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Re: Petition of Sprint Communications Company Limited Parinership
for Arbitration of Proposed Interconnection Agreement with GTE
Florida Incorporated, Pursuant to the Telecommunications Act of

1996

Dear Ms. Bayo:

Please find enclosed for filing. an original and fificen (15) copies of the prefiled
direct testimony of Tony H. Key and David E. Stahly on behalf of Sprint
Communications Company Limited Partnership in the above proceeding. We are also
enclosing a 3 1/2” diskette, in microsofl word format,

We are enclosing an extra copy of this transmittal letter. We ask that you please
acknowledge receipt thercon and retum to the undersigned in the enclosed, stamped and

self-addressed envelope.

All parties of record have been served in accordance with the attached Centificate
of Service. Thank you for your assistance.
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I hereby certify that 1 have this day served a true and exact copy of the within and
foregoing Prefiled Testimony of Tony H. Key and David E. Stahly on behalf of Sprint
Communications Company Limited Partnership via Express overnight mail (Airbome), to

the following:

GTE Florida Incorporated

Anthony P. Gillman, Esq.

M. Eric Edington, Esq.

One Tampa City Center

201 North Franklin Street
i Tampa, F1. 33602

This 3rd day of October, 1996
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Lorraine Kowalski
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BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

DIRECT TESTIMONY

DAVID E. STAHLY
ON BEHALF OF

SPRINT COMMUNICATIONS COMPANY
LIMITED PARTNERSHIP

Q. Please state your full name and business address.

A My name is David E. Stahly. My office address in 8140 Ward Parkway, Kansas City,

Missouri, 64114.

Q. What is your position?

A. | am empioyed by Sprint Communications Company Limited Partnership ("Sprint”) as a
Policy Manager.

Q. Piease describe your educational background, work experience and present

responsibilities.
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| received a Bachelor of Arts degree in Economics from Brigham Young University in
1985 and Master of Aris degree in Public Policy from the University of Chicago in 1887.

| began working for Sprint in 1994 as & Manager of Regulatory Access Planning. In that
position, | represented Sprint before state and federal regulatory commissions regarding
access issues and Sprint's negoliaied access pricing and rate structures with the local

exchange carriers ("LECs").

Prior to joining Sprint's Long Distance Division, | was employed by Sprint Corporation’s
local telephone affiiate, Sprint-United North Central ("UNC") from 19880 to 1994. In that
capacity, | was responsible for costing and pricing switched and special access services.
While at UNC, | also conducted competitive analyses. Prior to joining Sprint, | worked
for the lllinois Commerce Commission as an Executive Assistance to the
Commissioners from 1986 to 1990, In that capacity, | provided financisl and economic
analyses of telecommunications, gas and electric utiity issues and | assisted in the
preparation of orders and opinions.

My current responsibiiities include coordinating with representatives of Sprint business
units regarding regulatory matters, contributing to the development of Sprint reguiatory
policy, and testifying on behalf of Sprint concerning economic and regulatory policy in
telecommunications. | have testified bafore the Arkansas Public Service Commission,
the Georgia Public Service Commission, the Okishoma Corporation Commission, and

the Washington Utility and Transportation Commission.
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Q. What is the purpose of your testimony?

A The purpose of my testimony is to describe Sprint's position on all of the pricing issues

that have been unresolved in negotiations over the interconnection agreement between
Sprint and GTE Florida Incorporated ("GTE"). The testimony will cover cost-based
pricing for interconnection, unbundied network elemenis, and transport and termination
of traffic including discussion of interim rates and the establishment of permanent rates
under the TELRIC-basad pricing methodology. In addition, the testimony will cover
wholesale pricing including discussion of the avoided cost methodology established by
the Federal Communications Commission ("FCC"). Finally, the testimony will cover
important pricing parity issues, including the appiication of volume discounts, the
application of non-recurring charges, and pricing related to interim number portability.

I. TELRIC-based Pricing Methodology
(A) Summary of Position - TELRIC-based Pricing Methodology

Q. Has GTE provided cost studies that satisfy the requirements of the

Telecommunications Act of 1998 (the Act) and the FCC's First Report and Order
released August 8, 1998 in CC Docket No. 96-88 (“FCC Order”)?
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No. Sprint will need to file further testimony when TELRIC-based cost studies are
provided.

What does the Act require for pricing interconnection and network slements?

The Act requires that iIncumbent Local Exchange Company (ILEC) prices for
interconnection and network elements shall be based on cost (without reference to any
rate-base proceading) and be nondiscriminatory, and may include a reasonabie profit.
Section 252(d)(1).

What does the FCC Order require for pricing of interconnaction and network
slements?

The FCC Ovrder requires that interconnection and unbundied elements be priced based

on the sum of total element long run incremental cost (TELRIC) and a reasonable

aliocation of forward-looking common costs. (51.505)

Please describe Sprint's pricing policy for interconnection and network slements.

Sprint believes that prices for interconnection and network elements must be based on
economic cost. More specifically, Sprint recommends:
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» Prices for interconnection and unbundied elements shouid be developed using
the TELRIC-based pricing methodology established by the FCC.

» The level of contribution to common costs should be a uniform loading that is
limited to a level that reflects the common costs of an economically efficient local

exchange carrier.

» The reasonable profit level to be included in TELRIC should be the most recent
authorized intrastate rate of retum or prescribed inlerstate rate of retum.

® Prices for network elements shoukd be geographically deaveraged; for example,
according to high cost, medium cost, and low cost areas.

(B) TSLRIC
Pisase explain what is meant by TSLRIC?

Total Service Long Run Iincremental Cost, or TSLRIC, represents the incrementa! cost
of an entire product.’ In other words, TSLRIC represents all the costs directly caused
by a service. TSLRIC is also sometimes called tolal incremental cost, long run service
incremental cost, long run incremental cost - total service, or average incremental cost

Wiiam J. Baumol, Suparisimess 113 (1086).
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(when divided by output).? TSLRIC includes all of the service-specific fixed costs and
volume sensitive costs. It represents the total burden that the service places upon the
resources of the company. in more precise terms, TSLRIC is the difference between (1)
the totsl cost of a company that provides the service and a number of others, and (2)
the total cost of that same company if # provided all of its other services in the same

quantities, but not the service in question.

Why is it appropriats to include TSLRIC in prices for interconnection and network
slements?

TSLRIC is an appropriate basis for rates because it represents the economic cost of all
of the resources the ILEC is using solely to provide the interconnections and network
elements. Using TSLRIC ensures that the cosis the interconnections and/or network
elements cause are not being covered by other services. Most importantly, as a
measure of forward-looking economic cost, TSLRIC best replicates the conditions of a
competitive market and reduces the abiiity of an incumbent LEC to engage in anti-

Wiliam J. Baumol & J. Gregory Sidak, Toward Compatition in Local Telephony 57-8 (1004).
6
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(C) TELRIC
is TSLRIC costing different from TELRIC costing?

Essentially, TSLRIC and TELRIC costing methodologies are the same. Their
differences are reiated to the kems being costed, not the method of developing the

costs. More specifically, TSLRIC studies determine the forward-looking, long run
incremental cost of services while TELRIC studies determine the forward-looking, long
run incremental cost of network elements. The FCC chose the lerm total “element”
long-run incremental cost to reflect that the "services” in question are, in reality,
*elements” of the network. The FCC also noted that uniike telecommunication services,
network elements comespond to distinct network facilities (paragraph 678).

Please describe the TELRIC-based pricing methodology as defined in the FCC
Order.

