lark-ups of up to 15 percent.
Cbmpmmg the Centrex contract revenues with Pacific Bell's
estimate of TSLRIC (as filed with the California Commission in
the cost study proéeedinglé)' provides a median mark-up of
approximately 15 p;rcént. The mafk-ups obtained by GTE were
genérallﬁ lower.3

Q. DOESN'T ALLOWING A MARK-UP ON ESSENTIAL
MONOPOLY ELEMENTS PROVIDE BellSouth AN
ADVANTAGE OVER ANY ENTRANT THAT MUST TAKE
SERVICE FROM BeliSouth TO COMPETE?

A. In part, it may. The mark-up provides BellSouth a cash flow
froixian& pr;ﬁt' that may be realized. On the other hand, it is for
reasons such as this that I am suggesting that the mark-up be
resti'icted to 6o more than ; competiti:vcly dctermined level. In
this manner whatever proﬁt realized is no more Lhan what could

be cxpected from a competmve acnvnty

13 R.93-04-003, I93-04-002 Rebuttal Testimony of Dr Marvm H Kahn
(Revised), July 25, 1996, Tables I and IV.
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Q. IS YOUR PROPOSED APPROACH TO PRICING NETWORK

ELEMENTS CONSISTENT WITH THE 1996 ACT?

A. I‘(es. Section 251(c)(3) requu'es that incumbent LECs provide
“noﬁ-giscri;nmaté{y ‘a'(:c:ess to network elements on an unbundled
E'z:lsis «--0n rates, terms and conditions that are just, reasonable
and" non-di;crhhinafory.” Section 252(d)(1)(B) provides that
determinations by a state commission are just and reasonable if
those rates are:

(i) 3 bgased bn the cost (determined Without reference to a rate-of-

- fe_tum or oi_hérl ratc-bla.ééd‘ pfdt:ieéding)'of providing the
| mtcrconnecnon or network element (whichever is applicable);

(ii) nondxscrnnmatory. and |

(iii) * may include a reasonable profit.

Theseto‘xicliﬁons élcarly proscribe the use of the embedded or fully-
allocated coé; methiodology of traditional fegulation, which is based on
the historical and actual costs incurred, in setting cost-based rates for
network elements. A long-run ini:féméntal’cost }nethbdology doés not
rely on hxstoncal cmbedded costs and is, thereforc consistent with the
Act. In addmon. rates based ona compeutwe ma:k-up are
nondiscriminatory; re_assured by ‘Section 252(1) of the Act which réquires
an ILEC 0 inike:é?ailable z.uily'imbrconnection, sérvi;c or network
element provided under an.); agreement approved by a‘sta't;t: ‘conimissibn

o
[
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0 al . , : o o |
on the sarie terms and conditions. With my proposal, competitive and

non-comﬁetitng elements are eaéh priced'accotdmg o idemicai
standards. | o | |

U\IDER SECTION 252(d)(1)(B) OF THE ACT, A COST BASED
RATE FOR NETWORK ELEMENTS MAY INCLUDE A

REASON ABLE PROFIT. IS YOUR APPROACH CON SISTENT
WITH THIS PROVISION?

Yes. The Act does not define “reasdnable profit.” However, few
would disagree that a mark-up over Hk&t costs equ':iT to that which' '
would _pi"é%(a'il in a :cf'émlple'ti't}i_vé’ma:rke't is fcasorial_:l'é:. In a corhpetitive
market, the achievable mark-up over cost will be disciplined by
competition m the rﬁark’ct and Held to a reasonable level. ‘Attétnﬁts to
maintain: Excessive mark-ups oéer'pri‘ceEWill invite entry into a competi-
tive .market‘r',‘g:lriving: pﬁées down and :redﬁc;ing" mark-ups or profits to
what ecoﬁétﬁists somef'imes call a normal level. Restricting the mark-up
on rnonopoly elcments toa competmve level ensures’ that the element
will earn onlly a rormal proﬂt and Lhat the mark-up wﬂl not exceecl a
reasonable iev:cl‘.

IS A LONG RUN INCREMENTAL COST APPROACH
CONSISTENT WITH THE FCC ORDER ON INTERCONNECTION?
Yes. The FCC press release regardmg Docket’ No 96-98 indicates that

the FCC has adopted a TSLRIC or lo'ng' fun increméntal cost-based
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methodology Thc FCC S presé felease uses the term “Total Ellement
Long Run Incrememai C_ost. mstead of Total Semce Long Run
Incremental Cliost but the methodology lS the forward lookmg,
mcremental cost mcthodology of TSLRIC."

Q. WHAT ARE NON- RECURRING CHARGES"

A, N¢ on-recumng charges (NRCs) are the charges wmch an ILEC assesses
to recover 'the onq-tune or nonfrecurrmg costs associated with
establish'mg.,l moving and/or changing the service received by a particular
customer. T:ypically, NRCs éonsist of multiplé elements ;which include
charges for activities such as service orders, central office line
connections and premise visits.

Q. HOW SHETULD THE NON-RECURRING COSTS ASSOCIATED
WITH mr@u’sMé, MOVING OR CHANGING THE SERVICE
RECEIVED BY A CUSTOMER OF ACSI OR ANOTHER |
COMPETITOR BE RECOVERED BY BellSouth?

A.  The NRCs ‘which BellSouth is allowed to charge ACSI to establish,
move, 01; change service for a cdsto:ﬁer of ACSI should not exceed the
charges which would apply if BellSouth was eﬁmbliéhing; moving or
changing'sérvice for a customer wh‘iéh‘it was sewiné directly.
Moreovc&';,.' the NRCs assessed shoﬁ!ci be limited to only the charges

4 FCC, NEWS Report No DC 96-75 Acuon ln Docket Case August l
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applicable to ‘Lhose activitiég'speciﬁcally required by ACSI or another
competitlo.r._ _ o A |
CAN YOU PROVIDE EXAMPLES OF THE TYPES OF NRCS
WHICH ‘S_HOULD APPLY BASED ON NRCS AS_SESSEDl TODAY?
Yes. One il:;arr;?fe of a simapipn whcre BellSouth would assess NRCs
today v..ro.ulc‘ij ih.volve"the 'sitﬁaltion where ACSI requests that service be
established ‘t‘o a new customer which is not currently served by
BellSouth. 'In ;hat case, ACSI is effectiveiy acting as the customer’s
agent and the NRCs which 'app_ly should be the same as those which
apply if the customer was connecting direCt{y to BellSouth. This might
include service order and central office line connection or similar
charges. Of course, if ACSI will be responsible for activities at the
customer’s prémise‘s‘, BellSouth shduld not be entitled to assess premise
visit charges' for d:iat‘ purpose

A second example of a situation where NRCs could apply would
involve an existiﬁg customér of BeilSouth changing to a new location.
In this case, the only non-recurring costs)iavol ved|wonld be those
associated with changing the cross-connect from BellSouth’s switch to
ACSI's node. In situations such as this, the apbrbp‘riaté NRC would be
comparable to the NRC which applies when customers switch from
BellSouth to: ACSI. ijfBeuséu:h dde:s not have a specific NRC in place

for changing local service providers, an appropriate level for the NRC
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would be‘the secondary sewicg cﬁarge alpplgicablé o a new customer Or a
customerlmov;: :IO:a new lOC&[LOﬂ . _ | |

YQU lINDICATED :.PR.?EVIOUSELYI THAT THE NRCS ASSESS:E.D TO
ACSI Si-fOULD NOT EXCEED THE CIHARGES WHICﬁ WOULD
APPLY.IF‘ THE ILEC WAS PERFORMING THE NON-RECURRING
ACTIVITY FOR ITS OWN DIRECT CUSTOMER. WOULD THAT
CHARGENECESSARILY BE THE SAME THAT BellSouth
CHARGES ITS OWN CUSTOMER?

No. In de;elbp'irig their NRCs-,- [LECs often include the costs of Sales
and marketiri'gféctivitics whic‘h‘ai'e not directly attributable to
esmbligh;ﬁg‘ service to a customer and se'&ing up the necessary cﬁS’tdﬁlér
records. ' Inistead, these costs aré associated with marketing additional
“Value-aqdo;df' services. AfCSf and other competitors will be responsible
for and will incur theif 6\1)11 costs to market value-added ser_vices to' their
customers: Ther_efdré. to the extent that costs for these types of sales

and marketing activities have been included in BellSouth’s NRCs, ACSI

and other competitors should receive a discount to exclude these costs.

Co
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orovide ‘for the mutual and reciprocal recovery of costs, and (2) costs are

detdrmined on the basis of a reasonable approximation of the additiop4l
costs of terminating calls. The Act does not preclude arrangemepts that

waive mudal recovery, such as bill-and-keep arrangements (Séction

252(d)2)B)\ Indeed, the FCC in its Docket 96-98 decisighh stated that

bill-and-keep is du appropriate reciprocal compensation pechanism
where traffic exchanged between the two carriers is-balanced and

* '

networi;'larchj;tectures are symmetrical. As _Qm-ted the testimony of -
Richard _Rh.pbertson, ACSI dgpects traffic to be Halanced.

Where a state commissiod\chooses not 16 adopt bill‘and-keep in an
arbitration, .TSI;RIC would be the appririit.e; costing methodology
und:er thie ‘Act for éstﬁnating such ch gésl." S

Both approaches - biil and kéep ‘abd TSLRIC-based charges --
promote COn;l“petiti’c_)n‘by enﬁﬁ g‘th‘ét the ILECs, with their greater
market pé_wer,'do not ¢ .‘ ge excessive rates fyr termination and
transpoftagioﬁ. Howgler, where traffic is balanckd, bill-and-keep is
more efficient begause it avoids the ad:hi..nistrd’tivc'CSts:associated with
traffic measupément. .I
HAVE OfHER STATES ADOPTED BILL'AND-KEEP\
\RRANGEMENTS? = -

Ygt. Washmgton zidoptcd'bill'-aﬁd-’kelep'férfre'ciprocal compensa¥on as

an interim measure. Florida, California, Connecticut and Oregon ha\g
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above. Where TELRIC, ‘s_tﬁdies ar ot yet available, lr'ates'should be
established using the default ppéxies established in the FCC's -
Interconnection Order. " Sp : iﬁcally; the FCQ set. a‘range of 0.2 to 0.4
cents per minute whe! ;trafﬁc is terminated at ths end office, and an
additional chﬁrge ot to exeeedO 15. cents perrmnu where the traffic is
terminated ay'the tandcm App;Opriate rates, if the proxiés must be used
on an intérim basis, are preseméd_ in Exhibit J. These were e blisiﬁcd
usipf the results for end ofﬁce“a‘ndi tandem switching from the HatField

HAS BellSouth PROVIDED TSLRIC STUDIES TO USETO

DEVELOP COST- BASED PRICES FOR UNBUNDLED NETWORK‘ |

ELEMENTS?
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No. BellSouth has not pfovidéd éqét-studiés Which could be used to

detémﬂne'rie‘liable: TSLR.IC estimates. Thus. it was necessary to turn to
alternative sdufces of cdst iﬁfoﬁnatiojn to dévelop cost-based rates.
WHAT SQURCE OF DATA DID YOU USE AS AN ALTERNATIVE?

