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Mt. Blanca Bay6 
Aorida Public Service Commltllon 
2540 Shumard Oak Boulevard 
Tallahassee. Florida 32399·0860 

N (/) 
CD 0 

Re: Docket No. 980696-TP • In re: Determination of the Coat of Beale Local 
Ttlteommunleetlona Service, Pursuant to Section 384.025. Florida 
Statutea 

Dear Ma. Bay6: 

Enclosed are the original and 16 eoplaa of Joseph Gillotn'a Direct Testimony on 
behalf of FCCA to be filed In the above docket. 

I have aneloaad an extra copy of tha above document for you to atamp end 
return to me. Plaeae contact ma II you have any queatlona. Thank you for ·;our 
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L lntroducdoo 

Q. Pltue tfate your ume, but!Deu addraa aud ~eupatlon. 

3 A. My name is Joseph Gillan. My business address is P.O. Box 541038, Otliifido. FloridA 

-4 32854. 18lll an economist with a consulting p.111Ctice specializing in tclccommunlcotlon.s. 

s 

6 Q. Plcue brkfly oulllile your tdueatloaal badcvouod and rc:latcd npcrlcnrt. 

7 

8 A. I 8lll o BJIIduate of the University of Wyoming, where J received B.A. ond M.A. degrets 

9 in ecooomic:s.. From 1980 to 1985, I was on the staff of the llliooi5 Commerce 

I 0 Commiuion, where I hid responsibility for the policy anal )"is of issues CI'Clltcd by the 

II cmcraence of competition in regulated marl<cts. in particular the tc.lccommunicotlons 

12 industry. While at the Commission, I served on the staff 5Ubco.mmiuee for the NARUC 

13 Communications Committet and was appointed to the Research Advisory Cnuncll 

1-4 overseeing NAR.UC's rcsearc.h arm, the Natiooal ~tory Research lnstirute. 



1 In 1985, I left the Commission to join U.S. Switch, a venture firm organized to develop 

2 interexcb.mge ICCC$3 IXIworb in pa1nenhip with iodcpcndent local telephonr 

3 companies. At the end of 1986, I MSigned my position of Vice President-

4 Marketing!Strate&ic Planning to begin a consulting practice. Over the past decade:. I 

5 have provided testimony beforo more than 25 Slate commissio115, four state legislatures, 

6 the Fcdenii-State Joint Board on Separati0111 Reform, and the Commen:e Committee of 

7 the United States Senate. I clll'mllly serve on the Advisory Council to New Mexico 

8 State University's Center for Regulation. 

9 

10 Q. 

II 

12 A. 

On whose Mhalr are you tm ltylac? 

I Bill testifying on behalf of the Florida Competitive Carriers Association (FCCA). The 

13 FCCA represents a broad range of telecommunications carriers striving to provide 

14 competitive local and IOiJ!l distance services throughout the State of Florida. FCCA's 

15 members are committed to the continued realization of thAt goal commonly known ns 

16 "universal service" - a goal which, quite candidly, equates to the largeSI possible bnsc 

17 of potential customers for their services. It is FCCA 's bnsic view thAt standard 

18 commercial incentJvc:s (i.e., profit) are the principal motivator for "universal service" and 

19 additional subsidy should be the exception and not the rule. 

20 

2 



1 Q. 

2 

3 A. 

What b tbe purpoee or your tatlmoay'? 

The central aoaJ of this proc.,edina is 10 determlne the undcrlyina cost or the: network 

4 facilities used 10 provide local exchange servl<:e in Florida. As the Commission 

5 opproacbos this tcctnl~ wk, however, it is impor1llntto never lose sight of the purpose 

6 behind the exerme. The study that the Commission adopts here must accurately 

7 estimate the cost of the exchange network, and it must be useful to determine whether 

8 o govcmmcntolly mandated subsidy is needed to encourage the commercial offering of 

9 local servi<:e. The purpose of my testimony Is to identify two charactc:risdcs of an 

10 appropriAte cost model that arc OCCC1S&r}' 10 satbfy this basic objective. 

II 

12 Q. What a"' tbc: two cllandc:ristia thai you ncommftld be part of aa approprlatr 

13 cost study to dc:cc:rmble wbd her " aainnal servic:e subsidy" b atcaury? 

14 

15 A. 

16 

First, an appropriale univCf'SBl scrvic:c cost study should recog.nlz.e that the network 

facilid= (princlpelly the loop and llle fixed costs of local switching) used 10 provide 

17 local exchange scrvic:c inherently provide other services as well (for instnnc:c, vertical 

18 services., toll and ec:ce:ss). The cost of these facililieJ. however. cannot be a.uigned 

19 amolli thae services in 811Y economically meanlnaful way. Rather tlwt pursue the 

20 fool'• errand of C:OSl·auianmcnt. I recommend instead a cost analyais which identifies 

l l the fuJI CQSI of the typical family of exchange sc:rvic:cs offered over these facil ides. This 

3 
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13 
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IS 
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17 

Ill 

19 
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21 

Q. 