The TELRIC-based pricing methodology defined by the FCC requires prices to be set 1o
recover the following categories of costs:

I. Directly attributable incremental cost of the element (TELRIC)
a) Incremental costs of facilities and operations dedicated to the element
b) Incremental cosis of shared facilities and operations.
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H. A reasonable allocation of common costs

The directly stiributable incremental cost of the element would be determined via an

approprisiely developed TELRIC cost of service study. Sprint's position on an
appropriate sllocation of common costs will be defined below.

Piease describe Sprint's position on an appropriately developed TELRIC cost of
service study.

The FCC clearly defines several characleristics of an appropriately developed TELRIC
cost of service siudy. These characteristics should be reflected in any study submitied
to the Commission for its approval. An appropriately deveioped TELRIC study:

1) Wil include the long run, incremental costs caused by or directly attributable to the
specific element. This will include both costs caused by facilities and operations
dedicated to the element and those facility and operations costs shared by a group
of elements.

2) Will reflect per-unit costs derived from total costs using reasonable, accurate fill
factors.

3) Will reflect cumrent wire center location and the most efficient technology available.

4) Wil include a reasonable retum on investment, e.g. profil.

5) Will reflect economic depreciation rates.
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6) Will not include embedded costs, retail costs, opportunity cosis or subsidies to other
elements or services.

The FCC's order requires ILEC's (o “expiain with specificity why and how specific
functions are necessary to provide network elements and how the associsted costs
were developed.” (paragraph 681) Restated, the burden of proof is on the ILEC to
substantiate all costs included in its TELRIC studies. Since Sprint has not been afforded
the opportunity to review GTE's TELRIC studies, it reserves the right to submit future
testimony related to those cost studies once it has reviewed those studies and made ity
determination of whether the requirements of the FCC order have been satisfied.

Please describe what is meant by “costs directly attributable to the specified
element”.

The FCC defined directly attributable forward-looking cost to include incremental
investment costs and expenses dedicaled o the element as well as the incremental
costs of facilities and operations costs that are shared by a set of network elements.
Directly attributable costs, then, are costs incurred specifically in the provision of a
particular network element. To the extent that certain network elements share facilities
or operations, these shared costs are included in the TELRIC of that set of elements
and are o be attributed to specific network elements in reasonable proportions. To use
the FCC's example, conduit that is used for both interoffice transport and loops may be
apportioned to both the interoffice transport network element and to the local loop

9
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element. Uniess it can be demonstrated that a cost is dedicated to the provision of a
particular network element (or set of elements) it cannot be included in the TELRIC of
the element (or set of elements).

(D) Common Costs

What are common costs?

Common costs are one type of shared cost. Shared cosis are costs thal are:
» shared by more than one service,
» incremental to a set of services sharing the costs; and
» unaffecied by any subset of the services sharing the costs

Ancther way of saying this is that shared costs are essential to the provision of more
than one service and do not vary with the output of any of the services.

There are two basic types of shared costs:

. Shared incremenlal cosis — shared costs that are specific to only goma services.

For example, loops and transport may share conduit, but these costs are not

shared with unbundied local switching. TELRIC includes shared incremental

costs.

10
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. Overhead shared costs — These are common costs. They are shared by all
services. These are costs that do not change or go away unlets the company
goes out of business. The classic example is the president’'s desk. TELRIC
does not include overhead shared costs.

In the TELRIC-based pricing methodology, what is meant by “forward-looking

common costs”?

Under the TELRIC-based pricing methodology, forward-looking common costs represent
the other component, along with TELRIC, to be included in ILEC prices. These costs
are not specific or directly attributed to an element or set of elements. Also, since
interconnection and network elements are intermediate products, and not retail service
offerings, such costs as marketing, billing, and other retail reiated costs are not relevant
common costs. The only relevant common costs, then, are those costs that are
incurred in the overall operation of the firm, e.g. executive salaries. These costs are
common to all services and specific 1o none. The adoption of the standard of using
“forward-looking” common costs means that prices cannot be based on historical (i.e.
embedded or accounting) common costs. This is consistent with established economic
cost principles and the overall forward-looking economic cost paradigm adopted by the
FCC.

1"
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(E) Contributions to Common Costs

Does the FCC provide any direction related to the size of common costs to be
Included under the TELRIC-based pricing methodology?

Yes. The FCC concluded that common costs should be smalier for network elements
than for services since network elements comespond to discrete network facilities that
have distinct operating characteristics. Also, under the TELRIC methodology, many
facilities costs that may be common with respect to "services” will be directly attributed
to the faciities when offered as unbundied network elements. The FCC aiso stated that
a properly conducted TELRIC methodology will attribute costs to specific elements to
the greatest possible extent, which will reduce the amount of common costs.

Does the FCC provide any guldance with respect to the allocation of common
costs?

Yes. The FCC deemed two allocation methods to be reasonable and rejected another.

The two reasonable methods include:

» the use of a fixed allocation, such as a percentage markup over the directly
attributable forward-looking costs

12




10
11
12
13
14
15
16
17
18
19

21

» the allocation of only a relatively small share of common costs to certain critical
network elements, such as the local loop and coliocation, thal are most difficult
for entrants to replicate promptly (i.e. bottienack facilities)

The FCC expiicitly rejected allocations that rely on aliocating common costs in inverse

proportion to the sensitivity of demand for various network elements. They concluded

that such aliocation methods undérmine the pro-competitive objectives of the Acl.

What is Sprint’'s recommendation on the size and allocation of common costs?

Sprint recommends that the contribution to common costs be set as a percentage
markup above the TELRIC of the element to reflect the forward-looking shared costs of
a reasonably efficient firm.

Why Is it appropriate to include any common costs in interconnection prices?
including a portion of these costs is appropriate because revenues from products must
generally make a contribution to covering common costs if a company is to produce the

product. This is true both from a business perspective and an economic perspeclive.

Please explain the business perspective.

13
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The most common pricing practice in business is to include a contribution to shared
costs in prices.’ Businesses determine the appropriate contribution several ways. The
most common way is to simply apply a uniform markup above the incremental cost.
This is often criticized as not being in the best interest of the company because the
company could make more money if it varied its markups on the basis of competitive
pressures.* However, when the company is @ monopoly or at least has significant
market power, it is not in the customers' interests nor in the public interest for the
company to be aliowed to maximize its profits by having high markups in non-
compelitive markets relative to markups in competilive markets. In fact, one of the
primary purposes of regulation is to keep this from happening.

This is one of the reasons why Sprint believes that regulation should require ILECs to
price interconnection and network elements in non-competitive markets just like they
would if all of their markets were fully competitive. By treating all markets as equally
competitive, ILECs would include no more than an average contribution to common
costs in prices for non-competitive services such as interconnection and network
elements.

James L. Pappas & Mark Hirchey, Managerial Economics 57.3-84 (1900).

Pappas & Hinchey, Managerial Economics 575-84 (1990).
14
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Q. Please explain the economic perspective.

A. From an economic perspective, prices need to make a contribution to common costs to

ensure that the prices are sustainable. The technical definition of sustainable prices is
prices that. (1) aliow an efficient company to eam normal profits; (2) do nol invile
competition from less efficient companies; (3) do not require a cross-subsidy; and (4)
result in an efficient market.® In this case, an efficient market is one that provides the
lowest overall cost of producing the industry’'s products. Sustainable prices allow a
company to compeie in a market and eam a normal profit.

Q. How much common cost should be included in interconnection prices?

A. The amount that interconnection prices should be marked up should be based on the

amount of forward-looking common costs a company has relative to its overall costs.
Concaptually, the markup wouid be calculated by dividing the company’s economic
common costs by the sum of its TSLRICs.