I would use TSLRIC estimates developed by Hatfield Associates, Inc.

(Hatﬁe['d‘i_Mod.el) to set rates for these elements on an interim basis. The

Hatfield Modcl is a widely known modgl of network costs. In addition,
the quel is Eaﬁed on publ.icly available data, which allows it to be
sixb}_ecf ,t'o'dc;tialiled ﬁrlevi'e.w and analysié, and updated when appropriate.
DOES THE 'II-I:ATFI_ELD MODEL PERMIT THE CALCULATION OF
TSLRICS THAT ARE CONSISTENT WITH YOUR PROPOSED
APPROACH? -

Yes. The model uses a TSLRIC methodology that is forward-looking,
and includes thc entire demand for each network element. The TSLRIC
méasure‘usé‘d in the model is based on the costs of an efficient, cost-
:mmmmng cnt_fant into the locat service market.”s The model assumes
(1) a high quality network that ihcorporatesl copper distribution loops
with copper and fiber feeder, digifzﬂ s_wit;:ﬁhg; $$7 signaling and ali
fiber interofﬁée'transpon; (2) ﬁct\gbrk cabaciti( sufficient to serve ﬁll
narrow band. switched and dedicated local demand, intralLATA toll and

access service demand in the region exahiincd; and ‘(3:) the prdvisibn of

15 That is, the costs of assets that are optimally configured, sized and operated.
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all basic network elelments‘heeded for local service. .In =zididi'tion, tiic 2
model reflects ILEC specific ggograplﬁc and demogfabhic dwifferenc'qs
that may affect cost. A I‘sl.uﬁxmary' lof TSLRIC pric_'mg rulies_zlmq stan&af&s
employed in the rnodel‘ is;ji:rovi‘d:d in Extﬂbit D of [l"le ACSI Petition.

We relied upon Hatﬁéidve.rsion 2.2, Release 1. This is the most
recent version of the modely.‘ : The nurﬁeri;: results of the Hatfield Model
Version 2.2,'S Release 1, mbst recently submitted to r.he‘FCC are also
presented in Exhibit D. - |

Q. GENERALLY, HOW IS THE HATFIELD MODEL CONDUCTEb?

The Hatfield Model (HM) is. prima:il)} an engiﬁeering model, ;.vhjch“iis
used to design a local netwér‘k'subject fo various rules and constraints.
The network is designed to mieet demands for local and toll Sei'viées,
including both switched and dedicated access. 'The end product of this
analysis can be costs“ for 'individual sérvices or, as is the case here, cost’
by network element.

The Hatfield Model is based in part on the Benchmark Cost Model
(BCM). The BCM is a costing téchniqﬁe' initially developed by two

US WesT

ILECs (NYNEX and Bel-lseud;) in cooperat:on with two IXCs (MCI and
Sprint). The purpose of the BCM was to estimate the cost of local
service in gfelater detail, i.e., in smaller gédgriphic dreas, than had been

done to date. The intent was to focus on geographic areas where costs

16 Ex parte prcsentanon of AT&T Corp in FCC Docket No. 96-98 dated July
3, 1996.
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were fairly homogeneous across the entire area. Census block groups

were selected for this purpose.

' One of the strengths of the Hatfield Mbd;l was its reliance on the
detailedccﬁsus block data included in the BCM. This information can

be drawn ypon to obtain cost estimates not only at the census block
: R ' P =

- group, but can also be aggregated to obtain cost estimates at the wire

center level, the LATA, the state, across regions and nationwide. In
addition,l c;>tt'1er aggrggatiqns, such as by “density zones” are also
possible, ‘_F.inially-. th'ese;dé;a_ are IBQSed on census blocks nationwide,
wﬂch pezfinits -d:irec:'t'corhparisons of costs across companies within a
state, as well as across states. The information presented in Version
2.2, Release 1 is based on BellSouth’s operation and is displayed by
density zone. | _

ARE THERE ANY CHARACTERISTICS SPECIFIC TO THE
HATFIELD MODEL THAT DISTINGUISH IT FROM ILEC
CONDUCTED TSLRIC STUDIES WITH WHICH YOU ARE

Yes. As indicated, the Hatfield Model représents an attempt to construct
the cost of a local network for th;‘prO\}iéiod of loéal axih toll nar'rm;vband
services. In this manner, the modcl focuses on the minimum cost, most
efﬁcxcnt network for that limited purpose rathcr than the cost incurred

based upbn the' mfrastructure currently in placc by the ILECs for

TESTIMONY OF DR. MARVIN H. KAHN . . Page 37
Corrected and Reformatted September 6, 1996 '




[

(8]

10

11

12

13

14

15

16

7

18

19

20

21
22

23

1.331

whatever combmauon of commermal interests may be drwmg that
|

enuty 17 For instance, while the rnodel assumes fiber faculmes are used

B o ;*'

.m bor.h the interoffice Iand feeder ﬁetwork it is premised on only copper
facﬂme_s usc_dm the loop dlsmbunon sysft\em.la In this manner, the
~ costing pr;)cedures in the Hatﬁeld Model do not require cost allocations

to deal wnh t.hose ‘network facﬂmes whlch are ﬁot needed to provide
local serv.ice_, bu;lwhjch' are rieces_sary to provide various strategic
services such as mgh-speed data or video. |

The' Hatﬁeld Model is driven by current demand levels for local and
toll sel"vices.‘ The network is sized to meét both local and toll
requirements ‘for‘ business and :eSide;itial 'cus‘tomers;(includmg secdnd'
line resic‘ie'nti‘gl'démands).‘- pllis the growthbf these services over time.
In this rnanner a network is ‘n‘iodélqdl‘ that is efficiently sized to meet the
demands o‘f‘. Ithelse c.us‘totners‘, Vbl‘zt‘ nét J.the demands for‘ other strategic
services wlio"se evolvement is both risky and possibly distazit. Spare
capacity is required in this analysis, but not to meet potential strategic
service de’x'ﬂhnd.s.' |

As noted, thc Hatfield Mode draws from the BCM'censu‘s block
data base Ttus sets it apart from the’ typlcal ILEC TSLRIC study, |

wh1ch tends to be both state and pux‘pose spec1ﬁc "By that, I mean that

' Hatfield Modet, Vers:on 2. 2 Re[eascl Documcntanon May 16, 1996
page2. i : \ ik

¥ Id., page 3.
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the cost studies are developed mdmdually for each state and based upon

the specific requirements at hand. Cost stud:es may be deveioped at the

wire center level, at other 'nmes by exchange or at other times utxhzmg
statewide averages. Thcrefdr’e, comparisons of costs across. these
studies, as well as across ?‘P.ace and time, are most difficult. .With the
Hatfield Model, such eompa;iéoas are both pdssible and in fact, are
promoted by the study authors.

THE HATFIELD MODEL HAS BEEN CRITICIZED AS PROVIDING

INEFFICIENT OR INACCURATE ESTIMATES OF COSTS FOR

LESS DENSELY POPULATED AREAS. HOW HAVE YOU DEALT -

WITH THIS?
For the purposes at hand, that criticism is not limiting.

One of the difficulties iri any technique that draws on data that is
widely apﬁlicable is that the aecuracy df the analysis in any individual
specific circumstance may be limited. The inaccuracies or inefficiencies
of the calculation procedure fare typically greatest Lhe funhef'one ébes
from the median, or average, of the distribution of outcomes. With
regard to the data used in the“ ;Hatﬁeld Model, the inaccuracies m the
calculation procedure have 'b‘,o!en claimed to exist. prixdaﬁly with regard to
COst estimates in census bldt:k groups with the lowest p-opulation'
densities. While there may bé a large number of such census block

groups, they tend to include but a small portion of the total number of

3
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!
subscribers and therefore havé a limited umpact on the calculated results.
More importantly, for the pu_rposeé at hand, our data requirements do
not focus on the cdsts in thésef tail blocks of the distribution, but rather

for those geographic areas that are among the more densely populated.

Consequently, to the extent that the criticisms are accurate, they have

liinle-irnr;aét on the "cq‘st information that we are drawing upon.
HAVE YOU ANALYZED THE HATFIELD MODEL AND ITS
UNDERLYING ASSUMPTIONS?

Yes. At this juncture, I have reﬁicw'ed the model and its assumptions in

g .

order to gam a complete understandmg @f its construction and its
operations. .In tlns s, e b to identify the differences
between the Hatfield Model's apbroach to oﬁtaining cost estimates and
those typically used by ILECs in their study procedures. As indicated
earliér, BellSouth has .hot prov"ided‘ '@y TSLR'IC information to this
point. Itis my expectation that such information will be forthcoming
aﬁd a‘ detailed review of that analysis will be conducted.

HOW CAN THE OUTPUTS OF THE HATFIELD MODEL BE USED
TO SET RATES FOR UNBUNDLED LOOPS AND PORTS?

The outputs of the Hatfield Model are TSLRIC estimates. These
estimates should be marked up by an abﬁtopiiiéte factor for ihé“'récovery
of efﬁcwntlymcurred shared and common costs. The appropriate mark-

up can be estimated either through a detailed examination of BellSouth’s
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costs or, alternatively, as | have suggested in Section [V, by assessing
the mark-up which BellSouth has elected in the context of pricing its

most competitive service offerings. | -
| I'I‘he:cﬁ'lifﬁcﬁlty facéid by the C,oﬁimission in either of these instances

3is that tht_: data necessary to construct the mark-up are within BellSouth's

control. ;lC.opsequently,. the ability:td calculate this mark-up must await

the availability and the examination of those data. It is my

understanding that ACSI is secking those data through discovery.

IN THE EVENT THAT THE NECESSARY DATA TO

EFFICIENTLY ESTIMATE AN APPROPRIATE MARK-UP {S NOT

AVAILABLE, WHAT ARE YOUR RECOMMENDATIONS?