A. 

cost Qllllalcr be compared (by the Legislature) to the average price: paid for this family 

of acrvices to ddenninc whether a need for cxu:mal subsidy exists. 

Second, the ltudy used to detcnnine the COSl of "universal service" should parallel -- in 

metbodoiOII)'. inputs and geographic application - the cost analysis u.scd to CSiablisb 

netwotlc clement prices. The n:ason ~ simple. The economic cost of lOCAl exchange 

facilities should be tbc SIIIIC wbclhcr they are u.scd by the incumbent or leucd to on 

entrant. Eslablishlng a competitively neutral universal service mechanism must begin 

wilh a cost aoaiysia tlw can be used in both applications. 

Adopting a cos:-model wilh lhcse characteristics is necessnry to D5SiltC that lhe analysis 

pmentcd to the Florida Lcgblatute can be u.scd to rationally address lhe need (or laclc 

thereof) for a govemmcnlally spo!UOI'ed subsidy. 

Wblcb 1pedllc luu ca d oca your tcatimony sddrtu? 

The specific listed Issues which my testimony addresses = : 

I. What is lhe definition of the basic lOCAl t.elecomrnunications service 

~fcrred to in S«tton F.S. 364.02S(4){b)? 

4 



I 

2 

3 

4 

5 

6 

7 Q. 

8 

9 

10 

II 

A. 

2. For JN1P0'4=S of dclmnining the co~ of basic local telccommunicatioru 

service appopriate for establishing a pennarlCOt unh·ersal service 

mecbani.sm, what is the appropriate cost proxy model to ddermine the 

total forward·lookins cost of providing bosic loco! telecommunications 

service pursuant to Section F.S. 364.0~)(b)i 

Before you tun to tbc apedflc eoat wuca addl'a$Cd In your t callmony, do you ban 

a prdl.allury obtervatlo•f 

Yes. As the Commission begins this investigation, the piiSI provides a tUCful ill5ight. 

In the prccleceuor to lbiJ psoc:ocdins (Docket No. 95·0696-TP). the Commission 

12 inv~ptcd wbetber an lnlcrlm wlivers:&l service (Wid wu ne<"' csary. Desph~ the claim 

13 by mo~ of the ILEC. that a universul servioc fWld was needed immediately. the 

14 Co!l!!llissioo Instead lldopted a proctdun which would allow on incumbent LcC to 

IS petition for wlivenal ~e~vice support if it could prove :s vi/Jid need. In useful contraS1 

16 to their predlction thai universal service was in jcopatdy, not a single ILEC has come 

17 before tbe Commlulon whh o petition for support durinsthc more than two nnd n half 

18 years that this process bu been available. 

19 

20 'l'hU lesson provides Important bllcky..,und to the cost proceeding url\!erway here. 

21 History has ahown lhai iLEC claims concerning the "threat of wmpctition" huvc been 

22 (and, lfrepcatod ben:, would continue to be) unfounded.. Despite numerous cries durins 

s 



1 the 199S procording that wide.spread local competition wus "immineflt", the competitive 

l landiNpe is Uttle different oow than then. There is still no widespread local competition 

3 in Florida and J"LEC earnings continue to grow . 

• 
S Of coursc, one reasor> for these phenomena will become obvious durin& this p~ng. 

6 AI. explllined below, the ILEC raidcntial·monopoly is 1 prof/rob/~ mcnopoly, even with 

7 the relatively low rates for "cUal·tonc· local lefVice being dlaracd today. Th.is 

8 profillbllity ariSCJ beeau~e eustomcn don't typically buy just dial-tone service without 

9 also obtaining othc:r services. The financiAl attn~etivcncss of the residential customer is 

10 d.~dcd by the family of lletVices sold with local lletVice, and an appropriate cost 

II analysis s'lould rccognizc thiJ basic fiiCl. 

12 

13 Q. How doa your Ultiaaoay relate tc tbe lndmDay of otbrr competitive witnesses in 

14 this pro«cdJac? 

I S 

16 A. 

17 

Individual FCCA mcmbc:rs (such BS AT&T) o.rc ulso sponsoring witnesses !hut addn:ss 

the technical details of the HAl model 85 n means to estimate the forward-looking c~ 

18 of cxehnnge faciUties In Florida. rhc I lA I model SAtisfies the criteria I recommend here: 

19 and, as a result, I cndom the Commission's adoption of that methodology. 

20 

6 



U. The lmportan~ of Comprebemlvdy DdlaiDc " Basic Local Service" 

2 to Include All Rdevut Sc!rvlttt and Coat. 

