
October 1, 2003 

BY HAND DELIVERY 

Ms. Blanca S. Bayo, Director 
Division of Records and Reporting 
Florida Public Service Commission 
2540 Shumard Oak Boulevard 
Tallahassee, Florida 32399-0850 

Re: Docket No. 030868-TL: In re: Spriiit-Florida, 111cor.poi-ared's Petitim to Reduce 
hitrustate Switched Network Access Rates to Iilterastate Parity in CI Revenue 

Neutral Mumev 

Dear Ms. Bayo: 

Pursuant to the Commission's decision at its September 30, 2003 Agenda Conference 
granting Citizens' Motion to Dismiss Sprint-Florida, Incorporated's Amended Petition to Reduce 
Intrastate Switched Network Access Rates tu Interstate Parity in a Revenue Neutral Manner, but 
granting Sprint-Florida, Iiicorporated's leave to file an Amended Petition and associated 
amelided testimony and exhibits, Sprint -Florida, Incorporated hereby files in the above matter 
the original and fifteen (1 5) copies of the following: 

1. Sprint-Florida, Incorporated's ("Sprint's'') Amended Petition to Reduce Intrastate 
Switched Network Access Rates to Interstate Paiity in a Revenue Neutral Maimer 
(highlighted and non-highlighted versions); 

2. John M. Felz Amended Direct Testimony (redacted)(highlighted and non- 
highlighted versions) and Amended Exhibits JMF- 1 1, JMF-12 and JMF- 
1 3 (highlighted) ; 

3. Dr. Kenneth Gordon Amended Direct Testimony (highlighted and non- 
highlighted versions); and 

4. Sprint's Request for Confidential Classification and Protective Order pursuant to 
Section 364.183( l), Florida Statutes. 

Sprint is not filing amended Direct Testiinony or amended Exhibits of  Kent W. 
Dickerson or amended Direct Testhony of Dr. Brian Staihr. Please see their original testimony 
and exhibits filed on August 27,2003. 



Ms. Blanca S. Bayo 
October 1,2003 

'Page2  of 2 

The confidential portions of the Amended Direct Testimony of John M. Felz are being 
filed under seal by separate letter. 

There remains pending Sprint's Request for Confidential Classification and Protective 
Order regarding the confidential portions of the original Direct Testimony and exhibits of John 
M. Felz and the original exhibits of Kent W. Dickerson, filed on August 27, 2003. These 
documents were submitted to the Commission under seal. It is Sprint's intention that these 
documents, filed August 27, 2003, remain under seal and remain subject to Sprint's pending 
Request for Confidential Classification and Protective Order. 

Please acknowledge receipt and filing of the above by stamping the duplicate copy of this 
letter and returning the same to this writer. 

Thank you for your assistance in this matter. 

Enclosures 

cc: Certificate of Service List 

I1 \jpf,spi int'iaccess charges'corres\bayo amd pet xmtl.doc 
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BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION 

IN RE: SPRINT-FLORZIDA, INCORPORATED'S 
PETITION TO REDUCE INTRASTATE 
SWITCHED NETWOFX ACCESS RATES TO 
INTERSTATE PARITY IN A REVENUE 
NEUTRAL MANNER PURSUANT TO 
SECTION 364.164(1), FLORIDA STATUTES 

/ 

DOCKET NO.: 030868-TL 
FILED: October 1 , 2003 

SPRINT-FLORIDA, INCORPORATED'S AMENDED PETITION TO 
REDUCE INTRASTATE SWITCHED NETWORK ACCESS RATES 
TO INTERSTATE PARITY IN A REVENUE NEUTRAL MANNER 

Sprint-Florida, Incorporated ("Sprint"), pursuant to Rule 28- 106.104, Florida 

Administrative Code, Section 364.164( l), Florida Statutes, and pursuant to the directions of the 

Commission at its September 30, 2003 Agenda Conference, submits its Amended Petition to the 

Florida Public Service Commission ("Commission") to reduce its intrastate switched network 

access rates to interstate parity in a revenue neutral manner, stating as follows: 

1. Petitioner is a local exchange telecommunications conipany ("ILEC") as that term 

is defined in Section 364.02, Florida Statutes. Petitioner's name, address and telephone number 

are: 

Sprint-Florida, Incorporated 
c/o Ben Poag 
P. 0. Box 2214 
Tallahassee, FL 323 Z 6-221 4 
(850) 599-1029 

2. All pleadings, filings and orders shall be directed on behalf of Sprint-Florida, 

Incorporated to: 

John P. Fons, Esq. 
Ausley & McMullen 
P. 0. Box 391 
Tallahassee, FL 32302 

Susan Masterton, Esq. 
Sprint-Florida, Incorporated 
P. 0. Box 2214 
Tallahassee, FL 323 16 



I 

3. The Florida Tele-Competition Innovation and Infrastructure Enhancement Act 

("2003 Act"), which became effective on May 23, 2003, authorizes the Comniission to grant the 

reduction of intrastate switched network access rates charged by a local exchange 

teleconimunications company in a revenue neutral manner upon the filing of a petition by a local 

exchange telecommunications company and upon consideration of whether granting the petition 

Remove current support for basic local telecommunications services that prevents 

the creation of a more attractive, competitive local exchange market for the 

benefit of residential consumers; 

Induce enhanced market entry; 

Require intrastate switched network access rate reductions to parity over a period 

of not less than 2 years or more than 4 years; and 

Be revenue neutral as defined in subsection (7) within the revenue category 

defined in subsection (2) .  

See Section 364.164( l), Florida Statutes 2003. 

4. Sprint's Amended Petition, and associated amended testimony and exhibits 

accompanying this Amended Petition,' together with the associated testimony and exhibits 

accompanying Sprint's original Petition dated August 27, 2003, incorporated herein by this 

reference, address and fully satisfy each of the provisions of the 2003 Act to be considered by the 

Commission. The evidence presented by Sprint demonstrates that reducing intrastate switched 

This Amended Petition is supported by the amended testimony and amended exhibits sponsored by 
John M. Felz, and the amended testimony of Dr. Kenneth Gordon together with the testimony and 
exhibits of Kent W. Dickerson and Dr. Brian Staihr, and the exhibits of John M. Felz, not amended by 
this filing, filed August 27, 2003. Dr. Gordon has prepared revised direct testimony and exhibits on 
behalf of Sprint and BellSouth Telecommunications, Inc. ("BellSouth") and Verizon Florida, Inc. 
("Verizon"). The citations will be to the witness' direct, or amended direct, testimony at a given page or 
to the exhibits referenced in that direct testimony; such as Felz Amended Direct Testimony at -, or 
Dickerson Direct Testimony at Exhibit KWD--. 
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access rates to interstate parity in a revenue neutral manner over a two-year period will achieve 

the goals of the 2003 Act by removing current support for basic local telecommunications 

services that prevents the creation of a more attractive, competitive local exchange market for the 

benefit of residential consumers, and by inducing enhanced market entry. 

I, Introduction 

5 .  The areas served by Sprint are predominantly non-urban, with lower customer 

density levels and higher costs per end user access line than its larger Florida ILEC neighbors, 

BellSouth Telecommunications, Inc. (“BellSouth”) and Verizon Florida, Inc. (“Verizon”). 

Sprint offers subscribers within its service areas - many of which areas are non-contiguous areas 

- a variety of basic and non-basic telecommunications services, the prices or rates of which have 

been established by or approved by the Commission. 

6. Until 1994, when Sprint elected price regulation, the prices for Sprint’s residential 

basic local telecommunications service were set by the Conimissioii using residual rateinakiiig 

principals which ignore the cost of provisioning as a factor in setting prices. Since 1996, any 

residential basic price increases have been made pursuant to a statutory index fomiula of 

inflation minus 1 percent. See Section 364.051(3), Florida Statutes. As reflected in cost studies 

approved by the Commission in 1998, the prices established by the Commission for Sprint’s 

residential basic local telecommunications services do not, on average, cover the cost of 

providing residential basic local telecommunications service. Report uf the Florida Public 

Service Commission OH the Relatiomhips Amurig the Costs a i d  Charges ilssocinted with 

Providing Basic Local Service, Intrastate Access, mid Other Senices Provided by Local 

ExchaPige Companies, irz Compliance with Chapter 98-2 77, Secfiofi 2(1), Laws of Florida, Vol. 

1, pp. 9-10, February 15, 1999 (Docket No. 980000A-SP). Similarly, using more current 

forward-looking economic cost analysis, the cost of providing residential basic local 
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telecommunications service still, on average, exceeds its price. Felz Direct Testimony at Exhibit 

JMF-3. 

7. Sprint’s intrastate switched network access rates in effect today are rates which 

were initially established by the Commission prior to the 1995 Florida Telecommunications Act 

(“1 995 Act”), except for the reductions required by the 1995 Act and Chapter 98-277, Section 4, 

Laws of Florida. Sprint’s intrastate switched network access rates were initially established by 

the Commission in 1983, without regard to cost, to replicate the significant contribution flowing 

to the local exchange companies from intrastate toll revenues through the division of 

revenuedtoll settlements process. See Order No. 12765, Docket No. 820537-TP, issued 

December 9, 1983, at page 6. Intrastate switched network access charges were then, and have 

continued to be, the major source of intersewices cross-subsidy. Even though intrastate switched 

network access rates were reduced through a series of devices on a LEC-by-LEC basis 

subsequent to 1983, but prior to the 1995 Act, rarely were the access rate reductions offset by 

increases in residential basic local service rates. In one situation in which the Commission was 

presented with an opportunity to reduce intrastate switched network rates, the Commission 

declined the opportunity and reduced residential basic local telecom~i~unicatioiis service rates 

instead. See In re: Investigation into Earnings uf Central Telephone CumpaIiy of Florida, 

Docket No. 861361-TL, Order No. 17783, issued June 30, 1987. 

8. The level of intrastate switched network access charges was designed by the 

Conimission “to maintain the financial viability of the LECs while maintaining universal 

service.” Id. page 7 .  “Maintaining Universal Service” means that residential basic local 

telecommunications service prices have been set as low as possible without regard to whether the 

prices cover cost. In other words, it has been standard regulatory policy that the contributions 

provided by intrastate switched network access rates and other non-basic services are to be used 
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to subsidize residential basic local telecommunications service prices. Gordon Amended Direct 

Testimony at 

marginally maintainable as long as the LECs maintained a local monopoly. 

19-23. This policy of interservices cross-subsidies, while controversial, was 

Staihr Direct 

Testimony at 4. But, when the 1995 Act opened the LEC's local markets to competition, this 

policy of interservices cross-subsidies became a serious roadblock to the development of a 

competitive residential local market. 

9. Consequently, Florida, today, finds itself in the difficult situation of trying to 

encourage residential local competition, but where the competitors have to compete against 

residential local service prices that are well below cost, are heavily subsidized by over-priced 

intrastate switched network access rates; and which provide insufficient margins to attract 

competition. The Florida Legislature, in recognition of this dilemma, enacted the 2003 Act to 

provide a mechanism for moving past these historical regulatory policies, thereby making the 

residential local service market more attractive to competitors. It is within the context of the 

2003 Act that Sprint files this Amended Petition. The balance of this Amended Petition 

summarizes how the testimony and exhibits being proffered in support of the Amended Petition 

deinonstrate that granting the Amended Petition nieets the letter and spirit of the 2003 Act. 

11. Granting Sprint's Amended Petition Will Remove Current Support 
for Basic Local Telecommunications Services that Prevents the 
Creation of a More Attractive, Competitive Local Exchange 
Market for the Benefit of Residential Consumers 

A. Intrastate Switched Network Access Rates are Providing Support 
for Sprint's Residential Basic Local Telecommunications Services 

10. It is without question that Sprint's intrastate switched network access rates have 

been set by the Commission and the Legislature at levels to support Sprint's below-cost 

residential basic local. telecommunications services. Currently, Sprint's intrastate composite 

switched network access rate provides over $142 million per year in contribution to support 
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below-cost residential basic local telecommunications service rates. In passing the 1995 Act, the 

Florida Legislature went so far as to protect the ILECs’ intrastate switched network access 

revenue stream by setting the switched network access rates in the statute and prohibiting CLECs 

from knowingly temiinating toll calls over local interconnection facilities without paying the 

appropriate access charges. See Section 364.16(3), Florida Statutes. The Legislature’s goal of 

preventing such arbitrage was to preserve the ILECs’ ability to maintain universal service 

support. In 1995, the Commission ultimately determined that for the foreseeable future each 

TLEC should bear its own universal. service support burden through its existing services and rate 

structure. In re: Determination of Funding for Universal Senlice and Carrier of Last Resort 

Responsibilities, Docket No. 950696, Order No. PSC-95- 1 592-FOF-TP, issued December 27, 

1995, at page 20. 

11. Sprint’s intrastate switched network access rates (combined - originating and 

teiminating) have been reduced from a high of approximately $0.24 per minute in 1984 to 

approximately $0.104 per minute today. Sprint’s interstate switched network access rates, which 

are set by the Federal Communications Commission (“FCC”), have been reduced to 

approximately $0.013 per minute as of January 1, 2003. As defined in the 12003 Act, “parity” is 

the company’s intrastate switched network access rate equal to its interstate switched network 

access rate in effect on January 1, 2003. See Section 364.164(5). In other words, by granting 

this Petition, Sprint’s combined intrastate switched network access rate will decline from 

approximately $0.104 per minute to about $0.013 per minute. Even at this new price, Sprint‘s 

intrastate switched network rate will still exceed Sprint’s forward-looking economic cost of 

$0.004475 per minute of use (Dickerson Direct Testimony at Exhibit KWD-2, page 4), and will 

continue to support below-cost residential basic local service. 
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12. Reducing Sprint's intrastate switched network access rates to interstate parity 

(from approximately $0.104 per minute to approximately $0.013 per minute) will result in the 

elimination of approximately $142 million per year in universal service support. Felz Amended 

Direct Testimony at Exhibit JMF-9. Based upon Sprint's forward-looking economic costs, 

Sprint's residential access lines are provided at a cost of $30.46 per month. Dickerson Direct 

Testimony at Exhibit KWD-2, page 2. Sprint's current residential basic service rate (weighted 

average) is $9.98 per month, per access line. Adding the Subscriber Line Charge (SLC) of $6.50 

per line, per month, Sprint's residential basic access line revenue is $16.48 per month, versus the 

cost of $30.46. Felz Amended Direct Testimony at Exhibit JMF-3. This means that Sprint is 

experiencing a negative contribution amount of $13 -98 per residential access line, per month, or 

a total annual shortfall from providing residential access lines at current rates well in access of 

$142 million per year. 

B. Current Support for Residential Basic Local Telecommunications 
Services Prevents the Creation of a More Attractive, 
Competitive Residential Local Exchange Market 

13. The Act makes it clear that it is level of support from intrastate switched network 

access rates which is to be addressed in any petition filed pursuant to the Act. This is because it 

is switched network access rates that are to be reduced in a revenue neutral manner. Section 

364.164( l), Florida Statutes. The current level of support for residential basic local 

telecommunications services provided by Sprint's intrastate switched network access rates 

prevents the creation of a more attractive, competitive residential local market. That this is so is 

evident from a,) the level of competition in Florida for business customers compared to the level 

of competition for residential customers and b.) the level of residential competition in other 

states in which residential basic local telecommunications senrice rates are not so heavily 

supported. For example, in Florida, where business local services are priced well above cost, the 
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level of CLEC penetration is remarkable - approaching 30 percent of the business access lines. 

In comparison, the level of CLEC penetration in the residential local market is markedly lower - 

somewhere around 7 percent of the residential access lines. The difference in CLEC penetration 

levels can be attributed to the fact that Sprint's price for a business local access line is well above 

Sprint's cost to provide it - thereby creating attractive margins for CLECs - while Sprint's 

residential basic local access lines are saddled with historical regulatory prices that produce a 

negative contribution and a negative attractiveness to the CLECs. Staihr Direct Testimony at 4. 

14. The CLECs' current lack of incentives for providing local service to Sprint's 

residential customers is further confirmed by comparing the residential basic local service rates 

in other states with the level of residential competition in those other states. In many of the other 

states in which residential basic local service competition is greater than what Sprint is 

experiencing in Florida, residential basic local services are priced closer to cost and, therefore, 

are not receiving the same high level of support from intrastate switched network access services 

as is occurring in Florida. Felz Amended Direct Testimony at 10; Gordon Amended Direct 

Testimony at 12-14. Competition is more likely where basic local service rates are more aligned 

with the cost of provisioning and less dependent upon interservice cross-subsidies, Staihr Direct 

Testimony at 5 and 7. It is worth noting that, upoii the implementation of the reduction in 

intrastate switched network access rates to interstate parity in a revenue neutral maimer, Sprint's 

residential basic local service prices will still be lower than the residential basic service prices in 

many other states. But, the movement in Sprint's Florida residential basic local service prices 

will send a clear signal to the CLECs that there are significant financial benefits available in 

serving the residential basic local service market. Staihr Direct Testimony at 6. 

C. Removal of the Current Level of Support for Residential 
Basic Local Telecommunications Services Will Create a 
More Attractive, Competitive Local Exchange Market for 
the Benefit of Residential Customers 
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15. Those telecommunications consuiners - both business and residential - who are 

experiencing robust local competition are the beneficiaries of that competition in the form of 

consumer choice of services, bundles of services, pricing packages and technologies. Staihr 

Direct Testimony ,at 1 5- 16. The full benefits of residential local service competition will occur 

only when the residential local service market is not distorted by the presence of supported 

residential basic local service prices. Staihr Direct Testimony at 6; Gordon Amended Direct 

Testimony at 24-26. 

16. More closely aligning residential basic local service prices with the fonvard- 

looking economic costs will serve to jump-start residential local competition in Florida. It can be 

expected that Sprint's residential local telecommunications service customers will thereby benefit 

from the availability of competitive local service providers offering a variety of services, 

packages of services, innovative pricing options and new technology. Gordon Amended Direct 

Testimony at 38-39. Although residential local competition will not happen overnight or come 

to all markets at the same time or in the same form, residential local competition will happen and 

will grow when the econoinics of competing are made more attractive to inore competitors. As 

the process goes forward, more and more residential local service users will receive the benefits 

of competition. Staihr Direct Testimony at 8- 10. 

17. Because much of the territory served by Sprint is not a densely populated urban 

service territory, it is not certain that under current basic local service prices, the benefits of 

residential local service competition will immediately come to each of Sprint's customers. Yet, 

the evidence unquestionably denionstrates that residential competition will come as the result of 

granting Sprint's Amended Petition. Likewise, the evidence also demonstrates that competition 

in the less urban residential markets is not likely to ever materialize if Sprint's Amended Petition 

is not granted. Granting Sprint's Amended Petition will provide the impetus for CLECs and 
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other entrants to serve all Sprint's residential markets - wherever located - with new, different 

technologies, such as voice over intemet protocol ("VOIP"), broadband over power lines 

("BPL"), and fixed wireless services. 

- The cable TV industry is currently conducting voice telephony trials using the 

VOIP transmission technology over cable TV lines and cable modems. Because 

of the extensive availability of cable TV networks, especially in residential areas, 

including rural areas, the cable TV infrastructure is readily available to provide 

voice telephony using VOIP transmission technologies. Staihr Direct Testimony 

at 9. 

- The electrica1 power industry, including Florida electric utilities, are currently in 

trials using BPL technology to provide broadband services to consumers using the 

existing electrical grid. BPL technology is adaptable to also providing voice 

telephony. Again, because of the ubiquitous presence of the existing electric grid, 

BPL is a readily available alternative on a widespread basis to Sprint's local 

exchange telecommunications network and could be a significant competitive 

threat to its residential voice telephony, as well as data services. Staihr Direct 

Testimony at 9. 

There are a number of firms throughout the nation that are providing wireless 

services in less urban areas in competition with the ILECs. Given the proper 

financial incentives - including the ability to serve the less urban areas' 

profitability, these wireless firms can and will serve residential local customers in 

Sprint's rural areas as an altemative to wireline-based technologies. Staihr Direct 

Testimony at 9- 1 0. 
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18. Infrastructure investment is contemplated by the federal 1996 Act and is an 

integral aspect of Florida's 2003 Act. With competition entering the residential local 

telecommunications service markets - urban, suburban and rural - on a large scale basis, there 

will be a substantial increase in infrastructure investment by the CLECs and by Sprint as well. In 

order to be able to compete successfully and efficiently in the residential market, Sprint will need 

to upgrade its network, including facilities and switches. Staihr Direct Testimony at 14. As just 

discussed, the competitors' infrastructure investment will come in several forms, including 

wireline, wireless, cable TV and electric power lines. As an additional benefit froni stimulating 

local competition, the CLECs and Sprint's infrastructure investinelit activity will tend to create 

new, high-tech jobs and will tend to provide an infusion of capital-spending dollars into Florida's 

economy. Gordon Amended Direct Testimony at 32-34. 

19. Making the residential local market inore attractive to competitors is not the only 

benefit that Sprint's residential local service users will. experience fi-om granting Sprint's 

Amended Petition. Sprint's residential local service custoniers who subscribe to a major 

interexchange carrier (IXC) for their toll services will see a significant benefit from granting 

Sprint's Amended Petition. Felz Amended Direct Testimony at 27; Staihr Direct Testimony at 

14. As required by the 2003 Act, each IXC that experiences expense savings from the reduction 

of intrastate switched network access rates must pass all of those savings on to their customers in 

the fomi of: 3.) eliminating any ''instate connection fee" by January 1, 2006; and b.) reducing 

intrastate toll rates. Section 364.163(2), Florida Statutes. 

20. The ''instate connection fee," which amounts to about $1.90 per month, is 

collected by several, major IXCs from many of their toll customers, regardless of the customers' 

level of toll usage. Thus, every residential toll customer paying the ''instate connection fee" will 

see a reduction and eventual elimination of that $1.90 fee, regardless of how many or how few 
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toll calls the residential consumer makes each month. Felz Amended Direct Testimony at 26- 

27; Staihr Direct Testimony at 14. Thereafter, the IXCs' per-minute toll rates must be reduced to 

flow-through any residual intrastate switched network access rate reduction amounts. 

2 1. Sprint will also provide its customers in outlying areas with additional benefits by 

reducing some extended calling service (ECS) charges, thereby effectively increasing those 

residential customers' flat-rate calling scope. These customers have long wanted the ability to 

have flat-rate calling opportunities with other Sprint customers with whom they have a 

coininunity of interest. By bringing the residential basic local service prices more in line with 

costs, the past cost-disincentives will be greatly reduced, thereby making it more financially 

justifiable to provide these customers' with reduced charges in the form of a five (5)-free-call 

allowance. Felz Amended Direct Testimony at 26. 

22. Also of importance in assessing the impact of granting Sprint's Amended Petition 

is the protection the 2003 Act provides for Florida's economically disadvantaged residential local 

service subscribers. Under the 2003 Act, any increases in residential basic local 

telecommunications service rates authorized by granting Sprint's Amended Petition will not 

apply to Sprint's Lifeline subscribers during the period that Sprint's intrastate switched network 

access rates are being reduced to interstate parity in a revenue neutral manner. Section 

364.10(3)(c). Sprint is also committing, as part of its plan, to exempting its Lifeline subscribers 

from the effects of granting Sprint's Amended Petition for a period of three (3) years (at least 

through the first quarter, 2007). Felz Amended Direct Testimony at 27-28. 

111. Granting Sprint's Amended Petition Will Induce Enhanced Market Entry 

23. Granting Sprint's Amended Petition will induce enhanced market entry. 

Realigning access and basic local service prices closer to their costs will send a powerful signal 

to the CLECs who have otherwise been reluctant to serve the residential local service market. 
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Once the competitors are convinced that serving Sprint's residential local service markets is more 

in line with their economic interest, aiid once the entrants make the necessary infrastructure 

investment to serve the residential local service markets, residential local service consumers will 

see an array of enhanced services, bundles of services and technologies from which they can pick 

and choose at prices dictated by the marketplace. Gordon Amended Direct Testimony at 38-39; 

Staihr Direct Testimony at 8- IO. 

IV. Granting Sprint's Amended Petition Will Result in Intrastate Switched Network 
Access Rate Reductions to Parity Over a Period of Two Years 

24. The 2003 Act provides that Sprint has the flexibility to determine the time period 

over which it may implement its intrastate switched network access rate reductions, so long as 

the reductions are revenue neutral to Sprint and are achieved between two (2) years aiid four (4) 

years. Sprint is designating three annual reductions over a two-year time period, beginning in 

the first quarter 2004, and concluding in the first quarter 2006, to accomplish the revenue neutral 

intrastate switched network access reductions. Felz Amended Direct Testimony at 17- 19. By 

implementing the reductions over a two-year timeframe, Sprint will signal its competition that 

the residential local service market will be an attractive market sooner rather than later, and that 

the competitors can commence their infrastructure investment now rather than years fi-om now. 

Gordon Amended Direct Testimony at 16-17; Felz Amended Direct Testimony at 26. In this 

way, residential local service users will receive the benefits of a competitive market in a 

relatively short timeframe, furthering the overarching purpose of the 2003 Act to promote 

competition. 

25. Sprint recognizes that by implementing the intrastate switched network access 

reductions over a two-year period, as opposed to a longer period, the size of each annual basic 

local telecommunications service rate adjustment will therefore be larger each year. 

Consequently, as noted previously, in order to provide additional benefits to its residential 
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customers (especially those customers most likely to feel the impact of the basic local service 

price increases), Sprint will commit to the following steps: 

a) eliminatelreduce the charge paid by basic local telecommunications service 

customers for certain extended calling service (ECS) and extended area service 

(EAS) routes by providing a five-free-call allowance; and 

exempt Lifeline service subscribers from basic local telecommunication service 

price increases associated with the rate rebalancing for three (3) years from the 

grant of the Amended Petition (at least though the first quarter 2007). See Felz 

Amended Direct Testimony at 27-28. 

b) 

V. Granting Sprint’s Amended Petition Will Be Revenue Neutral 

26. The 2003 Act mandates that Sprint must reduce its intrastate switched network 

access rates in a revenue neutral manner. The mechanism for achieving revenue neutrality is set 

forth in the statute. See Sectioiis 364.144(4) and (7), Florida Statutes. Simply stated, the 

revenue neutrality requirement means that the intrastate switched network access rate reductions 

made by Sprint must be offset by increases in Sprint’s basic local service ratesn2 In this regard, as 

stated previously, Sprint’s reduction of its intrastate switched network access rate from a 

combined $0.104 per minute to parity with its interstate switched network access rate in effect on 

January 1,2003, of $0.013 per minute, will, based upon current annual units, result in a reduction 

in Sprint’s intrastate revenues by approximately $142 million. 

27. Sprint will offset the annual $142 million shortfall by increasing its residential 

and single-line business basic local telecommunications service rates in three annual increments 

over a two year period concluding in the first quarter, 2006. Based upon current annual basic 

local service units, Sprint will increase residential basic local service rates by $2.95 per month in 

Basic local service rates include the monthly recurring rates for residential and single-line business basic 
local telecommunications service and non-recurring charges associated with the installation and 
connection of these services. 
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2004, by $2.75 per month in 2005, and by $1.16 per month in 2006. The exact date of the first 

and subsequent annual increases will be dependent upon when the Commission grants Sprint's 

Amended Petition. Even with these increases, the monthly price of residential basic local service 

will, on average, still be below the average monthly cost of $30.46 per access line. Dickerson 

Direct Testimony at Exhibit KWD-2, page 2. In addition, as required by the 2003 Act, Sprint 

will recover a portion of the revenue offset requirement from basic local service connection fees. 

Felz Amended Direct Testimony at 23. 

28. Sprint will also increase its single-line business basic local service rates in three 

annual increments over a two-year period concluding in the first quarter, 2006; by an average of 

$2.70per month in 2004, $2.40 in 2005, and $.90 per nionth in 2006. Felz Amended Direct 

Testimony at 22. Sprint's current average single-line business access line revenue of $27.6& per 

month, including the $6.50 per month SLC, exceeds Sprint's average cost of providing single- 

line business basic local service. By 

recovering a portion of Sprint's intrastate switched network access reduction amount from single- 

line business basic local telecommunications customers, even though those service rates already, 

on average, cover costs, Sprint is actually shifting away a portion of the access revenue reduction 

impact which otherwise would need to be recovered from Sprint's residential basic local 

telecominunications service customers. 

Felz Amended Direct Testimony at Exhibit JMF-4. 

29. Sprint has elected, in its Amended Petition, to increase its basic local services 

prices in a graduated manner over the two-year period because Sprint continues to believe that it 

is important to eliminate the non-cost-based component of its intrastate switched network access 

rate as quickly as possible. This principle drives, in part, the size of the resulting first of three 

annual basic local service price increases. The size of each of the remaining two annual 

switched access rate decreases and resulting basic local service price increases a1 so reflects 
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Sprint's efforts to fulfill the underlying goal of the legislation to enhance the creation of a more 

competitive local market for the benefit of residential consumers as quickly as possible. Felz 

Amended Direct Testimony at 25.  

30. Although the annual intrastate switched network access rate will be Icnown, the 

actual amount of the basic local telecommunication service revenue annual offset will be 

dependent upon the size of the intrastate switched network access revenue reduction. This 

amount will be calculated by multiplying each aimual intrastate switched network access per 

minute rate reduction by the number of intrastate switched network access minutes of use for the 

most recent, available 12-month period at the time the rate adjustments are made. Felz Amended 

Direct Testimony at Amended Exhibit JMF- 1 1. Also, the amount of any annual rate increase to 

be applied to a given basic local telecommunications rate element will be dependent upon several 

factors, including the 2003 Act's provision that not all of the offset is to be recovered from the 

basic montlily recurring rate. Felz Amended Direct Testimony at Amended Exhibit JMF- 12. 

Other factors impacting the amount of the adjustment might include the cost/revenue relationship 

of the basic service rate element and the niost recent 12-month number of units of the basic 

service rate element. Felz Amended Direct Testimony at 24. 

VI. ConcIusion 

31. The 2003 Act creates the mechanism by which residential local competition can 

become a reality in Florida. The key to that reality is the reduction of the considerable local 

residential service price support being provided by over-priced intrastate switched network 

access in a revenue neutral manner. By shifting the cost recovery to the cost-causers, namely, to 

basic local service customers, it follows that competitors will enter Sprint's local market to serve 

a broader number of residential customers with a variety of innovative technologies, services and 

pricing choices. Competition will allow the market, rather than regulation, to determine these 
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technologies, services and pricing choices. As noted by Govemor Bush in his May 23, 2003, 

transmittal letter approving the 2003 Act: 

I am certain that this legislation will allow all Floridians to 
experience greater options, so that, ultimately, local phone 
customers will have the opportunity to access new technology and 
be offered the level of choice and quality that is now commonplace 
in long distance services and cellular phone plans. 

As demonstrated by the accompanying testimony and exhibits, granting Sprint's Amended 

Petition will bring the full benefits of competition to Florida's residential consumers as 

contemplated by the 2003 Act. 

WHEREFORE, having demonstrated, through this Amended Petition and the 

accompanying testimony and exhibits, that the criteria to be considered by the Commission, 

pursuant to Section 364.164( l)(a)-(d), Florida Statutes, have been fully addressed and satisfied, 

Sprint requests that the Commission grant this Amended Petition and authorize Sprint to reduce 

its intrastate switched network rates to interstate parity in a revenue neutral manner. 
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BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION 

IN RE: SPRINT-FLORIDA, INCORPORATED’S 
PETITION TO REDUCE INTRASTATE DOCKET NO.: 030868-TL 
SWITCHED NETWORK ACCESS RATES TO 
INTERSTATE PARITY IN A REVENUE 
NEUTRAL MANNER PURSUANT TO 
SECTION 364.164( l), FLORIDA STATUTES 

FILED: October I ,  3003 

I 

SPRINT-FLORIDA, INCORPOR4TED’S “ V I  li=NDED -PETITION TO 
REDUCE INTRASTATE SWITCHED NETWORK ACCESS RATES 
TO INTERSTATE PARITY IN A REVENUE NEUTRAL MANNER 

Sprint-Florida, Incorporated (“Sprint”), pursuant to Rule 28- 106.104, Floiida 

Administrative Code, rmd Section 364.1 64(1), Florida Statutes, and purs~tant to the directions 01’ 

the C:ox-imissioii at its September 30, 2003 A~zeud; i  Confei-encc, sulxnits its j111nended pEetitions 

!Q the Florida Public Service Cormnissioii (“Commission”) to reduce its intrastate switched 

network access rates to interstate parity in a revenue neutral manner, stating as follows: 

1. Petitioner is a local exchange telecommunications conipany (“ILEC”) as that temi 

is defined in Section 364.02, Florida Statutes. Petitioner’s name, address and telephone number 

are: 

Sprint-Florida, Incorporated 
c/o Ben Poag 
P. 0. Box 2214 
Tallahassee, FL 323 16-22 14 
(850)  599-1029 

2. All pleadings, filings and orders shall be directed on behalf of Sprint-Florida, 

Incorporated to: 

John P. Fons, Esq. 
Ausley & McMullen 
P. 0. Box 391 
Tallahassee, FL 32302 

Susan Masterton, Esq. 
Sprint-Florida, Incorporated 
P. 0. Box 2214 
Tallahassee, FL 323 16 



, 

3. The Florida Tele-Competition Innovation and Infrastructure Enhancemelit Act 

("2003 Act"), which became effective on May 23, 2003, authorizes the Commission to grant the 

reduction of intrastate switched network access rates charged by a local exchange 

telecommunications company in a revenue neutral manner upon the filing of a petition by a local 

exchange telecommunications company and upon consideration of whether granting the petition 

Remove current support for basic local telecommunications services that prevents 

the creation of a more attractive, competitive local exchange market for the 

benefit of residential consumers; 

Induce enhanced market entry; 

Require intrastate switched network access rate reductions to parity over a period 

of not less than 2 years or more than 4 years; and 

Be revenue neutral as defined in subsection (7) within the revenue category 

defined in subsection (2). 

See Section 364.164(1), Florida Statutes 2003. 

4. Sprint's ~ ~ ~ ~ ~ ~ ~ ~ d - _ P e t i t i o i i ,  and associated mi ei1decl- testimony and exhibits 

accompanying this Aniciided Petition,' ~ g ~ c t l i c r  u s i t &  the associatcd t<Stbiony u i c l  cshibi ts 

111111 xconipanyji~,q Sprint's origingi Pctition dated August 27, 3)!& incorporated herein by this 

reference, address and fully satisfy each of the provisions of the 2003 Act to be considered by the 

Commission. The evidence presented by Sprint demonstrates that reducing intrastate switched 

This Anwnded Petition is supported by the atiieiided testimony and ainttndcd exhibits sponsored by 
John M. Felz, Kwd %. . 1  U,rm k . Stathi- and the aiiiended testmonj. of Dr. Kenneth Gordon 
togcthcr ivith tht. testimony and cshibits of Kent W. D i c . 1 ; ~ ~  and Dr. Brian Stailit-, and thc cshibits or 
Jolin M. Feir  not aiueiided by this filing, f~leci August 77,  2003. Dr. Gordon has prepared revised direct 
testimony and exhibits on behalf of Sprint and BellSouth Telecomimnications, Inc. ("Bell South") and 
Verizon Florida, Inc. ("Verizon"). The citations will be to the witness' direct, or aincnded direct. 
testimony at a given page or to the exhibits referenced in that direct testimony; such as Felz Anwnded 
Direct Testimony at -, or Dickerson Direct Testimony at Exhibit KWD--. 
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access rates to interstate parity in a revenue neutral manner over a two-year period will achieve 

the goals of the 2003 Act by removing current support for basic local telecommunications 

services that prevents the creation of a more attractive, competitive local exchange market for the 

benefit of residential consumers, and by inducing enhanced market entry. 

r. Introduction 

5. The areas served by Sprint are predominantly non-urban, with lower customer 

density levels and higher costs per end user access line than its larger Florida ILEC neighbors, 

BellSouth Telecommunications, Inc. (“BellSouth”) and Verizon Florida, Inc. (“Verizon”). 

Sprint offers subscribers within its service areas - many of which areas are non-contiguous areas 

- a variety of basic and non-basic telecommunications services, the prices or rates of which have 

been established by or approved by the Commission. 

6. Until 1996, when Sprint elected price regulation, the prices for Sprint’s residential 

basic local telecommunications service were set by the Comiiiission using residual ratemaking 

principals which ignore the cost of provisioning as a factor in setting prices. Since 1996, any 

residential basic price increases have been made pursuant to a statutory index formula of 

inflation minus 1 percent. See Section 364.05 1(3), Florida Statutes. As reflected in cost studies 

approved by the Commission in 1998, the prices established by the Commission for Sprint’s 

residential basic local telecommunications services do not, on average, cover the cost of 

providing residential basic Report of the Floridcr Pziblic 

Service Cunzmission on the Relationships Among the Costs and Charges Associated with 

Providing Basic Local Service, Intrastate Access, and Other Services Provided by Local 

Exchange Companies, in ConipEiance with Chapter 98-277, Section 2(1), Laws uf Floi-ida, Vol. 

1, pp. 9-10, February 15, 1999 (Docket No. 980000A-SP). Similarly, using more current 

forward-looking economic cost analysis, the cost of providing residential basic local 

local telecommunications service. 
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telecoiiiinunications service still, on average, exceeds its price. Felz Direct Testimony at Exhibit 

JMF-3. 