Since the, fthformﬁtidn‘ nécessary is within the control of BellSouth, it is

my r.écdmmeﬁdat'i'on that a default mark-up be established that incréasés

the likelihood that the nec'eésaty: information would become available. |

Simply stated; 1 would tecommend that no mark-up be established unless

or until the information necessary to construct the appropnatc mark-up

has beeu made available for review. | |

ARE THERE ANY, ADDITIONAL [SSUES RELATED TO THE

HATFIELD MODEL WHICH SHOULD BE BROUGHT TO THE

ARBITER'S ATTENTION AT THIS TIME?

Yes, there'ié one. It should be fioted tha the Hatfidld Model is being

updated and the results of this‘updat‘e will be available soon. When'

o
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r.hose results are availébie &e mfci)rmanon‘ mc‘luded m Exhibit D and
Exmblt H (ACSI 3 proposed rates) of ACSI's Petmon w1Il be updated.
YOU NOTED THAT BellSouLh DID NOT PROVIDE- ITS TSLRIC
FOR YOUR REVIEW [F THAT WERE TO BE MADE AVAILABLE
ON A TIMELY BASIS WOULD YOU USE THE RESULTS OF
THAT ANAjLYSIS Ib{ PLACE OF THE HATFIELD MODEL?

That is l-ioyi_'f:lear. It is my unders‘tanding that ACSI is requesting copies
of Beileulth's TSLRIC studies., :Upon receipt of that cost study
information on a timely basis, it will be reviewed and'a decision will be
made as £o its applicability in terms of establishing rates in this
procecdmg At that' time, I w:ll comment on wher.her this BellSouth s
study should be adopted rnodlfied and adOpLed or sxmply rejected ‘At
this junc‘ture,' I offer no observation.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes, it does.
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1 BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

2
3 SUPPLEMENTAL TESTIMONY OF DR. MARVIN H. KAHN
4
5 Q. PLEASE STATE YOUR NAME, POSITION AND BUSINESS
6 ADDRESS.
7 A. My name is Marvin H. Kahn. Iam a Senior Economist and a founding
8 principal of Exeter Associates, Inc. Our offices are located at 12510
9 Prosperity Drive, Silver Spring, Maryland 20904.
10 Q.  ARE YOU THE SAME MARVIN H. KAHN WHO SUBMITTED
1 TESTIMONY ON BEHALF OF AMERICAN COMMUNICATIONS
12 SERVICES, INC. (ACSI) IN THIS PROCEEDING?
13 A.  Yes, Iam.
14 Q. WHAT IS THE PURPOSE OF YOUR SUPPLEMENTAL
15 TESTIMONY?
16 A.  At'the time my ofiginal testimony was filed, the FCC had announced the
17 release of the First Report and Order! (FCC‘Ordé'r) implementing
18 Sections 251 and 252 of the Telecommunications Act of 1996 (Act).
19 Since then, I have had an opportunity to réview the FCC Order and
20 aésess me;i:‘npéct of the FCC’s rulings on the recommendations of my
21 testimony. In general, the FCC’s rulings‘fully support my
22 IFirst Report and Ordér, Released August ‘8, 1996, In the Matter of
23 Implementation of the Local Competition Provisions in the Telecommunications
24 Act of 1996, CC Docket No. 96-98.
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recommendations in terms of the appropriate costing and pricingl
methodo‘lbgies to be used for unbundled lopp elements. ‘There are (two)
areas of m}; testimony which I believe should be clarified in terms of
overall con;silsten.cy with the FCC Order.

’fhé first area relates to the development of rates using the
total c;.lert;ént long run inéremenml cost (TELR-IC) costing methodology
and the FCC position on geographic deaveraging. The second area
relates to tl;e FCC’s prescribed mark-up over TELRIC and why that
ruling is consistent with the reéonnnendations of my testimony. The

discussion of each relates the FCC’s provisions to my recommendations.

PLEASE :SWMMZE THE FCC’S RULING REGARDING THE
cos_TING METHODOLOGY FOR PRICING UNBUNDLED LOOPS.
The FCC ladoptéd specific requirements govefning the methodoloigy to
be used in dev‘eloﬁing cost-based fates for interconnection and unbundled
elements, iﬁcldding unbundled loops:. The g'enéfal 'prlicing standard
requires that rates be established on the basis of a forward-looking
economic cost-based pricing methodology. The forward-looking '
ééonbmit:ﬂ@'st of an'element is deﬁned in the FCC Order as the sum of :
(1) the total element loné-run incremental cost of the element

" (TELRIC), and

"t
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.‘ (2)g a reasonallble allocation of forward-looking joint and common

costs 2

TELRIC is the forward-looking cost over the long run of the total
quamity of the facilities and functions that are directly attributable to, or
reasonably 1dcnt1ﬁable as mcremental to, an element, glvenlthe
incumbent LEC § prov1s:on of other elements. TELRIC and the term
total service long run incremental cost (TSLRIC) are identical
conceptually. The term TELRIC is used by the FCC in applying the

i
concept to the pricing of network elements. -

The FCC also required states to establish different rates for
unbundled loop elements in at least three defined geographic areas within
the state to reflect geographic cost differences.’ In the event that state
commissions do not have cost information available which meets the
forward-lbpking economic cost criteria, the FCC produced a statewide
average Ceiimg :proxy= at or below which unbundled loops can be priced
on an intFﬁ;m basis.

ARE THE ECC’S RULINGS CONSISTENT WITH YOUR
CONCLUSIONS AND RECOMMENDATIONS?

Yes. I tecommended that the appropriate costing methodology for
pricing 'ﬁ;llbundled élements is a TSLRIC approach. "As ﬁc);ted'abbvb;

TSLRIC'and' thq TELRIC approach promulgated by the FCC are

*First Report and Order Appendlx B- Flnal Rules §51 505(a)
’Hd., §51 50‘7(f) _ _ |
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methodologically the same. In addition, the FCC has mandated a

mmunum of three cost-based density zones. ACSI did not have access

to Etl.'le LEC’s cost studies during negotiatiohs. In the absence of LEC

sponsored ‘ferwa_rd—looking economic cost data using the TELRIC (or
TSLRIC) approach, I recommended using the best cost information
currentiy ‘available te the extentl that information was developed
cpnsistent with the TSLRIC/TELRIC methodology. That alternative is
tﬁe updated Hatfield Model.* This model produces data fully consistent
with the TSLI:U_C/TELRIC principles. The estimates ere long run,
fofward-i'boki;i‘g, based on leﬁs’t"cos’t available technology and reflect
cost causation. In addition, it provi'de's:da'tai by density zone (six density
zones) for each Sy Therefore, the Hatfield Model meets both the
TELRIC méthodology requirement and ‘the requirement that costs be
dea\.leréged geographically. B

YOU MENTIONED THE FCC PROXY CEILING. PLEASE
EXPLAIN WHAT THAT NUMBER IS AND HOW THE FCC
PROPOSED THAT THE NUMBER BE USED.

As noted, the FCC reqﬁired that ratés for unbundled elements must be
cost based. 'The FCC estabhshed proxy costs for specific network
elements to be used in the event that the necessary cost data are not yet
available. ’fhese proxies take the' form of 'rang'es or for some elements,

such as the loop, a eeiliilg. For purposes of determining whether

“‘See Testlmony of Marvin H. Kahn, PP. 8-9 and Sectlon V.
SUPPLEMENTAL TESTINIONY OF DR MARVIN H. KAHN Page 4




10

11

12

13

14

15

16
17
18
19
20

21

22
23

1340

deaveraged rates for unbundled loop eiements comply with the proxy
cost cellmg, those actual, geographxcally deaveraged rates must be less
than or eqt'xa.l to the FCC proxy when combined on a weighted average
basis.’ ,!Statés may set prices belo@ these ceilings if the record before
them supports a lower price.* The default broxxes established by the
FCC serve merely as presumptive cellmgs |

Statgs may set rates above the price ceiling only if the state
commission has given full and fair effect to cost data based on the
methodology pteséribed in the FCC Order, i.e., a properly structured
TELRIC."
HOW DO THE COST ESTIMATES PRODUCED BY THE
HATFIELD MODEL COMPARE WITH THE FCC ESTABLISHED
PROXIES?'
Yes. The Hatﬁeid Model assigns a portion of joint and‘ éommon costs to
each network element. Even with this, the Hatfield cost estimates are
below the FCC estimates. Attachment 1 provides a comparison of the
FCC proi_cy and the current Hatfield estimatés on a statewide basis and
Hatfield estimates for 6 geographically deaveraged zones.

In hddition,‘ Attachment 1 dispiays Hatfield estimates for 3
geographically deaveraged density ioués; ' These figﬁréé are based on the

weighted -hverage of the combined zones. For simplicity, I combined the

SFirst Report and Order, Appendix B-Final Rulgs, §51.513(b).
SFirst Report and Order, 1768.
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two most dense, the two middle, and the two least dense zones in the

Hatfield Model. It may be appropriate in particulér circumstances to

[
l| P!

cqmbiﬂc zo_;‘llesi.qiffe;eqtly. |

1S THE‘MANNER IN WHICH THE HATFIELD MODEL
DEAVERAGES LOOP COST INFORMATION BEING UPDATED?
Yes. The qﬁrrent release of the Hatfield Model definies density zones
based upon households per square mile. Hov?ever, the Hatfield Model is
expected 10 be rereleased shortly with zones defined by loop density. I
will be proViﬂihg the revised Hatfield results to the cdmmissi‘_on ds an
updaté-i:FO thy testimony once they are available. The changes wilf not
affect ‘tl;e validity of the approach I recommend here, and will merely
reflect a réfiriemerit in the '-pres':e‘ntiation.‘

HAVE LECS PROVIDED COST INFORMATION ON A
GEOGRAPHICALLY DEAVERAGED BASIS? -~ '

No. ILEC$ are generally incorporating geographic deaveraging info
their unbundled loop cost elements only now, m‘resi)dhse'to the FCC
directive. I‘n the event that the TLEC provides cost information that it
proposes the Commission reiy 'on in estabiiéﬁihg deavefagé.d rates, ACSI
reséfvé‘s”the’dﬁportunifjr to review and respond to such information and

éupplexﬁefnf* testirony, as appropriate.

YOU ALSO MENTIONED THAT THE FCC RULES INCLUDE A

MARK-UP FOR JOINT AND COMMON COSTS IN THE
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DETERMINATIO_N OF FORWARD-LOOKING ECONOMIC COSTS.
o

WHAT CRITERIA HAS THE FCC ESTABLISHED FOR

DETERMI,NING THAT MARK -UP?