S This definilion is adapied from Wilism J. Baumol, et. al., Contestable Markats and the Thacry of industry
ma‘l-‘(‘lm}.

15
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Why is a uniform markup appropriate for allocating common costs?

There are two reasons. First, a uniform markup treats the non-competitive markets as if
they were competitive. This heips keep ILECs from using revenues from non-
competitive markets to finance competilive responses in competitive markets. The
second reason is that uniform markups are nondiscriminatory. Section 252(d){1){(ANii)
of the Act requires that prices for interconnection and network elements be
nondiscriminatory. Price discrimination exists when markups vary among ciasses of
customers.® The Act does not allow for degrees of discrimination. For example, the Act
does not state that prices should not be unreasonably discriminatory. The Act simply
allows for no discrimination.

You sald that the markup should be limited to reflect the common costs of an
economically efficient local exchange carrier. Why should the markup be Nmited?

Limiting the markup serves two purposes. First, it provides incentives for ILECs to
becomea more efficient. Basing prices on ILECs' own costs does not provide ILECs the
same efficiency incentives as pure price reguiation or competition. This is true even if
the costs are measured as economic costs rather than as accounting costs as has been
done in rate of return regulation. A maximum contribution improves the efficiency
incentives. The second purpose of the maximum markup is to provide a limit on the

Pappas & Hirschey, Managerial Economics 573-84 (1990).
16
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cosis that can be charged to competitors. ILECs have an incentive to charge high
prices to competitors. These high prices give ILECs a financial advantage over their
competitors by increasing the ILECs' margins relative to their competitors’ margins.
Limiting the markup helps limit the prices that ILECs can charge lo competitors.

Has Sprint reviewed any measures of common costs?

Yes. Sprint has reviewed two sources of public data that reflect accounting measures of
costs that are generally common in nature. These measures do not reflect an
appropriate approach for defining common cosis in accordance with the FCC rules
because they are historical accounting costs, not forward-looking economic common
costs. However, these analyses may provide 8 benchmark that can be used in
evaluating the reasonabieness of proposed common cost levels.

First, Sprint reviewed accounting data reported to the FCC by Tier 1 ILECs. A Tier 1
ILEC is an ILEC with more than $100,000,000 in annual revenues. The data reviewed
was for 1995. This analysis is provided in EXHIBIT 1. This analysis shows that, on
average, Tier 1 ILECs' Corporate Operations Expenses (Account 6700) are about 16%
of Total Operating Expenses. And, on average, Tier 1 ILECs' Genera! Support Plant
(Account 2100) is about 15% of Total Telecommunications Plant in Service.

The second analysis is from Ex Parle materials filed by Southwestern Bell in the Matter
of Federal-State Joint Board on Universal Service CC Docket No. B6-45. The analysis

17
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is provided in EXHIBIT 2, showing that Southwestern Bell calculates its own Total

Common Costs to be 11% of its Total Costs.

(F) Return on Investment

Please describe cost of capital?

Cost of capital is what a company has to pay creditors and shareholders for the money
the company uses. The payment to creditors is generally called interest. The payment
to sharehoiders is generally called profit.” Reguiation and economic texts have long
recognized that there is a normal level of profit, or return on investment, that
shareholders need to receive if they are to continue to invest in the company. This
normal level of profit is often referred to as the cost of equity.®

Is cost of capital part of TELRIC?

Yes. The incremental cost of network elements includes the cost of making additional
investments. The money to make these investments comes from creditors and
sharehoiders. As | explained above, the cost of obtaining money from creditors and
shareholders s called the cost of capital.

James L. Pappes & Mark Hirschey, Managerial Economics 10 (1990).

Pappas & Hirschey, Managerial Economica. 10, 852-3 (1990).
18
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Does TELRIC include profit?

Yes. TELRIC provides for a reasonable profit consistent with Section 252(d){1) which
states that rates for interconnection and network elements “may include a reasonable
profit." Because TELRIC includes the cost of capital, TELRIC inciudes a normal level of
profit. The FCC concluded that the cost of capital included in TELRIC is equal to normal
profit and that allowing anything greater than normal profits would not be “reasonable”

under sections 251(c) and 251(d)(1).

What is Sprint's recommendation regarding the level of return on investment
included in TELRIC?

The retum level should be the most recent authorized intrastate rate of retumn or
prescribed interstate rate of retum. The FCC concluded the following:

» the cumrently authorized rate of return at the federal or state level is a reasonable
starting point for TELRIC calculations.

» ILECs bear the burden of demonstrating with specificity that the business risks of
providing interconnection and unbundied elements (which are generally
bottieneck, monopoly services that do nol now face significant competition)

would justify a different risk-adjusted cost of capital.

19
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{(G) Other TELRIC Considerations

Plense describe what is meant by “reasonably accurate fill factors”

Fil factors are the percentage of available network capacity utilized. These factors arise
from the fact that when engineering and building of telecommunications facilities, LECs
attempt to anticipate fulure needs. For exampie, when deploying loop plant, if the
immediate need is 800 underground loops, a LEC may place enough loop plant to
facilitate 1,000 loops in anticipation of future demand. It is more cost-effeclive to dig a
trench once and allow for some excess than to dig up the trench every time a new loop
is required. In this exampie, the fill-factor would be 80% (800 loops in use divided by
1,000 loops available). Efficient deployment balances the cost-benefit of excess
capacity. On the one hand, not enough excess results in inefficient rework (e.g. digging
new trenches every month). On the other, loo much excess is an inefficient use of
resources (e.g. burying plant that will never be used).

The FCC described reasonably accurate fill factors as estimates of the proportion of a
facility that will be “filled” with network usage and concluded that per-unit cosis be
derived by dividing the total cost associated with the element by a reasonable projection
of the actual total usage of the element.

Fill factors are important because they effect unit costs; a low fill factor increases unit
cost, while a high fill factor lowers unit costs. A starting point for determining TELRIC fill

20
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factors should be the actual "fills” of the ILEC. However, since thesae fills reflect
historical usage leveis, they need to be examined for their reasonableness to be used
for projections as required by the FCC Order. Using the historical fills as a starting
point, the following issues should be considered in developing projecied fills. First, to
the extent that an ILEC has overbuilt excess capacity in anticipation of entering new
lines of business, e.g. interLATA, historical fills will be too low as a basis for pricing
elements for the provision of local services. Second, efficient and effective competition
(which will only occur if element prices are cost-based) will result in new innovative local
service offerings and drive retail rates to competitive levels, which will in turn change
past usage patierns and stimulate overall demand. Third, competition should provide a
catalyst for a new level of efficiency in every aspect of the incumbent LECs'’ business,
inciuding engineering and plant placement. These efficiencies may not be reflected in
historical filis factors. In summary, appropriate fills should reflect efficient engineering
practices. While the existing fills may represent a reasonable approximation of
projected fills, the fills used in TELRIC pricing must take into account 1) ILEC overbuilds
in anticipation of lines of business outside the scope of local service, 2) future changes
in usage patterns and overall demand stimulation, and 3) overall increases in ILEC

efficiency.

What is the significance of applying a standard that requires the use of “cument
wire center locations and the most efficient technology avallable”™?