7.  Sprint’s intrastate switched network access rates in effect today are rates which 

were initially established by the Commission prior to the 1995 Florida Teleconimunications Act 

(“1995 Act”), except for the reductions required by the 1995 Act and Chapter 98-277, Section 4, 

Laws of Florida. Sprint’s intrastate switched network access rates were initially established by 

the Commission in 1983, without regard to cost, to replicate the significant contribution flowing 

to the local exchange companies from intrastate toll revenues through the division of 

revenues/toll settlements process. See Order No. 12765, Docket No. 820537-TP, issued 

December 9, 1983, at page 6. Intrastate switched network access charges were then, and have 

continued to be, the major source of interservices cross-subsidy. Even though intrastate switched 

network access rates were reduced through a series of devices on a LEC-by-LEC basis 

subsequent to 1983, but prior to the 1995 Act, rarely were the access rate reductions offset by 

increases in residential basic local service rates. In one situation in which the Commission was 

presented with an opportunity to reduce intrastate switched network rates, the Commission 

declined the opportunity and reduced residential basic local teleconiinunications service rates 

instead. See In re:: Investigation into Earriirzgs qf Ceiitral Telephone Conipuny of Floi-idu, 1 
Docket No. 661361-TL, Order No. 17783, issued June 30, 1987. 

8. The level of intrastate switched network access charges was designed by the 

Commission “to maintain the financial viability of the LECs while maintaining universal 

service.” Id. page 7. “Maintaining Universal Service” means that residential basic local 

telecoiniiiunications service prices have been set as low as possible without regard to whether the 

prices cover cost. In other words, it has been standard regulatory policy that the contributions 

provided by intrastate switched network access rates and other non-basic services are to be used 
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to subsidize residential basic local telecommunications service prices. Gordon Aineiided Direct 

Testimony at 4-8-X 1 9-23. This policy of interservices cross-subsidies, while controversial, was 

marginally maintainable as long as the LECs maintained a local monopoly. Staihr Direct 

Testimony at 4. But, when the 1995 Act opened the LEC's local markets to competition, this 

policy of interservices cross-subsidies became a serious roadblock to the development of a 

competitive residential local market. 

9. Consequently, Florida, today, finds itself in the difficult situation of trying to 

encourage residential local competition, but where the competitors have to coiiipete against 

residential local service prices that are well below cost, are heavily subsidized by over-priced 

intrastate switched network access rates; and which provide insufficient margins to attract 

competition. The Florida Legislature, in recognition of this dilemma, enacted the 2003 Act to 

provide a mechanism for moving past these historical regulatory policies, thereby malting the 

residential local service market more attractive to competitors. It is within the context of the 

2003 Act that Sprint files this Anieiidet! Petition. The balance of this Ainended Petition 

summarizes how the testimony and exhibits being proffered in support of the Aniended Petition 

demonstrate that granting the Amended Petition meets the Tetter and spirit of the 2003 Act. 

11. Granting Sprint's Amended Petition Will Remove Current Support+ 
__ for _I Basic Local Telecommunications Services that Prevents the 
Creation of a More Attractive, Competitive Local Exchange 
Market for the Benefit of Residential Consumers 

A. Intrastate Switched Network Access Rates are Providing Support 
for Sprint's Residential Basic Local Telecommunications Services 

It is without question that Sprint's intrastate switched network access rates have 

been set by the Commission and the Legislature at levels to support Sprint's below-cost 

residential basic local telecommunications services. Currently, Sprint's intrastate composite 

switched network access rate provides over $142 million per year in contribution to support 

10. 
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below-cost residential basic local telecommunications service rates. In passing the 1995 Act, the 

Florida Legislature went so far as to protect the ILECs’ intrastate switched network access 

revenue stream by setting the switched network access rates in the statute and prohibiting CLECs 

from knowiiigly terminating toll calls over local interconnection facilities without paying the 

appropriate access charges. See Section 364.16(3), Florida Statutes. The Legislature’s goal of 

preventing such arbitrage was to preserve the ILECs’ ability to maintain universal service 

support. In 1995, the Commission ultimately determined that for the foreseeable future each 

ILEC should bear its own universal service support burden through its existing services and rate 

structure. hi re: Determination uf Funding for UIiiversaI Senlice and Cai-i.ie7- uf Last Resort 

Respmsibilities, Docket No. 950696, Order No. PSC-95-1592-FOF-TP, issued December 27, 

1995, at page 20. 

1 1. Sprint’s intrastate switched network access rates (combined - originating and 

teiminating) have been reduced from a high of approximately $0.24 per iiiiiiute in 1984 to 

approximately $0.104 per minute today. Sprint’s interstate switclied network access rates, which 

are set by the Federal Communications Commission (“FCC”), have been reduced to 

approximately $0.013 per minute as of January 1, 2003. As defined in the 2003 Act, “parity” is 

the company’s intrastate switched network access rate equal to its interstate switched network 

access rate in effect on January 1, 2003. See Section 364.164(5). In other words, b y  granting 

this Petition, Sprint’s combined intrastate switched network access rate will decline from 

approximately $0.104 per minute to about $0.013 per minute. Even at this new price, Sprint’s 

intrastate switched network rate will still exceed Sprint’s forward-looking economic cost of 

$0.004475 per minute of use (Dickerson Direct Testimony at Exhibit KWD-3, page 4), and will 

continue to support below-cost residential basic local service. 
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12. Reducing Sprint's intrastate switched network access rates to interstate parity 

(from approximately $0.104 per minute to approximately $0.013 per minute) will result in the 

eliiiiination of approximately $ I42 inillion per year in universal service support. Felz Ainended 

Direct Testimony at Exhibit JMF-9. Based upon Sprint's forward-looking econoniic costs, 

Sprint's residential access lines are provided at a cost of $30.46 per month. Dickerson Direct 

Testimony at Exhibit KWD-2, page 2. Sprint's current residential basic service rate (weighted 

average) is $9.98 per month, per access line. Adding the Subscriber Line Charge (SLC) of $6.50 

per line, per month, Sprint's residential basic access line reveiiue is $16.48 per month, versus the 

cost of $30.46. Felz A t ~ i ~ i ~ d c ' d  .Direct Testimony at Exhibit JMF-3. This means that Sprint is 

experiencing a negative contribution amount of $13.98 per residential access line, per month, or 

a total annual shortfall from providing residential access lines at current rates well in access of 

$142 million per year. 

B. Current Support for Residential Basic Local Telecommunications 
Services Prevents the Creation of a More Attractive, 
Competitive Residential Local Exchange Market 

13. The Act makes it clear that it is level of support froin intrastate switched network 

access rates which is to be addressed in any petition filed pursuant to the Act. This is because it 

is switched network access rates that are to be reduced in a revenue neutral manner. Section 

343.164( l), Florida Statutes. The current level of support for residential basic local 

telecommunications services provided by Sprint's intrastate switched network access rates 

prevents the creation of a more attractive, competitive residential local market. That this is so is 

evident from a.) the level of competition in Florida for business customers compared to the level 

of competition for residential customers and b.) the level of residential competition in other 

states in which residential basic local telecominunications service rates are not so heavily 

supported. For example, in Florida, where business local services are priced well above cost, the 
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level of CLEC penetration is remarkable - approaching 30 percent of the business access lines. 

In comparison, the level of CLEC penetration in the residential local market is markedly lower - 

somewhere around 7 percent of the residential access lines. The difference in CLEC penetration 

levels can be attributed to the fact that Sprint's price for a business local access line is well above 

Sprint's cost to provide it - thereby creating attractive margins for CLECs - while Sprint's 

residential basic Iscal access lines are saddled with historical regulatory prices that produce a 

negative contribution and a negative attractiveness to the CLECs. Staihr Direct Testimony at 4. 

14. The CLECs' current lack of incentives for providing local service to Sprint's 

residential customers is further confimied by comparing the residential basic local service rates 

in other states with the level of residential competition in those other states. In many of the other 

states in which residential basic local service coinpetition is greater than what Sprint is 

experiencing in Florida, residential basic local services are priced closer to cost and, therefore, 

are not receiving the same high level of support from intrastate switched network access services 

as is occurring in Florida. Felz Anisnded Direct Testimony at 10; Gordon Amelided Direct 

Testimony at 4-4--€2 12-1 4. Competition is more likely where basic local service rates are more 

aligned with the cost of provisioning and less dependent upon interservice cross-subsidies. 

Staihr Direct Testimony at 5 and 7. It is worth noting that, upon the implementation of the 

reduction in intrastate switched network access rates to interstate panty in a revenue neutral 

maimer, Sprint's residential basic local service prices will still be lower than the residential basic 

service prices in many other states. But, the movenieiit in Sprint's Florida residential basic local 

service prices will send a clear signal to the CLECs that there are significant financial benefits 

available in serving the residential basic local service market. Staihr Direct Testimony at 6. 

C. RemovaI of the Current Level of Support for Residential 
Basic Local Telecommunications Services Will Create a 
More Attractive, Competitive Local Exchange Market for 
the Benefit of Residential Customers 
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15. Those telecommunications consumers - both business and residential - who are 

experiencing robust local competition are the beneficiaries of that competition in the form of 

consumer choice of services, bundles of services, pricing packages and technologies. Staihr 

Direct Testimony at 15-16. The full benefits of residential local service competition will occur 

only when the residential local service market is not distorted by the presence of supported 

residential basic local service prices. Staihr Direct Testimony at 6; Gordon Ainended Direct 

Testimony at 23-25 24-26 

16. More closely aligning residential basic local service prices with the foiward- 

looking economic costs will serve to jump-start residential local competition in Florida. It can be 

expected that Sprint's residential local telecominunications service customers will thereby benefit 

from the availability of conipetitive local service providers offering a variety of services, 

packages of services, innovative pricing options and new technology. Gordon &jmdgk-Direct 

Testimony at 3-7 35-39. Although residential local competition will not happen overnight or 

come to all markets at the same time or in the same foiiii, residential local competition will 

happen and will grow when the econoniics of competing are made more attractive to more 

competitors. As the process goes forward, inore and more residential local service users will 

receive the benefits of competition. Staihr Direct Testimony at 8- 10. 

17. Because much of the territory sewed by Sprint is not a densely populated urban 

service territory, it is not certain that under current basic local service prices, the benefits of 

residential local sewice competition will iniinediately come to each of Sprint's custoniers. Yet, 

the evidence unquestionably demonstrates that residential competition wi 11 come as the result of 

granting Sprint's Amcnded Petition. Likewise, the evidence also demonstrates that competition 

in the less urban residential markets is not likely to ever materialize if Sprint's Ainended Petition 

is not granted. Granting Sprint's hniendecl Petition will provide the impetus for CLECs and 
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other entrants to serve all Sprint's residential markets - wherever located - with new, different 

technologies, such as voice over intemet protocol ("VOIP"), broadband over power lines 

("BPL"), and fixed wireless services. 

The cable TV industry is currently conducting voice telephony trials using the 

VOIP transmission technology over cable TV lines and cable modems. Because 

of the extensive availability of cable TV networks, especially in residential areas, 

including rural areas, the cable TV infrastructure is readily available to provide 

voice telephony using VOIP transmission technologies. Staihr Direct Testimony 

at 9. 

The electrical power industry, including Florida electric utilities, are cull-ently in 

trials using BPL technology to provide broadband services to consuniers using the 

existing electrical grid. BPL technology is adaptable to also providing voice 

telephony. Again, because of the ubiquitous presence of the existing electric grid, 

BPL is a readily available alternative on a widespread basis to Sprint's local 

exchange telecommunications network and could be a significant conipetitive 

threat to its residential voice telephony, as well as data services. Staihr Direct 

Testimony at 9. 

There are a number of firms throughout the nation that are providing wireless 

services in less urban areas in competition with the ILECs. Given the proper 

financial incentives - including the ability to serve the less urban areas' 

profitability, these wireless firms can and will serve residential local customers in 

Sprint's rural areas as an altemative to wireline-based technologies. Staihr Direct 

Testimony at 9- 10. 
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18. Infrastructure investment is contemplated by the federal 1996 Act and is an 

integral aspect of Florida's 2003 Act. With competition entering the residential local 

telecommunications service markets - urban, suburban and rural - on a large scale basis, there 

will be a substantial increase in infrastructure investment by the CLECs and by Sprint as well. In 

order to be able to compete successfully and efficiently in the residential market, Sprint will need 

to upgrade its network, including facilities and switches. Staihr Direct Testimony at 14. As just 

discussed, the competitors' infrastiucture investment will come in several forms, including 

wireline, wireless, cable TV and electric power lines. As an additional benefit froin stimulating 

local competition, the CLECs and Sprint's infrastructure investment activity will tend to create 

new, high-tech jobs and will tend to provide an infusion of capital-spending dollars into Florida's 

economy. Gordon Ansendql-_Direct Testimony at 3-?43-32r-jl. 

19. Making the residential local market more attractive to coinpetitors is not the only 

benefit that Sprint's residential local service users will experience from granting Sprint's 

,A117un~iect __l__ll Petition. Sprint's residential local service customers who subscribe to a major 

interexchange carrier (IXC) for their toll services will see a significant benefit from granting 

Sprint's ,Anieiidcd Petition. Felz Aniendecl Direct Testimony at 24-25- 27; Staihr Direct 

Testimony at 14. As required by the 2003 Act, each IXC that experiences expense savings from 

the reduction of intrastate switched network access rates niust pass all of those savings on to lheir 

custoiiiers in the fonn of: a.) eliminating any "instate connection fee" by January 1 ,  2006; and 

b.) reducing intrastate toll rates. Section 364.163(2), Florida Statutes. 

20. The "instate connection fee," which amounts to about $1.90 per month, is 

collected by several, major IXCs from many of their toll customers, regardless of the customers' 

level of toll usage. Thus, every residential toll customer paying the "instate connection feel' will 

see a reduction and eventual elimination of that $1.90 fee, regardless of how many or  how few 
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toll calls the residential consumer makes each month. Felz Amended Direct Testimony at 3-25 

20-27; ---- Staihr Direct Testimony at 14. Thereafter, the IXCs' per-minute toll rates must be 

reduced to flow-through any residual intrastate switched network access rate reduction amounts. 

21. Sprint will also provide its customers in outlying areas with additional benefits by 

reducing some extended calling service (ECS) charges, thereby effectively increasing those 

residential customers' flat-rate calling scope. These customers have long wanted the ability to 

have flat-rate calling opportunities with other Sprint customers with whom they have a 

coniinunity of interest. By bringing the residential basic local service prices more in line with 

costs, the past cost-disincentives will be greatIy reduced, thereby making it more financially 

justifiable to provide these customers' with reduced charges in the form of a five (5)-free-call 

allowance. Felz ,4nieiided_Direct Testimony at 343. 

22. Also of importance in assessing the impact of granting Sprint's An~ciidetf Petition 

is the protection the 2003 Act provides for Florida's economically disadvantaged residential local 

service subscribers. Under the 2003 Act, any increases in residential basic local 

telecommunications service rates authorized by granting Sprint's A4nw~ded Petition will not 

apply to Sprint's Lifeline subscribers during the period that Sprint's intrastate switched network 

access rates are being reduced to interstate parity in a revenue neutral manner. Section 

364.10(3)(c). Sprint is also committing, as part of its plan, to exempting its Lifeline subscribers 

from the effects of granting Sprint's Aineiided Petition for a period ol' three (3) yearLk"-& 

i-- atlcasi -.---_I- ff11*0ii41 the fi t.st.uai-ter --..,c-...-.-.: 3007) Felz i2xi~eisded Direct Testimony at 25 27-28-. 

111. Granting Sprint's Amended Petition Will Induce Enhanced Market Entry 

23. Granting Sprint's Amended-Petition will induce enhanced market entry. 

Realigning access and basic local service prices closer to their costs will send a powerful signal 

to the CLECs who have otherwise been reluctant to serve the residential local service market. 
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Once the competitors are convinced that serving Sprint's residential local service markets is more 

in line with their economic interest, and once the entrants make the necessary infrastructure 

investment to serve the residential local service markets, residential local service consumers will 

see an array of enhanced services, bundles of services and technologies from which they can pick 

and choose at prices dictated by the marketplace. Gordon Anieiided Direct Testimony at 3-74 

___- 3s-39; Staihr Direct Testimony at 8-10, 

IV. Granting Sprint's Amended-Petition Will Result in Intrastate Switched Network 
Access Rate Reductions to Parity Over a Period of Two Years 

24. The 2003 Act provides that Sprint has the flexibility to determine the time period 

over which it may implement its intrastate switched network access rate reductions, so long as 

the reductions are revenue neutral to Sprint and are achieved between two (2) years aiid four (4) 

years. Sprint is designating thrce annual rcduc~ic~ns m~~ a two-year time period, bwinnmZ.in 

~ l i c  first clrrartcr - 2004. aiid concluding in thc firs1 c!uarter ?OOG,  to accomplish the revenue neutral 

intrastate switched network access reductions. Felz Anieiided Direct Testimony at 1 7 3 .  By 

implementing the reductions over a two-year timeframe, Sprint will signal its competition that 

the residential local service market will be an attractive market sooner rather than later, and that 

the competitors can commence their infrastructure investment now rather than years from now. 

Gordon AniencJed Direct Testimony at 4-5-46 16-1 7; Felz Aineiided Direct Testimony at 23-24 

&. In this way, resideiitial local service users will receive the benefits of a competitive market 

in a relatively short timeframe, furthering the overarching purpose of the 2003 Act to promote 

competition. 

25. Sprint recognizes that by iinpleinenting the intrastate switched network access 

reductions over a two-year period, as opposed to a longer period, the size of each annual basic 

local telecommunications service rate adjustment will therefore be larger each year. 

Consequently, as noted previously, in order to provide additional benefits to its residential 
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customers (especially those customers most likely to feel the impact of the basic local service 

price increases), Sprint will commit to the following steps: 

a) eliminateheduce the charge paid by basic local telecommunications service 

customers for certain extended calling senrice (ECS) and extended area service 

(EAS) routes by providing a five-free-call allowance; and 

exempt Lifeline service subscribers from basic local telecommunication service 

price increases associated with the rate rebalancing for three (3) years from the 

grant of the A~neiidcd Petition (at  lcast tlmueh thc first quarter 2.003). See Felz 

Aincndcd Direct Testimony at W--?dL-;S, 

b) 

V. Granting Sprint's Amended Petition Will Be Revenue Neutral 

26. The 2003 Act mandates that Sprint must reduce its intrastate switched network 

access rates in a revenue neutral manner. The mechanism for achieving revenue neutrality is set 

forth in the statute. See Sections 364.164(4) and (7) ,  Florida Statutes. Simply stated, the 

revenue neutrality requirement means that the intrastate switched network access rate reductions 

made by Sprint must be offset by increases in Sprint's basic local service rates.' In this regard, as 

stated previously, Sprint's reduction of its intrastate switched network access rate from a 

combined $0. I04 per minute to parity with its interstate switched network access rate in effect on 

January 1, 2003, of $0.01 3 per minute, will, based up011 current annual units, result in a reduction 

in Sprint's intrastate revenues by approximately $142 million. 

27. Sprint will offset the annual $142 iiiillion shortfall by increasing its residential 

and single-line business basic local telecommunications service rates in three annual incr-cmei-ds 

over %two years period conchding in the first yuartcr, 2WG. Based upon current annual basic 

local service units, Sprint will increase residential basic local service rates by $3432.95 per 

Basic local service rates include the monthly recurring rates for residential and single-line business basic 
local telecommunications service and non-recurring charges associated with the installation and 
connection of these services. 

14 



month it7kytwme- 2004, &by $ M 2 . 7 S  per month k~a=i=-hw in 2005, a i d  by $1 .10  pel- 

~ n _ o _ l ~ ~ ~ ~  in 2006. The exact date of the fii*st and sttbseclisgt anniial incre-ases will& dcpendgiL 

- upon ___I- n,bcn the Coiiigission .grants Sprint's Amended Pelition. Even with these increases, the 

monthly price of residential basic local service will, on average, still be below the average 

monthly cost of $30.46 per access line. Dickerson Direct Testimony at Exhibit KWD-2, page 2. 

In addition, as required by the 2003 Act, Sprint will recover a portion of the revenue offset 

requirement from basic local service connection fees. Felz Amei?dett Direct Testimony at 2+_23- 

28. Sprint will also increase its single-line business basic local service rates h-thrcc 

annuai -. - llll--__ incrcnicnts OVCT a two-?car pcriod c o n c l d  iiig in t1ic first quartcr, 2006; by ai1 a \ m i ~ ~ ~ - $  

$1.71MPper month m-ymr-imwmd-in 3,004, by $2.40 343.11 31M, and S.90 per month iii  3000 

Felz Aniciidsd-_ Direct Testimony at 2-4- -22. Sprint's current average single-line 

business access line revenue of $27.68 per month, including the $6.50 per month SLC, exceeds 

Sprint's average cost of providing single-line business basic local service. Felz Amcnrlcd _Direct 

Testimony at Exhibit JMF-4. By recovering a portioii of Sprint's intrastate switched network 

access reduction amount from single-line business basic local telecommunications customers, 

even though those service rates already, on average, cover costs, Sprint is actually shifting away 

a portion of the access revenue reduction impact which otlieiwise would need to be recovered 

from Sprint's residential basic local telecommunications service custoniers. 

29. Sprint has elected, in its .4meiided Peliiim, to increase jts basic. local sznsict.s 

prices-in a graduatctl m m i c r  O V C ~  the hvo-ycai- period I~ec~iust. St~~i~~._coiit iniies to bdicve that i t  

-. i s  important to e h i n a t e  lhc non-co$-based component o f  ies -intr*ast;!lc switched rictwork access 

_--- rate as quickly - as possiblc. This principle drives, in part, thc size of thc resulting ikst cfthrcc 

aimual The size O F  each of the 1-emaining two aiinual 

sn-itched access rate decreases and resulting basic local service yor-ice increases also reflects 

basic local service price increases. 

15 



, 

Sprint's eflbrts to f'ulflTI11 the underlving goal of the Jegislatim to enhance the creation or' a more 

_ _ _ -  competitive local inarltet for the benefit of residential C O I I S L L ~ ~ C ' . ~ ~  as quickly as pm5sibk. Felz 

__  .41neix1ed Direct Testimony at 25. 

S 3 0 .  Although the annual intrastate switched network access rate will be 

fiwd known, the actual amount of the basic local telecommunication service revenue annual 

offset will be dependent upon the size of the intrastate switched network access revenue 

reduction. This amount will be calculated by multiplying each annual intrastate switched 

network access per minute rate reductioii by the number of intrastate switched network access 

minutes of use for the most recent, available 12-month period at the time the rate adjustments are 

made. Felz A~nended Direct Testimony at Amendccl Exhibit JMF-11. Also, the amount of any 

annual rate increase to be applied to a given basic local telecominunicatioiis rate element will be 

dependent upon several factors, including the 2003 Act's provision that not all of the offset is to 

be recovered from the basic monthly recurring rate. Felz Aincndcd Direct Testimony at 

A tncncded Exhibit JMF-12. Other factors impacting the amount of the adjustment might include 

the cost/revenue relationship of the basic service rate element and the most recent 12-month 

number of units of the basic service rate element. Felz Anierjded Direct Testimony at 22-ZJL 1 
VI. Conclusion 

3 4 3 1 .  The 2003 Act creates the mechanism by which residential local competition can 

become a reality in Florida. The key to that reality is the reduction of the considerable local 

residential service price support being provided by over-priced intrastate switched network 

access in a revenue neutral manner. By shifting the cost recovery to the cost-causers, namely, to 

basic local service customers, it follows that competitors will enter Sprint's local market to serve 

a broader number of residential customers with a variety of innovative technologies, services and 

pricing choices. Competition will allow the market, rather than regulation, to determine these 

16 



technologies, services and pricing choices. As noted by Govemor Bush in his May 23, 2003, 

transmittal letter approving the 2003 Act: 

I am certain that this legislation will allow all Floridians to 
experience greater options, so that, ultimately, local phone 
customers will have the opportunity to access new technology and 
be offered the level of choice and quality that is now coniinonplace 
in long distance services and cellular phone plans. 

As demonstrated by the accompanying testimony and exhibits, granting Sprint's .rZriicnded 

Petition will bring the full benefits of competition to Florida's residential consumers as 

contemplated by the 2003 Act. 

WHEREFORE, having demonstrated, throush this ~jj1jcnclc.d _. .Petition and the 

accompanying testimony and exhibits, that the criteria to be considered by the Commission, 

pursuant to Section 344.164( l)(a)-(d), Florida Statutes, have been fully addressed and satisfied, 

Sprint requests that the Commission grant this iaimi.endcd Petition and authorize Sprint to reduce 

its intrastate switched network rates to interstate panty in a revenue neutral manner. 
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BEFOIiE THE PUBLIC SERVICE COMMISSION 

____L_____ AIIClEKDED DIRECT TESTIMONY 

OF 

JOHN M. FELZ 

INTRODUCTION 

Please state your name, occupation and business address. 

My name is John M. Felz. I am employed as Director - State Regulatory for Sprint 

Corporation. My business address is 645 0 Sprint Parkway, Overland Park, Kansas 

6625 1. 

Please describe your educational background and business experience. 

I received my Bachelor's degree in Accounting from Rockhurst University in Kansas 

City, Missouri in 1979. In 1989, I eanied a Master's Degree in Business 

Administration with an emphasis in Finance from Rockhurst University. I began my 

career with Sprint as an internal auditor in 1979 and assunied increasing levels of 

responsibility in that department, including positions as Senior Auditor, Audit 

Manager and Assistant Director. From 1986 to 1988, I was Revenue Accounting 

Manager for Sprint's Midwest Group of local telephone companies with responsibility 

for billing approximately 500,000 custoiiiers in six states. In 1988, I was named to the 

position of Financial Budget Manager and had responsibility for preparing and 

managing the budget for Sprint's Midwest Group of local telephone companies. From 

1991 to 1996, in the position of Revenue Planning Manager, I was responsible for 

regulatory and tariff issues for Sprint's local telephone operations iii Kansas. From 

1996 to 1998, I held the position of Senior Manager - Wholesale Markets with 
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responsibility for negotiating and implementing interconnection agreements with 

competitive local exchange carriers and wireless providers. I was named to my 

current position as Director - State Regulatory in January 1998 and have responsibility 

for development and implementation of regulatory policies for Sprint’s operations in a 

number of states, including Florida. 

Q. 

,4. 

What is the purpose of your testimony? 

The purpose of my testimony is to explain Sprint-Florida, Incorporated’s (Sprint’s) 

rctfjscd plan for reducing its intrastate switched network access rates in a revenue 

neutral iiiaimer as authorized in Section 364.164( I), Florida Statutes 2003. As a 

matter of introduction, I describe Sprint’s service territory in Florida and its 

differences fi-om BellSouth’s and Verizon’s territories in the state. I also provide a 

brief history of intrastate switched network access rates in Florida and how they were 

developed and modified over the years. In my testimony, I also explain and provide 

support for Sprint’s KIrised plan for reducing intrastate access rates to parity with its 

January 1, 2003 interstate access rates on a revenue neutral basis. Finally, I describe 

the consunier benefits associated with Sprint’s I - e a k d  plan. 

Q. Are there other witnesses who support Sprint’s revised plan for reducing 

intrastate switched access rates to interstate levels in a revenue neutral manner? 

Yes. Sprint is co-sponsoring (with BellSouth and Verizoii) the testimony of Dr. 

Kenneth Gordon who addresses how the removal of implicit subsidies is consistent 

with the development of a healthy conipetitive market for basic local 

telecommunications services throughout the state of Florida. Sprint witness Dr. Brian 

Staihr demonstrates how Sprint’s rcviscd plan will remove current support for basic 

A. 
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1 local telecommunications services and create a inore competitive local exchange 

2 

3 

market in Sprint’s senrice area for the benefit of residential customers. Dr. Stailx will 

also describe how Sprint’s revised plan for revenue neutral access rate reductions will 

4 induce enhanced market entry and create a more attractive residential competitive 

5 market. Sprint witness Kent Dickerson provides cost study results which demonstrate 

6 that Sprint’s current intrastate switched network access rates are priced well above 

7 their costs and that Sprint’s current residential basic local service rates are priced well 

8 below their costs. Through the testimony a i d  supporting information of Sprint’s 

9 

10 

11 

12 

13 11. 

14 

15 Q. 

16 A. 

17 

18 

19 

20 

21 

22 

23 

24 

25 

witnesses, the evidence deinonstrates that Sprint’s _rcvhscd -plan for revenue neutral 

access rate reductions meets the criteria of section 364.164(1) and should therefore be 

approved by the Coinmission. 

BACKGROUND 

Please describe Sprint’s certificated local service market areas? 

Sprint serves approximately 40 percent of the State’s geographical area with 104 

exchanges, but only 19.6 percent of the State’s access lines, serving approximately 2.2 

million total access lines out of a total of 11.2 inillion access lines. 

Just over 70 percent of Sprint’s access lines are residential. The exchanges vary in 

number of access lines from Tallahassee, the largest exchange, with 21 8,638 access 

lines, to Kingsley Lake, the smallest exchange, with only 332 access lines. Seventy- 

nine percent o f  Kingsley Lake’s access lines are residential as compared to fifty 

percent for Tallahassee. Sprint has only five exchanges with more than 100,000 

access lines, which are: Ocala with 108,052 access lines; Naples with 138,878 access 

3 
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1 

c 7 

3 

lines; Fort Myers with 167,238 access lines; Winter Park with 205,268 access lines; 

and Tallahassee with 21 8,638 access lines. Eighty-two (82) of Sprint’s 104 exchanges 

have less than 25,000 access lines and 60 exchanges have less than 12,000 access 

4 lines. 

5 

6 Q. 

7 Verizon in Florida? 

8 A. 

9 

How does Sprint’s service area compare with the areas served by BellSouth and 

As just noted, Sprint, with the exception of a few urban-type exchanges, has a less 

urban market area. In contrast, BellSouth and Verizon, which senre approximately 78 

10 percent of the state’s access lines, serve more urban and suburban areas and have a 

11 

12 

13 

14 

15 

16 

combined total of approximately 9 million access lines. When measured on the basis 

of access lines per square mile, Sprint’s service territory exhibits significantly less 

customer density than that of either BellSouth or Verizon. Sprint’s sei-vice territory 

encompasses over 22,000 square miles and exhibits a customer density of 94 lines per 

square mile. This is in stark coiitrast to BellSouth’s density of 341 lines per square 

mile and Verizon’s density of 465 lines per square niile. I have included Exhibit JMF- 

17 

18 

19 

20 

1 as an attachment to my testimony which provides a visual representation of the 

differences in customer density between Sprint and BellSouth and Verizon. In Docket 

Nos. 990649A 8L B - TP this Coininission recognized the more diverse geographic 

Sprint service area and established four (4) UNE loop rate bands for Sprint as 

21 

22 

23 

compared to three (3) rate bands each for the more urban BellSouth and Verizon 

service areas. Additionally, Sprint’s basic local telecommunications service rates are 

lower on average than both BellSouth’s and Verizon’s. 

24 

25 Q. Why are the differences between the serving areas of Sprint, Verizon and 

4 
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1 

2 A. 

3 

4 

5 

BellSouth important in the context of this proceeding? 

The differences in the geographic density and customer inix are important factors that 

influence the magnitude of the revenue-neutral price changes that Sprint is requesting 

in its Petition. The unique characteristics of Sprint's service territory and customer 

mix, when compared to those of Verizon and BellSouth, means that Sprint's rate 

6 

7 

8 

structure reflects a greater subsidy from intrastate switched network access charges 

than being experienced by the other companies. Hence, a greater increase in basic 

local service rates wi11 be necessary for Sprint to achieve the interstate parity and 

9 

10 

11 Q. Please explain how rates were established historically in a monopoly 

revenue-neutral provisions of the legislation. 

12 environment? 

13 A. Under historical rate base, rate-of-return regulation, a total company reveiiue 

14 requirement was determined based on the conipany's total expenses, plus a retum on 

15 its investments. After the overall revenue requirement was established, prices were set 

16 

17 

18 

19 

to optimize revenues froin discretionary and non-basic services. To the extent the 

firmls revenue requirement could not be recovered froin raising non-basic senrice 

rates, the residual amount would be recovered from access charges and residential and 

business local access line services. Because residential basic local service rates were 

20 set based on universal service and other objectives (well below cost), access charges 

21 

22 

23 

and business services became the ''plug" to provide the revenue to meet the revenue 

requirement. The principle underlying this "residual" pricing concept was the idea of 

maintaining the universal service objective of making residential basic local service 

24 widely available at "affordable" rates, regardless of costhevenue relationships. The 

25 net effect was to set prices for non-basic and discretionary services above their costs to 

5 
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1 

2 

support lower-priced, below-cost residential basic local service rates. 

3 Historically, the largest contribution to the support for residential basic local service 

4 was long distance calling, which was viewed in a monopoly environment as a highly 

5 desirable, premium, discretionary service with a predictable, stable revenue stream. 

6 The significant contributions from both interstate and intrastate long distance toll were 

7 used to support below-cost residential basic local service rates through end user rate- 

8 setting proceedings including a division o f  reveiiue/settlemeiits process overseen by 

9 the federal and state regulators. In the now intensively coiiipetitive long distance 

10 market, the regulator’s maintenance of the historic contribution levels from long 

11 distance toll to subsidize belowcost residential basic local service is provided fi-om 

12 access cliarges paid to the local exchange companies by the long distance carriers. 

13 

14 Q. What are Sprint’s current intrastate switched access rates and what regulatory 

15 proceedings influenced the current rate levels? 

16 A. Sprint’s current intrastate switched network access rates are the product of several 

17 decisions and now average approximately $ . lo4 per minute (originating and 

18 

19 

20 

21 

22 

23 

terminating). The current rates reflect a significant change fi-01-11 the stnicture and rates 

originally established by the Coniinission in 1983. 

Rates were originally established in Docket 820537-TP which was initiated by Order 

No. 11551, issued January 26? 1983, on the eve of the impending AT&T divestiture. 

The purpose of the proceeding was to implement an intrastate access charge structure 

24 in Florida that would compensate local exchange companies for the use of their local 

25 facilities to originate and terminate long distance traffic by interexchaiige caniers. As 
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stated in Commission Order No. 12765, issued December 9, 1983, the primary goal “. 

. . was to set access charges that would adequately compensate the LECs for use of 

their local facilities for originating and terminating toll traffic and to provide 

incentives for competition, while maintaining universal telephone service.” This 

policy goal resulted in the Coinniissioii setting intrastate switched network access 

charges for Sprint (then United Telephone) in tlie neighborhood of $0.25 per minute. 

Thereafter, Docket No. 8609874-1’11, was initiated in mid-1 986 to re-address the level 

of, and the mechanism for, recovering non-traffic sensitive costs associated with the 

local loop. The outcome of that docket was essentially a continuation of the historical 

regulatory policies of maintaining low basic local service rates through the support of 

revenues from other services, principally intrastate switched network access charges. 

In 1989, in Docket No. 891239-TL, and again in 1991, in Docket No. 910980-TL, 

Sprint (United Telephone at the t h e )  filed petitions that proposed increases in 

residential basic local service rates and reductions in switched network access charges. 

The $16 million access charge reduction and local service rate increase requested in 

the 1989 case was approved, however, the $8 million access reduction requested in tlie 

1991 case was rejected since it would have increased residential basic local service 

rates. Specifically, the Coniinissioii stated: 

“We increased local rates by $15.9 million in United’s last rate case and 

lowered the BHMOC [an intrastate access charge component]. But, we 

do not believe that local rates should again be raised in this proceeding 

in order to have a greater BHMOC reduction. Accordingly, we shall 

deny United’s request.” (Order No. PSC-92-0708-FOF-TL, Docket Nos. 

7 
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910980-TL, 910529-TL.) 

In 1995, the Florida Legislature passed the Florida Telecommunications Act (L‘l 995 

Act”) which opened the local exchange carriers’ local markets to competition and 

mandated reductions in access charges for any LEC who chose to become regulated 

under a price regulation plan and whose intrastate switched network access charges 

were not hen at parity writh its interstate switched network access charges. The 1995 

Act estab ished a target for intrastate switched access rates as the December 31, 1994 

interstate switched network access rate levels and provided for a 5 percent annual 

reduction in access charges as the niechaiiisiii for achieving parity with a LEC’s 

interstate switched network access rates. Sprint fulfilled the annual reductions 

mandated under this legislation in 1996 and 1997. In 1998, the Florida Legislature 

modified the provisions related to access charge reductions and required a 15 percent 

reduction to be made in 1998, while at the same time removing the 1994 interstate rate 

as the target. Since Splint’s 1998 access rate reductions of 5 percent ($9.3 million) in 

July and 10 percent ($17.6 million) in October, there have been no further changes to 

Splint’s intrastate switched network access rates. 

Q. You have discussed generally how access charges have historically been set above 

cost and identified Sprint’s current access rates and how they arrived at their 

current level. Does the cost study information supplied by Sprint witness 

Dickerson confirm that Sprint’s current intrastate switched access rates reflect a 

sub stan tial contribution? 

Yes. Sprint’s current intrastate access rates provide a substantial contribution when 

compared with the forward-looking cost of switched access services. I have prepared 

A. 
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1 

ir 7 

3 

4 

5 

exhibit JMF-2 to illustrate the current relationship between inti-astate access rates and 

cost. The analysis demonstrates that Sprint's current average intrastate switched 

access rate of $050392 per ininute of use (per end) exceeds the cost for the service of 

$.004475, thereby providing a significant contribution of $.045917 per minute of use. 

It should be noted that this analysis of current intrastate access rates and costs is 

6 presented solely to demonstrate the existing subsidy to residential local service 

7 

8 

9 Q. 

10 A. 

provided by intrastate access charges. 

Is cost the target for the intrastate access reductions? 

No. The 2003 Act established pal-ity with the January 2003 interstate access rates as 

11 

13 

13 Q. 

the appropriate target for reducing intrastate access rates. 