The FCC sgt twqgenqral criteria for the mark-up over ‘TELRIC‘. First,
it requiré(i a mark-up to allow for the recovery of forward-looking joint
and cdmiﬁon coéts. , AT the saime time: the FCC irequire'd_ that the rﬂark—
up be consistent with the behavior in competitive markets (cite) and be
limited to a “re?sonab[e allocation” of “forward-looking” costs.’
Forward-looking common costs are defined ds economic costs efficiently
incurred .iﬂprpviding a group of elements or sérvices (which may
includé‘;lll ’élémeh.ts or services offered by the LEC) that cannot be
attributed ;iir‘ectly to an individual element o’riscr.vice‘.g In determining
what is a “réasonable allocation the FCC i imposes two criteria on the
allocation of common costs.
(1) ' The sum of TELRIC plus'the “reasonable” allocation of

common cosit cannot exceed the stand-alone cost of
"‘producing the element, and
(2)"" ! The sum of the allocations for all eléments and services

U (excluding réta‘il':'cos'ts)‘ rhwst equal the total forward-
looking comimon costs attributable to ‘bperﬁtiﬁgjthe

"’ incumbent LEC’s total netwotk.

., Appendlx B- Fmal Rules §51 505(c)

"First Report and Ol'der, 1698
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One reasonable allocation method_ mentioned m the order is to
allocate ‘cdmmon cos..ts. usinglial ﬁxed allocator, such as é_ certain _
percentage maf_k-_up o;)er the-directISJ‘éttritl)iltable forward-looking costs.
Another reasonable allocation method proposed by the FCC would be to
allocate'only a relatively small share of common costs to certain critical
network e’lement;? ..s,uch .;15 thé idcél;léopliand collocation, since these are
fa‘::ilitieslthat are the most difficult for competitors to duplicate,’ i.e.,
those:faéipg the greatest bar:iers to entry. An allqcation of common
costs on that basis ensures that the price bf network elements that are
subject to the least c_dmbetition are not “aﬁiﬁcially inflated by a large
allocation of common costs.”'® ’

WHAT IS YOUR RECOMMENDATION FOR ESTABLISHING THIS

In my tes‘t'im'ony,ll proposed ﬂlat'ﬂle'Comnﬁssfon éStablish a mark-up
for unbundled local loops that is no greater than the mark-up which the
ILEC realizes on its competitive network services.

IS YOUR PROPOSAL FOR A MARK-UP IN THE PRICING OF

UNBUNDLED LOOPS CONSISTENT WITH THE FCC’S RULINGS

facilities in this paragraph.

10 Id

Q.
i ‘
MAR.K—UP" OVER TELRIC?
A.
Q.
IN CC DOCKET NO. 96-98?
°Id.

§696. The FCC refers to facilitiés such as the loop as bottleneck: ',
‘-i.l.‘.i:uf" 0oL

e l!
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Yes. In my. testimony, I indicated that a mark-up over TSLRIC was
-appropri.;-ue. For the reasons given in my testimony, the FCC required a
mark-tip oi(er i:lc;emental common costs. Se;ond, theEFCC limited the
rnark'-up{ to é; ‘reasonable level’. The mark-up prdposed in my
testhno'l;&,lwhich would be limited to the mark-up accepted by the ILEC
on 1ts .mos't cdmpéﬁtiﬁe services, is consistent with the FCC mandated
limits. A mark-up limit. (defined as) the voluntarily accepted return on
a competitive service is consistent with the criteria which limits the
allocation of common costs to that which could be earned on a stand
alone basis and restricts the total or “sum of the allocation” for all

elements to the total of fo’rwdrd-lookiné common costs less retail costs.

HAS ACSI SOUGHI THE INFORMA’EI"IO.N BY WHICH A
COMPETITIVE MARKET MARK-UP CAN BE DETERMINED?
Yes. Data on BellSouth’s competitive contracts are being sought in data
requests. |

IF THE INFORMATION TO DETERMINE COMPETITIVE MARK.
UPS IS NOT AVAILABLE, WHAT ALTERNATIVES ARE
AVAILABLE TO THE COMMISSION? |

The Corhmiésioh may choose to rely on information frﬁm other

jurisdictions, such as Pennsylvania and California, where mark-ups of

!
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approxfi:;mlmtely 15 perc::ent have been .identiﬁed.” Alternatively, the
Commi;sion |may. sele;t the. Hatfield Moclel Icostl estimate, wﬁich includes
an allocation olf commoln cost. | | |

Q. DOES THIS COMPLETE YOUR SUPPLEMENTAL TESTIMONY?

A.  Yes. Itdoes.

!1See R.93-04-003, 1.93-04-002, Rebuttal Testimony of Dr. Marvin H. Kahn
(Revised), July 25, 1996, Tables II and IV and Opinion and Order, Short
Form, Application of MFS Intelenet of Pennsylvania, Inc., Docket No. A-
310203F0002, Application of TCG Pittsburg, Docket No. A-310213F0002;
Application of MCI Metro Access Transmission Services, Inc., Docket No. A-
310236F0002; and; and Application of Eastern Telelogic Corp. Docket No. A-
320258F0002, page 13.
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BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

DOCKET NO. 960916- P

REBUTTAL TESTIMONY OF DR. MARVIN H. KAHN

Q.

A.

PLEASE STATE YOUR NAME.

My name is Marvin H. Kahn.

ARE YOU THE SAME DR. KAHN THAT EARLIER PREPARED
DIRECT TESTIMONY AND SUPPLEMENTAL TESTIMONY THAT
WAS FILED ON BEHALF OF AMERICAN COMMUNICATIONS
SERVICES, INC.? |

Yes, [ am.

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?

In this rebuttal testimony, I am responding to the major issues raised in the
Direct Testimony filed on behalf of BellSouth Telecommunications, Inc.
(BellSouth). The testimony of BellSouth's witnesses, D. Daonne
Caldwell, Dr. Richard D. Emmerson, and Robert C. Scheye, set out the
Company's position on the priéing of unbundled network elements
pursuant to the Federal Telecommunications Act of 1996 (1996 Act). My
rebuttal focuses on these witnesses' views about how TELRIC' studies

relate to TSLRIC? studies, how forward-looking joint and common costs

| Total Element Long Run Incremental Cost.

2 Total Service Long Run Incremental Cost.
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sholuld Be identiﬁed z;nd allocated, the consistency of Florida's loop rates
adopted in Dociut No. 950984-TP (Order No. PSC-96-0444-FOF-TP)
With the p;icing standards of th.e 1996 Act, in addition to other matters.
PLEASE SUMMARIZE YOUR CONCLUSIONS.

BellSouth h:as not provided TELRIC and joint and common cost studies
which satisfy the criteria estabiished in the Federal Communications
Commission's August 8, 1996, /nterconnection Order (CC Docket No. 96-
98) for pricing unbundled elements. Once these studies are made
available, a fime period of at least three weeks would be required to
properly evaluate and respond to the studies.

Messrs. Caldwell and Emmerson, however, take the position that
using TSLRIC as a basis for setting rates does not violate the FCC
mandates%.bécause TSLRIC will yield lower rates than TELRIC. There is
no a priori feason to believe that TSLRIC will yield lower rates than
TELRIC. in fact, as | show, the opposite is likely to be" the case.

I also show that the BeliSouth assertions with respect to the mark-
up of joint and common costs are inappropriate and inconsistent with the
requirements of the [nterconnection Order.

Finally, [ discuss why the $17.00 interim loop rate authorized by
the Florida ‘Publ’ié SerVic:e Commission (PSC)'in Docket No. 950984-TP is

not an 'appfdbfiate interim rate.

t
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HAS BELLSOUTH PERFORMED TELRIC STUDIES AND
PROVIDEb THEM TO YOU F OR REVIEW?

No. As thc FCC said repeatedly in its August 8, 1996, Interconnection
Order in D.ock.et No. 96-98, the 1996 Act requires prices for unbundled
network elements to be set atl TELRIC plus a reasonable allocation of
forward-looking joint and common costs, Thus, BellSouth must prepare
TELRIC studies which satisfy the FCC standards and conform to the
methodology promulgated in the Inferconnection Order to support loop
rates. Oncé such snidies are prepared, at least three weeks will be needed
to conduct aln adequate review and response. If the studies are not
prepared‘sufﬁciently in advance of the deadline for completing this
arbitrat.ion,'}l‘then interim rates based upon the best available cost
information consistent with the proxy ceilings established in the FCC's
Interconnection .‘Order (i.g., the Hatfield Model) must be established.
Further, as I explained in my Supplemental Testimony filed on September
6, 1996, the "statewide" rate which must not exceed the FCC’s proxy -
céil'mg is to’ représent a weiéhtcd- average, bascd on rates in at least three
deﬁ#ityézonqs.

HAS BELLSOUTH PROVIDED ACSI WITH ANY COST
INFORMATION REGARDING UNBUNDLED LOOPS AND

RELATED ELEMENTS?

Rebuttal Testimony of Dr. Marvin H, Kahn *~
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No. BellSlé)uth has stated thaf it will ﬁo@ provide ACSI with access to
LRIC and TSLIC ;mdies it t:la.s ccl)mpleite;df for unbﬁhdled loops (2-Wire
Analog, 4-Wire Anaibg, and 2-Wire ISDN Digital), all Unbundled Loop
Channeliz,g.tion Syster;\s and antral Office Channel interfaces. However,
ACSI has nc;t béenl\provided with any cost studies to date, and [ have thus
not yet had a chance to review BellSouth's cost information. BellSouth's
witness stages in his testimony (Caldwell p.3) that cost studies for other
loop types requested by ACSI and for the loop cross connect are not yet
complete‘d." As a result, the cdmmengs‘contained herein necessarily are
then based upon the tgstimdny of Messrs. Caldwell and Emmerson.
WITH RESPECT TO THE COST STUDIES PRODUCED BY
BELLSOUTH TO DATE, DO THESE STUDIES FORM AN
ADEQUATE‘ BASIS FOR PRICES THAT WOULD BE CONSISTENT
WITH THE 1996 ACT?

