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August 3, 1998

Ms. Blanca S. Bayo, Director
Division of Records & Reporting
Florida Public Service Commission
2540 Shumard Oak Boulevard
Tallahassee, FL 32359-0850

Re. Docket No. 980696-TP
Determination of the cost of basic local telecommunications service,
pursuant to Section 364 025, Flonda Statutes

Dear Ms Bayo:

Flease find enclosed for filing in the above matter an onginal and fifteen copies of the
Direct Testimonies of Carl R. Danner, Michael R. Nornis, Steven A Olson, Meade C
Seaman, Allen E. Sovereign, David G. Tucek, and Dr James H Vander Waide on
behalf of GTE Florida Incorporated. Also enclosed are an oniginal and fifteen copies of
a Notice of Intent to Seek Confideritial Classification

ACK >

AF A ﬁ You will note that Mr. Tucek's testimony states that he is sponsoring three exhibits

Two of these exhibits are in hard copy form: GTE's company-specific inputs for BCPM,,

2o and the BCPM model run results. These exhibits have been redacted where necessaty
CARL to protect GTE's confidential and proprietary information. The third exhibit mentioned =
L n Mr. Tucek's testimony is a CD-ROM containing BCPM populated with GTE's L
CTR company-specific inputs. Because it is not possible to redact confidential information :
EAC on the CD-ROM, only two copies are being provided with this filing If the Commission=
2% > Staff needs additional copies, they may contact Mr. Reyne« Dominguez at (813) 483- =
LEG ~3377 do
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Blanca S. Bayo
August 3, 1998
Page 2

The CD-ROM s also not being provided to any party of record in this docket wha has
not requested and executed a Protective Agreement with GTE  If any other party would
like a copy of the CD-ROM, they may contact me at (813) 483-2617 so that we can
execute a Proleclive Agreement

Service has been made as indicated on the Certificate of Service |If there are any
questions regarding this filing, please contact me at (813) 483-2617

Very truly yours, /
L.,Li [{'{" Ly ddoééi \
é s Kimberly Caswell

KC.tas
Enciosures




BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

In re: Determination of the Cost of )
Basic Local Telecommunications )
Service, pursuant to Seclion 364.025, ) Docket No. 980696-TP
Florida Statutes )
)

DIRECT TESTIMONY QF
MICHAEL R. NORRIS
ON BEHALF OF
GTE FLORIDA INCORPORATED

AUGUST 3, 1958
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HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY STATE OR
FEDERAL REGULATORY COMMISSIONS?

| have sponsored testimony before the state utility commissions of
Arkansas, California, Hawaii, Indiana, New Mexico, Oklahoma, South

Carolina and Texas.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The Florida State Legislature has directed this Commission 1o select
a cost proxy model to estimate the total forward-looking cost of
providing basic local service My lestimony discusses how the
expense levels shown in GTE witness Mr. Olson’s lestimony were
developed into inputs for use in the Benchmark Cost Proxy Model

("BCPM).

PLEASE SUMMARIZE YOUR TESTIMONY.

There are three lypes of expense inputs required within BCPM
capital-related expenses, expressed as a percent of investment, non-
capital-related expenses, expressed on a per-line basis; and general
support asset ratios. My testimony covers the development of each

of thase three areas of expense inputs into BCPM

PLEASE DESCRIBE GENERALLY THE PROCESS OF
DEVELOPING BCPM OPERATING EXPENSES INPUTS.
The starting point for developing BCPM expense inputs 1s the ARMIS

adjusted expenses described in the testimony of GTE witness Mr
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Olson. For purposes of BCPM, the adjusted ARMIS expenses
discussed by Mr. Olson are further adjusled 10 remove expenses
associated with non-recurring costs, billing and collection costs
associated with toll and access, and direclory costs These adjusted
expense amounts are then mapped to cos! pools Finally, the
expense information mapped to the cost pools 1s used to calculate the

three types of expense inputs required by BCPM

PLEASE EXPLAIN IN MORE DETAIL THE ADJUSTMENTS YOU
MADE TO THE ARMIS ADJUSTED EXPENSE DATA.

As mentioned previously, there are three adjusiments made 1o the
ARMIS levels of expense provided by Mr. Oison The first adjustment
removes incurred costs that are associaled with the provision of non-
recurring activities. These costs are recovered through non-recurring
charges associated with service order activity and as such must be

ramoved so as nol to recover the same axpense twice

The second adjusiment removes operating expense associated with
toll and access biling and collection activities, because these
activities are not related to the provision of basic local

telecommunications service

The third adjustment removes expense associated with the provision
of directory services from the cost pool analysis. GTE develops its

expense for FCC purposes and this adjusimen! |s made lo recognize
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structure of GTE. ./ workcenter is a collection of budget centers that
perform similar activities or functions. The GTE Finance Organization

performed the budget center to workcenler mapping

Workcenters are assigned lo cost pools based on the Finance
Organization's analysis of the functions performed in the workcenters
There are 20 different cost pools—pole, buried cable metallic, aenal

cable metallic, biling and collection, and common are a few

examples.

The attached Exhibit MRN-1 shows the detailed resulls of the
expense accoun! cost pool assignment process. Exhibit MRN-2, also
altached, summarizes cost pool assignments inlo BCPM-required

input format.

HOW ARE INPUTS FOR EXPENSES RECOVERED AS A PERCENT
OF CAPITAL-RELATED INVESTMENT DEVELOPED FOR BCPM?
Expense lo capital-related investment ratios associated with ten
designated capital accounts (which include costs related to Central
Office and Transmission Equipment, Poles, Condult, and Aenal,
Underground and Buried Cable) are developed utilizing the results of
the cost pool assignment process descrbed earlier Expenses used
in the numerator, to calculate expense to capital-related investment
factors, are taken from the relevant expense developed by cosl pool

The denominator in the calculation is taken from the respective
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investment cost pool after being adjusted by the C A Turner index
Expense as a percent of capital-related investment inputls are applied
to the network plant investment developed within BCPM

PLEASE EXPLAIN THE C.ATURNER INDEX AND WHY IT IS USED
WITH THE CAPITAL ACCOUNTS.

The C.ATumer Telephone Plant Index 1s published by AUS
Consultants, the successor company to Associated Utility Services,
Inc. These indices are applied to each vintage year of a plant
account to determine the reproduction cost of embedded plant, (i e,
the cost in today’s dollars). By utilizing the C A Turner Index in the
development of capital-related expenses, we are better able 1o model
the relationship of expense levels to the investmen! levels produced

within BCPM

HOW WERE EXPENSE INPUTS FOR NON-CAPITAL RELATED
EXPENSES DEVELOPED?7

Non-capital-related expense inputs to BCPM are expressed on a per-
line basis. There are eight non-capital expense categories: Network
Support, General Support, Network Operations, Marketing, Customer
Services, Executive & Planning, General & Administration, and
Uncollectibles. GTE develops the non-capital-related cost inputs from
the expense dala assigned lo the consumer, business and common
cos| pools. These amounts are then multiplied by the local direct cost

percentage (i.e., the percentage of local calls to otal calls) lo
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Expense Cos! Pool Assignment

GTE Florida - BCPM 3.1
Summary by Cost Pool
Cable

10,285 814

418,771

1,284,158

58,184

37,843 882

41,660

9.770.074

8093

5988120

Subtotal




GTE Florida - BCPM 3.1
Expsnss Cost Pool Assignment

Summary by Cost Pool
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68553
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BG12
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6621

6823
&1
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6721
67122
aT23
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6728
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0
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GTE Florida - BCPM 3.1
Expense Cost Pool Summary

Motor Vehicle

Special Purposa Vehcia
Garage Work Equipment
Other Work Equipment
Nehwork Support Expense

Land & Building
Fumniture & Artwork

General Support Expense

6112
6113
6114
6115
6116
8110

6121
6122
6123
5124
6120

6210
8230
6310
G411
64211
54212
64221
64222
64211
64212
G441

6512
6510

(=== =] [~ =T=- = =2 =]

107,500,223
15479137
0

630.213
16.466 579
13,668
2,303,154
98,243
63,880,654
7720
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0
0

- 0o o000

10.945
181,640
3680.523

1,807,153
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7.890.647
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2.154.798
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107.500.235
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0
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16498 579
11,668
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GTE Florida Expense Inputs - BCPM 3.1
Operating Expense Factor Development

($ s DOO's)
Total Access Lines2 2.314,065

CA Tumer Expense lo

Total Adjusted I Bontly Per Investme it

| - $40| S 50 500014 HA
524050 I .} $0 8661 NA

. $107,500 ' $619,975, NA 0174
|~ 315479 $612,733 NA | 00253
| B 30! — Iﬂ; $0 0000 MNA
36830 _$57,686 NA | 00109
_____ $16497  $3244M NA | 00508
% %1209 2 NA, 00113,
_ $2300,  SA94813]  NA|  00047]
_s98] s79262]  NAL 00012
T s63soy  $1,700443)  NAl 00378
$74] $9043] NA, 00082 |
$952| $465 424 NA| 00020
$0, S0  s00000, = NA
$1,031 30, $00371 _NA |
343,184 80| 515544, NA |
s46621) -_s_nl___ $16789 _NA|
$5,155 30 $01858, = NA

§ $66958) 22 %0, 2 s24113 NA
$24, 341 $0 $0 8766 NA

Notes:

1 Uniess noted otherwise, adjusted expenses were developed based on the ICM 3.0 cost study
2 1997 FCC Lines File
3 Hased on a 13 month-end average

4 Source 1397 year-end general ledger, Account 530110, "Uncollectible Revenue - Endusers ”
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BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

in Re. Determination of the Cost of )
Basic Local Telecommunications )
Service, pursuant to Section 364.025, ) Docket No 9B069%6-TP
Flonda Statutes )
)

DIRECT TESTIMONY OF
STEVEN AL OLSON
ON BEHALF OF
GTE FLORIDA INCORPORATED

AUGUST 3, 1668
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GTE FLORIDA INCORPORATED

DOCKET 880696-TP

DIRECT TESTIMONY OF STEVEN A. OLSON

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS
My name is Steven A Olson My business address is 500 Hidden

Ridge, Irving, Texas

BY WHOM ARE YOU EMPLOYED, AND IN WHAT CAPACITY?
| am employed by GTE Business Development and Integration as

Manager - Regulatory Accounting and Compliance

WHAT ARE THE RESPONSIBILITIES OF YOUR CURRENT
POSITION?

My principal duties include the direction and supervision of the
preparation of accounting information in support of tariff filings. and
all regulatory reporting and compliance as required by multiple
regulatory agencies. These agencies inciude the Federal
Communications Commission ("FCC") and the Flonda Public Service
Commission. Additionally, | am responsible for ensuring that
accounting policies and interpretations conform with the rules or
guidelines se! forth by the varnous regulalory agencies In thus
proceeding, | am providing testimony on behall of GTE Flonda

Incorporated ("GTE Florida® or "Company”)

]
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intrastate operating basis for the twelve month financial period ending

December 21, 1997

This analysis shows the actual costs and investments recorded on the
Company's books and records, which are kept pursuan! lo the
dictales of this Commission and the Federal Communication
Commission (FCC). These aclual cosls, expenses and investments
represent the existing plant and faciliies necessary for the Company
to render service 1o the public, and the costs to provide wholesale
and retail services that GTE Flonda will expenence in the foreseeable
future As Exhibit SAQ-1 demonetrates, GTE Flonda i1s nol earning
excessive profits and, if anything, exising revenue flows do naol
provide an adequate profit in addition to recovering the actual cost of

the network used o provide service

PLEASE DESCRIBE HOW YOUR TES‘ﬁHDM‘r 1S ORGANIZED.

The following discussion presents the financial results of GTE
Florida's operations for the tweive month period ended December 31,
1997, adjusted for apprupriate and reasonable restating and going-
forward issues The financial data reflects booked amounts
maintained in accordance with the Uniform System of Accounts
(‘USOA"), Part 32, as prescribed by the FCC in Title 47 of the Code

of Federal Regulations
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PLEASE DESCRIBE THE ATTACHED EXHIBIT SAO-1.

Exhibit SAO-1 depicts the adjusted net income and rate base on a
total company and intrastate Florida level Column “(a)" lists the
summary line items of the income stalement and rate base Column
“(b) provides lotal company results reslated for oul-of-panocd
adjustments. Column “(c)’ reflects the total company restated resulls
after the oul-of-period and going-level adjustments  Colurnn “(d)’
presents the financials on a restated intrastate basis The fifth
column, “(e)’, reflects the total company results after the going-
forward adjustments are made to the financials. The final column "t
summarizes intrastate Flornida results, including restating and geing-
forward adjustments. Column “(e)” and *(f)" refiect GTE Flonda's

return after its costs of operating the network have been covered

PREVIOUSLY YOU MENTIONED “RESTATING" AND “GOING-
FORWARD" ADJUSTMENTS. WHAT ARE “RESTATING
ADJUSTMENTS"?

Restating Adjustmenits, as used in my testimony, are adjustments
made to revenues, expenses, or rate base thal are necessary for
management to properly view the resulls of operations | have made
three types of restatements for out-of-period normalizations, going-
level adustments, and yellow pages revenues Reslating
adjustments for these ilems are necessary {0 accuralely portray a

normalized level of revenue, expense and rale base
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Out-of -period normalizations are for those items booked during the
twelve month period ending December, 1997, but which relate 10 an
accounting period oulside of these financials  They also include
known entries booked in a penod other than the financial year, but

which pertain solely to that financial year

Going-level restatements are adjustments required o attain an
annualized impact of speciic items booked dunng the year, but
which, due to timing, do not reflect a full twelve months of actvity In
addition, yellow page revenues have been removed from the financial
results for reasons explained in Company witness Seaman's Direct

Testimony

These adjustments are appropriate to accurately reflect the
Company's revenue and cost level for purposes of this case The
out-of-period normalizations, going-level reslatements, and
directories adjustment are reflected in Exhibit SAO-1, columns “(c)’

and "(d)’

WHAT ARE “GOING-FORWARD ADJUSTMENTS"?

Going-forward adiustments are required lo reflect the full-year effect
of significant known and measurable changes n operations that will
occur in the twelve-month period foliowing December, 1987 As with
the restaling adjustments, going-forward adjustments are necessary

to accuralely portray the Company's on-going operations Going-
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forward adjustiments are reflected in Exhibit SAD-1, columns (e |

and "(f)’

PLEASE DISCUSS THE STEPS TAKEN TO QUANTIFY THE
FINANCIAL RESULTS OF OPERATIONS.
The starting point was the December 31, 1997 twelve-month-lo-date
per book total state income statement and rate base for GTE Flonda.
which represents the actual costs and investments incurred 10
operate the network that provides wholesale and retail services today
These financials, kept pursuant to the requirements of this
Commission and the FCC, formed the base upun which restating and
going-forward adjustments were incorporated and upon which
jurisdictional separations were performed Adjusiments were made
o revenue, expense and rale base levels 10 properly reflect the
financial results through the gong-forward period By definition
going-forward adjustments incorporale significant known and
measurable impacts for a reasonable perivd following the end of the
financial year The jurisdictional separation factors were then applied
to the Florida operating resulls, by major revenue expense and

investment category, to arnve at Flonda's intrastate results of

operations.

PLEASE EXPLAIN HOW DEPRECIATION WAS HANDLED IN
THESE FINANCIAL RESULTS.

The normalized results refiect economic life depreciation in the
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technology-related accounts, which GTE Flonda has been using
since January 1, 1996. The Company's use of economic life
depreciation is discussed in the testimony of GTE witness Mr

Sovereign

PLEASE DISCUSS THE APPLICATION OF THE JURISDICTIONAL
SEPARATION FACTORS YOU MENTIONED EARLIER.

Most of the investment and expenses of the Company are utilized in
providing both interslate and intrastate services The Company
books are maintained according to the FCC's USOA, which, in most
cases, does not distinguish investment or expenses as between the
interstate and intrastate jurisdictions The Company must, therefore
use a separation cost study to allocale investiment and expense 1o the
appropniate jurisdiction The separation factors resulting frcm the
cost studies were used o separale tolal Flornda results between the
interstale and intrastate junsdictions. These same factors were
appled to the iIndividual expense and rate pase adjustments o denve
the intrastate portions of the restating and going-forward adjustments

Exhibit SAO-1 reflects the intrastate financial resulls

DOES THE ACCOUNTING DATA UNDERLYING YOUR
TESTIMONY AND SCHEDULES REFLECT OPERATING AND
FINANCIAL RESULTS WHICH ADHERE TO THE ACCOUNTING
RULES AND REGULATIONS PRESCRIBED BY THE APPLICAELE
REGULATORY AGENCIES?
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Yes, it does. As previously stated, the books and records of the
Company are maintained in accordance with the USQA, Pan 32,
which was adopted by this Commission in Rule 25-4 017 Part 32
records the telecommunication company's costs and investmeni by
plant category. The cos! separation studies adhere lo the standards

prescribed in Part 36 of the FCC rules and regulations

HAVE THE NONREGULATED RESULTS BEEN REMOVED FROM
THE ACCOUNTING DATA PRESENTED IN THIS CASE?

Yes, nonregulated results have been removed Nonregulated resulls
consist of both direct and allocated Iransaclions Removing
nonregulated resuils was done in accordance with the Company's
Cost Allocation Manual (CAM) The CAM s filed with this

Commission as required by its Rule 25-4 135

ARE THE BOOKS AND RECORDS OF THE COMPANY
REGULARLY AUDITED BY OUTSIDE INDEPENDENT AUDITORS?
vYes Arthur Andersen 1s GTE's independent audior  Arthur
Andersen conducts a minimum of one complete audit per year in
order to provide the certified independent auditor's opimon required

for the annual report and olhar purposes.

PLEASE DISCUSS THE EFFECT OF THE RESTATING

ADJUSTMENTS.
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operating laxes are reduced $33,346 681 In total, net operaliig

income decreases $52 289 378

PLEASE EXPLAIN THE GOING-FORWARD ADJUSTMENTS.

The primary going-forward adjustment relates to a £23 2 million total
company reduction in deprecialion expense with the implementation
of economic lives for support assets and a remaining life true-up for
the digital switching, circut, and cable accounts A second
adjustment relates to the 1998 inlrastate access reduction required
by Flonda Statutes, section 364 163(6) This will reduce the

revenues in 1998 by $8.8 million

PLEASE SUMMARIZE THE RESULTS OF YOUR ANALYSIS.

The results of the analysis are shown in column (f) of Exhibit SAO-1
After all restating and going-forward adjustments are reflected in the
twelve months ended December 31, 1897, historical data the
intrastate net operating income is $112,929,986 and total company
net income is $186,822.940 This produces returns on equity of
7 56% and 11.15%. respectively Thesa results show the Company's

costs, investment and the associated profit level for loday and the

foreseeable future

DOES THIS CONCLUDE YOUR TESTIMONY?