What evidence do you have that the contributions from intrastate switched 

14 

15 A. 

16 

17 

18 

19 

20 

network access charges are subsidizing residential basic local service? 

Exhibit JMF-3 to my testimony deinoiistrates the significaiit subsidy being provided to 

residential basic local service rates. The cost studies presented by Splint witness 

Dickerson identify the forward-looking cost of residential basic local service as $30.46 

and business basic local service as SXX.XX. A comparison of these costs to the 

cuiTeiit associated rates (including the subscriber line charge) for basic local service 

reveals that residential basic local service is currently priced well below its associated 

21 costs. The exhibit clearly demonstrates that the rates for residential basic local service 

22 

23 

24 

are not recovering the associated costs of providing the service. Coupled with the 

previous analysis of intrastate access rates and its associated costs, it is clear that 

intrastate access charges are providing a subsidy to residential basic local service rates. 

25 Exhibit JMF-4 provides a comparison of the rates and costs for single-line business 

9 
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service. 

How do intrastate switched access rate levels in Florida compare to those in other 

states? 

Exhibit JMF-5 demonstrates the disproportionate contribution made by Sprint’s 

intrastate switched network access charges to support residential basic local service 

rates in Florida, relative to seven other southeastem states. 1 have shown the access 

rates of BellSouth, the largest ILEC in each of these other states. Sprint’s intrastate 

access charge rate is more than twice the intrastate access charge rate of the next 

highest rate and more than ten (10) times higher than four (4) of the other states’ rates. 

How do Sprint’s basic local service rates in Florida compare to the rates in other 

states? 

Sprint’s average monthly rate for residential basic local service, including ToucliTone, 

is $9.98 in Florida, compared to a national average rate of $14.55, a difference of 

$4.57. The national average rate is from the FCC’s 2003 Reference Book of Rates, 

Price Indices and Household Expenditures for Telephone Service, Table 1.1. Exhibit 

JMF-6 is a comparison of Sprint’s rates with those of BellSouth’s rates in other states 

in the southeast. BellSouth’s rates were used for comparison as they are the largest 

ILEC in the subject states. 

As can be seen from Exhibit JMF-6, Sprint’s residential basic local rates are 

significantly lower than the comparable rates in its seven neighboring southeastem 

states. Sprint’s rates in its lowest rate group are on average $4.47 per month lower 

than the comparable rates in the other states. In the highest rate group, Sprint’s 
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Florida residential rates are on average $3.86 per month lower than the comparable 

rates in the other states. 

Exhibit JMF-7 shows that Sprint’s single-line business rates are also significantly 

below the rates for business lines in these neighboring states. Sprint’s single-line 

business average rate of $21.18 is also well below the national average of $33.34 

(FCC’s 2003 Reference Book of Rates, Price Iiidices and Household Expenditures for 

Telephone Service, Table 1.8). 

Has Sprint‘s Local Telephone Division had experience in other states in 

transitioning subsidies from access charges to end user rates? 

Yes. Sprint’s experiences in Ohio and Pennsylvania with rate rebalancing between 

access charges and end user rates provides infomlation which is insightful in 

evaluating a similar initiative here in Florida. 

Could you describe Sprint’s access rebalancing experience in Ohio? 

In June 2001, the Public Utilities Conln1ission of Ohio approved Sprint’s proposed 

plan to reduce intrastate switched access charges to interstate levels and increase 

certain end user rates to offset the access revenue reduction (Commission Opinion and 

Order in Case No. 00-127-TP-COI and Case No. 01-1266-TP-mC, Issued June 28, 

2001). The plan provided for a reduction of intrastate switched access rates to parity 

with the interstate switched access rates that resulted from the FCC’s Coalition for 

Affordable Local and Long Distance Service (“CALLS”) proceeding. To offset the 

access reduction, Sprint established an end user charge (called an “intrastate access 

fee”) of $4. IO for residential customers, $6 for single-line business customers and 

11 
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I 7 flash-cut basis. 

3 

4 Q. What has been Sprint’s experience with switched network access rate 

$8.90 for multi-line customers. These local rate increases were implemented on a 

5 rebalancing in Pennsylvania? 

G A. 

7 

8 

9 

10 

The Public Utility Commission of Pennsylvania has allowed residential basic local 

service rates to periodically increase up to a weighted average cap of $16 per month to 

offset decreases in intrastate switched access rates. Rates for business local service 

were also allowed to increase, but by a smaller amount than residential rates. 

Intrastate traffic sensitive access charges were to be reduced to the July 1998 interstate 

11 

12 

13 

14 

rate levels. The carrier common line charge was restructured from a minute-based 

charge to a flat-rate carrier charge. Under this plan. Sprint has increased its residential 

basic local service rates by approximately $4.41 to an average of $1 5.88 and has offset 

these local rate increases with corresponding reductions to its traffic sensitive 

15 

16 

17 Q. 

1s 

19 A. 

20 

21 

22 

23 

intrastate switched network access rates and the camer charge. 

Have there been recent developments in Pennsylvania which will further reforin 

the intrastate access rate structure for Sprint in Pennsylvania? 

Yes. On July 10, 2003, the Pennsylvania Comiiission approved a joint proposal of 

Sprint, the Rural Telephone Company Coalition, the Office of Consumer Advocate, 

Office of Trial Staff and Office of Sinall Business Advocate that provides for further 

access charge reductions on a revenue-neutral basis. The approved plan allows Sprint 

to increase its residential basic local service rates to achieve a maximum weighted 

24 average of $18 and to offset these increases with corresponding reductions to its traffic 

25 sensitive access rates and the carrier charge. Rates for business local service are 

12 
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allowed to increase by the same amount as the residential rates. 

Q. What was the Pennsyhania Commission’s rationale in approving the local rate 

increases and corresponding access charge reductions? 

The Pennsylvania Commission recognized the need to rationalize the pricing structure 

for both basic local service and access charges to foster a more competitive 

environment. The Pennsylvania Conmission specifically found in its July 10, 2003, 

order that: 

A. 

“At this juncture, ths Commission is persuaded that the proposed access 

charge reductions are in the public’s interest and in accordance with the 

Coiiiiiiission’s objective to reduce implicit subsidy charges such as 

access charges that iiiipede competition in the telecommunications 

market. As implic.it charges become explicit charges, competitors are 

better able to compete for local and long distance customers in an 

ILEC’s service territory because TXCs are not hindered by paying ILECs 

excessive access charges in providing competitive toll services and 

CLECs are better able to compete with ILEC local service rates that 

have been kept artificially low as a result of the access charge 

subsidies.” (Order at page IO). 

*** 

“We further look 

recent decisions 

ordering implicit 

to the Federal Comiiiunications Commission’s (FCC) 

in the CALLS and MAG orders for precedence in 

charges to become explicit, either through an iiicrease 

in basic local telephone service rates, or through service line charges on 

customer bills. This enables other camiers to compete due to reduced 

13 
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1 subsidies. While the Joint Proposal does not require a rural ZLEC or 

2 SprintLJnited to mirror interstate access charges, tlie fact that this is a 

3 

4 

5 

6 

7 111. ACCESS R4TE REDUCTIONS 

8 

9 Q. What provisions of the Tele-Competition Innovation and Infrastructure 

Enhancement Act (b'2003 Act") govern Sprint's filing of its petition to reduce its 

step towards making the charges closer to cost and closer to the 

interstate access charges will help to avoid arbitrage and will help 

competition enter tlie ILEC territories." (Order at page 11). 

10 

11 intrastate switched access rates? 

12 A. 

13 include the following: 

14 364.164 (1) 

15 

16 

The applicable provisions of the legislation associated with the access reductions 

"Each local exchange telecommunications company may, after July 1, 

2003 petition the Coiiiniission to reduce its intrastate switched network 

17 

18 

19 

access rate in a revenue neutral manner." 

364.164 (5) 

20 "As used in this section, the t e m  'parity' means that the local exchange 

21 telecommunications company's intrastate switched network access rate is 

Ad- 33 

23 

24 

25 

equal to its interstate switched network access rate in effect on  January 1 , 

2003, if the coiiipany has more than 1 inillion access lines in service." 

364.164 (6)  

14 
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1 "As used in this section, the tern1 'intrastate switched network access rate' 

3 
I means the composite of the originating and terminating network access 

3 rate for carrier common line, local channel/entrance facility, switched 

4 

5 

c o m o n  transport, access tandem switching, interconnection charge, 

signaling, information surcharge, and local switching." 

6 

7 Q. Please describe Sprint's interstate switched network access rate structure that 

8 will be used as the target for Sprint's intrastate access reductions. 

9 A. Sprint's January 1, 2003 interstate switched network access 1-ates are the result of the 

CALLS plan adopted by the Federal Communications Commission in June 2000 

(Sixth Report and Order in CC Docket No. 96-262 and 94-1, Report and Order in CC 

Docket 99-249, Eleventh Repoi-t and Order in CC Docket 96-45, released May 31, 

2000). The CALLS plan established a five-year timeframe for addressing issues with 

10 

11 

12. 

13 

14 

15 

both the rate structure and rate levels for interstate switched network access service. 

Exhibit JMF-8 to my testimony identifies the rate elements reflected in Sprint's 

16 January 2003 interstate switched access rates. 

17 

18 Q .  Are there any differences between Sprint's interstate and intrastate switched 

19 access rate structures? 

20 A. Yes.  Sprint's intrastate switched network access rates include rates for canier 

21 common line and interconnection charge, however the interstate rates for these 

22 elements are set at zero. Also, the interstate switched transport rate category has sub- 

23 

24 

25 

element rates for common and dedicated trunk ports, which are not disaggregated from 

the switched common transport rate element in the intrastate tariff. 

15 
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1 Q. How will Sprint reduce intrastate switched access rates to be in parity with 

2 interstate switched access rates? 

3 A. Because the 2003 Act specifically identifies the interstate switched access rate as the 

4 

5 

target for parity, Sprint will implement a very simple and straight-fonvard approach to 

achieve parity. Sprint will establish a rate structure for its intrastate switched network 

6 access rates that mirrors both the rate structure and rate levels for interstate switched 

7 network access service in effect on January 1, 2003. This approach ensures that the 

8 intrastate switched network access rates are in parity with their interstate countei-pai-t 

9 since both the structure and rates will be exactly the same once the transition to parity 

10 is completed. 

11 

12 Q. Using this method of mirroring both the rate structure and rate levels for 

13 interstate switched network access rates, how did Sprint calculate the impact of 

14 

15 A. 

16 

27 

18 

the intrastate switched network access rate reduction? 

As specified by the 2003 Act, Sprint will utilize the most recent 12 months’ actual 

pricing units in developing the impact of the intrastate switched access reduction. For 

purposes of this filing, the most recent available 12 months infomation covers the 

period from June 2002 to May 2003. Sprint applied the current intrastate switched 

19 

20 

access rates to the actual pricing units to develop the current intrastate switched access 

revenues. Sprint then applied the January 1, 2003 interstate access rates to those same 

21 pricing units to develop the estimate of revenues to be received after implementation 

22 of the rate changes. Assuming - for illustration purposes only - a flash-cut, onetime 

23 

24 

25 

reduction, the difference between the two revenue amounts represents the total value 

of the intrastate switched access rate reductions. For purposes of its Petition, Sprint 

has calculated this amount as $142,073,492. The detailed calculations of this amount 

16 
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are included on Exhibit 3MF-9 to my testimony. 

Does Sprint's approach result in parity between the intrastate composite 

switched network access rate and the interstate composite switched network 

access rate? 

Yes. As noted earlier, Section 364.164 (6) provides a comprehensive description of 

what is included in the term "intrastate switched network access rate." 

"As used in this section, the term 'intrastate switched network access rate' 

means the composite of the originating and terminatiiig network access 

rate for carrier common line, local chaimellentrance facility, switched 

common transport, access tandem switching, interconnection charge, 

signaling, iiifonnation surcharge, and local switching.'' 

I have prepared Exhibit JMF- 10 which demonstrates that Sprint's access rate reduction 

plan will produce a composite switched intrastate access rate that is equal to the 

composite January 1, 2003 interstate switched access rate. Sprint's calculation 

produces an intrastate switched access composite rate of $.On852 after the access rate 

reduction is completed. This composite rate is equivalent to the January 1, 2003 

interstate switched access composite rate of $.012852. 

What is Sprint's revised -plan for adjusting intrastate switched network access 

rates? 

Sprint will reduce its intrastate switched network access rates to the target levels 

threc separate annual increments over a two-year period. w- - 7  

17 
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The first annual access reductions w-yw-4- are targeted to reducing the current 

intrastate switched network access charge elements which have no associated costs 

and are therefore providing a pure subsidy. Specifically, Sprint will target the 

reduction of $f?.C)_?,5.%1@,3 10,89-Q to the interconnection charge and the camer 

common line rates. The f ~ m t -  3 t 7 n u a l - a _ c _ ~ ~ ~ ~ r e d u c t i o l ~ ~ ~  - results in an 

elimination of the interconnection charge and a substantial reduction in the carrier 

common line rates. ,4111encft.d Exhibit JMF-11 to my testimony provides the detailed 

calc,ulations supporting the fiizt m m i l  access reductions. 

Q2 What iiltrastste switched network access rate changes are planned for the thiLd 

incremetit ? 
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Q. With these changes, does Sprint’s r&xiplan comply with the provisions of the 

IV. REVENUE NEUTFULITY 

Q. You have described Sprint’s yevised -plan for reducing its intrastate switched 

access rates to parity with interstate rates. What does the 2003 Act provide for in 

terms of revenue neutrality? 

The 2003 Act specifies that, if intrastate access rates are to be reduced, they must be A. 
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reduced in a revenue-neutral manner. Section 364.164 (2) describes the specific 

methodology to be used for calculating revenue neutrality: 

"If the Commission grants the local exchange company's petition, the 

local exchange company is authorized, the requirements of section 

364.05 1 (3) notwithstanding, to immediately implement a revenue 

category mechanism consisting of basic local telecommunications 

service reveiiues and intrastate switched network access revenues to 

achieve revenue neutrality. The local exchange company shall 

thereafter, on 45 days' notice, adjust the various prices and rates of the 

services within its revenue category authorized by this section once in 

any 12-month period in a revenue-neutral manner." 

Q. What information 

provided for in the 

A. The provisions of 

did Sprint use to create the revenue category mechanism 

provision quoted above? 

the 2003 Act related to calculation of the revenue category 

mechanism are contained in section 364.164 (7): 

"Calculation of revenue received from each service before the 

implementation of any rate adjustment must be made by "diplying the 

then-current rate from each service by the most recent 12 months' actual 

pricing units for each service within the category, without any 

adjustments to the number of pricing units. Calculation of revenue for 

each service to be received after implementation of rate adjustinents 

must be made by multiplying the rate to be applicable for each service 

by the most recent 12 month's actual pricing units for each service 

within the category, without any adjustments to the number of pricing 

20 
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units. “ 

Based on these guidelines, Sprint extracted billing information for the most recent 12 

months (June 2002 through May 2003) for intrastate switched network access services 

and basic local telecommunications services and created a model which documents the 

calculations necessary to achieve the revenue neutrality provisions of the 2003 Act. 

This information is summarized in A~IC~ICICCI Exhibit JMF- 12 to my testimony. 

Q. 

A. 

What is Sprint’s r e \ k d  plan for achieving revenue neutrality? 

As noted previously, Sprint will reduce its intrastate switched access rates to the target 

interstate levels over a two-year period- 11$133. lly~g sgi?ixx:~tg gm~k!ai jJic~:m~yd.~- {Zjji@, 

___l__l_ 2005 and 2Oo(r). To achieve the revenue neutrality provided by the 2003 Act, Sprint 

will increase rates for basic local telecommunications services over that same hYo-year 

period, acconiplishing the increase i s w r  three selmL4tc annual incrciiiei1ts. I previously 

described how Sprint’s calculation of the amount to achieve access rate parity 

produces a reduction of $142,073,492 in access revenues, assuming a one-time, flash- 

cut reduction. This $142,073,492 represents an estimate of the amount to be 

recovered through adjustments in the rates for basic telecommunications service, 

assuming the same one-time, flash-cut adjustment. 

As noted previously, Sprint will reduce its intrastate su-irclied access revenues i n  three 

_ _ ~ . . . “ - ~ ~ - _ - ~ - I _ _  annual increnieiits as follows: 

-- I- Inci-cnmit L (2004) $62,3 10,800 

_-_l_l__l_-l Iiicrenmt 2 (ZOOS) $5621 1302  

liicrcmcnt 3 (2006) $23.531,7 11 
I_-- 
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Sprint uriII achieve mwwe iieutraljtv Ibi- these s.\-s;itched access ~eveiitie reductions b~ 

i~iplemeiiting increases i n  its rates for basic local tslscorniiiunicati~~~~s sewices -Q>L~I 

the same two-year period, accomplished iii three annual increments. 

L y ~  
. .  

$emG+we& . - .  I -  

. *  

Q. What rate changes to basic IocaI telecommunications services will be 

implemented to achieve revenue neutrality? 

_I- Anierided - Exhibit M F -  12 to my testimony summarizes Sprint's re-e?s_ed_rate change 

plan for its basic residential and single-line business local service rates for t1-w three 

annual _- incren? e n t S . - b e & - y w ~ ~ r d .  Sprint will increase residential basic local 

service recurring rates by $&2-32.95 in tlic h-st iiicreinciit ~EYF-L: 4 53 .53 $3.75 in 

__-I_ the second _I__ ___.___ ii~cr-emeiiiya~ 2 gr~l_$_l. 16 in thc 11i!r_d iticrcili-cgt. Rates for single-line 

business basic local service will increase by an average of $2--87gZ]_c> in_tIic ilrst 

incremei~tyew +,E&-$~.L~O~A-? in the second inct-enicntyew 2 and S.90 in the t h i d  

--__I_ incronicnt. Sprint will also increase certain residential and business non-1-ecui-ring 

service charges in s x h  of the thi-cc annual increments of'the plan. These rate changes 

will increase basic local service revenues by $4 Qh-1 - 9-----2- 43 074 1-1 461, -_ an amount 

which is slightly different from the total access reduction amount due to rounding 

differ en ces . 

A. 

Upon the grant of Sprint's Revisgl. Petition, Sprint, in conipliaiice with Section 

364.164(2), Florida Statutes, will conmiciicc the iinplcinentation of its first annual 

22 
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How does Sprint's revised plan comply with the provision in 364.164 (2) 

regarding limiting the increases to the basic local service monthly recurring rate? 

The 2003 Act provides that: 

"An adjustment in rates may not be offset entirely by the company's 

basic monthly recurring rate." 

In compliance with this provision, Sprint's i-evi sed plan includes an estimated 1 
$7,63 8,900 of increases to certain non-recurring, service charges. As a result, Sprint's 

access charge reductions are not offset entirely by increases in the basic local service 

monthly recurring rate. 

How will Sprint comply with the provisions of the 2003 Act relating to Lifeline 

and pay telephone access lines? 

The 2003 Act provides that: 

"Billing units associated with pay telephone access lines and Lifeline 

service may not be included in any calculation under this subsection." 

Sprint has specifically identified the nuniber of Lifeline and pay telephone lines in 

service during the 12-inontli period used in calculating the revenue neutrality 

provisions of its rcviscd plan. The pay telephone lines were removed from the 
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calculation of revenue neutrality and the current rates will not be affected by rate 

changes associated with implementing the 2003 Act. For Lifeline customers, billing 

system limitations will preclude Sprint from continuing to display the current basic 

local service rate for Lifeline customers on the bill as the rate changes resulting from 

the revenue neutrality provisions are implemented. Sprint will, instead, reflect 011 

these customers’ bills, a Lifeline credit that is increased by the amount of the increases 

to recurring residential rates. This will insure that there is iio net impact to the 

customer from the increases associated with implementing the 2003 Act. Sprint 

believes this approach is expressly consistent with the legislative provisions regarding 

Lifeline customers - namely, to ensure their bills are unaffected by the rate changes 

resulting froin implenieiitatioii of the revenue neutrality provisions of the 2003 Act. 

Q. What are the factors that could change the actual basic local service rates in the 

Sprint reviseel plan? 

A. The 2003 Act provides that the actual pricing changes to accomplish revenue 

neutrality must be based on the company’s most recent 12 niontlis’ pricing units. As a 

result, changes to the pricing units for both switched access services and basic local 

telecomniunicatioiis services are expected and will affect --*wfGgU 

tliree iricrenieilts2,f Sprint’s planned price changes. Upon the granting of the Petition, 

Sprint will adjust the price changes to ensure revenue neutrality is achieved and the 

calculations remain in compliance with the provisions of the 2003 Act. 

Q. Could you identify the specific rate changes planned for residential and single- 

line business basic local service rates? 

Yes. I have prepared ilnicndcd Exhibit JMF-13 which identifies the current rates and A. 
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the specific rate changes for lx&+-the three annual increments of Sprint’s i.eviset-1 plan 

-for both residential and single-line business basic local service. The 1 
exhibit also identifies the current and planned rates for the service connection charge 

elements - 

I Q. Does Sprint’s Egwised plan apply the basic local service increase equally across all 

rate groups? 

For residential basic local service rates, Sprint will iiiiplelnent increases that are 

consistent across all rate groups. For single-line business basic local service rates, 

Sprint has taken into account competitive and calling scope considerations in its rate 

design. As a result, Sprint’s i g ~ i s o d  -plan for single-line business basic local service 

rates does reflect some variability in the increases across the rate groups. 

A. 

I) 

Q. What is Sprint’s rationale for the ctistributioar of its rc~onl!g-neutrat rate changes_ 

over the three increlltents’? l 
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CONSUMER IMPACTS 

Sprint includes a two-year timeframe €or implementation of its revised revenue- 

neutral plan. Why is a two-year plan most appropriate? 

As described in more detail in the testimony of Dr. Kenneth Gordon, the elimination 

of implicit subsidies in access rates and the establishment of pricing for local services 

wliicli are more closely aligned with their costs, will make the residential local market 

more attractive to competitors and will bring about enhanced market entry. 

Additionally, as indicated by the access charge and local service rate differentials 

shown in my exhibits JMF-5 and JMF-6, Florida is already well behind other states in 

making these changes. 

Will Sprint introduce other consumer benefits in addition to those that accrue 

from a more competitive market? 

Yes. In an effort to mitigate the impacts to customers from the increases in rates for 

basic local service, Sprint will reduce the amount residential customers pay for 

extended local calling services by providing a free allowance of five calls per month 

for routes which are charged on a per message basis. Currently. custoiners incur a 

charge of $.20 or $.25 per message for all calls made on these local calling plans. 

Under Sprint’s plan, customers will receive the first five calls free, and will incur the 

tariff charges for calls over the allowance. Based on current rates, customers could 

experience savings of up to $1 .OO or $1.25 per month in their charges for extended 

local calling. This plan has the potential for providing benefit to a large number of 

Sprint’s residential customers as over 82 percent have extended local calling service 

available to them over 283 routes included in Sprint’s proposal. 
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Q. 

A. 

Are there other consumer benefits provided by the legislation? 

Yes. The interexchange carriers ("IXCs") are required to retum to their residential and 

business customers the benefits of access reductions they realize from the ILEC rate 

reductions. The reductions that customers experience in the rates for long distance 

calling will serve to offset the increases they will experience for basic local services. 

This offset will consist of eliminating, by January 1, 2006, any "instate connection 

fee" which for the "big three'' IXCs is currently approximately $1.90 per month, and 

flowing-through any residual switched network access charge reduction aniount in the 

form of lower toll rates. Thus, IXC's residential customers currently being charged an 

instate connection fee will see a direct reduction in their monthly toll bill of about 

$1.90, regardless of the amount of their toll calling volume. Thereafter, long distance 

users will receive the benefits of additional IXC flow-through toll price reductions. 

Q. What additional protections are there for those customers that are economically 

disadvantaged who might otherwise be impacted more significantly by the 

increases in basic local service? 

As I stated previously, Section 364.10(3)(a) exempts Lifeline customers froin the rate 

changes allowed by Section 364.164. Additionally, Section 364.10 (3) (a) enhances 

the Lifeline prograni effective September 1, 2003, to allow any customer who meets a 

stand-alone income eligibility test at 125% or less than the federal poverty level to 

subscribe to Lifeline service without having to apply to a low-income assistance 

program. Eligibility for these customers will be administered by the Office of Public 

Counsel. Sprint implemented this new criterion as of August 1, 2003. As further 

protection for Lifeline customers, Sprint will extend the Lifeline credit amount for an 

,4. 
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additional year beyond the two-year rebalancing period t l u ~ u g h  aa: least the first 

quarter of 2007. 

Q. What about universal service objectives? Aren’t you concerned that increasing 

residential local service rates will result in some subscribers dropping of€ the 

network? 

No, for several reasons. First, the 2003 Act has increased Lifeline service availability 

to a greater number of Florida’s econoinically disadvantaged. In fact, Lifeline is being 

expanded such that the requirenleilt of participation in one of the six public assistance 

programs is not required. Customers that have household incomes up to 325% of the 

Federal Poverty Level can apply to the Office of Public Counsel for approval for 

subscription to Lifeline sei-vice. Additionally, as I stated previously, the rates for 

Lifeline service will not increase for a period of three years as a result of the 

A. 

rebalancing . 

Second, the empirical data from the other states that have increased their local senrice 

rates demonstrates that subscribership has not been adversely affected. Exhibit JMF- 

14, shows that of the seven other southeastem states, all of which have higher Iocal 

service rates than Florida, each has increased its residence subscribership more than 

Florida’s subscribership, except for Georgia, where subscribership has remained 

unchanged. Exhibit JMF-15 shows the subscribership for 1988 and November of 

2002 for each of the seven other southeastem states. 

Finally, from an ability to pay perspective, Florida customers have higher average 

incomes than any of the other seven states. Exhibit JMF-16 shows the per capita 
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1 

i 7 

3 

3 

personal income for Florida as compared to the other states. Exhibit JMF-17 shows 

Florida’s higher level of disposable personal income versus the seven other states. 

Nationally, Florida ranks 25‘” in per capita personal income, again higher than the 

other states as shown in Exhibit JMF-18, another indication of Florida’s higher income 

5 

6 

7 Q. 

6 

9 

relative to the other states. 

You previously described Sprint’s access rebalancing experience in Ohio and 

Pennsylvania. Howr do the rates for basic residential local service in those states 

compare to the rates in the Sprint reviwd. plan for Florida? 

10 A. Sprint’s rate for basic residential local service in Ohio averages $16.55. The $4.10 

11 

12 

13 

14 

15 

16 

17 

1s 

19 

20 Q. 

“intrastate access fee” authorized by the Ohio Commission brings the total charge for 

residential local service to $20,65, In Pennsylvania, Sprint’s current average 

residential local seivice rate is $1 5.58 and based on the Pennsylvania Comniission’s 

recent order, it will move towards the cap of $18 in 2004. Sprint’s rcviscd revenue- 

neutral plan for Florida will result in a weighted-average residential local service rate 

of $16.84 (current average of $9.98 plus increase of $6.86 over Sprint’s two-year 

plan). The resulting residential local service rate in Florida will be significantly below 

Sprint’s rates in Pennsylvania and Ohio. 

Has Sprint experienced any significant changes in subscribership for residential 

21 basic local service as a result of the local rate increases in Pennsylvania or Ohio? 

22 A. 

23 

No, there was virtually no negative customer reaction to the increases in local rates in 

these two states, either in the fomi of complaints to the Cominission or decreases in 

24 subscribership. In Ohio, pi-imary residential access lines declined approximately 1 % 

25 during the six months following the local rate increase. In Pennsylvania, primary 
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1 residential access lines declined less than l/z of 1 percent in the six months following 

2 the most recent local rate increase. Although minor declines in residential access lines 

3 were experienced in these states, there are many factors other than the local rate 

4 increases that influenced this trend, including the general state of the economy, 

5 

6 

7 

wireless replacement and competition from other wireline carriers. As an illustration, 

Sprint's primary access lines for its entire 18 state local. telephone division declined 

approximately .3 percent during 2001. and .5 percent in 2002, even though the other 

8 states were not experiencing the type of local rate increases that were ordered in Ohio 

9 and Pennsylvania. 

10 

11 Q. Do the changes in interstate access rates provide any evidence that the correct 

12 assignment for recovery of these costs to end users does not negatively impact 

13 universal service objectives? 

14 A. The FCC, in recognition of the problems of continuing service cross-subsidies in a 

15 competitive telecommunications markets, has been transitioniiig the support for loc,al 

16 

17 

services provided through interstate access charges from toll users to local service via 

the End User Common Line or Subscriber Line Charge. Local subscribership, 

18 measured by the FCC's Telephone Penetration Data as the percentage of households 

19 

20 

21 

22 

23 

with telephone service, has steadily increased even though the subscriber line charge 

has increased to $6.50 for primary residential service as of July 2003. The subscriber 

line charge for residential and single-line business was initially implemented at a rate 

of $1.00 on June 1, 1985. At that time, the FCC reported subscribership nationally at 

91.8%; as of November 2002, the latest available data, subscribership was at 95.3%. 

24 This is not surprising given that the increase in the recurring subscriber line charge 

25 rate has been offset by significant decreases in long distance rates arid increases in 
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consumer income. 

What is your conclusion regarding the significance of this data? 

The data conclusively demonstrates that basic local service rates in Florida can be 

increased without negatively impacting universal service or subscribership levels. In 

fact, when basic local service rates are increased on a revenue neutral basis, with 

access charge rate reductions flowed through to end user customers, along with 

Sprint's plan to provide the first five extended local calls free, universal service will. be 

positively impacted. This is particularly true given that under Section 364,164, those 

most economically disadvantaged consumers, Florida's Lifeline subscribers, will not 

be subject to rate increases in their recurring local service rates from the rate 

rebalancing for three years and will have the benefit of reduced toll charges. 

It is also worth noting that even with the basic local service price increases being 

iinpleniented by Sprint, the residential basic local service prices will still be below the 

cost of providing the basic local service. As noted by Dr. Staihr and Dr. Gordon, there 

are significant benefits to the residential marketplace that will result from moving 

prices towards cost in terms of making the residential mal-ket more attractive to 

competitors and inducing enliaiiced market entry. 

CONCLUSION 

Could you summarize Sprint's position in this proceeding? 

Through its petition and the testimony and exhibits of its witnesses in this proceeding, 

Sprint demonstrates that its rcviscd plan for reducing intrastate network access rates 
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in a revenue neutral manner meets all of the criteria established by the 2003 Act and 

should therefore be approved by the Coinmission. Specifically, granting Sprint’s 

petition will: 

P Remove current support for basic local teleconiniirnicatio~zs services that 

prevents the creation of a iizore attractive, corrzpetitive local exchange market fur 

the benefit of residential customers. 

My testimony, along with the cost study information supported by Sprint witness 

Dickerson, provides evidence that intrastate switched network access rates are 

providing support for Sprint’s residential basic local telecommunications services. 

Sprint’s witnesses Gordon and Stailx provide evidence that the removal of the 

current level of support for residential local services will create a more attractive, 

competitive local exchange market for the benefit of residential customers. 

3 111 dim? en h ail ced ni  arket en try. 

Sprint witnesses Gordon and Stailv provide evidence demonstrating that approval 

of Sprint’s petition will result in enhanced market entry by competitors. 

2 Result iri intrastate switched access rate redrictims to parity over a period of two 

years. 

My testimony describes Sprint’s 1 - e ~ i s d  plan for implementing its revenue neutral 

intrastate switched access reductions over a two-year period, which complies with 

the 2003 Act provisions of a period of not less than two years or more than four 

years. 
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> Will be revenue neutral. 

My testimony describes Sprint’s reivi sed plan for decreasing intrastate network 

switched access rates to the January 2003 interstate levels and increasing basic 

local service rates to offset the access reductions. Sprint’s revised plan fully 

complies with the provisions of the 2003 Act regarding revenue neutrality. 

Q, 

A. Yes, it does. 

Does this conclude your testimony? 

h \jpflspi int\access charges\testimony\felz direct doc 
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BEFORE THE PUBLIC SERVICE COMMISSION 

AMENDED DIRECT TESTIMONY 

OF 

JOHN M. FELZ 

INTRODUCTION 

Please state your name, occupation and business address. 

My name is John M. Felz. I ani employed as Director - State Regulatory for Sprint 

Corporation. My business address is 6350 Sprint Parkway, Overland Park, Kansas 

6625 1. 

Please describe your educational background and business experience. 

T received my Bachelor's degree in Accounting from Rockhurst University in Kansas 

City, Missouri in 1979. In 1989, I earned a Master's Degree in Business 

Administration with an emphasis in Finance from Rockhurst University. I began my 

career with Sprint as an inteinal auditor in 1979 and assumed increasing levels of 

responsibility in that department, including positions as Senior Auditor, Audit 

Manager and Assistant Director. From 1986 to 1988, I was Revenue Accounting 

Manager for Sprint's Midwest Group of local telephone companies with responsibility 

for billing approximately 500,000 customers in six states. In 1988, I was named to the 

position of Financial Budget Manager and had responsibility for preparing and 

managing the budget for Sprint's Midwest Group of local telephone companies. From 

1991 to 1996, in the position of Revenue Planning Manager, I was responsible for 

regulatory and tariff issues for Sprint's local telephone operations in Kansas. From 

1996 to 1998, I held the position of Senior Manager - Wholesale Markets with 
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responsibility for negotiating and iniplemeiiting interconnection agreements with 

competitive local exchange carriers and wireless providers. I was named to my 

current position as Director - State Regulatory in January 1998 and have responsibility 

for development and implementation of regulatory policies for Sprint’s operations in a 

number of states, including Florida. 

Q. 

A. 

What is the purpose of your testimony? 

The purpose of my testimony is to explain Sprint-Florida, Incorporated’s (Sprint’s) 

revised plan for reducing its intrastate switched network access rates in a revenue 

neutral manner as authorized in Section 364.164(1), Florida Statutes 2003. As a 

matter of introduction, I describe Sprint’s senice territory in Florida and its 

differences from BellSouth’s and Verizon’s territories in the state. I also provide a 

brief history of intrastate switched network access rates in Florida and how they were 

developed and modified over the years. In my testimony, I also explain and provide 

support for Sprint’s revised plan for reducing intrastate access rates to parity with its 

January 1, 2003 interstate access rates on a revenue neutral basis. Finally, I describe 

the consumer benefits associated with Sprint’s revised plan. 

Q. Are there other witnesses who support Sprint’s revised plan for reducing 

intrastate switched access rates to interstate levels in a revenue neutral manner? 

Yes. Splint is co-sponsoring (with BellSouth and Verizon) the testimony of Dr. 

Kenneth Gordon who addresses how the removal of implicit subsidies is consistent 

with the development of a healthy competitive market for basic local 

telecominunications services throughout the state of Florida. Sprint witness Dr. Brian 

Staihr demonstrates how Sprint’s revised plan will reinove current support for basic 

,4. 
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local telqcommunications services and create a more competitive local exchange 

market in Sprint’s service area for the benefit of residential customers. Dr. Staihr will 

also describe how Sprint’s revised plan for revenue neutral access rate reductions will 

induce enhanced market entry and create a more attractive residential competitive 

market. Sprint witness Kent Dickerson provides cost study results which demonstrate 

that Sprint’s current intrastate switched network access rates are priced well above 

their costs and that Sprint’s current residential basic local service rates are priced well 

below their costs. Through the testimony and supporting infomiation of Sprint’s 

witnesses, the evidence demonstrates that Sprint’s revised plan for revenue neutral 

access rate reductions meets the criteria of section 363.164( 1) and should therefore be 

approved by the Commission. 

BACKGROUND 

Please describe Sprint’s certificated local service market areas? 

Sprint serves approximately 40 percent of the State’s geographical area with 104 

exchanges, but only 19.6 percent of the State‘s access lines, serving approximately 2.2 

million total acc,ess lines out of a total of 11.2 million access lines. 

Just over 70 percent of Sprint’s access lines are residential. The exchanges vary in 

number of access lines from Tallahassee, the largest exchange, with 21 8,638 access 

lines, to Kingsley Lake, the smallest exchange, with only 332 access lines. Seventy- 

nine percent of Kingsley Lake’s access lines are residential as coiiipared to fifty 

percent for Tallahassee. Sprint has only five exchanges with niore than 100,000 

access lines, which are: Ocala with 108,052 access lines; Naples with 138,878 access 
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1 

2 

3 

4 lines. 

5 

6 Q. 

7 Verizon in Florida? 

lines; Fort Myers with 167,238 access lines; Winter Park with 208,268 access lines; 

and Tallahassee with 218,638 access lines. Eighty-two (82) of Sprint’s 104 exchanges 

have less than 25,000 access lines and 60 exchanges have less than 12,000 access 

How does Sprint’s service area compare with the areas served by BellSouth and 

8 A. As just rioted, Sprint, with the exception of a few urban-type exchanges? has a less 

9 urban iiiarket area. In contrast, BellSouth and Verizoii, which serve approximately 78 

10 percent of the state’s access lines, serve niore urban and suburban areas and have a 

11 

12 

combined total of approximately 9 inillion access lines. When measured on the basis 

of access lines per square mile, Sprint’s service territory exhibits significantly less 

13 customer density than that of either BellSouth or Verizon. Sprint’s service teintory 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 Q. 

encompasses over 22,000 square miles and exhibits a customer density of 94 lines per 

square mile. This is in stark contrast to BellSouth’s density of 341 lines per square 

mile and Verizon’s density of 465 lilies per square mile. I have included Exhibit JMF- 

1 as ail attachment to my testimony which provides a visual representation of the 

differences in customer density between Sprint and BellSouth and Verizon. In Docket 

Nos. 990649A & B - TP this Commission recognized the niore diverse geographic 

Sprint service area and established four (4) UNE loop rate bands for Sprint as 

compared to three (3) rate bands each for the more urban BellSouth and Verizon 

service areas. Additionally, Sprint’s basic local telecommunicatioiis service rates are 

lower on average than both BellSouth’s and Venzon’s. 