3 

Q. Plcue dacribe your llJidentudiDc of tbc Commission'• task in tbll proceedlnc. 

s 

6 A. In Scdion F.S. 364.02S(4)(b), lhc: Aorida Legislature directed the Commission: 

7 

8 To assist the LcgislaiW'C in establishing a pc:rmancnt uruversal Krvice 
9 mecbanism, the commission ... shall detennioc: •.. !he total forward· 

10 looldng cost, ba3Cd upon the most n:cent commercially available 
I I tc:cllnology and equipment end generally accepted des! an and plnc~ment 
12 principles, of providing basic local telc:communlcations service ... 
13 ... 
15 Implicit in this assignment is the responsibility to define on economically valid cost 

16 methodology and to report the results of its COSI·study to the Legislature in a format that 

17 would allow Informed debate on the need for an external, govmunentally-mandated 

18 subsidy fund. 

19 

20 Q. h It pou lble for lbc Commluloa lo conduct a cost atudy Umllcd to "dial tone" 

21 local acrvlce without IIDpUcallac otbcr aen •lcca? 

22 

23 A. No. A large portion of the cost of facilities which provide local exchange service 

24 (principally the loop and switch) do not provide just local exchange service. These some 

2!1 faeilitles abo provide switched ac:=ss service, vertical services and other intraLA T A 

7 



servioo; as well. This cnsinccring fact carries an important economic implication and 

2 underlies an equally important business reality. 

3 

4 Q. 

5 

6 A. 

7 

8 

9 

Please uplaiD tbc ccoaomk lmpllcatloa or tbb obwrvalloo. 

The economic: implication is that it is impossible to determine the cost of basic: "dial· 

tone" local servillC - a cost which would include the cost of the loop and fixed cOS1 of 

the switch - without also Including in that cost the functionality which underlies other 

servioo; as well. Even thouah these facilities arc used to provide other servillCs, 

I 0 however, there is no cc:onornic:ally correct method to auributc (allocate or assign, choose 

II any term) the cost of these filcilities to indi idual services. 

12 

13 This simple fact acates a rather Jarse dile:mma. If the full cost of the loop and local 

14 switch is included in Lite cost of dial-tone loc:al service - and this cost is then compared 

15 solely 10 the price of ba.slc dial-tone loc:al service .. it is possible to incorrectly conclude 

16 that a subsidy Ia occded even though the customer is highly profitable to serve. 

17 

18 For iliSUUJCe, assume the following se1 of facts: (I) the fixed cost of the loop o.nd loc:al 

19 switch total $20.00 per month, {2) tl'le ILEC charges $1 S.OO/month for local SCTYicc. and 

20 typic:ally sells the average customer $10.00 of optional services that cost $1.00 (given 

21 the altistcnce of the loop and twitch). What conclusions can be drawn from this set of 

22 facts? 

8 



1 The fllSI conclusion b that the QIStOmcr is profitable to serve. The: customer spends 

l $25.00 per month for a family of services that eost $21.00 per month to produce. No 

3 external subsidy is oecdcd or appropriate aince the: eoDSUIIlef is 1111 numcth>e cus:omer 

4 in its own riaJ!t. 

5 

6 Unfortunately, this same set of fiiCU can abo be used to mistakenly assert lhllt this Slime 

7 customer needs to be subsidized. This incorrect eonclusion is rcac~ If the eomparison 

8 considers only the local dlal·tone aervice (lllld price) pBid by eustomct, yet includes the: 

9 full C()!;1 of the underlylna loop IUld local rwitchina facilities. Under this comparison. 

10 the revenue (SIS.OO) i1 lc.a than the "cost" (SlO.OO), implying that a SS.OO subsidy is 

I I now needed to serve a customer which. in fact, produces a $4.00 profit. 

ll 

13 Q. 

14 

15 

16 A 

17 

18 

How can the Comm.uloo auun that the I.Aghllt1.1re b provided the lnformatloo 

to eooduet the appropriate comparbon? 

The way to avoid such a result is to undcrstlllld at the beginning of the cost exercise the 

imporwu linklae between the cost of underlying fiiCiUties Mel the flllllily of services 

they support. This linkaae can be addressed In two possible ways, ooly one of which 

19 I recommend. 

20 

21 First, the Commission can conclude that these facilities are joint-use fltCilitie' and 

11 atu:mJR to DIIQQl!C a ponlon or lhc: CO$l of thcoc foo;lliti""' to cad> rcven..e-producing 

9 



• 

1 servi~ (such as vertical services). For CXlllllple, with the set of fact.s a.ssumcd above, 

2 the CommiJslon can assign the $20.00 loop/switch cost to dial-tone and vertical scrvice1 

3 in proportion to the n:vcnuc rccclvccl. I am no! recommending thisnppronch, however, 

4 because of the inherently arbitrary nature of lhc allocation involved. Fortunately, t~ 

S is a better Wfl'/· 

6 

1 Q. 

8 

9 A. 

10 

What Is the Coaualuioa'• aeeoad oplloa? 