Yas, it does

10




DESCRIFTION
(a)

Operating Revenues

Operating Expenses

Operating Taxes

Met Operating Income
Average Rate Base

Return on Rate Base Investment
Retum on Equity

Total Revenue Requirement

Dochkel No. 880698-TP

GTE FLORIDA INCORPORATED
TWEL''E MONTHS ENDING DECEMBER 1, 1997
INCOME STATEMENT AND RATE BASE

NORMALIZED RESTATED
TOTAL COMPANY TOTAL COMPANY INTRASTATE
1270187 123187 123187
(&) () )]
1,396 941,128 1.292,029 966 951,091,141
987.385017 960,133,085 759, 581 471
184 887 688 147,198,135 B3804 004
244 BB 421 184 208 747 109,614 768
2.403,806.830 2,380,188,142 1.817,765970
10.18% T T4% 8.03%
168.55% 11.10% T7.28%

Direct Testimony of Steven Oison
Exhibit No. SAO-1
FPSC Exhibst No
Page 1ol 1
GOING-FORWARD
TOTAL COMPANY INTRASTATE
123187 1203187
(e} n
1,274,027 004 041,999 141
938 731,045 T43 216 459
148,473,110 85852 608
188,822 8940 112.829.988
2,406,988 362 1.831.732923
7.76% 6.16%
11.15% 7.56%
$1.708.047 648 $1.177.902.432
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Competition/Inierconnection Program Management Office for Telops,
and was responsible for interconnection negotiations with new local
market entrants. In 1997, | was named Vice President - Central
Regulatory & Governmental Affairs for Telops. Earlier this year, | was

appointed to my current position

HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULATORY
BODIES?

Yes. | hae testified in ninc slat  in arbitration proceedings arsing
under the Trlecommunications Act ol /96 ("the Act”). in Hawaii, Idaho,
llinois, Indiana, Ohio, Pennsvivania, South Carolina, New Mexico, and
Wisconsin. | also have testified on matters related to policy, rate
design, unbundled network elements ("UNEs") and cost of service

studies before many of these same state commissions.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

First, | will provide an overview of GTE's direct testimony in this
proceeding by identifying each GTE witness and the issues they will
address. Second, | will describe the general principles that run
throughout (and should govern) all the issues to be addressed in this
docket. Third, | will set forth GTE s specific positions on issues 1, 2, 3,
and 5(a) identified for resolution in this proceeding, and will explain

how these issues relate to, and are affected by, Section 254 of the Act
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I. OVERVIEW OF GTE'S PRESENTATION

PLEASE LIST THE OTHER WITNESSES GTE IS PRESENTING IN
THIS DOCKET, AND PLEASE IDENTIFY THE ISSUES ADDRESSED
BY EACH WITNESS.

In addition to my testimony, GTE is presenting the direct testimoriy of

five witnesses:

Mr. Steven A. Olson identifies GTE's current, actual costs of providing
lelecommunications services in GTE's lerritory. As | discuss in my
testimony, this information is relevant to the calculation of today's
impiict universal service suppori, and therefore provides a guide to the
Commission in selacting an appropriate cost model and associated

inputs used to help calculate explicit support

Mr. David G. Tucek presents numerous GTE-specific inputs to the
Benchmark Cost Proxy Mode! ("BCPM") and the output resulls from
BCPM.

Mr. Michael R. Norris presents GTE-specific inputs for use in the
BCPM which deal specifically with vanous expense items and genaral

support assel categones.

Dr. James H. Vander Weide pre.ents the forward-looking cost of

capital to be used as an input to the BCPM
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Mr. Allen E. Sovereign presents the economic depreciation lives to be

input into the BCPM

ll. GENERAL PRINCIPLES APPLICABLE TO ALL ISSUES

WHAT GENERAL PRINCIPLES APPLY TO ALL THE ISSUES

PRESENTED IN THIS DOCKET?

In this docket, the Commission must evaluate and select a cost model
that calculates the lotal forward-looking cost of providing basic locai
telecommunications service. To the extent such a model will be used
to help establish a permanent universal service fund for the State of
Florida, the results of the model must be sufficient lo presarve,
maintain, and advance universal service as required by Section 254 of
the Act and by Seclion 364.025 of the Florida Statutes. These
fundamental principles--ensuring a “sufficient” universal service fund
and "preserving and maintaining” loday's levels of universal service--

apply to all the issues presented in this docket.

Given the above objective, the critical question presented in this docket
is easily stated. " +ow can we defermine whether a particular forward-
looking cost model is appropnate for establishing a permanent universal
service mechanism that is sufficient to preserve and maintain universal
service? To answer this question, we should evaluate 8 cost model by
comparnng ils results to today's levels of implict universal service
supporl. In this way, we can assess whether a cost model's results are

sufficient to preserve and maintain universal service
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Let me explain this last point.  Promoling universal service has been a
longstanding goal of this Commission To date, the goal of universal
sarvice has been achieved through a system of implicit supports
embedded in GTE Florida's rates. Under the Act, loday's implicit
supports must be replaced with a sufficient, explicf fund. Since the
purpose of a universal service cost model 15 to help establish an explicit
fund, the appropriateness of the model can be judged by companng its
results to today’'s implicit supports.

HOW CAN WE CALCULATE TODAY'S LEVELS OF IMPLICIT
UNIVERSAL SERVICE SUPPORT?

We can reasonably estimate today's levels of universal service support
by comparing (1) the current revenues generated by services thal are
now priced above their economic cost, with (2) the revenues that would
be generated by such services if their prices were equal to their

aconomic costs,

For example, interstate and intrastate access services are currently
priced above their cos!, and thus prowide significant amounts of implicit
universal service support. We can calculate the amount of implicit
supporl provided by lhese services by comparing curren! access
revenues with the revenues that would resull if access services were

priced atl economic cost

HAVE YOU PERFORMED SUCH A CALCULATION?
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these services assuming the price of each service was reduced lo
reflect its economic cost as determined by the Commission's own
findings regarding the costs of unbundled network elements and the
avoided retailing expenses set forth in its 1997 Order in GTE's
consolidated arbitrations with AT&T and MCI  (Pettions of AT&T

1996, Order No. PSC-97-0064-FOF-TP, Jan 17, 1997 )

Finally, column (c), which is simply the difference between columns (a)
and (b), reflects today's implicit support inferred by the C ommission's
own findings of facL. My Exhibit MCS-1, attached, presenis a summary
description of the process used lo develop retail “economic costs®

based on the Commission's ordered UNE rates for GTE

COULD YOU EXPLAIN IN MORE DETAIL HOW YOU DETERMINED
THE ECONOMIC COST OF EACH SERVICE?

Yes. The economic cosls of local business service and toll service
were calculated by adding up the costs of the UNEs used in the
provision of each service. These UNE costs, however, reflect only
wholesale costs, and must be marked up to reflect the retailing
expenses thal would be incurred in providing business and toll

services. For these services, | marked up the total UNE costs to
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account for retailing expenses based on the Commission's avoided cost
discount rate of 13 04%, which was established by the Commission in

GTE's arbitration with MC| and AT&T

Interstate and intrastate access are wholesale offerings, and therefore
the associated UNEs were not marked up by the avoided cost discount
Also, the interstale access figures exclude end-user common iine

(*EUCL") charges, which were included in the local revenues

Finally, we assumed the economic cost of vertical services to ba equal
to just the costs associated with relailing the services (Le., the avoided
retailing expenses). This procedure was used because the
Commission required GTE to include all vertical features in the price of
local switching, presumably because the Commission beliaved the
direct costs of unbundied vertical features are negligible. Altnough
GTE does not agree with the Commission's decision on this point, GTE
acknowledges thal vertical services are today priced well above their
cosl, and therefore provide significant implicit supports.  Again,
however, under the Commission's own analysis, the economic cost of
unbundled vertical services is either. (a) zero or (b) included in the

unbundled port cosis

YOUR SUPPORT ANALYSIS LOOKS AT THOSE SERVICES THAT
CURRENTLY PROVIDE IMPLICIT SUPPORT. CAN YOU FERFORM

THE SAME ANALYSIS FOR SERVICES THAT RECEIVE IMPLICIT
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an efficient provider in a competitive marke! would incur today in
providing ubiquitous service The hislory and purpose of regulation

confirm this point

For much of this century, the Commission regulated GTE under rate-of-
return regulation lo ensure that GTE's rales are “fair, jusl, raasonable
and sufficient” and that GTE's services and equipmen! are “moderm,
adequate, sufficient and efficient.” (Fla. Stat, Section 364 03(1) ) In
1995, the Legislature enacled a slatule that provided for price
regulation, which is imtended lo promote even greater efficiencies and
to encourage ILECs to make the same economic decisions that would
be made in a fully competitive market. Indeed, the Florida Legislature
recognized this very point in Section 364.01(4)(1)

*(4) The Commission shall exercise ils exclusive

jurisdiclion to:

(i) Continue its historical role as a surrogale for
competition for monopoly services provided by local

exchange companies * |[emphasis added)

In a nutshell, the principal purpose of regulation is 1o be "a surrogate
for competition® to ensure thal the firm earns no more than a
reasonable profit (Le., return) on its investment. If the Commission has
fulfilled its statutory duties—and GTE believes it has—then GTE's
current revenues should reflect the lotal, actual costs an efficient

provider would incur in providing ubiquitous service loday, including a

11
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reasonable profit. Therefore, GTE's current revenues can be used to

help calculate loday's cost of supporting universal service

Finally, | will note that the FCC agrees with my analysis and with the
Florida Legislature's finding that regulation is a “surrogate for
competition.” In its Second Report and Order in the LEC Price Cap
proceedings (the "LEC Price Cap Order”), the FCC explained its
position on both rate-of-return regulation and price-cap regulation. The
FCC opined that rate-of-return regulation may have “a tendency lo
produce inefficiency,” but ultimately concluded that “rate of return
oversight is a responsible, functional method of correcting for these
tendencies.” (LEC Price Cap Order el para 29) Indeed, the FCC
noted that it had disallowed over $2.7 billion in LEC access cherges
between 1985 and 19890 using rata-of-return regulation. (Id atn 31))

Because of alleged (although unsubstantiated) concern over gold-
plating, the FCC implemented a price-cap regime. Like the Florida
Legisiature, the FCC expressly acknowledged thal the purpose of such
a regime is to replicate the benefits of a fully competitive market

“By our action today, [rate-of-return] regulation will

ba replaced for tha largest of the LECs on January

1, 1891, with an incentive-based systern of

regulation similar to the sysitem we now use lo

regulate AT&T. Incentive regulation will reward

companies that become more productive ana

12
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HAS GTE PRESENTED ANY OTHER EVIDENCE TO SUPPORT ITS
CLAIM THAT CURRENT REVENUES REFLECT THE CURRENT
ACTUAL COSTS OF PROVIDING SERVICES?

Yes. GTE has presented the testimony of Steven A Olsor, Manager-
Regulatory Accounting and Compliance. Mr. Olson's testimony sets
forth a financial analysis of GTE's adjusted operating results for the
twelve-month period ending December 31, 1997, and is based upon
GTE's actual costs. Mr. Olson's analysis shows that GTE's regulated
revenues for 1997 recovered no more thar the aclual costs incurred by
GTE, and provided a return on equity of only 7.56% for GTE's inlrastate
operations. Clearly, GTE has not earned any *monopoly profits,” and
its curent revenues actually understale the costs of providing service.

In sum, GTE's current revenues reflect the total, actual cost of
providing service loday, and these cosls are the costs an efficient
provider would incur in providing ubiquitous telephone service
throughout GTE's servica terrilory.  Accordingly, we can identify loday's
costs of supporting universal service by calculating the implicit supports
generaled by selected services GTE's Support Analysis discussed
above shows this calculation, and conservatively identfies implicit
supports of over $487 million per year for GTE. This $487 million is, in
essence, today's implict universal service fund As | discussed earlier,
the purpose of a cost model is to help establish an exphicit fund that is
sufficient to preserve and maintain univessal service If a cosl model

fails to produce a fund size commensurate with today's implicil fund, we

14
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must ask why, and, if necessary, we must adjus! the resulls of the cost

model to accurately reflect today's universal service reguirements

ARE THERE ANY OTHER SOURCES OF IMPLICIT SUPPORT IN
ADDITION TO THOSE LISTED ON YOUR SUPPORT ANALYSIS?

Yes. For example, yellow pages advertising has been used by the
Commission to provide significant support for basic service customers
Although GTE currently operates under a price-cap form of regulation,
the foundation for the initial set of price-cap rates was based on a
revenue stream that included “imputed” yellow page aavertising
contributions as a source of support. That level of “imputed” implicil

support necassarily continues on in a price-cap environment.

This example of another source of universal service support

underscores my point that the $487 million that | previously computed

is a conservative estimate of today’'s implicit universal service fund.

THE PURPOSE OF THIS PROCEEDING IS TO EXAMINE THE
TOTAL COST OF PROVIDING BASIC LOCAL SERVICE USING A
COST PROXY MODEL. WHY ARE ACTUAL COSTS AND CURRENT
IMPLICIT UNIVERSAL SERVICE SUPPORT REQUIREMENTS
RELEVANT TO THIS PROCEEDING?

The Legislature directed the Commission to invesligate and report on
the total forward-looking cost of providing basic local

telecommunications service in order “to assist the Legislature in

15
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rebalancing: |
*[L]et's assume we're nol in a situation where
we've gut any over-eamings. We're in a company
that's within the regulated base, then | am
supportive of revenue neutral changes for the
company which would mean one of a couple of
things. Either when you lower access, you al the
same time receive funds from the universal

service which was the example we just talked

aboul or you could also lower access while doing |

some rate rebalancing in terms of raising '

residential rates or some other rates within the

company. In other words, we [AT&T] agree that

accass is an imphcit subsidy going to support

residential local service. And, no, you shouldn't

have that laken away and reduce access ,

independently . . ."
Testimony of G. Blaine Darrah |ll, Director--Regulatory, AT&T Law and
Government Affairs Division, Tr. 612-13, [n_re Generic Investigation of
Intrastate Access Charge Reform. Docket No. 1-00960066 (Pa Pub.
Util. Comm'n) (transcript of Sept. 11, 1997) [emphasis added)

ATET's analysis necessarily acknowledges that an ILEC's regulated
revenues equal its efficiently incurred costs, and therefore when implicit

subsides are removed they mus! be recovered from a universal service

17
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mechanism in order to preserve and mainlain universal service
Although AT&T's admissions in Pennsylvaria involved rate-of-return
regulation, the principle remains the same Regulation 15 a surrogate
for competition, and an ILEC's revenues equal the costs of an efficient
provider, regardiess of whather the ILEC is subject to rate-of-return

regulation or any form of price regulation

WHAT WOULD HAPPEN IF THE COMMISSION OR THE
LEGISLATURE IGNORES TODAY'S COST OF PRESERVING AND
MAINTAINING UNIVERSAL SERVICE?

if the Commission or the Legislature establishes a universal service
fund or mechanism based sclely on the results of a long-run, forward-
looking cost model, and if this cost model fails 1o produce a fund size
necessary to replace loday’s levels of implicit support, then universal
service will be jeopardized. Moreover, as | discussed earlier, the use
of such a model would violate both federal and stale law, because il
would not produce a fund size sufficien! to preserve and maintain
universal service. Finally, insufficient universal service funding will
result in significant stranded costs for ILECs, and such costs must be

recovered from consumers.

lil. GTE'S POSITION ON SPECIFIC ISSUES
ISSUE #1: WHAT IS THE DEFINITION OF THE BASIC LOCAL
TELECOMMUNICATIONS SERVICE REFERRED TO IN SECTION
364.025(4)(b), FLORIDA STATUTES?

18




- &

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

service mechanism can be determined solely through the use of a
long-run, forward-locking cost model, and GTE does not believe the
Legislature intended such a result For example, the Legislature
directed the Commission to report on “the relationships among the
costs and charges associated with providing basic local service,
intrastate access, and other services provided by local exchange
telecommunications companies,” and this report is independent of any
report addressing the results of a cost proxy model for basic local
service. This report would be irrelevant if the Legislature intended to
establish a permanent universal service fund based solely on forward-

looking cost models.

Second, as | discussed in Part Il of my testimony, GTE believes that
any explicit universal service fund or mechanism must be sufficient to
replace all of loday's implicit subsidies, and the results of any cost
model should be adjusted to accommodate this goal. Otherwise,
universal service will be jeopardized and the use of the cost model will

violate federal and stale law

Third, GTE does not agree that a cost proxy model should be used to
determine the cost of providing services GTE believes thal company-
specific models and company-specific costs should be used, because

they more accurately reflect the costs of providing service in Flonda

With these imitations in mind, GTE believes that thea BCPM s the more

20
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reasonable proxy model, but that the BCPM should be populated with
company-specific inputs  These issues are addressed in the direcl
testimony of GTE witnesses David Tucek, James Vander Weide.

Michael Norris and Allen Sovereign.

WHAT IS THE TOTAL COST OF PROVIDING BASIC LOCAL
SERVICE IN GTE'S TERRITORY AS CALCULATED BY THE BCPM?
Using GTE-specific inputs, tne total cost of providing basic local service
in GTE's territory on an annual basis equals $771 million. This total

cos! was calculated using a three-step process.

First. the BCPM produced the costs of providing basic local service
(L., supported services) at a wire center level on a per-line basis for
each wire center within GTE's service territory. (Obviously, these costs
vary by wire center.) Second, the total cost of providing basic local
service for all customers within a specific wire center was calculated by
multiplying (i) the BCPM's cost per fine by (if) the number of lines in that
wira center. Third, the total cost of providing basic local service for all

of GTE's service territory was calculated by adding together the total

costs of each wire canter.

BASED ON THESE RESULTS, WHAT UNIVERSAL SERVICE FUND
WOULD THE BCPM CREATE ASSUMING THAT TODAY'S RATES
FOR BASIC LCCAL SERVICE REMAINED THE SAME?

Under this assumption, the BCPM would produce a total suppor

21
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today’s implicit suppon, as determined by using the Commission’s own
finding of fact on economic costs, exceed $487 million per year The
BCPM, however, procuces an explcit fund of only $366 millon per
year. Given that the Act requires all implicit subsidies to be made
explicit, and given that all of today's implicit supp~r is needed 1o
preserve and maintain universal service, relying on BCPM alone will

result in a fund size that is insufficient.