Why are the differences between the serving areas of Sprint, Verizon and 
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BellSouth important in the context of this proceeding? 

The differences in the geographic density and customer mix are important factors that 

influence the magnitude of the revenue-neutral price changes that Sprint is requesting 

in its Petition. The unique characteristics of Sprint’s service territory and customer 

mix, when compared to those of Verizon and BellSouth, means that Sprint’s rate 

structure reflects a greater subsidy from intrastate switched network access charges 

than being experienced by the other companies. Hence, a greater increase in basic 

local service rates will be necessary for Sprint to achieve tlie interstate parity and 

revenue-neutral provisions of the legislation. 

Please explain how rates were established historically in a monopoly 

environment? 

Under historical rate base, rate-of-return regulation, a total company revenue 

requirement was determined based on the company’s total expenses, plus a retum on 

its investments. After the overall revenue requirement was established, prices were set 

to optimize revenues from discretionary and non-basic services. To tlie extent the 

firm’s revenue requirement could not be recovered from raising non-basic service 

rates, the residual amount would be recovered from access charges and residential and 

business local access line services. Because residential basic local service rates were 

set based on universal service and other objectives (well below cost), access charges 

and business services became the “plug” to provide the revenue to meet the revenue 

requirement. The principle underlying this “residual” pricing concept was the idea of 

maintaining the universal service objective of making residential basic local service 

widely available at “affordable” rates, regardless of cost/revenue relationships. The 

net effect was to set prices for non-basic and discretionary services above their costs to 
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10 
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12 

13 

14 Q. What are Sprint’s current intrastate switched access rates and what regulatory 

15 proceedings influenced the current rate levels? 

16 A. Sprint’s current intrastate switched network access rates are the product of several 

17 decisions and now average approximately $. 104 per miiiute (originating and 

18 terminating). The current rates reflect a sigiiificaiit change from the stiiicture and rates 

19 originally established by the Coniiiiission in 1983. 

20 

21 

I Y  13 

23 

24 

25 

support lower-priced, below-cost residential basic local service rates. 

Historically, the largest contribution to the support for residential basic local service 

was long distance calling, which was viewed in a monopoly environment as a highly 

desirable, premium, discretionary service with a predictable, stable revenue stream. 

The significant contributions from both interstate and intrastate long distance toll were 

used to support below-cost residential basic local service rates through end user rate- 

setting proceedings including a division of revenue/settleiiients process overseen by 

the federal and state regulators. In the now iiiteiisively competitive long distance 

market, the regulator’s maintenance of the historic coiitribution levels ftom long 

distance toll to subsidize below-cost residential basic local service is provided from 

access charges paid to the local exchange coiiipanies by the long distance carriers. 

Rates were originally established in Docket 820537-TP which was initiated by Order 

No. 1155 1, issued January 26, 1983, on the eve of the impending AT&T divestiture. 

The purpose of the proceeding was to implement an intrastate access charge structure 

in Florida that would compensate local exchange companies for the use of their local 

facilities to originate and temiinate long distance traffic by interexchange carriers. As 
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stated in Conmission Order No. 12745, issued December 9, 1983, the primary goal “. 

. . was to set access charges that would adequately compensate the LECs for use of 

their local facilities for originating and terminating toll traffic and to provide 

incentives for competition, while maintaining universal telephone service.” This 

policy goal resulted in the Commission setting intrastate switched network access 

charges for Sprint (then United Telephone) in the neighborhood of $0.25 per minute. 

Thereafter, Docket No. 8409874-TL was initiated in mid-1 986 to re-address the level 

of, and the mechanism for7 recovering non-traffic sensitive costs associated with the 

local loop. The outcome of that docket was essentially a continuation of the historical 

regulatory policies of maintaining low basic local service rates through the support of 

revenues from other services, principally intrastate switched network access charges. 

111 1989, in Docket No. 891239-TL, and again in 1991, in Docket No. 910980-TL7 

Sprint (United Telephone at the time) filed petitions that proposed increases in 

residential basic local service rates and reductions in switched network access charges. 

The $16 million access charge reduction and local service rate increase requested in 

the 1989 case was approved, however, the $8 million access reduction requested in the 

1991 case was rejected since it would have increased residential basic local service 

rates. Specifically, the Commission stated: 

“We increased local rates by $15.9 million in United’s last rate case and 

lowered the BHMOC [an intrastate access charge coinponelit]. But, we 

do not believe that local rates should again be raised in this proceeding 

in order to have a greater BHMOC reduction. Accordingly, we shall 

deny United’s request.” (Order No. PSC-92-0708-FOF-TL, Docket Nos. 
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910980-TL, 910529-TL.) 

In 1995, the Florida Legislature passed the Florida Telecoinniunications Act (“1 995 

Act”) which opened the local exchange carriers’ local markets to competition and 

mandated reductions in access charges for any LEG who chose to beconie regulated 

under a price regulation plan and whose intrastate switched network access charges 

were not then at parity with its interstate switched network access charges. The 1995 

Act established a target for intrastate switched access rates as the December 31, 1994 

interstate switched network access rate levels and provided for a 5 percent annual 

reduction in access charges as the mechanism for acliieving parity with a LEC’s 

interstate switched network access rates. Sprint fulfilled the annual reductions 

mandated under this legislation in 1996 and 1997. In 1998, the Florida Legislature 

modified the provisions related to access charge reductions and required a 15 percent 

reduction to be made in 1998, while at the same time removing the 1993 interstate rate 

as the target. Since Sprint’s 1998 access rate reductions of 5 percent ($9.3 million) in 

July and 10 percent ($17.6 million) in October, there have been no further changes to 

Sprint’s intrastate switched network access rates. 

You have discussed generally how access charges have historically been set above 

cost and identified Sprint’s current access rates and how they arrived at their 

current level. Does the cost study information supplied by Sprint witness 

Dickerson confirm that Sprint’s current intrastate switched access rates reflect a 

substantial contribution? 

Yes. Sprint’s current intrastate access rates provide a substantial contiibution when 

compared with the forward-looking cost of switched access services. I have prepared 
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exhibit JMF-2 to illustrate the current relationship between intrastate access rates and 

cost. The analysis demonstrates that Sprint’s current average intrastate switched 

access rate of $.050392 per minute of use (per end) exceeds the cost for the service of 

$.004475, thereby providing a significant contribution of $.045917 per minute of use. 

It should be noted that this analysis of current intrastate access rates and costs is 

presented solely to demonstrate the existing subsidy to residential local service 

provided by intrastate access charges. 

Is cost the target for the intrastate access reductions? 

No. The 2003 Act established parity with the January 2003 interstate access rates as 

the appropriate target for reducing intrastate access rates. 

What evidence do you have that the contributions from intrastate switched 

network access charges are subsidizing residential basic local service? 

Exhibit MF-3 to my testimony deinoiistrates the significant subsidy being provided to 

residential basic local service rates. The cost studies presented by Sprint witness 

Dickerson identify the forward-looking cost of residential basic local service as $30.46 

and business basic local service as $xX.XX. A comparison of these costs to the 

current associated rates (including the subscriber line charge) for basic local service 

reveals that residential basic local service is currently priced well below its associated 

costs. The exhibit clearly demonstrates that the rates for residential basic local service 

are not recovering the associated costs of providing the service. Coupled with the 

previous analysis of intrastate access rates and its associated costs, it is clear that 

intrastate access charges are providing a subsidy to residential basic local service rates. 

Exhibit JMF-4 provides a comparison of the rates and costs for single-line business 
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service. 

How do intrastate switched access rate levels in Florida compare to those in other 

states? 

Exhibit JMF-5 demonstrates the disproportionate contribution made by Sprint’s 

intrastate switched network access charges to support residential basic local service 

rates in Florida, relative to seven other southeastem states. I have shown the access 

rates of BellSouth, the largest ILEC in each of these other states. Sprint’s intrastate 

access charge rate is more than twice the intrastate access charge rate of the next 

highest rate and more than ten (1 0) times higher than four (4) of the other states’ rates. 

How do Sprint’s basic local service rates in Florida compare to the rates in other 

states? 

Sprint’s average monthly rate for residential basic local service, including TouchTone, 

is $9.98 in Florida, compared to a national average rate of $14.55, a difference of 

$4.57. The national average rate is fi-om the FCC’s 2003 Reference Book of Rates, 

Price Indices and Household Expenditures for Telephone Service, Table 1.1. Exhibit 

JMF-6 is a comparison of Sprint’s rates with those of BellSouth’s rates in other states 

in the southeast. BellSouth’s rates were used for comparison as they are the largest 

ILEC in the subject states. 

As can be seen froin Exhibit JMF-6, Sprint’s residential basic local rates are 

significantly lower than the comparable rates in its seven neighboring southeastem 

states. Sprint’s rates in its lowest rate group are 011 average $4.47 per month lower 

than the comparable rates in the other states. In the highest rate group, Sprint’s 

10 
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are on average $3.86 per month lower than the comparable 

Exhibit JMF-7 shows that Sprint's single-line business rates are also significantly 

below the rates for business lines in these neighboring states. Sprint's single-line 

business average rate of $21.18 is also well below the national average of $33.34 

(FCC's 2003 Reference Book of Rates, Price Indices and Household Expenditures for 

Telephone Service, Table 1.8). 

Has Sprint's Local Telephone Division had experience in other states in 

transitioning subsidies from access charges to end user rates? 

Yes.  Sprint's experiences in Ohio and Pennsylvania with rate rebalancing between 

access charges and end user rates provides information which is insightful in 

evaluating a similar initiative here in Florida. 

Could you describe Sprint's access rebalancing experience in Ohio? 

In June 2001, the Public Utilities Commission of Ohio approved Sprint's proposed 

plan to reduce intrastate switched access charges to interstate levels and increase 

certain end user rates to offset the access revenue reduction (Commission Opinion and 

Order in Case No. 00-127-TP-COI and Case No. OI-1266-TP-UNC, Issued June 28, 

2001). The plan provided for a reduction of intrastate switched access rates to parity 

with the interstate switched access rates that resulted from the FCC's Coalition for 

Affordable Local and Long Distance Service ("CALLS") proceeding. To offset the 

access reduction, Sprint established an end user charge (called an "intrastate access 

fee") of $4.10 for residential customers, $6 for single-line business customers and 

11 
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$8.90 for multi-line customers. These local rate increases were implemented on a 

flash-cut basis. 

Q. What has been Sprint’s experience with switched network access rate 

re b alan cin g in Pennsylvania? 

The Public Utility Commission of Pennsylvania has allowed residential basic local 

service rates to periodically increase up to a weighted average cap of $16 per month to 

offset decreases in intrastate switched access rates. Rates for business local service 

were also allowed to increase, but by a smaller amount than residential rates. 

Intrastate traffic sensitive access charges were to be reduced to the July 1998 interstate 

rate levels. The carrier common line charge was restructured fi-on1 a minute-based 

charge to a fl at-rate carrier charge. Under this plan. Sprint has increased j ts residential 

basic local service rates by approximately $4.4 1 to an average of $15.88 and has offset 

these local rate increases with corresponding reductions to its traffic sensitive 

intrastate switched netwol-k access rates and the carrier charge. 

A. 

Q. Have there been recent developments in Pennsylvania which will further reform 

the intrastate access rate structure for Sprint in Pennsylvania? 

Yes. On July 10, 2003, the Peimsylvania Coinniission approved a joint proposal of 

Sprint, the Rural Telephone Company Coalition, the Office of Consumer Advocate, 

Office of Trial Staff and Office of Small Business Advocate that provides for further 

access charge reductions on a revenue-neutral basis. The approved plan allows Sprint 

to increase its residential basic local service rates to achieve a maximum weighted 

average of $1 8 and to offset these increases with corresponding reductions to its traffic 

sensitive access rates and the carrier charge. Rates for business local service are 

A. 
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1 

2 

allowed to increase by the same amount as the residential rates. 

3 Q. What was the Pennsylvania Commission’s rationale in approving the local rate 

4 increases and corresponding access charge reductions? 

5 A. The Pennsylvania Commission recognized the need to rationalize the pricing structure 

6 for both basic local service and access charges to foster a more competitive 

7 environment. The Pennsylvania Commission specifically found in its July 10, 2003, 

8 order that: 

9 “At this juncture, the Commission is persuaded that the proposed access 

10 charge reductions are in the public’s interest and in accordance with the 

11 Conimission’s objective to reduce implicit subsidy charges such as 

12 access charges that impede competition in the teleconiniunicatioiis 

13 market. As implicit charges become explicit charges, competitors are 

14 

15 

16 

17 

18 

19 

20 

21 

22 

better able to compete for local and long distance customers in ail 

ILEC’s service territoiy because IXCs are not hindered by paying ILECs 

excessive access charges in providing competitive toll services and 

CLECs are better able to compete with ILEC local service rates that 

have been kept artificially low as a result of the access charge 

subsidies.” (Order at page lo). 

*** 

“We further look to the Federal Coinmunications Comiission’s (FCC) 

recent decisions in the CALLS and MAG orders for precedence in 

23 ordering implicit charges to become explicit, either through an increase 

24 

25 

in basic local telephone service rates, or though service line charges on 

customer bills. This enables other carriers to compete due to reduced 
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subsidies. While the Joint Proposal does not require a rural ILEC or 

SprintAJnited to mirror interstate access charges, the fact that this is a 

step towards making the charges closer to cost and closer to the 

interstate access charges will help to avoid arbitrage and will help 

competition enter the ILEC territories.” (Order at page 11). 

ACCESS RATE REDUCTIONS 

What provisions of the Tele-Competition Innovation and Infrastructure 

Enhancement Act (“2003 Act”) govern Sprint’s filing of its petition to reduce its 

intrastate switched access rates? 

The applicable provisions of the legislation associated with the access reductions 

include the following: 

364.164 (1) 

“Each local exchange teleconimunications company may, after July 1, 

2003 petition the Commission to reduce its intrastate switched network 

access rate in a revenue neutral manner.’’ 

364.164 (5) 

‘‘As used in this section, the term ‘parity’ means that the local exchange 

telecommunications company’s intrastate switched network access rate is 

equal to its interstate switched network access rate in effect on January 1, 

2003, if the company has more than 1 million access lines in service.” 

364.164 (6) 

14 



, 

I 

2. 

3 

4 

5 

6 

7 Q- 
8 

9 A. 

10 

11 

12 

13 

14 

15 

16 

17 

18 Q. 

19 

20 -4. 

21 

23 

24 

SPRINT-FLORIDA, INC. 
AMENDED PETITION TO REDUCE ACCESS RATES 

FILED: OCTOBER 1,2003 

"AS used in this section, the temi 'intrastate switched network access rate' 

means the composite of the originating and terminating network access 

rate for carrier common line, local channeVentrance facility, switched 

common transport, access tandem switching, interconnection charge, 

signaling, infomation surcharge, and local switching." 

Please describe Sprint's interstate switched network access rate structure that 

will be used as the target for Sprint's intrastate access reductions. 

Sprint's January 1, 2003 interstate switched network access rates are the result of the 

CALLS plan adopted by the Federal Communications Commission in June 2000 

(Sixth Report and Order in CC Docket No. 96-262 and 94-1, Report and Order in CC 

Docket 99-249, Eleventh Report and Order in CC Docket 96-45, released May 31, 

2000). The CALLS plan established a five-year timeframe for addressing issues with 

both the rate structure and rate levels for interstate switched network access service. 

Exhibit JMF-8 to my testimony identifies the rate elements reflected in Sprint's 

January 2003 interstate switched access rates. 

Are there any differences between Sprint's interstate and intrastate switched 

access rate structures? 

Yes. Sprint's intrastate switched network access rates include rates for carrier 

conmion line and interconnection charge, however the interstate rates for these 

elements are set at zero. Also, the interstate switched transport rate category has sub- 

element rates for common and dedicated trunk ports, which are not disaggregated from 

the switched c o m o n  transport rate element in the intrastate tariff. 

25 
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Q. How w 11 Sprint reduce intrastate switched access rates to be in parity with 

interstate switched access rates? 

Because the 2003 Act specifically identifies the interstate switched access rate as the 

target for parity, Sprint will implement a very simple and straight-forward approach to 

achieve parity. Sprint will establish a rate structure for its intrastate switched network 

access rates that mirrors both the rate structure and rate levels for interstate switched 

network access service in effect on January 1? 2003. This approach ensures that the 

intrastate switched network access rates are in parity with their interstate counterpart 

since both the structure and rates will be exactly the same once the transition to parity 

A, 

is completed. 

Q. Using this method of mirroring both the rate structure and rate levels for 

interstate switched network access rates, how did Sprint calculate the impact of 

the intrastate switched network access rate reduction? 

As specified by the 2003 Act, Sprint will utilize the most recent 12 months’ actual 

pricing units in developing the impact of the intrastate switched access reduction. For 

purposes of this filing, the most recent available 12 iiioiiths infomiation covers the 

period from June 2002 to May 2003. Sprint applied the current intrastate switched 

access rates to the actual pricing units to develop the current intrastate switched access 

revenues. Sprint then applied the January 1, 2003 interstate access rates to those same 

pricing units to develop the estimate of revenues to be received after implementation 

of the rate changes. Assuming - for illustration purposes only - a flash-cut, one-time 

reduction, the difference between the two revenue amounts represents the total value 

of the intrastate switched access rate reductions. For purposes of its Petition, Sprint 

has calculated this amount as $142,073,492. The detailed calculations of this amount 

A. 
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are included on Exhibit JMF-9 to my testimony. 

Q. Does Sprint’s approach result in parity between the intrastate composite 

switched network access rate and the interstate composite switched network 

access rate? 

Yes .  As noted earlier, Section 364.164 (6) provides a comprehensive description of 

what is included in the term “intrastate switched network access rate.” 

A. 

“AS used in this section, the tei-ni ‘intrastate switched network access rate’ 

ineans the composite of the originating and temiiiating network access 

rate for carrier common line, local chaimellentrance facility, switched 

coinnion transport, access tandem switching, intercoimection charge, 

signaling, information surcharge, and local switching.“ 

I have prepared Exhibit JMF- 10 which denionstrates that Sprint’s access rate reduction 

plan will produce a composite switched intrastate access rate that is equal to the 

composite January I ,  2003 interstate switched access rate. Sprint’s calculation 

produces an intrastate switched access composite rate of $.012852 after the access rate 

reduction is completed. This composite rate is equivalent to the January 1, 2003 

interstate switched access composite rate of $.012852. 

Q. What is Sprint’s revised plan for adjusting intrastate switched network access 

rates? 

Sprint will reduce its intrastate switched network access rates to the target levels in 

thee separate annual increments over a two-year period. The first annual access 

17 
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reductions are targeted to reducing the current intrastate switched network access 

charge elements which have no associated costs and are therefore providing a pure 

subsidy. Specifically, Sprint will target the reduction of $62,3 19,890 to the 

interconnection charge and tlie carrier common line rates. The first annual access 

reductions result in an elimination of the interconnection charge and a substantial 

reduction in the carrier common line rates. Amended Exhibit JMF- 1 1 to my testimony 

provides the detailed calculations supporting the first annual access reductions. 

What intrastate switched network access rate changes are planned for the second 

increment? 

The second annual intrastate switched network access rate reductions are directed first 

towards elimination of tlie remaining carrier coninioii line rates. The remainder of the 

second annual access rate reduction is directed at the end office local switching rate 

element. . Sprint has estimated the impact of the second annual increment of the 

access reduction as $56,211,283 based on current pricing units (see Amended Exhibit 

J-MF- 1 1). 

What intrastate switched network access rate changes are planned for the third 

increment ? 

The third annual intrastate switched network access rate reductions are directed first 

towards reducing the end office local switching rate element, which was partially 

reduced in the second increment, to the January 1, 2003 interstate level. The 

remainder of the third annual access rate adjustment is directed at establishing the rate 

elements and rates that fully mirror the January 1, 2003 intcrstate rates. Sprint has 

estimated the impact of the third annual increment of the access reduction as 

$23,541,741 based on current pricing units (see Amended Exhibit JMF-11). 

18 
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Q. With these changes, does Sprint's revised plan comply with the provisions of the 

2003 Act regarding intrastate switched access rate levels? 

Yes. Based on this revised plan Sprint will reduce its intrastate switched access rates 

to exactly match (in both structure and rate level) the January 2003 interstate switched 

network access rates over a two-year period utilizing three separate access reductions. 

Although Sprint has estimated the impact of each increment of the access reduction, it 

is recognized that the actual reduction amount for each increment will be based on the 

latest 22 moiiths pricing units at that time. As a result, the impact of the access 

reduction for each of the th-ee increments will likely vary from the estimated aniounts. 

A. 

IV. REVENUE NEUTRALITY 

Q. You have described Sprint's revised plan for reducing its intrastate switched 

access rates to parity with interstate rates. What does the 2003 Act provide for in 

terms of revenue neutrality? 

The 2003 Act specifies that, if intrastate access rates are to be reduced, they must be 

reduced in a revenue-neutral niaimer. Section 364.164 (2) describes the specific 

methodology to be used for calculating revenue neutrality: 

A. 

"If the Conmission grants the local exchange company's petition, the 

local exchange company is authorized, the requirements of section 

364.05 1 (3) notwithstanding, to immediately implement a revenue 

category mechanisin consisting of basic local telecommunications 

service revenues and intrastate switched network access revenues to 

achieve revenue neutrality. The local exchange company shall 

19 
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thereafter, on 45 days' notice, adjust the various prices and rates of the 

services within its revenue category authorized by this section once in 

any 12-month period in a revenue-neutral maimer." 

What information did Sprint use to create the revenue category mechanism 

provided for in the provision quoted above? 

The provisions of the 2003 Act related to calculation of the revenue category 

mechanism are contained in section 364.164 (7): 

"Calculation of revenue received from each senric,e before the 

implementation of any rate adjustineiit must be made by multiplying the 

then-current rate from each service by the most recent 12 months' actual 

pricing units for each service within the category, without any 

adjustments to the number of pricing units. Calculation of revenue for 

each service to be received after implementation of rate adjustments 

must be made by multiplying the rate to be applicable for each service 

by the most recent 12 month's actual pricing units for each service 

within the category, without any adjustments to the number of pricing 

units. " 

Based on these guidelines, Sprint extracted billing infoi-niation for the most recent 12 

months (Julie 2002 through May 2003) for intrastate switched network access services 

and basic local telecommunications services and created a model which documents the 

calculations necessary to achieve the revenue neutraIity provisions of the 2003 Act. 

This information is summarized in Amended Exhibit JMF- 12 to my testimony. 

20 
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What is Sprint’s revised plan for achieving revenue neutrality? 

As noted previously, Sprint will reduce its intrastate switched access rates to the target 

interstate levels over a two-year period using three separate annual increments (2004, 

2005 and 2006). To achieve the revenue neutrality provided by the 2003 Act, Sprint 

will increase rates for basic local telecommunications services over that same two-year 

period, accomplishing the increase over three separate annual increments. 1 previously 

described how Sprint’s calculation of the amount to achieve access rate parity 

produces a reduction of $142,073,492 in access revenues, assuming a onetime, flash- 

cut reduction. This $142,073,492 represents an estimate of the amount to be 

recovered through adjustments in the rates for basic teleconiniunications service, 

assuming the same one-time, flash-cut adjustment. 

As noted previously, Sprint will reduce its intrastate switched access revenues in tlvee 

annual increments as follows: 

Increment 1 (2004) $42?3 19,890 

Increment 2 (2005) $56,2 1 1,842 

Increment 3 (2006) $23,541,711 

Sprint will achieve revenue neutrality for these switched access revenue reductions by 

implementing increases in its rates for basic local telecommunications services over 

the same two-year period, accomplished in three annual increments, 

What rate changes to basic local telecommunications services will be 

implemented to achieve revenue neutrality? 

Amended Exhibit JMF- 12 to my testimony summarizes Sprint’s revised rate change 

plan for its basic residential and single-line business local service rates for the three 

21 
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annual increments. . Sprint will increase residential basic local service recurring rates 

by $2.95 in the first increment , $2.75 in the second increment and $1.16 in the third 

increment. Rates for single-line business basic local service will increase by an 

average of $270 in the first increment , $2.40 in the second increment and $.90 in the 

third increment. Sprint will also increase certain residential and business non- 

recurring service charges in each of the three annual increments of the plan. These 

rate changes will iiicrease basic local service revenues by $142,084,46 1, an amount 

which is slightly different from the total access reduction amount due to rounding 

di ffereiices . 

Upon the grant of Sprint's Revised Petition, Sprint, in compliance with Section 

364.164(2), Florida Statutes, will commence the impleiiieiitation of its first annual 

intrastate switched network access and basic local service price adjustments. These 

adjustments should become effective in the first quarter of 2004. The subsequent 

annual adjustments will be scheduled to take place on the anniversary of the effective 

date of the first annual adjustment. 

Q. How does Sprint's revised plan comply with the provision in 364.164 (2) 

regarding limiting the increases to the basic local service monthly recurring rate? 

The 2003 Act provides that: A. 

"An adjustment in rates may not be offset entirely by the company's 

basic monthly recurring rate." 

In compliance with this 

$7,638,900 of increases to 

provision, Sprint's revised plan includes an estimated 

certain non-recurring, service charges. As a result, Sprint's 

22 
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access charge reductions are not offset entirely by increases in the basic local service 

monthly recurring rate. 

How will Sprint comply with the provisions of the 2003 Act relating to Lifeline 

and pay telephone access lines? 

The 2003 Act provides that: 

"Billing units associated with pay telephone access lines and Lifeline 

service may not be iiicluded in any calculation under this subsection." 

Sprint has specifically identified the iiumber of Lifeline and pay telephone lines in 

service during the 12-month period used in calculating the revenue neutrality 

provisions of its revised plan. The pay telephone lines were removed from the 

calculation of revenue neutrality and the current rates will not be affected by rate 

changes associated with implementing the 2003 Act. For Lifeline customers, billing 

system limitations will preclude Sprint from continuing to display the current basic 

local service rate for Lifeline customers on the bil1 as the rate changes resulting from 

the revenue neutrality provisions are implemented. Sprint will, instead, reflect on 

these customers' bills, a Lifeline credit that is increased by the amount of the increases 

to recurring residential rates. This will insure that there is 110 net impact to the 

customer from the increases associated with implementing the 2003 Act. Sprint 

believes this approach is expressly consistent with the legislative provisions regarding 

Lifeline customers - namely, to ensure their bills are unaffected by the rate changes 

resulting [rum implementation of the revenue neutrality provisions of the 2003 Act. 

What are the factors that could change the actual basic local service rates in the 
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Sprint revised plan? 

The 2003 Act provides that the actual pricing changes to accomplish revenue 

neutrality must be based on the conipany’s most recent 12 months’ pricing units. As a 

result, changes to the pricing units for both switched access services and basic local 

telecommunications services are expected and will affect all three increments of 

Sprint’s planned price changes. Upon the granting of the Petition, Sprint will adjust 

the price changes to ensure revenue neutrality is achieved and the calculations remain 

in compliance with the provisions of the 2003 Act. 

Could you identify the specific rate changes plauned for residential and single- 

line business basic local service rates? 

Yes. I have prepared Amended Exhibit JMF-13 whxh identifies the cui-rent rates and 

the specific rate changes for the thee  annual increments o f  Sprint’s revised plan for 

both residential and single-line business basic local service. The exhibit also identifies 

the current and planned rates for the service connection charge elements. 

Does Sprint’s revised plan apply the basic local service increase equally across all 

rate groups? 

For residential basic local service rates, Sprint will implement increases that are 

consistent across all rate groups. For single-line business basic local service rates, 

Sprint has taken into account competitive and calling scope considerations in its rate 

design. As a result, Sprint’s revised plan for single-line business basic local service 

rates does reflect some variability in the increases across the rate groups. 

What is Sprint’s rationale for the distribution of its revenue-neutral rate changes 
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over the three increments? 

Sprint has elected to increase its basic local services prices in a graduated manner over 

the two-year period because Sprint continues to believe that it is important to eliminate 

the non-cost-based component of its intrastate switched network access rate as quickly 

as possible. This principle drives, in part, the size of the resulting first of three annual 

basic local service price increases, The size of each of the remaining two annual 

switched access rate decreases and resulting basic local service price increases also 

reflects Sprint’s efforts to fulfill the underlying goal of the legislation to enhance the 

creation of a more competitive local market for the benefit of residential consumers as 

quickly as possible. 

A. 

V. CONSUMER IMPACTS 

Q. Sprint includes a two-year timeframe for implementation of its revised revenue- 

neutral plan. Why is a two-year plan most appropriate? 

As described in more detail in the testimony of Dr. Kenneth Gordon, the elimination 

of implicit subsidies in access rates and the establislment of pricing for local services 

which are more closely aligned with their costs, will make the residential local market 

more attractive to competitors and will bring about enhanced market entry. 

Additionally, as indicated by the access charge and local service rate differentials 

shown in my exhibits JMF-5 and JMF-4, Florida is already well behind other states in 

making these changes. 

A. 

Q. Will Sprint introduce other consumer benefits in addition to those that accrue 

from a more competitive market? 
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Yes. In an effort to mitigate the impacts to customers from the increases in rates for 

basic local service, Sprint will reduce the amount residential customers pay for 

extended local calling services by providing a free allowance of five calls per month 

for routes which are charged on a per message basis. Currently, customers incur a 

charge of $.20 or $ 2 5  per message for a11 calls made on these local calling plans. 

Under Sprint's plan, customers will receive the first five calls free, and  ill incur the 

tariff charges for calls over the allowance. Based on current rates, customers could 

experience savings of up to $1.00 or $1.25 per month in their charges for extended 

local calling. This plan has the potential for providing benefit to a large number of 

Sprint's residential customers as over 82 percent have extended local calling service 

available to them over 283 routes included in Sprint's proposal. 

Are there other consumer benefits provided by the legislation? 

Yes .  The interexcliange carriers ("IXCs") are required to retuin to their residential and 

business customers the benefits of access reductions they realize from the ILEC rate 

reductions. The reductioiis that customers experience in the rates for long distance 

calling will serve to offset the increases they will experience for basic local services. 

This offset will consist of eliminating, by January 1, 2006, any "instate connection 

fee" which for the "big tlxee" IXCs is currently approximately $1.90 per month, and 

flowing-through any residual switched network access charge reduction amount in the 

form of lower toll rates. Thus, IXC's residential customers currently being- charged an 

instate connection fee will see a direct reduction in their monthly toll bill of about 

$1.90, regardless of the amount of their toll calling volume. Thereafter, long distance 

users will receive the benefits of additional IXC flow-through tu11 price reductions. 
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Q. What additional protections are there for those customers that are economically 

disadvantaged who might otherwise be impacted more significantly by the 

increases in basic local service? 

As 1 stated previously, Section 364.10(3)(a) exempts Lifeline customers from the rate 

changes allowed by Section 364.164. Additionally, Section 364.10 (3) (a) enhances 

the Lifeline program effective September 1, 2003, to allow any customer who meets a 

stand-alone income eligibility test at 125% or less than the federal poverty level to 

subscribe to Lifeline service without having to apply to a low-income assistance 

program. Eligibility for these customers will be administered by the Office of Public 

Counsel. Sprint implemented this new criterion as of August 1, 2003. As further 

protection for Lifeline customers, Sprint will extend the Lifeline credit amount for an 

additional year beyond the two-year rebalancing period through at least the first 

quarter of 2007. 

A. 

Q. What about universal service objectives? Aren’t you concerned that increasing 

residential local service rates will result in some subscribers dropping off the 

ne two rk? 

No, for several reasons. First, the 2003 Act has increased Lifeline service availability 

to a greater number of Florida’s economically disadvantaged. In fact, Lifeline is being 

expanded such that the requirement of participation in one of the six public assistance 

programs is not required. Customers that have household incomes up to 125% of the 

Federal Poverty Level can apply to the Office of Public Counsel for approval for 

subscription to Lifeline service. Additionally, as I stated previously, the rates for 

Lifeline service will not increase for a period of three years as a result of the 

re b dancing. 

A. 
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Second, the empirical data from the other states that have increased their local service 

rates demonstrates that subscribership has not been adversely affected. Exhibit JMF- 

14, shows that of the seven other southeastem states, all of which have higher local 

service rates than Florida, each has increased its residence subscribership more than 

Florida’s subscribership, except for Georgia, where subscribership has remained 

unchanged. Exhibit JMF-15 shows the subscribership for 1988 and November of 

2002 for each of the seven other southeastem states. 

Finally, from an ability to pay perspective, Florida customers have higher average 

incomes than any of the other seven states. Exhibit JMF-16 shows the per capita 

personal income for Florida as compared to the other states. Exhibit MF-17 shows 

Florida’s higher level of disposable personal income versus the seven other states. 

Nationally, Florida ranks 25‘h in per capita personal income, again higher than the 

other states as shown in Exhibit JMF- 18, another indication of Florida’s higher income 

relative to the other states. 

You previously described Sprint’s access rebalancing experience in Ohio and 

Pennsylvania. How do the rates for basic residential local service in those states 

compare to the rates in the Sprint revised plan for Florida? 

Sprint’s rate for basic residential local service in Ohio averages $16.55. The $4.10 

“intrastate access fee” authorized by the Ohio Commission brings the total charge for 

residential local service to $20.65. In Pennsylvania, Sprint’s current averagc 

residential local service rate is $1 5.88 and based on the Pennsylvania Conimission’s 

recent order, it will move towards the cap of $18 in 2004. Sprint’s revised revenue- 
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neutral plan for Florida will result in a weighted-average residential local service rate 

of $16.84 (current average of $9.98 plus increase of $6.86 over Sprint’s two-year 

plan). The resulting residential local service rate in Florida will be significantly below 

Sprint’s rates in Pennsylvania and Ohio. 

Has Sprint experienced any significant changes in su bscribership for residential 

basic local service as a result of the local rate increases in Pennsylvania or Ohio? 

No, there was virtually no negative customer reaction to the increases in local rates in 

these two states, either in the form of complaints to the Commission or decreases in 

subscribership. In Ohio, primary residential access lines declined approximately I % 

during the six months forlowing the local rate increase. In Pennsylvania, primary 

residential access lines declined less than % of 1 percent in the six months following 

the most recent local rate increase. Although minor declines in residential access lines 

were experienced in these states, there are riiany factors other than the local rate 

increases that influenced this trend, iiicluding the general state of the economy, 

wireless replacement and competition from other wireline carriers. As an illustration, 

Sprint’s primary access lines for its entire 18 state local telephone division declined 

approximately .3 percent during 2001 and .5 percent in 2002, even though the other 

states were not experiencing the type of local rate increases that were ordered in Ohio 

and P ems y lv an i a. 

Do the changes in interstate access rates provide any evidence that the correct 

assignment for recovery of these costs to end users does not negatively impact 

universal service objectives? 

The FCC, in recognition of the problems of continuing service cross-subsidies in a 
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competitive telecommunications markets, has been transitioning the support for local 

services provided though interstate access charges from toll users to local service via 

the End User Common Line or Subscriber Line Charge. Local subscribership, 

measured by the FCC's Telephone Penetration Data as the percentage of households 

with telephone service, has steadily increased even though the subscriber line charge 

has increased to $6.50 for primary residential service as of July 2003. The subscriber 

line charge for residential and single-line business was initially implemented at a rate 

of $1 .OO on June 1, 1985. At that time, the FCC reported subscribership nationally at 

91.8%; as of November 2002, the latest available data, subscribership was at 95.3%. 

This is not surprising given that the increase in the recurring subscriber line charge 

rate has been offset by significant decreases in long distance rates and increases in 

12 consumer income. 

13 

14 Q 

15 A. 

16 

17 

What is your conclusion regarding the significance of this data? 

The data conclusively demonstrates that basic local service rates in Florida can be 

increased without negatively impacting universal service or subscribership levels. In 

fact, when basic local service rates are increased on a revenue neutral basis, with 

18 

19 

20 

21 

L.- 31 

23 

24 

25 

access charge rate reductions flowed through to end user customers, along with 

Sprint's plan to provide the first five extended local calls free, universal service will be 

positively impacted. This is particularly true given that under Section 364,164, those 

most economically disadvantaged consurners, Florida's Lifeline subscribers, will not 

be subject to rate increases in their recurring local service rates from the rate 

rebalancing for three years and will have the benefit of reduced toll charges. 

It is also worth noting that even with the basic local service price increases being 
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implemented by Sprint, the residential basic local service prices will still be below the 

cost of providing the basic local senrice. As noted by Dr. Staihr and Dr. Gordon, there 

are significant benefits to the residential marketplace that will result from moving 

prices towards cost in terms of making the residential market more attractive to 

competitors and inducing enhanced market entry. 

CONCLUSION 

Could you summarize Sprint’s position in this proceeding? 

Through its petition and the testimony and exhibits of its witnesses in this proceeding, 

Sprint demonstrates that its revised plan for reducing intrastate network access rates 

in a revenue neutral mariner meets all of the criteria established by the 2003 Act and 

should therefore be approved by the Comiiiission. Specifically, granting Sprint’s 

petition will: 

3 Remove current support for basic local telecoiizrteuiiicatioris services that 

prevents the cuentioii of a more a ftractirre, competitive local exchnrrge ninrket for 

the benefit of residential custonzers. 

My testimony, along with the cost study information supported by Sprint witness 

Dickerson, provides evidence that intrastate switched network access rates are 

providing support for Sprint’s residential basic local telecomniunications services. 