The second approach is consistent with sound economiC$ and costing principles. This 

approach also beains by recognizJna lha! by inc:ludina the cost of the loop and local 

I I swi1ch, the cost study is UIUivoidably inc:ludlna facilitiC$ which provido other profitable 

l l services. However, iDS!CIId ofal1anpting to allocale the cost oflhcsc facilities, the Sludy 

13 wuuld simply include the nmalnlng cosu or l.hc entire family of services. That is. the 

14 Commission would cstlmale the tolal cost of the family of sctVitc& made possible by the 

I 5 loop nod local switch. By lalcina this holistic npproach, there is no need for an Brbi!rlll)' 

16 allocation of these costJ. What is more, this appronch sciS the Slll8c for the Legislature 

I 7 to make a valid determination as to '.nether lltl)' exler ' subsidy is needed because it 

18 would allow the Legislature to compare the tot.al cost and revenue (1111d thus profil) to 

19 provide service to the typical residentlal customer. 

20 

10 
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2 

J 
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5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

Q. 

A. 

h thb recommrad.atioa abo coubltDI with the " huslaaa rullty" that you 

~fercn«d earUer? 

Yes. The revenues from optional C4lling and vertical services (and. if continued to be: 

priced above c:os1. switched access service u ~II) arc only pr11Clit411y avoiloblc 10 the 

customer's local telephone company. Whether served by the cntrunl or incumbc:nl. the 

revenue potential of a cu.uo.l!la' is not determined soltly by the revenue rccxivcd from 

the c:nd·user for basic local exchanse Knice. 't:helc carriers will also expect to receive 

revenues from other lefVices they pmvicle the customer and from the access charges that 

arc imposed on other carriers. 

In these early (i.e., they have not yet SWtcd) years of local competition, there is linlc 

reason to conclude that competition will challenge the traditional pricing of exchange 

services which recovcn exchange COSIS in both the basic service rotc and in the prices 

of the other services that the typical CU$1omcr will purchase. After all, the first goal 

of a competitive cnlnlllt Is to win CU$10men. Entrants ll'USI convince loco! customers 

they sboulcl change carriers and will likely offer serviceJ that arc pnccd similarly to the 

incumbcat LEC. 

The fUndAmental C4lculus clctcrmininga CU$10mcrs profitability is the full COSI of the 

facilities that~ervc h ancl the total revenue from the famlly of services that it purchliSCS. 

II 



Bec:awe !his basic equation defines profilllbility, !he same variables should figure 

2 prominently in any calc:ulatlon lntmded to determine !he nt:ed for subsidy. 

J 

4 Q. b It an unusual commerd.al pndlee to prl« JOmc scrvl~prodods hlp , and 

5 othcn low, whc11 they are typlalJy pn~hucd u a family of scrvl~products7 

6 

7 A. 

8 

No. For ins1ancc, it is genc:mlly recognized !hat ruor-handles are underpriced (indt:ed. 

frequently distribuu:d in promotions) wi!h the cxpecWlon consumers will later purch.ue 

9 more profilllble razor blades. Cellular phones are also priced relatively low. wi!h profits 

10 CJ1I1lcd as cellular users purchase moo: expensive air-time. Is wire-line phone service 

I I so different? 

12 

13 Q. Han you 81IJI1yud the apaul111a pn•tem of Bd lSouth'• residential eu1tomen in 

14 Florida? 

15 

16 A. Y ~ OellSoulh filed with !he FCC a distribution of i•· residential local revenues for the 

17 month of October, 1994. (llnivC1SIII Service Fund 0 . ,,-qUCSI. CC Docket 80-286, 

18 Order released December I, 1994). Lo<:al service revenues were defined 10 include Oat 

19 monthly charges, extended area JetVicc charges, locsl usage cbartles. local mileage and 

20 z.one chargel, locsl Information call chars~ IAXes, Federal and Sl.llu: subscriber line 

21 charges, other mandl1ory IIW"Cbaraes and optional services such u touch tone. call 

21 waltina. call forwardlna, e~e ... 

12 

-----------------------------~ 



ro detennlnc: lbc per<:en~qe ofBeliSouth's residential customers "ilo o!>Wned servlce1 

2 otl. -r !han cliAI·tooc local exchange service, I comp;ued this revenue distribution to a 

3 tvpi•ul monlhly price for diaJ..IOOC service (SI0.6S) plus lbc FCC's subscriber line 

4 charge (SJ.SO). Comparing !his monlhly cost to BeiiSoulh's residential n nue 

5 distribu<ion indiadeS lhat rnughly 91% Of hs residential CU$10rners purchMC more lhllll J 
I 

6 simple dlal-tooc local exchange service. 
J I 

7 1 
8 This swistic is all 11M: more mnukablc coosidering !hat h understaiCS !he revenue 

9 potc:ntial of the typical residential QlSIOmer for three reasons. Fim. the revenue 

10 disuibution did not consider lbc acc:css ='etlucs received from !he i.nterLA TA long 

11 djsranc:e eal.ls lbc avcnac CUSIOmer eilher makes o• receives in a typical month. Second. 

