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EXECUTIVE SUMMARY

1. The major LECs acknowledge that certain of their telephone rates are too high. However, the
LECs claim the proceeds of these excessive rates are going to support residential besic exchange
service (1FR) rates. The truih is that the proceeds of these excessive rates are supporting
excessive eamings by the major LECs. The current rates are producing approximately 19%
return on equity for all three major LECs, well atove the 12% return on equity the FPSC recently
found to be reasonable.

BellSouth is over-camning by over $250 million pc. , car. BellSouth could reduce its toll rates by
one-third, reduce its business besic rates by one-third, gnd reduce its switched access raies by
one-third, without increasing rates for any service, and still produce a very reasonable 12% retum
on equity for its sharcholders.

Under the current “price cap” regulation the three major LECs are allowed to lower their prices
whenever they want. Therefore, the only reason that some of the LECs’ rates are excessive is
because the LECs have decided o price those services to produce excess camings, instcad of
pricing them to produce reasonable rates.

In the less than *hree years of price cap regulation, the LECs have increased their return on equity
from the previcws 12% level to the current level of over 19% return on equity. The LECs’ over-
camings are rapidly growing.

Until the start of 1998, the largest LEC, BellSouth was “sharing™ price regulated. This “sharing”
provided a safety net which prevented the excess earnings from becoming too unreasonable.
Under “sharing”, the excess earnings are shared between the customers and the sharcholders.
However, at the start of 1998, the last “sharing™ price regulation ceased, and now all three major
LECs simply keep all over-eamnings that are produced by their excessive rates.

The Flonda Legislature should empower the FPSC to incorporate sharing of over-carnings in
price regulation. In addition, the level of sharing of over-eamings should be determined by the
FPSC afier appropriate proceedings. Lastly, the Florida Legislature should allow the
Commission access to the LEC information which is reasonably needed for “sharing™ price
regulation,

2. The LECs propose to raise 1FR rates, in retumn for reducing the prices of other services. The
services to be reduced include ~yme non-basic services. However, if that was done, there is no
guarantee that the LECs would not quickly raise the non-basic rates to their previous level or
higher. Under price regulation, the LECs are allowed 1o increase the price cap for nou-basic
services by 6% or 20% per year, depending upon the exchange. They are nol required to even
attempt to demonstrate that those increases are appropriate.




corrected contribution analysis is as follows:

ACTUAL DATA FOR SPRINT-FLORIDA
Per line per month

Contribution o
Residential Basic Exchange $14.23 $£3.21 $11.02
(Including $3.50 EUCL)
Residential Vertical Svs. _3.56 029 321
Total Residential Local $17.79 §3.50 $14.29
Intrastate IntraLATA Toll 1.35 0.04 1.31
Intrastate Switched Access 6.75 0.50 6.25

As can be seen, 1FR produces a higher contribution than does either toll, switched access, or
vertical service. The LECs are much better off providing 1FR than without it. If Sprint dropped
1FR, it would lose $14.23 per line per month of revenue, but avoid only $3.21 of cost, even in
the long run. (See Exhibit AG-6 for other LECs).

8. Residential basic exchange service is not being subsidized. The universally accepted test s
that a service is subsidized only if it is priced below its TSLRIC. The costs that meet the
definition of TSLRIC for Sprint's 1 FR total $3.21 per month, based on the cost calculations
performed by Sprint themselves. Since the 1FR rate ($14.23 including EULC) is over $3.21,
IFR is not receivi* 1a subsidy. The LECs' claims that 1FR is receiving a “subsidy™ is based
upon their miscalculating TSLRIC by including 100% of the loop cost in the claimed 1FR
“TSLRIC,” although the loop costs do not meet the definition of TSLRIC.

9. Since the major LECs mislabel some of their costs, the FPSC should realize that (a) if there
are no loop costs included in a cost, that is the minimum or “floor” cost (TSLRIC). (b) However.
if 100% of the loop costs is included in a cost, then that is the maximum possible allocation
which is a ceiling or “stand alone” cost. It is important to know whether a cost is a “floor” or
“ceiling,” since the correct price is above the “floor”, but below the “ceiling."”

10. At present rates, toll, switched access, vertical services, and 1 FR services are all “subsidy
free”~Each is priced above its TSLRIC “floor” and below its stand alone “ceiling.” (Exhibit AG-
7)

11. The LECs" inclusion of 100% of the loop costs in the claimed TSLRIC of basic exchange
services violates many principles:

a. It violates economic principles. as discussed in Item 6 above.

b. It violates Section 254(k) of wne Federal Telecommunications Act of 199 (TA%6), which
requires that basic exchange services “bear no more than a reasonable share of the joint and
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that one service. The loop costs are properly recovered from the whole family of services that
share the loop facility.

¢. The LECs claim the loop is Jedicated to one service. It is not. When a salesperson calls you
long distance, the IXC is the customer who has “rewit=d™ from the LEC the loop facility that
connects to your home. At that time, the loop to your home is being used to provide switched
access service to the IXC.

f. It is not a “fallacy” that shared use implies shared cost. That is how the entire world operates.
The Smith vs. IBT Supreme Court ruling requires thai principle be used in telecommunications
s well.

g. The fact that 100% of all customers do not subscn e to vertical services or use toll services in
a given month does not mean revenues from those services can be ignored. A fast food
restaurant recovers a portion of their rent in the prices of their french fries and soft drinks, even if
100% of the customers do not buy those products. Two-thirds of BellSouth's residential
customers purchase at least one vertical feature. Of course, even 100% of the population does
not subscribe 1o basic exchange service either.

h. Even if a certain customer does not place toll calls, the loop to that premises maybe still used
for toll service, because those loops maybe used to receive toll calls, which produces revenue for
the LECs.

i. The LECs change the percent of people they claim make toll calls, depending on what
argument the LECs are making. When it suits their argument, the LECs claim that 94% of even
low income customers make long distance calls. However, in another argument where the
opposite number is w. the LECs' interest, they claim that 60% 1o 80% of customers “don’t” make
toll calls. Whatever the number is, the pricing for a category cannot properly be based on the
extreme, but instead is properly based on the norm for that category.

13. At present rates, 1FR is making a very reasonable contribution to the joint and common
costs. Sprint's 1FR service is producing a $11.02 per line per month contribution. Residence
Local (1FR and vertical services) is producing a $14.29 per line per month contribution. (Ex.
AG-5, page 3) For the three major LECs combined, residential local is producing a

¢ss ¢ ** per line per month contribution, as shown on Exhibit AG-6. This is a more than
reasonable contribution, considering that afier analyzing unseparuted loop costs, the Comnussion
established $17 as the unbundled loop rate for BellSouth. The Attomey General believes this
information indicates that, at present rates, the 1FR contnbution to joint and common costs is
reasonable.

14. Although the Attorney General does not believe the FPSC has to sclect a spedific loop
percent allocation to local, the following information is provided for background:

a. The FCC-State Joint Board rules allocate 25% of the loop cost to interstate. That allocation is
mandatory on state commissions.

b. The 75% of the loop cost that is intrastate is shared by several intrastate services (1.c.
intrastate toll, intrastate switched access, elc.). Therelore, all of the 75% should not be recovered
from IFR. The FCC recommended a 25%(interstate)/25%(intrastate toll and switched
access )/ 50%(local) split, although only the 25% to interstate is mandatory.
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. Other states which have considered loop allocation percentages, have arrived at allocations 1o

local that are generally between 25% and 50% of the loop costs.

d. The LECs sometimes suggest allocating loop costs based upon traflic meastrements because
that results in a trivial allocation to intrastate toll and access, and a zero allocation o vertical
services. For example, 3.6% of GTE’s loop costs would be allocated to stale toll, §. 3% 10 state
switched access, and zero to vertical under this method. This is unreasonablo, Vertical services
do use und share the loop facilities, and therefore should support some portion of the loop tacility
costs. However, there is no established way to measure the vertical services’ “use” of the loop
facilities. A measurement of relative traffic cannot be reasonably used (o allocate the loop cost,
because the loop costs do not vary basec upon the level of trafTie, In fact, the loops are
sometimes referred to as non-traffic sensitive (NTS) costs because of thelr conts are nol ¥

to traffic.

naltive

15. The LECs point to a rate rebalancing, that occurred 1. ~alifornin. Howover, there are several

things wrong with the LECs’ claims:
a. After rebalancing, the 1FR rate in California for Pacific Bell was $11,28 per month. Facific
Bell serves 80% of the California customers. $11.25 is a far cry from the $20 (01 higher) 11 rate
being proposed for Florida. The present 1FR rates in Florida are close 1o §11.23
b. The LECs claim the penctration rates increased in California aflet the rebalancing Hlowever,
they had three years of data after rebalancing, and they simply picked the highest of those three
years as the “after” number. If they compared the year beforc l0 the year after, the penetration
rates declined. If they compare the average of the three years whefore™ 1o the average of the three
years “after”, the penetration rates declined almost one percent, which in statistically significant
decline. The LECs are simply gaming the numbers.
c. The switched access - Juctions did not all flow through to the customers. The IXUS pocket a
reductions. AT&T's margins in Californin are 80%, compared 1o 25%
clsewhere, because of the low access charges in California These high margins ke 1 ohvious
as 1o why the companies are in favor of such restructures, but these restruciiies arv ot in the
public interest.
d. GTE admitted that the majority of the customers in California did not receive |
as a result of the rate rebalancing.
¢ GTE admitted that the California rebalancing hurt older customers with the
impact beina those nver 65, whose bills would increase.” Obviously, a rate restriciure that
harms the elderly is not desirable in Florida, since 30% of Flonda households are headed by a
person 65 years or older.
{ In California, the business basic rates (1FB) were raised along with the [FR pates, butin
Florida, the LECs propose o raise 1FR and lower 1FB. Therefore, a part of he IVR Increasé
would be diverted 1o business services, a diversion that did not oocur in Californis
g. The penetration decline in California was in spite of u.2 California spelfeentifiod” Liteline
program, under which customers who call and simply claim they are low P omne muloril wally
become Lifeline customers.

awer total bills

Uworsl mlvernse

02 K%, over one peivent less

16. The nationwide penetration rate is »3.9%, but in Florida it 18
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to provide) than are 1FR calls.
¢ 1FD rates are generally tax deductible to the customers, whereas 1FR rates generally are not.
f. The ratio of business to residence rates in Florida (2.55) is consistent with the nationwide

average (2.38).

22 Reducing 1FB rates has nothing to do with competing for large busincss customers, since the
large business customers subscribe to Centrex (ESSX, Centranet, etc.) or PBX. These services
arc very low priced services.

23. The LECs criticize the CLECs for starting in the J »wntu #n business districis, but back when
the LECs first started, that is exactly where they started. It is a natusal progression to start there,
and then over time to expand out.

24. Shifting revenue recovery from residence 1o business would drain $100 million of additional
federal income taxes per year from the Florida taxpayers overall, even if the overall 1otal
collected by the telephone companies is unchanged. Assume a customer pays $28 for 1FB and
$12 for IFR. The customer is paying $40 total. Since the $28 1FB is tax deductible, it results in
an $8.40 federal income tax savings (30% tax rate x $28). The 1FR is not tax deductible. Now
assume the rates are restructured to be $20 for 1FR and $20 for 1FB. This still totals $40.
However, the customer’s income tax reduction is now only $6 (30% x $20). Therefore, the
restructure raised the customer's federal income tax by $2.40 per moth. When taken over the
year and the entire Florida economy, this “deductibility effect” would drain over $100 million
more per year net overall from the Florida economy, in the form of higher federal income taxes.
The “deductibility el.. " of the proposed restructure would reduce retail sales, reduce savings,
increase unemployment, reduce disposable income levels, and needlessly harm the Flonda
cconomy.