21
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Forward-looking cost measurements require capturing the costs of network facilities that
will be incurred in the future. The use of current wire center locations and the most
efficient technology available in determining forward-looking economic costs is the
approach that reasonably balances the interests of ILECs, CLECs, and consumers.
ILECs need prices that will recover their legitimate forward-looking economic costs.
CLECs need to be provided the opportunity compete on an equitable basis with the
ILEC. Consumers will benefit the most when there is facilities-based competition. The
FCC explicitly rejected allernative approaches which represenied extreme viewpoints
that would either frustrate faciiities-based competition on the one hand or hinder
competitive entry on the other. Specifically, the FCC rejected the use of a hypothetical,
least cost, most efficient network in calculating forward-looking element costs at one
extreme, because this would discourage facilities-based competition, i.e. the incentive to
build would be reduced i facilities were aiready available at least-cost prices. At the
other extreme, the FCC rejected cost recovery based entirely on the past network
design and technology (i.e. embedded cost), because this would result in inefficient
pricing to the detriment of competitive entry. instead, the FCC adopted a standard that
uses the existing wire center locations and the most efficient lechnology deployed as
most closely representing the incremental costs incumbent LECs will actually incur in
making elements available to new enfrants.

Please expand on the use of sconomic depreciation rates.

22
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The use of economic depreciation rates in TELRIC simply ensures thal costs represent
the actual useful economic lives of ILEC facilities, instead of regulatory kives. The actual
useful economic lives may be different than that reflected in the existing prescribed
depreciation rates. However, the FCC Order concluded that the ILEC bears the burden
of demonsitraling with specificity that different depreciation rates are justified (paragraph
702).

Why did the FCC reject considerations of embedded costs, retall costs,
opportunity costs, and subsidies?

in general, the FCC rejected these considerations as inconsistent with the cost-based
pricing standard established by the Act and as inconsistent with pro-competitive goals.

Embedded costs, also referred to as accounting costs, represent the past expenditures
of a firm in providing a product. Because the inputs (materials, labor, capital) to a firm's
praoduction change over time and because new technologies are introduced, the past
expenses and capital expenditures recorded on a firm's books will not be reflective of
the costs the firm will incur in the future. In order to encourage efficient entry, the FCC
concluded that forward-looking economic costs provide the appropriate basis for prices
potential entrants should pay for elements. In essence they found the use of embedded
costs to be contrary to the expecient development of competition.
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The FCC rejected the inclusion of retail costs in TELRIC-based prices based on the
nature of what is being provided. Network element facilities and functions will be
provided as intermediate products to requesting carriers. Therefore, since network
elements are not retail products, retail costs cannot be included in the price.

Many incumbent LECs argued for the inclusion of opportunity costs in element prices, in
essence, wishing to replace revenue lost when a new entrant provides retail service in
place of the incumbent LEC. The FCC rejecied the inclusion of opportunity costs as
inappropriate to the goal of driving prices to competitive levels because the existing
retail prices that would be used to compute opportunity costs are not cost based.

Inclusion of subsidies in the prices for interconnection and network slements would
result in prices that are not cost-based, in violation of the Act’s clear pricing standard.

(H) Geographic Deaveraging

What does Sprint propose with regard to geographic deaveraging?

Sprint believes that ILECs should geographically deaverage prices for network
elements. Switching and transport costs are a function of traffic density anc should be
deaveraged to high cost, medium cost, and low cost exchanges based on traffic density
characteristics. Loop costs are a function of loop length and the density of end-user
locations. These loop cost characteristics should be reflected in deaveraged prices that
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may vary from the geographic areas used for switching and transport deaveraging. For
example, a low cost exchange with regard to switching may have both high and low loop
cosis.

Why is this important?

Deaveraged rates more ciosely reflect the actual costs of providing interconnection and
network elements bacause these costs can vary widely across a large geographical
area, for example, a study area that is composad of both densely populated and
sparsely populated areas. In keeping with the cost-based pricing standard of the Act,
the FCC concluded that rates for interconnection and unbundled elements must be
deaveraged and established a requirement of at least three cost-relaled rate zones.
Deaveraging is important because it provides accurate market signals. Whereas
geographic averaging, on the other hand, distoris competitors’ entry decisions regarding
whether to build or lease unbundied network elements.

interconnection and Access to Unbundied Network Elements

(A) Summary of Position

What is Sprint’s position regarding the pricing of interconnection and unbundied
network elements?
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Sprint recommends the establishment of permanent rates reflecting the TELRIC-based
pricing methodology discussed in detail previously in my testimony. With respect to
interim prices, Sprint recommends that the default prices established in the FCC Order
be applied until permanent rates are developed under the TELRIC-based pricing

methodology.

(B) Default Prices

Please provide the default prices for interconnection and unbundied elements.

in the absence of cost-based prices established under the TELRIC-based pricing
methodology. the following default prices should be applied.

Element Rate

Local Loops $16.71

Local Switching $0.003 per minute

Dedicated Transport Tariffed interstate entrance facility and direct-trunked
transport charges

Common Transport Weighted average per minute equivalent of dedicated

transport rate (as described in FCC 51.513(c)(4))
Tandem Switching $0.0015 per minute

Collocation Tariffed interstate expanded-interconnection charges
Signaling, call- Tariffed interstate charges where available
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related databases

Why is it important to establish interim prices?

Sprint encourages the Commission to undertake and conciude proceedings to establish
permanent rates under the TELRIC-based pricing methodology as quickly as possible.
However, to the extent that cost siudies that satisfy the criteria of the Act and FCC
Order have not been developed and provided for thorough review, the interim prices
provide a means for establishing interconnection and accessing network elements
without delay.

The default local switching price you recommend is in the middie of the range set
by the FCC, why is that?

Although the FCC stated that, in its review of the record evidence in the 96-88
proceeding, the most credible studies fell at the lower end of this range. Until
permanent local switching prices are established, using the TELRIC-based pricing
methodology, Sprint believes that applying the rate in the middie of the range is a
reasonable approach.

Reciprocal Compensation Arrangements

(A) Summary of Position
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Has GTE submitted a cost study for transport and termination under reciprocal
wwmmmmmmhmc'-mn

No.

What does the act require for the pricing of transport and termination under
reciprocal compensation arrangements?

Section 251(b)(5) of the Act requires all LECs to “establish reciprocal compensation
arrangements for the transport and termination of telecommunications.” Section
252(d){2}(A) of the Act sets forth two standards for determining if reciprocal
compensation rates are just and reasonable. The first standard is that, "such terms and
conditions provide for the mutual and reciprocal recovery by each carrier of costs
associsted with the transport and termination on each carrier's network facilities of calls
that originate on the network facilities of the other carrier.” The second standard is that
it is necessary to *...determine such costs on the basis of a reasonable approximation of
the additional costs of terminating such calls.” Section 251(d)(2)(B)) of the Act states
the ruies do not “preciude arangements that afford the mutual recovery of costs through
the offsetting of reciprocal obiigations, including arrangements that waive mutual
recovery (such as bill-and-keep arrangements)..” Section 251(d)(2)(B)(H) of the Act
states that the Act does not “authorize the Commission or any Siste commission to
engage in any rate regulation proceeding to establish with particularity the additional
costs of transporting and terminating calls.” Additionally, section 251(g) makes clear
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that Congress inlended acuess charges to remain in effect, separate from the transport
and termination of local raffic under reciprocal compensation arrangements.

What does the FCC order require for the pricing of reciprocal compensation?

mmwmmmmumwmmmmmm
arrangements requires two considerations; first, establishing the comect cost-based
prices; and second, eslablishing a definition of local traffic to which the prices are

applied.

(1)..Pricing
The FCC dafined the "additional cost” stendard discussed in section 252(d)(2)(A)(ii) of

the Act 10 be *the forward-looking , economic cost-based pricing standard that we are
eslablishing ot inieroonnection and unbundied elements.”  Specifically, “additional cost"
is equal to THLRIC plus 8 reasanabie allocation of forward-looking joint and common

coste.