1l lbc revenue disuibution did not corulder intral.ATA toll revenues (or. lllternatively. 

13 ace~ revenues if tbe ILEC does not provide lbc inttaLA T A toll service). Third, !he 

14 rtM:nue dislrlbution included customers wilh only a partial month's service. f~r 

15 understating the typical spending patU:m. 

16 

17 Q. Do you apect that the reveDuca from other urvk ea will become enn more 

18 lmportut Ill the future? 

19 

10 A. YC3. For inltallce, local CWIOmcrs eze also now potential customers for faster access to 

11 Internet servicea using loolk'flhancing t.cchnologjcs such 11.'1 ADSL. ADS I, allows !he 

n CUSIOmer's local loop to JUppon very rapid data spcecb. in addition to lbcir basic local 

13 



I scrvi~. BcUSoulh Is currently fll41ketinglhis service for $59.95 I)Cr monlh, or $49.95 

2 per monlh if lbc c:ustorner sub5cribes to its Complete Choice Plan (a $28.00 per monlh 

J opdon). Tbc point ben: ir !be obvious fllllecy of a:mcluding that a subsidy would be 

4 needed for IUCh a customer - a customer which would provide iu&nllltccd monthly 

S revenues of more lhan $70.00 per monlh- simply because BeiJSouth's "diol-tone" rate 

6 may be less than !be full monthly CO$l of lhc local loop. 

7 

8 All explained above, the "dial-tone" rate is only one component of a customer's revenue 

9 potential. And it Is n:A50.nable 10 expect lhat bolh lhc: incumbent and lhc: entnmt will 

10 offer relatively low dial-tone rates to attract (or retain) subseribm. This pricing 

11 strategy, however. should not provide an excuse for a governmental subsidy to serve 

12 profitable r.wtomcn. 

13 

14 Q. u tbere hlstorlc:al rupport for your cbaraderU:atlon that traditional dlal· tooc 

IS pricing Is a really a commercial atratqy? 

16 

17 A. Yes. Althougb now pot1n1yccl as a "social" responsibility, lbc term "universal service" 

18 was f!TSI embracccl as n commercial goal - 10 cstt~blish the Bell System ns o monopoly 

19 provider of phone Jervice to as many c:ustomc:rs as possible. As recowned by Theodore 

20 Vail, tbe Jlf'CCI!llnent Chairman of lhc: Bell System: 

21 The Bell Company, from lhe commencement oflhc business, intended to 
22 oootrol lhc businesr. The intmt ir not only claimed by all who were 
2J put\CI tO !be ltUUlllllc:mcnl at the timo, but it la muwn in CVCT)I ra.-ord of 

14 
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Q. 

A. 

every transaction in the course of business. One system. one policy, 
unhousal service is bnsnded on the business in the most distinct terms. 

Notes of Theodore Vail. as cit«! in 1M 
Iclecommunjcotions lodumy. by Gerald 
Brock, page I 02. Emplwls in the original . 

Although BeUSouth frequeotly characterizes its prices 85 the ruult of regulation. this 

perspective ignores its own ' "le. As long ago liS 1877, long before regulators entered 

the scene, the price for a set of telephones was $40.00 per year for G business customer 

God $20.00 per year for a residence. (See Brock, The TelecommunjCQtipnslnduS\ry. page 

92). It is a tc:stamcnt to the Strength of the Bell monopoly that I 00 years later G simi!Gr 

differential continues to characterize its local exchMgc prices. The Bell System's 

commercial sclf-intn-est established ita pattern of local exchBnge pricing·· a pattern thtll 

rcgulalors may uave continued, but they did not invenL 

What do you ruommud? 

I recommend thGt the Commission Gdopt in this proceeding a cost SIUdy that estimates 

the forward-looking cost for the typical family of local services. The: cost of this flllllily 

of SCI'\ic:et would include the cost of conventional dial-tone local cxchMge service (i.e., 

the fixed QOSI of the loop God local switch), plus the Gddiliono.l costs tWOCiated with a 

typical spendlna pattern of optional ea.llillg, ecc:ess service and venical service.s. The 

total oost of tbi.s typical 11fT111liCD1CDI can then be: used to compase to the average price 

IS 



for this family of SCTVices to de!crminc whether any c:XImllll subsidy is nppropri4tc: in 

2 FloridL 

J 

4 Q. 

s 

6 

7 A. 

8 

9 

Does tbe Comlllbaloa ban tbe nexlbUity to provide the Lcgblaturc with tbe 

iofonaatloa l'ftOmmead? 