Sprint’s witnesses Gordon and Staihr provide evidence that the removal of the 

current level of support for residential local services will create a more attractive, 

competitive local exchange market for the benefit of residential customers. 
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1 > Induce enlzaizced market entry. 

2 

3 

4 

5 

6 years. 

7 

8 

9 

Sprint witnesses Gordon and Stailv provide evidence demonstrating that approval 

of Sprint’s petition will result in enhanced market entry by competitors. 

> Result in intrastate switched access rate reductions to parity over aperiod of two 

My testimony describes Sprint’s revised plan for implementing its revenue neutral 

intrastate switched access reductions over a two-year period, which complies with 

the 2003 Act provisions of a period of not less than two years or more than four 

10 years. 

11 

12 > Will be revenue nerrtrul. 

13 

14 

15 

16 

17 

18 Q. Does this conclude your testimony? 

19 A. Yes, it does. 

20 

My testimony describes Sprint’s revised plan for decreasing intrastate network 

switched access rates to the January 2003 interstate levels and increasing basic 

local service rates to offset the access reductions. Sprint’s revised plan fully 

complies with the provisions of the 2003 Act regarding revenue neutrality. 

2 1 h.\jpf\sprint\access charges\testimony’~felz direct doc 
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SPRINT-FLORIDA, INCORPORATED 
Intrastate Access Reductions 

Carrier Common Line Access 
Originating Access Minute 
Terminating Access Minute 

Interconnection Charge 
Totat Interconnection Charge-Per Access Minute 

Swttched Transportlocal ChanneUEntrance Facilfty 
Local ChanneVEntrance Facility -Voice Grade 
Local ChanneVEntrance Facility - DDS - 56.0 kbps 
Local ChanneVEntrance Facility - DS1 - 1 .W kbps 
Local ChanneVEntrance Facility - DS3 - 44.736 mbps 

Switched Transport-Direct Trunked Transport 
Voice Grade-Termination (Fixed) 
Voice Grade-Facility (Per Mile) 
DDS-Termination (Fixed) 
DDS-Facility (Per Mile) 
DS1 -Termination (Fixed) 
DS1 -Facility (Per Mile) 
DS3-Termination (Fixed) 
DS3-Facility (Per Mile) 

Switched Transport-Tandem Switched Transport 

Sprint -Florida, Inc. 
Amended Petition to Reduce Access Rates 

Filed: October I, 2003 
Amended Exhibit JMF-11 

Page I of 3 

Switched TransporlChargeable Optional Features 
Multiplexing-DS 1 to Voice 
Multiplexing-DS3 lo OS1 
STP Port Charge 

End Officelocal Swltchlng 
Local Swttching-Per Access Minute 

TOTAL SWITCHED ACCESS SERVICES 

* Unit information based on June 2002 thru May 2003 
** Current rate is a comoasite of rates from sections E3. E6 and E16. 

Twelve Months 
Billing 
Units 

1,137,803,229 
1,950,818,429 

3,289,996.573 

804.74 
168.00 
985.44 
31 9.99 

575.46 
13,113.08 

48.00 
223.56 

6,988.29 
135,414.48 

176.69 
3,221.23 

1,106,569,637.50 
24,977,040,255.96 

970,994,904.00 
1,319,493,579.64 
1,490,689,259.47 

2,148.69 
15,875.31 

4.09 
498.30 
120.00 

3,099,745,853 .OO 

Current 
Intrastate 
Access 

Rate 

$0.025800 $ 
$0.033633 ** $ 

$0.001758 ** $ 

$ 80.00 
$ 69.10 
$ 205.65 
$ 1,250.50 

$ 33.80 
$ 1.80 
$ 37.55 
$ 3.80 
$ 72.57 
$ 12.37 
$ 476.75 
$ 244.96 

$0.000207 
$0.000042 
$0.000899 
$ -  
$ -  
$ -  
$ *  

$ 301.32 
$ 585.94 
$ 485.00 

$0.01 7700 

Current 
Intrastate 
Access 
Revenue 

29,355,323 
65,612,727 

5,783,559 

64,379 
1 1,609 

202,657 
400,149 

19,451 
23,604 

1,802 
850 

507,171 
1,675,122 

, 84,237 
, 789,081 

229,263 
1,036,611 

873,165 

1,232 
291,972 
58,200 

54,865,502 

161,887,665 

Increment 1 
Intrastate 
Access 

Rate 

$ 0.012443 
$ 0.012443 

$ 

$ 80.00 
$ 69.10 
$ 205.65 
$ 1,250.50 

$ 33.80 
$ 1.80 
$ 37.55 
$ 3.80 
$ 72.57 
$ 12.37 
$ 476.75 
$ 244.96 

$ 0.000207 
$ 0.000042 
$ 0.000899 
$ 
$ 
$ 
$ 

$ 301.32 
$ 585.94 
$ 485.00 

S 0.017700 

Increment 1 
Intrastate 
Access 
Revenue 

1415Z 686 
24274 034 

64,379 
11,609 

202,657 
400,149 

19,451 
23,604 

1,802 
850 

507,171 
1,675,122 

84,237 
789,08 1 

229,263 
1,036,611 

873,165 

1,232 
291,972 
58,200 

54,865,502 

99,56z 775 

Increment I 
Annual 
Revenue 
Change 

(15; 197 63d 
(41,338,692 

(5,783,559 
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Carrier Common Line Access 
3riginating Access Minute 
Terminating Access Minute 

Interconnection Charge 
Total Interconnection Charge-Per Access Minute 

Switched Transport-Local ChanneUEntranca Facility 
Locat ChanneUEntrance Facility - Voice Grade 
Local ChannellEntrance facility - DDS - 56.0 kbps 
Local ChanneVEntrance Facility - DS1 - 1.544 kbps 
Local ChannellEntrance Facility - DS3 - 44.736 mbps 

Switched TransportOirect Trunked Transport 
Voice Grade-Tenination (Fixed) 
Voice Grade-Facility (Per Mile) 
DDS-Termination (Fixed) 
DDS-Facility (Per Mile) 
DSl -Termination (Fixed) 
DS1 -Facility (Per Mile) 
DS3-Termination (Fixed) 
DSSFaciIity (Per Mile) 

Swltched Transport-Tandem Switched Transport 
Tandem Switched Transmission Termination 
Tandem Switched Facility 
Tandem Switching 
Common Transport Multiplexing 
Common Trunk Port 
Dedicated Trunk Port-DSO 
Dedicated Trunk Port-DS1 

Switched TransportChargeable Optional Features 
Multiplexing-OS1 to Voice 
Multiplexing-DS3 to DSl 
STP Port Charge 

End Office-Local Swltchlng 
Local Switching-Per Access Minute 

TOTAL SWITCHED ACCESS SERVICES 

* Unit information based on June 2002 thru May 2003 
** Current rate is a composite of rates from sections E3, E6 and E16. 

hems in Ihfic epmsennt amena'ednumbem. 

~~ ~~ ~ ~ ~ ~~ 

Increment 2 
Increment 2 

Twelve Months 
Billing 
Units 

1,137,803,229 
1,950,818,429 

3,246,048,469 

804.74 
168.00 
985.44 
31 9.99 

575.46 
1 3,113.08 

48.00 
223.56 

6,988.29 
13541 4.48 

176.69 
3.221 2 3  

1 , I  06,569,637.50 
24,977,040,255.96 

970,994,904.00 
1,319,493,579.64 
1,490,689,259.47 

2,148.69 
15,875.31 

4.09 
498.30 
120.00 

3,099,745,853.00 

Increment 1 
Intrastate 
Access 

Rate 

8 0.012443 
$ 0.012443 

$ 

$ 80.00 
$ 69.10 
$ 205.65 
$ 1,250.50 

$ 33.80 
$ 1.80 
$ 37.55 
$ 3.80 
$ 72.57 
$ 12.37 
$ 476.75 
$ 244.96 

$ 0.000207 
$ 0.000042 
$ 0.000899 
$ 
$ 
$ 
$ 

$ 301.32 
$ 585.94 
$ 485.00 

$ 0.017700 

Increment 1 
Intrastate 
Access 
Revenue 

14 157 686 
24274 034 

64,379 
11,609 

202,657 
400,149 

19,451 
23,604 

1,802 
850 

507,171 
1,675,122 

, 84,237 
, 789,081 

229,263 
1,036,611 

873,165 

1,232 
291,972 
58,200 

54,865,502 

99, 56Z 775 

Increment 2 
Intrastate 
Access 

Rate 

80 m 
69 10 
205; 65 

I, 250.50 

33.80 
1-80 

3z 55 
3.80 
72.57 
12 37 
476 75 
244.96 

0. &49207 
0. W 4 2  
0. "9 

3U1. 32 
58594 
485 

L? 011564 

Increment 2 
Intrastate 
Access 
Revenue 

$ 
$ 

$ 

$ 66,379 
$ 11,609 
8 202,657 
$ 4w,149 

$ 19,451 
8 23,604 
$ I, 802 
8 850 
,$ 507171 
8 1,675,122 
,$ 84237 
8 789,081 

$ 228 263 
$ 1,036611 
8 873165 
$ 
8 
$ 
$ 

$ I, 232 
8 291,972 
$ 5&?00 

8 3TU84359 

Jr 4335G914 

Annual 
Revenue 
Change 

$ (14157686: 
8 (26,274034 
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Summary of Revenue-Neutral Rate Changes 

Increment 1 
Annual Revenue 

Change 

Increment 2 
Annual Revenue 

Change 

Increment 3 Total 
Annual Revenue Annual Revenue 

Change Change 

INTRASTATE SWITCHED ACCESS ,% (62,319,890) ,$ (23,541,741) $ (142,073,493) 

increment I Increment1 

Increase Change 
Rate Annual Revenue 

Increment 2 Increment 2 

Increase Change 
Rate Annual Revenue 

Increment 3 Increment 3 

Increase Change 
Rate Annual Revenue 

Total 
Annual Revenue 

Change BASIC LOCAL SERVICE 

Residential Basic Local Service $ 295 8 50,502,499 $ 1.16 $ 19,858,530 $ 1 17,438,494 

Business Basic Local Service $ 2.70 $ 654 312 $ 240 $ S, 804 I27 

$ I, 544 763 $ 760,747 $ 5,509,680 Residential Service Connection Charges $ 3, Zm, 165 

$ 2.129.300 s 385 629 Business Service Connection Charges $ 958,758 

$ 142,084461 Total Basic Local Service Increases $ 62,320,724 $ 23,552,454 

/tenis in ILahc represent amended ~umbers. 



Sprint-Florida, Inc. 
Current and New Basic Rates 

United Rate Group 1 
United Rate Group 2 
United Rate Group 3 
United Rate Group 4 
United Rate Group 5 
United Rate Group 6 
Centel Rate Group 1 
Centel Rate Group 2 
Centel Rate Group 3 
Centel Rate Group 4 
Centel Rate Group 5 
Centel Rate Group 6 

Ice C U  
Primary - United 
Primary - Centel 
Secondary - United 
Secondary - Centel 
Access Line Charge - United 
Access l i n e  Charge - Centel 
Premise Visit - United 
Premise Visit - Centel 
Record Change - United 
Record Change - Centel 
Number Change - United 
Number Change - Centel 
Restore Service - United 
Restore Service - Centel 

Residential Residential Residential Residential 
Current Increment I Increment 2 Increment 3 

Rate 

7.63 $ 
8.39 $ 
9.18 $ 
9.94 $ 
10.72 $ 
11.48 8 
8.58 $ 
9.05 $ 
9.45 $ 
9.91 $ 
10.37 $ 
10.89 8 

20.45 8 
20.45 $ 
9.70 $ 
12.25 $ 
30.70 $ 
30.70 $ 
10.20 g 
21.50 $ 
5.10 $ 
N/A 
9.70 $ 
9.70 $ 
15.35 $ 
15.35 $ 

Rate 

10.58 $ 
11.34 $ 
1213 $ 
1289 $ 
13.67 $ 
14.43 $ 
11.53 $ 
1200 $ 
1240 $ 
1286 $ 
13.32 $ 
13.84 $ 

2250 $ 
2250 $ 
1210 $ 
13.50 $ 
30.80 $ 
30.80 $ 
28.10 $ 
34.30 $ 
10.00 $ 

1210 $ 
12.10 $ 
21.35 $ 
21.35 8 

N/A 

Rate 

13.33 $ 
14.09 $ 
14.88 $ 
1564 $ 
1642 $ 
1Z18 $ 
14.28 $' 
14.75 $ 
15.15 $ 
1561 $ 
1607 $ 
1659 $ 

2P.20 $ 
24.20 $ 
14.05 $ 
14.50 $ 
30.90 $ 
30.90 $ 
4275 8 
44.80 $ 
13.35 $ 
N/A 
14.05 $ 
14.05 $ 
2380 $ 
2380 $ 

Rate 

14.49 
1525 
16 04 
16 80 
17:58 
18.34 
15 44 
15 91 
16 31 
16 77 
1Z23 
17: 75 

25 00 
2500 ' 
15.00 
15.00 
31.00 
31.00 
50.00 
50.00 
15.00 
N/A 
15 00 
15.00 
25.00 
25.00 
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Business Business Business Business 
Current Increment I Increment 2 Increment 3 

Rate 

1657 $ 
1837 $ 
20.15 ,$ 
21.94 ,$ 
23.79 $ 
2557 $ 
1804 $ 
19.07 $ 
19.99 $ 
21.06 JT 
22.08 8 
23.25 ,$ 

25.60 $ 
30.65 ,$ 
16.35 $ 
14.30 $ 
35.75 $3 
35.75 $ 
10.24 ,$ 
30.65 $ 
510 $ 
5.10 $ 
11.75 $ 
11.75 $ 
20.45 JT 
15.35 ,$ 

Rate 

21.32 $ 
2.243 $ 
23.51 $ 
24.62 $ 
2583 $ 
2Z39 $ 
2213 $ 
2269 $ 
23.32 $ 
24.01 $ 
24.69 $ 
2553 $ 

29.80 $ 
3260 3 
20.25 ,$ 
1910 $ 
3%65 ,$ 
3Z65 $ 
28.10 $ 
3935 $ 
10.00 $ 
10.00 $ 
15.45 $ 
15.45 $ 
zzuo $ 
24.20 $ 

Rate 

2554 $ 
2604 $ 
2650 $ 
2200 JP 
2264 ,$ 
29.01 $ 
2576 $ 
2591 $ 
26.28 $ 
2663 $ 

2%56 $ 
2z01 $ 

3325 $ 
34.20 $ 
23.45 $ 
2305 $ 
39.25 $ 
3925 $ 
42.80 JT 
4650 $ 
1335 $ 
1335 $ 
18.50 $ 
18.50 $ 
3235 $ 
31.45 $ 

Rate 

2z 12 
2% 39 
2 Z  62 
27.89 
28 32 
29 61 
2z 12 
27.12 
27: 39 
22 62 
2Z89 
28 32 

35.00 
35: 00 
25.00 
25.00 
40 00 
40 00 
50 00 
50.00 
15; 00 
15. ou 
20.00 
20.00 
35.00 
3.5 00 

kems in Ihhc represent amended numbers. 
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AMENDED AMENDED DIRECT TESTIMONY OF DR. KENNETH 

G O R D O N 0  

r. PURPOSE & SUMMARY OF CONCLUSIONS 

Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

A. My name is Dr. Keimeth Gordon. My business address is One Main Street, Cambridge, 

Massachusetts 02142. My C.V. is provided as Attachment A. 

Q. WHAT IS YOUR CURRENT POSITION? 

A. T am a Special Consultant of National Economic Research Associates, Inc. ("NERA"j. 

Previously, I was Senior Vice President at NERA. 

Q. WILL YOU PLEASE SUMMARIZE YOUR EDUCATION AND PROFESSIONAL 

QUALIFICATIONS? 

A. I am an economist and former Chairman of the Maine Public Utilities Conmission 

("Maine Commission") and the Massachusetts Department of Public Utilities ("Mass. 

DPU"). The Mass. DPU is now known as the Massachusetts Departinent of 

Telecommunications and Energy. I have been an econoinist since 1965, and f have been 

directly involved with developing and establishing regulatory policy at the federal and 

state levels since 1980, when I became an industry economist at the Federal 

Communicatioiis Commission (bSFCC''). 

I received my A.B. degree from Dartmouth College in 1960. I received my M.A. degree 

in 1963 and my P1i.D. degree in 1973, both in economics, from the University of Chicago. 

I have taught applied microeconomics, industrial organization, and regulation (as well as 
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1 other subjects) at Georgetown University, Northwestem University, University of 

2 

3 

4 

Massachusetts at Amherst, and Smith College. 

From 1980 to 1988, I was an industry economist at the FCC's Office of Plans and Policy, 

5 

6 

where I worked on a full range of regulatory issues, including telecommunications, cable, 

broadcast, and intellectual property rights. At the FCC, one of the major focuses of my 

7 

8 

9 Prior to joining NERA in November 1995, I chaired the Maine Coimnission (1988 to 

10 December 1992) and the Mass. DPU (January 1993 to October 1995). During my term as 

11  Chairman of the Mass. DPU, the DPU investigated and approved a price cap incentive 

12 reguration plan for NYNEX and also undertook a proceeding to exailline interconnection 

13 and other issues related to the development of competition at all levels of 

work was activity aimed at introducing competition into cominunications markets. 

14 

1s 
telecommunications, including basic local service. 

16 

17 

18 

19 

20 

21 

22 

While a regulator, I was active in the National Association of Regulatory Utility 

Commissioners ("NARUC"), serving on its Communications and Executive Comiiiittees. 

In 1992, I served as President of NARUC. I was also Chairman of the BellCore Advisory 

Conmiittee and the New England Governor's Conference Power Plaimiiig Cominittee. 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

A. Verizon Florida hc . ,  BellSouth Telecommunications, Inc., and Sprint-Florida Inc., ("the 

23 companies") are seeking to restructure their rates for intrastate network access services 

Consrrltrng Ecoiiornrsis 
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1 ("intrastate access") and basic local telecommunications services ("basic local") in 

2 accordance with recently passed legislation by the Florida Legislature.] The companies' 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

revised plans-which must address the criteria established in the legislation-call for 

them to restructure their intrastate access and basic locaI rates in a revenue-neutral 

manner. 

The companies have asked me to provide an economic and policy analysis of their revised 

rate plans and to testify 011 whether I believe those revised plans meet the criteria laid out 

in the legislation. 

Q. W E 4 T  ARE YOUR MAJOR CONCLUSIONS? 

A. After reviewing the newly-enacted legislation, the evidence in this case-specifically the 

companies' revised plans and the cost evidence submitted by the companies' witnesses- 

and based on my  general knowledge and expertise on telecomniunications economic and 

regulatory matters, T conclude that the revised plans submitted by the companies meet the 

criteria contained in the legislation. Specifically, upon iiiiplenientation, the revised pfans 

will, inter alia: 

a Reduce current support for basic local telecominunications services that prevents 

the creation of a more attractive competitive local exchange market for the benefit 

of residential consumers; and 

* Induce enhanced market entry. 

-I 7 3  The conipanies' revised plans significantly decrease support for basic local service by 1 
23 reducing prices for a service that has historically and purposely been an important 

' See Section I1 below. 

Consulting Economists 
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9 

10 

I 1  

12 

13 

13 

15 

16 

17 

IS  

19 

20 

21 

22 

23 

24 

25 

source-but by no means the only source-of support for basic local services, namely 

intrastate access. In order to achieve revenue neutrality, the companies’ revised plans 

increase residential basic local prices towards cost-based levels, thus creating a more 

attractive market for potential entrants, ultimately for the benefit of residential consumers. 

Both theory and empirical evidence show that low residential basic local prices have 

hindered the development of residential competition. By better aligning residential basic 

local prices with cost, competitors will have increased incentives to target a broader mix 

of residential consumers, which is the intent of the Florida legislature. 

hi addition, I conclude that the revised plans will enhance econoinic welfare in Florida by 

increasing economic activity. As described in the respective testiinonies of the 

companies’ cost witnesses, the cost evidence submitted in this proceeding demonstrates 

that rates for residential basic local service diverge significantly from their underlying 

costs. A movement toward costs-and, therefore toward more rational economic 

pricing-will bring with it several economic benefits. These benefits include providing 

market participants-i.e., customers, the companies and potential and actual 

competitors-with more cost-based price signals, which will improve economic decision 

making and lead to inore eco~iornically rational utilization of teleco~~niunicatjoiis services. 

Economic activity in Florida will increase as a result of the companies‘ revised plans 

because rebalancing generates substantial consumer benefits. Telephone consuiiiers are 

better off as a result of moving prices inore in line with costs, and will likely increase their 

purchases of those services whose price has come down. Perhaps of even greater 

significance, competitive telephone service providers will be seeing better price signals 

for local service, and will be able to invest without having to face the level of subsidized 

competition they have faced in the past. New investment by these providers should, at the 
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margin, increase. 

The cost evidence presented by the companies demonstrates that basic local prices are 

receiving an economic subsidy from other services. The companies submitted forward- 

looking direct cost evidence to demonstrate that their residential basic local services are 

priced below the costs the companies incur to provide the services. Forward-looking 

direct cost is the basis for determining whether a service is receiving ail economic subsidy. 

Moreover, consistent with this Commission‘s ruling, the coiiipaiiies’ cost witnesses, when 

measuring the economic subsidy flowing to basic local services. con-ectly assign the entire 

cost of the loop to basic local. 

T also conclude that the companies‘ revised plans will not jeopardize universal service in 

tlie state of Florida. The Companies’ residential basic local prices are substantially below 

the national average and Florida is not a poor state. The Florida Public Service 

Commission (‘”Comniission”) has the flexibility to approve the companies’ r w i  sed plans 

and still have residential basic local prices remain affordable. The Florida Legislation 

requires that any price increase in basic local service not apply to Lifeline consuiiiers and 

also increased the income eligibility for Lifeline consumers to 125 percent, thus protecting 

those custoiners most likely to be sensitive to potential price increases from a rebalancing 

plan. Importantly, the coiiipaiiies’ revised rebalancing plans will lead to lower intrastate 

toll prices for all consumers. At the end of the day, tlie mix of services that consumers 

purchase as a result of the companies‘ revised plans will make consuniers better off 

overall. 

Finally, the fact that some customers may experience unwanted rate changes should not be 
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1 an argument for the status quo. Good policy requires weighing and balancing the costs 

2 and benefits of particular actions. While it may seem that maintaining current prices is the 

3 least objectionable thing to do from a policy perspective, there is an implicit but very real 

3 

5 

cost to continuing the status quo. The deployment of next generation, advanced networks 

depends crucially on providing all market participaiits the sound economic signals that 

4 will encourage efficient investment and innovation. Cost-based prices provide the 

7 

E: 

9 

incentives needed to bring to market the new services that customers demand. 

cannot be accomplished by distorted prices. 

This 

10 Q . YOU HAVE NOTED TN YQUR MAJOR CONCLUSlOWS THAT \’ERlZON 

1 1  FLORIDA INC,, BELLSOUTH TELECOMMUNICATIONS, INC., AND SPRINT- 

12 FLORIDA IINC. HAVE REVlSED THEIR RESPECTIVE RATE REBALANCING 

13 PLANS FILED ON AUGUST 27, 2003 TO EXTEND THE TIME OVER WHICH 

14 INTRASTATE NETWORK ACCESS AND BASIC LOCAL 

15 TELECOMMUNICATIONS RATES WILL BE REFORMED. HAVE YOU 

j6  

17 A. Yes, J have. 

REVIEWED THESE COMPANIES’ REVISED PLANS? 

18 

19 

20 PLANS OR YOUR TESTIMONY? 

Q. DO THESE REVISIONS AFFECT YOUR ANALYSIS OF’ THE COMPANIES’ 

21 

22 

23 

24 

A. No. With the exception of the minor changes ~ changing “plans” to “revised plans” - 

as well as this and the previous question and answer, iny testiinonv remains unchanged 

from the testimony that I filed on August 27,2003. 
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1 11. BACKGROUND 

2 Q. PLEASE DESCRIBE THE BASIS FOR THE COMPANIES’ REQUEST TO 

3 INCREASE BASIC EXCHANGE PRICES. 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 The immediate catalyst for the companies‘ revised plans is the recent changes in Florida 

14 laws. I have been informed by counsel that the legal authority for the companies‘ request 

15 arises from recent changes in the statutory framework in Florida. During the 2003 regular 

16 legislative session, the Legislature passed Senate Bill 654, the Tele-Competition 

17 Innovation aiid Infrastructure Enhancement Act C’Tele-Competition Act”). The Tele- 

18 Competition Act implements several important policies, but for our purposes the relevant 

19 Section of the Tele-Competition Act is 8 364.164 “Competitive market enhancement.” 

20 

21 

22 A. 4 364.164 pemiits local exchange telecommunications companies to petition the 

A. From an economic perspective, the fact that the companies’ current residential basic local 

prices are not fully recovering their forward-looking economic cost is, by itself, a good 

enough reason to begin the process of moving them to inore economically rational levels. 

Both theoretical and empirical research have shown that rebalancing rates and moving 

them toward levels more commensurate with their underlying costs results in significant 

benefits to teleconmunications consumers and, by so doing, benefits the economy as 

well.2 Rebalancing rates has also been demonstrated to have a positive effect on 

competitive entry into the local exchange market.3 

Q. WHAT ARE THE IMPORTANT PROWSIONS OF 5 364.164? 

’ Scc Scction IV bclow. 

’ See Section III. 



8 AMENDED DIRECT TESTIMONY OF I 
DR. KENNETH GORDON 

1 

2 

3 

4 

5 

6 
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10 

11 

Commission to reduce their intrastate access rates in a revenue-neutral manner. In 

reaching its decision, fj 364.164 ( 1) states that the Commission shall consider whether 

granting the petitions will: 

a. Remove current support for basic local telecoinmunicatioiis services that 

prevents the creation of a more attractive competitive local exchange 

market for the benefit of residential consumers; 

b. Induce enhanced market entry; 

c. Require intrastate switched network access rate reductions to parity over a 

period of not less than 2 years or more than 4 years; and 

Be revenue neutral as defined in subsection (7) within the revenue 

category defined in subsection (2). 

d. 

12 

13 

14 

Throughout my testimony, I will focus on whether the companies' revised plans are I 
consistent with and meet the criteria provided in $ 364.164 (1) (a) and (b). Other 

company witnesses discuss how the companies' revised plans would meet criteria (c) and 

15 w. 
16 

17 Q. IN ORDER TO REDUCE INTRASTATE ACCESS RATES IN A REVENUE 

18 NEUTRAL MANNER, RATES FOR OTHER SERVICES NEED TO BE 

19 INCREASED. WHAT SERVICES DO YOU BELIEVE SHOULD BE 

20 INCREASED? 

21 A. The first category of services that should be considered are those services whose current 

22 prices do not recover fully their underlying costs, such as residential basic local 

23 telecommunications services. Rates for these subsidized services should be increased in 

24 order to better reflect their real economic cost. This is confirmed in $364. I64 (21, where 

25 the legislation calk for the creation of a revenue category mechanism consisting of basic 
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1 local telecommunications service revenues and intrastate switched network access 

I 3 

3 

revenues in order to achieve revenue neutrality. That is, the legislation states that in order 

to achieve revenue neutrality, if intrastate access prices are reduced, then basic local 

4 

5 

service prices need to be increased. 

4 The current rate design for telephone services-where basic local services are priced 

7 

8 

9 

10 

below cost and other services, including intrastate access service, are priced in such a way 

so as to provide the support-while in the process of being reduced or eliminated in a 

number of states, continues to be encountered in state regulation of telephone services. 

However, as the Florida Legislature wisely recognized, whatever- benefits such a rate 

11 design policy has arguably achieved in the past, such as helping the United States achieve 

12 universal telephone service-the continuation of such policies frustrates another important 

13 policy goal of Federal and state regulators, namely, the establishinent of efficient 

14 

15 

competition to as broad a base of business and residential consumers as is economically 

feasible-not to niention the economic costs that arise from price-cost distortions, per se, 

16 

17 

as I discuss further below. 

18 

19 

The current rate design policy as it pertains to residential basic local services, frustrates 

that policy goal and by enacting 4 364.164, the Florida Legislature has provided the 

20 

21 consumers. 

22 

23 (a) and (b)? 

24 A. Yes. 

25 

Commission with the direction it needs to make coinpetition work better for all Florida 

Q. ARE THE COMPANIES' REVISED PLANS CONSISTENT WITH § 364.164 (1) I 
The companies' revised plans are consistent with and meet the criterion of 

364.164(l)(a) and (b). Below in Section 111, I fully describe why I believe that the 

Consulring Economists 
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3 

companies’ revised plans are consistent with and meet those criteria. 

Q. DR. GORDON, FROM A POLICY PERSPECTIVE DO YOU BELIEVE THAT IT 

4 IS APPROPRIATE TO ENGAGE IN THE TYPE OF REBALANCING THAT rs 
5 

6 

7 

8 

9 

10 

BEING CONTEMPLATED BY THE COMPANIES’ PLANS? 

A. Yes, I do. In this testimony, I describe fully why I believe that the companies’ revised 

plans are consistent with tlie criteria of the Tele-Competition Act that the Commission 

shall consider and why the revised plans would likely result in increasing competitive 

activity in the state of Florida. Specifically, the revised plans will create a inore attractive 

local exchange market for residential consumers and lead tu enhanced market entry-two 

11 criteria that need to be considered by tlie Conimissioii in addressing the companies‘ 

12 

13 

14 

15 

16 

17 

18 

19 

2 0 

21 

I- 33 

23 

24 

25 

revised plans. By making the residential local exchange market more attractive, 

residential consuiners will likely see inore companies competing for their business, which 

will, in turn, result in more options for residential consumers, improved services and 

lower prices for their telecomniuiiicatioiis services. From a policy perspective, it is 

appropriate to accomplish these tasks. 

in addition, I describe below the history of rate design for basic local services in the 

United States and how the end result of these policies has been uiiecononiicaIly low 

residential basic local prices; lower than what one would expect to find in undistorted 

competitive markets. Of course, states have differed in their implenientation of these 

policies and, as a result, residential basic local service prices vary quite a bit froin state to 

state. In Florida, residential basic local prices are quite low when compared to prices in 

other states. In Table I below, I list the flat-rate charges for each of the three companies‘ 

lowest and highest rate groups compared to the national average flat-rate charges. As can 
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4 

5 

be seen in the table, each of the companies' highest rate group is well below the national 

average of $14.55 per month. 

Table I - Comparison of Verizon, BellSouth and Sprint's flat-rate residential basic 

local charges and National Average flat-rate charges 

6 

7 

8 

9 

10 Q. HOW DOES THE FACT THAT FLORIDA HAS LOW RESIDENTIAL BASIC 

11 LOCAL TELECOMMUNICATIONS PRICES RELATE TO THIS 

12 PROCEEDING? 

13 

14 

15 

16 

17 

Source: Florida Senate Staff Analysis And Economic Impact Statement, p.  4. ApnI 8, 2003; FCC Rejei-enue 

Book of Rates, Price hdices, and Hmseizold Expenditui*esjof* Teieplzoize Sm:ice, Table I .  1 July 2003, rates 

exclude Federal and State subscriber line charges, touch tone charge and taxes, 91 1 and other charges. 

A. It relates to this proceeding in two important ways. First, the Legislature has correctly 

perceived that low residential basic local prices have led the residential local exchange 

market to be less attractive to competitors than would be the case with more economically 

rational residential basic local prices. In Section I11 below, I describe fully why, from an 

economic perspective, I believe the Legislature is absolutely correct on this point. Put 
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1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Q 

A. 

simply, holding all other factors constant, the lower the residential basic local price (when 

set governmentally without regard to whether the prices cover cost), the more unattractive 

those customers are to actual and potential competitors. Since Florida residential basic 

local prices are lower than those in many other states, and in fact lower than the national 

average, the problem facing potential new entrants as a result of these low rates is likely to 

be even more severe and pronounced in Florida than in other states. For this reason, it is 

even more important that Florida policymakers tackle this problem sooner rather than 

later. 

IS THERE ANY SUPPORT FOR YOUR ASSERTION THAT THE PROBLEM OF 

AN UNATTRACTIVE RESIDENTIAL MARKET MAY BE WORSE IN FLORIDA 

THAN IN OTHER STATES? 

Yes, there is some support for my assertion. The FCC compiles data on local telephone 

competition. Its most recent report, released June 12, 2003 included a table that lists, for 

each state available, the percentage of lines provided to residential and small business 

customers by ILECs and CLECsS4 The FCC provided data on 40 states and of those 40 

states Florida ranked 30th in the percent of CLEC lines that were sold to residential and 

sinal1 business customers. This means that in 29 out of 40 states, CLECs' served 

proportionately greater residential customers than in Florida (see Figure I at the end of 

this testimony). Florida ranks below states such as Georgia (58%) ,  Alabama (52%),  

Louisiana (61%) and Virginia (70%) to name a few, all of which have higher residential 

prices. This provides some evidence that low residential basic local prices are having a 

' See, Local Telephone Conzperition: Stafus as qf Decenzher- 31, ,7002, Table 1 I ,  Industiy Analysis and 
Technology Division Wireline Competition Bureau, Federal Communications Commission. 

Corrsulnng Economists 
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12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

negative impact on residential competition in Florida. 

Q. YOU MENTIONED THAT THERlE WAS A SECOND REASON WHY YOU 

BELIEVE THAT FLORIDA'S LOW RESIDENTIAL BASIC LOCAL PRICES, IN 

COMPARISON WITH OTHER STATES, ARE RELEVANT IN THIS 

PROCEEDING. WHAT IS THAT SECOND REASOX? 

A. The second reason has to do with affordability considerations and the flexibility this 

Commission has in rebalancing rates while still maintaining basic residential local rates 

that are quite affordable for most Floridia consumers. As iiientioned above, the 

companies' prices for residential basic local services are generally well below the national 

average. However, Florida is not a poor state. According to data froin the U.S. Bureau of 

Economic Analysis, Florida is 011 par with the national average in personal income per 

capita.' Specifically, as of 2002, the data show that personal income per capita in Florida 

was $29,047 compared to the national average of $30,413. Thus, the Coininission has the 

flexibility to increase residential basic local prices, which are currently well below the 

national average, to more ecoiiomically reasonable levels without making the services 

unaffordable to Florida consumers. 

At the same time, Florida consumers will pay less for intrastate toll calls. The companies' 

rebalancing plan will lower the access charge component of the cost of producing 

intrastate toll calls. IXCs are required to pass these cost savings through to consumers in 

the form of lower prices. Thus, even with the increase in basic residential local rates, 

telecommunications will be just as affordable to Florida consumers a s  before, yet 

Bureau of Economic Analysis, Regional Economic lriformation System, Table SA 1-3. 

Co~zsuli~ng Economists 



14 AMENDED DIRECT TESTIMONY OF 1 
DR. KENNETH GORDON 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

14 

17 

18 

19 
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21 

22 

23 

consumers will be better off because they will be consuming a different mix of 

telecomniunications services that provides more value than they are currently receiving. 

In addition, the Tele-Competition Act also requires that any increase in basic local service 

rates not apply to Lifeline customers and that the ILECs increase Lifeline participation to 

125 percent of federal poverty income level.' These requirements further protect low- 

income consumers-and it is low- income consumers who would be most prone to 

disconnections in the face of price increases-thus providing the Commission with even 

inore flexibility to approve the coiiipanies' rate rebalancing request with niiaiiinal concern 

that such a rate restructuring would negatively affect subscribership. I discuss this point, 

and other reasons why 1 believe the companies? revised plans will not negatively affect 

subscribership in Florida, in inore detail in Section VI below. 

Q. VERIZON, BELLSOUTH AND SPRINT ARE FILING THEIR REVISED PLANS 

AT THE SAME TIME. IS THERE ANY PUBLIC POLICY BENEFIT TO 

HAVING THE COMMISSION REVIEW THE COMPANIES' REVISED PLANS 

AT THE SAME TIME? 

A. Yes. The benefits are at least threefold. First, to the extent that basic local rates are 

simultaneously adjusted closer to their costs throughout the territory of the three 

companies serving 98 percent of the ILEC customers, the better competition will be 

benefited and market entry enhanced. Certain providers who might be positioned to 

provide facilities-based basic local service (e.g. cable telephony, electric and wireless 

providers) will not necessarily configure their coverage areas based on the ILECs service 

5 364.10(3)(a). 
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territories. For them the potential staggered implementation of the rebalancisg could be 

an obstacle to competitive entry. There are several areas within Florida where at least 

two of the three major ILECs provide service where it may be economical for a new 

entrant to provide service regardless of the ILEC boundary. For example, the 

UrlandolCentral FIorida (BellSoutWSprint) area, Southwest Florida (between Sarasota and 

Ft. Myers (VerizonlSprint)) area and the Perisacola - Ft. Walton - Destin -- Panama City 

(BellSouth/Sprint/Bel~South) area are three relatively compact geographic areas served in 

part by at least two of the three companies. Each of these areas might appropriately 

comprise the service territory of a single facilities-based entrant. When the price 

increases contained in the coiiipany plans are iniplemented and signal to these entrants that 

pricing distortions are being reduced on a broad basis, the competitors may be able to 

more efficiently execute their business plans. 