(2). Definilion. of Local Traffic
Regarding the definition of local traffic, the FCC declared that “state commissions have

the authority to delermine what geographic areas should be considered “local areas” for
ihe purpose of applying reciprocal compensation obligations under seclion 251(b)(5)..."

(3)..Other.Considerations
20
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The FCC also defined transport and termination which was necessary for correctly
pricing each service. Transport was defined as “the transmission of terminating traffic
that is subject to section 251(b)(5) from the interconnection point between the two
carriers to the terminating carrier’s end office switch that directly serves the called
party..." Additionally, the FCC defined termination as "the switching of traffic that is
subject to section 251(b)(5) at the terminating carrier's end office switch (or equivalent
facility) and delivery of that traffic from that switch to the called party’s premises.”

What is Sprint's position regarding the pricing of reciprocal compensation?

Rates for transport and termination under reciprocal compensation srrangements should
be based on the TELRIC-based pricing methodology as discussed previously in my
testimony. In the interim period, until such rates are set, the commission shouid

implement bill-and-keep.

(B) Developing Cost-Based Rates

What options does the FCC order put forth for quickly establishing rates for
transport and termination?

The FCC found that a state commission has three options for establishing transport and
termination rates under reciprocal compensation. First, a state commission may
conduct a through review of economic studies prepared using the same TELRIC-based
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methodology that is used for pricing unbundied elements. Second, a state may adopt
the FCC's default proxy price of 0.2¢ per MOU to 0.4¢ per MOU for termination and a
default proxy price for transport rates based on tariffed interstate rales. Third, a state
may order “bill and keep.”

Which option shouid the commission choose?

The FCC stated that the only permanent solution is for state commissions (o conduct a
through review of economic studies prepared using TELRIC-based cost methodology.
Bill-and-keep and the FCC's default proxy prices were established only as interim
solutions to aliow ststes to quickly establish interim rates in order promote the Act's goal
of quickly permitting competitors into the local market.

What does the FCC order require for establishing the cost-basis of transport and
termination?

Termination (end office switching) should be based on TELRIC plus a reasonable
allocation of forward-looking common costs. A full discussion of the corect
methodology for caiculating TELRIC and forward-looking joint and common costs is
found in section | of this testimony.

Tandem switching shouid also be based on TELRIC plus a reasonable allocation of

forward-looking common costs.
N
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Interim transport should be based on existing tariffs. For transport, the FCC stated that
the established price proxies for unbundied transport elements should be used.
Specifically, common transport should be priced at the weighted average per minute
equivalent of the dedicated transport rate as described in FCC 51.513(c)(4). Dedicated
transport should be priced based on tariffed intersiate rates.

Regarding lost revenues from other services, the FCC specifically noted that “the rates
for the transport and termination of traffic shall not include an element that atiows ILECs
to recover any lost contribution to basic, local service rales represented by the

Dossn't section 261{d)}{(2)(b)ii) of the Act prohibit a state commission from
ordering a LEC to submit cost studies to establish the price of transporting and

terminating calls?

No. The FCC found that Section 251(d)(2)(B)(ii) of the Act does not preciude state
commissions from conducting an investigation of forward-looking TELRIC cost studies.
The FCC differentisted such studies from the traditional rate base, rate-of-retumn studies
that the FCC believes Congress intended to preciude in Section 251(d)(2)(B)(ii) of the
Act.

Why is it important for TELRIC-based rates to be correctly established?
32
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It is crucial that the commission set the price of transport and termination under
reciprocal compensation at economic cost. As the FCC noted in their order, cal
termination is an essential element in completing calls because competitors are required
to use the ILEC's existing neftworks to terminate calis to the ILEC's customers. Hence,
the ILEC has a great incentive and opportunity to charge terminating prices in excess of
economically efficient levels (see FCC Order par. 1058) To ensure that rates for
reciprocal compensation foster economically efficient competitive eniry, termination
rates should be priced at TELRIC plus a reasonable allocation of forward-looking

common costs.

(C) Definition of Local Traffic

How does the FCC order define local traffic?

The FCC concluded that "section 251(b)(5) reciprocal compensation obligations should
apply only to traffic that originates and terminates within a local area,..” Conversely,
access rates should apply to traffic that originates from or terminates to an area oulside
of the local area. The FCC went on to decisre that “state commissions have the
authority to determine what geographic areas should be considered "local areas® for the
purpose of applying reciprocal compensation obligations under section 251(b)(5)..."
While some discussion was given 1o the inclusion of expanded local area calling plans
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into the definition of local calling areas, the FCC lacked sufficient record information to
address the issue.

How shouild local traffic be defined for the purposes of reclprocal compensation?

Local caling sreas should be defined to included the largest flat-rated optional calling
pian area the LEC offers as well as extended area service (EAS) routes. The inclusion
of expanded local area calling plans such as EAS and mandatory wide area calling
plans into the definition of local calling areas will foster full and fair competition,
especially as competing carriers vertically integrate to provide local and toll traffic. It is
critical for the state commission to define local calling areas the same for the ILEC and
its competitors. Defining non-mirroring local caliing will create an unlevel playing field
and arbitranily advantage one competitor over another.

How can non-misroring local calling areas create an unlevel playing field and
arbitrarily advantage one competitor over another?

Presently, access is priced several times higher than reciprocal compensation. If a
competitor can have its traffic rated as reciprocal compensation rather than accoss, that
competitor will have an enormous cost advantage. The ILEC can take advantage of the
distinction between access and reciprocal compensation and define their traffic as local
traffic based on their expanded local area calling plans.
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Even if the ILEC and the CLEC have the same local calling areas won't the wide
disparity between rates for reciprocal compensation and access cause similar
problems?

While existing non-local access was not addressed by the FCC Order, it is important to
note that both the FCC and Congress (see section 251(g)) observed that the rates for
access and the rates for transporting and terminating local traffic will ultimately converge
since they provide the same identical network functions. Such a convergence is
inevitable and essential. In a competitive environment, it is nearly impossible to
maintain arbitrary pricing distinctions for identical services. Any attempt to maintain
such artificial distinctions leads to the very real probability that camiers will seek
opportunities to arbitrage and have their access traffic rated under the less expensive
reciprocal compensation rates. Such gaming leads to competition, not based on which
competitors operate most efficiently, but based on which competitors can get their
access traffic rated under reciprocal compensation. This is of particular concern now
that GTE has been aliowed inlo the in-region long distance market. If an arbitrary
pricing distinction remains between access and reciprocal compensation, GTE will only
incur their economic cost for access, while its competitors pay inflated access charges.
Artificial pricing distinctions create an uneven playing field and stifle the development of
true competition.

(D) Other Pricing lssues - Proxy Prices, Symmetry, and Bill-and-Keep
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When is it appropriate for a commission to adopt the FCC's proxy rates?

A staie should adopt the FCC proxy rates if it has nol set rates consistent with the
FCC's default price ceilings and ranges nor reviewed or conducted TELRIC cost studies.

What is the proxy price recommended by the FCC?

For transport, the FCC stated that the established price proxies for unbundied transport
elements should be used. Specifically, common transpori should be priced at the
weighted average per minute equivalent of the dedicated transport rate as described in
FCC 51.513(c)(4). Dedicated transport should be priced based on tariffed interstate
railes. Termination (end office switching) should be priced within the 0.2¢ - 0.4¢ proxy
range. Tandem switching should be priced at the proxy of 0.15¢ per minute of use. The
FCC recommended default proxy prices only as an interim price until the state can
conduct or review a forward-looking cost study and develop siate-specific transport and
termination rates. Use of the proxy is intended to promote the Act's goal of rapid

competition in tha local exchange.