Y c:$. The Commission lw been direcled to rc:pon to the Lcgislatun: the cost of 

providing "basic localtclecommunlc:ntions sc:rvic:c:" (F.S. Chapter 364.02S{4)(b)). One 

of the issues In thls proc:eeding is the appropri11tc definition of "basic loc:al 

I 0 tcleconununlc:ntions SCTVic:c:". Although I am oot n lawyer. I believe that then: is 

I I mbiguity in the St.eMc: concerning the dc:flnltion of the "basic loc:altclecommunic:ations 

12 l>ervic:c:" that is .o be lhe object of this univc:nal a;c:rvicc: cost·Study. 

13 

14 Thls amblauity arises bc:cllusc the Florida Statute first dc:linc:s "b3Jiic local 

I 5 teleconununic:ntions SCTVic:c:" quite specifically in Section 364.02(2). However. the SUlted 

16 purpotc of the COSI·Study required by Section 364.025 is "lt)o IISSist the Legislature: in 

17 c:sll:iblisbing a permanent unlvasal service mechanism". P~ably. thc:rc:forc:. the 

18 intent of S~tion 364.025 is to determine the coSt of "universal service:". a term the 

19 Legislature define:$ quite openly as • ... an evolving level of occc:ss to tc:lecommu.nic:ntions 

20 serviCCJ. .. " (Chapter F.S. 364.025(1). 

21 

16 



' 

This inconsistency can be read to provide the Commission discretion over defining the 

2 precise object of the cost study here - discretion which I recommend the Commiuion 

3 use to conduc:t an ecooomic:ally valid c:o1t llllalysis to CSlllblish the cost of the typic:al 

4 family of services thAt comprise "basic loc:al telccornmunic:&ions service" 115 that term 

5 is used in Chapter 364.025(4)(b). 

6 

7 Altcmativcly, if the Commission docs not dcc:idc to report this "fllll\ily cost" 115 the 

8 single cost measure in its report to the Legislature. I recommend that the Commission 

9 report both the "basic loc:al family c:o1t", along ..,;tb wlultever more l.imited basic tcrvice 

10 definition it adopts. With this infonnation, the Legislature can then judge both the 

I I relative pricing of basic dial·tonc: loc:al service and the relative profitability of the 

12 avc:rngc loc:al residential customer, th=.by making a more informed decision 115 to 

13 whctheT any external subsidy is needed. 

14 

15 JU. Uolvcnal Snvlce and Network Element Prid ng 

16 

17 

18 

19 

20 

21 

22 

Q. 

A. 

Hu the Florid• Lqislalure provided pldanee concemloc tbe type of COJI 

metbodolocr that •hould be aKd to eJtlmatc the " uoinraal Jerviec" cost? 

Yes. The legislation effectively requires that the Commission determine the fon.vvd­

looklng, economic cost of exchange facilitiCJ. Spceilic:ally, Chaplet 364.02S(4)(b) 

requires lbat lhc: Commission detennine lhc: fotWlU'd-looking cost, b4Jed upon the 

11 



I 

2 

3 

4 

5 

6 

7 

8 

9 

10 

II 

12 

13 

14 

IS 

16 

17 

18 

19 

20 

21 
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Q. 

A. 

Q . 

A. 

most recent commercially available teclmology Md equipment nnd gcnerully occcpted 

design and p.laccmcnt principles. Similarly. forwnrd-looking costs should nlso be 

used 10 ~blish lhe price that an ILEC would charge to provide these same focilities 

to a competitor ll a nerwork elemenL AJ I explain below. it is importAnt that these 

standanls be applied consistently. That is, the snme cost analysis should ultimately 

be used 10 clc1mnine ~I scrvicc subsidy and to cstablWl network element 

prices, most importantly &! por1 of a program to dcavcrage network clement prices. 

Wbat would be tbe dfect or calculatlna unlvtrul aen •icf aubsldlu and network 

elcmut pri«< from diiJtftnt eort studla? 

The principal effect would be a competitively diJtorted universal service mechanism. 

Competitive neu'.rulity requires that both the UNE-bascd cntfilllt and the incumbent 

receive the same effective subsidy (assuming that one is available). If entrilllts pay 

network element prices bascd on one cost analysis. yet subsidies are cnlculotcd from 

o different cost study, !hen there would be insiMccs where the subsidy ovoiloblc to 

the entrant would be eil.her too lnrge or too smnll. 

Can you provide a simple eumple to IUust.-.te tbb point? 