25, CONCLUSIONS/RECOMMENDATIONS:

(1) The present 1FR rates are more than fair and reasonable, and meet the cntena for appropnate
rates that are being considered in this proceeding.

(2) The Florida Legislature should empower the FPSC 1o incorporate sharing of over-camings in
price regilation. In addition, the level of sharing of over-carnings should be determined by the
FPSC after appropriate proceedings. Lastly, the Florida Legislature should allow the
Commission access to the LEC information which is reasonably needed for “sharing” price
regulation.
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FINAL COMMENTS

l.  ANY EXCESSIVE LEC RATES ARE SUPPORTING EXCESSIVE LEC
EARNINGS. NOT RESIDENTIAL BASIC EXCHANGE RATES

Some of the major local exchange companies (LECs) in Florida have claimed that centain
telephone rates are too high, and claim that these excessive rates are supporting residential basic
exchange service. The truth is that some telephone rates are too high, but these excessive rates
are supporting excessive eamings by the major LECs. "he current rates produced over a 19%
overall return on equity for BellSouth's Florida intrastate services in 1997, before refunding
excessive camnings. This compares to the 12% return on equity that the Florida Public Service
Commission (FPSC) recently found was reasonable for BellSouth.! A copy of the page from this
recent Order in which the Commission found 12% return on equity was reasonable for BellSouth
i= attached as Exhi*t AG-1. In 1997, BellSouth was required to refund to customers all of its
return on equity in excess of 15.11%. As a result of the excessive camnings created by their high
rates, BellSouth was required to refund $123 million to its customers in 1997 in order to reduce

its return on equity to the 15.11% capped amount.

However, BellSouth's requirement to refund excessive earnings expired at the end of 19497
Therefore, BellSouth's owners are now keeping all the excessive earnings created by the current
excessive rates. To show these over-earmings exist, attached as Exhibit AG-2 15 a copy of

BellSouth's 1997 Eamings Surveillance Report. The $123 million refund 1s shown on page 2 of

'Page 27, FPSC Order No. PSC-98-0604-FOF-TP, Docket No, 960757-TF, et al., issued April
29, 1998 in the arbitration proceeding between Metropolitan Fiber Systems, AT& [, MC1 and
BellSouth.




that Exhibit. That BellSouth's return on equity even after the $123 million in refunds was
15.11% is shown on page 3 of the Exhibit. BellSouth could reduce its rates by $250 million per
year, or refund $250 million per year to the customers, and still provides its stockholders wish the
very reasonable 12% return on equity that the FPSC recently found to be appropriate for
BellSouth. BellSouth is tryiug to convince the Florida Legislature to let it raise its residenual
basic rates. However, it is unreasonable to raise rates for a company which is already over-

eaming.

It is obvious that the excessive charges for some services are not being used to make residential
rates lower than they should be, because BellSouth had massive over-earmnings in 1997, even with
the present residential basic exchange service rates. Obviously, if all of the excess carmings from
other services were supporting low residential basic exchange service rates, then BellSouth
would not have the excess camings which required them to make a $123 million refund in 1997,
and still earned 15.11% on equity, even after that refund. These excess eamings occurred with
the present residential basic exchange service rates in place. The major LECs are simply doing
the “misdirection” trick that is commonly used by magicians. The high rates are flowing into
exces. eamings for the shareholders, but the LECs re trying to misdirect everyone's attention by

claiming those proceeds are going elsewhere, but they are not.

a The $250 million per yesr excess revenues of BellSouth should be used to reduce
excess rates, without increasing residential basic exchange or other rates

Eliminating the $250 million per year of BellSouth's revenues that are flowing into over-carmings




Some parties have claimed that business basic exchange service rates are priced wwcasonably
higher than residence basic exchange service. As discussed elsewhere, the Attormey General
believes that the existing differences between business and residence basic exchange service are
justified for 8 number of . aportant reasons. (For example, business basic exchange service
includes a valuable yellow page listing which residential basic exchange service does not.)
However, for illustrative purposes, if BellSo. *h’s current average business one party basic
exchange service rate (1FB) of about 328 was reduced by one-third to about $18.75 per month,
that would use only about $169 million of the $250 million of excess revenues that are currently
flowing into excess earnings for BellSouth. To illustrate the magnitude of the excess carnings
(although the Attorney General does not necessarily recommend these specific rate changes), the
$250 million in excess revenues that is currently flowing into excess camings for BellSouth
could be usc. 1o reduce by one-third all of u.2 following rates: BellSouth intrastate 1oll by one-
third, gnd BellSouth intrastate switched access rales by one-third, and BellSouth business basic
exchange service rates by one-third. Even after all these reductions, without increasing the rat:s
for any other services, the BellSouth sharcholders would still be receiving the very reasonable

1 "% return on equity that the FPSC has recently found was reasonable for BellSouth.

b,  Itis the LECs' cholce to set some of their current rates excessively

BellSouth, GTE, and Sprint are all currently “price cap” regulated.* They are allowed to set their

prices below those caps with only minimal notice, and without having to provide any justification

*Section 364.05 of the Flonda Statute.




for pricing below {hose caps. Therefore, the fact that some of the LECs' ratcs arc excessive is
due only to the fact that the LECs have decided 10 maintain those rates al an excessive level.
They have the authority to reduce their own rates whenever they want 10 under the existing price

cap regulation. The only reason certain LEC rates are 100 high is becausc the LECs want to price

The current GTE and Sprint rates &r¢ producing over-caming's similar to BellSouth’s over-
camings. A F?SCEuﬂ'mﬂnhﬂhﬂhﬂkﬂdﬂﬂminfmuﬁ-mﬂm is available, and has

. estimated that GTE and Sprint arc both eaming an approximate 1 9% return on cquity in 1798 on
intrastate regulated Florida telephone services.! GTE's and Uprint’s excessive rates could also be
reduced, without increasing other rates, by climinating GTE"s and Sprint's current over-camings
The sharcholders would still receive a very reasonable returm on investment even after those rute

reductions

The FPSC Staff member had to “estimate” GTE'S and Sprint s carmings because the FPSC 15 no
longer allowed access 10 GTE's, Sprint’s, or even BellSouth' s accounts, books, records, and
papers. None of these companies even have to Tile an -arnin gs Surveillance Report (ESR)

anymore. Section 364.18 of the Florida Statute cmpowers the Commission 10 inspect the

accounts, books, records, and papers of any (elecommunicatiuns company: How cver, Section

snr. Dale Mailhot of the Commis..on's Division of Auditing and Financial Analysis
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364.051 (1)(c) of the Florida Statute provides an gxemption 1o this requirement for
telecommunications companies that are price regulated. Since BellSouth, GTE and Sprint are
price regulated, this Florida Statute prohibits the Commission from inspecting the camings of
these major telecommunications providers. GTE and Sprint ceased filing ESRs in 1996

BellSouth's requirement to file ESRs ended December 31, 1997.

In this very project, althoug GTE is asking for much higher residential rates, GTE argued that
the Commission, the Florida Legislature, and ti:: public had no right to know how much GTE

was currently over-caming

Prices which produce an excess return on investment are inefficient prices. Paying an excess
return on equity is inefficient. Capital is one of the major resources telephone companies utilize
To pay over 19% for capital, when the open market price for capital is 12%, is just as inefTicient

as is paying too much for any other resource needed to provide telecommunications services

d.  “Non-sharing” price regulation is a failure

The non-sharing price regulated experiment has been a failure. Non-sharing price regulation

ga' = the LECs significant latitude in setting their prices. For example, these LICs are allowed 1o
increase their non-basic rates six percent per year without any demonstration that those increases
are appropriate, or 20% per year if there is a competing LEC in the exchange, ngain without any

requirement that they even attempt to demonstrate that these increases are ap propnate. The
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and the sharcholders. Once the sharcholders achieved a 15.11% retum on equity, all over-

carnings above that were credited to customers.,

The telephone industry is a declining cost industry. For example, the cost of the electronic
equipment, fiber optic equipment, and the cost of money have been rapidly declining. However,

that declining cost of service has not resulicd in lower rates.

In the public interest, the Attomey General recommends that:
1. The Florida Legislature should empower the FPSC to incorporate over-caming shanng in

price regulation for all LECs who are under price regulation.

[ 2%

The level of sharing of over-earnings should be determined by the FPSC after appropriate
proceedings.
3. The Commission should have access to the LEC information which is reasonably needed

for sharing price regulation.

1L._LOWERING NON-BASIC RATES (IN RETURN FOR
UNDER PRICE REGULATION-THE LECS HAVE THE FREEDOM_

Part of what the LLECs propose in this case would be to raise residential basic rates, and offsct

that by reducing the price of certain other rates, some of which are rates for non-basic services




However, if such a trade was accepted, there would be nothing under price cap regulation to
prevent the LECs from rapidly raising the non-basic rates back up. Even if the “cap” for the non-
basic services was lowered as part of the restructure, that cap goes up 6% to 20% per ycar.
Section 364.051(6)(a) of the Florics Statute states that jor non-basic services, the LECs may
change their rates with 15 days notice,
...except that a price increase for a:., noibas’~ service category shall not exceed 6 percent
within a 12-month period until there is anower , rovider providing local
telecommunications service in an exchange arca at wiiich time the price for any non-basic
service category may be increased in an amount not to exceed 20 percent withina 12-
month period, and the rate shall be presumptively valid.
However, price regulation for basic exchange service is more limited. For most price regulated
LECs, the basic exchange service rates are frozen until January 1, 1999. For BellSouth (a
company with more *han 3 million lines), the basic exchange rates are frozen until January 1,
2001. After the freeze, basic exchange rates are limited to an increase equal to the change in
inflation less one percent.” Therefore, if the protection that the price regulation provides to basic
exchange service is violated in return for lower non-basic rates, there is nothing to prevent the
LLECs from running those non-basic rates up at the rate of six percent or twenty percent increases

per vear. This amounts to trading permanent increases in basic exchange service rutes for what

could be temporary, short term reductions in non-basic rates.