No. As stated earlier, under the Interconnection Order implementing the
interconnection and unbundling provisions of the 1996 Act, prices for
unbundled hetwork elements must be set at TELRIC plus a reasonable
allocation of joint and common costs. In the absence of the appropriate
TELRIC infofmation, rates are to be set at or below proxy rate ceilings

established by the FCC in its Interconnection Order. For Florida, this

* Long Run Incremental Costs.
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1 proxy has ip)een setat $13.68. The FCC also requir;:d geographic

2 dealveréging, wi n rates based on at least three density zones.* This rate

3 representé a weighted average. Because BeilSouth has not performed

4 TELRIC.coist studies, permanent rates cannot be established.

5 Q. WI'INESS;ES CALDWELL AND EMMERSON SUGGEST THAT

6 TSLRJCI IS NECESSARILY LOWER THAN TELRIC AND THAT

7 TSLRIC STUDIES CAN THEREFORE BE USED TO ESTABLISH

8 PERMANENT RATES FOR UNBUNDLED ELEMENTS. DO YOU

9 AGREE?
10 A. No. There are two m'ajor differences between TELRIC and TSLRIC that
11 prevent one ‘from stating a priori that TELRIC is always higher. In fact,
12 the op;iosité is much more fikély to be the case. '
13 Q. WHAT ARE THE MAJOR DIFFERENCES BETWEEN TELRIC AND
14 TSLRIC?
15 A. First,.a!l. retail-related costs are eliminated in TELRIC studies because the
i6 focus is the incremental cost of producing an unbundled element, not a
17 service. TSLRIC studies, by comparison, will include retail-related costs.
18 Because all fetail activities are eliminated, TELRIC should never exceed
19 TSLRIC for that reason alone.
20 * As noted in my"‘“Supplemental Testimony ﬁléd on' Septémber 6, ACSI has
21 modified its original loop rate proposal to make it consistent with these
22 requirements.
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Second, in its discussion of the TELRIC and TSLRIC

methodf:ld‘gies, ‘he FCC states:
 Thie costs of local loops and their associated line
cards in local switches, for example, are.common
with respect to interstate access service and local
exchange service because once these facilities are -
- installed to provide one service they are able to
prov1de the other at no additional cost: By contrast,
the network elements, as we have defined them,
largely correspond to distinct network facilities,
Therefore, the amount of joint and common costs
that must be allocated among separate offerings is
likely to be much smaller using a TELRIC
methodology rather than a TSLRIC approach that
measures the costs of conventional services.

Inrerconneg:i‘ion Order, § 678 (emphasis added). The FCC's finding does
not support Mr Caldwell‘;; and Mr. Erﬁtperson's suggcstion that a TSLRIC
rate is nc‘céél'Sarily ‘lowgr thana TELRIC _raite'. ;

[1v addition, tixgre 1s no rggséﬁ; as ‘witnessgs Caldwell and
Emmersonlass'mne, that lower Ij‘oint_ and commori costs are necessarily
correlated wzth an increase in the direct cost§ of’ providing. a network
element. l‘In's‘étead, because certain activities associated with the production
of services may be uhnet:essary in the prbduc;tion of elements, direct costs
will probablfr be reduced as Qell.

WHAT IS YOUR OVERALL CONCLUSION ON THE
RELAT‘IQN_SHIP OF TELRIC VS. TSLR;C? '
There is no'd };riori reason to conclude that a FELRIC study would yield a

higher raté than a TSLRIC study. In fact, the,opposite is more likely. The

Rebuttal Testimony of Dr. Marvin H. Kahn | “Page 6
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only way fq dgt:nnine ;he‘relat_ionshjp is to‘tima.v‘e both studies completed.
There 1< no th;:c"eticai relati,on_ship between them that allows for the
generali;at;on made by BellSo;th's witnésses, c.ertainly none th;m can
assure that.'_I"ELRJC will exceed TSLRIC as‘ BelilSouth suggests. If
anything, one would expect, as I have explained, that TELRIC is below
TSLRIC. fhﬁs, until such time as BellSouth can complete TELRIC
studies, only interim rates consistent with the FCC’s proxies can be
established.

HOW IS THE REASONABLE ALLOCA_TI(SN OF FORWARD-
L’OOK_IN!G _JdrNT AND COMMON COSTS TO BE ESTABLISHED?
As I stated ip my initial testimony, one a’pprbpriate way to set an upper
bound for the reasonable allocation of fom&d-loohng joint and common
costs woﬁlldébe to determine what allocations BéllSouth itself has accepted
in setting prices for services that have experienced some measure of actual
competition. Such services include Centrex; PBX trunk service, and
special atcess. |

WITNESS EMMERSON STATES THAT A "REASONABLE
CONTRIBUTION" IS THAT "WHICH WOULD BE OBTAINED
ACCORDING TO EFFECTIVELY COMPETITIVE MARKET
CONDITIONS." DO YOU AGREE WITH THIS STATEMENT?

A ma;rkct"-:déitennined allocation is entirely consiéteni‘ with the approach I

have advocated for allocating joint and cornmon costs. Indeed, witness
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Emmerson fgoes’onL Ito state (p. 8, fnn. 5) tbat tbe contributiox:'ncquld be
--mir_ximall Or even zero if ma;lget colnditions so indicate." lWhjle he
continues by declaring Categoricauy ‘tha; BellSouth does ;not experience
such ;onditions_, his testimony dqes not supﬁqrt this declaration. ACSI has
asked-té réview BellSouth's contract prices for its mbre competitive
services, so as to develop some sense as to the mark-up BellSouth affords
itself on such services. There is no better way to‘ gauge an upper bound to
how much allocation of forward-looking shared costs would be
reasonable, éssuming competitive market conditions existed: However, as
I discuss befow, Mr. Emmerson's unique concept of market-determined
rates is not consistent with the FCC's mandates in the /nterconnection
Order pﬁrsﬂani-to the 1996 A'ct.'

WITNESS SCHEYE STATES THAT "MARKET" PRICING IS
APPROPNATEO&LY FORCOMPE’I‘ITIVE SERVICES -- IMPLYING
THAT ABOVE-MARKET PRICING IS APPROPRIATE FOR
MONOPOLY ELEMENTS -- SO AS TO PROVIDE REVENUE
SUPPORT FOR LESS COMPETITIVE SERVICES. DO YOU AGREE?
No.' Indeed,‘&wimess Emmerson expiains' that even competitive services in
virtually all cases will inciude a pricing mark-up above direct costs,
allowing for appropriate re'co.very' of shared costs. In other words,
compeiitiqh'vvill not deriy the revenue support nét:ess‘ary for economic

viability. “The market in non-regulated industries will not permit firms to

Rebuttal Testimohy of Dr. Marvin H. Kahn - Page 8
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provide this kind of revenﬁe sﬁpport for ‘COmpCtI[lVC services. BellSouth
should not have his luxury In the ‘;vake of the 1996 Act and xts
requlrement ofa umversal service fundmg mechamsm, there is no longer
any need for such a monopohstlc alnpproach assuming Ithere :ever Qas
SHOULD THE MARK-UP OF FORWARD LOOKING JOINT AND
COMMON COSTS BE EQUAL ACROSS ALL ELEMENTS?

From the st;tndpoint of poli_cy, there are stroﬁg reasons to require
approximately equal marks-up on network el{ements that are provided
princlipally':by a single p.rovi'der, ie., BellSouth. Theoretically,
competiti\}e conditions could lead to different mark-ups for different
eleme'nts.: I‘ndged, 'the FCC itself, in its Interconnection Order, states that
there may be good reasons for some network elements, including
unbundled loops, to be alloc;ated a smaller shé.ré of common costs over and
above what Tis already incorporated into the measure of TELRIC.
!nterconnec;"ion Order, 9§ 696. Certainly, where, as under the 1996 Act,
the clear goal is to introduce competition from carriers that take these
elements to pl;ovide telecommunications services in competition with
BellSouth and other incumbent provide'rﬁ, an equal mark-up rule is
appropriate. Such & rile (whiéh could allow for minor variations from
strict equality, as appropfiate)“ would limit the extent to which joint and
cor_ﬁmo'n costs could be recovefed from any one element. As a result, the’

rule would prevent cross-subsidies (lowering the r'nark-'up for an element

Rebuttal Testimony of Dr. Marvin H. Kahn C o Page 9
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o . .
t ge o °
r

that the Company prov1des in competmon with other supplxers and

1ncreasmg the I urk-up for other less competmve or monopohsnc
T v ’ ' J

elements) and provide BellSouth with addmonal incentives to make more

r
i

efficient use of overhead. In other words, if BellSouth is able to reduce its
overheads fhrough more efficient operating techniqﬁes because of the
mark-up methodology, it can improve its bottom line.
WHAT IS YOUR ANALYSIS OF THE ALLOCATION METHOD
PROPOSED BY WITNESS EMMERSON?
In contrast to 'the: (near) equal mark-up rule we propose, witness
Emmerson suggests the application of what is kriown as the "inverse
elasticity rule,” or Ramsey pricing (p. 10). Under this pricing
methodology, BellSouth would be free to increase the mark-up'on its least
competitive services, the demand for which is least affected by price.
However, thé FCC, in evalué’ting the p'ric'mg standards the states must
follow undet the 1996 Act when arbitrating prices for unbundléd network
clements, eipfessly rejected Ra.mséy pricing. The FCC concluded, at 9§
696 of the Irriterconne.'i:tion Order, that: -
~ an'allocation methodology that relies exclusively on
allocating common costs in inverse proportion to
* the sénsitivity of demand for various network
elements and services may not be used. We _
conclude that such an allocation could unreasonably
_ limit the extent of entry into local exchange markets
by allocating more costs to, and thus raising the

prices of, the most critical bottleneck inputs, the
demand for which tends to be relatively inelastic.

Rebuttal Testimony of Dr. Marvin H. Kahn T Page 10



Fa LI P —

10
1
12
13
14

15

16

17
18
19

20

21

22

23

1356

|

N
Such an allocation of these costs would undermine
the: pro compctmve objectwes of the 1996 Act.

DO YU‘ ; AGREE WITH \VITNESS EMMERSON S STATEMENT
THAT THE:JOINT AND COMMON COSTS OF A MULTISERVICE
NETW@RK BASED LEC LIKE BELLSOUTH ARE SIGNIFICANT"

|
No, I do not concur in hlS estlmate of the relative magnitude of efficiently
incurred j Jomt and common costs. At pages 11-12 of his testimony,
Emmerson %eports that in proceedings .in Georgia and Kansas the
monopol?/i;ncumbent :LE.CS ﬁaye report.ed shérgd ghd common costs
accountiﬂg for up to 50 percent of total cosg; i."é.‘,‘ all costs over and above
long-rus i:_\‘crzreme.ﬁtal"cos‘ts. My experience with LEC? pricing of
competitive Ioéal Service:s, has been that estimates of' this nature result
from compdrison of LRIC -- not TSLRIC -- t0 total reventie or total
revenue réquirements. |
WHAT EFFECT DOES THIS APPROACH HAVE ON THE ESTIMATE
OF JOINT MD COMMON COSTS AS A PERCENTAGE‘ OF TOTAL
COSTS? '
Compaﬂﬁg LRIC to total revenue or total mveﬁue requirements inflates
the estirfiate of shared and common costs sigﬁiﬁcanﬂy for two reasons.
First, by using LRIC as the "numerator," i.e., the portion of Eosts that are

not shér‘éd,"éhq' underestimates the level of element (or service) specific

Sle., Pacific Bell in California and Bell Atlantic in Pennsylvania.
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COStS, Speci-ﬁcally, TELRIC ‘tor TSLRIC) equals LRIC plus element- (or
service-) specifi - non-volume variable costs. Hence, LRIC is less than --
and never more'tl}an -- TELRIC {(or TSLRIC).