ISSUE 3: FOR PURPOSES OF DETERMINING THE COST OF BASIC
LOCAL TELECOMMUNICATIONS SERVICE APPROPRIATE FOR
ESTABLISHING A PERMANENT UNIVERSAL SERVICE
MECHANISM, SHOULD THE TOTAL FORWARD-LOOKING COST
OF BASIC LOCAL TELECOMMUNICATIONS SERVICE PURSUANT
TO SECTION 3€4.025(4)(b), FLORIDA STATUTES, BE
DETERMINED BY A COST PROXY MODEL ON A BASIS SMALLER
THAN A WIRE CENTER? IF SO, ON WHAT BASIS SHOULDIT BE
DETERMINED?

Yes, the costs should be calculated on a basis smaller than a wire
center to more accurately reflect the cost differences withuin a wire
center. Using a wire center to delineale a univarsal service suppor
area risks moong lower-cost urban centers with significantly higher-cost
outlying areas. The wire center 1s simply too large of an area to

caplure and model cost vanations

23
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ISSUE 6{a): FOR PURPOSES OF DETERMINING THE COST OF
BASIC LOCAL TELECOMMUNICATIONS SERVICE APPROPRIATE
FOR ESTABLISHING A PERMANENT UNIVERSAL SERVICE
MECHANISM, FOR WHICH FLORIDA LOCAL EXCHANGE
COMPANIES MUST THE COST OF BASIC LOCAL
TELECOMMUNICATIONS SERVICE BE DETERMINED USING THE
COST PROXY MODEL IDENTIFIED IN ISSUE 27

The cost of providing basic local telecommunications service should be
determined for each non-rural incumben: LEC in the State of Flornida
ILECs are cumrently the only carriers obligated lo provide basic
universal service on a camier of last resort basis in a defined
geographic area. Moreover, ILECs have the networks in place loday
to provide service to all customers within their service termitory, and it
is likely that the ILECs' nei..ork will continue to be used to provide
sarvice. Thus, until ubiquitous fac. s-based compelition develops,
universal se/vice support should be <.© minad based on the exisling

ILEC's current, actual cost of providing service

DOES THIS COMPLETE YOUR DIRECT TESTIMONY?

Yes. GTE has not addressed issuas 6(a)-(c) in its direct lestimony,
because these issues concern LECs serving fewer than 100,000
access ines. GTE, however, reserves its nght 1o lake a posihon on

these issues later in the proceeding

24
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GTE FLORIDA INCORPORATED

DOCKET 980696-TP

DIRECT TESTIMONY OF ALLEN E. SOVEREIGN

I INTRODUCTION

PLEASE STATE YOUR NAME, ADDRESS AND PRESENT
POSITION.,

My name is Allen E Sovereign. My business address is 1420 E
Rochelle Dr., Irving, Texas 75038 | am employed by GTE as

Manager-Capital Recovery

PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL
BACKGROUND.

| received a Bachelor of Science Degree in Electnical Engineering
from Michigan Technological University, Houghton, Michigan. in
1971. | received a Master of Science Degree in Business
Administration from Indiana University, Bloomington, Indiana, in 1580
| have atiended courses in depreciation and life analysis provided by
Depreciation Programs, Inc . of Kalamazoo, Michigan | have also
attended and instructed basic and advanced GTE courses in
depreciation life analysis | am a Senior Member of the Sociely af

Depreciation Professionals
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BRIEFLY DESCRIBE YOUR WORK EXPERIENCE WITH GTE.

| have worked with GTE Companies for 24 years, with 17 of those
years in the Depreciation study area | have held vanous positions
in Engineering and Construction, Capital Budgeting. Marketing, and
Product Development | was named Nianager of Capital Recovery in
February 1994

WHAT ARE THE RESPONSIBILITIES OF YOCUR CURRENT
POSITION?

| am responsible for the preparation, filing, and resolution of capital
recovery studies for GTE Telephone Operations and the

determination of economic lives for GTE

HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY
REGULATORY BODIES?

Yes, | have testified before the Texas, New Mexico, Arkansas,
California, Washinglon, Oregon, Idaho, lllinois, Pennsylvania,
Michigan, Indiana, South Carolina, Virgimia, Kentucky, Nevada, lowa,

Nebraska, and Hawail State Utility Commissions

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

My tesimony addresses Issue 4(a)-the depreciation rates ihal
should be input into the cost model chosen to determine the cost of
providing basic local service | will first describe the approprate

methodology for determining the depreciation lives used In universal




W M

Lo L

10
1"
12
13
14
15
16
17
18
18
20
21
22
23
24
25

*Econnmic life” is the period of ime over which an assel 1s used to
provide economic value to GTE “Economic depreciation” is the per
annum rate at which the cost of an asset can be recovered during the
assel's economic life. Economic depreciation can be expressed
mathematically in its simplest terms as the amount of the orginal
assel invesimen! divided by its economic life  This quolient
represents an assel's economic depreciation expense that must be

recovered each year for the duration of that assel’s economic life

IS THERE ANY REASON TO DEPART FROM ECONOMIC
DEPRECIATION METHODOLOGY IN THIS DOCKET?

No. Historically, regulatory commissions prescribed assel lives based
on the assumptions that there would be little or no competition, and
that technological innovation would continue at a conslant pace The
opening of liwe local exchange market invalidated those basiC
assumplions. As noted above, the economic ife of an assel Is the
period of time over which that asset 1s used 10 provide economic
value Both increased competition and technological change shorien
the period over which an asset will provide economic value Ina
world where GTE was the sole provider it was able 10 keep old
assets on the books, even after their economic life had expirad,
because depreciation rates were based upon artificially long assel
lives. Basing depreciation rales on long assel lives yelded lower
depreciation rales and a longer penod of time over which the asset

was depreciated These longer deprec.stion lives helped slate
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commissions 1o keep consumer prices low Todays market
environment--which will reduce the length of time over which GTE
must recover its investment in an assel--renders the use of artificially
long asset lives in calculating depreciation expense unsustainable
GTE urges this Commission 10 reject any suggestion that Flonda
should use an outdaled, historical-based depreciation approach-
especially when rates the Commission prescribed for GTE as early as

1992 demonstrated more progressive thinking

HAS THE FLORIDA PUBLIC SERVICE COMMISSION (“FPSC")
STRICTLY FOLLOWED THE “TRADITIONAL" METHOD FOR
SETTING DEPRECIATION LIVES IN FLORIDA?

No The Florida Commission has for some hme laken a more
forward-looking and innovalive approach, n conjunclion with
raditional methods, i1 setling depreciation lives Indeed. the FPSC
historically has not followed, but has been “in-front” of the FCC 1n
their analysis of appropriate deprecialion paramelers Approval of
GTE's depreciation inputs in this case would further the FP5C's pas!

thinking,

HAS THE FPSC ALREADY APPROVED DEPRECIATION
PARAMETERS FOR GTE THAT ARE SIMILAR TO THOSE GTE
PROPOSES IN THIS CASE?

Yes As observed in the attached Exhibit AES-1, many key lives

approved for GTE by the FPSC are nearly the same 85 requested fof
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and shown in Exhibit AES-2, attached GTE also uses these

depreciation parameters for financial reporting purposes

Il THE INTRODUCTION OF COMPETITION REQUIRES THE USE OF

ECONOMIC LIVES

WHAT FACTORS SHOULD THE COMMISSION CONSIDER IN
APPROVING DEPRECIATION INPUTS FOR THE COST MODEL?
The Commission should keep 1in mind that it has already approved
depreciation lives that are, in many instances, the same as of similar
to the lives GTE proposes here There is no plausible rationale for
reverting to a less progressive, strictly nistoncal approach, which
would be priman'y a mortality analysis with shght adjusiments for
technological change  Rather, compelitive impacts must be
recognized in establishing the economic value of GTFsass. 5 To
this end. some 240 companies hold statewide certificates to operate
as alternative local exchange carners (ALECs). including such
companies as AT&T, Bell South, MCI, Time Warner, WinStar
Wireless, Biz-Tel, Ameritech, Metropolitan Fiber, Intermedia, Cable
& Wireless. TCG, Teligent, and WorldCom Full facilities bypass is
becoming more of a reality, not only through emerging technelogical
developments like wireless local loops and transmission through
electric lines, but also through mega-competitors like ATA&T-TCI, and
SBC-Ameritech. Competitors will use not only copper twisted wire

pairs, but also local wireless, coaxial cable, and the elect'cal wires
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into the home  The deprecialion inputs approved in this case musl
reflect these compelitive consideralions Indeed, economc
deprecialion based on competilive markel assel lives i1s the only
approach consistent with the use of the forward-looking cosling

principle the Florida Legislature has dictaled

ARE THERE SPECIAL CONSIDERATIONS THAT SUBJECT GTE
FLORIDA TO PARTICULARLY SEVERE COMPETITIVE LOSSES?
Yes GTE's facilities in Flonda are concentrated largely in the Tampa
Bay Area, which has been a pnme entry target for numerous
competitors. This geographic concentration increases compeatitive
risk, making GTE's Florida's oparalions particularly susceptible to

devastating compelitive losses

HOW SERIOUS IS THE COMPETITIVE THREAT IN GTE'S LOCAL
MARKETS?

Very senous. The Telecommunications Act of 1996 has substantially
eased enlry into local markets for competitors of all sizes GTE has
already executed 59 interconnection andlor resale contracls with
other firms. Resale is a particularly quick anad easy way for even
smaller entities to offer service. More importantly, many of GTE's
compelitors will be large, well financed and well established
telecommunications companies--some of which may bypass GTE's
network completely  For example, AT&T Chairman C Michael

Armstrong has emphasized that local service is a key aspect of
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access 10 our customers and we must control costs. This
investment with TCl is really the beginning of a consumer-
based facilities service ™ °
(CBS MarketWatch Media Report, June 24, 1998, "ATAT Buys TCI
in $48 Billion Deal 7)

Since TCl operates in GTE's Tampa territory, the ATAT/TCI merger
underscores the need for this Commission to affirm the use ol
economic depreciation principles that will continue 1o permit GTE to

recover capital invesiments in accordance with markel realiies

DOES GTE FACE BYPASS FROM OTHER SOURCES?
Yes GTE competes with faciliies-based providers—including iCl.
MFS/WorldCom, MCI, WinStar, AT&T/TCG, Time Warner, e spire,
and the City of Lakeland-—-even today. Bypass oplions will pecome
increasingly more common through emerging technologies such as
wireless local loop options WinStar, for instance is a ‘wireless fiber”
company already operating in GTE's markel As noted in a recent
Wall Street Journal article
“WinStar and other wireless service companies could offer the
giant Bell companies and GTE Corp their mos! meaningful
corpetition in lunng away phone customers 10 altemative local
services on a massive scale

(Wall Street Journal, Nov 10, 1997, page B6 )

10
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On May 7, 1998, WinStar announced that services were launched
during the first four months of 1998 in seven markets, |ncluding
Tampa (WinStar press release, May 7, 1998, “WinStar Adds 7 New

ALEC Markels.")

Teligent Inc. offers another example of the compelitive threat of
emerging ltechnologies. Alex J Mandi, former ATAT President and
now Chairman and CEO of Teligent Inc. recently stated
*Il is no accident that the company AT&T decided to buy 10
jump-start its entry into local markets was Telepon
Communications Group, one of the largest of the new facilities-

based local competitors

Companies like Teligent, WinStar, and BizTel (now owned by

Teleport) today are delivering new broad-band services with

(Wall Street Journal, Jan 28, 1938, page A1B |emphasis added| )

On January 28, 1998, Teligent announced the first len cilies,
including Tampa and Orlando, for full commercial launch of facilites-
based commercial service over its own digital wireless networks in
1998. Al the same time, Teligent announced that it had ordered is
first ten DMS-500 switches  (Teligent press relsase, January 28.

1998, *Teligent Announces First Ten Cities for Commercial Launch

1
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in 1998°) In the company’s repon of 1997 financial resulls,
Chairman Mand! emphasized Teligent's local marke! stralegy
We are building the necessary foundation o support our
aggressive build out schedule Were deploying the mos!
advanced digital, local communications networks in the
country lo bring real competition to the lccal marketplace
(Teligent press release, March 11, 1958, "Teligent Reports 1997

Financial Results, Setting the Stage for 1998 Marke! Entry °)

Teligent's local market assault prompted Fortune magazine o name
Teligent one of Amenca's 12 “coolest” companies The July 6, 1598
issue states "Wall Street and industry pundits are gushing about this
fledgling telecom company, which is building a nationwide wireless
network to provide local phone service  (Fortune Magazine, July 6,

1998, "Cool Companies 1598 °)

Chairman Mand! responded “To be recognized as the only cool
telecom services company a! a ume when compelilion in the
telecommunications induslry is exploding 1s exciling for us Weve
always known that Teligent 1s bringing leading edge tachnelogy 1o the
marketplace. But it's nice to be cool, too” (Teligent Press Release,
June 17, 1998, “Furtune Magazine Names Teligent One of America's

*Coolest” Companies ")

12
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Local® strategy ® Among the new markets listed is GTE's Tampa - St

Petersburg market

COULD YOU PROVIDE SOME EXAMPLES CF HOW A CUSTOMER
COULD LEAVE GTE'S LOCAL WIRELINE NETWORK FOR A
COMPETITOR'S LOCAL WIRELESS NETWORK?

Yes. In February 1997, well before the merger announcement, AT&T
touted its “Project Angel.” a revolutionary fixed wireless technology
to camy high-speed digital communications o most households
across the country at many times the capacity of traditional copper
wire. This technology will give AT&T a new way 10 provide local
service over its own facilities This option would completely bypass
the ILEC's existing netwark, including the copper cable distnbution
network  Even though AT&T is still in the Inial phase of this project,
other providers are building and implementing local wireless

technology on a national scale

Wireless prowiders, such as WinStar and Teligent, are building a full-
service national local switched lelephone network that can bring fiber
quality service to fixed wireless connections for high speed, digital
voice and data transmissions These reliable wireless circuits take
the place of existing fiber optic and copper communications lines
This fixed wireless technology. in conjunction with & provider's own

switch. could completely bypass the ILEC’s existing network

14
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ARE THERE COMPETITIVE THREATS FROM FIRMS OTHER
THAN TELECOMMUNICATIONS COMPANIES?

Yes Evolving technologies will expand compelilion in ways that may
not be immediately obvious For instance. Britain's Norweb
Communications has invented a * Digital PowerLine” technology that
allows telephone calls to travel over electric lines Ten utililigs N
Europe and Asia, with a combined reach of 35 million homes, are
already lesting the system Northern Telecom, the big Canadian
manufacturer of telephone equipment, has joined Norweb as o
partner. Some American power providers are considering their own
lests. “We are certainly familiar with the technology and are
evaluating it," confirmed a spokesman for FPL Group Inc s Flornda
Power & Light Of the 1500 inquines Norweb has recewed aboul the
system, one third were from U S. companies (Wall Street Journal,
July 2, 1998, “Garage Tinkefing Yields an Electrifying Breakthrough o
Again, competitive threats from all of these sources--bolh familiar and
emerging-llustrate the need for the Commission 1o adopt GTE's
recommended economic lives for use in determining basic service

costs in this case

V. Wﬂmmfmw

THE DETERMINATION OF AN ECONOMIC LIFE

WHAT FACTORS SHOULD BE CONSIDERED WHEN ESTIMATING
THE ECONOMIC LIFE OF AN ASSET7

15
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to be retired (Public Ulilty Depreciation Practices. Natonal
Association of Regulatory Utility Commussioners, 1996, p 15) These
include

1 Physical Factors

a Wear and lear
o Decay or deterioration
c Action of the elements and accidents

2. Functional Factors
a Inadequacy
b Obsolescence
c Changes in art and technology
d Changes in demand
e Requirements of public authorities
f Management discretion
3 Contingent Factors
a Casuales or disasters

b Extraordinary obsolescence

The NARUC factors, which have iraditionally been used to establish
the retirement or physical Ife expectancy of assets in the
telecommunications industry, can provide some guidance in
estimating an assel's economic life, but only if they are properly
weighted to reflect the significant roles competition and technological
change play in determining an assel's economic Iife Specfically, the

“Functional Factors” (Part 2 of the NARUC factors) are sensilive 10

17
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WHAT DO THE TFI STUDIES RECOMMEND AS THE ECONOMIC
LIVES FOR GTE'S ASSETS?

The chart on Exhibit AES-3, attached, compares TFI's recommended
economic Ife rangas with the economic lives GTE uses in its cost
studies. TFI specifically addresses the appropriate lives 1o be used
for outside plant cable, central office switching, and circuit equipment
accounts, as these are the accounts that are most affected by
changes in competition and technology As the chart points out. the
lives used by GTE for financial reporting, for intrastate reporting. and
for cost study inputs fall within the ranges recommended by TFI

Vl. GTE'S RECOMMENDED LIVES ARE REASONABLE WHEN
BENCHMARKED WITH OTHER TELECOMMUNICATIONS PROVIDERS

DID YOU DO ANY PENCHMARK COMPARISONS OTHER THAN
TFI RANGES?

vYes We also benchmarked against the lives used by AT&T, MCI,
and CATV operators, as well as the Regional Bell Operating
Companies ("RBOCs")

WHAT DID YOU DETERMINE USING BENCHMARK

COMPARISONS WITH AT&T?
Comparing GTE's proposed economic lives to the lives ATAT uses

affords an excellem example of the reasonableness of GTE's

economic lives. In fact, GTE's lives are not as short as lives used by

19
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AT&T (FCC Docket No 95-32, |n the Matter of the Prescrption of
Revised Percentages of Depreciation. Memorandum Opinion and
Order, January 31, 1995) The attached Exhibit AES-4 compares
AT&T's lives with those recommended by GTE for the key accounts
AT&T uses 9.7 years for Digital Switching compared to 10 years
recommended by GTE AT&T uses 7.2 years for Circuil equipment
compared to B years recommended by GTE ATET uses 341015
years for Copper Cable compared to the 15 years recommended by
GTE. Finally, both AT&T and GTE use 20 years for Fiber Cable

Likewise, the lives AT&T uses for support assel accounts such as
motor vehicles, furniture, office and work equipment are shorter than
the lives GTE proposes ATAT uses 6 6 years for motor vehicles.
GTE proposes B years AT&T uses 67 - B2 years for wors
equipment, GTE proposes 10 years AT&T uses 4 7 -8 3 years for
office equipment, GTE proposes 10 years AT&T uses 5 6 years for

furniture, GTE proposes 10 years

WHAT WAS DETERMINED BY THE COMPARISON WITH MCI?7
GTE's lives are longer than lives MCluses Page 16 of MCI's 1996
annual report staled
"The weighted average depreciable Iife of the assals
comprising the communications syslem in service
approximates 10 years Furniture, fixtures and equipment are

depreciated over a weighted average Iife of 6 years

20
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Buildings are depreciated using lives of up to 35 years ~

(MC! 1996 Annual Report, page 16.)