'Section 364.051(2)a) and Section 364.051(4) of the Flonda Statutue
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ON COMPETITIVE SERVICES, IS IN THE LECS" FINANCIAL INTEREST,
BUT IT IS NOT IN THE PUBLIC INTEREST

The LECS’ proposals in this case, which are (o raise rates on their more monopolistic services
while lowering rates on their more competiliv+ services, is a technique utilities have used for

decades to maintain their excess camings < =n in the face of limited competition,

It is in a utility’s financial interest to charge higher rates where it has monopoly power and lower
rates where it faces competition. Regulation was first established in the railroad industry to
protect the customers of the railroad's monopoly services from this price discrimination:
“Customers shipping goods from Chicago to New York always pick the route that offers
even a few pennies saving. Thus, each of the three or four trunk lines would
intermittently undercut the existing rate schedules, until finally a disastrously low level of
rates wr cached. At the same time, for short hauls where shippers had no allemauve,
the railroads would jack up the rates, thus creating an anomalous, discnminatory pattermn
of charges We have seen that the interstate Commerce Commission was established in
1887 to regulate railroad rates and eamings and prevent such unstable pnce conditions.”
(Page 499, Ecopomics, An Introductory Analysis by Paul A. Samuelson)
As the above quotation indicates, one of the reasons utility rates are regulated is because when
faced + ith competition in some arcas, the utilitics will charge low rates in the arcas in which they
have competition, but high rates in the areas where they have little or no competition. This rate
pattern is a natural self-serving reaction by a utility to competition. This pncing itructure 15 in
the utilities’ interest, but not in the public interest. By charging lower rates in arcas where
competition exists, the utilities can ¢ scourage competitors from expanding, or even continuing
to compete with them. By charging higher rates in areas where little or no competition exists, the

utilitics can cupport their low rates for competitive services, and still produce excess camings
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overall.

8  The LECs Admit That Their Goal Is To Mark Up Non-Compctitive Services To
Fund Rate Reductions For Competitive Services
As an LEC representative stated in the Florida Workshops in October:

«Since long distance -alling is relatively price-sensitive, customer-friendly pncing will
minimize mark-ups there.

+Since basic monthly service is almos* entirely insensitive to price, it must carry a mask-

up to allow other services to be cheaper.. *
The only services which are “almost entirely insensitive to price™ are monopoly services. If there
were several competing suppliers, a significant increase in price by one of those suppliers would
cause customers 10 leave that supplier by switching to other suppliers. The more competitive
services, such as long distance, are “relatively price-sensitive™ because customers react Lo a price
increase by switching to another long distance carrier. The LECs’ clearly stated policy is to try to
charge higher mark-ups for monopoly (“insensitive to price”) services, while “minimizing mark-

ups” for competitive services (which are “relatively price-sensitive™).

The LECs’ proposal in this case is a clear example of the type of discriminatory and anui-
competitive pricing that regulation was designed to prevent, in the public interest. Charging

higher rates where a company has monopoly power is an abuse of that monopoly power. Thisis

*Page 23 of Dr. Danner’s Presentation Handout Titled “Loop Costs, Universal Service and
Pricing Reform™ on behalf of GTE, Florida Public Service Commission Workshop, October 9,
| 998,




the type of abuse regulation is meant to prevent. Charging extremely low rates where they face

competition is anti-competitive because it discourages the competitors.

One reason regulation exists is to prevent the very type of anti-competitive and abusive rates that
the LECs are proposing from being implemented.

b.  The LECs arc already chargins ~nti-comnetitive low rates for some Florida services
where they have competition

In those markets where the LECs already have significant competition, some LECs’ are already
pricing the services in those markets to produce negative returns on investment. For example,
voice mail, inside wire and billing and collection services for interexchange carriers (IXCs) are
all services that are considered competitive, and have therefore been “deregulated.” For the year
1997, BellSouth's return on all deregulated services combined was -26%", as the BellSouth
ARMIS Report to the FCC shows:

BellSouth “Deregulated” Competitive Services
Have Negative Returns on Net Investment

Deregulated
Milli :
1997 Revenues £168
1997 Expenses $187
Met Income ($19)
Total Investment $197
Tolal Reserves $125
Nel Investment $72
Return on Net lnv-stment -26%

*BellSouth 1997 Flonida ARMIS Report 43-03
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The source for these figures is BellSouth's 1997 ARMIS Report 43-03, as shown on Exhibit AG-

3.

In addition, Centrex-type services (sometimes ca'led CentraNet, ESSX or other names) are
services that compete with PBX serv.ces. Accu, ling to GTE's “contribution analysis” submitied
in this proceeding, GTE's overall coatribution is ***  *** on its CentraNet service offering. "
Although GTE's calculation of the contribution analysis of CentraNet service may contain many
flaws, it is clear that under GTE's own cost calculations, CentraNet services are priced to

produce a *** #4% contribution.

The above shov  that charging prices that will produce low or negative returns in areas where
they face competition, in order to discourage the competitors, while charging higher rates in areas
where they face little or no competition, is a strategy some LECs are already implementing in
Florida. The major LECs are trying to expand this improper strategy in their proposals in this
very oroceeding. This pricing strategy is anti-competitive and it is in the LECs" interest, but not

in the public interest.

"“While the Attorney General may disagree with some portions of GTE's CenuaNet cost study, it
is clear that if GTE believes its own cost study, GTE has priced Centranet to produce a

"o *** contribution. GTE's response to Division of Communications Data Request |
(e), Bates Stamp 38-191.
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with the LECs, if those competitions are losers. However, as long as the LECs are allowed to
fund competitive rate reductions by marking up monopoly service rates, the LECs can continue

to force the competitors to lose money.

The LECs propose to reduce rates in those areas wic:= they have, or where they expect to, face
competition. However, they propose 1o at least maintain their over 19% return on equity by
increasing rates in areas where they have little or no competition. This is twi the result that
competition was supposed to create. Competition is supposed to lower rates by squeczing excess
profits out of the charges. Squeezing excess eamnings out of the charges benefits the public

interest, and iraroves cfficiency.

However, lowering competitive prices by squeezing out the excess earnings is not what the LECs
are proposing. The LECs propose to lower prices in certain competitive markets, but offset thoe
reductions by increasing prices where they have monopoly power, thereby continuing excess
carnings. Allowing those price reductions that may be forced by competition to be offset by
price increases elsewhere on monopoly services would destroy the expected benefit of

competition. This would also be an abuse of the LEC monopoly power
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The existence of this LEC strategy can be seer in Florida and in other states. LECs in other
states even charge different rates for the same service in different geographic arcas based upon
how much monopoly power they have in each area. For example, in Utah a witness on behalf of
US West Communications, Inc., stated her company:

Price switched access by zone so that a lower price 1s charged in zones with high traffic

density and high potential for competition." (Emphasis added)

By pricing competitive services to produce little or even negative earnings, the LECs can make
the competitors unprofitable, limit their growth, ana _-~1 3 message to the potential competitors
that their profits will be low or non-existent wherever it is they choose to compete with the

LECs. Some of the LECs are already implementing this strategy in Florida.

IV, THE LEC COST STUDIES ARE DISTORTED IN ORDER TO SUPPORT
THE ANTI-COMPETITIVE PRICING WHICH IS IN THE LECS' INTEREST

As previously discussed, it is in the LECs’ interest to charge low rates for competitive services in
order to discourage competitors, It is also in utilitics’ interest to charge high rates where they
have monopoly power in order to produce high eamings for the company overall, even after
supporting their low competitive rates. However, the LECs are sman enough to know the
legislators, commissioners, and public would not accept the LEC rate design if the LECs honestly
told them their goal was to impede competition, exploit monopoly power, and produce excess

camnings for the LECs. Therefore, the major LECs need some way to “sell” these proposals. To

“Utah Docket No. 95-049-05, » _ge ii, Barbara Wilcox Direct testimony.
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This diagram is attached as Exhibit AG-4,

All of the above services share the same loop facility. The loop facility is needed to provide any

or all of the above services. For example, if a company decided not to provide basic local

services, but still provided toll, vertical or switched access services, the loop facility would sull

be needed, even if basic exchange service was not provided.
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The major cost mis-allocation in the LECs' cost studies is that the LECs have claimed that the
cost of the loop facility is entirely a cost of providing basic exchange service, and have claimed
that toll, switched access, and vertical services have no responsibility whatsoever to suppor ary

portion of the cost of the loop (acility, in spite of the fact that they all share that facility.

The heart of the LECs' argument is that, althoug * they admit the loop facility is shared by several
services, they effectively contend that gpe of the services that shares those facilities should
support 100% of the cost of those facilities, while all of the other services that share those
facilities should get a “free ride™ on those facilitics. This argument is unreasonable, has been
rejected by the vast majority of regulators who have previously considered it, violates the
requirements of the Federal Telecommunications Act of 1996 (TA96), violates the requirements

set forth by the Florida Legislature, and violates the relevant U.S. Supreme Court decision.

When the LECs claim that residential basic exchange service is “subsidized”, or priced “below
cost”, what the LECs are really saying is residential basic exchange service is not priced high
enough to support a completely free ride on the loop facilities for toll, switched access, and

vertical services.

Shown below is how Sprint calculated the claimed residential basic cost and contribution  Also

shown below are Sprint's claimed costs of toll, switched access, and veruical services
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INCORRECT LEC “CONTRIBUTION™ ANALYSIS
FOR SPRINT-FLORIDA
Per line per month

Direct Loop and Total

Residential Basic Exchange $14 23 $3.21 §22.00 $25.21  ($15.25)

(Includes $3.50 EUCL)

Residential Vertical Svs. 31.56 _0.29 _ 000 _029 327
Total Residential Local $17.79 $3.50 $22.00 §25.50 ($7.71)
Intrastate IntralLATA Toll 1.35 0.04 0.00 0.04 1.31
Intrastate Switched Access 6.75 0.50 0.00 0.50 6.25

A more detailed version of this analysis is attached as page 1 of Exlibit AG-5. The clained
basic exchange cost of $25.21 shown in the chart above is the exact residential basic exchange

cost that Sprint has claimed in this proceeding.

However, as the above table shows, Sprint included 100% of the cost of the loop facility and port
facility in the claimed “cost” of basic exchange service. However, Sprint included none of the
loop facility or port facility costs in its claimed cost for toll, access and vertical services, in spite

of wic fact that they also share the loop and port facilitics, as this table shows,

It is important to note that the LECs’ claims that residential basic is “subsi dized” or priced

“below cost™ is based gntirely on their improper inclusion of 100% of the loop and pon costs as
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basic exchange service look like it is producing a negative contribution, by overburdening it with
all of the loop costs. The LECs are making toll, access, and vertical services look like they are
producing high contribution by showing none of the loop costs as being a part of the cost to be

recovered from those services.

[ Correct Analysis

The correct way to compare the contribution from all services that share the loop is to treat the

loop cost uniformly for each service being analyzed. For toll, switched access, and vertical

services, the LECs' analyses do not include any of the loop costs as being a cost of those

services. Listed below are the costs and contributions for each of the major residential service

categories, uniformly applying that cost standard to all services that share the loop facility.
CORRECT ANALYSIS

USING ACTUAL DATA FOR SPRINT-FLORIDA

Per line per month
Contnbution to

Residential Basic Exchange $14.23 $3.21 $11.02

(Including $3.50 EUCL)

Residential Vertical Svs. 1.56 _0.29 327
Total Residential Local $17.79 $3.50 $14.29
Intrastate IntralLATA Toll 1.35 0.04 1.31
Intrastate Switched Access 6.75 0.50 6.25

A more detailed version of this analysis is attached as page 3 of Exhibit AG-5. It should be

noted that all of the underlying costs above are the costs as calculated by Sprint
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For example, in the Workshops, Sprint specifically acknowledged that according to their
calculations, the cost of residential basic exchange service is $3.21 per line per month, excluding
the cost of the loop and port." Sprint also acknowledged that the costs they have calculated for
intraLATA toll and access services are the costs which exclude any portion of the line and port.”
Therefore, the Sprint calcwated cost of residential basic exchange service is $3.21 per line per
month when the loop and port costs are treated consistent with the way those costs are treated for

intraLATA toll, access, and vertical services.