Yes. For instance. consilkr a wire center when: the uruversal service cost is 

QLimatcd to be $40.00. If the price of the network clcmrnu used by the entrAnt 

18 



were $50.00 (becaUJC thq were estimated from a difTcmu cost methodology or 

2 nven1pl over a different area}, however, then the subsidy actually needed by an 

3 entrant would be $10.00 pel' month more than the lew! implied by lhc USF con-

4 study. Conwnely, if the netwOrlt clement price~ totAlled only $30.00. then the USF· 

5 cost ltudy would indicate a hi &her 111bsidy than would actually be needed. 

6 

7 Q. Docs tbe FCC llave .a apec:talioa tllat flatu will calculate unlvtnal tervkc 

8 support aad network element prices coashlenlly from tbr same cosl analyall? 

9 

10 A. Yes. In fact, one of the rc11:10m that the FCC encouraged auue-conducted cost studies 

I I was that this process would permit coordination between the calculation of univcnal 

12 service support and network clement pricing: 

13 

14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 

We [the FCC) also afftm1 that sutc-conduacd cost studies have the 
advantage of permitting sutcs to coordinate the bilsis for pricing 
unbundled ~~~:~work clements and detcnnining universal service 
support This coordination can improve rcguiluory consistency and 
avoid such marketplace distortions as unbundled nclwork c:lcmc:nt cost 
calculatiom unequal to 1111iven:al service cost calculotioll! for the 
clements that provide supported services. 

Fcdcn1l Communications Commission, 
Report and Order, Docket 96-45. Adopted 
Moy 8. 1997. pnrngroph 24 7. 

19 
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J 

2 

J 

Q. 

4 A. 

Is II lJDportaDI thai lbe feop11pbk ualt uRCI lo ddrrm.lnr subsidy br tbr aame 

geocnphk Ullll uRCI to ddllle aetwork elemeal prices? 

Yes. There must be a consistcnt policy regarding geogrophic avcfllgiog for bolh 

S netWOrk element pricing and Wlivenal service support. 1bal is, whnlever geogrophic 

6 unll is used for one should also be used for the olher. 

7 

8 Q. Please provide u eumple tbal Wwtntes wby lbe u me ceov-pblc zones Jhould 

9 br uRCI for artwork elemeat prlca .ad ualvrnal Krvice 1uppor1. 

10 

II 

12 

A. Assume that Fl.orit'.a lw only two cxchnnge$1wire-cc:nten: a "high-cost" ex.change 

(wilh a monthly eos1 of $30.00) and 8 "low-cost• exchange ("'ilh 8 rnonlhly cost of 

13 $10.00). For purposes of illustration, assume lhat a single network element price is 

14 emblished for lhese two Florida exchania 'fhc relevant question is then how 

IS should the univenal SCtV!ce cost be aggrepted? 

16 

17 In lhis CXJilllple, the average cost for these two exchanges is $20.00/monlh . If lhese 

18 exchanges are averaged for network element pricing. lhc:n they should also be 

19 aVCI'llgCd to dciQmlne universal service support. To do otherwise would provide the 

10 enll'alll with 100 little support in the low-coSI exchange (lhat is, the entmnt's cost in 

1 1 lhat exchange \lo"OUid be $20,00/month, not SIO.OO), and too much support in the 

:n hig!Kosl ncc""nac (whc:Jc lhe cntnuu'a cost is $20.00 and not $30.00). 

20 
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3 

4 
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6 

7 

8 

9 

10 

II 

12 

13 

14 

IS 

16 

17 

18 

19 

20 

21 

2.2 

Q. 

A. 

Q. 

A. 

Doa thb mt:&D that tbe Comaiuloa abould ~tabU.b new nttwork dement 

prlta deannced for each wire ceater I.D FloridA? 

No. not ncc:essarily. In a perfec;t world, the most efficient outco~ might be to 

cstabli&b sc:paratc nciWOflc element prices for each exchange or wire center. In the 

real world. however. practical considerations -· such as the adminlstrutive dlfficully 

from having sc:paratc rates for each and every wire center in Florida. even if they 

have similar C05I charaetcristics - justify some ave111ging of like exchangej. 

Whatever the level of geographic aven~gina is adopted. however. it should be used 

for both universal service and network element pricing. 

How ab?uld tbh need to eoubtcDtly ddi.Dc universal urvl« CCWI and nttwork 

dement prlen affect the Commlulon'a repon to the Lqlalalurt bert? 

llle Legislaturc hu directed the Commission estimate the network cost using a basis 

no !lJ'CIIIcr than the wire center as the umt of e:stlmation. This means that the starting 

point for the analysis should be a unique estimate of the cost uf the network facilities 

used to provide unlversa.J service in each wire center in Florida. 

This step, however, is only the begiMing. I also recommend that the Commission 

establish a preliminary grouping of wire centers into zones to dcavt1'11ge network 

element prices and report the averaae cost for each of thC$4: 7.0DC3. 

21 
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Q. 

A. 