Second, it is also important to avoid unnecessary iiiarketplace distortions that could affect 

the purchase decisions of end-users, End-users nonnally make their purchase decisions 

based in large part on relative price differences among providers. If tlie rate-rebalancing is 

not implemented across all companies simultaneously, end-users will make these 

decisions based on incomplete and imperfect information as they see some providers' 

rates increasing while other providers' rates remain the same (at least temporarily). The 

risk will be that regulatory scheduling rather than tlie relative costs and benefits of various 

service offerings beconies the driving force behind consuniers' decisions. For example, it 

is easy to imagine a situation involving two or more of the ILECs -where a CLEC might 

be able to offer service at a legitimate cost savings to all customers, but if re-balancing is 

not done simultaneously perhaps only one fimi's customers would respond to the 

competitive offer, because the other firm's rate increase had yet to be implemented. 
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Coordinated rate rebalancing across all companies will ensure that potential competitors 

are not artificially disadvantaged when introducing new service offers by artificial 

boundaries, and that customers are not disadvantaged by iiicorrect and incomplete 

information driving their purchase decisions. 

Third, the magnitude and timing of the access charge price reductions for the three 

companies would also benefit end users statewide. IXCs will be able to iinpleiiient more 

meaningful price reductions if they can aggregate their access cost reductions into a single 

round of pricing changes. 

THE LEGISLATION PERMITS A COMPANY TO RESTRUCTURE ITS RATES 

OVER A MINIMUM OF TWO YEARS AND A MAXIMUAM OF FOUR. EACH OF 

THE COMPANIES PLANS TO HAVE INTRASTATE ACCESS RATES REACH 

PARITY WITH INTERSTATE RATES OVER A TWO-YEAR PERIOD. DO YOU 

BELIEVE THIS IS A GOOD IDEA? 

Yes I do, for several reasons. First, it is clearly permitted by the Tele-Coinpetition Act. 

Second, it is a matter of economic principle that economic welfare is at its highest when 

prices are based on their underlying forward-looking costs and are not distorted. As T 

discuss in greater detail in Section 111, prices that are distorted provide inferior signals for 

market participants and result in losses in consumer welfare because investment and 

purchase decisions by firms and consumers do not reflect the true costs that society incurs 

to provide the services. The companies’ revised plans reduce these pricing distortions in 

the Florida telecommunications markets sooner rather than later and, by so doing, achieve 

economic efficiency gains sooner as well. 

Consulting Ecannnrrstr 



17 AMENDED / DIRECT TESTIMONY OF I 
DR. KENNETH GORDON 

1 

I 3 

Third, a possible reason why one would prefer a more gradual rate restructuring time 

frame has to do with avoiding consumer “rate shock“. As the words imply, rate shock 

3 implies that the increase in price proposed by the company is so high, that consumers 

4 would be obviously and adversely affected. However, based upon my personal 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 level. 

15 

16 

17 

18 

19 

experience as it. former commissioner, as well as what I have observed in other states, T do 

not believe that the yearly increase in basic local prices will result in rate shock. 

Q. PLEASE EXPLAIN WHY YOU BELIEVE THAT THE COMPANIES’ PLANS 

WILL NOT RESULT IN RATE SHOCK. 

A. The companies’ revised plans will result in relatively iiiinor increases in a customer-s 

basic local price. In addition, as I stated earlier, these price increases will not even apply 

to current Lifeline consumers and new Lifeline consumers who have become eligible as a 

result of the Tele-Competition Act raising the income threshold to 125% of the poverty 

In addition, with the reduction and elimination of the in-state connection fees, many 

customers might not even experience a significant change in their total bill. If there is an 

increase in the customers’ bill, it will likely result in large part from increased stiniulation 

from lower long distance charges that represent real gains to consumers because they are 

20 

21 

22 

23 

24 

nom7 able to make more cails at the new lower prices. 

Finally, the companies’ revised plans compare favorably with other states that have 

approved rate-rebalancing plans that approved much larger increases than the companies’ 

request Importantly, these states’ price adjustments did not jeopardize universal service. 

25 In Section VI, I also discuss the experience of some of the states that have already 

Cons ulh rig Ecori om i s l ~  
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1 implemented serious rate rebalancing plans, including Massachusetts where I presided as 

2 

3 

4 111. THE COMPANIES’ REVISED PLANS WILL RESULT IN A 

5 

6 

7 

8 

9 

10 

Chairman through one such adjustment. 

“MORE ATTRACTIVE COMPETITIVE LOCAL EXCHANGE 

MARKET FOR THE BENEFIT OF RESIDENTIAL CONSUMERS” 

AND WILL INDUCE “ENHANCED MARKET ENTRY” 

Q. HOW DO YOU JUDGE WHETHER THE COMPANIES’ REVISED PLANS 

MEET THE CRITERIA OF 5 364.164 (1) (a) AND (b)? 

1 1 A. 8 364.164 (1) (a) states that the companies’ plans should remove the current support for 

12 

13 

14 

15 

basic local telecomniunications services that is impeding the creation of a more attractive 

competitive local exchange market for the benefit of residential consumers. In order for 

the companies’ revised plans to meet the first criterion, they must show that the revised 

plans remove-or at a minimum reduce-support for basic local telecommunications. By 

16 so doing, they create a more “attractive“ competitive local exchange market, because the 

17 price to be competed against by new entrants is raised to Inore closely reflect the real 

18 economic costs of doing business. The sec.ond criterion for the Coniniissioii‘s 

19 consideration is 3 364.164 (1) (b) which simply states that the plans should induce 

20 enhanced market entry and no distinction is made between residential or business 

7 21 consumers. 

22 

’ There are other criteria in $ 364.164 ( I )  that I do not discuss but that are the subject of the companies’ 
respective witnesses. 
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Therefore, in evaluating whether the companies’ revised plans meet the criteria in these 

sections, I must ascertain whether the revised plans: (1) remove current support for basic 

local telecommunications services, and (2) will likely result in a more attractive 

competitive environment that would benefit residential consumers and induce enhanced 

market entry. 

Q. DO THE COMPANIES’ REVISED PLANS REMOVE CURRENT SUPPORT FOR 

BASIC LOCAL TELECOMMUNICATIONS SERVICES? 

A. Yes, the companies‘ revised plans significantly decrease current support for basic focal 

telecommunications services. The revised plans do this by reducing the prices of a service 

that has historically been set by regulators to provide an iiiiportant source-but by no 

means the only source-of support for basic local services, namely, intrastate switched 

network access. 

Q. WHY DO YOU BELIEVE THAT INTRGSTATE SWITCHED NETWORK 

ACCESS CURRENTLY SUPPORTS BASIC LOCAL TELECOMMUNICATIONS 

SERVICES? 

A. There are two reasons. The first is the historical rate design policy prevalent in 

telecommunications regulation in Florida and throughout the United States. As I 

mentioned earlier, historically, telecomiiiuiiications rate design was premised on the 

policy goal-at times stated and sometimes left implicit-of keeping the price of basic 

local telecommunications low or as low as possible. This policy began early on in 

telecommunications regulation and was accomplished through the rate design mechanisms 

that were part and parcel of traditional regulation. Traditional regulation required two 

broad steps. The first was to determine a revenue requirement that was sufficient to meet 
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the prudentJy incurred operating expenses and a reasonable return on prudently invested 

capital. The second broad step was the rate design process, which determined the price of 

each regulated service to ensure that the regulated company had the oppoitunity to recover 

its revenue requirement from its regulated service.8 Noniially, a proper rate design 

process would require that the price of any service recover at least its underlying cost and, 

in addition, contribute to the firm’s shared and common cost in some manner. At times 

that manner was consistent with economic efficiency goals-as when demand 

considerations were taken into account-and at other times it was more reflective of other 

policy considerations-as when an equal percentage markup was applied across the board 

to the different services. 

For basic local services, however, in most instances the price was set on a residual basis 

without taking into consideration the underlying cost of providing basic local 

telecommunications. That is, the goal of residual pricing was to keep basic local prices 

low, or as low as possible, and to recover more revenue from other telecoinniunicatioiis 

services, constrained by what coiisumers were willing to pay for the non-basic 

telecommunications services and by-as competition began to become more prevalent in 

t elecomin uni cations in arke t s- the t h e a  t o f c ustoiiier s by p ass i ng the pub 1 i c sw i tc hed 

telecommunications network. 

Prior to divestiture of AT&T in 1984, toll prices provided the bulk of support for basic 

local telecominunications services. As tech~iological advances lowered the cost of 

I say opportunity to recover its rcvcnuc rcquircnicnt bccausc tho rcgulatory ~ ~ O G C S S  docs not gencrally 
guarantee a regulated company a certain return, it only provides the regulated company the opportunity to earn 
a certain return. 



21 AMENDED DIRECT TESTIMONY OF I 
DR. KENNETH GORDON 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

providing toll services, toll prices did not decrease commensurately and were used as a 

means to support basic local telecommunications services--i.e., to keep the prices of' basic 

local Iower than would otherwise be the case. After divestiture of AT&T, interstate and 

intrastate switched network access services were substituted as a means of supporting 

basic local telecommunications services. 

Notably, even after the substitution of price cap regulation for traditional regulation, the 

cross subsidies that were present under traditional regulation have been maintained. 

The notion that intrastate switched network access services have been used as a source of 

support for basic local telecommunications is confirmed in the Florida Smate Stq f  

Aml,:sis and Econoniic Impact Stntenzent 011 the Tele-Cornpetitiorz -4 ct, where it states: 

According to the commission, intrastate network access service rates were set 

we11 above the incremental cost of providing the service in order to keep rates 

for basic local telecommunications service as low as possible and to encourage 

subs~ribership.~ 

The second reason why I believe that intrastate access services curreiitly support basic 

local service is cost considerations. As described in the testimonies of their witnesses, the 

companies have established that the price of residential basic local telecomniuiiications 

services is below forward-looking direct cost estimates. From an economic perspective, 

whenever the revenues from a service are insufficient to recover its forward-looking direct 

costs, that service is said to be in receipt of an economic subsidy. The source of the 

See Senate Staff Analysis and Economic Impact Statement on CSiSB 654, April 8,2003. 
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subsidy-including that for residential basic local services-comes from all those services 

that are priced above their respective forward-looking direct costs. As a whole, these 

services contribute to the support of residential basic local. Because intrastate access 

services are priced significantly above their forward-looking direct costs, this means that 

intrastate switched network access services are supporting basic local service. 

Q. DOES THIS IMPLY THAT THERE MAY BE OTHER SERVICES, BESIDE 

INTR4STATE ACCESS SERVICES, THAT MAY ALSO BE SUPPQKTING 

BASIC LOCAL TELECOMMUNICATIONS SERVICES? 

A. Yes, that is correct. In general, for multi-product firms, where there are significant 

amounts of shared and common costs, firms must, in the aggregate, price their services 

above fonvard-loolung direct costs in order to earn sufficient revenues to remain viable. 

When one service is priced below its forward-looking direct costs, as is the case for 

residential basic local telecommunications services, other services that are priced above 

forward-looking direct costs are supporting the service that is priced below its own 

forward-looking direct costs. 

The Florida Legislature, however, has specifically determined that it is the support 

provided by intrastate switched network access that is to be reduced. The Tele- 

Competition Act calls for rebalancing to take the fomi of lowering intrastate access rates 

to parity-over a 2 to 4 year period-with interstate switched network access rates and to 

simultaneously increase basic local telecommunications services by an aniount sufficient 

to make up the revenue over the same time period. Under this approach, there is still no 

guarantee that residential basic local services recover at least their forward-looking direct 

costs once intrastate access rates are set to parity with interstate switched access rates, In 
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fact, according to the companies' evidence, residential rates will still be below forward- 

looking direct costs even when intrastate switched network access rates reach parity with 

the interstate rates. 

Therefore, while the companies' revised plans are consistent with the criteria to be 

considered by the Commission. the plans do not result in the coniplete rebalancing of 

rates. Thus, there will still likely be some (lesser) distortions in prices even after the 

implementation of the plans. 

Q. AS AN ECONOMIST, DO YOU BELIEVE THAT REBALANCING IS 

COMPLETED ONCE BASIC RESIDENTIAL PRICES ARE SET AT FORWARD- 

LOOKING DIRECT COSTS? 

A. While having basic local services recover at least their underlying forward-looking direct 

costs is a good first step, it would not necessarily result in econoinically efficient prices. 

As I discuss in greater detail below in Section IV, economically efficient prices require 

that a multi-product firm's shared and common costs be recovered through inarkups on 

each service or product above forward-looking direct costs in a manner that least distorts 

economic efficiency. Therefore, to have econoinically efficient basic local prices would 

likely require that basic local services be priced above forward-looking direct costs. 

However, as markets become more competitive, inarkups will be limited by the need to be 

competitive with other firnis in the market. 

Q. HAVING ESTABLISHED THAT THE REVISED PLANS REMOVE CURRENT I 
SUPPORT FOR BASIC LOCAL, 5 364.164 (1) (a) PROVIDES THAT, AS A 

RESULT OF THE REMOVAL, THEY WILL RESULT IN A MORE 
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ATTFUCTIVE COMPETITIVE LOCAL EXCHANGE MARKET FOR THE 

BENEFIT OF RESIDENTIAL CONSUMERS. WILL THE COMPANIES’ 

REVISED PLANS MEET THIS CRITERION? 

A. Yes, the companies? revised plans will create a more attractive competitive local exchange 

market for the benefit of residential consumers. Economic theory and empirical research 

both indicate that this will likely be tlie case. I discuss these two factors below. 

Q. PLEASE DISCUSS WHY YOU BELIEVE THAT ECONOMIC THEORY 

SUGGESTS THAT THE COMPANIES’ REVISED PLANS WILE LIKELY 

RESULT IN A MORE ATTRACTIVE COMPETITIVE LOCAL EXCHANGE 

MARKET FOR THE BENEFIT OF RESIDENTIAL CONSUMERS? 

A. One of the key components of the companies‘ revised plans is that intrastate access 

revenues will be decreased in a revenue-neutral manner- by increasing tlie price of (and 

revenue from) basic local telecommunications services for residential consumers. The 

cost information provided by the companies in this proceeding indicates that residential 

basic local telecommunications prices are currently below foiward-looking direct costs. 

Increasing the price of a service, especiaIly a service that is below forward-looking direct 

costs, will make for a inore attractive market for actual and potential competitors. 

Competitors will not rationally try to compete against heavily subsidized prices. 

Q. WOULD YOU PLEASE EXPLAIN WHY YOU BELIEVE THlS T O  BE THE 

CASE? 

A. In a market economy, prices are the essential tool that send signals to market participants 

that, in turn, determine market behavior and outcomes. For example, as prices increase or 

decrease, consumers alter their consumption decision because the value consumers place 

Corisrilfrrzg Economists 
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I on goods and services changes in relation to price. Producers alter their production, 

2 investment and research and development decisions as well, because as prices increase or 

3 

4 

5 

decrease, profits change along with them. It is the search for profits that drives firms to 

enter or expand into new markets. As prices change, potential entrants into the market 

will be affected as well. Lower prices may act to keep new firms from entering the 

6 

7 market. 

8 

9 

10 

1 1  

market and higher prices more reflective of cost will tend to attract new firms into the 

Like any other fimi, the investinelit decision of a telecomiiiunicatioiis competitor is based 

on the present value of the cash flows that the investment project is likely to generate over 

the usehl economic life of the project. Holding all other factors constant, when the price 

12 of a service increases, a cash flow analysis would show that the investment project 

13 becomes more profitable (or less of a loss) and thus more attractive. In the case before us, 

14 

15 

16 

17 

an increase in the price of basic local telecoinmunications service would increase the 

revenues from residential basic local services in a cash flow analysis, thus increasing the 

attractiveness of providing those residential services. As a result of rate rebalancing, 

where the companies plan to raise residential basic local prices, the residential local 

18 exchange market will look more attractive to all actual and potential teleconiinunications 

19 providers of residential services. 

20 

21 

-I 33 

23 

24 

25 

Q. WILL THE COMPANIES' REVISED PLANS ALSO PROVIDE INCREASED I 
INCENTIVES FOR OTHER COMPETING TELEPHONY TECHNOLOGIES? 

A. Yes. An important reason for opening local teleconmunications markets to competition is 

the belief that technological change is proceeding so rapidly that competitive markets will 

do a much better job than monopoly of discovering which technologies can or cannot 
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succeed in the long run. For example, access to customers for their telecommunications 

needs comes in the form of fixed-wireline access, wireless access, cable telephony, 

Internet, and potentially satellite and even access via electric utilities. Of course, not all of 

these technologies will necessarily survive in the long run and competition will likely lead 

to a mix of technologies surviving and providing the lowest possible cost for each 

consumer’s telecommunications needs. 

However, in order for the lowest-cost mix of technologies to remain in the market, prices 

and the signals they send must not be distorted and must reflect the underlying cost of 

providing service. The companies’ revised plans move positively in this direction and 

encourage new entrants-regardless of the chosen technology-to enter or expand in the 

marketplace because even competitors using lower-cost (or more attractive) technologies 

may not be able to compete against a subsidized ILEC price that does not Eully reflect its 

own costs. This would be a loss for consumers and the Florida economy. 

16 Q. IS THERE EVIDENCE THAT OTHER FORMS OF ACCESS ARE COMPETING 

17 WITH FIXED-WIRELINE ACCESS? 

L 8 

19 

20 

21 Regarding the substitution of technology and services, as they are being found 

22 to be close substitutes to traditional wireline services, both wireless and 

A. Yes. The Florida Commission has recognized the actual and potential substitution 

occurring between fixed-wireline and other fornis of access, including wireless and 

emerging IP-telephony providers. As the Conimission states: 
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emerging broadband IP-telephony providers must be included in the analysis. l o  

3 In the same report, the Florida Commission cites nation-wide data indicating that about 

4 5% of U.S. wireless subscribers have disconnected wireline service and conclude that 

5 substituting wireless for wireline services appears to be a national trend.’ Moreover, as 

6 the same report concludes, Florida may be especially susceptible to this phenomenon 

7 because of the large population in Florida that also has residences in other states. For 

8 inany of these consumers, “it makes little sense to continue paying for telephone service 

9 that sits idle much of the year when wireless enables them to stay connected wherever 

10 they are.“” 

1 1  

12 The Florida Commission has also concluded that cable providers are competing directly 

13 with fixed-wireline providers. The Commission cites to national data that shows that by 

14 second quarter of 2002, there were 2.5 million cable telephony subscribers and that cable 

15 

16 service by 2005.13 

17 

companies expect to see one-third of their digital cable households take cable telephony 

18 There is evidence that the Tele-Competition Act is already having a positive impact 011 

19 competitors’ incentive to enter and expand in the Florida market. On July 18, 2003, 

20 KnoIogy, a provider of broadband and voice telephony services, announced it has entered 

See. Florida Public Service Coimnission, T~leconzmunications Market i i i  Floi-rda .4nnuul Report OM 

Conipetrtion .4s ofJzrne 30, -3002, December 2002, p. 6. 

10 

‘ I  h d ,  at 7 .  

I s  I B ~ C / ,  at 9. 

l 3  /bid, at 10 
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into a definitive agreement to purchase certain assets from Verizon Media Ventures, Tnc.'4 

Knology offers local and long distance telephone service and its purchase of Verizon's 

Aniericast cable system will permit it to compete directly with Verizon. hi its press 

release announcing its decision, Knology stated: 

In commenting on this transaction, h o l o g y  noted that the Tele-Competition 

Act recently enacted in Florida positively influenced its decision to expand 

operations in the state. This Act, as written by the Florida Legislature and 

supported by Governor Bush, laid the foundation for companies like Knology 

to enter the Florida market, and offer competitive services and products to 

10 consumers, 

1 1  

12 Q. IS THERE EMPIRICAL EVIDENCE THAT SUPPORTS YOUR VIEW THAT 

13 RATE REBALANCING WILL LIKELY MAKE THE RESIDENTIAL LOCAL 

14 EXCHANGE MARKET MORE ATTRACTIVE? 

15 

16 

17 

18 

19 

20 

21 

A. Yes, there is empirical evidence. Two of my colleagues at NERA investigated eiiipirically 

whether low residential basic local rates were having any impact 011 competition in the 

states and, specifically, whether low rates were hindering the development of residential 

competition. I s  In that paper, the authors hypothesized that inefficient local exchange 

prices are having an impact on competitiun and that, speciiically, low residential prices 

are inhibiting competition for residentia1 customers. To test their hypotheses, the authors 

compared how local competition varied across the different states depending on how 

See, Knology Press Release July 18, 2003, Knologv Annorriices Agr-eernent to Pnrchase Broadharid Asset + 

'' See, Agustin J. Ros and Karl McDermott, "Arc Rcsidciitial Local Exchange Prices Too Low'! Diiva-s to 
Competition in the Local Exchange Market and the Impact of Inefficient Prices,'' in Michael Crew, Expanu'zng 
Cornpetition in Regdated Industries, Kluwer Academic Publishers, 2000. 

14 

ConLrtltmg Economz T r y  



29 AMENDED DIRECT TESTIMONY OF 1 
DR. KENNETH GORDON 

1 ”unbalanced” were local exchange prices. Specifically, the authors estimated several 

2 cross-section econometric models of facilities-based competition, controlling for things 

3 such as cost and demand considerations in the different states. The authors also included 

4 several policy variables, including one that measured the degree to which residential local 

5 exchange prices were “distorted” in each state. The authors sumniarized their results, as 

6 they pertained to residential competition, as follows: 

7 Using OLS and GLS estimates we found a significant and positive association 

8 between states that have more “balanced” tariffs and residential competition. 

9 For two measures of residential conipetition used in our data, we found that 

10 “rebalancing” tariffs by 10% leads to approximately a 9% and 13% increase, 

11 respectively, in residential competition. ’ 
12 

13 In addition, James Eisner (an FCC staff member) and Professor Dale E. Lehman 

14 performed a somewhat similar study.I7 Eisiier and Lehinan state in their conclusion: 

15 . . .in some specifications, there appears to be less competitive entry 

16 (principally facilities-based) where residential rates are lower. These findings 

17 

18 

are generally statisticalIy significant at the 90% level.Is 

19 Finally, another empirical study examined rate rebalancing in Latin America and found 

20 that rate rebalancing in some Latin American countries has led to increases in the supply 

~ ~ 

“Ibid., at 167. 

See, James Eisner and Dale E. Lehman, Regulatory B ~ ~ I U I J I O I ‘  and Competitive Eiztq?, presented at the 14t” 
Annual Western Conference Center for Research in Regulated Industries. June 38, 2001. T h e  authors’ main 
motivation appears to have been ascertaining how regulatory behavior-as it pertains to unbundled loop prices 
and 27 1 entry-affects competitive entry. Nevertheless, they control for local exchange pnces as well. 

Ibid., p. 25. 

17 

18 
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of main telephone lines by providing better incentives to market participants? 

hi summary, both economic theory and the empirical literature suggest that the 

companies’ revised plans-by setting residential rates at more econoinically efficient 

levels-would likely make the residential local exchange marketplace more attractive to 

actual and potential competitors. 

Q. BUT ISN’T IT THE CASE THAT CLECS ALREADY HAVE ENOUGH 

INCENTIVES TO SERVE LUCRATIVE RESIDENTIAL CUSTOMERS‘? 

A.  Yes, it is probably the case that CLECs have enough incentive to serve a subset of 

residential customers, namely those custoniers that are very profitable either because the 

cost of serving them is especially low or because their volumes are unusually high. But 

Ihe promise of the Tele-Competition Act is to ensure that competition for residential 

customers is as broad and diffuse as is econoniically feasible, and by better aligning the 

prices of residential basic local services with their underlying costs, a broader base of 

residential customers will obtain the benefits of competition. 

Q. 5 364.164 (1) (b) PROVIDES THAT THE COMPANIES’ PLANS CQNSIDER THE 

EFFECT ON ENHANCED MARKET ENTRY. WILL THE COMPANIES’ 

REVISED PLANS MEET THIS PROVISION? 

A. Yes, the companies’ revised plans will induce enhanced market entry. Above, I have 

discussed how the revised plans would likely create a more attractive competitive local 

See, Agustin .T. Ros and Aniruddha Banerjee, “Telecommunications Privatization and Tariff Rebalancing: 
Evidence fi-om Latin America,” Telecommunications Po/icy, 24 (2000) 233-252. 

19 
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exchange market for the benefit of residential consumers. This is an example of how the 

revised plans will induce enlianced market entry. 

In general, the companies' revised plans will provide for improved entry signals into the 

local exchange market by diminishing distorted price signals that may encourage 

uneconomic entry into the overpriced markets. Prices that are free of distortions will lead 

to several economically-efficient outcomes known as allocative, technical and dynamic 

efficiencies. First, efficient pricing assumes that the marginal cost that society incurs to 

produce goods and services reflects the value that coiisumers place on the good or service 

consumed, (allocative efficiency). Second, optimal signals are provided to firnis in the 

industry (e.g., whether to increase production or exit the industry) and to potential entrants 

conteinplatiiig entering the market. This ensures that it is the lowest cost firms that stay in 

the market and provide goods and services. In this way the use of society's scarce 

resources is minimized (technical efficiency). Third, prices that adequately cover costs 

ensure that appropriate incentives exist for improvement in technology, increased research 

and development and higher quality goods and services (dynamic efficiency). 

UNDER WHAT CONDITIONS CAN IT BE SAID THAT PRICES ARE FREE OF 

DISTORTION, AND ARE THE COMPANIES' CURRENT PRICES FOR BASIC 

LOCAL SERVICES F M E  OF DISTORTIONS? 

Prices are free of distortion when: (1)  they recover at least the forward-looking 

incremental cost of production and (2) for multi-product firms, markups above 

incremental costs take into account demand characteristics in the market, subject, of 

course, to the need for the firm to meet competition. As described in the companies' cost 

testimonies, the companies' prices for basic local residential services are not recovering 

Constilting Economists 
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the forward-looking direct cost of production. As such, prices for these services do not 

meet the economic criterion that prices should at a minimum recover the foiward-looking 

direct cost of production. 

By adopting the companies‘ revised plans, however? the Commission will be reducing 

significantly the distortions in the price of intrastate access and residential basic local 

services and achieving the ecoiioinically efficient outcomes described above. 

TV. OTHER ECONOMIC BENEFITS FROM THE COMPANIES’ 

REVlSED PLANS I 
Q. ARE THERE OTHER ECONOMIC BENEFITS THAT WILL LIKELY ARISE 

FROM THE COMPANIES’ REVISED REBALANCING PROPOSAL? 

A. Yes, there are other econoiiiic benefits that will likely arise from the companies’ revised 

rebalancing proposals. Both econoniic theory and empirical research suggest that rate 

rebalancing will likely increase economic activity in Florida as increased competition 

brings benefits to Florida coIisuniers of telecoinmuiiications services. 

Q. WOULD YOU PLEASE DESCRIBE WHY ECONOMIC THEORY SUGGESTS 

THAT RATE REBALANCING WILL INCREASE ECONOMIC ACTIVITY IN 

FLORIDA? 

A. Rate rebalancing consists of increasing the prices of services that are priced below 

forward-looking direct costs and reducing the prices of services that are priced 

significantly above forward-loolung direct costs. As mentioned earlier in my testimony, 

the history of teleconmunications rate design is such that residential basic local prices 
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3 However, economic theory teaches that economic efficiency (and overall consumer 

4 welfare) is at its highest level when prices of goods and services in an economy are set at 

5 forward-looking direct cost. Of course, in industries where there are significant fixed 

6 costs-that give rise to economies of scale-and in multi-product firms where there are 

7 significant amounts of shared and common costs, pricing services at forward-looking 

8 direct cost does not permit the firni to earn sufficient revenues to recover all its costs. 

9 Under such conditions, markups above forward-looking direct costs are required. 

Specifically, as competition develops, those services that are more price elastic will likely 

receive a proportionately lower markup above cost than those services that are more price 

inel as t ic . 

were set low and usage services (such as toll and intrastate access services) were set high. 
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I 1  
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14 Q. PLEASE DESCRIBE HOW REBALANCING RESULTS IN INCREASED 

I5  ECONOMIC ACTIVITY IN FLORIDA? 
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A. The companies' revised plans will lower intrastate access prices. which will in turn result 

in lower intrastate toll prices, as required by the Tele-Competition Act. As a result of the 

reduction in intrastate toll prices, FIoridia consumers will use more toll services. This will 

create value for them that they are not now receiving. This, in turn, will reflect an 

increase in economic activity in Florida. In addition, and of more direct importance to this 

proceeding, more cost reflective prices for local service will send signals to  competitors 

that will inore efficiently guide their investment decisions, and in all likelihood, increase 

their investment beyond what it is in the face of today's artificially low prices. Thus, 

rebalancing will generate significant gains in economic activity in Florida. It is important 

to stress the point that demand for access to the network by consumers depends not only 
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2 

on the price of network access but it also depends 011 the value that consumers obtain 

(consumers’ surplus) from using the network. While higher network access prices may, in 

3 theory, decrease the quantity of access consumed, the concomitant decrease in long 

4 distance price will increase the quantity of access consumed. Empirical evidence suggests 

5 that, in net, we may well find that rebalancing leads to more consumers subscribing to the 

6 network. 2o 

7 

8 

9 

10 

Q. IS THERE EMPIRICAL EVIDENCE THAT QUANTIFIES THE AMOUNT OF 

ECONOMIC BENEFIT THAT A REBALANCING PLL4N CAN GENERATE? 

A. Yes, there is empirical support. There have been several studies that have examined the 

11 

12 

13 

14 

15 

16 

welfare gains arising from rate rebalancing. One of the first studies found that, for the 

U.S. as a whole, the loss from overpricing long distance service to business and residential 

coiisumers in 1983 was around $10 billion, a finding that was confirmed in subsequent 

research.*’ More recent research confimis the significant gains in economic welfare that 

can be achieved from more ecoi~omically rational prices. For example, a 2000 study by 

Robert Crandall and Leonard Waverman (a NERA colleague) found the total cost of the 

17 

18 

19 

current rate design-Le., lower basic local prices and higher long distance prices-to be 

anywhere between $2.5 to $7.0 billion per year, depending on the assumptions made? 

~ 

See, Hausman, J , T. Tardiff, and A. Beltnfante, “The Effects of the Breahup of AT&T on Telephone 
Penetration in the United States,” The Anzerican Economic RevieMl, Vol. 83, May 1993, pp. 178-183. 

”See, John T. Wenders and Bruce L. Egan, “The Implications of Economic Efficiency for U.S. 
Telecomnunications Policy.” Te~ecomiizu~zicatzons Policy 10 (1986): 33-40 and Lewis Per], “Social Welfare 
and Distributional Consequences of Cost-Based Telephone Pricing.” Paper presented at the Thirteenth Annual 
Telecommunications Policy Research Conference, Airhe, Va. Apnl 33, 1985. 

See, Robert Crandall and Leonard Waverman, Who Puvs jb i -  Lhiver-sal Senwe? :  Blieir TeEephone Subsidies 
Beconie Traizsyarent, Brookings Institute, (2000), p. 1 19. 

2 0 

17 
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V. COST ISSUES 

Q. WHAT rs THE CORRECT COST CONCEPT TO USE FOR DETERMINING 

WHETHER A SERVICE IS RECEIVING AN ECONOMIC SUBSIDY? 

A. From an economic perspective, use of forward-looking direct costs (economic costs as 

opposed to embedded or historical costs) is the proper basis for determining whether a 

specific service is in receipt of an econoinic subsidy. The embedded cost or historical cost 

of an activity is a record of the costs a firm attributes to the pursuit of its activity in a 

gxven (past) accouiiting period. That cost reflects what the firm actually paid for capital 

equipment,13 its actual costs of operating and maintaining that equipment, and other costs 

incurred in operating the enterprise. By contrast, the economic cost of an activity is the 

actual forward-looking cost of accomplishing that activity in an efficient manner. In 

contrast to embedded costs, forward-looking costs are those associated with present and 

fiiture uses of the fimi’s (or society’s) resources. Only these forward-looking costs are 

relevant for making present and future production and investment decisions, for placing 

resources in alternative uses, and for setting efficient prices for the services to be provided 

presently or in the hture. 

According to the evidence presented by the companies, their resideiitial basic local rates 

are below forward-looking direct costs and 1 conclude, therefore, that those rates are in 

receipt of an economic subsidy. 

2 3  Embedded costs also include the annual depreciation expenses associated with the stock of equipment that ( I  1 
was purchased in the current and previous years and (2) IS still in use. 

Cans ul r i  ng €con om isu  
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1 Q. THE COMPANIES’ REVISED PLANS ARE BASED UPON THE FACT THAT 1 
2 THE LOCAL LOOP IS NOT A SHARED OR COMMON COST AND THAT ITS 

3 COST IS CAUSED SIMPLY BY PROVIDING CUSTOMERS ACCESS TO THE 

4 TELEPHONE SYSTEM AND CANNOT APPROPRIATELY BE SPREAD 

5 AMONG THE REMAINING TELEPHONE SERVICES. DOES THE FLORIDA 

6 COMMISSION AGREE WITH THIS APPROACH REGARDING THE LOCAL 

7 LOOP? 

8 

9 

A. Yes, it does. In a report to the Florida Legislature in 1999, the Coiiimission explicitly 

rejected the notion that the cost of the loop should be recovered from noli basic local 

10 telecominunications service.24 In that report, the Coilmission stated: 

11 Is the cost of local loop facilities properly attributable to the provision of basic 

12 local telecommunications service? By definition, yes. Section 364.02(2), 

13 

14 

Florida Statutes, defines “basic local telecormnunications service as” 

Voice grade, flat-rate residential and flat-rate single-line business local 

15 exchange services which provide dial tone, local usage necessary to 

16 place unlimited calls within a local exchange area, dual tone multi- 

17 

18 

19 

20 

21 

frequency dialing, and access to the following emergency services such 

as “9 1 1 ?” all locally available interexchange companies, directory 

assistance, operator services, relay services, and an alphabetical 

directory listing. 

24 See, “Report of the Florida Public Service Conmission on the Relationship Among the Costs and Charges 
Assuciatcd with Pi-ovidiiig Basic Local Service, Intrastate Access, and Other Sei-vices Providcd by Local 
Exchange Companies, in Compliance with Chapter 98-277, Section 2( l ) ,  Laws of Florida,” Florida Public 
Service Conmission Tallahassee, Florida February 15, 1999. 
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Given such an identification of the cost object to be studied, the principle of 

cost causation leads one to the unavoidable conclusion that the decision to 

have local service leads to the incurrence of loop costs.25 

VI. UNIVERSAL SERVICE WOULD NOT BE PUT AT RISK AS A 

RESULT OF THE COMPANIES’ REVISED PLANS 

Q. SHOULD THE COMMISSION BE CONCERNED ABOUT UNIVERSAL 

SERVICE? 

A. While it is true that, in theory, as the price of basic local sewice increases, soiiie 

consumers may decide the new price is above the value he or she places on the service- 

and may, as a result, decide to do without telephone service-1 do not believe that, in 

practice, this would occur, or occur to such an extent as to jeopardize universal service in 

Florida. There are several reasons why I believe this is the case. 

First, although low-income subscribers may be more sensitive to price iiicreases than are 

middle and higher income users, the Tele-Competition Act does two things to help low 

income coiisumers. It provides that, in the event of an increase in residential basic local 

service prices, low-income consumers who are Lifeline customers will be exempted froin 

the price increase; and, it expands the number of Lifeline-eligible customers to 125 

percent of the federal poverty level. These steps should go far to address any problems of 

affordability . 

25 Ibid, at 5 1. 
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Second, the price elasticity of demand for access to the network is quite low, meaning that 

the vast majority of consumers will continue to subscribe. Specifically, the price elasticity 

of demand measures the percentage impact on demand given a percentage change in price. 

Previous research has demonstrated that customers generally do not disconnect their 

phone service when prices for basic local sei-vice increase.” 

Third, and very importantly, in addition to its own price, the demand for residential basic 

local service is determined by the amount of value consuiiiers obtain from using the 

services produced by the network, Le., local calling, intraLATA toll, iriterLATA tolI, 

vertical services and newer services such as broadband Internet access. As prices for 

these services decrease over time due to competitive pressure and technological 

innovation, the value that consumers place on having access to the network increases and 

so, therefore, does their demand to stay on the n e t ~ o r k . ~ ’  The coinpanies‘ revised plans 

call for rate increases phased in over a two year period and to the extent that prices for 

complementary goods decrease so will consumers’ desire to remain on the network 

increase. This helps reduce, or may even offset, the negative effect of the price increase. 

Finally, as discussed above, less distorted prices should provide better incentives for 

competitors to compete for residential consuiiiers. Competition brings with it improved 

quality, different selection of goods and services bundled together in a way that customers 

find attractive, and lower prices. These factors provide additional reasons why during the 

26 See, Lester D. Taylor, (1  994), op. cit. 

z7 Hausman, J., T. Tardiff, and A. Belinfante, “The Effects of the Breakup of AT&T on Telephone Penetration in 
the United States,” The Amencan Economic RevieMi, Vol. 83, May 1993, pp. 178-184. 
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1 phase-in period, customers will likely place increased value on subscribing to the network, 

2 

3 

4 

5 

thus mitigating the effects of any local rate increase. 

To the extent the Florida Commission is concerned with the few remaining users who may 

decide to drop off the network it is also important to be aware that alternatives to the fixed 

6 network are growing and at least some customers may be turning to alternative means of 

7 meeting their coinrnunications needs. For example, the extraordinary growth of wireless 

8 

9 

service, driven by lower wireless prices and pricing plans that include a "bucket" of 

minutes provides customers with more meaninghl opportunities to use wireless service as 

10 

11 

12 Q. SHOULD THE COMMISSION BE CONCERNED IF CUSTOMERS DROP OFF 

13 THE FIXED NETWORK BUT INSTEAD RELY PRIMARILY O N  OTHER 

14 FORMS OF ACCESS? 

15 

16 

17 

a substitute to wireline service. 