Are symmetrical rates appropriste?

Yes. In answering the question of whether iransport and termination charges should be
symmetrical the FCC concluded that, "it is reasonable to adopt the incumbent LEC's
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transport and termination prices as a presumplive proxy for other telecommunications
carriers' additional costs of transport and termination.”

Is it appropriate for the Commission to order bill-and-keep on an interim basis?

Yes. The argument in favor of symmetry extends into bill-and-keep. Specifically, the
FCC concluded that "state commissions may impose bill-and-keep arrangements if
neither carmier has rebutted the presumption of symmetnical rates and if the volume of
termination traffic that originates on one network and terminates on another network is
spproximately equal to the volume of terminating traffic flowing in the opposite direction,
and is expecied to remain so,...". Absent traffic studies of the flow of local traffic
between an ILEC and a CLEC or approved cost studies, it is reasonable to utilize bill-

and-keep.

Why should the Commission quickly establish interim rates for reciprocal
compensation?

It is important for rates to be established as quickly as possible to begin the
development of competition and start offering the benefits of such competition to end
users. In an effort to quickly allow competition to begin to develop, Sprint recommends
that the Commission implement bill-and-keep (or the proxy rates where measurement
capabilities exist) for an interim period while the Commission conducts economic cost
studies to determine the appropriate rate. Delays in allowing competing CLECs to
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interconnect their networks to the ILECs and terminate their traffic on the ILECs’
networks is one of the biggest threats 1o the development of local competition. The
Commission should act swiftly (o allow the CLECs to interconnect their networks by
requiring bill-and-keep (or proxies) for the interim period. Such a policy will bring the
benefits of local competition to customers in as quick a manner as possible without
causing undue harm to the interconnecting carriers. Allowing local competition to begin
immediately under an interim arrangement will quickly foster the development of
competition while still giving the Commission time to deliberate on the proper cost basis
for a more permanent rale under reciprocal compensation.

Pleass summarize your recommendations for the commission.

In the early stages of compatition, where the ILECs move from controlling 100% of local
traffic to a competitive market, it is critical for the commission to set the rules for the
transport and termination of local traffic under reciprocal compensation such that they
promote the development of competition. This requires a number of factors as
discussed above. First, for the purpose of reciprocal compensation, the Commission
should define local calling areas the same for GTE and its competitors. The inclusion of
expanded local area calling plans such as extended area service (EAS) and mandatory
wide area calling pians into the definition of local calling areas will foster full and fair
competition, especially as competing carriers vertically integrate to provide local and toll
traffic. Second, it is important for rates to be established as quickly as possible to begin
the development of competition. In an effort to quickly allow competition to begin to
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develop, Sprint recommends that the Commission implement interim bill-and-keep or
proxies where a measurement process is established while the Commission conducts
cost studies to determine the sppropriate rate. And third, it is crucial that the
commission set the price of transport and termination under reciprocal compensation at
economic cost, i.e. the TELRIC-based pricing methodology. Setting prices at this level
will foster and ensure the development of full and fair competition. These sleps, taken
together, will foster the growth of local competition and ensure that end user customers
enjoy those benefits.

Wholesale Pricing for Resale
(A) Summary of Position

Has GTE provided avoided cost studies that satisfy the requirements of the Act
and the FCC Order?

No.

What does the Act require for the pricing of wholesale services?

Section 252(d)(3) stales that wholesale rates should be determined “on the basis of
retail rates charged to subscribers for the telecommunications service requested,

excluding the portion thereof attributable to any marketing, billing, collection, and other
costs that will be avoided by the local exchange carmier.”
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What does the FCC Order require for the pricing of wholesale services?

The FCC found that the 1696 Act required states {0 make an assessment of what costs
are reasonably avoidable when a LEC sells its services wholesale. Specifically, the
FCC rejecied the LEC's arguments that operating expenses must actually be reduced to
be considered “avoided” for purposes of section 252(d)(3) and concluded that an
avolded cost study must include indirect, or shared, cosls as well as direct cosls.

What is Sprint’'s position regarding the pricing of wholesale services?

Wholesale rates should be based on the retail rates charged to subscribers for the
telecommunications service requesied less all avoidable costs. Avoidable costs include
the direct marketing, billing, collection, and other costs that are not incurmed when an
ILEC selis a service at wholesale, pius an allocation of the general support expenses,
corporate operations expenses, and uncoliectibles. Rather than offering just one overall
discount rate, ILECs should offer a specific wholesale discount rate for at least five
separate categories of service to more accurately reflect the different underilying
avoidable costs inherent in the five categories. The five categories are simple access
(R1, B1, and local usage), complex access (Centrex, Key, and PBX), features (CCF,
CLASS, and Centrex festures), Operator/DA, and Other (privats line, intralLATA toll,

etc.).
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(B) Avoided Cost Study - Methodology

Please describe the Avolded Cost Study methodology required by the FCC Order.

The FCC specifically identified 20 (Uniform System of Accounts) USOA cost accounts
that contsin avoidable costs. All® costs recorded in accounts 6811 - product
management; 6612 - sales; 6613 - product advertising; and 6623 - customer services
are the direct costs of serving customers and are presumed 1o be avoidable. Accounts
6621 - call compietion services and 6622 - number services are avoidable costs
because reseliers will provide these services themsaives or contract for them separately
from the LEC or from third parties.

The costs contained in accounts 6121-6124 - general support expenses; 6711, 6612,
68721-8728 - corporate operations expenses; and 5301 - telecommunications
uncoliactibles are avoidable in proportion to the avoided direct expense identified in
accounts 6811-6613 and 6621-6623 because wholesale cperations will reduce general
overhead activities such as customer inquiries, billing and coliection, etc..

Why is it reasonable to inciude general overhead expsnses in an avoided cost
study as recommended by the FCC?

» The FCC Order actually applied a factor of 90% 10 these accounts in determining the default
range in order (0 recognize that some of these costs are not avoided by selling services at wholesale.
FCC Order at paragraph 828.
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As a LEC provides fewer retail services and more wholesale services, it is reasonable to
expect that the LEC can avoid the general and administrative overhead and general
support costs that are cumently used to support the LEC's enormous retail operations
today. In paragraph 912 of the FCC's 96-98 Order, the FCC stated:

= ..the overall level of indirect expenses can reasonably be expected to decrease
as a result of a lower level of overall operations resulting from a reduction in retail

tivity.”

This point can best be illustrated with the foliowing example. Suppose the LEC's retail
business decressed to zero and the LEC became solely a wholesale supplier of iccal
services. In that scenario, the LEC would not need any retail customer service
representstives. This, in turn, would mean that the LEC would not need the land and
buildings that housed those representatives, the computers they used, nor the
information support services people that supported those computers, nor the office
equipment they used, the accounting personnel to pay them, nor the human resources
personnel to hire and train them, etc. The list goes on to inciude each function and
service the LEC cumrently supplies to its retail customer service representative
empioyees. Thus, it follows, that as the size of the LEC's retail business decreases, so
should the sccompanying overhead is avoided. As the need for such overhead
decreases, it is inevitable that the LEC would seek to reduce its overhead to capture
those cost savings. Hence, it is reasonable and necessary to aliocate a portion of those
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current overhead expenses to the directly avoidable costs as recommended by the
FCC.