Earlier this year, MC| made the following statement:
“The company periodically reviews and adyusts the useful lives
assigned to fixed assels 1o ensure that depreciation charges
provide appropriate recovery ol capital cosls over the
estimated physical and technological lives of the assels The
weighted average of depreciable life of the assels compnsing
the communications syslem in service approximales nine
years.’

(MCI Communications Corporation Annual Report, SEC form 10-K

dated April 15, 1998.)

MCI has shortened the lives of its communications facilities from
apnroximately 10 years to 9 years, while not changing the lives for

furniture, fixtures and buildings

GTE's proposed lives are longer or similar o the lives used by MCI
GTE proposes 10 years for switching and 15-20 years for cable
compared to MCl's 8 years GTE proposes 10 years for support
assets such as furniture and equipment compared to MCI's 6 years
GTE proposes 30 years for buildings compared to MCI's up 10 35

years

21
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ARE GTE'S ECONOMIC LIVES SIMILAR TO THE ECONOMIC
LIVES IDENTIFIED BY THE RBOCs?7

Yes. The RBOCs' economic lives are, like GTE's, within the ranges
identified by TF1. The attached Exhibit AES-5 compares the lives the
RBOCs published in their FAS-71 announcements with the lives GTE
proposes. The lives used by the RBOCs for financial reporting
purposes are of particular interes! because they will most likely be the
lives they use for depreciating out-of-franchise invesiments made in
the Tampa Bay area. SBC-Ameritech, for examgle. plans to provide
“full residential and business services” in the Tampa Market (Tempa
Tribune, May 14, 1998, “Phone Deal Could Jangle Local Market °)
BellSouth has deciared its intent to offer local phone service in the
Tampa Bay area (Tampa Tribune, October 15, 1997, “BellSouth
Seeks Share of Region ) |t would be obviously unreasonable to use
depreciation inputs for GTE that are longer than those used by GTE's

competitors.

HAVE ANY OTHER COMMISSIONS DETERMINED THAT
BENCHMARKING IS A VIABLE METHOD TO ASSESS THE
REASONABLENESS OF GTE'S PROPOSED LIVES?

Yes The Missouri Public Service Commission recently commented
on benchmarking for purposes of establishing depreciation rates to
be utilized in GTE's TELRIC cos! studies stating "Staff believes that
benchmarking GTE TELRIC rates against those booked for financial

purposes of likely competitors and other companies using similar

23




E . [ ]

w @ =~ @ U

10
1
12
13
14
15
16
17
18
18
20
21
22
23
24

25

technologies is appropriate and 1s the bast method to determine if
GTE's TELRIC rates pass the muster of reasonableness ™ The
Missouri Staff chose 19 of the largest IXC, Cable TV, Cellular, CAP,
and PCS companies lo benchmark against ard found that the
depreciation rates used lo caiculate GTE's TELRIC rates were at the
bottom or second from the bottom of the list and were significantly
lower than several companies in similar industries  The Missour
Order noted *This is the most significant factor to Staff's belief thal
GTE's proposed depreciation rales are reasonable* (Case No TO-
97-63. Missour Public Service Commussion Final Arbitratior: Order,

July 31, 1997, Attachment C at p 77-79))

Vil. OTHER STATE REGULATORY COMMISSIONS HAVE ENDORSED

GTE'S ECONOMIC LIVES

HAS ANY OTHER REGULATORY BODY APPROVED THE
ECONOMIC LIVES PRESENTED HERE?

Yes The California Public Utility Commission ("CPUC") endorsed the
use of the same economic lives presented here. excep! that the lfe
approved for copper cable is one year less than requested These
lives were ordered to be used in a receni cosl study ruling
(California Public Utilities Commission Decision No D 96-08-021

August 2, 1996, in Pule Making R 93-04-003, 193-04-002) The
CPUC concluded that the economic lives used by GTE and Pacific

Bell for external financial reporting were the appropriate forward-

24
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Association of Long Distance Carners, among others })

DOES GTE USE ECONOMIC LIVES IN ITS CALIFORNIA COST

STUDIES?

Yes. The CPUC ordered GTE to use economic lives as well, stating
“We find GTEC's arguments to be persuasive, and will
therefore order GTEC to modify the depreciation rates
used in the cost studies 1t has submitted only to the
extent of the eight technology accounts

(g at75)

HAVE OTHER STATE COMMISSIONS ENDORSED THE USE OF
ECONOMIC LIVES?
Yes. Both the Michigan and Missouri Public Service Commissions
have adupted GTE's recommended economic depreciation
parameters. In adopting the economic lives presented here in
Florida, the Missouri Commussion staled.
*Staff's goal has been to recommend depreciation rales cased
on parameters that GTE is likely lo expenence for financial
purposes so as to fully recover i1s long-run capilal costs in a
timely fashion. *
(Case No TO-97-63, Missoun Public Service Commission Final

Arbitration Order, issued July 31, 1897, Attachment C at 76 )
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The Michigan Commission likewise approved the use of GTE's
economic lives in a February 25, 1998 order explicitly rejecling
ATET and MCI proposals
“GTE proposes lo reduce its assel lives In
accordance with ther economic lives The
Staff's view is that GTE's proposed assel ives
are largely consistent with a forward-looking
approach and are reasonable = The Commission
finds that GTE's proposal related to depreciation
15 appropriale for TSLRIC purposes.  The
Commission further finds AT&T/MCI's proposai
to be insutficiently forward looking for purposes
of a TSLRIC study
(Michigan Docket No U-11281, February 15, 1998, Order,
Sectiond )

Viil. ECC DEPRECIATION RANGES ARE OUTDATED

SHOULD THE FCC'S AUTHORIZED DEPRECIATION PARAMETER
RANGES CONTROL THIS COMMISSION'S DECISION?

Certainly not.  This Commission did no! follow FCC paramelers in
GTE's 1992 depreciation decision. The rationale for rejecting FCC
ranges has, since then, become only stronger GTE discusses the
FCC's parameters here only because it expects that AT&T, MCI, and

perhaps others, may recommend FCC ranges to this Commission

27
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to further examine the C.mmission's depreciation rules (FCC Order
97-157 Federal-State Jont Board on Universal Service, adopled May
7. 1997, page 140.) In the Access Charge Reform Proceeding. the
FCC acknowledged that the ongoing evolution of the
telecommunications industry may well require the FCC 1o revise ils
prescription methods, or possibly discontinue deprecialicn rate
prescriptions altogether (FCC Order 96-262, Access Charge

Reform, adopted May 21, 1897 )

HAS THE FCC, IN FACT, IDENTIFIED DEPRECIATION AS AN ITEM
FOR POSSIBLE ELIMINATION?

Yes. The FCC Staff has released a list of proposed proceedings 10
be initiated as part of the 1998 biennial review The review Is amed
at eliminating or modifying reguiations that are overly burgensome of
no longer serve the public interest Depreciation has been identified
as an item that the Commission will consider for elimination in this

review. (FCC Report No GN $8-1, Feb 5, 1998 )

At least one Commissioner has already cast his vote to eliminate FCC
depraciation represcriptions In a statement issued on January 30,
1998, FCC Commissioner Harold Furchigott-Roth commented
“In today's increasingly competitive environment, there should
be no need for the Commissian (o continue (o dictate, even
through revised streamlined procedures, deprecialion rates or

the factors that may be used lo compute sutii rai | urge

29
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and specifically encourage parties lo request, that the

Commission use this year's biennial review lo eliminate its

rules and ; agulations regarding deprecialion expenses
(FCC Order 98-11, Jan 30, 1998 separale slatemen! by

Commissioner Furchtgott-Roth )

IX. CONCLUSION

PLEASE SUMMARIZE YOUR TESTIMONY.

Traditional historical methods of establ.shing depreciation lives are
not forward-looking, and thus are inappropriate for use in forward-
looking cost models The lives GTE proposes are based on a
forward-looking approach They properly consider evoiving
technological 2rid competitive factors likely to affect GTE Fionda's
operations GTE's proposed lives are reasonable in comparnson to
the financial reporting lives of GTE's actual and potential compelilors
which include Cable TV operators and telecommunications providers

like SBC, Bell South, AT&T, TCI. and MCI

DOES THIS CONCLUDE YOUR TESTIMONY?

Yas

30




Docket No 980696-TP

Direct Tesumony of Allen E Sovereign
Exhibit AES-1

FPSC Exhibit No

Page 1 of 1

Comparison of FPSC Approved Economic Lives with GTE's

1992 1995 Current

FPSC GTE Financial
Category Approved _ Preposed  Reporing
Digital Switching 100 100 100
Circuit Equipment 7980 B0 80
Copper Cable 16 4-19 8 15.0-16.0 150

Fiber Cable 19 5.208 200 200




Dockel No 980696-TP

Direct Testimony of Allen E. Sovereign
Exhibit AES-3

FPSC Exhibit No

Page 1 of 1

A Comparison of The TFl Ranges with GTE's Proposed Economic Lives

TFI GTE
Economic  Economic

Digital Switching Equipmant 9-12 10
Circuit Equipment 6-9 8
Copper Cable

Aerial 14-20 15

Underground 14-20 15

Buried 14.20 15
Fiber Cable

Aerial 20 20

Underground 20 20

Bured 20 20

Transforming the Local Exchange Network Analyses and Forecasts of Technology
Change, Larry K Vanston, Ray L. Hodges, and Adrian J Poitras, Second Edition 1997,
Technology Futures, Inc., p. 33.




Docket No. 980696-TP

Direct Testimony of Allen E Sovereign
Exhibit AES-4

FPSC Exhibit No

Page 1 of 1

Comparison of AT&T's Economic Lives with GTE's

ATE&ET's GTE's Proposed
Economic Lde  Economic Lide
Digital Switching a7 100
Digital Circuit Equipment 7.2 80
Copper Cable
Aenial 3.4 150
Underground 90 150
Buried 150 150
Fiber Cable
Aernal 200 200
Underground 200 200

Buried 200 200




BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

in re: Determination of the Cost of
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GTE FLORIDA INCORPORATED

DIRECT TESTIMONY OF DAVID G. TUCEK
DOCKET NO. 980696-TP

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
My name is David G Tucek My business address is 1000 GTE

Drnve, Wentzville, Missour

BY WHOM ARE YOU EMPLOYED, AND IN WHAT CAPACITY?
| am employed by GTE as Staff Manager - Economic Issues In this
capacity, | am responsible for supporting GTE's incremental cosl

studies

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND

BUSINESS EXPERIENCE.

| have a Bachelor of Science Degree in Mathematics and Economics
from Southeast Missouri State University, and a Master of Ars
Degree in Economics from the University of Missouri | also have a
Master of Business Administration from St Louis University | began
my career in the telecommunications industry as a Senior Cost
Analyst with Conltel Service Corporation in 1979 | became an
employee of GTE in 1991, at the ime of the merger betweaen the two
companies. During the course of my caraer, | have held vanous

positions dealing with cost analysis and modeling. rate design_ lanff
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WHAT WAS THE RESULT OF THE BCPM RUN?

Based on the inputs described below, the cost of basic local
telecommunications service produced by BCPM is $33 08 per line,
per month. This figure excludes the cos! of a standard white page
directory listing, which is included in Flonda's statutory definiion of
*basic local telecommunications service * (Fla Stat sec 364 02(2) )
GTE estimates the directory listing cost to be $0 40 per line, per

month

PLEASE IDENTIFY WHAT TYPES OF INPUTS GTE HAS
DEVELOPED FOR USE IN BCPM.
GTE changed BCPM's default values for the following inputs

(1)  cosl of money,

(2) depreciation lives and salvage values,

(3) wire center line counts,

(4) tax rates and lives

(5) fillfactors,

(6) structure mix assumplions,

(7)  structure shanng assumptions,

(8) spacing assumptions for poles, manholes, and guy

wires and anchors,

(9) special access line factor

GTE also changed the following inputs related to switching and

transport cosls
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(1)
(2)
(3)
(4)
(5)
(B)
(7)
(8)
(9)
(10)
(11)

(12)
(13)
(14)
(15)

percent local calls,

percent residence lines,

swilch: percent line fill,

land and buildings loading factors,
processor-related investment by wire center,
MDF and protection invesiment by wire center,
line port invesiment by wire center,

line CCS investmen! by wire cenler,

trunk CCS investment by wire center,

SS7 investment by wire centar,

usage inputs dealing with calls per ine, CCS per line,
and CCS per trunk,

line-to-trunk ratio,

perceni of local calls that are interoffice;

call completion fraction, and

maximum number of nodes on a SONET ning

Additionally, GTE's BCPM inputs are based on GTE-specific input

prices for the following items: (i) manholes, (i) conduil systems, {i)

poles, (iv) guy wires and anchors, (v) NIDs and drops, (vi) cross-

connect boxes, (vii) copper cable, (viii) iber cable; and (1x) Digital

Loop Carriers ("DLCs") Finally, GTE utilized ARMIS and general

ledger data for 1997 to develop the inputs for network support ratios

and for operating expenses All of the GTE company-specific inputs

for BCPM are presented in Exhibit DGT-1
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WHAT DEPRECIATION LIVES AND SALVAGE VALUES WERE
USED?
The lives and salvage values used are those sponsored by the

testimony of GTE witness Allen E Sovereign

WHAT WIRE CENTER LINE COUNTS DID GTE USE?

GTE used its actual wire center line counts as of year-end 1997 In
addition to single-party business and residence lines, lhe line counts
include multi-line business, special access, private lines and mulliple

residential lines

WHAT TAX RATES AND TAX LIVES WERE USED?

The tax rates of 35 0% federal, 550% state, 117% ad valorem,
0.02% other and 3 03% gross recaipts tax were used for Flonda The
BCPM default values for tax lives were used for all accounts excepl
for Motor Vehicles, Special Purpose Vehicles, Furniture, and Office
Support. For these accounts, lax lives of 5 5 7. and 7 years were

used, respectively

WHAT FILL FACTORS WERE USED FOR FEEDER,
DISTRIBUTION AND SWITCHING?

Values of 65 and 98 percent were used for feeder and distnbution
plant, respectively. The 65 percent value represents a GTE-specific
upper limit for the average faeder fill. based on GTE's operalions

across the country. For GTE's Florida operations, the actual average
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feeder fill is 527 percent The 98 percent factor for distribution
reflects the need for administrative spare For switching, the GTE
national average value of 860 percent was used, which Is

comparable to GTE's 857 percent stale average for Florida

WHAT STRUCTURE MIX INPUTS WERE USED?
GTE replaced the default values of BCPM for the mix of aerial, buried
and underground plant with the aclual percentages of plant mix for

Flonda based on the density of GTE wire centers

WHAT STRUCTURE SHARING INPUT VALUES DID GTE USE?

GTE has used structure shanng inputs based upon GTE's actual
experience in Florida. GTE's pole sharng input for normal and soft
rock placement 1s 53 58 percent, for hard rock placement, the shanng
nput is 54 52 percent. These percentages are based on the number
of poles to which GTE attaches, and on whelher or not GTE is the
only utility using the pole The sharnng and price inputs for poles
represent 8 composite of 30 fool non-shared poles and 40 fool
shared-use poles There is no distinclion between normal and soft
rock p'acement because GTE's existing vendor contracts for pole
placement do not make this distinction  Likewise, the shanng inputs
of 100 percent for buried placement and 97 18 percent for conduil
and manholes reflect GTE's current experience in Florida and the

assessment of GTE operating personnel in Flonda
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WHAT SPACING ASSUMPTIONS WERE MADE FOR POLES,
MANHOLES AND GUY WIRES AND ANCHORS?

GTE selected spacing inputs that are consistent with its actual
engineering practices A pole spacing interval of 175 feet was used,
which falis between the BCPM defaulls of 250 and 150 feet For
manholes, a longer spacing of 750 feet was used rather than Ine
proposed defaults of 550 and 725 feet A spacing interval of every
tenth pole was used for guy wires and anchors. which 1s a wider

interval than specified by the BCPM defaults

HOW WAS THE SPECIAL ACCESS LINE FACTOR DEVELOPED?
This input is based on GTE Florida's 1997 year-end data The input

equals 12.28 percent

HOW WERE THE SWITCHING AND TRANSPORT INPUTS LISTED
ABOVE DEVELOPED?

The percent of local calls and the percent of residence lines were
based on actual 1997 data for GTE Flonda These values were B4 63
and 71.40 percent, respectively  As noted above, the swilch percent
line fill is based on the national average value for GTE The land and
buildings loading factors are based on the ratio of the corresponding
1997 ARMIS account balances to digital swilching investment, where
these numbers have been adjusted to replacement values using C A
Turner indices where available The investments by wire center for

each category listed above are based on SCIS and Cosimod runs for

|
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representative model offices in GTE’s network, and on the switch type
and number of lines in each Fiorida wire center  These investments
reflect the pricing GTE obtains for initial switch placements and for
capacity additions. The investments include telco engineering and
installation costs, as well as common equipment and power
Accordingly, the BCPM inputs for these factors have been sel 10 zero
The usage inputs, line-to-trunk ratio, the percent of local calls that are
interoffice, and the call completion fraction were set to values
consistent with the SCIS and Costmod runs  The maximum number

of nodes on a SONET ring was setl o eight

WHAT INPUT PRICES FOR LABOR AND MATERIAL CHANGED
FROM THEIR DEFAULT VALUES?

As indicated above, GTE has developed company-specific values for
those material and labor inputs that deal primarily with the loop (1)
manholes; (2) conduit systems, (3) poles, (4) guy wires and anchors,
(5) NIDs and drops; (6) cross-connect boxes, (7) coppel cable, (8)
fiber cable; and (9) DLCs These matenal and labor inpuls are baseu
on the prices that GTE currently pays for these inpuls in Flonda In
Exhibit DGT-1, the inputs have been presented on a combined
material and labor basis, in order to preserve the confidentiality of the

dala

WOULD IT BE CORRECT TO BASE GTE'S COST ESTIMATES ON
THE LOWEST INPUT PRICES FROM AMONG ALL OF THE

10
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HOW WERE GTE'S EXPENSE INPUTS TO BCPM DEVELOPED?
The expense inputs are of three types capilal relaled expenses.
which are expressed as a percent of investment, non-capilal related
expenses, which are input to BCPM on a per-line basis, and the
support ratios for general support assets GTE witness Michael R

Norris addresses these expense inpuls

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes, it does.