A. No. An important goal for policymakers has been to ensure that as many consumers as 

possible have access to the public switched telecommunications network, irrespective of 

how that access is obtained. When a customer drops off the fixed-line network and 

18 accesses the public network via wireless access, this is simply a substitution effect caused 

19 by the customer choosing between fixed and wireless access. This is not a universal 

20 service concern for policymakers. 

21 

A- 33 Q. DR. GORDON, HAVE OTHER STATES IMPLEMENTED RATE 

23 REBALANCING? 

23 

25 

A. Yes, there are other states that have implemented rate rebalancing including California, 

Illinois, Ohio, and in Massachusetts where I served as Chairman. Even in Maine, where 

~~~ 

Consulting Ecoiianusrs 
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by statute basic residential services are to be set as low as possible and where I also served 

as Chairman, they have recently approved a rebalancing plan. 

Q. WOULD YOU PLEASE DESCNBE THE RATE REBALANCING PROCESS IN 

MASSACHUSETTS? 

A. The process for changing prices in Massachusetts began before I became Chairman of the 

Massachusetts Commission and continued during my tenure. In Massachusetts, 

residential fixed monthly charges were increased significantly, with offsetting decreases in 

business, toll, and carrier access prices. The Massachusetts Coinmission early on after 

divestiture recognized the problems that historic pricing policies were creating, as other 

(especially institutional) barriers to market entry were being eliminated. and thus ordered 

a change in price structure: 

"properly defined incremental costs should be used as the primary basis for 

pricing all services, including local exchange service . . .to the extent that 

current rates do not reflect an appropriate allocatioii of costs, the [MDPU] will, 

consistent with the need to avoid major discontinuities in rate levels, move 

toward that goal." IIitraLATA Competition, D.P.U. 173 1 (1 985), p. 36-3 8. 

"Traditionally, the pricing of telephone service was based on a method 

whereby residential monthly exchange rates were priced below cost in order to 

promote universal service; and long-distance, toll, and business rates were 

priced above cost in order to subsidize residential exchange rates. While this 

system succeeded in serving a social purpose, it was a pricing scheme not 

conducive to the development of a fully-competitive market, in which the 

benefits associated with competition would be realized by all customers." 

Cotuulrtng Econoinrsts 
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NET, D.P.U. 43-125 (1994),pp. 10-11, 

In Massachusetts, moving prices more in line with incremental costs required a significant 

shift in revenue recovery from usage-based prices, such as intraLATA toll and intrastate 

carrier access, to fixed monthly prices for all classes of customers. In addition, because 

the MDPU found that there were no significant cost differences in serving different 

classes of customers, the price-rebalancing process also entailed a further shift in revenue 

recovery from business customers to residential customers. Of course. the necessary 

changes were not made overnight. The MDPU established a series of annual, revenue- 

neutral, price-rebalancing investigations in order to achieve its goal over time. 

When the Massachusetts price-rebalancing process ended in Januaiy of 1994 (with the 

adoption of a price cap plan), the price for basic residential dial-tone service (1MR) had 

risen from about $3.00 per month in 1990 to $9.91 per month in 1994 (net of the SLC).” 

Comparable increases also occurred for residential flat-rate service ( 1 FR), which was the 

most popular service in Massachusetts, at that time. Flat rate residential prices had ranged 

from $9.95 in rural areas to $12.38 in urban areas, The rebalancing process moved flat 

rate residential prices to $16.85 state wide. During this period, the average increase for 

residential consumers was $2.18 per year over four years and, according to the DTE, 

record evidence shows virtually no impact on residential telephone subscriber 

penetration.” Because the price-rebalancings were revenue-neutral, these increases were 

28 I was Chairman of the MDPU for the last of these annual investigations. 

See, “Re Verizon New England, Inc. dba Verizon Massachusetts D.T.E. 0 1-3 1 -Phase 11,” P zihlic UtrIrtzes 
Reports -- 223 PUR4th, p. 397. 

29 

~~ 
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completely offset by decreases in prices for other services, notably residential and 

business intraLATA toll and carrier switched access. 

Massachusetts was one of the first states to open toll and local markets to competitive 

entry, and the price rebalancing helped to lessen opportunities for uneconomic bypass and 

thus promoted the development of an efficient competitive process. 

More recently, Massachusetts has continued to better align prices with their underlying 

costs by reducing switched access and increasing residential dial-tone rates. Specifically, 

the DTE authorized the JLEC to implement a one-time increase of $2.34 to its residential 

dial-tone line charge. In commenting on its decision, the DTE stated: 

Moreover, the department finds that with the $2.44 increase in the dial-tone 

line charge, competitive local exchange carriers (CLECs) can profitably enter 

and serve the residential telephone market in Massachu~et ts .~~ 

The DTE concluded that a $2.43 increase will not hami the Department’s universal 

service goals, based on similarity to the several, annual $2.18 increase in the early 1990s 

rebalancing plans and comparable increases in several other states and in the Federal 

subscriber line charge since 2000. For example, the Maine PUC approved a $1.78 

increase in Verizon’s basic monthly per line rate in May 2001 and the New York Public 

Service Commission authorized a two-year Incentive Plan which permitted an increase of 

$1.85 on March 1, 2002 and another $0.65 on March , 2003 for a total increase of $2.50 

in the space of a year. The FCC’s Federal subscriber ine charge has increase from $4.35 

30 /bid, p. 361. 

Consiilirng Economists 



43, AMENDED DIRECT TESTIMONY OF 1 
DR. KENNETH GORDON 

I 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

13 

15 

1 6  

17 

1s 
19 

20 

21 

I- 37 

23 

in July 2000 to $6.50 in July 2003. 

Q. PLEASE DISCUSS MAINE’S EXPERIENCE WITH RATE REBALANCING? 

A. Significant rate rebalancing has been achieved in Maine in recent years, with no 

noticeable impact on telephone subscribership levels. 111 1997, the Maine legislature 

(M.R.S.A. 35-A, $7 101 -B) directed the Maine Public Utility Commission to establish, 

notwithstanding any other provision of state law, intrastate access rates that are less than 

or equal to interstate access rates established by the FCC ( i .e . ,  parity with interstate access 

rates) by May 30, 1999. At the time, Bell Atlantic‘s intrastate access rates were $0.26 per 

minute, significantly higher than its then-current Federal interstate access rate of about 

$0.07 per minute. 

Subsequently, on March 17, 1998, the Commission approved an Order (Docket No. 94- 

I 23 reopened) that approved a stipulation between Bell Atlantic-Maine (now known as 

Verizon-Maine) and a group of intervenors! including the Coiniiiission’ s Advocacy Staff 

and the Public Advocate. This stipulation allowed Be11 Atlantic-Maine to  increase its 

basic local exchange rates by a total of $3.50 by May 30, 1999, with steps of $1.50 in 

1998 and $2.00 in 1999. This was followed by another increase of $1.78 in 2000. 

Maine continues to have the highest telephone penetration rate in the country-about 98 

percent of Maine’s households have telephone ~e rv ice .~  ’ In addition, lower intrastate toll 

rates have benefited some customer classes, especially those customers in rural areas with 

relatively small toll-free calling areas. 

3 ’  MPUC Annual Report 2002, pp. 43. 
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1 1  A. Yes. 

Q, WHAT OTHER STATE EXPERIENCES DO YOU BELIEVE ARE RELEVAIVT? 

A. In Califomia in 1994, the Commission approved a rebalancing plan for GTE and Pacific 

Bell. GTE’s residential rates immediately went from $9.75 to $17.25 while Pacific‘s 

residential rates went from $8.35 to $1 1.25.” Recently, as part of a rebalancing plan for 

Sprint’s Iocal telephone company in Ohio where intrastate access fees were lowered to 

mirror Federal charges, the Commission approved the creation of an end user charge of 

$4.10 for residential customers and $6.00 for single-line business.” 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 

’’ See, Decision 94-09-065, et. al., September 15, 1994. 

See, The Public Utilities Commission of Oho. Case No. 00-127-TP-COI and 01-1266-TP-UNC, June 28. 
200 1. 
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FIGURE 1 - PERCENT OF CLEC LINES SOLD TO RESIDENTIAL AND SMALL 

BUSINESS CUSTOMERS BY STATE, AS OF DECEMBER 31,2002 

SOURCE: FCC, Local Telephone Competition: Status as of December. 3 I ,  2002 
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AMENDED DIRECT TESTIMONY OF DR. KENNETH GORDON 

I. 

Q .  PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

A .  My name is Dr. Kenneth Gordon. My business address is One Main Street, Cambridge, 

PURPOSE & SUMMARY OF CONCLUSIONS 

Massachusetts 02142. My C.V. is provided as Attachment A. 

Q .  WHAT IS YOUR CURRENT POSITION? 

A. I am a Special Consultant of National Economic Research Associates, Inc. (“NERA”). 

Previously, I was Senior Vice President at NERA. 

Q .  ‘WILL YOU PLEASE SUMMARIZE YOUR EDUCATION AND PROFESSIONAL 

QUALIFICATIONS? 

A. I am an economist and former Chairman of the Maine Public Utilities Commission 

(“Maine Commission”) and the Massachusetts Department of Public Utilities (“Mass. 

DPU”). The Mass. DPU is now known as the Massachusetts Department of 

Telecommunications and Energy. I have been an economist since 1965, and I have been 

directly involved with developing and establishing regulatory policy at the federal and 

state levels since 1980, when I became an industry economist at the Federal 

C oinm uni ca ti ons Commission (‘ ‘ FC C ”) . 

I received my A.B. degree from Dartmouth College in 1960. I received my M.A. degree 

in 1963 and my Ph.D. degree in 1973, both in economics, from the University of Chicago. 

I have taught applied microeconomics, industrial organization, and regulation (as well as 

other subjects) at Georgetown University, Northwestem University, University of 
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Massachusetts at Amherst, and Smith College. 

From 1980 to 1988, I was an industry economist 

AMEKDED DIRECT TESTIMONY OF 
DR. KFN~XTH GORDON / 

at the FCC’s Office of Plans and Policy, 

where I worked on a full range of regulatory issues, including telecommunications, cable, 

broadcast, and intellectual property rights. At the FCC, one of the major focuses of my 

work was activity aimed at introducing competition into communications markets. 

Prior to joining NERA in November 1995, I chaired the Maine Commission (1988 to 

December 1992) and the Mass. DPU (January 1993 to October 1995). During my term as 

Chairman of the Mass. DPU, the DPU investigated and approved a price cap incentive 

regulation plan for NYNEX and also undertook a proceeding to examine interconnection 

and other issues related to the development of competition at all levels of 

telecommunications, including basic local service. 

While a regulator, I was active in the National Association of Regulatory Utility 

Commissioners (“NARUC”), serving on its Communications and Executive Committees. 

I n  1992, I served as President of NARUC. I was also Chaiiman of the BellCore Advisory 

Committee and the New England Goveimor’s Conference Power Planning Committee. 

Q .  WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

A.  Verizon Florida Inc., BeIlSouth Telecommunications, Inc., and Sprint-Florida Inc., (“the 

companies”) are seeking to restructure their rates for intrastate network access services 

{“intrastate access”) and basic local telecommunications services (“basic local”) in 
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accordance with recently passed legislation by the Florida Legislature.’ The companies’ 

revised plans-which must address the criteria established in the legislation-call for 

them to restructure their intrastate access and basic local rates in a revenue-neutral 

manner, 

The companies have asked me to provide an economic and policy analysis of their revised 

rate plans and to testify on whether I believe those revised plans meet the criteria laid out 

in the legislation. 

Q .  WHAT ARE YOUR MAJOR CONCLUSIONS? 

A.  After reviewing the newly-enacted legislation, the evidence in this casespecifically the 

conipanies’ revised plans and the cost evidence submitted by the companies’ witnesses- 

and based on my general knowledge and expertise on telecommunications economic and 

regulatory matters, I conclude that the revised plans subniitted by the companies meet the 

criteria contained in the legislation. Specifically, upon implementation, the revised plans 

will, i f i t c ~  alia: 

Reduce cui-rent support for basic local telecomniunications services that prevents 

the creation of a more attractive competitive local exchange mal-ket for the benefit 

of residential consumers; and 

Induce enhanced market entry. 

The companies’ revised plans significantly decrease support for basic local service by 

reducing prices for a service that has historically and purposely been an important 

source-but by no means the only source-of support for basic local services, namely 

’ see Section II below. 
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intrastate access. In order to achieve revenue neutrality, the companies’ revised plans 

increase residential basic local prices towards cost-based levels, thus creating a more 

attractive market for potential entrants, ultimately for the benefit of residential consumers. 

Both theory and empirical evidence show that low residential basic local prices have 

hindered the development of residential competition. By better aligning residential basic 

local prices with cost, competitors will have increased incentives to target a broader inix 

of residential consumers, which is the intent of the Florida legislature. 

In addition, I conclude that the revised plans will enhance economic welfare in Florida by 

increasing economic activity. As described in the respective testimonies of the 

companies’ cost witnesses? the cost evidence submitted in this proceeding demonstrates 

that rates for residential basic local service diverge significantly from their Lmderlyng 

costs. A movement toward costs-and, therefore toward more rational economic 

pricing-will bring with i t  several economic benefits. These benefits include providing 

market participants-i.e., customers, the companies and potential and actual 

competitors-with more cost-based price signals, which will improve economic decision 

making and lead to more economically rational utilization of telecommunications services. 

Econoniic activity in Florida will increase as a result of the companies’ revised plans 

because rebalancing generates substantial consumer benefits. Telephone consumers are 

better off as a result of moving prices more in line with costs, and will likely increase their 

purchases of those services whose price has come down. Perhaps of even greater 

significance, competitive telephone service providers will be seeing better price signals 

for local service, and will be able to invest without having to face the level of subsidized 

competition they have faced in the past. New investment by these providers should, at the 

margin, increase. 
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The cost evidence presented by the companies demonstrates that basic local prices are 

receiving an economic subsidy from other services. The companies submitted forward- 

looking direct cost evidence to demonstrate that their residential basic local services are 

priced below the costs the companies incur to provide the services. Forward-looking 

direct cost is the basis for determining whether a service is receiving an economic subsidy. 

Moreover, consistent with this Commission’s ruling, the companies’ cost witnesses, when 

measuring the economic subsidy flowing to basic local services. correctly assign the entire 

cost of the loop to basic local. 

I also conclude that the companies’ revised plans will not jeopardize universal service in 

the state of Florida. The companies’ residential basic local prices are substantially below 

the national average and Florida is not a poor state. The Florida Public Service 

Commission (“Commission”) has the flexibility to approve the companies’ revised plans 

and still have residential basic local prices remain affordable. The Florida Legislation 

requires that any price increase in basic local service not apply to Lifeline consumers and 

also increased the income eligibility for Lifeline consumers to 125 percent, thus protecting 

those customers most likely to be sensitive to potential price increases from a rebalancing 

plan. Importantly, the companies’ revised rebalancing plans will lead to lower intrastate 

toll prices for all consumers. At the end of the day, the mix of services that consumers 

purchase as a result of the companies’ revised plans will make consumers better off 

overall. 

Finally, the fact that some customers may experience unwanted rate changes should not be 

an argument for the status quo. Good policy requires weighing and balancing the costs 
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and benefits of particular actions. While it may seem that maintaining current prices is the 

least objectionable thing to do from a policy perspective, there is an implicit but very real 

cost to continuing the status quo. The deployment of next generation, advanced networks 

depends crucially on providing all market participants the sound economic signals that 

will encourage efficient investment and innovation. Cost-based prices provide the 

incentives needed to bring to market the new services that customers demand. This 

cannot be accomplished by distorted prices. 

Q. YOU HAVE NOTED IN YOUR MAJOR CONCLUSIONS THAT VERIZON 

10 FLORIDA INC., BELLSOUTH TELECOMMUNICATIONS, INC., AND SPRINT- 

11 FLORIDA INC. HAVE REVISED THEIR RESPECTIVE RATE REBALANCING 

12 PLANS FILED ON AUGUST 27,2003 TO EXTEND THE TIME OVER WHICH 

13 INTRASTATE NETWORK ACCESS AND BASIC LOCAL 

14 TELECOMMUNICATIONS RATES WILL BE =FORMED. HAVE YOU 

15 REVIEWED THESE COMPANIES’ REVISED PLANS? 

16 A.  YesJhave. 

17 

I &  

19 PLANS OR YOUR TESTIMONY? 

Q. DO THESE IXEVISIONS AFFECT YOUR ANALYSIS OF THE COMPANIES‘ 

20 

21 

22 

23 

A. No. With the exception of the minor changes - changing “plans” to “revised plans” ~ 

as well as this and the previous question and answer, my testimony remains unchanged 

from the testimony that I filed on August 27,2003. 

Conslilting Economists 
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11. BACKGROUND 

Q. PLEASE DESCRIBE THE BASIS FOR THE COMPANIES’ =QUEST TO 

INCRJ3ASE BASIC EXCHANGE PRTCES. 

A. From an economic perspective, the fact that the companies’ current residential basic local 

prices are not fully recovering their forward-looking economic cost is, by itself, a good 

enough reason to begin the process of moving them to more economically rational levels. 

Both theoretical and empirical research have shown that rebalancing rates and moving 

them to ward levels more commensurate with their underlying costs results in significant 

benefits to telecommunications consumers and, by so doing, benefits the economy as 

well.* Rebalancing rates has also been demonstrated to have a positive effect on 

competitive entry into the local exchange market.3 

The inmediate catalyst for the companies’ revised plans is the recent changes in Florida 

laws. I have been informed by counsel that the legal authority for the companies’ request 

arises from recent changes in the statutory framework in Florida. During the 2003 regular 

legislative session, the Legislature passed Senate Bill 654, the Tele-Conipetition 

Innovation and Infrastructure Enhancement Act (“Tele-Competition Act”). The Tele- 

Competition Act implements several important policies, but for our purposes the relevant 

Section of the Tele-Competition Act is 5 363.164 “Competitive market enhancement.” 

Q. WHAT ARE THE IMPORTANT PROVISIONS OF 8 364.164? 

A. $ 344.164 peimits Iocal exchange telecommunications companies to petition the 

* See Section IV below. 

See Section III. 

Consulting Economzsls 
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Commission to reduce their intrastate access rates in a revenue-neutral manner. In 

reaching its decision, 5 364.164 (1) states that the Commission shall consider whether 

3 granting the petitions will: 

4 

5 

6 

a. Remove current support for basic local telecommunications services that 

prevents the creation of a more attractive competitive local exchange 

market for the benefit of residential consumers; 

7 

8 

9 

10 

b. Induce enhanced market entry; 

c. Require intrastate switched network access rate reductions to parity over a 

period of not less than 2 years or more than 4 years; and 

d. Be revenue neutral as defined in subsection (‘7) within the revenue 

11 

12 

13 

14 

15 (d). 

16 

17 Q. IN ORDER TO RlEDUCE INTRASTATE ACCESS U T E S  IN A REVENUE 

18 NEUTRAL MANNER, RATES FOR OTHER SERVICES NEED TO BE 

19 INCREASED. WHAT SERVICES DO YOU BELIEVE SHOULD BE 

20 INCREASED? 

21 

22 

23 

24 

25 

category defined in subsection (2). 

Throughout niy testimony, I will focus on whether the companies’ revised plans are 

consistent with and meet the criteria provided in $ 364.164 ( I )  (,a) and (b).  Other 

company witnesses discuss how the companies’ revised plans would meet criteria (c) and 

A. The first category of services that should be considered are those services whose current 

prices do not recover fully their underlying costs, such as residential basic local 

telecommunications services. Rates for these subsidized services should b e  increased in 

order to better reflect their real economic cost. This is confirmed in $364.164 (2), where 

the legislation calls for the creation of a revenue category mechanism consisting of basic 

Consulling Economrsts 
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2 revenues in order to achieve revenue neutrality. That is, the legislation states that in order 

3 to achieve revenue neutrality, if intrastate access prices are reduced, then basic local 

4 service prices need to be increased. 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 consumers. 

22 

23 and (b)? 

24 

25 

The current rate design for telephone services-where basic local services are priced 

below cost and other services, including intrastate access service, are priced in such a way 

so as to provide the support-while in the process of being reduced or eliminated in a 

number of states, continues to be encountered in state regulation of telephone services. 

However, as the Florida Legislature wisely recognized, whatever benefits such a rate 

design policy has arguably achieved in the past, such as helping the United States achieve 

universal telephone service-the continuation of such policies frustrates another important 

policy goal of Federal and state regulators, namely, the establishment of efficient 

competition to as broad a base of business and residential consumers as is economically 

feasible-not to mention the economic costs that arise from price-cost distortions, per se, 

as I discuss further below. 

The current rate desiLg policy as it pertains to residential basic local services, frustrates 

that policy goal and by enacting fj 364.164, the Florida Legislature has provided the 

Commission with the direction it needs to make competition work better for all Florida 

Q. ARE THE COMPANIES' REVISED PLANS CONSISTENT WITH tj 364.164 (1) {a) 

A. Yes. The companies' revised plans are consistent with and meet the criterion of 5 

Below in Section 111, I fully describe why I believe that the 364.164jl)ja) and @}. 

c'omilfing Economisfs 
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companies’ revised plans are consistent with and meet those criteria. 

Q.  DR. GORDON, FROM A POLICY PERSPECTIVE DO YOU BELIEVE THAT IT 

IS APPROPRIATE TO ENGAGE IN THE TYPE OF REBALANCING THAT IS 

BEING CONTEMPLATED BY THE COMPANIES’ PLANS? 

A. Yes, I do. In this testimony, I describe fully why I believe that the companies’ revised 

plans are consistent with the criteria of the Tele-Competition Act that the Commission 

shall consider and why the revised plans would likely result in increasing competitive 

activity in the state of Florida. Specifically, the revised plans will create a more attractive 

local exchange market for residential consumers and lead to enhanced market enh-p two  

criteria that need to be coilsidered by the Commission in addressing the companies’ 

revised plans. By making the residential local exchange market inore attractive, 

residential consumers will likely see more companies competing for their business, which 

will, in turn, result in more options for residential consumers, improved sei-vices and 

lower prices for their teleconmunications services. From a policy perspective, it is 

appropriate to accomplish these tasks. 

In addition, I describe below the history of rate design for basic local services in the 

United States and how thc end result of these policies has been uneconomically low 

residential basic local pnces; lower than what one would expect to find in undistorted 

competitive niarkets. Of course, states have differed in their implementation of these 

policies and, as a result, residential basic local service prices vary quite a bit from state to 

state. In Florida, residential basic locaI prices are quite low when compared to prices in 

other states. In Table I below, I list the flat-rate charges for each of the three companies’ 

lowest and highest rate groups compared to the national average flat-rate charges. As can 

Consulting Ecorwmsf~  
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be seen in the table, each of the companies' highest rate group is well below the national 

average of $14.55 per month. 

Table I - Comparison of Verizon, BellSouth and Sprint's flat-rate residential basic 

local charges and National Average flat-rate charges 
- ~~ -~ ~ 

Company Lowest Rate Highest Rate Unweighted National 

Group Group Average Average (2002) 

6 

7 

Source: Florida Senate Staff Analysis And Economic Impact Statement, p.  4, April 8, 2003; FCC Refererlce 

Book uf Rates, Price Indices, ami Household Expenditures. for Telephone Service , Table 1. I July 2003, rates 

8 exclude Federal and State subscriber line charges, touch tone charge aid taxes, 91 1 and other charges. 

9 

10 Q .  HOW DOES THE FACT THAT FLORIDA HAS LOW RESIDENTIAL BASIC 

11 LOCAL TELECOMMUNICATIONS PRICES RELATE TO THIS 

12 PROCEEDING? 

13 

14 

A. It relates to this proceeding in two important ways. First, the Legislature has correctly 

perceived that low residential basic local prices have led the residential local exchange 

15 market to be less attractive to competitors than would be the case with more economically 

16 

17 

rational residential basic local prices. In Section I11 below, I describe fully why, from an 

economic perspective, I believe the Legslature is absolutely correct on this point. Put 
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simply, holding all other factors constant, the lower the residential basic local price (when 

set governmentally without regard to whether the prices cover cost), the more unattractive 

those customers are to actual and potential competitors. Since Florida residential basic 

local prices are lower than those in many other states, and in fact lower than the national 

5 

6 

7 

8 later. 

9 

10 

11 

12 THAN IN OTHER STATES? 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

average, the problem facing potential new entrants as a result of these low rates is likely to 

be even more severe and pronounced in Florida than in other states. For this reason, it is 

even more important that Florida policymakers tackle this problem sooner rather than 

Q. IS THERE ANY SUPPORT FOR YOUR ASSERTION THAT THE PROBLEM OF 

AN UNATTRACTIVE RESIDENTIAL MARKET MAY BE WORSE IN FLOFUDA 

A. Yes, there is some support for my assertion. The FCC compiles data on local telephone 

competition. Its most recent report, released June 12, 2003 included a table that lists? for 

each state available, the percentage of lines provided to residential and small business 

customers by ILECs and CLECS.~ The FCC provided data on 40 states and of those 40 

states Florida ranked 30th in the percent of CLEC lines that were sold to residential and 

small business customers. This means that in 29 out of 40 states, CLECs' served 

proportionately greater residential customers than in Florida (see Figure 1 at the end of 

this testimony). Florida ranks below states such as Georgia (,58%), Alabama (S2%), 

Louisiana (61%) and Virginia (70%) to name a few, all of which have higher residential 

prices. This provides some evidence that low residential basic local prices are having a 

See, Local Telephone Competition: Stofus as of December 31, 2002, Table 11, lndustry Analysis and 
Technology Division Wireline Competition Bureau, Federal Cornmmcations Commission. 
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3 Q. YOU MENTIONED THAT THERE WAS A SECOND REASON WHY YOU 

4 BELIEVE THAT FLORIDA’S LOW RESIDENTIAL BASIC LOCAL PNCES, IN 

5 COMPARISON WITH OTHER STATES, ARE RELEVANT IN THIS 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 unaffordable to Florida consumers. 

I 8  

19 

20 

21 

22 

23 

negative impact on residential competition in Florida. 

PROCEEDING. WHAT IS THAT SECOND REASON? 

A.  The second reason has to do with affordability considerations and the flexibility this 

Commission has in rebalancing rates while still maintaining basic residential local rates 

that are quite affordable for most Floridia consumers. As mentioned above, the 

companies’ prices for residential basic local services are generally well below the national 

average. However, Florida is not a poor state. According to data from the U.S. Bureau of 

Economic Analysis, Florida is on par with the national average in personal income per 

capita.’ Specifically, as of 2001, the data show that personal income per capita in Florida 

was $29,047 compared to the national average of $30,413. Thus, the Commission has the 

flexibility to increase residential basic local prices, which are currently well below the 

national average, to more economically reasonable levels without making the services 

At the same time, Florida consumers will pay less for intrastate toll calls. The conipanies’ 

rebalancing plan will lower the access charge component of the cost of producing 

intrastate toll calls, IXCs are required to pass these cost savings through to consumers in 

the forni of lower prices. Thus, even with the increase in basic residential local rates, 

telecommunications will be just as affordable to Florida consumers as before, yet 

’ Bureau of Economc Analysis, Regional Ecoiiomic Information System, Table SA1-3. 
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consumers will be better off because they will be consuming a different mix of 

telecommunications services that provides more value than they are currently receiving. 

In addition, the Tele-Competition Act also requires that any increase in basic local service 

rates not apply to Lifeline customers and that the ILECs increase Lifeline participation to 

125 percent of federal poverty income level! These requirements further protect low- 

income consumers-and it is low-income consumers who would be most prone to 

disconnections in the face of price increases-thus providing the Commission with even 

more flexibility to approve the companies’ rate rebalancing request with minimal concei-n 

that such a rate restructuring would negatively affect subscribership. I discuss this point. 

and other reasons why I believe the companies’ revised plans will not negatively affect 

subscribership in Florida, in more detail in Section VI below. 

Q .  VERIZON, BELLSOUTH AND SPRINT ARE: FILING THEIR REVISED PLANS 

AT THE SAME TIME. IS THERE ANY PUBLIC POLICY BENEFIT TO 

HAVING THE COMMISSION REVIEW THE COMPANIES’ REVISED PLANS 

AT THE SAME TIME? 

A. Yes. The benefits are at least threefold. First, to the extent that basic local rates are 

simultaneously adjusted closer to their costs throughout the territory of the three 

companies serving 98 percent of the ILEC customers, the better competition will be 

benefited and market entry enhanced. Certain providers who might be positioned to 

provide facilities-based basic local service (e.g. cable telephony, electric and wireless 

providers) will not necessarily configure their coverage areas based on the ILECs service 
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territories. For them the potential staggered implementation of the rebalancing could be 

an obstacle to competitive entry. There are several areas within Florida where at least 

two of the three major ILECs provide service where it may be economical for a new 

entrant to provide service regardless of the ILEC boundary. For example, the 

Orlando/Central Florida (BellSoutWSprint) area, Southwest Florida (between Sarasota and 

Ft. Myers (Verizon/Sprint)) area and the Pensacola - Ft. Walton - Destin -- Panama City 

(BellSouthlSprintiBellSouth) area are three relatively compact geographic areas served in 

part by at least two of the three companies. Each of these areas might appropriately 

comprise the service tei-ritmy of a single facilities-based entrant. When the price 

increases contained in the company plans are implemented and signal to these entrants that 

pricing distortions are being reduced on a broad basis, the competitors may be able to 

more efficiently execute their business plans. 

Second, it is also important to avoid unnecessary marketplace distortions that could affect 

the purchase decisions of end-users. End-users normally make their purchase decisions 

based in large part on relative price differences among providers. If the rate-rebalancing is 

not implemented across all companies simultaneously, end-users wiI1 make these 

decisions based on incomplete and imperfect information as they see some providers’ 

rates increasing while other providers’ rates remain the same (at least temporarily). The 

risk will be that regulatory scheduling rather than the relative costs and benefits of various 

service offerings becomes the driving force behind consumers’ decisions. For example, it 

is easy to imagine a situation involving two or more of the ILECs -where a CLEC might 

be able to offer service at a legitimate cost savings to all customers, but if re-balancing is 

not done simultaneously perhaps only one firm’s customers would respond to the 

competitive offer, because the other firm’s rate increase had yet to be implemented. 

Consulling Economrsis 
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24 

Coordinated rate rebalancing across all companies will ensure that potential competitors 

are not artificially disadvantaged when introducing new service offers by aitificial 

boundaries, and that customers are not disadvantaged by incorrect and incomplete 

information driving their purchase decisions. 

Third, the magnitude and timing of the access charge price reductions for the three 

companies would also benefit end users statewide. IXCs will be able to implement more 

meaningful price reductions if they can aggregate their access cost reductions into a single 

round of pricing changes. 

Q .  THE LEGISLATION PERMITS A COMPANY TO RESTRUCTURE ITS RATES 

OVER A MINIMUM OF TWO YEARS AND A MAXIMUM OF FOUR. EACH OF 

THE COMPANIES PLANS TO HAVE INTRASTATE ACCESS RATES REACH 

PARITY WITH INTERSTATE U T E S  OVER A TWO-YEAR PERIOD. DO YOU 

BELIEVE THIS IS A GOOD IDEA? 

A.  Yes I do, for several reasons. First, it is clearly permitted by the Tefe-Competition Act. 

Second, it is a matter of economic principle that economic welfare is at its highest when 

prices are based on their underlying forward-looking costs and are not distorted. As I 

discuss in greater detail in Section 111, prices that are distorted provide inferior signals for 

market participants and result in losses in consumer welfare because investment and 

purchase decisions by firms and consumers do not reflect the true costs that society incurs 

to provide the services. The conipanies' revised plans reduce these pricing distortions in 

the Florida telecommunications markets sooner rather than later and, by so doing, achieve 

economic efficiency gains sooner as well. 

25 
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Third, a possible reason why one would prefer a more gradual rate restructuring time 

frame has to do with avoiding consumer “rate shock”. As the words imply, rate shock 

implies that the increase in price proposed by the company is so high, that consumers 

would be obviously and adversely affected. However, based upon my personal 

experience as a former commissioner, as well as what I have observed in other states, I do 

not believe that the yearly increase in basic local prices will result in rate shock. 

Q. PLEASE EXPLAIN WHY YOU BELIEVE THAT THE COMPANIES’ PLANS 

WILL NOT RESULT IN RATE SHOCK. 

A. The companies’ revised plans will result in relatively minor increases in a customer’s 

basic local price. In addition, as I stated earlier, these price increases will not even apply 

to current Lifeline consumers and new Lifeline consumers who have beconx eligible as a 

result of the Tele-Competition Act raising the income threshold to 12596 of the poverty 

In addition, with the reduction and elimination of the in-state connection fees, many 

customers might not even experience a significant change in their total bill. If there is an 

increase in the customers’ bill? it will likely result in large part from increased stimulation 

from lower long distance charges that represent real gains to consumers because they are 

now able to make more calls at the new lower prices. 

Finally, the companies’ revised plans compare favorably with other states that have 

approved rate-rebalancing plans that approved much larger increases than the companies’ 

request Importantly, these states’ price adjustments did not jeopardize universal service. 

In Section VI, I also discuss the experience of some of the states that have already 

Consulting EcommIsls 



18 , AMENDED DIRECT TESTMO~Y OF 
DR. KENNETH GORDON 

1 

2 

3 

4 111. THE COMPANIES’ REVISED PLANS WILL RESULT IN A 
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11 A. $ 364.164 (1) (a) states that the companies’ plans should remove the current suppo1-t for 

12 basic local telecommunications services that is impeding the creation of a more attractive 

13 competitive local exchange market for the benefit of residential consumers. In order for 

14 the companies’ revised plans to meet the first criterion, they must show that the revised 

1s plans remove-or at a minimum reduce-support for basic local telecommunications. By 

16 so doing, they create a more “attractive” competitive local exchange market: because the 

17 price to be competed against by new entrants is raised to more closely reflect the real 

18 economic costs of doing business. The second criterion for the Commission’s 

19 consideration is 5 364.144 ( I )  (6)  which simply states that the plans should induce 

20 enhanced market entry and no distinction is made between residential or business 

implemented serious rate rebalancing plans, including Massachusetts where I presided as 

Chairman through one such adjustment. 

“MORE ATTRACTIVE COMPETITIVE LOCAL EXCHANGE 

MARKET FOR THE BENEFIT OF RIESIDENTIAL CONSUMERS’’ 

AND WILL INDUCE “ENHANCED MARKET ENTRY” 

Q. HOW DO YOU JUDGE WHETHER THE COMPANIES’ REVISED PLANS 

MEET THE CRITERIA OF tj 364.164 (1) (a) AND fb)? 

21 consumers.’ 

22 

’ There are other criteria in 364.164 (1) that I do not discuss but that are the subject of the cornpanizs- 
respective witnesses. 
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1 Therefore, in evaluating whether the companies’ revised plans meet the criteria in these 

2 sections, I must ascertain whether the revised plans: (1) remove current support for basic 

3 local telecommunications services, and (2) will likely result in a more attractive 

4 competitive environment that would benefit residential consumers and induce enhanced 

5 market entry. 

6 

7 

8 BASIC LOCAL TELECOMMUNICATIONS SERVICES? 

Q. DO THE COMPANIES’ FUCVISED PLANS REMOVE CURRENT SUPPORT FOR 

9 A. Yes, the companies’ revised plans significantly decrease current support for basic local 

10 telecommunications services. The revised plans do this by reducing the prices of a service 

11 that has historically been set by regulators to provide an important source-but by no 

12 means the only source-of support for basic local services, namely, intrastate switched 

13 network access. 

14 

15 

16 

17 SERVICES? 

Q. WHY DO YOU BELIEVE THAT INTRASTATE SWITCHED NETWORK 

ACCESS CURRENTLY SUPPORTS BASIC LOCAL TELEC0h”VIUNICATIONS 

18 A. There are two reasons. The first is the historical rate design policy prevalent in 

19 

20 

21 

22 

telecommunications regulation in Florida and throughout the United States. As I 

mentioned earlier, historically, teleconvnunications rate design was premised on the 

policy goal-at times stated and sometimes left implicit-of keeping the price of basic 

local telecommunications low or as low as possible. This policy began early on in 

23 telecommunications regulation and was accomplished through the rate design mechanisms 

24 that were part and parcel of traditional regulation. Traditional regulation required two 

25 broad steps. The first was to determine a revenue requirement that was sufficient to meet 
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the prudently incurred operating expenses and a reasonable return on prudently invested 

capital. The second broad step was the rate design process, which determined the price of 

each regulated service to ensure that the regulated company had the opportunity to recover 

its revenue requirement from its regulated service! Normally, a proper rate design 

process would require that the price of any service recover at least its underlyng cost and, 

in addition, contribute to the firm's shared and common cost in some manner. At times 

that manner was consistent with economic efficiency goals-as when demand 

considerations were taken into account-and at other times it was more reflective of other 

policy considerations-as when an equal percentage markup was applied across the board 

to the different services. 

For basic local services, however, in most instances the price was set on a 1-esidual basis 

without taking into consideration the underlylng cost of providing basic local 

telecomnlunicatioiis. That is, the goal of residual pricing was to keep basic local prices 

low, or as low as possible, and to recover more revenue fi-om other telecommunications 

services, constrained by what consumers were willing to pay for the non-basic 

telecommunications services and by-as competition began to become more prevalent in 

telecommunications markets-the threat of customers bypassing the public switched 

telecommunications network. 