(C) Wholesale Rate Categories

For how many categories of sarvice should discount rates be determined?

ideally, an avoided cost study shouid be conducted for each individual retail service an
ILEC provides. However, neither the Commission nor any company has the time or
resources to conduct such a monumental number of studies and debate them before the
Commission. Thus, it makes sense to combine a number of services and conduct a
limited number of cost studies. The debate rests on the appropriale number of service
categories. In their order, the FCC acknowledged that while a uniform discount rate is
simpie to apply, avoided costs may vary among services. The FCC concluded that
states may choose (o approve nonuniform wholesale discount rates based on an
avoided cost study for a number of different service groups.

How many categories of service do you recommend?

Rather than offering just one uniform discount rate, | recommend that GTE should offer
a specific wholesale discount rate for at least five separate categories of service to more
accurately reflect the different underilying avoided costs inherent in the five categories.
The minimum five categories are simple access (R1, B1, and local usage), complex
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access (Centrex, Key, and PBX), features (CCF, CLASS, and Centrex features),
Operator/DA, and Other (private line, intralLATA toll, etc.).

What is the benefit of using at least five categories of service rather than just

one?

Five separale categories of service would more accurately reflect the different
underlying avoided cosis inherent in the categories. While some parties may argue for
only one or two categories of service, such a limited number does not accurately set an
appropriate discount rate for some of the services contained within those categories.
That is because the bulk of an ILEC's revenue resides in local access services such as
R1, B1, local usage, Centrex, Key, and PBX. These services have vastly different
avoided costs than do opersior/DA services, custom calling features, and other
services. If all of these services are lumped into one avoided cost study, the large local
access service categories skew the study towards the discount rate appropriate only for
itself. The end result is that a single overall discount rale will mean that custom calling
features are not discounted enough and that operalor/DA services are discounted too
much. Such an imbalance in discount rales will create an unievel playing field and may

competitively harm some of the entrants.
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(D) Benefits of Correctly Determining Wholesale Rates
What benefits accrue if wholesale rates are based on correctly caiculated avolded
cost studies?

Corvectly determining wholesale rates will place reseliers on a more equal footing with
the ILECs and aliow them to more fairly compete with the ILECs. With both the ILEC
and the CLEC using wholesale rates as the cost basis for their service, they are forced
to compete for customers by efficiently marketing their services and reducing their
general overheads. Such competition will force the ILECs to operate on @ much more
efficiant basis and lead to lower rates for all services for end users, whether they
purchase their service from the ILEC or the CLEC.

What harm will occur if wholesale rates are priced higher than they should be?

To set wholesale rates at a level that does not remove all of the avoided costs, gives the
ILECs an snticompetitive advantage over ressilers. ILECs can use the additional
revenue to under price resellers, operate less efficiently, or cross-subsidize other
services. Comectly set wholesale prices will spur the development of resale competition
which will lead to better choices and prices for customers and foster the development of
faciiities-based competition.
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What other benefits accrue if wholesale rates are based on the FCC's avoided
cost study methodology ?

The FCC clearty identified the appropriaie USOA accounts to be used in calculating
avoidable costs. The guidelines were designed to foster consistent interpretations of the
1996 Act in setting wholesale rates besed on avoided cost studies with the hope that
such consistency would facilitate swift entry by national and regional reseilers.

Will wholesale rates fairly compensate the ILECs?

Wholesale rates will fairly compensate ILECs for wholesale services just as fully as retail
rates compensate them for retail services. The result is competitively neutral.
Avoidable costs are those costs the ILEC does not incur when they sell the service on a
wholesale basis. These costs fall into three categories: (1) the direct costs of serving
retail customers of those specific services that are avoided when the service is sold on a
wholesale basis; (2) costs avoided because resellers will provide for these retail
activities themsaives or contract for them separately from the LEC or a third party, and
(3) the ILEC's overhead costs which should proportionally decrease as the ILEC's retail
business decreases.



10
1
12
13
14
15
16
17
18
19

21

(E) Proxy Wholesale Rates

When is it appropriate to use a proxy default rate?

in general, the FCC's proxies are to be used only in the inlerim period while appropriate
avoided cost studies are being conducied. The FCC identified three situations when it
would be appropriate to use of their proxy default rates: one, in a state arbitration
proceeding if an avoided cost study that satisfies the FCC's avoided cost criteria does
not exist; two, where a state has not compieted its review of the ILEC's avoided cost
study; and three, where a rate was established by a staie before the release date of the
FCC's Order and is based on a study that does not comply with the FCC's avoided cost

study criteria.

What is the appropriate defauit wholesale discount rate?

The FCC set a defaull proxy range of 17% to 25% that is to be used in the absence of
an avoided cost study that meets the criteria set forth by the FCC. While the FCC
calculated a proxy wholesale discount rate specific to GTE of 18.81%, the FCC noted
that a state may choose a discount rate from anywhere within the 17% to 25% range,

but should articulate the reasons for their selection of a particular discount rate.

(Note: Paragraph 830 of the Order sets forth the following discount rates.)
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U8 West 10.80%

OTE 10.81%
BeliBouth  10.20%
Bell Allanlic  19.909%
(] ¢] 20.11%
NYNEX 21.31%
Paciho 23.87%

Amerilech  26.98%

Parity Pricing lesues
(A) Volume Discounts

mlllmmebhmMﬂvduMMM?

The Act! 1) requires interconnection on rates, tsrms, and conditions that are just,
reasonable, and nondisoriminatory (251(c)(2)(D)); 2) requires nondiscriminatory access
10 network elements (251(c)(3)) and 3) prohibits discriminatory resale conditions

(261(e)(4H@))

Are there requirements in the FCC Order related 1o the issue of volume
discounta?
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Yes. The FCC found that the term “nondiscriminatory”, as used throughout section 251
of the Act, applies to the terms and conditions an incumbent LEC imposes on third
pariies as well as itself and that by providing interconnection to a competitor in a manner
less efficient than an incumbent LEC provides itself, the incumbent LEC violates the
duty to be “just’ and “reasonable” under section 251(c)(2)(D) (paragraph 213). With
respect to volume pricing, the FCC indicated that volume discounts should correspond
to cost differences of selling in large volumes. Specifically, the FCC noted that in
caiculating the proper wholesale rate, incumbent LECs may prove that their avoided
costs differ when selling in large volumes (paragraph 953).

What is Sprint's position regarding volume discounts?

Sprint believes that volume discounts that are not based on cost differences of providing
the service at the specified volume sre not consistent with the cost-based principies
contained in the Act and the FCC Order and are discriminatory and contrary to the
public interest. Any volume discount in interconnection and resale prices must be cost-

justified or prohibited.

Why are non-cost based term and volume discounts discriminatory?

Such discounts advantage larger CLECs to the detriment of smaller CLECs. The term
*nondiscriminatory” is used throughout Section 251 of the Act because Congress
intended to create an environment where any reasonably efficient provider has the
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opportunity to competle. Non-cost based discounts discriminate in favor of only the
largest providers that can take advantage of the discount, without regard to whether the
party receiving the discount is actually the most efficient provider.

Why are non-cost based volume discounts contrary to the public interest?

Discounts that are not proportionate to the amount of cos! actually saved creale an
environment where size, rather than economic efficiency, becomes the key determinant
of marketplace success. The outcome from the public's perspective is a diminishment
in the number of choices available and the exclusion of potentislly more-efficient
providers from the market. For exampie, suppose a CLEC purchasing 100,000
individual loops receives a per loop price that is 50% less than two CLECs each
purchasing 50,000 of the exact same 100,000 loops, the first CLEC has a sizable
advantage over the other CLECs merely bacause of its size, not because it is any more
efficient than the other CLECs. Whether the underlying provider sells the 100,000 loops
to the first CLEC or to the other two CLECs separately there is little, if any, difference in
the underlying provider's cost. Yet, although the first CLEC has not introduced any
efficiencies, it has the opportunity to drive the smaller CLECs out of the marketl. Unless
volume discounts are tied directly to actual cost differences, smaller, more efficient
CLECs may be driven out of the market to the detriment of the public interest.