~ Second, the "denominator," or total costs, are overestimated when

4 . o
total revenue instead of total cost, is used. The proper number for the

present pul;poses is the sum of TELRIC plué efficiently incurred, forward-
looking joint and comm;m costs. By including all costs contained in the
monopolsr provider's revenue reqﬁirements, 'éel‘IlSOuth'would throw in the
full".cqm'[slemént of cm’bédded costs, :contra.ry“to the requirements
established by the 1;396 Act and the FCC's lnter:connecrian Order.

In ‘Sl%l.m, the appropriate indication of the direct to total cost is

", EICC+TELRIC ' = '

where "EJCC" is the reasonable measure of efficiently incurred joint and

corﬁmdn-costs, not o - gt
nglh® i : o :
. ~————LRIC. _ L

My analysis in California and Pennsylvania, as I stated in my initial
testimony,‘ suggest that a mark-up in the vicinity of 10-15% would be
more app'q'opl‘)riate than an inflationary 100% iﬁdicated by BellSouth's
witnessl.' In short, the ‘estim#té pﬂl)\'ri'd"ed' by witness Emmerson is

inappropriate and even meaningless. .
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MR. EMMERSON INDICATES AT PAGE 19 OF HIS TESTIMONY
THAT THERE S A NATURAL MONOPOLY ASPECT OF LOOPS
AND THAT THIS. IN TURN, SUGGESTS THE EXISTENCE OF
LARGE QUANTITIES OF JOINT AND COMMON'COSTS RELATIVE
TO DIRéCT COSTS. DO YOU ACREE WITH THIS CONCLUSION?
No. It is true that the existence of substantial economies of scale and
scope would likely result in higher levels of common and shared costs
than would be the case where econpmies of scale are not as significant,
holding everything else constént. It does not follow, however, that if
carriers are npt prepared to Supbly their own loop facilities in this initial
phase of opening the market to local compétition, a conclusion that there
are large quantities of joint a.nd common relative to direct cdsts will
necessarily follow. This is true for at least tWo reasons.

First, the "bottleneck' or zz;onopolisﬁc aspect of loop provision may
not be in the loop construction or provision itself, but largely may be due
to access to the cxisting rights-of;way. There are no economies of scale or
scope, per sé, associated with access to rights-of-way. ‘Consequently, the
current ":ﬁonopoly"‘aspcct of the loop is not, in and of itself, a basis on
which to dra:w cOhclusidn with respect to the amount of joint and common
costs fel?ti?e to total costs. Secondly, under the FCC's prescribed
methodolégy, a‘Ll'l‘coSts.' incllidi'ngthe incremental costs of shared facilities

and operations, must be attributed to specific elements to the greatest
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1 extent possible.® In discussing ldops for éxaﬁnple the FCC included not

2 only the - c;)st of nstalléd coppef wire and telephone po]es but also the cost
3 of paylroll and othe-r ba?:kl oflfiée 6perat10n§ féla;lng to the line ltCCthClaIlS
4 Consequeptly, usmg the F CC § ﬁrescribed methodology, all relevant costs
5 should be m;xi;’nallf :anrilsﬁtable to particular elem:cnts.
| ,! |
6 Q. IS THE UI\CIB_UNDLED LOOP RATE ADOPTED BY THE FLORIDA
7 PSC IN DOCKET NO. 950984-TP APPROPRIATE FOR
8 ESTABLIS,IiIING INTERIM LOOP RATES?
9 A. No. As‘li noted earlier, the 1996 Act, which was enacted after Florida
10 estab]ishgd its interim loop rate, _req'uires thaf loép rates be set at TELRIC
11 plusa rea.«.i‘.dnable éllo\catio_n of forward-looking joint and common costs.
12 In this case; BellSouth to date has provided neither TELRIC information -
13 nor sufﬁé'ient shared and common cost infoﬁngﬁon to establish a rate
14 consistent v:rlth the FCC's applicable standards. Their rates in Docket
15 950984-TP were established only as an interim rate in the absence of
16 appropriate cost analyses. The Florida PSC's discussion in the order
17 authorizing the use of that rate on a interim basis clearly indicates that
18 appropﬁate cost information was not availablé.’ Further, the current
19 ¢ Inter'connech“orll ‘(:)rder, 7682,
20 7 Order N"o PSC- 96-0444 FOF- TP. Docket No 9500984-1? p. 15-16.
21 "Although cost information was filed for two elements, we are unab!e to
22 determine whether the cost information is appropnate
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10

11

12

I3

14

15

16

17

18

19

20

21

22

1360

L]
|

.
E lorida interim rate, :Xceeds the FCC's proxy rate ceiling by more than
$3.00 a:xﬁ ;:lges 1.0t émpl.oy at lea$t three c_leﬁsity zones as required by the
FCC's !nter_;com_:ection' Order.il.Undle‘r_'tha‘t c!ecigion, tates for unbundled

( : 0o
network ?‘e_lements may not exceed the established proxy ceiling (on a
weighte'd :;\'relrage basis) uﬁless supported by cost studies basea on
TELRIC plus a reasonable allocation of joint and common costs. In the
absence ‘§f such cost information, the F lorfda PSC should usé the
information derived frorﬁ the best, publicly available cost model that best
approximates thc 'rhét‘hodologie‘s laid out in the Interconnection Order.
For the reé.st?ns set fé)nh in my Direct and Supplemental Testimony, the
best available model is the Hatfield Study, which supports a weighted *
statewide average below both the $17.00 interifn rate and the FCC's |
$13.68 proxy. In short, the current Florida interim ioop rate of $17.00 can
neither serve as an interim rate or a permanent state-wide rate or rate
average.
ARE THERE ANY OTHER FLAWS IN THE LOOP COST
INFORMATION CURRENTLY ON FILE WITH THE FLORIDA
PUBLIC SEI!{VICE COMMISSION?
Yes. Witness Caldwell (p. ';’)'exlﬁlains; that BellSouth's loop cost study
includes the Nétwotk Interfacge Device ("NID"). In'its Interconnection
Order, thé FCC required the NID to be unbundled from the loop. (14 392-

96). The result is that BellSouth's existing cost study necessarily
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overstafés the costs for .the unbundleldl n.etwc‘)rk element, ignoring any
amlysxjl of the cost study methodology ltself | ..

WHAT IS YOUR RESPONSE TO BELLSOUTH‘S CRITIC.IESM =OF
ACSI'S PROPOSAL FOR A SINGLE LOOPR RATE FOR ALL LOOP

TYPES?

vl

BellSouth has mischaracterized ACSI's proposal. First, while ACSI's
initial pétitipn proposed a single rafe, AClSI noted that higher prices for
conditiqned loops were to be expected, but that they would have to be
supported by BellSouth's cost‘infdrx%nétion.e' Setond, ACSI's single price
proposal was for the "most dénse” zone. As indicated in my Supplemental
Testimony, ACSI has modified its proposal to advocate zone-density
pﬁcin§ m at ieast three dehsityfidﬁes, as the Inlerconnection Order
requires. .ancc again, higher rates for conditionied loops, with the
difference based oh TELRIC differences, would be appropriate under such
zonke derisityl pricing.

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?

Yes. - S T P  c S i

Rebuttal Testimbny‘ of Dr. Marvin H. Kahn : Page 16
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Q (By Mr. Horton) Dr. Kahn, do you have a brief
summary of your testimony?

A I do. I was retained by ACSI to identify
the -- on their behalf to identify the relevant
economic costs associated with providing particular
unbundled elements that were subject to their
application for arbitration. My testimony addresses the
issues involved in identifying those costs, and
furthermore, to determine how such costs should be used
in setting rates for unbundled elements.

I discuss in my testimony three
cost-and-pricing standards that I believe should be
drawn upon by this Commission in reviewing costs and
establishing rates. First, the Commission should
recognize that, in a competitive market, prices are
price signals, and that they send information into the
market. Prices for unbundled elements signal the
advisability to any potential entrant as to what kind of
entry should take place and where geographically that
entry should occur.

It indicates as to whether or not participants
in the market should expand and seek additional market
share. These price signals will affect the extent to
which the market will act efficiently and will respond

to customer preferences, and actually the efficiency of
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the actual participants in the market in determining
market share.

In that regard, it suggests that because these
are price signals, that the Commission in its
deliberation should focus on the impact on the market
itself rather than the impact of any decision on the
role of any particular participant in that market.

The cost study established in this regard is
one that should be long run, and by that I mean it
should reflect the opportunity of the provider of
service to adjust the size of the operation, have
variable costs involved in meeting capacity
requirements, changes in costs, changes in technologies
and changes in demands. It should be total service in
there and it should be incremental. And the latter
point, incremental, meaning it should not reflect the
embedded cost of the company, but rather reflect changes
in operations.

The second standard that I think the
Commission should recognize is that any price
established should allow full recovery of all reasonably
incurred, efficient, forward-looking costs that any of
the service providers realize. In doing this, however,
the Commission has to recognize that the services, the

unbundled elements we’re talking about, are being
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provided generally in a monopoly environment. So the
issue is not only seeing that the costs are being
recovered, but it’s seeing that only the costs incurred
are being recover, and that monopoly pricing does not
result.

The Commission must also recognize that, given
the language of the Act, that in fact this cost recovery
is not to occur in the context of a rate case, and that
is to say, it should not reflect simply the embedded
bocks and the embedded costs on the company’s bocks.

Finally, the final standard is that any cost
study adopted, in my opinion, should be open. By that I
mean the cost study itself and the data used should be
open and subject to public review. Any cost used and
the data drawn upon should be subject to public
verification. The issue is not the methodology used.
Any methodology can be used and should be allowed to be
submitted by any party. It’s just that the method used
and the data relied upon must be open and public to such
inspection and review.

Applying those standards to the BellSouth
information provided, the conclusions I arrived at is
the cost studies provided simply do not meet the test
that I’ve identified and cannot be relied upon by this

Commission in establishing the rates that it is
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attempting to do for purposes of unbundled network
elements.

Information was not provided to us in time to
be included in our analysis at prefiled. And based upon
the information made available since that time, my
bottom line conclusion has not changed.