Prior to divestiture of AT&T in 1984, toll prices provided the bulk of support for basic 

local telecommunications services. As technological advances lowered the cost of 

* I say opportunity to recover its revenue requirement because the regulatory process does not generally 
guarantee a regulated company a certain return, it only provides the regulated company the opportunity tu eam 
a certain return. 
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providing toll services, toll prices did not decrease commensurately and were used as a 

means to support basic local telecommunications services-i.e., to keep the prices of basic 

local lower than would otherwise be the case. After divestiture of AT&T, interstate and 

intrastate switched network access services were substituted as a means of supporting 

basic 1 o c a1 telecommunications services , 

Notably, even after the substitution of price cap regulation for traditional regulation, the 

cross subsidies that were present under traditional regulation have been maintained. 

The notion that intrastate switched network access services have been used as a source of 

support for basic local telecommunications is confirmed in the Florida Senute Stulf 

Anulysis and Econumic Impact Statemen f un the T~le-C~~~~i .pet i f ion Act, where it states: 

According to the commission, intrastate network access service rates were set 

well above the incremental cost of providing the service in order to keep rates 

for basic local telecommunications service as low as possible and to encourage 

subsci-ibership .9 

The second reason why I believe that intrastate access services currently support basic 

local service is cost considerations. As described in the testimonies of their witnesses, the 

companies have established that the price of residential basic local telecommunications 

services is below forward-looking direct cost estimates. From an economic perspective, 

whenever the revenues from a service are insufficient to recover its forward-looking direct 

costs, that service is said to be in receipt of an economic subsidy. The source of the 

See Senate Staff Analysis and Economic Impact Statement on C S f S B  654, Apnl 8,2003 
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1 

2 

subsidy-including that for residential basic local services-comes from all those services 

that are priced above their respective forward-looking direct costs. As a whole, these 

3 services contribute to the support of residential basic local. Because intrastate access 

4 services are priced significantly above their forward-looking direct costs, this means that 

5 

6 

7 

8 

9 BASIC LOCAL TELECOMMUNICATIONS SERVICES? 

intrastate switched network access services are supporting basic local service. 

Q .  DOES THIS IMPLY THAT THERE MAY BE OTHER SERVICES, BESIDE 

INTRASTATE ACCESS SERVICES, THAT MAY ALSO BE SUPPORTING 

10 A. Yes, that is correct. In general, for multi-product firms, where there are significant 

11 

12 

13 

amounts of shared and conirnon costs, firms must, in the aggregate, price their services 

above forward-looking direct costs in order to earn sufficient revenues to remain viable. 

When one service is priced below its fonvard-looking direct costs, as is the case for 

14 residential basic local telecommunications services, other services that are priced above 

15 forward-looking direct costs are sLipportmg the service that is priced below its own 

16 forward-looking direct costs. 

17 

18 

19 

20 

21 

The Florida Legislature, however, has specifically determined that it is the support 

provided by intrastate switched network access that is to be reduced. The Tele- 

Competition Act calls for rebalancing to take the form of lo wering intrastate access rates 

to parity-over a 2 to 4 year yeiiod-with interstate switched network access rates and to 

22 simultaneously increase basic local telecommunications services by an amount sufficient 

23 to make up the revenue over the same time period. Under this approach, there is still no 

24 

25 

guarantee that residential basic local services recover at least their forward-looking direct 

costs once intrastate access rates are set to parity with interstate switched access rates. In 
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1 

2 

fact, according to the companies’ evidence, residential rates will still be below forward- 

looking direct costs even when intrastate switched network access rates reach parity with 

3 the interstate rates. 

4 

5 

6 

7 

Therefore, while the companies’ revised plans are consistent with the criteria to be 

considered by the Commission, the plans do not result in the complete rebalancing of 

rates. Thus, there will still likely be some (lesser) distortions in prices even after the 

8 implementation of the plans. 

9 

10 Q .  AS AN ECONOMIST, DO YOU BELIEVE THAT REBALANCING IS 

11 COMPLETED ONCE BASIC RESIDENTIAL PRICES ARE SET AT FORWARD- 

12 LOOKING DIRECT COSTS? 

13 

14 

15 

16 

17 

18 

19 

20 

A. While having basic local services recover at least their underlying forward-looking direct 

costs is a good first step, it would not necessarily result in economically efficient prices. 

As I discuss in greater detail below in Section IV, economically efficient prices require 

that a multi-product firm’s shared and common costs be recovered through markups on 

each service or product above forward-looking direct costs in a manner that least distorts 

economic efficiency. Therefore, to have economically efficient basic local prices would 

likely require that basic local services be priced above forward-looking direct costs. 

However, as markets become more competitive, markups will be limited by the need to be 

21 competitive with other firms in the market. 

22 

23 Q ,  HAVING ESTABLISHED THAT THE REVISED PLANS REMOVE CURRENT 

24 SUPPORT FOR BASIC LOCAL, tj 364.164 (1) (a) PROVIDES THAT, AS A 

25 RESULT OF THE REMOVAL, THEY WILL RlESULT IN A MORE 

Consulrrng Economisfs 
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1 ATTRACTIVE COMPETITIVE LOCAL EXCHANGE MARKET FOR THE 

2 BENEFIT OF RESIDENTIAL CONSUMERS. WILL THE COMPANIES’ 

3 REVISED PLANS MEET THIS CRITERION? 

4 A. Yes, the companies’ revised plans will create a more attractive competitive local exchange 

5 market for the benefit of residential consumers. Economic theory and empiiical research 

6 both indicate that this will likely be the case. I discuss these two factors below. 

7 

8 Q .  PLEASE DISCUSS WHY YOU BELIEVE THAT ECONOMIC THEORY 

9 SUGGESTS THAT THE COMPANIES’ REVISED PLANS WILL LIKELY 

N S U L T  IN A MORE ATTRACTIVE COMPETITIVE LOCAL EXCHANGE 

MARKET FOR THE BENEFIT OF RESIDENTIAL CONSUMERS? 

10 

11 

12 A. One of the key components of the companies’ revised plans is that intrastate access 

13 revenues will be decreased in a revenue-neutral manner by increasing the price of (and 

14 revenue from) basic 1 oca1 telecommunications services for residential consumers. The 

1s cost information provided by the companies in this proceeding indicates that residential 

16 basic local telecommunications prices are currently below forward-looking direct costs. 

17 Increasing the price of a service, especially a service that is below forward-lookin, direct 

18 costs, will make for a more attractive market for actual and potential conipetitors. 

19 Competitors will not rationally try to compete against heavily subsidized ptices. 

20 

21 Q .  WOULD YOU PLEASE EXPLAIN WHY YOU BELIEVE THIS TO BE THE 

22 CASE? 

23 A, In a market economy, prices are the essential tool that send signals to market participants 

24 that, in turn, determine market behavior and outcomes. For example, as prices increase or 

25 decrease, consumers alter their consumption decision because the value consumers place 

Consulting Economists 
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1 

2 

on goods and services changes in relation to price. Producers alter their production, 

investment and research and development decisions as well, because as prices increase or 

3 

4 

5 

6 

7 market. 

8 

9 

decrease, profits change along with them. It is the search for profits that drives firms to 

enter or expand into new markets. As prices change, potential entrants into the market 

will be affected as well. Lower prices may act to keep new firms from entering the 

market and higher prices more reflective of cost will tend to attract new firms into the 

Like any other film, the investment decision of a telecommunications competitor is based 

10 

11 

12 

13 

on the present value of the cash flows that the investment project is likely to generate over 

the useful economic life of the project. Holding all other factors constant, when the price 

of a service increases, a cash flow analysis would show that the investment project 

becomes more profitable (or less of a loss') and thus more attractive. In the case before us, 

14 an increase in the price of basic local telecommunications service would increase the 

1s 

16 

17 

18 

revenues from residential basic local services in a cash flow analysis, thus increasing the 

attractiveiiess of providing those residential services. As a result of rate rebalancing, 

where the companies plan to raise residential basic local prices, the residential local 

exchange market will look more attractive to all actual and potential telecommunicahons 

19 providers of residential services. 

20 

21 

22 

Q .  WILL THE COMPANIES' REVISED PLANS ALSO PROVIDE INCREASED 

INCENTIVES FOR OTHER COMPETING TELEPHONY TECHNOLOGIES? 

23 

24 

25 

A. Yes. An important reason for opening local telecommunications markets to competition is 

the belief that technological change is proceeding so rapidly that coinpetitive markets will 

do a much better job than monopoly of discovering which technologies can or cannot 
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6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 Q. 

17 

18 A. 

19 

20 

21 

22 

succeed in the long run. For example, access to customers for their telecommunications 

needs comes in the form of fixed-wireline access, wireless access, cable telephony, 

Internet, and potentially satellite and even access via electric utilities. Of course, not all of 

these technologies will necessarily survive in the long run and competition will likely lead 

to a mix of technologies surviving and providing the lowest possible cost for each 

consumer’s telecommunications needs. 

However, in order for the lowest-cost mix of technologes to remain in the market, prices 

and the s iga ls  they send must not be distorted and imust reflect the underlyng cost of 

providing service. The companies’ revised plans move positively in this direction and 

encourage new entrants-regardless of the chosen technology-to enter or expand in the 

marketplace because even competitors using lower-cost (or more attractive) technologies 

may not be able to compete against a subsidized ILEC price that does not fully reflect its 

own costs. This would be a loss for consumers and the Florida economy. 

IS THERE, EVIDENCE THAT OTHER FORMS OF ACCESS ARE COMPETING 

WITH FIXED-WIRELINE ACCESS? 

Yes. The Florida Commission has recognized the actual and potential substitution 

occurring between fixed-wireline and other forms of access, including wireless and 

emerging IP-telephony providers. As the Commission states: 

Regarding the substitution of technology and services, as they are being found 

to be close substitutes to traditional wireline services, both wireless and 

CbLW~tlRg Economists 
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8 

9 

10 

11 

12 

13 

13 

15 

16 

17 

18 

19 

20 

emerging broadband IP-telephony providers must be included in the analysis.'' 

In the same report, the Florida Commission cites nation-wide data indicating that about 

5% of U S .  wireless subscribers have disconnected wireline service and conclude that 

substituting wireless for wireline services appears to be a national trend." Moreover, as 

the same report concludes, Florida may be especially susceptible to this phenomenon 

because of the large population in Florida that also has residences in other states. For 

many of these consumers, "it makes little sense to continue paymg for telephone service 

that sits idle much of the year when wireless enables them to stay connected wherever 

tliey are.7712 

The Florida Commission has also concluded that cable providers are competing directly 

with fixed-wireline providers. The Commission cites to national data that shows that by 

second quarter of 2002, there were 2 3  million cable telephony subscribers and that cable 

companies expect to see one-third of their digital cable households take cable telephony 

service by 2005." 

There Is evidence that the Tele-Competition Act is already having a positive inipact on 

competitors' incentive to enter and expand in the Florida market. On July 18, 2003, 

Knology, a provider of broadband and voice telephony services, announced it has entered 

l o  See, Florida Public Service Comniission, T~~l~cor71n~u?zicaiio?zs Mwkef in FIoridu ArintiaI Report on 

I '  Ibid, at 7. 

a i d ,  at 9. 

13 Ihid, at 10. 

Corripelition As oSJtlne 30, 2002, December 2002, p. 6. 
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into a definitive agreement to purchase certain assets from Verizon Media Ventures, 1nc.l4 

Knology offers local and long distance telephone service and its purchase of Verizon's 

Americast cable system will permit it to compete directly with Verizon. In its press 

release announcing its decision, Knology stated: 

In commenting on this transaction, Knology noted that the Tele-Competition 

Act recently enacted in Florida positively influenced its decision to expand 

operations in the state. This Act, as written by the Florida Legislature and 

supported by Governor Bush, laid the foundation for companies like Knology 

to enter the Florida market, and offer competitive services and products to 

10 consumers. 

11 

12 Q. rs THERE EMPIRICAL EVIDENCE THAT SUPPORTS YOUR VIEW THAT 

13 RATE REBALANCING WILL LIKELY MAKE THE RESIDENTIAL LOCAL 

14 EXCHANGE MARKET MORE ATTRACTIVE? 

15 A. Yes, there is empirical evidence. Two of my colleagues at NERA investigated empirically 

16 whether low residential basic local rates were having any impact on competition in the 

1 7  states and, specifically, whether low rates were hindering the development of residential 

18 competition. l 5  In that paper, the authors hypothesized that inefficient local exchange 

19 prices are having an impact on coinpetition and that, specifically, low residential prices 

20 are inhibiting competition for residential customers. To test their hypotheses, the authors 

21 compared how local competition varied across the different states depending on how 

Ser, Knulogy Press Release July 18, 2003, Knology A?uzouiices Agr-eenrent to Purchase Broadbuild Asset. 

See, Agustin J. Ros and Karl McDermatt, "Are Residential Local Exchange Prices Too Low? Drivers to 
Competition in the Local Exchange Market and the Impact of Inefficient Prices," in Michael Crew, Expanding 
C'oiupetitimz in Regulated Induslries, Kluwer Academic Publishers, 2000. 
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15 

16 

17 

18 

19 

20 

“unbalanced” were local exchange prices. Specifically, the authors estimated several 

cross-section econometnc models of facilities-based competition, controlling for things 

such as cost and demand considerations in the different states. The authors also iiicluded 

several policy variables, including one that measured the degree to which residential local 

exchange prices were “distorted” in each state. The authors summarized their results, as 

they pertained to residential competition, as follows: 

Using OLS and GLS estimates we found a significant and positive association 

between states that have more “balanced’ tariffs and residential competition. 

For two measures of residential competition used in our data, we found that 

“rebalancing” tariffs by 10% leads to approximately a 9% and 13% increase, 

respectively, in residential competition? 

In addition, James Eisner (an FCC staff member) and Professor Dale E. Lehnian 

performed a somewhat similar study.l7 Eisner and Lehman state in their conclusion: 

. . .  in some specifications, there appears to be less competitive entry 

(‘principally facilities-based) where residential rates are lower. These findings 

are generally statistically significant at the 90% level.’“ 

Finally, another empirical study examined rate rebalancing in Latin America and found 

that rate rebalancing in some Latin American countries has led to increases in the supply 

~ ~~~~ 

’‘ Ibid., at 167. 

See, James Eisner and Dale E. Lehman, Regulatory Behavior iind Conipetifn:e Entry, presented at the 14h 
Aimual Western Conference Center for Research in Regulated Industries, June 28, 2001. The authors’ main 
motivation appears to have been ascertammg how regulatory behavior-as it pertains to unbundled loop prices 
and 27 1 entry-affects competitive entry. Nevertheless, they control for local exchange prices as well. 

17 

l a  Ibid , p. 25. 
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of main telephone lines by providing better incentives to market participants .19 

In summary, both economic theory and the empirical literature suggest that the 

companies’ revised plans-by setting residential rates at more economically efficient 

levels-would likely make the residential local exchange marketplace more attractive to 

actual and potential competitors. 

Q .  BUT ISN’T IT THE CASE THAT CLECS ALREADY HAVE ENOUGH 

A 

INCENTIVES TO SERVE LUCRATIVE RESIDENTIAL CUSTOMERS? 

Yes, it is probably the case that CLECs have enough incentive to serve a subset of 

residential customers, namely those customers that are very profitable either because the 

cost of serving them is especially low or because their volunles are unusually high. But 

the promise of the Tele-Competition Act is to ensure that competition for residential 

customers is as broad and diffuse as is economically feasible, and by better aligning the 

prices of residential basic local services with their underlying costs, a broader base of 

residential customers will obtain the benefits of competition. 

Q. 5 364.164 {I) (b) PROVIDES THAT THE COMPANIES’ PLANS CONSIDER THE 

EFFECT ON ENHANCED MARKET ENTRY. WILL THE COMPANIES’ 

REVISED PLANS MEET THIS PROVISION? 

A. Yes, the companies’ revised plans will induce enhanced market entry. Above, I have 

discussed ‘how the revised plans would likely create a more attractive competitive local 

~ 

See, Agustin J. Ros and Aiiiruddha Baneqee, “Telecommunications Privatization and Tariff Rebalancing: 
Evidence from Latin America,” TeZecoin717zrnicatiuns Policy, 24 (2000) 233-252. 

19 
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1 exchange market for the benefit of residential consumers. This is an example of how the 

2 

3 

4 

5 

6 

7 

8 

9 

10 

revised plans will induce enhanced market entry. 

In general, the companies’ revised plans will provide for improved entry signals into the 

local exchange market by diminishing distorted piice signals that may encourage 

uneconomic entry into the overpriced markets. Prices that are free of distortions will lead 

to several economically-efficient outcomes known as allocative, technical and dynamic 

efficiencies. First, efficient pricing assumes that the marginal cost that society incurs to 

produce goods and services reflects the value that consumers place on the good or service 

consumed, (allocative efficiency). Second, optimal signals are provided to fii-nis in the 

11 

12 

13 

14 

15 

industry (e.g., whether to increase production or exit the industry) and to potential entrants 

contemplating entering the market. This ensures that it is the lowest cost firms that stay in 

the market and provide goods and services. In this way the use of society’s scarce 

resources is minimized (technical efficiency). Third, prices that adequately cover costs 

ensure that appropriate incentives exist for improvement in technology, increased research 

16 

17 

18 

19 

20 

21 A. Prices are free of distortion when: (1) they recover at least the forward-looking 

22 incremental cost of production and (2j for multi-product firms, markups above 

23 incremental costs take into account demand characteristics in the market, subject, of 

and development and higher quality goods and services (dynamic efficiency). 

Q. UNDER WHAT CONDITIONS CAN IT BE SAID THAT PFUCES ARE FREE OF 

DISTORTION, AND ARE THE COMPANIES’ CURRENT PRICES FOR BASIC 

LOCAL SERVICES FREE OF DISTORTIONS? 

24 

25 

course, to the need for the film to meet competition. As described in the companies’ cost 

testimonies, the companies’ prices for basic local residential services are not recovering 
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1 the forward-looking direct cost of production. As such, prices for these services do not 

2 meet the economic criterion that prices should at a minimum recover the forward-looking 

3 direct cost of production. 

4 

5 By adopting the companies’ revised plans, however. the Commission will be reducing 

6 significantly the distortions in the price of intrastate access and residential basic local 

7 

8 

9 IV. OTHER ECONOMIC BENEFITS FROM THE COMPANIES’ 

services and achieving the economically efficient outcomes described above. 

10 REVISED PLANS 

11 

12 

13 

Q .  ARE THERE OTHER ECONOMIC BENEFITS THAT WILL LIKELY ARISE 

FROM THE COMPANIES’ REVISED REBALANCING PROPOSAL? 

14 A. Yes, there are other economic benefits that will likely arise from the companies’ revised 

15 rebalancing proposals. Both economic theory and empirical research suggest that rate 

14 rebalancing will likely increase economic activity in Flon da as increased competition 

17 

18 

19 

20 

21 FLORIDA? 

brings benefits to Florida consumers of telecommunications services. 

Q. WOULD YOU PLEASE DESCRIBE WHY ECONOMIC THEORY SUGGESTS 

THAT RATE REBALANCING WILL INCREASE ECONOMIC ACTIVITY IN 

22 A. Rate rebalancing consists of increasing the prices of services that are priced below 

23 forward-looking direct costs and reducing the prices of services that are priced 

24 significantly above forward-looking direct costs. As mentioned earlier in my testimony, 

25 the history of telecommunications rate design is such that residential basic local prices 
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10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

were set low and usage services (such 

However, economic theory teaches 

as toll and intrastate access services) were set high. 

that economic efficiency (and overall consumer 

welfare) is at its highest level when prices of goods and services in an economy are set at 

forward-looking direct cost. Of course, in industnes where there are significant fixed 

costs-that give rise to economies of scale-and in multi-product firms where there are 

significant amounts of shared and common costs, pricing services at forward-looking 

direct cost does not permit the firm to eain sufficient revenues to recover all its costs. 

Under such conditions, markups above forward-looking direct costs are required. 

Specifically, as competition develops, those services that are more price elastic will likely 

receive a proportionately lower markup above cost than those services that are more price 

inelastic. 

Q. PLEASE DESCRIBE HOW REBALANCING RESULTS IN INCREASED 

ECONOMIC ACTIVITY IN FLORIDA? 

A.  The companies’ revised plans will lowe1 intrastate access prices, which will in turn result 

in lower intrastate toll prices, as required by the Tele-Competition Act. As a result of the 

reduction in intrastate toll prices, Floridia consumers will use more toll services. This will 

create value fox them that they are not now receiving. This, in turn. will reflect an 

increase in economic activity in Florida. In addition, and of more direct importance to this 

proceeding, more cost reflective prices for local service will send signals to competitors 

that will more efficiently guide their investment decisions, and in all likelihood, increase 

their investment beyond what it is in the face of today’s artificially low prices. Thus, 

rebalancing will generate significant gains in economic activity in Florida. It is important 

to stress the point that demand for access to the network by consumers depends not only 

Consulfing Economists 
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,c 

6 network?’ 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

on the price of network access but it also depends on the value that consumen obtain 

(consumers’ surplus) from using the network. While higher network access prices may, in 

theory, decrease the quantity of access consumed, the concomitant decrease in long 

distance price will increase the quantity of access consumed. Empirical evidence suggests 

that, in net, we may well find that rebalancing leads to more consumers subscribing to the 

Q. IS THERE EMPIEUCAL EVIDENCE THAT QUANTIFIES THE AMOUNT OF 

ECONOMIC BENEFIT THAT A REBALANCING PLAN CAN GENERATE? 

A. Yes,  there is empirical support. There have been several studies that have examined the 

welfare gains arising fiom rate rebalancing One of the first studies found that, for the 

U.S. as a whole, the loss from overpricing long distance service to business and residential 

consumers in 1983 was around $10 billion, a finding that was confirmed in subsequent 

research.21 More recent research confirms the significant gains in economic welfare that 

can be achieved from more economically rational prices. For example, a 2000 study by 

Robei-t Crandall and Leonard Waverman (a NERA colleague) found the total cost of the 

current rate design-Le., lower basic local prices and higher long distance prices-to be 

anywhere between $2.5 to $7.0 billion per year, depending on the assuniptions made.”2 

’O See, Hausman, J., T. Tardiff, and A. Belinfmte, “The Effects of the Breakup of AT&T on Telephone 
Penetration in the United States,” The Atwrican Ecowinjc Reivav, Vol. 83, May 19Y3, pp. 178-184. 

”See, John T. Wenders and Bruce L. Egan, “The Implications of Economic Efficiency for U.S. 
Telecommunications Policy.” TeEecoinniuizicatior~.~ Policy 10 ( 1986): 33-40 and Lewis Perl, ‘.Social Welfare 
and Distributional Consequences of Cost-Based Telephone Pricmg,” Paper presented at the Thirteenth Amiual 
Telecommunications Policy Research Conference, Airlie, Va. April 23, 1985 

See, Robert Crandall and Leonard Waveimn, WIO Pays .for Uuiversal Service?: Wien Telephone Subsidies 
Become Transparent, Brooking Institute, (2000), p. 1 19. 

22 
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1 V. COSTISSUES 

2 

3 

4 

Q. WHAT IS THE CORRECT COST CONCEPT TO USE FOR DETERMINING 

WHETHER A SERVICE IS RECEIVING AN ECONOMIC SUBSIDY? 

5 A. From an economic perspective, use of forward-looking direct costs {:economic costs as 

6 opposed to embedded or historical costs) is the proper basis for determining whether a 

7 specific service is in receipt of an economic subsidy. The embedded cost or historical cost 

8 of an activity is a record of the costs a firm attributes to the pursuit of its activity in a 

9 given (past) accounting period. That cost reflects what the film actually paid for capital 

10 equipment,” its actual costs of operating and maintaining that equipment, and other costs 

11 incurred in operating the enterprise. By contrast, the economic cost of an activity is the 

12 actual forward-looking cost of accomplishing that activity in an efficient manner. In 

13 contrast to embedded costs. forward-looking costs are those associated with present and 

14 future uses of the firm’s (or society’s) resources. Only these forward-looking costs are 

15 relcvant for making present and future production and investment decisions, for placing 

16 resources in alternative uses, and for setting efficient prices for the services to be provided 

17 presently or in the future. 

18 

19 

20 

21 

22 

According to the evidence presented by the companies, their residential basic local rates 

are below forward-looking direct costs and I conclude, therefore, that those rates are in 

receipt of an economic subsidy. 

23 Embedded costs also include the annual depreciation expenses associated with the stock of equipment that { 1 ) 
was purchased in the current and previous years and ( 2 )  is still m use. 

~ 
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Q .  THE COMPANIES’ REVISED PLANS ARE BASED UPON THE FACT THAT 

THE LOCAL LOOP IS NOT A SHARED OR COMMON COST AND THAT ITS 

3 COST IS CAUSED SIMPLY BY PROVIDING CUSTOMERS ACCESS TO THE 

4 TELEPHONE SYSTEM AND CANNOT APPROPRIATELY BE SPREAD 

5 AMONG THE REMAINING TELEPHONE SERVICES. DOES THE FLORIDA 

6 COMMISSION AGREE WITH THIS APPROACH REGARDING THE LOCAL 

7 LOOP? 

8 

9 

A. Yes, it does. In a report to the Florida Legslature in 1999, the Commission explicitly 

rejected the notion that the cost of the loop should be recovered from non basic local 

10 telecommunications In that report, the Commission stated: 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

Is the cost of local loop facilities properly attributable to the provision of basic 

local telecommunications service? By definition, yes. Section 364.02(2), 

Florida Statutes, defines “basic local telecommunications service as” 

Voice grade, flat-rate residential and flat-rate single-line business local 

exchange services which provide dial tone, local usage necessary to 

place unlimited calls within a local exchange area, dual tone multi- 

frequency dialing, and access to the following emergency services such 

as “91 1 ,” all locally available interexchange companies, directory 

assistance, operator services, relay services, and an alphabetical 

directory listing. 

24 See, “Report of the Florida Public Service Conmssion on the Relatioiiship Among the Costs and Charges 
Associated with Providing Basic Local Service, Intrastate Access, and Other Services Provided by Local 
Exchange Companies, in Compliance with Chapter 98-277, Section 2( l), Laws of Flonda,” Florida Public 
Service Commission Tallahassee, Florida February 15, 1999. 
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23 

Given such an identification of the cost object to be studied, the principle of 

cost causation leads one to the unavoidable conclusion that the decision to 

have local service leads to the incui-rence of loop costs.?’ 

VI. UNIVERSAL SERVICE WOULD NOT BE PUT AT RISK AS A 

RESULT OF THE COMPANIES’ REVISED PLANS 

Q .  SHOULD THE COMMISSION BE CONCERNED ABOUT UNIVERSAL 

SERVICE? 

A. While it is true that, in theory, as the price of basic local service increases, some 

consumers may decide the new price is above the value he or she places on the service- 

and may, as a result, decide to do without telephone service-I do not believe that, in 

practice, this would occur, or occur to such an extent as to jeopardize universal service in 

Florida. There are several. reasons why I believe this is the case. 

First, although low-income subscribers may be more sensitive to price increases than are 

middle and higher income users, the Tele-Conipetitlon Act does two things to help low 

income consumers. It provides that, in the event of an increase in residential basic local 

service prices, low-income consunlers who are Lifeline customers mi l l  be exempted from 

the price increase; and, it expands the number of Lifelins-eligible customers to 12s 

percent of the federal poverty level. These steps should go far to address any problems of 

a ffordabil i ty . 

25 Ibid, at 51. 
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Second, the price elasticity of demand for access to the network is quite low, meaning that 

the vast majority of consumers will continue to subscribe. Specifically, the price elasticity 
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of demand measures the percentage impact on demand given a percentage change in price. 

Previous research has demonstrated that customers generally do not disconnect their 

phone service when prices for basic local service increase.26 

Third, and very importantly, in addition to its own price, the demand for residential basic 

local service is determined by the amount of value consumers obtain from using the 

services produced by the network, i.e., local calling, intraLATA toll, interLATA toll, 

vertical services and newer services such as broadband Internet access. As prices for 

these services decrease over time due to competitive pressure and technological 

innovation, the value that consumers place on having access to the network increases and 

so, therefore, does their demand to stay on the network.27 The companies’ revised plans 

call for rate increases phased in over a two year period and to the extent that prices for 

complementary goods decrease so will consumers’ desire to remain on the network 

increase. This helps reduce, or may even offset, the negative effect of the price increase. 

Finally, as discussed above, less distorted prices should provide better incentives for 

competitors to compete for residential consumers, Competition brings with it improved 

quality, different selection of goods and services bundled together in a way that customers 

find attractive, and lower prices. These factors provide additional reasons why during the 

26 See, Lester D. Taylor, (19941, op. cif. 

27 Hausman, J., T. Tardiff, and A. Belinfante, “The Effects of the Breakup of AT&T on Telephone Pcnetratioii in 

the Umted States,” The rlniericarz Ecowomic Review, Vol. 83, May 1993, pp 178- 184. 

.~ ~ 
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phase-in period, customers will likely place increased value on subscribing to the network, 

thus mitigating the effects of any local rate increase. 

To the extent the Florida Commission is concemed with the few remaining users who may 

decide to drop off the network it is also important to be aware that alternatives to the fixed 

network are growing and at least some customers may be turning to alternative means of 

meeting their communications needs. For example, the extraordinary growth of wireless 

service, driven by lower wireless prices and pricing plans that include a "bucket" of 

minutes provides customers with more meaningful opportunities to use wireless service as 

10 

11 

12 

13 

14 FORMS OF ACCESS? 

15 

16 

17 

a substitute to wireline service. 

Q .  SHOULD THE COMMISSION BE CONCERNED IF CUSTOMERS DROP OFF 

THE FIXED NETWORK BUT INSTEAD RELY PRIMARILY ON OTHER 

A. No. An important goal for policymakers has been to ensure that as many consumers as 

possible have access to the public switched telecommunications network, irrespective of 

how that access is obtained. When a customer drops off the fixed-line network and 

18 accesses the public network via wireless access, this is simply a substitution effect caused 

19 by the customer choosing between fixed and wireless access. This is not a universal 

20 service concern for policymakers. 

21 

22 Q. DR. GORDON, HAVE OTHER STATES IMPLEMENTED RATE 

23 REBALANCING? 

24 A. Yes, there are other states that have implemented rate rebalancing including Califomia, 

25 Illinois, Ohio, and in Massachusetts where I served as Chaimlan. Even in  Maine, where 
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23 
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25 

by statute basic residential services are to be set as low as possible and where I also served 

as Chairman, they have recently approved a rebalancing plan. 

Q .  WOULD YOU PLEASE DESCRIBE THE RATE REBALANCING PROCESS IN 

MASSACHUSETTS? 

A.  The process for changing prices in Massachusetts began before I became Chairman of the 

Massachusetts Conzmission and continued during my tenure, In Massachusetts, 

residential fixed monthly charges were increased significantly, with offsetting decreases in 

business, toll, and carrier access prices. The Massachusetts Commission early on after 

divestiture recognized the problems that historic pricing policies were creating, as other 

(especially institutional) barriers to market entry were being eliminated, and thus ordered 

a change in price structure: 

”properly defined incremental costs should be used as the primary basis for 

pricing all services, including local exchange service . .  to the extent that 

current rates do not reflect an appropriate allocation of costs, the [MDPU] will, 

consistent with the need to avoid major discontinuitles in rate levels, move 

toward that goa .” IntraLATA Conmetition, D.P.U. 173 1 ( 1985), p. 36-38. 

“Traditionally, the pricing of telephone service was based on a method 

whereby residential monthly exchange rates were pnced below cost in order to 

promote universal service; and long-distance, toll, and business rates were 

priced above cost in order to subsidize residential exchange rates. While this 

system succeeded in serving a social purpose, it was a pricing scheme not 

conducive to the development of a fully-competitive market, in which the 

benefits associated with competition would be realized by all customers .” 
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NET, D.P.U. 93-125 (1994), pp. 10-1 1 

In Massachusetts, moving prices more in line with incremental costs required a significant 

shift in revenue recovery from usage-based prices, such as intraLATA toll and intrastate 

carrier access, to fixed monthly prices for all classes of customers. In addition, because 

the MDPU found that there were no significant cost differences in serving different 

classes of customers, the price-rebalancing process also entailed a further shift in revenue 

recovery from business customers to residential customers. Of course, the necessary 

changes were iiot made overnight. The MDPU established a series of annual, revenue- 

neutral, price-rebalancing investigations in order to achieve its goal over time. 

When the Massachusetts price-rebalancing process ended in January of 1994 [with the 

adoption of a price cap plan), the price for basic residential dial-tone service (IMR) had 

risen firom about $3.00 per month in 1990 to $9.91 per  month in 1994 (net of the SLC)? 

Comparable increases also occurred for residential flat-rate service (1 FR), which was the 

most popular service in Massachusetts, at that time. Flat rate residential prices had ranged 

from $9.9S in rural areas to $12.38 in urban areas. The rebalancing process moved flat 

rate residential prices to $16.85 state wide. During this period, the average increast: for 

residential consumers was $2.18 per year over four years and, according to the DTE, 

record evidence shows virtually no impact on residential telephone subscriber 

penetrati~n.~’ Because the piice-rebalancings were revenue-neutral, these increases were 

~~ ~ 

I was Chairnun of the MDPU for the last of these annual investigations. 

29 See, “Re Verizon New England, Inc. dba Verizon Massachusetts D.T.E. Ol-31-Phase 11,’’ Public Utilifies 
Reports - 223 PliR$th, p. 397. 
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completely offset by decreases in prices for other services, notably residential and 

business intraLATA toll and carrier switched access. 

Massachusetts was one of the first states to open toll and local markets to competitive 

entry, and the price rebalancing helped to lessen opportunities for unecononiic bypass and 

thus promoted the development of an efficient competitive process. 

More recently, Massachusetts has continued to better align prices with their underlying 

costs by reducing switched access and increasing residential dial-tone rates. Specifically, 

the DTE authorized the ILEC to implement a one-time increase of $2.44 to its residential 

dial-tone line charge. In commenting on its decision, the DTE stated: 

Moreover, the department finds that with the $2.44 increase in the dial-tone 

line charge, competitive local exchange carriers (CLECs) can profitably enter 

and serve the residential telephone market in Massach~se t t s .~~  

The DTE concluded that a $2.44 increase will not harm the Deparhment’s universal 

service goals, based on similarlty to the several, annual $2.18 increase in the early 1990s 

rebalancing plans and comparable increases in several other states and in the Federal 

subscriber line charge since 2000. For example, the Maine PUC approved a $1.78 

increase in Verizon’s basic monthly per line rate in May 2001 and the New York Public 

Service Commission authorized a two-year Incentive Plan which permitted an increase of 

$1.85 on March 1, 2002 and another $0.65 on March 1, 2003 for a total increase of $2.50 

in the space of a year. The FCC’s Federal subscriber line charge has increase from $4.35 

301bid, p. 361. 
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in July 2000 to $6.50 in July 2003. 

Q. PLEASE DISCUSS MAINE’S EXPERIENCE WITH RATE REBALANCING? 

A. Significant rate rebalancing has been achieved in Maine in recent years, with no 

noticeable impact on telephone subscribership levels. In 1997, the Maine legislature 

(M.R.S.A. 35-A, $7101-B) directed the Maine Public Utility Commission to establish, 

notwithstanding any other provision of state law, intrastate access rates that are less than 

or equal to interstate access rates established by the FCC (i .e, ,  parity with interstate access 

rates) by May 30, 1999. At the time, Bell Atlantic’s intrastate access rates were $0.26 per 

minute, significantly 

$0.07 per minute. 

higher than its then-current Federal interstate access rate of about 

Subsequently, on March 17, 1998, the Commission approved an Order (Docket No. 94- 

123 reopened) that approved a stipulation between Bell Atlantic-Maine (now known as 

Verizon-Maine) and a group of intervenors, including the Conimission’s Advocacy Staff 

and the Public Advocate. This stipulation allowed Bell Atlantic-Maine to increase its 

basic local exchange rates by a total of $3.50 by May 30, 1999, with steps of $ I  -50 in 

1998 and $2.00 in 1999. This was followed by another increase of $1.78 in 2000. 

Maine continues to have the highest telephone penetration rate in the country-about 98 

percent of Maine’s households have telephone service.” In addition, lower intrastate toll 

rates have benefited some customer classes, especially those customers in rural areas with 

relatively small toll-free calling areas. 

’’ MPlJC Annual Report 2002, pp- 43. 
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11 A. Yes. 

Q. WHAT OTHER STATE EXPERIENCES DO YOU BELIEVE ARE RELEVANT? 

A. In California in 1994, the Commission approved a rebalancing plan for GTE and Pacific 

Bell. GTE’s residential rates immediately went from $9.75 to $17.25 while Pacific’s 

residential rates went from $8.35 to $1 1 .25.’2 Recently, as part of a rebalancing plan for 

Sprint’s local telephone company in Ohio where intrastate access fees were lowered to 

mirror Federal charges, the Commission approved the creation of an end user charge of 

$4.1 0 for residential customers and $6.00 for single-line business.3’ 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 

32 See, Decision 94-09-065, el. al., September 15, 1994. 

33 See, The Public Utilities C o m s s i o n  of Olio, Case No. 00-127-TP-COI and 01-1266-TY-UNC, June 28, 
200 1. 

Considling Economisls 



DIRECT TESTIMONY OF J)R. 
KENNETH GORDON 

ATTACHMENT A 

Conslsulnng Economisls 



DIRECT TESTIMONY OF DR. 
fCENPliETW GORDOTC' 

ATTACHMENT B 

FIGURE 1 - PERCENT OF CLEC LINES SOLD TO RESIDENTIAL AND SMALL 

BUSINESS CUSTOMERS BY STATE, AS OF DECEMBER 3 I ,  2002 

SOURCE: FCC, Local Telephone Cornpetition: Status as qf December 31, 2002 

L 1 

Florida 

1 I I 