As the above table shows, when the costs arc analyzed on a uniform basis for all services that
share the loop facility, residential basic exchange service is producing a large contribution to
shared and common costs. In fact, residential basic produces a larger contribution to shared and
common costs than does any of the other services that shares the loop fucility, including toll,
switched access, or vertical services. In their analyses, the LECs have made basic exchange
service appear to be producing a negative contribution, while making the toll, access and vertica!
services appear to be producing a positive contribution. This is merely a misrepresentation
caused by the LECs placing all of the loop cost on basic exchange service, while placing none of

the loop costs on toll, vertical, or switched access services.

“October 8, 1998 Florida Workshop, Transcript page 129,
"Ibid. page 129.
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services in total, which includes residential basic and residential vertical services, are covening
their TSLRIC as well as making a *** *** per month per line contnuution to the loop
facility and the other joint/shared/common costs, In comparison, intrastate swilched access
services make only *** *#** per line per month contribution to the loop and other
joint/shared/common costs and intrastate toll services make only *** *** per line per month

contribution.

Although specific figures for other companies a. * nroprietary, as can be seen by looking at this
proprietary Exhibit, the average cost of basic exchange service is very close to the $3.21
residential basic exchange service cost of Sprint. This proprietary Exhibit likewise shows that
the contribution over direct cost for BellSouth, GTE and Sprint combined is much higher for
residential basic than it is for either toll, switched access, or vertical services. The difference
between this contribution analysis and the contribution analysis provided by the LECs is that the
Attorney Gener.  ias uniformly treated the loop and port costs in our contribution analysis.
Since the LECs exclude the loop and port costs from their claimed costs for toll, access, and
vertical services, the Attorney General likewise excluded the loop and port costs when analyzing
the contribution for basic exchange service. All of these services share the loop and port

facilities.

Since it is in the LECs' financial interest to calculate a very 1igh cost for basic exchange service,
the LECs calculate the "cost” of basic exchange service by ir cluding all of the costs of the shared

loop and port facilities. However, for toll and switched acces services, where it is in the LECs’

26




There is an important point to be made in this proceeding-The LECs are much better off with
residential basic exchange service than they are without it. For example, if Sprint were to
climinate residential basic exchange service, while continuing to provide all other services,
Sprint would lose $14.23 per month in revenues per line, but would avoid only $3.21 per linc per
month in cost. If the LECs eliminated resid. **ial basic exchange service, while continuing to
provide all other services, the only costs that would be avoided would be some local and EAS
usage costs, as well as some minor other costs. According to Sprint’s contribution analysis
submitted in this proceeding, these costs are $3.21 per line per month." The loop and the port
facilities would still be needed to provide other services, such as toll, switched access and
vertical services. Therefore, those costs would not be avoided by the elimination of basic
exchange service. In a rate case involving U S WEST (USWC), the Washington Utilities and
Transportation Commission reached a similar conclusion:

If USWC were to exit the local residential exchange market, its revenues would decrease

by about $14 per customer, and its costs would decrease by about $4.42 per customer '

The fact of the matter is that the LECs are clearly better ofi with residential basic exchange

"“Page 15, Presentation of Kent Dickerson, Sprint Florida, Inc. Basic Local Service Cost Study,
October 8, 1998,

"Page 90, Fifteenth Supplemental Order, Docket No. UT-950200 before the Washington
Utilities and Transportatic'. Commission, Commission Decision and Oider Rejecting TanfT
Revisions; Requiring Refiling, dated Apnl 11, 1996.
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cost is not a cost which can be included in the properly calculated TSLRIC for basic exchange
service, as can be seen from the above quoted definition of TSLRIC. Therefore, the figures that
the major LECs claim to be the TSLRICs of basic exchange service are figures that were

calculated in direct and gross violation of the very definition of TSLRIC.

b.  The LECs' violation of the "SLRIC definition was "sclective”™

Although the major LECs violated the definiuon of 1. UC for basic exchange service, when
they came to toll and switched access services, the LECs did not make that violation. When
calculating the TSLRIC of toll and switched access services, the LECs properly excluded the
loop costs, since the loop costs would not be avoided if one of these services was discontinued
while holding all other products or services offered by the firm constant. The result of this
selective violation of the TSLRIC definition by the LECs is 1o distort beyond recognition the
comparison of the relat” - contributions of the different services. By properly excluding the loop
cost from the TSLRIC of toll and switched access. GTE calculated a very low cost and therefore
a high contribution. Had the LECs also properly excluded the loop cost from the TSLRIC of
basic exchange service, the result would have also been a low TSLRIC and a lugh contnbution
for residential basic exchange service. Excluding the loop cost (which 1s how the LECs calculate
the TSLRIC for toll and switched access), the TSLRIC of Spnint’s residential basic exchange

1]
&

service is $3.21 per month using the costs exactly as calculated by Sprin

“Page 15, Florida Workshop presentation handout of Mr. Dickerson, Sprint Florida, Inc. Basic
Local Service Cost Study, October 8, 1975,
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The residential basic TSLRIC for BellSouth and GTE are very similar to that for Sprint. Using
the costs from the information submitted by BellSouth and GTE in this proceeding, the
residential basic exchange service TSLRICs are *** 48* and %** *** per month

respectively.™

As Exhibits AG-5 and AG-€ show, residential basic exchange service is producing a large,
positive contribution over TSLRIC for a!l major | ECs. The only way the major LECs could
claim otherwise is by directly violati~; . &= ~ition of TSLRIC in calculating the claimed
TSLRIC for basic exchange service. The major LECs distoried their contribution analyses by
“selectively” violating this definition for basic exchange service, but by not violating it for toll

and switched access services, resulting in an apples to oranges comparison.

It has just been demonstrated that the TSI RIC of basic exchange service is $3.21 for Sprint, and
close to that for the other two major LECs, Determining the TSLRIC is important because the
TSLRIC is generally accepted as being the “floor” for a proper price. TSLRIC is also the
sta~dard for determining whether a service is receiving a subsidy. As BellSouth and Sprint
admitted in response to Attorney General's Interrogatory 41(d), a service is not receiving a

subsidy if that service is priced equal to or above its properly calculated TSLRIC.

*BellSouth’s response to the Division of Communications data request itens no.: 1B, 1D, 1H,
1], 28, 3B, 4B Section 1, page 5. GTE cost study filing Binder 1, page 2-1 Local Usage
LE L] LE L p|l.ll DTMF (X1l I'Il‘

3l




shared in the real world. Mislabeling this cost is a major deception. A proper price is below the

stand alone “ceiling,” but not below the TSLRIC “floor.”

Had an LEC stated that residential basic cxchange service was priced below its stand alone
“ceiling,” that would not have caused any concern, because that is where it should be priced.
However, by simply mislabeling th~ =*2=d =! ~e “ceiling” as the TSLRIC “floor,” and then
stating the rates were below that cost, the LECs create concern. However, that concem is only
because the LECs have mislabeled the “ceiling” as being the “floor.” When that mislabeling 1s
corrected, it is clear that basic exchange service is priced gbove its TSLRIC “floor” and below its

stand alone “ceiling,” which is appropriate pricing.

e The t= for cost study mislabeling

As previously discussed, a major error that the LECs made in this proceeding was to calculate the
s'and alone “ceiling” cost, and to improperly label that cost the TSLRIC “floor” for basic service
However, the LECs did not make this mistake for toll and swilched access services. For those
services, what the LECs called the “floor” was the “floor.” Unfortunately, cost mislabeling is a
common practice by some companies. Thercfore, it is important for a regulator or legislator to be
able to determine for his’herself whether a cost figure provided to them is the “ceiling”, (which
the price should be below), or a “floor” (which the price should be above). The wallet cards that
the Attorney General handed out during the October workshops in this proceeding on one side

had the following test:
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Test for Cost Study Mislabeling:

*If the cost of a service that shares the loop facility includes all of the loop facility cost,
that is the maximum allocation. Therefore that is a ceiling cost-regardless of the labe!
provided. The reasonable price should be below that cost,

*If the cost of a service that shares the loop facility includes no portion of the loop facility
cost, that is the minimum allocation. Therefore that is a floor cost. The reasonab!~ price
should be above that cost.

The Attomey General strongly recommends Laat the regulators und legislators in this proceeding
ignore any label provided to the.. iur a cos.. f the cost includes 100% of the loop cost, that 1s
the maximum allocation of the skared loop facility, and therefore is a “ceiling.” If the cost

includes none of the loop cost, that is the minimum possible inclusion, and therefore i+ a “floor.”

It is well reco 1vized economic theory that as long as the price is below (or equal to) its stand
alone cost “ceiling”, that service is not nioviding a subsidy. If a service is priced above (or equal
to) its TSLRIC “floor,” the service is not receiving a subsidy. A price is “subsidy-free” when 1t is
priced above (or equal to) its TSLRIC “floor,” but below (or equal to) its stand alone “ceiling *
Under these conditions, it is neither producing nor receiving a subsidy. These widely accepled,
econotnic principles are discussed in the following quotation from an FCC Order:

Economists would say that in order to give incumbent local exchange camers the proper

incentives to build multi-service facilities, where such facilities are economically rational,

cost allocated to each individual service or subset of services should Ve less than the
stand-alone cost but greater than the incremental cost. ... These are the upper and lower
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. TSLRICs use the same cost of money, depreciation rates, and other inputs that the major LECs
utilized. The TSLRICs properly do not include the loop or port costs, since those costs would

not be avoided if any one service was discontinued while all other services were offered.

The stand alone cost measures the cost of all of the facilities you would need to provide a service
if that service were to stand alone, without sharing facilities with any other service. For example,
the stand alone cost of toll services includes the cost of the loop, the cost of port facilities, the
costs of switching and interoffice transport, and nunc: other costs. Likewise, the stand alone cost
of swilched access and local services includes the direct (TSLRIC) plus the full cost of the loop

and port facilities, because all these facilities are needed to provide these services.

. In the past, the FPSC has properly found that both local and toll rates were "subsidy free"
because each vas properly priced above its relevant incremental costs and below its stand alone
costs. As the FPSC stated:

We also reject ATT-C's argument that toll service subsidizes local raics. Public
Counsel’s witness Kahn conducted a stand-alone cost analysis of both local and toll
services. Dr. Kahn testified that the results of his analysis showed that the existing rate
structure is subsidy-free, and that revenues from local and toll services are above their
respective incremental costs and below their respective stand-alone costs. Accordingly,
both services benefit from the provision of the other, as neither 1s provider of nor the
recipient of cross-subsidies. U.S. Spnnt’s witness Comell stated she *.. happen(s) to
agree with witness Kahn that anything between incremental and stand-alone is neither
subsidizing nor subsidized”. We agree.”’