In my testimony I provide the Commission with
two alternatives that it may use when in fact there is
insufficient information provided by BellSouth for this
purpose. First, I make reference to what’s been
referred to as the Hatfield Model. The Hatfield Model
is an open model. It’s based on long run incremental
costing concepts and in fact can be used for this
purpose.

Secondarily, I make reference to the FCC proxy
costs. Those are costs that have been established.
Those are costs that have been identified by the FCC for
purposes of arbitration proceedings such as these that
may be used in lieu of any other information provided by
or approved by the company.

In my supplemental testimony -~ if I may back
up for a moment, in my direct testimony, I focus
primarily on economic principles and the requirements of
the Act. And basically what I’ve described to this

point, with the exception of reference to the FCC
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proxies, was drawn from those two sources.

In my supplemental testimony, I made reference
to the fact that we had before us at that time an FCC
order, and I drew from that order what we could, with
regard to the same standards and the issues before us.
Based upon that, I made reference to the concept of FCC
proxies and its role as I described a moment ago.

There is one other issue identified in the FCC
order that I believe the Commission must address, and
that’s the issue of geographic deaveraging. It’s my
opinion that some geographic deaveraging is both
appropriate, and quite candidly, will occur.

The issue is what role and what fashion in the
Commission’s opinion, should it take, given the other
policy matters before this Commission.

We propose that whatever geographic
deaveraging does occur -- and we propose a geographic
deaveraging is ordered at this time -- that it should be
cost-based and not based on the market inclinations and
strategic marketing desires of the incumbent LEC. We
understand that there are both administrative and policy
issues invelved in doing so. We believe that the number
of geographic zcones should not be huge, but rather
should be manageable. We identify six, and

alternatively three, geographic zones in this context in
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our testimony.

Finally, my testimony focuses on the issue of
a markup for the services. The FCC order recognizes,
explicitly, that setting price at incremental cost, in
all probability, will not result in the telephone
company’s recovering total cost of operations, and any
participant in a competitive market would be expected to
do just that.

We have proposed that such a markup exist, but
that the markup not be based on the books of the
company. Instead, we propose a competitive market
surrogate. The issue with regard to how much more than
the incremental cost the telephone company should recur
is based upon a measurement of forward-looking,
economically efficient joint and common costs. If
according to the Act that is not to be done in the
context of a rate case, we suggest that it be done by
making use of a market surrogate.

We report on information generated in that
exact context by our firm in California with regard to
the operations of Pacific Bell and GTE Telephone
Companies, and of a proposal made by Bell Atlantic of
Pennsylvania using the exact same concept in a case in
that jurisdiction, in Pennsylvania in particular. 1In

both instances it suggests a markup of approximately 15
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percent over TSLRIC.

Finally, I should note that the markup that
I’'m making reference to, despite the description made by
Dr. Emmerson, is not the lowest markup available based
on the operations of these companies. The analysis that
we perform, the markup that we identified, was a
median. And by being a median, it meant that half of
the observations of the markup were lower than the 15
percent figure that we were using.

That’s a summary of my testimony.

MR. HORTON: Madam Chairman, I would like to
ask Dr. Kahn a couple short questions with respect to
TELRIC study.

Q (By Mr. Horton) Dr. Kahn, have you reviewed

the TELRIC cost study which was recently filed by

BellScuth?
A I have.
Q And do you have some comments with respect to

that study, brief comments?

A I do. First of all, I would like to make an
overall observation, and a few very specific
observations. The TELRIC study provided by the Company
most recently includes both updates to its TSLRIC
analysis, as well as modifications based on TELRIC.

Putting aside what it claims to be the modifications
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based on TELRIC, in my opinion, causes me some pause in
terms of the reliability of the underlying cost study.

Simple passage of time of several months, and
based on simple updating of what is claimed to be a
forward-looking study, has resulted in substantial
changes in the underlying costs simply on a TSLRIC
basis. That simply brings into question the simple
reliability of that study to be used for setting prices
in what is probably going to be a sensitive area with
regard to competition and the pricing of monopoly
service elements.

For that reason, if only for that reason, I
could not recommend to any party to rely on that study,
because the number is a very rapidly moving target, and
it’s not something that could be relied upon.

More specifically, with regard to the cost
study, I have to echc the words that Dr. Cornell used,
and it is a step backward. The Company has changed the
way in which it’s measuring spare capacity, from going
to some forward~looking to an embedded-based measure.
The Company includes a concept now that it’s referring
to as bridge tap, which is really something that should
be included in spare capacity, but it’s simply doing
that in a manner of increasing the investment in that.

It’s almost as if that, when in doubt, simply increase
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the cost of the loop, which is a mechanism that I think
has been in place in the telephone industry for some
time.

The Company has included common costs,
recovery of joint and -- excuse me, the recovery of
joint and common costs as prescribed by the FCC order
with regard to TELRIC.

First of all, the measure it used 1is strictly
embedded, not forward-looking. Secondly, whatever
amount it included it is assigning disproportionately to
the local loop. It is allocating the cost on
investment, not as a markup to cost, but simply as a
markup to investment. The loop is critically one of the
most capital intensive components of the network. The
Company did adjust the cost of money, and in that regard
I believe it saved the Commission an effort.

Finally, the Company has proposed changes in
the depreciation rates used. The initial set of
depreciation rates were that which it viewed as
appropriate, as I understand it, not the ones that have
been approved by either this Commission or the FCC. The
Company has simply now indicated that it would like yet
a different set of depreciation rates, and has included
those.

For those reasons, and if only for those
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reasons, I would suggest that the Commission not adopt
what the Company has referred to as TELRIC, and for the
reasons I indicated, I would suggest that it have some
hesjitation and pause before adopting what the Company
has referred to as TSLRIC.

MR. HORTON: Thank you. Dr. Kahn is available
for questions.

MS. DUNSON: No questions.

MS. McMILLIN: No questions.

CHATRMAN CLARK: Mr. Lackey?

MR. LACKEY: Thank you, Madam Chairman.

CROSS EXAMINATION

BY MR. LACKEY:

Q Dr. Kahn, I’m Doug Lackey appearing on behalf
of BellSouth Telecommunications. Your revised Exhibit
MHK-1 is the only place where I’ve found any recommended
rates in your testimony. Is there someplace I’ve
missed, or is that the only place where I can find them?

A No, these are the rates that we have put
before the Commission and asked the Commission to
consider because there is no alternative cost
information that we believe is acceptable before the
Commission at this time.

Q Now as I understand it, these are the output

of the Hatfield Model?
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A The vast majority of them are, except for the
last number on the page.

Q And the last number is the FCC proxy ceiling?

A That is correct.

Q Now did you run these numbers yourself?

A We did not.

Q Okay, what I’m trying to find out, and I’1l1l
ask you as directly as I can, are you holding yourself
out as an expert on the Hatfield Model?

A Not to the extent that -- not at this time,
and for purposes of this testimony, to the extent that
Mr. Wood did. What I have done is reviewed the model.
I’ve made myself competent and comfortable about the way
the model is put together, conceptually, the way it
works, and what it both tries to and does accomplish in
that regard.

Q Well, if I wanted to talk to you about
Exhibit 35 and the length of the distribution cable and
the census block groups, that sort of thing, would you
be familiar with that?

A To some limited degree, but again, not
necessarily at the same level of detail at this time,
for instance, that Mr. Wood held himself ocut to be.

Q Do you know anything about Euclidean geometry?

A I probably knew more than I do now.
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Q Let me just ask you one or two questions, and
if you don’t know anything about it, we’ll just quit,
okay?

Do you have a copy of Exhibit 357 Everybody
is routing for you to say you don‘t know anything about
it, by the way. Do you have a copy of Exhibit 35 there?

A I do not.

Q And do you have a copy of the Hatfield
description? 1It’s -- well, it was DIW-4.

A Not with me.

Q Do you know enough about the Hatfield Model to
know that the way the length of the distribution cable
is determined is by taking five-eighths of the side of
the square that represents the census block group?

A I do remember the equation and the discussion
of the equation in there. I will accept your
description for the moment that that’s what it boils
down to.

Q And do you know enough about the model to know
that the number of distribution cables are dependent

upon the density of the lines per square mile?

A That’s my recollection.

Q Now you -- do you have in front of you Exhibit
357

A Yes.
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Q And that was posed as an exhibit having four
lines per square mile density; is that correct?

A That’s what it says on it.

Q Do you recall that that generated two
distribution loops, 3.125 miles long?

A I don’t.

Q So if I were to ask you how many of those
distribution cables resulted when the density went to
two and a half thousand lines per square mile, you
wouldn’t know the answer?

A That’s correct.

Q Do you know enough about the model in geometry
to know whether a square is the most efficient way to
measure =-- whether the square gives the shortest cable
lengths of any geometric figure that would be available
in a Hatfield type model?

A I’ve got a couple of questions built in
together in that. You’re asking questions about the
properties of a square, and then you’re asking questions
about the property of the sgquare in the context
specifically of a Hatfield Model.

Q Let’s talk about the properties of the square
first?

A I feel confident that when one looks at the

Hatfield Model you can answer that question explicitly.
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I could not answer it while sitting here.

Q Okay. Well, if it turns out that the output
of the Hatfield Model as reflected on your schedule 1 is
wrong because there’s some fundamental flaw in the
Hatfield Model’s treatment of distribution cable, you
have nothing else to offer the Commission today in terms
of rates; is that correct?

A No, I’m not sure that’s totally accurate. You
are correct that if the output of the Hatfield Model is
incorrect, that in fact it should be changed, and the
incorrectness in the Hatfield Model is reflected on the
numbers on his page. As I did comment, however, in my
opinion one of the greatest attributes of the Hatfield
Model is that we can identify an error in it because it
is open, it is fixable. Unfortunately, I’m not sure we
can say that about the alternative.

o] Well, if there’s a fundamental mathematical
error or if there’s a fundamental error in the
assumptions that squares actually represent census block
groups, that can’t be fixed, can it?

A Well, whether or not squares accurately
represent census block groups is one question. Whether
or not that’s an error in the model is a different
question.

Q I’m sorry. I asked the question in the wrong
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way. You understand there is an assumption that says
every census block group looks like a square for
purposes of thése calculations?

A It’s treated as a square, that’s correct.

Q If that assumption won’t hold, or if that
assumption leads to invalid results, then there’s
nothing you can do to fix that, is there?

A First of all, that’s testable. And again,
simply because a census block group may not be a square
does not make the assumption incorrect. I don’t know of
a model that has no assumptions in its construct, and by
the way that includes the BellSouth models.

So the issue is not whether or not the
assumption matches reality, whatever that is,
perfectly. That’s far different than the question of
whether it’s right or wrong. But if in fact the model
is not any good, then, yes, the numbers will follow from
that and the numbers themselves will be in danger.