12
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Laog Percant Talin inguls Shast iy = 101300 100 00 88 Ol
Loog Parcant Tably Ingate Bhast Oty = 201830 100 0% 8 D0's
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Eapenca % par rvnstment
Expargs ety Dt COE Bwiloturg ] 01T
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Experas inputs Shest Asrial Fitms Culsta o oo
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Erpenns inputs Srast Burmd Coppae Cated [+ omrs
E sparian ingnis Gt Bt F s Cabala o 0 Doad
E spprma inpats Giwet Coread imepstrrart Gpstem o 0oxo

Buppeort Matey Tales
Eromprites bgnts Sl 117 bbolor Vihicis O T oA lw
£ wrme inputs Ghest S114 Bpmcial Purposs v efeciss cos 0 o0
Experns inguts Gheet €115 Carage Werk Egugament e ey ¥ 00w
Espenas inguts Shest 118 Omrwr Work E gpagrrant DEIT™ o T
Esparas inputy Ghest 8112 Furniture 0 I3 0INw
Esparna inputs Shael 171 Oicy Bugppont oM Y
Esparne inputs Sheet 6174 Genersl Purposs Computen 2 % 120V
Sty incomme B Qroes Recewpts Tas Rates
s pllarmou inguts Diusl Suste Tas Fais 130 8 A0e
lncalpracan inputs Bt AV plowwrny T psas 000w 17
bepcafiaracun inputs Sheel [« 2 ™ O T 000
Liates Spmcife ingade Shosst Goroma Racogia Taa 3l 303w
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Epacing oputs
Epmecang Mg Bpmcirg 85T - T8 TS0
Lptrg Poia Spacing 150 - A L]
Gpmcng Gy Bpacwry S007 1507 170
Polad (Mormal):
Structue Infats Bass Cost 388 17 $Tha B
Ttracture bnpats Imgtadatior 358 58 j Selv o]
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Btructure inputs Base Cout Mar iTeam
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Stractune inputs % Agpagrad Telco 50 00 5450
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Benchmark Cost Proxy Model Results

Area Wide Summary Report

TOTAL SUMMARY
GTE CORPORATION
FLORIDA
WIRE CENTERS [90]
Investment Per Line Data
Loop Investment
Switch Investment
10F Investment
Other Investment
Total Investment
Expense Per Month Data
Total Capital Cost per Line
Total Operating Expense per Line
Total Cost per Line
Gross Receipts Tax'
Line Data

Average Loop Length in Feet

Lines Above $10K Loop lnvestment
Number of Households

Number of Residential Lines
Number of Single Business Lines
Muluple Business Lines

Non Switched Lines

Total GRID Lines Served

1 GRIDs with Average Loop Investment per line over 510,000 are capped ot 510,000,

Uncapped
Annual
Amount

852
165

6
142

[P R ELR L L

1,165

2009
1199

A A A

1208
1.00

15317
1,216
1,256,364
1,596,232
287,982
351,120
78.731

2,314,065

Docket No 9BOGS6-TP

Direct Testimony ot David G Tuce
Exhibit No DGT-3

FPSC Exhibit No

Page .r of 112

Capped'
Annual
Amount

B35

165

4]

141

1.148

s s A A

19 83
1198
i1 Kl
099

W W e A

2 Application varies so much on a state by state basis, it ks not included in the Monthly Cont,

Asvammplivn
|GRID] D BCPAD  FLRESULTE. BOPMMIN_ BCTMMIN GRID REPORT C8V
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Benchmark Cost Proxy Model Results
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Key Elements
TOTAL SUMMARY FLORIDA
GTE CORPORAION WIRE CENTEHS [9%0]
lovesiment: LinCapped
Analvsis Total Fer Line

GRID Lines Served 2,114,065

Average Distnbution Length 1,698,251 465 T34

Average Feeder Lenpth 13748499 %92 14,584

Averags Loop Length 35,445,170,600 15,317

Distribution Investment 5 918,502,704 § 397

Feeder Inviament £ 1051546751 § 154

Loop Imvestment (UnCapped) $ 1.9704494% 5§ BS2

Anoual Per
UnCapped Annual Line

Plant Type Investment Percentage Investment
2112 Motor Velucle 5 19.187.632 0.71% § 129
2114 Special Purpose Viehicle $ . 0.00% $ .
2115 Garage Work s 851,732 D03 § 017
2116 Other Work 1 18,312,240 068% § 791
2122 Furnuture s 5,465,281 0.20% $ 2.3
2113 Office b1 35,394 20 1.31% § 1530
2124 General Purpose Computers ] 28,414,730 105% § 11 2%
Total Support Investment 5 107,625,816 199 § 46 .51
2111 Land 5 12,173,387 D45% $ 26
2121 Bulding 1 209,265 487 T § 9l 47
2210 Swiching Equipment 1 182282 984 14 18% § 16520
2230 Cyorcunt “quipment 5 421 8967719 1573% 3 181 I8
1230 1OF Equipment 3 13,190,024 049 3 570
2411 Pole Investment 5 T8, 461,943 29i% § RN
2421 Aenal Cable - Copper i 162,311,519 6H02% § T 14
2421 Aeznal Cable - Fiber ] 140,155 001% § 015

2421 Acnal Cable 5 162,653,734 6.04% § T0.29
2422 Underground Cable - Copper 4 104,551,018 1ER% § 4518
2427 Underground Cable - Fiber ] 21K 463,531 | 6% 11 30
2422 Underground Cable 5 133,014,549 494% § 7 4K
2423 Bunied Cable - Copper $ 904,409,093 3350% § 390 83
2423 Buried Cable - Fiber 5 7,157 636 027% § 3 04
2427 Buried Cable 1 911,366,729 1R § 1493 92
2441 Conduil Investment 5 160,843,721 Qe § 112 7

Total Flant Investment
Teotal Investment

| G B rA A REY Wol% ¥ LIEI0
§  2,694.987.153
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Benchmark Cost Proxy Model Results

Dockel No 880896-TP

Direct Testimony of David G. Tucek

Exhibit No. DGT-3
FPSC Exhibit No
Page ¢ of112

Key Elements

TOTAL SUMMARY FLORIDA
GTE CORPORATION WIRE CENTERS |90]
Investment: UnCapped

UnCapped Annual Monthly Per

Expense Account Expensc Percentage Line Cest
6110 Network Support 1 IBETH 001% § 0 00}
6120 General Support 5 24,050,340 444% § 087
6210 COE Switch 1 66,285 T30 12.24% § 1139
6230 COLMAOF Transmission 5 11038819 204% § 0.40
6310 Information 10T 5 - 000 § -
6411 Paoles 1 857,077 016% $ [RIR)
6421 Aenal Copper Cabie 5 $.253,001 152% § ({11}
6421 Acnal Fiber Cable 5 3,539 00 § 000
6422 Underground Copper Cable s 486,685 009% § 0.0
6422 Underground Fiber Cable 5 34,958 0% § 0.00
6421 Buried Copper Cable 1 11,984,511 6.28% § 1.22
6427 Baried Fiber Cable 4 57,789 00l% % 000
6441 Conduit lmvestment System 5 530,426 010% § {102

6410 Cable & Wire b 44 208 306 K16% § 1 5%
Total Plant Specific Expenses 1 145,622,272 168 § 424
Plant Non-Specific Expenses
G510 Other PP&E b1 aote § .
6530 Network Operations 5 1,030,212 019 § 0 -
6560 Depreciation/ Amorn £ 208,649, TR I851% § 751
6610 Markeung 5 41,163,792 79T § ] 35
620 Customer Opr Service 3 46,621,005 B61% § | 68
6710 Executive & Planning 3 5,153,886 095% § oy
6720 Geaeral & Administration s 66,958, 859 12.36% § 141
6790 Prov Uncollectibles  § 24,342,113 447 § 0 RR
Total Plant Non-Specific Expenses 3 195,919,659 T3.11% § 1426
Total Operating Expense $ 341541930 100 00%, 19.%0
Federal and State Taxes $ 144 670,763 1 £
Return On Investment § 204,490,083 5 136
Monthly Cest per Line 4 890,702,777 5 11 08
Gross Receipts Tax' $ 27831594 $ ] 00

Asvgmptiond.
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. Benchmark Cost Proxy Model Results
Key Elements
TOTAL SUMMARY
GTE CORPORATION

Investment: Cn-pptd'
Lines Above S10K Loop lavestment = 1,216

Docket No BBDBS9E-TH

Direct Testimony of David G Tucek
Exhibt No. DGT-3

FPSC Exhibit No

Page ¢ of 112

FLORIDA
WIRE CENTERS [90]

Capped Annual Monthly Fer
Eipense Account Exipense Percemlage Line Cost
6110 Network Suppor 5 IRARTG 001% 3 1w
2120 General Suppon 1 24,050, 540 446% § K7
6210 COE Switch 5 &6, 285,730 1229% % 139
6230 COENOF Transmission 5 10,970, 5904 201% % 0 40
6310 Information 10T s . 000% § -
i 1! Poles 5 850,261 0 16% 3 0ol
6421 Aerial Copper Cable s 5,217,138 151% § 030
421 Acrial Fiber Cable b 1678 nmeL § (K
6422 Underground Copper Cable 3 ARG, 09 009 § 0
6422 Underground Fiber Cable % 29.90% 001% § 0 D)
1423 Buned Copper Cable 5 33,897.304 6 I8% § 1
6423 Buned Fiber Cable 5 49,155 nol% § 0 (3
6441 Conduit Investment Sysiem 5 4R 346 009 § 002
410 Cable & Wire $ 44,015 684 Bl6% § 154
. Total Plant Specific Expenses $  148)81TH 269%% $ $ 24
Plant Neg-Specific Expenses
6410 Other PPAE 5 - oot §$ .
%30 Network Operalions $ 1,030,222 019 § (i
6560 Depreciation/ Amon s 206 816 887 I8 4% 5 TS
6610 Marketing H 43,163,792 N, § | 5%
6620 Customer Opr Service 1 46,621,005 Bod% § 1 6%
6710 Executive & Planning $ 5,151 B8 096% § 019
6T General & Admimistration 5 66,958 BE9 1I241% § 141
;744 Prov Uncollectibles 5 24, 3142111 4 51% § 1 KR
Total Plant Non-Specific Expenscs 5 394,086,763 73058% § 1419
Total Operating Expense $ 530468497 100 00% 1943
Federal and State Tazea $ 142 446,052 $ i
Return On Investment § 201,290,159 b 73%
Moathly Cost per Line § BN 204,909 s 1] K1
Giross Receipts Tax' $  21,831,5% s | 00

1 GRIDs with Average Loop lavestmenl per line over $10,000 are capped wt $10,000,
IApp!knﬂuurhilnmlﬂlnuij state basis, It is not inchuded in the Monthly Cost.

Avmgmpthon
[GRID] D BOPLO I FLRESULTR, m_m_m_WT CEY
.ur:tumu . BOPAMTN | CAPCOST - BCPMMIN

REPORT_BCPMMIN_FL2 XLS Page 4

712788 116 FM




Dwect Tesbmoy of David G Tucek
Exhibit No. DGT-3

Docket No 980696-TP

FPSC Exhibit No

Page 7 of 112

T £14 NIrAIDE LG43

(1) ST LAY v v T A ¥ Y8 1iEeE inlw wE L s parary ) QIED MEL
[TFs 12 TR sii il o9l i ]| Ll fTa s Ty} sl o+ L] pRgRLa o
M T Lo LI Livin Wi i S0 e L ¥l wa ] Madunny spdapy
Tis L1 $iT5 Lo 1T 13 wi L aley nre i ] g ey o gy
Mg L0 i (o MO0 IR ATy Ll AT IHwir Wi L T ]
L 5T [9hg ariall wyilr o i e | nl'si i (14 [ T
sl LT St LNy sl owv el el wie'tg el W kios wallur) doe] )
mrl {a¥r s el PRl Ti3 1 it el bk oL e opa doo)
il 174 (U = i W'l T Bl nel or i) womnguEee] S0 ]
g T
Loy i g ) B
LT t wal $ sl $ MK $ (L % ik | Y Y § wmr £ Mie $ liwr § ] ) W9)
v il § il £ § oml § (0it £ sl § esll § Wil $ Iim £ i % P F = ]
s od s 5 sl § 1L § el t it $ Nl I K § Llsis § Lo % e ey
PR B
TN A £ § om0l $ HI'l t s § oLt § &0 T e 8 P E] (L
irl § A $ it £ Wl § Irl § il £ M § Wl § ET 3 Ll 1 pecEaiiia NG}
] wl i 10 31 S ¥ £ 9 $ i 59 L I % L AR
vl ¥l § 9 5 i § Wi 1 ol L S Y| § ul t i $ wi 1 RIS YRR
Y | sl L 11 f S § 5 " L BN t wol L S L § Wi §  pemumsay door] padesu) mOL
W] S 3] TSR]

ey leo'ol < 000l % 1005 005 1650 OGEISIISE EEESIISY  BSYMIK MM eI wY 1] deasn Gysaag
foe] SHALNED FHLW padds ja)) posaEang
VAIHO4 NOLLYEOdE0D 11D
AHYIKWAS TVYLOL

s)nsay PPy Axeag 150) EWEY




Docke: No 980896-TF

Dwrect Testimony of David G Tuce!

Exhibit No DGT-3

FPSC Exhibit No _
Benchmark Cost Proxy Model R F29¢ 7 of 112 N

Armis Report Format
FLORIDA
WIRE CENTERS [90]
TOTAL SUMMARY
GTE CORPORATION
Investment: UnCapped
Small Medium
Account UnCapped UnCapped
Account Description Number Investment e Investment e
Plant In Service
Land & Suppon o s 5
COE Swatch 210 | S $
COE Curemt 1230 5 ]
Poles 411 b 5
Acerial Cable 2421 5 00 | § 0 00
Underground Cable 2423 5 0.00% | % 0 e
Buried Cablc 1423 1 000 | 5 0007
Conduit 2441 5 -]
Total Plant in Service 1 5
Plaat Specific Expenses Amouni i Amount e
Network Suppon 6110 5 0] § ) (N
General Support 6120 |$ 000%) § 0 00%s
. COE Switch 6210 |S 000 § 0 0
COE Transmission 6230 -1 0] § 0 ()"
Loformanon 10T 6310 3 000%] $ 0 0P
Cable & Wire 64l0 |3 000 § 0 00
Total Plant Specific Exp 3 0.00%] § 000"
Plant Nen-Specific Expenses
Other PPAE 6510 5 O[] § 0 00
MNetwork Operabons 6530 5 0] § 0
Depreciation/Amon 6560 5 0,00 § 0,00
Markenung 6610 b 000%)| S 0 O
Customer Opr Service 6620 5 0.00%] $ 1) 0%
Executive & Planning 6710 5 0.00%] 5 0 0%
General & Admmistration 6720 5 0.00%] 5 0 00
Frov Uncollectibles 6790 5 0 00%] § 0 00rs
Total Plant NonSpecifice Exp) 5 0.00%| $ 000"
Total Opernting Expenss 5 ]
Operating Taxes
Federal and State TI00 |3 5
Groas Receipts Tax 40 |8 3
Total Tax s %
Return On Investment 1 5

@
ORI} DOBCPMA I FLRESULTS, ABCPMMIN_ BCPsMIN_GRID_ REFORT 3V

FROCESSING - BOPMMIN  CAPCOST - BOPMMIN

REPORT_BCPMMIN_FL2.XLS
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Docket N, YEUOE- I+ -‘
Direct Testmonv of David G Tucek
Exhibit No DGT-3

FPSC Exhibil No
. Benchmark Cost Proxy Model Page /< of 12
Armis Report Format

FLORIDA

WIRE CENTERS [90]

TOTAL SUMMARY

GTE CORPORATION

Investment: UnCapped

Large Total
ﬂiﬂlﬁ nntnpp-ld
Account Description Imvestment e Inveitment e

Plant In Service

Land & Suppon 1 329,064,690 5 129,064,690

COE Switch 5 382,262,984 3 382,282 984

COE Cucunt 5 417,086,803 $ 417 086,803

Poles 5 fRA461.94) $ TEA61.94)

Acrial Cable 5 162,653,734  13.47T% s 1626537  134T%

Underground Cablc 1 133,014,540  11.02% 4 131,014,549 11.02%

Buried Cable 5 911,566,729 7551% |5 911,566,729 T7331%

Conduit 3 2608517212 % 260,853,122

Total Plant in Service $ 2694987153 § 2604 987,153
Plant Specifi- Expenses Amaunl Y Amount Y

Network Support 5 IBETL 0.01%] 5 18,876 0 0F%

General Support H 24,050,540  4.44%] 3 24,050,540 444%

. COE Switch $ 66,285,730  12.24%] § 66,285,730 12.24%

COE Transmission 5 11,008,819 20-%] § LLOIER19 2.04%

Information 10T 5 - 0D0%] S - 0.00%

Cable & Wire 5 44 108,306 £.16%] § 44 208 306 B 16%

Total Plant Specific Exp b 145622272 1689%| S 145,622,272 26 %%
Plant Non-Specific Expenses