187 FPSC 12:447 - 12:448, | iorida Docket No. 860984-TP, Order No. 18598, Issued December

24, 1987.
]
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In the Florida workshops in this proceeding, Dr. Kahn provided an update of the above analysis.
In his new presentation, Dr, Kahn indicated that the price structure remains subsidy free today
Dr. Kahn noted that the local basic exchange rates have not been changed since the
Commission’s Order, but the costs of providing local service have actually decreased by 25%
since then. In addition, Dr. Kahn pointed out that the toll rates have been reduced by 50% and
the switched access rates have been reduccd by 60% since the Commission's Order. Therefore,
the toll and switched access rates that were found not producing any subsidies in the past could

not possibly be producing any subsidies at their drastically reduced prices today.™

The authors of the Federal Telecommunications Act of 1996 (TA96) knew what the utilities
would do, and knew how they would do it. The authors of TA96 anticipated that utilities ould
respond to competition (or the prospect of competition) by attempling to use their non-
competitive services to “subsidize™ their rates for competitive services. The authors of TAY0

also correctly anticipated the LECs would justify this subsidy by allocating "inore than o

“page FPA-8, Document enti .ed “Remarks by Dr. Marvin Kahn', handout provided at Flonda
Workshop, October 8, 1998.
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Speaker of the House of Representatives its conclusions as to the fair and reasonable
Florida residential basic local telecommunications service rate considering affordability,
the value nl'mu. nnmpmhla residential basic local telecommunications rates in other

As discussed elsewhere, the basic local service costs that the LECs have presented in this
proceeding have included all of the cost nf the shared loop facilities (facilities that arc shared by

several services), not just a “pronartineste share™ of them.

¢. The FPSC

In its Investigation into NTS Cost Recovery Proceeding, the FPSC properly found that the loop

is a common cost, and that services which share the loop should support a portion of its cost.

The FPSC specifically found:
As we stated in Order No, 12265 in response to previous attempts to persuade us
to accepl the *no NTS' position, *The notion that an IXC should pay nothing for
the subscriber loop because its use does not impose additional costs on the LEC ‘s
ill founded and conirary 1o common business practice, which is to charge
customers for use of fixed cost facilities in the price for goods and services.” Itis
appropriate that each service provide some contribution toward the lixed cos's
common 1o those services.™™

The Attorney General would like to point out that we do agree with the FPSC that recovery of a

fixed cost in the price of goods and services is the common business practice. For example, a

fast food restaurant will price their products (i.c. hamburgers, hot dogs, french fries, solt dnnks,

elc.), so that a contribution to the fixed “rent” cost is collected. Prices 1a a competitive market

176364.025, Section 2, (2)a).

#*87 FPSC 12:447, Docket No. B60984-TP, Order No. 18598, Issued December 24, 1987.
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recover not only the direct cost of those products, but also make a contribution to cover the fixed

costs that must also be incurred in order to provide those products or services.

d. The U.S. Supreme Court

Decades ago, in Smith . lllinois Bell Telephone, the U.S. Supreme Court reviewed a telephcne
company cost study which placed all of the loop costs on the intrastale exchange service. The
U.S. Supreme Court rejected this, and requ. d that an "apportionment” of these loop costs be
made. The Court stated that unless an apportionment is made, an "undue burden” would be
placed upon the intrastate exchange services:
mwmmmmumummmm to the indisputable fact

that the subscriber’s station, and the other facilities of the lllinois Company which are

used in connecting with the long distance toll board, are employed in the interstale
WW While the difficulty in making an exact
apportionment of the property is apparent, and extreme nicety is not required, only
rninnlhlu measures bmng ulmul.l {mu.nnrm MIM} MW

m’ﬂ_hﬂr_mm_du_hm:dm—u whl.t c:m:m isn mm::r of mnuuvmy We 1h|n1-: lhln
subject requires further sonsideration, to the end that by some practical method the
different uses of the property may be recognized and the retumm properly attnibutable ‘o
the intrastate service may be ascertained accordingly.” (Emphasis added)

The Smith vs. IBT ruling is still the Supreme Court ruling in effect on this subject. This ruling 1s

regularly referred to in current orders.™ The Supreme Court has specifically looked at the cost of

Smith v. Ill. Bell Tel. Co.. 282 U.S. 131, 150-151 (1930).

*The FCC, in its recent Access Charge Reform Order dated May B, 1997, referred to this case in
Footnote 23,
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. the loop facilities, and found that you cannot properly allocate all of those costs to just one of the
services that shares that facility, and “ignore altogether the actual uses 1o which the property 15

put.” This Supreme Court requirement is valid requirement that must be met today.

¢. The FCC

The FCC has on numerous occasions stated hat the loop facility costs are "common” costs, and
not just costs of local service. For example,
[I]nterstate access is typically provided using the same loops and line cards that are used

to provide local service. The costs of these elements are, therefore, common to the
provision of both local and long-distance services.™

L._Federal-State Joint Board

Both the FCC-State Joint Board™ and the FCC properly concluded that recovery of the cost
which includes the loop facilities should be spread over the fumily of services that share tho'c
facilitics:

As the Joint Board recommended, the revenue benchmark should

take account not only of the retail price currently charged for local

service, but also of other revenues the carrier receives as a result of
providing service, including vertical service revenue and interstate

*q 237, Notice of Propor 1 Rulemaking, Third Report and Order, and Notice of Inquiry, C(
Docket No. 96-262 et al.adopted December 23, 1996 and released December 24, 1996.

. *The FCC-State Joint Board is made up of both state commissioners and FCC commissioners
dl




and intrastate access revenucs.”'
We include revenues from discretionary services in the t:f|-.ct1.mui
1 contribute to the joint and

supported services should, and do,
common costs they share with the supported services.” (Emphasis
added)

£.The vast majority of other states

The LECs have pointed out that a few state commissions, such as California, have accepted the
concept that all of the loop costs should be considered a cost of basic exchange service.
However, these few commission orders that the LECs have cited are clearly the exception.
Considering the vast resources of the LECs, it is not surprising that the LECs might prevail in a
few locations, but in the vast majority of state commission rulings, the absurdity of the LECs’
position aas overwhelmed the greater resources that the LECs can utilize to push their position
In addition, even the few state commission decisions that the LECs refer to preceded the
requirements of Section 254(k) of TA96, which now prohibits any such over-allocation ol the

joint and common costs to basic exchange service, as previously discussed.

Numerous stale commissions have found that the loop is a shared/joint/common cost, and that 1t

is nol a cost of just basic exchange or local service. Here are a few examples:

14200, Report and Orde , CC Docket No. 96-45, FCC 97-157, adopted May 7, 1997, released
May 8, 1997 (hercinafter referred to as the Universal Service Order).

Y4261, Universal Service Order, FCC 97-157.
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services and, thus, prime candidates for significant price increases.
Just coincidentally, the great majority of local service customers
demonstrate an inelastic demand for telephone service making
them vulnerable to large price increases (TR 83-84). This flaw
alone makes the LRIC study unacceptable.”” (emphasis in original)

In another Order:

Designating the access line as a separate service and allocating all
of its costs to the local service customer continues 10 be a major
problem with U S WEST's LRIC methodology.™

The Washington Utilities and Transportation “ommission found:

Finally, the reside: 212! vosl . *dy contains a basic flaw: USWC
improperly allocates 100% of L. = !ncal loop to residential service,
and 0% to services that rely and depend on the use of that facility.
The Commission in the past has addressed this issue and found it
:ppl:ﬂﬁﬁﬂlﬂllhﬂluponiunormalonpmmlullmdmhﬂ
SETVICCS.

The Colorado Public Utilities Commission found:

The second argument defines the local loop as a system. This
system has many difTerent users demanding service, including
residential customers; small, medium and large businesses;
governmental bodies; resellers; long distance companies; and
others. A local loop is required and used by all of these users.
Consequently, it has value to all of these users, and all should pay a
portion of customer access.”

“Northwestern Bell Tel. Co., Docket No. RPU-88-9, Final Decision and Order, p. 10 (IUB Dec.
22, 1989),

¥US West Communications, Inc., Docket No. RPU-94-1, Final Decision and Order, p. 13 (IUB
Nov. 21, 1994).

TUS West Communications, Inc, Docket No. UT-941464 et al, Fourth Supplemental Order at 39
(WUTC Oect. 1995)

“page 19, Colorado Public "Jtilities Commission Order, 1&S Docket No. 1720, dated March 20,
1987.
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The LECs provide enough excuses as to why their miscalculation of the residential cost should
be accepted.

2. The loop costs are not “caused”™ .~ ~=sidential basic exchange service, as can be

ion™ t BellSouth, GTE, and Sprin '

“ "
el Oy S LS JUT SO SRUD

IR'A

The major LECs claim that loop costs are “caused” by residential basic exchange service.
However, all of the major LECs agreed that the following was the proper test for “cost
causation”,
Test for Cost Causation:
If the company does not avoid certain costs in the long run when a service in question s
eliminated (or not offered), while holding constant the production of all other services
produced by the company, those costs are not “caused” by the provision of the service in
question.
in this proceeding, the AG's office distributed wallet sized cards that contained this test for cost
causation. In discovery in this proceeding. BellSouth, GTE and Sprint all agreed that this was

the accurate test for cost causation.*' During the workshops, this test for ‘cost causation' was

read to wilnesses. Representatives from all three major LECs agreed that was the correct test for

*' BellSouth, GTE and Sprint’s responses to Attorney General's interrogatory 45(b).
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cost causation.*?

This test undisputedly demonstrates that loop costs are not “caused” by basic exchange service.
As Exhibit AG-4 shows, the loop facilities are nzeded for toll, vertical, and access services.
Therefore, under the test for cost causation, if basic exchange was “climinated”, while “holding
constant the production of all other services” (including toll, switched access, and vertical
services), the cost of the loop facility would pot b. o nided by the elimination of basic exchange
service. The loop facility would still be needed to provide toll, vertical, and switched access
services, even if basic exchange service was not offered. Since eliminating basic exchange
service does not eliminate the cost of the loop facility, the loop facility cost is pot caused by basic

exchange service, applying the universally accepted test for “cost causation™.

Quite simply, since loop costs must still be incurred even if basic exchange service does not

exist, then that loop cost hag to be caused by something pther than just basic exchange service

In the Floridn Workshop, speakers providing presentations on behalf ol all the major LECs

admitted that the loop facilities would be needed even if residential basic exchange service were

-

“Dr. Taylor (representing BellSouth and Sprint), transcript page 277 of the October 9, 1998
Florida Workshop; Dr. Danner (representing GTE), transcript page 434 of the October 9, 1998
Florida Workshop.
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climinated, while all the other services continv =d to be provided.*’ For example, BellSouth’s and

Sprint’s witness Dr. Taylor admitted that a loo|: facility would be required for toll, vertical
services and switched access services, even if 11 ere were no local basic service:
DR. TAYLOR:

If 1 lose my lecal customer, keeping his toll business, do | lose the cost of the loop? [ do
not.*

DR. TAYLOR:
...] agree that to provide toll service . = seds a loop .."'
MR. DUNKEL:

If you are providing only toll, vertical and switched access, no one had ever invented a
service called local basic, does someone huve to have a facility that connects to the

premise, yes or no?
DR. TAYLOR: Oh, all of those services require connection 10 the premise —**

Dr. Taylor admits that & loop or “connection to the remise™ (which is the defimition of the loop
facility) would continue to be needed to provide other services if residential basic exchange
service were eliminated. Since the loop facility would still be needed even if basic exchange
service was eliminated, the cost of that loop is not a cost caused by basic exchange service using

the universally accepted “test for cost causation.”