What is GTE's stated position on volume discounts?
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While GTE did not specifically respond to the Sprint Term Sheet item 1.C. as updated to
reflect the FCC Order, GTE's previously stated position was that it “will discuss volume
discounts with Sprint, but desires to provide volume discounts {0 our customers.”

(B) Non-Recurring Charges

What is Sprint's position regarding the application of non-recurring charges on
ILEC initiated network and system activities?

The term sheet Sprint has used in negotiations states that “ILEC will not charge Sprint
any non-recurring charges incurred as a result of ILEC implementing network
redesignsireconfigurations or electronic system redesign/reconfigurations initiated by the
ILEC to its own network or systams. However, any redesign or reconfiguration
expenses required by a regulatory body where the regulatory body establishes a cost-
sharing arrangement may be billed on an appropriate non-discriminatory basis to
Sprint.”

What should Sprint’'s position be adopted?

Sprint's position represents a reasonable approach {0 non-recurring cost recovery
related to network changes and electronic system changes. Essentially, Sprint simply
maintains that any network or systems changes that are initiated by GTE and are not
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performed solely on Sprint's behalf should not be charged to Sprint. It is reasonable for
Sprint to maintain that it is only willing to provide such non-recuiring cost compensation
if the compensation is ordered by a reguiatory body in a competitively neutral manner,
i.e. where costs are shared by all beneficiaries of the network or system change.
Beneficiaries of such changes likely include all interconneciors and GTE since these
network and system changes shouid only be performed to enhance business
transaction efficiencies of both the ILEC and the CLEC and the efficient interoperability
of both the ILEC and CLEC networks.

What is GTE's position on this issue?

GTE did not comment one way or another on this issue. Sprint takes GTE's non-

opposition as concurrence. if GTE does oppose Sprint's position, Sprint is nol aware of that

(C) Interim Number Portability
What is Sprint’s position regarding the pricing of interim number portability ?

The term sheet Sprint has used in negotiations states “Sprint and the ILEC will establish
reasonable cost recovery for RCF/DID. Existing retail call forwarding rates are not
considered reasonable for this purpose. Sprint proposes that interim number portability
be priced at TELRIC cost less a 55% discount which recognizes that interim number

52




10
1
12
13
14
15
16
17
18
19

portability solutions degrade network performance to Sprint's customers. Should a
lower interim number portability price be offered by iLEC to others or ordered by a

What is GTE’s position to thess terme?

GTE has not specificailly responded to this term sheet item. Earlier, however, GTE
stated that it would provide local number portability via remote call forwarding where
technically feasible based on stale requirements. GTE provided no assurance that it
would do anything but offer remote call forwarding as currently tariffed at the state level.

Why should Sprint’s position be adopted?

Sprint's proposal provides a reasonable, competitively-neutral approach to
compensation for interim number portability. RCF and DID as interim number portability
solutions are inferior fo the permanent database solution being developed by the
industry. Sprint's proposal of a 55% discount is based on the discount that the FCC
required for inferior long distance access.'® Sprint believes that this precedent provides
a reasonabie leve! of discount for the inferiority of interim number portability solutions

FCC Access Charge Rules, 47 C.F.R. § 69.105.
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The intent of the Act is to set up competitive markets. Competition will be at best
slowed or ineffective if the ILEC is aliowed to provide competitors with inferior
interconnection solutions and then to also charge premium prices o these competitors.
The inferior technical qualities would force competitors' services to be of lower quality
than the ILECs' services. The premium prices would cause the competitors to incur
costs that are equal to or greater than the ILECs' costs. This would limit the
competitors' abilities to offer lower prices thal would compensate customers for the
lower service quality. Also, this discount is consistent with the Section 252(d)(1) of the
Act which requires that prices be just, reasonable, cost-based, and nondiscriminatory.
The discount is just, reasonable, and nondiscriminatory because it piaces the ILEC and
the other carriers on comparable competitive footing.

(D) Application of Cost-Based Pricing - Miscellaneous
What is Sprint’s position regarding compensation for engineering surveys?

With respect to fees for engineering surveys, the term sheet states that “Fees related to

engineering surveys for potential right-of-way use shall be based on TELRIC plus a
reasonable allocation of joint and common costs and be consistent with the provisions of
the Act.

What is GTE's position?
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GTE has not responded to this Sprint Term Sheet item since Sprint's update to reflect
the FCC Order, however, GTE's prior stalement was that “the costs for make ready,
rearrangement, or expansion of capacity will be paid by the company requesting the
attachmen’ that crestes the need. If saveral parties want new attachments on the same
facilities at the same time, they can approach GTE and we will spiit the costs between

those parties.”

Why should Sprint's position be adopted?

Sprint believes that the TELRIC-based pricing methodology is a reasonable means of
compensation for these engineering survey costs because it represents the economic

cost of providing this activity. Without this standard GTE may impose charges not
reflective of the underlying cost of these aclivities to the detriment of Sprint.

What is Sprint's position regarding compensation for PIC administration?

With respect to PIC adminisiration change charges, the term sheet states that "Any PIC
administration change charge must be at TELRIC plus a reasonable aliocation of
forward-looking joint and common costs.”

What is GTE's position?
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GTE did not specifically respond to this term sheet item. Based on GTE's general

reluctance to accept Sprint's position on limiting joint and common costs in developing
TELRIC-based prices, Sprint concludes that GTE disagrees.

Why should Sprint's position be adopted?

PIC administration changes are a necessary input to Sprint’s business and Sprint is

entirely dependent upon the ILEC as switch provider for this activity. Application of the

TELRIC-based pricing methodology is a reasonable approach in establishing these

charges and is completely consistent with the methodology applied to interconnection

and unbundied network slements.

Does this conclude your testimony?

Yes it does.



Ameritech
Bell Atlantic
Bell South
NYNEX
Pacifie
Southwestern
US West
Total RBOCs

GTE / Contel
Sprint Locat
Cincinnati Ben
Rochester
SNET

GRAND TOTAL

Corporate Exp Percentage of Total Op Expenses
ARMIS Report 4302 (USOA) - Tier 1 Companies

1995
Corporate
Overhead
Expenses

878,030
1,208,897
1,525,850
1,832,481
1,352,899

817,736
1105602
8,721,495
1,651,765

442,999

168,442

20,701

236833
11,270,235

April 1996

1995
Total

Qperating
Expenses

7.598,3715
8,790,583
10,174,221
9,657,611
6,895,400
6,350,532

1361372
56,831,034
8,980,302
3,078,967

11.56%
13.75%
15.00%
18.97%
19.62%
12.808%
13.01%
15.35%
18.39%
14.39%
B2%

14.12%

15.92%

General Support Plant Percentage of Total Plant
ARMIS Report 4302 (USOA) - Tier 1 Companies

1995
TPIS -
General
Suooort

4,183,214
5,203,866
6,041,583
4,239.2M1
4,036,198
4,248,849

2324047
34,085,628

5,067,562
1,209,569
248,453
85,564
198,167
41,493,143

July 1956
1995

Telephone
Plant

In Service
27,747,309
32,016,519
429833973
32,131,247
25,455,945
27,683,345
20002006

217,970,428
38,072,347
11,020,915

1,500,228
850,838
4043974
272,458,720

15.08%
16.25%
14.07%
13.19%
19.00%
15.34%

15.64%
13.31%
10.98%
18.43%
10.06%

15.17%
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