Other PPEE 1 . 0.00%] § - 0,00

MNetwork Operations 4 1,030,222 0.19%] § 1,030,222 0.19%

Deprecuation/Amon $ 108,645,783 IESI%1 S 208,649,783  3H.53%

Marketng $ 43,163,792 797%] § 43,163,792 7.97%

Customer Opr Service 5 46,621,005 g61%] S 46,621,005 E6l%

Execunve & Planmang 5 153,886  095%] S 5151886 0.9%%

General & Admunstraton 5 66958850 1236%] 5 66,950,859 12 .36%

Frov Uncollectibles 5 24,342,111 4 497] § 14342111 4 4%

Totsl Plant NonSpecific: Exp{ § 395,919,659 73 11%]5  395.919.659  73.11%

Totsl Operating Expense 3 541,541,930 5 41,541,930
Operating Tazes

Federal and State $ 144,670,763 5 144,670,761

Gross Receipts Tax s 27,831,594 $ 27,831,594

Total Tax $ 172,502,157 1 172,502,387

Return On lovestmeni $ 204,490,083 1 704 490,083

Alecog ook,
[CRID) DABCTPMY VFLRESULTS BCTMMIN_BCT
FROCESSTNG « BOPMMIN : CAPCOST - DCPMMIN

REPORT_BCPMMIN_FL2 XLS Page 2 127982 11 PM




Docket No. 980696-TP

Direct Testmony of David G Tucek
Exhibit No DGT-3

FPSC Exhibnt No

Benchmark Cost Proxy Model R Page 7/ ©of 112

. Armis Report Format
FLORIDA
WIRE CENTERS [90]
TOTAL SUMMARY
GTE CORPORATION
Investment: Capped'
Lines Above 510K Loop Inv: 1,216 Smal Fedium
Account ~ Capped ~ Capped
Account Description Number Investment s Investment e
Flani In Service
Land & Suppon 2110 |s s
COE Switch 2210 5 5
COE Crreunt 2230 5 4
Poles 2411 5 3
Acrial Cable 2421 5 000 | § 0.0
Underground Cable 402 5 000 |5 000"
Buned Cable 2423 5 00M: |5 0.00%%
Conduit 2441 5 5
Tetal Flant in Service 3 5
Plant Specific Expenses Amount e Amaeunt %
Network Support 6110 5 . 0.00%]) § . 0
General Support 6120 | § 0.00%] $ 0 00
. COE Switch 6210 5 0.00%] § 000
COE Transmission 6230 3 0.00%] 5 0 (1%
Informanon 10T 6310 5 0 00 $ 0 D
Cable & Wire 6410 ] - 0 0% § 000"
Total Plant Speeific Exp s 0.00%) 5 0.00%
Plant Non-Specific Expenses
Other PPEE 6510 3 0] § 0 00
Aetwork Operations 6530 5 0.00%] 5 0 0%
Deprecistion/ Amor 6360 5 0.00%] § 0,002
Marketing 6610 1§ 0.00%) § 0.00%
Custometr Opr Service 6620 | S 0.00%] § .00
Executive & Planning 6710 5 0.00%] § 0007
General & Admunistration 6720 |5 00| § 0 %
Prov Uncollectibles 6790 ] 0.0k $ 0.0
Total Plant NoaSpecifice Exj 5 0.00%] 3 0 P
Total Operating Expense 5 5
Operating Tazes
Federal and State T200 5 5
Ciroas Receipts Tax Ti40 | S $
Total Tas 3 s
Heturn On Invesiment 5 b

i GRIDs with Aseruge Loop lnvestmant por line
ever S10.000 are capped a1 $10.000.
[EIESICEE N
[GRID] DABCPM I FLRESUL TS\ ABCPMMIN_BCPMMIN_GRID_REPORT CSV
PROCESSING - DOPMMIN | CAPCOST - BOPMMIN

REPORT_BCPMMIN_FL2XLS Page 1 7127/98 2:12 PM




Benchmark Cost Proxy Model Resull

TOTAL SUMMARY
GTE CORPORATION

Total Annual Cost of Local Service= §
Uncapped State Average Monthly Cost= S

Monthly Cost Number of

Category Houscholds
S0-=5 3 0
$5<=510 0
$10<=515 0
§5'5<=5%20 11,268
$20<=525 78,452
$25<=3530 319,289
$30<=535 503,806
$35<=540 200,098
$40<=545 80,406
$45<=850 32,803
$50<=555 10,284
$55<=560 6,632
$60<=565 3
$65<=570 959
§70<=5875 921
$75<=5100 4,411
$100<=5150 2,107
$157<=5200 705
$200<=5250 326
$250<=5300 263
$300<=5500 250
$500<=51000 273
$1000+ 0
Total Households 1,256,364

Addsins LGRS,
[URID) DB 1 FLARESUL TSL ABCTPMMIN_BOPHMIN_GRI
PROCESSING - BCPMMIN CAPCOST - DCPRMIN

REPORT_BCPMMIN_FL2 XLS
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Direct Testimony of Dawd G Tucek
Exhibit No DGT-3

FPSC Exhubt No. __

Page /= of 112

FLORIDA
WIRE CENTEKS [90]

§90,702,847.03
32.08

Number of

Loop Category Houscholds
0 <= SKN 93,344
SKf <= 10KM 284,089
IOKf <= I5KR 301,349
15K At <= 20K1N 232,576
20K A <= 25KA 138,388
25K <= JOKAt G50.610
30Kt <= 40KM1 BS99
40K A <= SOKR 20,380
SOKft <= 60KN 5,496
GOKM <=TOKR 1,733
TOKR <= BOKAM 1,524
SOKM <= 90K 482
90K ft <= 100KA 250
100KA <=150KM 227
1SOKf <= 200KA 2
200K1f+ 0

Loop Information Length

Mimmum Loop Length 1]
Maximum Loop Length 160,119
Average Loop Length 15,317
Lines Above $10K Loop Inv 1.216

Tr27/98 116 PM
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Benchmark Cost Proxy Model Results

Docket No 980696-TP

Direct Testimony of David G Tucek
Exhibit No. DGT-3

FPSC Exhibit No

Page s+ of 112

Inventory Report
TOTAL SUMMARY
GTE CORPORATION
FLORIDA
WIRE CENTERS [90]
Inventory Detail
Aerial Route Length 30,316,935
Buried Route Length 68,852.178
Underground Route Length 19,662,297
Number of Poles 180,940
Number of Manholes 30,323
Number of DLC-L Termunals 2,460
Number of DLC-S Terminals 612
GRID Line Detail
Grid Lines Served on DLC-L 1,405 864
Grid Lines Served on DLC-S 47,710
Gnid Lises Served on Copper $60,282
2,314,065

Total GRID Lines Served

Adrppieng
|GRID] D ABCTRE | FLRESULTS. BCPMMIN_ BCTMMIN_ GRID_REFORT CEV
PROCESSING - BOPAMMIN | CAPCOST - BCPMMIN
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Docket No 98J696.TP
Direct Tesumony of David G Tucek

S witching-Global Inputs Exhibit No DGT-3
FPSC Extubit No
Page /= of 112
Manual Inputs
Global inputs
SS7_SESS 300,000.00] 557 Investment - SESS
S57_DMS 160,000.00 557 Investment - DMS
Engincering_Opuon D Default Engincered CUS and Calls per Ling
USF_Option D Calculation of USF Investment per Line
HB_Mualt 2] *Heavy Business” Loading Muluplier
Min_Mult 1.2 M inimum Loading Muluplica
Bus_Pen_Ral 0.3] Bunnews Pencgration Ratio
[ExcessCCS_Option L] Include Reserved CCS Investment in Line Por o Usage?
LT_MDF_Prot_USF_Pc 100% Poruon of line protector and MDF aanbutable to USF
Line_Port_LISF 100% Paruon of Line port atiributable w USF
LineCapConstraint 80,000 Line Capacity Constraint
|ECSCapConstraint 1,800,000 CCS Capacity Constraint
(CallsCapConstraint 600,000 Calls Capacity Constraint
[Loc_TDM Calls 0.98| Drrect Rowted Fracuon of Local Interoffice Traflic
5 _Threshold 40004 Small Office Standaione Threshald
H_Threshold 35004 Small Office Host Threshold
A_T hreshoid s00] Small Office Remote Threshold

Page 1
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Direct Testimony of David G Tucek

Docket No. 980696-TP
Exhibit No. DGT-3

FPSC Exhibt No
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Docket No. 9806896-TF

Direct Testmony of David G Tucek
Exhibit No DGT-3

FPSC Exhibit No

Page - ol 112

P quiired Hioguikrsad

Rl
s5C BR% 12% TL15% 21.715% 15 360
SD B4% 16% 7180 28.20% 2.5 360
T 1% 9 2SE-02 T199% 17.01% 13 360
TX 6% 14% 67 89% 211% B 360
uT 8% 11% 71.09% 28.91% 2.5 360
VT 9% 21% 70.21% 29.19% 23 3 60
YA 85% 15% 65.62% M E% 15 .60
WA % 16% T1.14% 28 §6% 2% 360
WV 89% 11% 76, 00% 24 00% 2.5 3.60
Wi 4% 16% 69 67% 30.31% 13 360
WY 2% 18% 69.03% 30.97% 2.5 3160
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Direct Testmony of David G Tucek
Exhibit No DGT-2

FPSC Exhibit No

Page /7 o112
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Docket No 980608-TP

Direct Testmony of David G Tucek
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FPSC Exhibt No

Page .-  of 112
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Docket No Yo 1 H

Direct Testimony of David G Tucek
Exhibit No DGT-3

FPSC Exhibt No
Page -+ of 112

[SwWStateD«

Stale
Rl . . 0.0117
sC . . D.0117 0.0738
5D 0.0117 00738
N 0.0117 00738
TX 0.0117 0.0738]
uT 0.0117 0.0738
VT - 0.0117 0.0738
VA - 0.0117 0.0738
WA . ; 0.0117 00738
WV - - 0.0117 0.0738
Wi . 0.0117 00738
WY - D.0117 00738




Dockel No S808586-TH
Direct Testimony of David G Tucek
Exhibit No DGT-3

FPSC Exhibit No
, Page - = of 112
SWSitateDy
Roquirsd Fearired Floaunt 4] Rogquied - [ R Fascuinad
1 - = T :
,, Common Percant of 6857 Usage
mﬂ" “&Power | thatare ABSBH Feature Calls’ | 1o Basic
State Faclor | Factor | (Interoffice CC8MTrunk | Total Calls Calls

AL 0.0577 0.0682 % T} 0% 355
AK 0.0577 0.0682 [ 28 K W% 254
AZ 0.0577 0.0682 60% 28 8 0% 25%
AR 0.0577 0.0682 B0 758 Wk 75% |
CA 0.0577 0.0682 [ 28K WE 5%
[a0) 0.0577 0.0682 60'% PN ] R 254
CcT 0.0577 0.0682 B0 pin WE 254
DE 0.0577 0.0682 0% pi 8] W b
DC 0.0577 0.0682 60% 28 B W% LT
FL 0.0000 0.0000 8% 28 i 5%
GA 0.0577 0.0882 0% 288 1% 5%
H1 0.0577 0.0682 [ 288 W% %%
ID 0.0577 0.0882 6% LR M Mg
IL 0.0577 0.0682 0% B E ik %%
IN 0.0577 0.0682 60 2ER 0% Mg
1A 0.0577 0.0682 [T pIN ] % 255
KS u.cﬂ? 0.0682 Hia 288 A 4%
KY 0.0577 0.0882 [ 288 0% pLL]
LA 0.0577 0.0682 6% 288 UrE 5%
ME 0.0577 0.0682 oY I8 8 0% 5%
MD 0.0577 0.0682 % 288 e 25%
MA 0.0577 0.0682 6% 288 Urs 144G
Ml 0.0577 00682 60% 58 Wrk p L1
M. 0.0577 0.0682 ol 288 I 254
MS 0.0577 0,0682 0% 288 30 24%
MO 0.0577 0.0682 [ 288 s 5%
MT 0.0577 0.0682 0% 258 W%k 5%
NE 0.0677 0.0682 0% 5.8 3% 255
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BCPM Spacing Inputs

Feeder Spaciug Table

|

s Units.

10.00

1000

104
104

1000
10
10

10

10.00
s . |

4 R T T
Guy
0 750 175 1750 10
[ 750 175 1750 10.
101 7% 175 1750 10
201 750 175 1750 10
651 750 175 1750 10
a5 750 175 1750 10.
2551 750 175 1750 10.
5001 750 175 1750 10,
10001 780 175 1750 10.
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BCPM Expense inputs

Expense Inputs
Aggregate Support Inpuls
: R T A e 1] hw‘ l‘ 'im
Aggregaie Supporn Level at: 3 000] % 2000
Aggregate Suppon Level at- 5 o) s 3000
Aggregate Support Level a 5 00| s £1.00
Aggregste Support Level at 5 soo0| 3 5000
Aggrepate Suppor Level st 5 6000 | 5 &0.00
Aggregale Support Level at: 3 T000| S 7000
Aﬂﬁﬁwm&l: 3 BODO | § §0 .00
Support and Expense Factors for Tier 1 Companies
Support Ratio Table
[ ki s ¥i TR ‘1 Lr T, Support Accousts ok Ll
hsre Y Sk g+ A T T T SR T Y
DBl% DRl% ORI
0.000% 0.000% 0.000%
0.036% 0.036% 0.036%
0.774% 0.774% 0T7T4%
0% 0.231% 0231%
1.4%0% 1 496% 1 496%
1.201% 1.201% 1.201%
4 5499 4 549% 4 549%
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BCPM Capital Costs Inputs
Capital Cost Inputs

-.'.I.h!'l.'_ Tax Life] Salvage Survivel
. (years). | (years) | (perceat) Carve | Gompertz C | Gompertz G | Gompertz S
Square Life 000000000  0.000000X
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S LEREEA L] 002459161

o omal

=

423333338338

HHHE

EEEMEHE_E

-
LA

EBLE
:

-5.710M1270
571031270
010144970

010144970
-£.97443950
L T103 270
D001 14623
AOMATIIN
L1004
000114623
00137230
000114623
001372330
000114623

0013723
0372330

0 14552408
14552408
001557655
0.01557655
016316108
0, 14552408
0o0n3E1T
(0.003STI4
002401188
000038171
oo01572M
0.00038173
00035720
0.00038173
0.003572H
0.00057234

INPUT_BUPMMIN_FL2

ITHE 1A

Ziy jo #o/abey
ON ka3 OSdd

£-15Q ON Hgux3

weony © pueq jo Auownse ] PAIQ
| -8590868 ON 1200




!'-:rm.t—--:r--*

ABDLFLXA
ALFAFLXA
ALTRFLXA
ANMRFLXA
BARTFLXA
BAYUFLXA

LEKWLFLXA
LKWLFLXE
LLMNFLXA

BUPM POC Lines bile

REDACTED

Page 1 0l

LAAAT L U ORI T ) I
Meect Tastimany af Dayid

whailll Fdws

AT 1

FPSC Exhibl No
Page /~+ ol 112

T2 2 1M

v Tucak




Direct Testimony of David G Tucel

. z Exhibil No DGT-3
BCPM FCC Lines File £PSC Exhibt No

REDACTED

NRSDFLXA
OLDSFLXA
OSPRFLXA
FRCYFLXA
PLMTFLXA
PLSLFLXA
PNTRFLXA
. PNLSFLXA
POINFLXA
PRSHFLXA
PSDNFLXA
PTCYFLXA
RSENFLXA
SARKFLXA
SEKYFLXA
SGBEFLXA
SKWYFLXA

SMNLFLXA
SNSPFLXA
SPBGFLXA
SPBGFLXS
SPRCTLXA
SRESTFLXA
SSDSFLXA
STGRFLXA
SWTHFLXA
TAMPFLXE
TAMPFLYX

@
TRSPFLXA

UNVRFLXA

' T8 2 1t FM
Lines xls Page 2of 3




Lines xls

BCPM FCC Lines File

REDACTED

Page ol 3

Direct Testimony of David G Tucek -3
Exhibit No DGT-2
FPSC Exhibd No
Page /o4 o1 112

T2TM8 T 1 M




LAMLAE 1Y DOWDITED- |
Duect Testmony of David G. Tucek

. Exhibidl HNo. DGT-3
BCPM SCM File FPSC Exhibit No

pag\ﬁ dremroaf 112

REDACTED

ealy PRLNE

Lines xls I Page') of3




LIOCaEl U SOUDHD- |
Direct Testmony of David G Tucel

, Extubit No. DGT-3
BCPM SCM File FPSC Exhibit No

Page /~9 of 112

REDACTED

Lines xls

Page 3ol 3 TrE9E T NP




ABDLFLXA%6H

ALTRFLXARSA

CNSDFLXATIH
CRWDFLX A
CYGRFLXAJIH
DNDNFLXATI
DUNDFLXA4IH
ENWDFLXA47
FHSDFLXARSO
FRSTFLXAGIH
ONDYFLXAST
HDSNFLXARSH
HGLDFLXA64H
HNCYFLXA4IH
HMCYFLXN424
HYPEFLXADSO
INLKFLXARSA
INREFLXXS%H
KYSTFLXATIH
LGBEFLXAI38H
LEALFLXAYSH
LELDFLXAGEH
LKLDFLXESGH
LKLDFLXNESH
LEWLFLXAGTH
LKEWLFLXERS
LLMNFLXADS
LNLEKFLXASYH

Lines xis

I

3
i2s
128
328

BCPM Switch UserData File

REDACTED

Page 1 of

B W

Direcl Tesumony
Exhibit No. DGT-
FPSC Exhibit No
Page s/

‘:;f David G Tucek
3

of 112

TR AR M




E}s-ract Testmony of David G Tucek
Exhibit No. DGT-3
| BCPM Switch UserData File EPSC Exhibtt No

Page s,/ of 112

REDACTED

LRGOFLXASSH

LUTZFLXAS4H
MLBYFLXARS
MNLEKFLXARS
MYCYFLXA32
NGHHFLXAISH
NPRCFLXAB4H
NRPTFLXA4ZH
NRSDFLXAISH
OLDSFLXAESH
OSPRFLASGH
PECYFLXARS
PLMTFLXATIH
PLSLFLXAT9H
PNCRFLXAT)

. PHNLSFLXADSO
POINFLXAISA
PRSHFLXARSA
PSDNFLXAH
PTCYFLXATSH
RSKNFLXAGEH
SARKFLXARSA
SEKYFLXA34H
SGBEFLXASGH
SKWYFLXADS
SLSPFLXA3IH
SMNLFLXAZIH
SNSPFLXA3TH
SPEGFLXADSO
SPRGFLXS86H
SPRGFLXAITH ‘
SRSTFLXADSO
SEDSFLXASL '
STGRFLXATEH
SWTHFLXADS
TAMPFLXEDS0
TAMPFLXOGTH
THNTFLXADS0

TMTRFLXADSD
. TREPFLXA93IH

UNVRFLXA9TH

. WITE 2 1K P
MR Page 203




BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

In re: Determination of the Cost of )

Basic Local Telecommunicatlions )

Service, pursuant to Section 364 025, ) Dockel No 9B0696-TP
)
)

Flonda Statutes

DIRECT TESTIMONY OF
DR JAMES H VANDER WEIDE
ON BEHALF OF
GTE FLORIDA INCORPORATED

AUGUST 3. 1998




g8 ]

o ot B W

L]

10
1
12
13
14
15
16
17
18
19
20
21
22
23
24
25

GTE FLORIDA INCORPORATED

DIRECT TESTIMONY OF DR. JAMES H. VANDER WEIDE

DOCKET NO. 980886-TP

I. INTRODUCTION

WHAT IS YOUR NAME AND BUSINESS ADDRESS?