“Transcript page 435, October 9, 1998 Florida Workshop, Presentation of Dr, Carl Danner
“Transcript page 377, October 9, 1998 Florida Workshop.
“Transcript pages 376 and 377, October 9, 1998 Florida Workshop.

“Transcript of Dr. Taylor's presentation at the October 9, 1998 Flonda Workshop, page 280,
lines 4-10.
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admitted that if AT&T was to byild a loop for toll service, the cost of the loop would be a cost of
toll. However, Dr. Taylor claimed that if AT&T rented & loop for toll service, then the cost of
renting that loop for toll service would not be a cost of toll service. This absurd position of Dr.
Taylor is detailed below. The following exchange is between Mr. Dunkel (representing the
Attorney General) and Dr. Taylor (representing BellSouth and Sprint):

MR. DUNKEL:

| have one question :llowing up on this question. Part of the confusion is that AT&T
uses the same loop that's used for Iocal and used for other services, is that a correct
statement? | mean, they share the same loop with other services.

DR. TAYLOR:

Sure.

MR. DUNKEL:

Let's say a regulator was bothered by this confusion and so they passed a law that said
AT&T can provide only toll service and it cannot share the loop with anyone else. It
must build its own facilities. Under that condition, if AT&T was going to be in the toll
business, would they have to provide a loop?

DR. TAYLOR:

By definition, by law, not by economics

MR. DUNKEL:

Would the cost of that loop then be a part of the cost of toll service?

DR. TAYLOR:

It would be a service-specific fixed cost, yes, of toll service by that -- under this legal
hypothetical, yes.

MR. DUNKEL:

Okay. You agree, if they built the loop, that would be a cost -- if 'ney built the loop for
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This is incorrect. At the time a residential customer decides to “plug into the network™, an
existing spare pair is made active. Most of the cost of the loop facilities are investment related
costs (i.¢. return on investment, related income taxes, and depreciation expense). Therefore, a
customer's decision to “plug into the network™ has only a small impact on the loop cost. The
major loop costs are actually incurred s a result of the facilities installation at the time a
developer developed the subdivision. That may have beer months, years, or even decades prios
to the time when a particul®= =usioiu. . Jecides to “plug into the network.™ It is not uncommon
for a “new customer” who moves into a home to be provided service using a cable pair that is 10,

15, 20, or more years old.

In addition, a telephone company's decision to install loop facilities in a given area is not based
just upon the potential basic exchange service revenues. When the loop costs are installed, the
companv installing those facilitics considers all of the revenues of all of the services these loops
will provide, not just residential basic exchange revenues. The LECs have admitted to this fact.
For example, from the transcript of Dr, Danner’s presentation on behalf of GTE at the Floada

Workshop:

MR. DUNKEL:

Is it your testimony that if a competitor was looking at an affluent subdivision such as
yours, that the only thing they would look at is the basic exchangc revenue, not the total
revenue they could collect?

DR. DANNER:




No, I think they’ll look at all sorts of opportunities and options.”

In addition, Mr. Greg Follensbee, presenting on behalf of AT&T at the Flonda workshop
indicated that it is the revenues from the total package of services that are relevant to the decision

to invest in facilities:

MR. DUNKEL:

Does that mean in your decision-m=Xirz *»u would not look at only the basic revenues,
basic service revenues, but you would look .* *»= total package in maxing your decisions”

MR. FOLLENSBEE:

Absolutely, but we would be looking at what customers are buying. In other words, we
may be able to design a service for a customer that is only making local calls, or calls
within a short area, depending on the cost. We may look at a service based on the fact the
customer’s calling all over the United States and may not be making very many local
calls. It's - we're going to be, | think, Commissioner Deason, you asked, are we going to
have to get into the minds of the consumers? Yes. | think to be able 1o be successful in
the marketplace, we're going to have to know what the consumers are using their
telecommunications service for to know what we're going to be able 1o sell to them.™

When the cost of the loop facilities is incurred. the company installing those facilities takes all of
the potential revenues into consideration when deciding on the wisdom of the installation of
those facilities, not just the revenues from only one service that will be provided using those
facilities. The decision to incur the loop cost facilities is based on all of the services that will

share that facility, not just one of the services.

“Transcript of Dr. Carl Danner, page 483, lines 8-14, October 9, 1998 Flonda Workshop.

*Transcript of Mr. Greg Follensbee, bevinning at page 498, linel18, October 9, 1998 Flonda
Workshop.
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would not mean that the entire loop cost should be recovered from that one service. Insicad, that
service would be only one of several services that share the loop facilities. The loop facilities
would not be caused by that one service, since if you eliminated “subscriber access to the public
switched network”™ service (assuming it ever existed in the first place), that would not eliminate
the cost of the loop facility, because the loop facility would still be needed to provide carricr
“network access" services, toll services, and vertical services, and all other services that use the
loop facility. Quite simply, claiming th* *Sere may be one more service in the family of services
that shares the loop, does not in any way lead to the conclusion that gne service should suppon
all of the loop facility costs, while the other services that share the loop facility support none of

those costs.

'R The switched loop is not “dedicated™ to one service

The LECs claim that the loop cost shou!d all be recovered from residential basic exchange
service because the loop is dedicated to that customer, and not shared by different customers.™
This is a false argument. The loop to a given premise is not dedicated to one particular service.
For example, when a credit card company calls you long distance during dinner to attempt 1o sell
you a credit card, the [XC is the customer that has “rented” the loop facility that connects to your
home. The IXCs purchase switched access (“Network Access”) from the LECs. Network
Access service provides the IXCs with access to the LECs' networks, including the loop facilities

which are required to originate and terminate toll calls.

“Page § of Dr. Danner’s Presentation handout from the October 9, 1998 Florida Workshop.
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h.  Itis mot a “fallacy that shared use implics shared cost”

Dr. Taylor claims it is a “Fallacy that shared use implies shared cost™.”’ Dr. Tuylor provides no

authoritative basis for his claim that this is a “fallacy,” other than Dr. Taylor says so.

That shared use implies shared cost is not 2 “fallacy”. Instead, it is required by the U.S. Supreme
Court ruling, required by economic principles, and is reflective of how costs are recovered in
competitive real world markets. As previously aiscussed, the U.S. Supreme Court found that
“the actual uses to which the property is put” must be considered when apportioning loop costs:

Quite simply, . Taylor wants this Commission and the Florida Legislature to not only "ignore
altogether the actual uses to which the 'oop facility is put”, but to also “ignore altogether™ the

LS. Supreme Court Order that previously rejected this concept

Sirce Dr. Taylor is an economist, he surely also knows that the “cost causation™ principle
requires that a cost can only be considered “caused” by a particular service if that cost 1s avoided

whien that service is eliminated, while holding constant the production of all other services.

“Initial Comments of Dr. William Taylor, page 28.
*Smith v. l11. Bell Tel. Co., 282 U.S. 131, 150-151 (1930).
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Obviously, if more than one service shares the use of a facility, then the cost of that facility
cannot be avoided when only one of those services is eliminated. Therefore, the cost of a shared
facility is not “caused" by just one of those services. In short, the standard economic “cost
causation” theory does relate the treatment of the costs of a facility 1o whether that facility 1s

shared by more than one service, or dedicated to only one service.

In competitive markets, the sharing of faci!i‘ies does imply the sharing of costs. For example, if
two businesses share a facility, "= it a Lo ' ‘ing, driveway, lobby, or any other facility, you can be
quite sure that those businesses which share the facility will also be sharing the costs of that

facility.

Some of the LECs argued that none of the loop costs can be recovered from toll or vertical
services because not 100% of the customers use toll and vertical services " This argument is
nonsense. No rational company anywhere in the world would ignore revenues simply becaus-
those revenues were derived from services that were not subscribed to by 100% of the
population. For example, if any rational person was considering whether 1t would be profitable
to build a fast food restaurant, the revenues they would consider would include the revenues from

their french fries and soft drinks, evea if 100% of the customers would not buy those proaucts

“For example, see Transcript page 203 of the October 1, 1998 Florida Workshop, where Mr
Banagee, who works for Dr. Taylor, makes this argument
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Whatever customers do buy those products produce revenues that must properly be considered in

any analysis.

In addition, the LECs' theory is based upon the fact that basic exchange service is a monopoly
service, and therefore they are effectively arguing they can recover their joint and comme: costs
only from monopoly services. However, the real world proves that is a false theory. If that were
true, then all companies that do not have an; monopoly services would be bankrupt. All
companies have joint and comri..u costs « . some type. Therefore, companies in competitive
markets must price their competitive products to cover not only their direct costs but glso their
joint and common costs, or eise those companics would be bankrupt. Competitive products and
products that are not subscribed to by 100% of the population do carry mark-ups for joint and

commuon costs in the real world.

In addition  f course, even basic exchange service is not subscribed to by 100% of the
population. Recent figures from Florida indicate that residential basic exchange service is
subscribed to by 92.8% of households.™ In addition, this market is supposed to become even
more competitive, which may mean that the percent of people who subscribe to basic exchange

service from the LEC in a given territory may eventually be reduced.

In addition, the vast majority of residential customers do purchase additional services. For

example, approximately two-thirds of BellSouth’s residential customers purchase at least one

*For 1997, Table 3, FCC T ‘ephone Subscribership Report
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high percent of customers place toll calls, and that is exactly what they claimed.

Quite simply, in an argument in which it is in the LECs' interest to do so, they will claim that
94% of customers do make toll calls, but in a different argument where il is in the LECs” interest

to do so, the LECs will claim that 60% ta 80% of the customers "don’t ever make toll calls.”

In addition, if there are sonie customers who seldom make toll calls, they may still receive toll
calls. Therefore, their loop will be used for revenue-producing non-basic service. For example,
working people may regularly place toll call. *~ their retired parents. The working people place
the calls because the retired parents arc on a fixed income. The retired parents’ loop 1s regularly
being used for additional toll revenue producing service, but the retired parents may seldom or

never place a toll call.

In addition. even if you single out a particular customer that does not use a loop in a given month
to place toll traffic, that does not mean the LEC receives no revenue other than basic local
exchange service to contribute toward the recovery of the cost of that loop. Specifically, the
FCC is now moving away from the usage based interstate carrier common line charge (CCLC) 1o
a flat per line interstate presubscribed interexchange carrier charge (PICC) for the primary
residential line as well as for single line business lines. It is expected that afier a several year
phase in, that interstate PICC will average $4.10 per month per line for the residential pnmary
line and single line business customers, on a nationwide average. The IXCs will pay this PICC

to the LECs for cach lii.e for which that IXC is the presubscribed interexchange carrier,
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regardless of the level of traffic on each line. Another example is that residential pnmary lines
and single line business lines also pay to the LEC an interstate $3.50 per month per line
subscriber line charge (SLC).*' That charge is paid every month, regardiess of the level of
interstate usage or intrastate toll usage on any line. Therefore, in addition to the revenues from
basic exchange service rates, there is, and in the future will be, significant recovery costs of the
loop facility from the services that share those facilities, independent of the level of actual use on

any particular line.

In addition, the customers that don't make any toll calls or purchase any vertical services is not
the average, typical, or representative scenario for that service category. This is an example of
pricing based upon the most extreme case. Proper pricing for a service category cannot be based
upon the extreme individual case, but pricing for a category must be based upon the average or
typical for (th=t category. For example, some students at college subscnibe to telephone service
primarily so they can place toll calls to their boyfriends or girlfriends back in their hometown. If
that extreme case was utilized, then the logical conclusion would be that the loop cost should =il
be allocated to toll service. The Attorney General is not recommending this extreme case, but it

would be just as logical to use one extreme as the other in pricing.