Fnllllly, because netWOrk element pric:cs ue currently emblished on a st.atewidc 

average basis. I rcc.ommcnd that the CommiJsion abo report to the Legislature the 

st.atewide cost or universal service. 

HaJ "r Commbalo11 prt"VIolllly apra.secl any raervatiOD rooeemiDg w Jng 1 

roosbteof metbodoiOI)' to calaalatc odWork clement pri.ca and universal acrvl~c 

aupport? 

Yes. On April 22, 1997, Chairman Julia Jolwon wrote Reed Hundt (Cbai= of 

the Federal Communications Commission) exprcssins the view that different cost 

srudies should be used to mablish network elctnent prices tlwl should be used for 

univentll service aupport. The basic ratioMle in the letter WII.S that univasal service 

cost should reflect the cost of a "hypothetical" network, while network clement prices 

should be based on the cost of the Incumbent's "existing" nerwork .. 

Althoogh this may have seemed o reasonAble distinction Ill the time the letter was 

drafted, I believe tha.t the dlstlnetion it dn.ws - that i5, the distinetion between the 

forwnrd· looking cost of the existing llnd hypothcrical network - is ovcrstllted. The 

most importAnt criteria of ll1l economic cost o.nalysis arc that it be forward·lnoklng 

and ltasl-cosr. 1'bc1e criteria - and the generally accepted starting point that cost 

proxy mocleb should acc:eptthe ILEC's wire-center loc:a!lons M fixed - effectively 

eliminate tbc modelin& diJiinction referenced in CbaUtnan Joluuon's letter. 
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I. 

The cri•erion that the co111·study be forward-looldng subswllially red~~~:e~ the 

sisniflcance of the cxlJtlna network arcbheeture. It is only appropriate to estimate 

the forward-looking costs of the existing network configuration If the existing 

network conflgurution would be used in the future. In 8Jl Industry with rapidly 

changing technology, however, the existing network is not likely to be the cost-object 

modc.led to de1cnnine forward-looking costs. As a result. any forward-lookinc study 

will model a "hypothctlt:al" network simply because, by definition if nothing else. the 

future bas not yet occurred. 

On the other band - and independent of any theoretical propriery - in pruc:tice 

universal service COJt proxy models do not cQDS!der purely "hypothetical" networks. 

The cost-proxy models with which I am familiar with {the HAl model sponsored by 

competitive cnlnlllt& lllld the rNDETEC model typically sponsored by incumbents) 

begin with the IISSUmption that the location of switches (i.e., the wire center) is futed. 

This "fixed wire center" assumption means !bot the cost being estimated ls the 

forward-lookina investment colt refnvJntto o network wflh tloi!se wlrt centers. There 

is nothing hypolhetlcal about SIUdies which begin with the lwic wirc-<lentc:r footprint 

of the inc:umbc:nL 

Together, these fa.c:-ton diminish the concern exprcued in Chairm1111 JohnJon's letter 

that universal service IU1d network element price~ should be derived from diiTermt 

cost llludie11. Tbc (orward·looldng cril.crion mcarut that an appropriate network-

23 



I clcmCJlt study would evaluase more than the JLEC's existing network; while the 

2 fixed-wire c:eoiU assumption constrains a cost-proxy model 10 estimallng the ILEC's 

3 forward-loolciog cost and not some bypothc:tical oc:t"''Ork. 

4 

5 Q. 

6 

7 A. 

8 

9 

What do yoa reco•mnd1 

I rcc:ommcnd !hal the Commission Slrive 10 consistently apply the same eost 

methodology - includina iiJ gcoara¢llc application - to determine the cost of 

network facilities used 10 provide universal service: aod 10 establish network elc:menl 

10 prices. The end-point of these proccnC' lhould be: 11 consisteotly deftncd unl\•usal 

I I service subsidy l)'ltc:m llld dcaverqcd prices for network elements. Only the: 

12 consiS1Cnt application of the same methodology will OlSUI'C the cm~tion of o 

13 GOmprtitivcly ocutnl univc:nal service: mechanism. 

14 

15 The Commission lhould cstebliab pRliminary zones for network clement pric~ a.nd 

16 report univcral service costs to the f..eaialaturc for each mnc. This information 

17 could then be: ILICd by the J..esWature to evaluate the need for a permanent universal 

18 service rystc:m, and by the Commission to dcavcnge network clement prices on o 

19 aoina-forward basis. Thia 8JlPIDKh Is clearly pRfc:rable to the altc:mative of waiting 

20 for tbc Legislature to cstabllsh a univeraal sa-vice system without thb importont 

21 auid&ncc. and then havina 10 match network clement pric:ca 10 whatever acoaraphic 

2l system the Lqblatun: 8dopu. 

l4 



I Q. 

2 

3 A. 

Does tbll c:oad\lde yoar tettbaoay? 

Yes. 

2S 
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