My name is James H. Vander Weide |am Research Professor of
Finance and Economics at the Fugqua School of Business of Duke
University. | am also President of Financial Strategy Associates, a
firm that provides strategic and financial consulting services lo clients
in the electric, gas, insurance, lelecommunications, and waler
industries. My business address is 3605 Stoneybrook Drive, Durham,

North Carolina

WOULD YOU PLEASE DESCRIBE YOUR EDUCATIONAL
BACKGROUND AND PRIOR ACADEMIC EXPERIENCE?

| graduated from Comell University in 1966 with a Bachelor's Degree
in Economics | then allended Northwestern University where |
sarmed a Ph D in Finance. In January 1972, | joined the faculty of the
School of Business at Duke University and was named Assistant

Professor. Associate Profeseor, and then Professor

Since joining the faculty, | have taught courses in corporate finance,

investment management, and management of financial instilutions
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have been published in Amencan Economic Rewew, Financial
Management, Journal of Finance, Journal of Financial and
Quantitative Analysis, Journal of Bank Research, Journal of
Accounting Research, Journal of Cash Management, Management
Science, The Journal of Portfolho Management, Atlantic Economic
Journal, Journal of Economics and Business, and Computers and
Operations Research. | have written a book utled Managing
Corporate Liquidity: an Introduction to Working Capital Management,
and a chapter for The Handbook of Modern Finance, “Financial

Management in the Short Run ”

HAVE YOU PREVIOUSLY TESTIFIED ON FINANCIAL OR
ECONOMIC ISSUES?

Yes | have submitted testimony and/or testified on the cost of capital
investment risk, incentive regulation, pncing, depreciation,
accounting, and other financial and economic issues before the
Federal Communicalions Commission, the Federal Energy
Regulatory Commission, the National Telecommunications and
information Administration, the Canadian Radio-Television and
Telecommunications Commission, the US Congress, the publc
sarvice commissions of 39 slates and the District of Columbia, and

the insurance commissions of five states

WHAT IS THE PURPOSE OF YOUR TESTIMONY?
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| have been asked by GTE Florida Incorporated ("GTE") 1o make an
independent appraisal of the average cost of capital 10 be used as
input in the cost model selected by the Commission for determining

the cost of providing basic local telecommunications service

WHAT AVERAGE COST OF CAPITAL DO YOU RECOMMEND FOR
USE IN FORWARD-LOOKING STUDIES OF THE COST OF
PROVIDING BASIC LOCAL TELECOMMUNICATIONS SERVICE?
| recommend that an average cost of capital of 12 65 percent be used
in forward-looking studies of the cost of providing basic local

telecommunicalions service

IS THIS COMMISSION REQUIRED TO USE A FORWARD-
LOOKING COST METHODOLOGY IN THIS PROCEEDING?

Yes. The Florida Legislature has ordered this Commission 1o
determine the “total forward-looking cost” of providing basic service
(Fla Stat. ch 364.025(4)(b)). When referring to the long-run forward-
looking economic cost of providing services, economists sometimes
use the term, total service long-run incremental cost ("TSLRIC") |
have therefore determined the economic cost of capital lo GTE on a
forward-looking economic basis. As | discuss later in my lestimony
an economic cost study of a service thalt is being offered by a firm
such as GTE operating in a compelitive environment should include
an economic cost of capital that is forward-looking, rather than

backward-looking and accounting based The forward-looking
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HOW DOES THE COST OF CAPITAL AFFECT INVESTORS'
WILLINGNESS TO INVEST IN A COMPANY?

The cost of capite. measures the return inveslors can expect on
investments of comparable rnisk Rational investors will not invest in
a particular investment opportunity if the expected return on that
opportunity is less than the cost of capital Thus, the cost of capital

is @ hurdle rate for both investors and the firm

DO ALL INVESTORS HAVE THE SAME POSITION IN THE FIRM?
No. Debt investors have a fixed claim on a firm’'s assets and income
that must be paid prior to any payment to the firm's equity inves1ors
Since the firm's equity investors have a residual claim on the firm's
assels and income, equity investments are riskier than debl

investments Thus, the cost of equily exceads the cost of deb!

WHAT IS THE OVERALL OR WEIGHTED AVERAGE COST OF
CAPITAL?

The overall or weighted average cost of capral is a weighled average
of the cost of debt and cost of equity, where the weights are the

percentages of debt and equity in a firm's capital structure

CAN YOU ILLUSTRATE THE CALCULATION OF THE OVERALL
OR WEIGHTED AVERAGE COST OF CAPITAL?
Yes Assume that the cost of debt is 9 percent, the cost of equily is

15 percent, and the percentages of deb! and equity in the firm's




o o

@

10
"
12
13
14
15
16
17
18
19
20
21
22
23
24
25

capital structure are 25 percent and 75 percent, respectively Then
the weighted average cost of capital is expressed by 0 25 imes 9

percent plus 0.75 limes 15 parcent, or 13 5 percent

HOW DO ECONOMISTS DEFINE THE COST OF DEBT
COMPONENT OF THE WEIGHTED AVERAGE COST OF
CAPITAL?

Economisis define the cost of debl as the marke! interest rale that a
firm would have 1o pay on newly-issued debt obligations In efficient
markets, the market interest rate is also the bes! estimate of future
interest rates. The correct economic definition of the cost of debt 1s

thus forward looking and market oriented

HOW DO ECONOMISTS DEFINE THE COST OF EQUITY
COMPONENT OF THE WEIGHTED AVERAGE COST OF
CAPITAL?

Economists define the cost of equity as the return inveslors expect 10
receive on alternative equity investments of comparable nsk Since
the return on an equity investment of comparable risk 1s nol a
contraciual return, the cost of equity is more difficull to measure than
the cos! of debl. There is agreement, however. as | have already
noted, that the cost of equily Is greater than the cost of debl There
is also agreement among economists that the cost of equity, like the

cost of debt, is both forward looking and marke! based
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market values of debt and equity. (See, for example. Brealey/Myers,
Chapter 9, page 214, Pnnciples of Corporate Finance, Fifth Ediuon,
1996, McGraw-Hill ) For example, if a firm's debt has a markel value
of $25 million and its equity has a market value of $75 million, then its
total market capitalization i1s $100 million, and its capilal structure

conlains 25 nercent debt and 75 percent equily

WHY DO ECONOMISTS MEASURE A FIRM'S CAPITAL
STRUCTURE IN TERMS OF THE MARKE T VALUES OF ITS DEBT
AND EQUITY?

Economists measure a firm's capital structure in terms of the marketl
values of its debt and equity because that is the best measure of the
amounts of deb! and equity that investors have invested in the
company on a going-forward basis  Furthermore, economists
generally assume that the goal of management is 10 maximize the
value of the firm, where the value of the firm is the sum of the market
value of the firm's debt and equity Only by measuning a firm's capital

structure in terms of market values can its managers choose a

financing strategy that maximizes the value of the firm

HOW DO INVESTORS MEASURE THE RATE OF RETURN ON
THEIR INVESTMENT PORTFOLIOS?

Investors, like economists, measure the rate of return on their
investment portfolios in terms of the market values of the debl and

equity in their portfolios Suppose an investor has a portiolio.
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purchased in 1977 for $20,000, which has a market value of $100 000
at the beginning of 1997 Further suppose that the vaiue of the
portfolio at the end of 1997 is $112,000 and that the investor earns
interest and dividends of $3,000 during the course of 1887 Then,
assurming fo simplicity that dividends and interest are not reinvested
in the portfolio during the year, the investor's rate of return in 1997 1s

15 percent [{112 - 100/100) + 3/100 = 15 percent]

DOES THE $20,000 INVESTMENT MADE IN 1877 AFFECT THE
CALCULATION OF THE INVESTOR'S RATE OF RETURN ON
INVESTMENT IN 19977

No. The fact that the investor purchased the portfolio in 1977 for
$20 000 has ro bearing on the investor's earmed rate of return in
1997 Thus, the histonical or embedded cost of the investment is
irralevant 1o the calculation of the rate of return. Investors calculate

their rate of return based on market values, not book values

YOUR EXAMPLE CLEARLY DEMONSTRATES THAT THE
INVESTOR'S EARNED RATE OF RETURN IN 1997 DEPENDS ON
THE $100,000 MARKET VALUE OF THE PORTFOLIO AT THE
BEGINNING OF 1897, NOT ON THE $20,000 HISTORICAL COST,
OR BOOK VALUE, OF THE PORTFOLIO AT THE BEGINNING OF
19887. DO INVESTORS MEASURE THE REQUIRED RATE OF
RETURN FOR 1998 IN TERMS OF THE MARKET VALUE OR THE

10
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containing all of the firm's debt and equity secunties would be 135

percent (.25 x 9 percent + .75 x 15 percent = 13.5 percent)

Thus, the investors' required rate of return from an investment in the
company is the same as the company's weighted average cosl of
capital, where both the required rate of return and the weighted
average cost of capital are measured in terms of market value

weights

IS THE ECONOMIC DEFINITION OF THE AVERAGE COST OF
CAPITAL CONSISTENT WITH THE WAY COMPETITIVE FIRMS
DETERMINE THE REQUIRED RATE OF RETURN ON
INVESTMENT DECISIONS?

Yes. Compelitive firms equate their required rate of return 'o their
average cos! of capital, where the average cos! of capilal is

measured in terms of market value capital structure weights

DOES THE REQUIRED RATE OF RETURN ON AN INVESTMENT
VARY WITH THE RISK OF THAT INVESTMENT?
Yes. Since investors are averse 10 risk, they require a higher rate of

return on investments with greater risk

DO ECONOMISTS AND INVESTORS CONSIDER FUTURE
INDUSTRY CHANGES WHEN THEY ESTIMATE THE RISK OF A

PARTICULAR INVESTMENT?

12
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Yes Economists and investors consider all the risks that a firm might

incur over the future life of the company

DO INVESTORS ALSO USE MARKET VALUE WEIGHTS TO
MEASURE THE RISK OF THEIR INVESTMENT PORTFOLIOS?

Yes. One measure of investment risk is @ company s beta Using the
previous example, where the firm's debt has a markel value of 525
million and its equity a market value of $75 million, i the firm's ceb!
has a beta of 5 and its equity a beta of 1 2, then the beta on a $100
million portfolio containing all of the firm's debt and equity would be

1025(25x.5+ .75x 1.2 = 1.025)

WHY DO INVESTORS MEASURE THE RISK AND RETURN ON
THEIR INVESTMENT PORTFOLIOS USING MARKET VALUE
WLIGHTS RATHER THAN BOOK VALUE WEIGHTS?

Investors measure the risk and return on their investment portfolios
using market value weights because market value weights are the
best measure of the amounts the investors currently have invested in
each security in the portfolio From the investor's point of view, the
historical cost or book value of his investment 1s entirely irrelevant 1o
the current risk and return on his portfolio. Thus, the return, and the
risk or uncertainty of the return, can only be measured in terms of

markst values

13
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IS THE ECONOMIC DEFINITION OF THE AVERAGE COST OF
CAPITAL CONSISTENT WITH REGULATORS' TRADITIONAL
DEFINITION OF THE AVERAGE COST OF CAPITAL?

No. As noted above, the economic definition of the average cost of
capital is based on the market costs of debt and equity, the market
value percentages of debt and equily in a company's capital
structure, and the future expected risk of investing in the company
Regulators, in contrast, have traditionally defined the average cost of
capital using the embedded cost of debt, the book values of debt and
equity in a company's capital structure, and the risk of investing n a

franchised provider of telecommunications services

WHAT IS THE DIFFERENCE BETWEEN THE MARKET COST OF
DEBT AND A COMPANY'S EMBEDDED COST OF DEBT?

The market cost of debt is the rate of interest a company wouid have
to pay if it issued debt under today's markel conditions The
embedded cost of debt is the company's tolal Interest expense
divided by the total book value of its debt Thus, the embedded cosl
of debt is an avernge of the interest rates the company has paid in
the past to issue debt securities This calculation of the embedded
cosl of debl however, provides no basis for measunng the market

cost of debt.

WHAT IS THE DIFFERENCE BETWEEN THE MARKET VALUE

AND THE BOOK VALUE OF A COMPANY'S DEBT?

14
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Yes. The book value of a company's equily 15 defined as the book
value of a company's assetls minus the book value of the company's

debl

Book Value of Equity = Book Value of Assels - Book Value of Debt

Since the book value of a company’'s assels, in turn, 1s egual to the
historical cost of a company's assels minus accumulated
depreciation, the book value of a company’s equity can also be slaled
as the historical cost of a2 company's assets, minus the accumulated
book depreciation on these assels, minus the book value of a

company's debl

Book Value of Equity = Historical Cos! of Assels - Accumulaled Book

Depreciation - Book Value of Debt

Thus, the book value of a company's equity reflects the historical cost

of the company’s assels

WHY HAVE STATE AND FEDERAL REGULATORS DEFINED THE
AVERAGE COST OF CAPITAL IN TERMS OF EMBEDDED COSTS
AND BOOK VALUES RATHER THAN FORWARD-LOOKING

COSTS AND MARKET VALUES?

16
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State and federal regulators have defined a company's average cost
of capital in terms of embedded costs and book values because these
concepts were consistent with the regulators’ accounting model of the
firm. Economists, in contras!, generally employ an economic mode!
of the firm in which forward-looking costs and market values are the

relevant standards

IS THE TRADITIONAL STATE AND FEDERAL REGULATORY
DEFINITION OF ThE AVERAGE COST OF CAPITAL CONSISTENT
WITH THE ECONOMIC PRINCIPLES UNDERLYING A FORWARD-
LOOKING COST STUDY?

No As | have already noted, such studies are based on forward-
looking economic costs, as required by the Flonda Legislature (a5
well as the FCC). Economic costs are forward looking and markel

based. not backward looking and accounting based

IN SUM, THEN, WHAT IS THE PROPER DEFINITION OF THE
AVERAGE COST OF CAPITAL FOR USE IN THE FORWARD-
LOOKING COST STUDY THE COMMISSION IS TO CHOOSE IN
THIS PROCEEDING?

The Telecommunications Act of 1896 (“the Act’) removes all barriers
to entry for basic local telecommunicalions services and opens the
market to full competiion in @ competitive market for basic local
lelecommunications service, forward-looking economic cost is the

appropriate cost benchmark Furthermore. the average cost of capital

17
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market envisioned by Congress Sections |ll and IV of this testimony
below further explain with specificity why the business risks faced by
GTE in providing basic 'ocal telecommunications service justify a

different cost of capital rate

CAN YOU SUMMARIZE YOUR VIEWS ON THE COST OF CAPITAL
COMPONENT OF A FORWARD-LOOKING COST STUDY?

Yes. Such cost studies measure the forward-looking economic cost
of providing service The only cost of capital defintion tnal Is
consistent with the forward-looking, economic assumptions of a
forward-looking cost model .s an average cost of capital based on the
marke! cost of debt, marke! value percentages of debt and equily in
a competitive firm's capital structure, and a forward-looking view of

risk

. RISK
YOU HAVE STATED THAT THE COST OF CAPITAL DEPENDS ON
INVESTMENT RISK. HAVE YOU STUDIED THE RISK OF
INVESTING IN THE LOCAL EXCHANGE OPERATIONS OF
TELECOMMUNICATIONS COMPANIES SUCH AS GTE?

Yes, | have,

WHAT ARE THE MAJOR FACTORS THAT AFFECT THE RISK OF
INVESTING IN THE LOCAL EXCHANGE OPERATIONS OF LECS
SUCH AS GTE?

19
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The nsk of investing in the local exchange operations of LEC's such
as GTE depends on their operating leverage, the level of competition,

rapidly-changing technology, and the regulatory enviranment

WHAT IS OPERATING LEVERAGE?

The provision of facilities-based lelecommunications Services (s a
business that requires a large commitment to fixed costs in relation
{o variable costs, a situation called high operating leverage The
relatively high degree of fixed costs in the provision of facilities-based
telecommunications service exists because of the average LEC's
large investment in fixed assets such as central office. transport. and
loop facilities. High operaling leverage causes GTE's nel income to

be highly sensitive to fluctuations in revenues

WHAT IS THE CURRENT STATUS OF COMPETITION FOR LECS
SUCH AS GTE?

LECs such as GTE offer three basic services intraLATA toll, carner
access and local exchange The intralLATA toll market has become
highly competlitive in recent years Most stales, including Florida
have removed bainiers 1o enlry into this market Customers in GTE s
service territory have the opportunity 1o choose alternate carners for
intraLATA toll on @ 1+ basis In fact. GTE has suffered significant
market share loss in the intralLATA toll market, especially since it
completed implementation of 1+ prasubscription in February 1997

indeed, GTE has informed me thatl approximately two-thirds of new

20
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Services Inc ("ACSI"), AT&T, BeliSouth, City of Lakeland, @ spire,
Intermedia Communications Inc ('ICI)). MCi, MFS, TCG, Time

Warner, Teligent, and WorldCom

DO YOU HAVE ANY EVIDENCE THAT COMPET ITIVE LOCAL
EXCHANGE CARRIERS INTEND TO COMPETE VIGOROUSLY IN
THE LOCAL EXCHANGE MARKET?

Yes On the signing of the At the AT&T Chairman declared that
ATET inter.1s tc capture a thir . of 1+ local market within the next few
years. He o's0 asserted that AT& " v ws interconnection with Bell
company networks as only on® means of entering the local exchange

market

“We also plan to enter the local market by other means
The technology and the pariners are available to us
right now. And in some cases were already using
them For example, we've doubled our use of allernate
access providers over the last year We've already
signed contracis with 20 allernale access companies
covering G5 cities. We're also pursuing the use of
cable based telephony and even fixed wireless
technology. As you know, 200 million Amerncans live
within the cellular and PCS termitories where we're
already licensed | should also tell you that, on a

salactive basis, we'll buld our own natwork faciliies 1o

22
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offer local services We're already designing the
networks. and we'll begin installing fiber nngs and new
swilching technology in several cibes Most of our large
busiress customers are already hard-wired o the AT&T
neiwork for long distance A substantial number cf the
hnes serving customers from our digital swiltching
cenlers are connecled directly to the offices of business
customers Under the prowisions of the [Telecom] bill,
anu with some straightforward software changes, we
could begin to handle our business customars’ local
sarvice. The Calformia P U C. has already cleared the
way for us to do this, and we have similar plans for

other slates

Keep in mind that long distance amounts to 70 percent
of the total telecommunication services bill for mos!
companies So | think you'll find that corporations are
far more likely to give their local business 1o & long
distance company rather than give their long distance
businecs to the local company " (Robert E Allen, “The
1996 Telecommunications Bill " remarks delivered at a
news conference in Washington, D.C ., February 8,

1996.)
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13,500 buildings passed, and 490,000 business lines in service TCI
currently provides cable TV service either directly or incirectly (that
is, through affiliates) to approximately 20 5 million subscribers. In
addition, TCI's cables pass approximately 49 million homes, one-third
of the homes in the U S. (Local Competiion Report, Vol 7, No 2.
January 19, 1998, page 1. and "Al Last, Telecom Unbound,” Business
Week, July 6, 1998, pp. 24-31 )

The $11.3 billich acgusition of Teleport and the 348 billion
acquisition of TCI will give AT&T a tremendous boost in its efforts to
provide a complete package of long distance, wireless, Internet
access, and local exchange services o business and residential
customers throughout the country In addition, Mr. Armstrong has
expressed his intention for AT&T to reach agreements with other
cable providers so that AT&T can provide local service through direct
connections to 50 million of its 90 millien customers by the ena of
1999 (*ATA&T Board to end Year With Talks on Cost Cuts, Possibly
Huge Investments,” The Wall Street Journal, December 17 1897 p

B6.)