However, pricing for a category cannot properly be based on just one extreme. Instead, the

average or norm for the group of customers to which the price applies mus: e used.

*"The end user common line (EUCL) charge for additional residence lines and multi-line
business is even higher.
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Residential basic exchange service rates are recovering a reasonable and proportionate share of
the joint and common costs at present rates. As Exhibit AG-6 shows, the residential basic
exchange and vertical services are contributing *** ‘*** per month to the joint, shared, and
common costs. In order to analyze whether this is a reasonable share, it should be kept in mind
that this Commission has established $17 as the unbundled loop rate for BellSouth.* Ther~fore,
residential local service is clearly making a very significant contribution towards the joint,
shared, and common costs. The contributior: 1o joint, shared, and common costs that 1s buing
produced by residential basic exchang» s~~-ice gl present ralcs. is clearly within the range of
reasonableness for such contribution, and even appeass to be on the high side of the range of
reasonableness. The Attorney General does not believe that a more specific determination has 10

be made by the Commission in this proceeding.

Although it is not necessary for the Commission to attempt to determine some specific figure as
being the “reaconable” and “proportionate” share of the loop cost to be recovered from local,
there are some basic facts that allow us to narrow down the range of possible cost recovery
allocations of the loop facility costs to residential basic exchange service.

(1) First of all, in Smith vs. IBT, the U.S. Supreme Court rejected placing all of the loop costs o
intrastate local service, therefore the allocation of loop costs to residential basic exchange service

must be less than 100% in order to comply with this requirement.

(2) Secondly, the FCC-State Joint Board Part 36 rules allocate 25% of the Ir.p facility costs to

*“IBellSouth's response to Attorney General Interrogatory 51
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the interstate jurisdiction, and 75% to the intrastate jurisdiction.”” The Communications Act of
1934 makes the Joint Board separations allocations mandatory on state commissions, as well as
on the FCC. Therefore, only 75% of the loop costs can be considered in an intrastate proceeding,

such as this.

For example, assume a $17 unseparated loop cost, with even just the 25% interstate costs

removed, the highest amount that could be considered the intrastate loop cost would be $12.75

(75%).

It is important to note that in the LEC cost . mdies, the LECs did not even exclude the 25% of the

loop cost that is the inlerstale costs.

(3) The portion of the loop cost that should be recovered from intrastate local service has Lo be
significantly Jess than 75%, since other intrastate services share the loop facility (such as
intrastate toll, and intrastate switched access services). For the same reason that some portion of
the loop cu.! is allocated to the interstate jurisdiction because interstate toll and switched access
services share the loop, some portion of the loop costs must also be allocated 1o intrastate toll und

switched access services, since they also share the loop facilities.

Within these limits, the exact portion of the loop costs that is recovered from residential basic 1s

judgmental. As the FCC has stated:

“'Part 36.154(c).




. intrastate toll (including intrastate switched access):
[I]n determining the loop costs associated with local service, we propose (o assume that
those loop costs would be the same percentage of total loop costs for every LEC. Under
our current rules, 25 percent of the loop costs are allocated to the interstate jurisdiction,
We would assume that an additional 25 percent of each LEC's loop costs would be
associated with intrastate toll services. Thus under our proposed allocation method, the

remaining fifty percent of each LEC's loop costs would be assumed to represent local
service costs.”

The FCC-State Joint Board has incorporated the 25% allocation from the above concept
into the Part 36 rules. Therefore a £>% 2'location to the interstate jurisdiction 1s
mandatory, The FCC's allocation of 25% of the loop costs to the interstate junsdiction
has been upheid by the courts. Although the FCC, for its purposes, considers the
remaining 75% to be split 25% to intrastate toll and 50% to local, that split of the

. intrastate portion of the costs is not mandatory on the state commissions, since the FCC
and Joint Board do not have authority to specify the split within the intrastite
jurisdictions. The 25% split to interstate is mandatory, but the remainder of that divisior
1s only advisory. The FPSC could select a different split of the intrastate portion of the

loop costs as it sees fit.

Z. In addition, the Washington Utilities and Transportation Commission also lound this
same allocation 10 be reasonable:

The Commission adopts an allocation of NTS costs based upon « division of 50
percent to local exchange services, 25 percent to interstate toll and 25 percent to

“CC Docket No. 80-286, ~otice of Proposed Rulemaking and Notice of Inquiry a1 24, (FCC July
13, 1995),
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intrastate toll...*

There are good reasons why the above referenced allocations of the loop facility costs arc
fair and reasonable. There are two major calegories of services that share the loop
facilities: (1) local services, and (2) toll services.*” If duplicate loop facilities were
installed to provide service to each of these two categorics alone, the services in cach of
these two categories would, by themselves, have to support 100% of their loop costs.
However, in the real world these two service categories share the same loops. Both can
be priced below their stand alone le. ci <5 a result of sharing loop facilities. Both service
categories receive equal benefit from that sharing. Giving one service calcgory a greater
relative benefit of the sharing of facilities at the direct expense of the other service
category which shares those facilitics would not be reasonable. Therefore, the local
service category should support 50% of shared loop facility cost.*" Toll service category
should support 50% of the shared loop facility cost.

As a second step, the allocation to toll/switched access musi be split between interstuie

and intrastate toll/switched access. The FCC/Joint Board procedures allocate 25% o f the

“Eighteenth Supplemental Order, Cause No. U-85-23 et al., at 5. Although establishing 25% as
the ultimate goal, the Commission allowed USWC 1o at least temporarily remain at ils prior
allocation to intrastate toll of 16.95%. (Sec page 9 of the Eighteenth Supplemental Order)

“"By toll services, we are referring to toll and switched access services. Switched access service
is the IXCs' toll services being carried over the LECs' facilities.

“In fact, because residenual basic exchange service is important to universa! service, if anything.
it should receive a disproportionate portion of the benefit of sharing.
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October 28, 1998 considered three different options. The first option would have
allocated 50% of the intrastate joint and common costs (inviuding the loop) to the
services which are included in the definition of universal service (which includes loca!
basic service). The second option would have allocated 25% of the intrastate joint and
common costs (specifically including the loop cost) to the services included in the
definition of universal service. The third option would have allocated one-third of the
intrastate joint and common costs (including loop) to the intrastate services included in
the definition of universal service. «ue I'TJRC analyzed these allocations specifically in
light of the Section 254(k) of TA96 requirement. The IURC chose the third option,
which allocated one-third of the intrastate joint and common costs (including loop) 1o the
services included in the definition of universal service (which includes residential basic

exchange service), "as the most fair and re.sonable resolution of this issue."” Following

that determination, the [URC did allow certain flexibility to the LECs in this area.

When the LEC concept of allocating all of the loop cost to residential basic exchange service is
rejected, the second alternative that the LECs generally propose is that the non-traffic sensitive
(NTS) (loop) costs be allocated based upon their measurement of the relative traffic on the loops
The LECs do so because such an allocation results in a trivial allocation = ! loop costs to toll and

access, and none to vertica! services. Only 3.6% of G I'E's loop costs would be allocated to state

-

"Page 45, IURC Order dated October 28, 1998.
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toll services and 5.3% to state switched access services, and none lo vertical services,” if the

loop costs are allocated using relative traffic as measured by the LECs.

If state toll and switched access were unabl to share the loop facilities with local and other
services, they would require their own loop facilities. In that case, the rates charged for those
services would have to be set to recover 100% of the loop facilitics that were needed to provide
those services. Since these services do share the loops with local and other services, they receive

the benefit of a greatly reduced burden of loop cost recovery.

The loop facilities are frequently referred to as "non-traffic sensitive™ (NTS) facilities, because
the costs of the loop facilities do not vary with the level of traffic. There is no cost causative
basis for allocating loop costs to various services based upon each service's level of traffic of the
loop facilitics. The impropriety of allocating NTS costs based on usage has been addressed by
the FCC:

These costs pose particularly difficult problems for the separations process: The
costs of such facilities caznot be allocated on the basis of cost-causation principles
because all of the facilities would be required even if they were used only to
provide local service or only to provide interstale access services. A significant
illustration of this problem is allocating the cost of the local loop, which is needed
both to provide local telephone service as well as to originate and (zrminal long-
distance calls. The current separations rulcs allocate 25 percent of the cost of the
local loop to the interstate jurisdiction for recovery through interstate charges.™

"Calculated from GTE’s response to Division of Auditing and Financ al Analysis' Data Request
3, Bates Stamp document 38 289.

"423, FCC Access Charge Reform Order, FCC 97-158,
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result in between 50% and 25% of the loop costs being allocated to local service. However, a
measurement of traffic is not an appropriate method for allocating the NTS loop costs for the

simple reason that the loop costs are non-traffic sensitive,

In this proceeding, the Attomey General does not believe the Commission nieeds lo try to select
any particular allocation percentage, since it is obvious that, at present rates. the contnibntion that
residential basic exchange service is makiug towards the joint and common costs 15 more than
ample, and falls well within the range of reasonableness, for being a reasonable or proportionate

share of the costs.

The LECs ,0int to the "California experience” in support of their proposals in Flonda. However,
the rate changes in California were not even close 1o the rate changes that the LECs are
proposing here in the State of Florida. The most critical of these rate differences is the level of
the residential basic exchange rates. In California the flat-rate residential basic exchange rates
after rebalancing was $11.25 per month for Pacific Bell, which serves the overwhelming

majority (about 80%) of residential customers in the State, as Dr. Danner (on behalf of GTE). ™

" As admitted in Dr. Danner's September 24, 1998 Comments. The resi jential basic exchange
rate of GTE, which serves a relatively small percentage of the residentini customers, was
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However, the residential basic exchange rates that the LECs have been proposing in their
comments and in their presentations in the Florida Workshop are in the range of $20.00 or more
per month, not the $11.00 range that occurred for the majority of Californians. Quite simply, for
the majority of the California residential customers, the "California Experience” is an $11.25 flat

rate for residential basic exchange service. not a rate of $20 or more.

It is interesting to note that the current average residential basic exchange rate in the State of

Florida (*** **57) which is very clo. ‘< the $11.25 rate of Pacific Bell afier rebalancing,

In his presentation at the Florida Workshop on behalf of the major LECs, Mr. Don Perry claimed
that GTE's residential basic exchange rate in California was increased from $9.75 10 §17.25. He
then used the statewide penetration rates in Califonia to support his position that this rate
increase did not hurt penetration.”™ However, Mr. Perry's analysis is very misleading. The
penetration rates that Mr. Perry was referming to are the stalewide average penctralion rutss u
California. As discussed above, the overwhelming majority of residential customers in the State

af California (about 80%) are served by Pacific Bell, not GTE. Therefore, it is the rates of

increased from $9.75 to $17.25

""This is the average residential basic exchange rate charged by BellSoutl, GTE and Sprint in the
State of Florida. (***  *** with 3.50 EULC).