Q Now in your zones, I take it that -- do you
happen to know what the highest 1-FR rate is in Florida,
or will you accept, subject to check, that it’s $10.657

A I’11 accept your characterization.

Q If I understand the way you’ve got your zones
broken down here, except in the zone where you’ve got

more than 850 lines per square mile, the cost of the
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loop that you’re assigning on average exceeds the
greatest or the highest 1-FR rate charged in the state
of Florida; is that correct?
A All those numbers are above $10.65.

MR. LACKEY: That’s all I have. Thank you,
Madam Chairman.

CHAIRMAN CLARK: Staff.

CROSS EXAMINATION

BY MS. BARONE:

Q Good evening, Dr. Kahn.
A Good evening.
Q My name is Monica Barone. I’ll be asking you

gquestions on behalf of Commission Staff. Sir, would you
agree that the FCC’s TELRIC’s cost methodology is the

same as a TSLRIC cost methodology of a specific network

element?
A Yes.
Q In your rebuttal testimony on Page 2, at Lines

13 through 15, you state that there is no reason to
believe TSLRIC will yield lower rates than TELRIC, and
in fact the opposite is likely. Would you explain your
position for me?

A Yes, and I’m going to assume that your
question is at least in part based upon your preceding

question.
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Q Yes.

A Unfortunately, in the context of the last two
months, we have contributed to the English language, and
we have expanded it unmercifully. Many of us are using
the words "service" and "element" interchangeably and
very loosely, and using the words "TSLRIC" and "TELRIC"
very loosely also. And I’m assuming your question is
really in that spirit or as a result of that.

With that in mind, when I’m talking about
TSLRIC in this context, I’m talking about the studies
that have traditionally been done by the LECs, as
opposed to any theoretically correct TSLRIC that you may
have been referencing, for instance, in your preceding
question.

And most specifically, what I’m saying here is
that as we move from the logic of those studies and
focusing on services to a study that focuses on elements
rather than the underlying services, the changes that
I‘m describing here is what I‘m making reference to, and
that simply when we focus on elements, we’re going to
come up with a different set of numbers. And there are
a lot of different things we’re going to be doing than
when we focused on services.

Nevertheless, as I said in a preceding

question, the underlying cost study logic is the same.
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We’re attempting to identify something in a long run,
we’re looking at an incremental change, and we’re
looking at it on a total service or element basis. But
because the object of the cost investigation differs,
we’re going to capture and identify things in one that
we will not capture and identify in the other.

Q Sir, could you provide us with an example?

A Certainly. Quite often -- and telephone
companies produce, quote, "TSLRICS" of local exchange
service on a regular basis. They produce them
independent of how regularly they do. O©One of the
components of that study, as put together by a telephone
company, will be the local loop.

We have before us an issue of TELRICs with
regard to the local loop. It is my view, when properly
constructed, the TELRIC of the local loop is not simply
the loop component of that local exchange service.
There are a number of differences that will take place.
There are a number of maintenance functions, I suggest,
that are probably associated with providing local
exchange service that may not be necessary when
providing simply the loop.

Mr. Stipe, for instance, made reference to a
number of functions in that regard. There are a number

of aspects of provisioning, thus service, that will not
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be necessary for provisioning the element. There are
also a number of things that have fallen under the
rubric of "retail" in the context of avoided cost, as
dealt with in resale, for instance, in this proceeding,
that will also be present when we look at the service
that will not be present when we look at the element.

Finally -- there is a flip side as well.
There are things involved in focusing on elements that
are considered joint and common and not included when we
focus on services. So that’s what I mean that there is
an underlying object of identifying the cost and the
method that’s the same, but there nevertheless still
will be differences.

Q On Page 5 of your direct testimony at Lines 14
through 17, you propese a markup over TSLRIC for the
recovery of joint and common costs, but limited to what
the ILEC elects by its own activities in competitive
markets. Would you please explain what you mean by
limited to what the ILEC elects by its own activities?

A Certainly. The markup that we currently have
over cost, on average, for an ILEC, really reflects the
difference between its incremental cost and its revenue
requirements. If we’re interested in identifying the
price that would exist in a competitive market, or

attempting to monitor the competitive outcome, what I am
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suggesting here is we examine the activities of the
telephone company itself, the LEC itself, in that
segment of its operations which can be classified as
competitive.

In most jurisdictions, as I understand in
Florida also, there are customer-specific contracts that
are allowed. Those contracts are off-tariff
provisions. The rates involved in those are off the
tariff and subject to negotiation in a competitive
market.

My recommendation is turning to that for
information as to what it is that the Company considers
to be a reasonable markup in a competitive environment,
a reasonable attempt to recover those costs which are
generally referred to as joint and common.

Q What type of information do you need from
BellSouth to determine the appropriate markup?

A I can tell you specifically the information
that we use in our research in California. And what we
did in that regard is that we had the contracts
themselves and the rates involved in those contracts.
With every contract in California, the Company was
required to provide cost information in order to justify
the contract to see to it that rate was above cost, and

cross-subsidy did not result. And finally, we had the
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cost studies that the LEC had performed for that generic
service. 8So that we also had that cost information to

rely upon in case there were any holes in the

information that was provided by looking at the contracts.

That information was made available for both
Pacific Bell and for GTE, and we examined that
information on -- for one company for 1995 and for
another company for 1995 and 1996 contracts. So we, in
essence, had every contract that the companies had

entered into over that period of time.

Q Are you suggesting that’s what you need from
BellSouth?
A Depending on the number of contracts, one can

use a sampling technique. We were also provided by the
companies, I should add, a summary listing of that
information, with access to the individual contracts.
But to answer your gquestion, yes, I would suggest
getting that information. I should add, just to
complete it, our attention focused most specifically on
contracts dealing with Centrex, though not necessarily
unigue to Centrex.

Q Sir, have you asked BellSouth during the
negotiations to get copies of contracts?

A We served a data request when the application

for arbitration was filed with the Commission. We
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served the data request seeking that information.

Q Did you get that information?
A To my knowledge, we did not.
Q Sir, what you were just describing, do you

believe that’s consistent with the FCC’s TELRIC and
forward-looking economic cost methodology?

A Absolutely.

Q Would you explain why you believe it’s
consistent?
A Certainly. The FCC, when it made reference to

the recovery of joint and common costs, indicated that
that should be restricted to the forward-loocking,
economically efficient joint and common costs and should
not be based on embedded costs. The FCC also
acknowledged that it could be difficult for a commission
to make a determination as to exactly what volume of
joint and common costs met that description. It’s my
view that a competitive market surrogate provides all
the information necessary, identifies what a reascnable
recovery of those costs would be, allowing the company
to recover both that volume of costs and to earn a
reasonable return, again a requirement of the Act, and
also limits the recovery to those that are reasonable.
We’re allowing the market to determine reasonableness.

Actually, we’re allowing the ILEC to determine what
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volume is reasonableness. And consistent with the Act,
we’re not doing it in a rate of return investigation.

Q Sir, why do you believe the ILEC should
determine that?

A My point is not so much that the ILEC should.
My point is that we have that opportunity.

Q Sir, do you believe that the Hatfield Model
meets both the TELRIC principles and the TSLRIC
methodology discussed in your testimony?

A I believe it meets the -- from the point of
view of network elements, the answer is yes.

Q As opposed to what?

A Pardon me?

Q From the point of =--?

A Services themselves. I’ve only focused on the
model from the point of view of costing out network
elements.

Q Does ACSI want this Commission to use the
Hatfield Model results or the FCC’s $13.68 proxy?

A Being a participant in the market, I feel
confident that the preferences of Hatfield in terms of
whether it would ~- excuse me, the preferences of ACSI,
whether it would like a higher or lower number, should
be fairly obvious.

But to answer the question, I think, much more
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specifically from the point of view of the legitimacy, I
think what we’ve got here is that what we do have is we
have a proxy established by the FCC, and the proxy
established by the FCC is set with an understanding that
one can go above that if, and only if, it is Jjustified
by a properly structured TELRIC study. But one can go
beneath it with good cost information. In that context,
it’s my opinion that Hatfield provides the necessary
data to be able to establish a rate that differs from
the proxy.

Q BellSouth’s witness, Mr. Emmerson, proposes
the inverse elasticity rule for determining the
appropriate mark of the amount. Are you familiar with
that concept?

A I’‘'m familiar with that concept and I’m
familiar with Dr. Emmerson’s testimony on that matter.

Q Do you agree with this method?

A No. His recommendation literally is a recipe
for price discrimination. Literally, it is a recipe for
protecting Bell’s current position in the market by
allowing Bell to charge as much as possible for network
elements when they are under monopoly circumstances, and
to reduce the price, if and only if the market requires
that. I don’t believe that’s consistent with the reason

why regulation was put in place to begin with, and it’s
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not consistent with what I believe the goals of this

commission are, as it has expressed regularly to date.

Q Sir, are you familiar with Don Wood’s
testimony?
A Generally.

Q Do you know whether the Hatfield results
contained in your exhibit marked MHK-1 are consistent
with the results provided by MCI Witness Wood, Don Wood?

A I did not look at any of the exhibits attached
to his testimony. I do not know.

Q Sir, can you briefly explain the concept of
geographic deaveraging, as described by the FCC?

A I think what the FCC was making reference to
is the fact that the cost of providing certain network
elements is not going to be constant across the state.
And it’s in that context it was talking geography.

I believe, however, the FCC went one step
further than that, and indicated its preference, and in
fact its very strong preference, that to the extent
there are differences, the differences that are
reflected in prices charged should be cost-based. There
is plenty of language in the FCC’s order where it
indicates its absolute concern about price
discrimination. And to the extent that price cost

differentials vary, it believes there is an incredible
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burden upon anybody who proposes such variation.

With that in mind, I believe that what the FCC
is indicating, is to the extent that there are material
differences in cost, across a state, for providing any
unbundled network element, that in fact those cost
differences should be reflected in price differences,
and that cost should be the base of those differences in
prices.

0 Does the Hatfield Model provide geographically
deaveraged rates?

A Yes, it does.

Q Do you know if any of BellSouth’s cost studies
contain geographically deaveraged rates?

A The studies filed in Florida do not.

Q Sir, I would like to turn your attention to
Page 11 of your rebuttal testimony where you state that
you do not agree with BellSouth Witness Emmerson’s
statement that the joint and common costs of a
multiservice network-based LEC are significant.

A I have that.

Q Would you explain your position, please?

A Certainly. To be clear, are you talking about
more or less what is on the top half of that page?

(Transcript continues in sequence in

Volume 10.)