DO YOU HAVE ANY EVIDENCE THAT INVESTORS EXPECT
ALECS TO BE HIGHLY SUCCESSFUL IN THEIR COMPETITION
WITH INCUMBENT LOCAL EXCHANGE CARRIERS SUCH AS

GTE?

25
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Yes Investors' cpinions about the likely success of the ALECs in
attracting business from incumbents is reflected in the ALECs’ rapdly
rising stock valuations. WorldCom recently paid $14 bilhon for one
ALEC. MFS. and 529 billion for another ALEC, Brooks Fiber
WorldCom has aiso offered $37 billion for MCI, at leasl in pan
because WorldCom places a high valuation on MCI's local exchange
facilities, and AT&T has offered $48 billion for TCI because AT&T
places a high valuation on TCl's direct wireline connection 10
potential customers of its communications services The stock prices
of companies such as ICG and Teleport have also increased
dramatically since mid-1997  Inaead, Teleport's stock price increased
by 70 percent from July 1997 to January 1998, when ATAET agreed to
acquire Teleport for $11.3 billion These companies high market
valuations reflect investors' assessment that the competitive local
exchange carriers will wrest considerable market share from

incumbents such as GTE

WHY HAVE ALECS SUCH AS ATAT, MCI, BROOKS FIBER,
TELEPORT, AND ICG FOCUSED PRIMARILY ON OFFERING
FACILITIES-BASED SERVICE TO BUSINESS CUSTOMERS?

ALECs have focused primarily on providing facililies-based service
{o business customers because lelecommunications prices have
historically been set well above the cost of providing service for
business customers in order to provide support o high-cosl

residential customers, especially those in rural areas Because of the
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current pnce struclure in telecommuricalions, compelilors can
achieve a high percentage of industry profils by attracting a relatively

small paercentage of industry customers

DO THE ALECS ALSO HAVE PLANS TO PROVIDE FACILITIES-
BASED LOCAL EXCHANGE SERVICE TO RESIDENTIAL
CUSTOMERS?

Yes. Al the me the ATR&T/TCI merger was announced. AT&T
reporied that it plans to offer facilties-based communications
services. including local exchange service, lo residential customers
through a new operating unit, AT&T Consumer Services, which “will
own and operate the nation's most extensive, broadband local
network platform” and “provide the broadest set of consumer
communications services—including local, long distance, wireless and
inlernational communications, cable TV, dial-up and high-speed
Internet access services-—all under the AT&T brand name * ("AT&T,
TCI to Merge, Create new AT&T Consumer Services Unit’ ATET
press release, June 24, 1958 ) Indeed, as previously noted, AT&T
prociaims that it “expects ta win up to 30% of the local markel and
boost TCI's cable subscriber base when the two companias complele
their recently announced $4B-billion merger ~ (Local Competiian

Report, Vol 7, No 14, July 6, 1598 )

IS THE TECHNOLOGY CURRENTLY AVAILABLE FOR AT&T AND
OTHERS TO PROVIDE BROADBAND TELECOMMUNICATIONS
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SERVICES, INCLUDING VOICE, TO RESIDENTIAL CUSTOMERS
OVER WIRELINE FACILITIES SUCH AS THOSE ATA&T IS
ACQUIRING FROM TCI?

Yes As Business VWeek notes in its cover story article, July 6, 1998,
page 26, “The technology for providing telephone service over the
cable natwork is now developed enough to offer an economically
feasible—and potentally much better—alternative 1o the existing
copper wire.” Cox Communications has already demonstrated the
feasibility of offering local exchange service over its cable naetwork,
having launched local phone service In four markets where it has
signed 17 percent of the homes where ils services are offered

(Business Week, July 6, 1988, p 30 )

ARE THERE OTHER TECHNOLOGIES FOR PROVIDING
FACILITIES-BASED LOCAL EXCHANGE SERVICE TO
RESIDENTIAL CUSTOMERS?

Yes In addition to its plan to offer bundled communications services
to residental customers over TCl's cable network, AT&T has
developed a new fixed wireless technolagy that will allow it to bypass
the local network for bath residential and business customers that are
not currently in the service termtones of TCI and its affliales AT&Ts
new fixed wirelass lechnology will have the capability of carrying
high-speed digital communications directly 1o most households in the
country at many times the capacity of traditional copper wire The

sarvice, 1o be priced at local rates. will allow ATAT to enter the local
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Yes. Utilicore Corp, a starlup phone company with headquarters in
downtown Sarasota, has targeted "concentrated clusters of
residential customers throughout the state = ("Wired for Success
The Sarasota Harald Tnbune, May 11, 1998 p 12 ) Ulilicore already
has signed interconnection agreements with all of Flonda's major
local phone companies and plans 1o use its own swilches and billing
technology to offer a complete package of local and long distance
service and Inlerne! access o every unil in an apariment or

condominium complex at significant discounts to GTE's 1 iffed rates

DOES GTE FACE COMPETITION FROM OTHER INCUMBENT
LOCAL EXCHANGE COMPANIES?

Yes. BellSouth has announced plans to begin offering PCS and other
local exchange services in GTE's service territory in Flonda In
addition, SBC has announced with respect 1o ils proposed merger
with Ameritech that it plans to deliver fully competitive local exchange
service in 30 new major metropolitan markets throughout the country,
including the Tampa Bay area currently served by GTE ("Full
Competition at the Heart of SBC-Ameritech Merger’ SBC press
release, May 12, 1998, “SBC Could Be Coming," 5! Pefersburg

Times, May 15, 1998, p. 1E )

ARE INVESTORS PRIMARILY CONCERNED WITH CURRENT OR
FUTURE EXPECTED COMPETITION WHEN THEY ASSESS THE

INVESTMENT RISK OF GTE?
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Invesiors are pnmarnly interested in future expected competition when
they assess the investment risk of GTE because expected fulure
competition i1s a primary determinant of volalilily in the expecled

returns on their investment

CAN GTE'S INVESTMENT RISK BE MEASURED BY GTE'S
CURRENT SHARE OF THE LOCAL EXCHANGE MARKET?

No GTE's current share of the loca! exchange market reflects its
historical position as the franchised provider of local exchange
services in its service territory  GTE's privileged position as the
franchised provider has been eliminated As a resull cf this
elimination and recent technological advances in telecommunications,
some 240 firms have been certificated 1o provide local exchange
sarvice in Florida There can be no doubt that GTE's future market
share of the local exchange market will be less than its curren! market
share Indeed, GTE's expenence with competition in the intraLATA
toll market suggests that its market share will rapidly deciine as

certificated carriers begin offering local exchange services

HAVE AT&T AND OTHER COMPETITORS RESTRICTED THEIR
LOCAL EXCHANGE OFFERINGS TO MAJOR CITIES?

No. Wireless North and McLeodUSA, for example, have been formed
to offer compelitive local exchange service in rural areas of the
country Wireless intends to use its PCS licenses in lowa, Minnesota.

North Dakota, South Dakota, and Wisconsin along with a 2.500 mile
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that competition will increase, GTE's current market share 1S a poor

indicator of fulure compelition and risk

IS GTE ABLE TO COMPETE ON EQUAL TERMS WITH
COMPETITORS IN THE LOCAL EXCHANGE?

No GTE faces a number of disadvantages in its efforts to compete in
a fully compelitive local exchange market As the incumbent LEC,
GTE has the obligation 10 provide lelecommunications services to all
customers, even those whose rates fail to cover the cost of providing
service Telecommurucalions prices have historically been set 1o
provide subsidies lo high-cost customers in low densily geographic
areas Such subsidies are inconsistent wilh the compelilive
framework of the Act Although the Act requires the FCC and ne
States 1o implement mechanisms that eliminate the implicit subsidies
that have previously financed the prowision of basic local
telecommunications service, the Act fals to identify how such
subsidies can be replaced. In truly compelitive markels. there are no
sources to subsidize prices that are lower than cos! Invesiurs are
concemed that the universal service support mechanisms that will be
put in place may not be sufficient to balance the incumbent LEC's
obligation to continue to provide service in high-cost areas while

competilors are free lo serve only the most profitable markets

WHAT IS THE IMPACT OF RAPIDLY CHANGING TECHNOLOGY

ON TELECOMMUNICATIONS COMPETITION?
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Rapid advances in telecommunications technology are a primary
driver behind the increasing level of competition faced by the local
exchange companies Advances in semiconductor technalogy have
both increased the capabiity and lowered the cost of
telecommunicat.ons equipment, so other firms can compele more
easily with local exchange companies Breakthroughs are also
occurring 1n fiber optic. data communicalions and wireless
lechnologies The capacity of fiber oplic networks 15 increasing
dramatically, thus allowing fiber-based competilive access providers
io offer more services Recent advances in data communications and
Internet protocol  technologies. especially lechnologies for
transporting voice signals over data communications networks offer
yet another oppartunity for bypassing the local loop Sprint recently
announced plans to offer local exchange services over d new
nationwide packel-swilched data network  New data networking and
Internat protocal technologies are also the major factors reducing the
cost of providing local exchange services over cable networks AT&]
has announced its intention 1o rely on these technologies in its
upgrade of the TCI network Wireless technology 1s also changing
rapidly  Analysis anticipate that AT&T's new fixed wireless
technology will allow AT&T to completely bypass the local loop in
areas not served by its recently acquired cable TV facilities In sum
technological developments have substantally eroged  the

competitive advantage once enjoyed by local exchange comparies
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HOW DOES RAPIDLY CHANGING TECHNOLOGY AFFECT THE

RISK OF INVESTING IN LOCAL EXCHANGE COMPANIES SUCH

AS GTE?

Rapidly changing technology increases GTE s risk in two ways First
it threatens GTE's ability lo recover the investment cost of its new
lelecommunications plant Second, it reduces the cost of entry for
compelitors Rapid advances in fiber oplics, wireless, and mulimedia
transmission technologies, for example, have shontenad the economic
lives of the LECs’ current investments in copper-based facilities and
allowed cable TV, inlerexchange. and wireless companies 10 compele
efficently to offer local exchange service Advances in these
technologies further threaten the LECs' heavy investmentn landline

{elecommunicalions senvice

HOW DOES REGULATION AFFECT THE RISK OF GTE?
Since regulation impawrs GTE's ability lo compete on the same terms

as s compelitors, regulation increases the rnsk of investing in GTE

HOW DOES THE FORWARD-LOOKING RISK OF INVESTING IN
GTE'S LOCAL EXCHANGE BUSINESS IN FLORIDA COMPARE TO
THE FORWARD-LOOKING RISK OF INVESTING IN GTE'S
PARENT COMPANY?

The forward-looking risk of r.esting »n GTE's local exchange
business in Flonda is greater than the forward-looking nsk of

investing in GTE's parent company because GTE s local exchange
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business in Florida has less geographic diversily, less diversity of
products and services, less abilily to realize economies of scale and

scope, and less access 1o the capital markels

HOW DOES THE FORWARD-LOOKING RISK OF INVESTING IN
GTE'S LOCAL EXCHANGE BUSINESS IN FLORIDA COMPARE TO
THE FORWARD-LOOKING RISK OF INVESTING IN THE S&F
INDUSTRIALS?

The forward-looking risk of investing in GTE's local exchange
business in Flonda 1s approximately equal (o the forward-looking risk

of investing in the S&P Industnals

DO YOU HAVE ANY EVIDENCE THAT THE FORWARD-LOOKING
RISK OF INVESTING IN GTE'S LOCAL EXCHANGE BUSINESS IN
FLORIDA IS APPROXIMATELY EQUAL TO THE FORWARD-
LOOKING COMPOSITE RISK OF INVESTING IN THE S&P
INDUSTRIALS?

Yes | noted previously that the forward-looking nsk of investing in
GTE's local exchange business in Flonda 1s grealer than the forward-
looking nsk of investing in GTE s parent company The average Value
Line market-weighted beta tor the Regianal Bell Holaing Companies
(“RHCs’) and GTE's parent company 15 95 as compared o the
average beta of approxmately 1 0 lor the compan:es included in tho
S&P Industinals A beta of 95 canno! be statistically distinguished

from a beta of 1 0 Since the forward-looking risk of GTE 1s greater
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than the forward-looking nse o GTE s parent ang the tarvard-loasing

nsk of GTE s parent 1s approsimately equal to the forwara Telal Xigle NG
of the SAP Indusiniais the SEP Incusitals are i conservative pros

fioe this Boeswaited Tosckinig tesks of ovwrsstineg m Gl

IV. GTE'S COST OF CAPITAL ESTIMATE

HOW DID YOU CALCULATE THE COST OF CAPITAL THAT

YOU RECOMMEND FOR USE IN THE COST STUDY THE
COMMISSION WILL CHOOSE IN THIS PROCEEDING?

| calculated the weighted average cost of capital to be used (1 e
farward-loaking cast study by employing I markaet Base |
percentages of debt ana equity in the capital struclures of
competitive flirms. the market cost of det A the miarhe! regquired
rate of return on an eguity investment in compelitive hirms ol

comparable risk

HOW DID YOU MEASURE THE MARKET-BASED
PERCENTAGES OF DEBT AND EQUITY IN THE CAPITAL
STRUCTURE OF COMPETITIVE FIRMS?

| calculated the average markel-based porceniages of detit ar
equity In the capital structures of the S&F Ingustnals a compas

of all large compettive companies m e L S oecannmmy e et

~J
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backward-looking monopbly assumptions n the cost of capilal

component

WHAT IS THE AVERAGE MARKET-BASED CAPITAL
STRUCTURE OF THE S&P INDUSTRIALS?

As shown in Schedule JVVY-1 the markel-based capilal slructure
of the $&P Indusinals al December 31 19597 contains 18 28
percent debt and B1 72 percent equity The average marnet-based
capital structure of the S&P Industriais for thie live-year penon
ending December 31 1997 comains 22 45 percent debt and 77 52
percent equity From the data | have examingd | believe the five
year average capnal structure of the S&P Industrials s &
conservalive estimate of the target capital structure GTE would
employ in the competitive local exchange environment Assumed by

a forward-looking econgmic Cos! sfudy

HOW DOES THE AVERAGE MARKET-BASED CAPITAL
STRUCTURE OF THE S&P INDUSTRIALS COMPARE TO THE
AVERAGE MARKET-BASED CAPITAL STRUCTURE OF THE
LOCAL EXCHANGE COMPANIES?

The market-based capital structures of the local exchangeoe
companies cannot be getermined because the:r stock 15 ot
publicly raded Thus a companson of the average market-based

capital structure of the SEP Industinials to the average market
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based capital structure of the local exchange companies 1s nol

possiblie

HOW DOES THE AVERAGE MARKET-BASED CAPITAL
STRUCTURE OF THE S&P INDUSTRIALS COMPARE TO THE
AVERAGE MARKET-BASED CAPITAL STRUCTURE OF THE
RHCS AND GTE?

As shown in Schedule JVW-2_ the markel-based capital struciure
of the RHCs a.d GTE at December 31 1997 contains 19 86
percent debt and BO 14 percent equity and their five year average
markel-based capital structure conlains 22 77 porcent depl an.
77 23 percent equity Thus the average market based camtal
structure of the RHCs and GTE 1s approximately equal to ihe

average market-basea capilal slruclure ol the SEP Industnals

DO THE MAJOR INTEREXCHANGE CARRIERS EMPLOY
APPROXIMATELY THE SAME PERCENTAGE OF DEBT AS THE
RHCS AND GTE?

No Ac also shown in Schedule JVW-2 the major interé@xchange
carriers employ sigivfinantly less debl and more 2guily than the
RHCs and GTE Their average markel-based capitil structure i
December 31 1997 contains 12 B8 percent debl ang 87 12

percent equily while theyr hivé-year average marketl-based capitdl

structure conlains 18 75 porcent el and B 25 percent equit
¥
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HOW DID YOU MEASURE THE MARKET COST OF DEBT
INVESTMENTS?

| used the & 94 percent vield to malurity on Moody s A-raled
industrial bonds for March 1998 as reponted in Moody s Investors
Service Credit Survey Apnil 1958 This estimate 1s consarvative
because it does not include the flotation costs that must be pad to
issue the dept securiies required to inance the bulding of local

exchange facilites on a torward-looking Lasis

HOW DID YOU MEASURE THE MARKET COST OF AN EQUITY

INVESTMENT IN GTE?

| apphied the DCF Model 1o the SAF Industnals

WHY DID YOU APPLY THE DCF MODEL TO THE S&FP

INDUSTRIALS?

fic noted above & proper fonward looking econamic cos! study o
the provision of basic local exchange service |s based on the
assumption that the market for local exchange Sitviras s
compattive Al the present himu there are no pubilicly-lraged
companigs thal have built telecommunicalions netwires soiely tor
the purpose of providing local cachange sefvices ina competitive
markal Since the S&P Industrials are a well-known sampie of
pubhicly-traded compelifive Compares whiose nsk on dvergge

approximates lhe nsk of providing telecommunicalions sefvices ifl

a1
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a competitive markat | beliove tho SETY Industoal groug s o gt
proxy far the nsks of investing in the laciiligs reguired 1o provide

local exchange services on alorward 100kng Dasis

Q. WHAT DCF RESULT DID YOU OBTAIN FROM YOUR
APPLICATION OF THE DCF MODEL TO THE S&P
INDUSTRIALS?

A As shown on Schedule JVW-2 | obtained a markel-weighled
average DCF cost of equity of 14 30 percenl for the S&P

Industrials

Q. WHAT IS YOUR ESTIMATE OF GTE'S OVERALL COST OF
CAPITALY

A | estimate GTE's overall cost of capital to be 12 65 percent based
on a b 94 percent market cost of debl o caputal struciute
containing 22 45 percent debt and 77 &8 percent equity. and a cod!

of equity of 14 30 percent

Q. DOES THIS CONCLUDE YOUR TESTIMONY?

£ Yoo it doos
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Oucounted Cash Flow Analysis of the S&P Industnal Group

Company

LIST Ing
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Walgreen Co
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Xerox Com

Wmghted Avaraga

Stock  Quarterty

Price

$29 282
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$50.157
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$38 407
$41 782
$83.969
$106.250

Dividend

$0.405
s$0.210
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$0.170
$0.400
$0 340
£0 160
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$0.200
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Mean
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Growth

5%
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