"Slide 29 in Mr. Perry's Fle 'da Workshop presentation handout entitled “AfTordability and
Value of Local Telephone Service™, dated October 2, 1998,
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(1996) were the highest of the three years following the increase. The 1996 figurc is what Dr.
Danner used for his "after” figure. If Dr. Danner had compared the penetration rate for the year
before and the year after, the result would have actually been a slight decregse in the penctration
rates.” Therefore, it is clear that Dr. Danner has "gamed" his penctration numbers 1o support his
position. When the games are removed from Dr. Danner’s analysis, it is clcar that the wncrease in

rates in the "Califorria Experience” did hunt penetration.

There is now three years' dat-. Jiiwe i ~alifornia price change. For the three years afler the
increase in rates in California (1995 through 1997), the average "unit” penctration rate was

94 .6%. However, for the three years prior to the increase in rates in California (1992 through
1994), the average "unit" penetration rate was 95.4%. Therefore, the result of the changes in
rates has been a reduction in the average penetration rate by about (L.8%, not an increase, This

difference is statistically significant, at a 95% confidence level.

d. The "California experience” does not demonstrate that toll and access rate
reductions offset the impact that a residential basic exchange rate increase has on
penetration.

The LECs claim that the "Califomia Experience” demonstrates that toll and access rale
reductions will offset the negative impact that residential basic exchange rate increases have on
penetration. However, there are at least three very important facts that undermine the LECs

claim. First of all, as | demonstrated above, the rate "rebalancing” that occurred in Califormia did

“'Table 3, Telephone Subs .ibership In The United States, July, 1998,
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hurt penetration. The penetration rates before rebalancing were higher than they were after

rebalancing.

Secondly, the residential basic exchange customers did not receive all of the benefit of the access
reductions that the LECs are claiming "offset” the basic exchange rate increases in California
Rather, a large portion of the benefit of access reductions was actually pocketed by the IXCs.
Instead of using all of the switched access rate reductions to reduce the end-user toll rates, the
IXCs used at least part of these reductio... «. hoost profit margins. The fact that the switched
access reductions were not all flowed through to the end-users in Califomia is clear from an
article in Fortune magazine.

AT&T reaps its highest profits on the millions of minutes of long-

distance calls it carries each year in California. Operating margins

there are about 50%, vs. 25% elsewhere, according to Vogel,

because the fees AT&T must pay the local telco for handling a call
in California are by far the lowest in the country."

Finally, in Florida the LECs arc proposing to use at least a portion of the residential basic
exchange rate increase to fund a reduction in business basic exchange, toll and other busincss
rates. For residential customers, a reduction in these business rates would do nothing to “oflset”
the increase in residential basic exchange rates. In the “California Expenence”, both residental
and business basic exchange rates were increased, therefore what the LECs are proposing to do in
this Florida proceeding is far worse for the residential customers than the rate structure changes

that occurred in Californ’a. In Californin, the increases in both residential gnd business basic

““Why Allen's Latest Plan Won't Work”, page 30, Fortune magazine, July 30, 1997.
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Discussing the impacts on customers of the “California experience”, Dr. Danner stated:
Indeed, the benefits of pricing reform were spread across most subgroups of customers.
Only two groups came out behind, with the worst adverse impact being those over 63,
whose bills would increase...."(emphasis added)
As Dr. Danner admitted, GTE's own analysis for California indicated that those over 65
experienced the “worst adverse impac.” of the “California Experience”, their bills increased
This experience is certair..; wot son.e. hing that is needed in Florida. Florida's population has the
highest percentage of Sen‘or Citizens of any state in the nation. In fact, according to the U.S.
Department of Commerce, about 30% of the households in Florida are headed by a Senior
Citizen 65 years or older.™ Therefore, it would certainly not be a good idea to model Florida
after any “experience” that will have the “worst adverse impact™ on the population group that

accounts for nearly one third of the houscholds in the state.

In addition, as previously discussed, in Florida the LECSs® proposal would even have some of the
residential basic rate increase diverted 1o support certain business rate reductions, a diveision that
did not occur in California. Therefore, the impact on residential customers in Flonda aged 65 or

older would be much more adverse than what occurred in Califomnia.

“Page 62, lines 1-4, Comments of Carl R. Danner on behalf of GTE Florida Incorporated,
September 24, 1998.

“Table 73, Statistical Abstract of the United States (1997), Bureau of the Census, LS.
Department of Commerce
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assistance on the basis of their income. Such programs do help, but in the interesi 5f universal
service it is also necessary that the residential basic exchange rates, which are available without
requiring the customer to declare and prove that they have low income, should be as reasonably

priced as possible.

X. AFFORDABILITY ISSUES

8.  Florida has a universal service prok'm

The current penetration rate in the State of Florida is over a full percentage point below the
nationwide average penctration, The 1997 nationwide average “unit” penetration rate is 93.9%,
but in Florida it is only 92.8%.* Even the “available™ penetration rate in Flonida is a full
percentage point below the national average. The nationwide average “available™ penctration rate
for 1997 is 95 %, whereas for Florida it was only 94.0%. The “unit" penetration rate is the
measure of households that actually have telephone service, opposed to the “available™
penetration rate that measures the percentage of households that either have telephone service or
can use telephone service at a friend's or neighbor’s house, or somewhere else other than within

thei= household.

Either way, it is clear that Florida has some work to do to promote subscribership if it wants to

“Table 3, 1997 Annual Average, Telephone Subscribership In The United States, Industry
Analysis Division , Common Carrier Bureau, Federal Communications Commission, Released
July 1998,
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improve upon its below average penctration rate.

b.  Evenafthe current rates, hundreds of thousands of residential customers are priced
off of the network each vear,
In 1997, BellSouth alone initiated the disconnection of a staggering 236,000 residential customers
for non-payment of i »ir telephone bills.™ This is over 7% of Bell South residential lines. In
addition, GTE initiated over 257,000 “temporary disconnects™ and 95,000 “permanent
disconnects” of residential customers in . %97.% Many residential customers are having trouble
paying the phone bill even at current rates. Clearly, increasing the rates for residence basic local
exchange service would make these situations even worse. While customers can choose to limit
their use of toll and discretionary services to reduce their telecommunications bills, residential
customers must pay what the LECs charge for basic local exchange service, or simply do wathout

telephone service.

[ The LECs claim that a residential basic exchange service rate increase will allow _rate
reductions to be made in foll rates, which will “offset” those basic exchange rate
increases

First of all, as | have already discussed, BellSouth and the other LECs can reduce the rates for

wntrastate toll, intrastate switched access or any other service without having to increase residential

basic exchange rates to do it. As discussed, BellSouth is currently earning approximately $250

"HellSouth's response 1o Attorney General's Interrogatory |8.
“GTE's response to Attome, General't Interrogatory 18.
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million more on equity than the FPSC found to be appropriate for BellSouth in the State of
Florida. Therefore, BellSouth can reduce its revenues by $250 million and still provide a good
incentive 1o attract capital from stockholders, The current price regulation structure gives all three
major LECs the ability to reduce their prices without having to justify those reductions to the

FPSC, or anyone else. 1t is the LECs who have chosen to over-price their services o pioduce

excess eamings.

Secondly, the LECs’ excuses for increasing residential basic exchange service rates arc 50
unreasonable that it is not uncommon for the rationale behind one of their excuses to contradict
the rationale behind another of their excuses. As discussed, in one argument the LECs claim the
vast majority (60% to 80%) of customers make no long distance calls, and therefore the LECs
claim that long distance services cannot support any portion of the loop cost. However, when the
LECs are discussing the so-called benefits of this “rebalance™ of rates, the LECs claim the vast
majority of customers do place many long distance calls, and therefore reductions in toll rates will
offset increases in residential basic exchange service rates. For one argument, the LECs claim the
majority of residential customers do not make toll calls, but for another argument the LECs claim
that the majority of customers (94%) do make long distance calls, all as previously discussed.
Quite simply, the LECs cannot have it both ways. The fair and reasunable method of determining
rates Jor a class of customers is to consider the average characteristics of the whole class of

customers.




perceive a need for such a restructure. The fact is that the majority of the customers in Flonda are
very happy with the existing rate relationships. In fact, Mr. Don Perry, who provided a
presentation on behalf of BellSouth, GTE and Sprint in the Florida Workshop, presented the
results of an affordability survey that GTE recently conducted in the State of Florida. According
to the LECs' own survey, the four services with the highest perceived value by customers were
local, long distance, optional services and Int=met. LECs' own survey indicate that the
customer's perceived value of long distance ard local phone service are gxactly the same at the
existing rates.” Customers gave .l ui uw._. services a 67% value rating. While the LECs
would like to create the impression that there is some kind of public outcry to rebalance by
reducing long distance and raising basic local rates, the customers’ actual perception is that the

existing rate relationships are approximate.

f. The price of basic residential service effects penctration

There can be no legitimate dispute to the fact that the price of basic residential basic exchange
service has an impact on penetration rates. In fact, studies have found that the two factors that
have the greatest impact on a customer’s decision lo subscribe or not to subscnbe to telephone
service were:

1. The level of the initial payments, and

2. The rates for basic exchange service.™

“Slide 23, Mr. Perry's preser.ation handout at the Flonda Workshop, October 2, 1998.

“AT& T/Consumer Federation ~f America’ AARP Joint Telecommunications Project
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The FCC has found that affordable rates are needed to promote subscribership:

We agree with the Joint Board that there is a correlation between subscribership and
affordability.. (Emphasis Added);

Experience in other states across the nation shows that the price of residential basic exchange
service plays a key role in the percent penetration achieved. For example, for the five states that
have the lowest residential basic exchange rates, the average “unit" penetration rate is 95.8%, but
for the five states with the highest residential basic exchange rates, the “unit” penctration rate

drops all the way down to 92.2%", a difference of 3.6%.

In addition, Mr Dunkel's first hand exrerience in the State of Utah tells volumes about the impac:

that the level of the residential basic exchange rate has on penetration. In the mid to late 1980,

423 and §112, FCC's Report and Order, FCC 97-157, in CC Docket No. 96-45, Federal-State
Joint Board on Universal Service, adopted May 7, 1997,

*Rasic rates for 1997 from Table 1.3 of the FCC's Industry Analysis Division's Reference Book
of Rates, Price Indices and Expenditures for Telephone Service, July 1998, The Penetration rates
for 1997 are from the FCC's Industry Analysis Division's Telephone Subscribership in the
United States, July, 1998,

85




services, including basic telephone service, to be necessities rather than luxuries, and many would
pay high prices instead of doing without those services. The fact that utilities could extract high
rates from monopoly services is one of the primary reasons that public utilities arc regulated. If
the monopoly provider was permitted to charge rates just below the level that would cause most
customers to discontinue the service, that provider would generally be able o charge much more

than it costs to provide the service.

Of course where there are truly competitive suppliers of an identical product or service, a
company generally would not be able to extrac. ...onopoly rates from its customers, regardless of
how critical the product or service is to an individuals well being. They could charge high rates
for their services only because they have monopoly power.

The Florida Public Service Commission had the University of Florida's Bureau of Business and
Economic Research conduct an affordability survey. Of those respondents, 7% said that if the:
monthly phone bill increased by $2 they would discontinue basic local phone service®. Alsa 26%
said that they would pay the increase of $2, but they would have to reduce spending in other
arcas™’. Therefore, a local phone bill increase of $2 would cause a hardship to 33% of the people

surveyed.

*7 113 of 1,598 respondents.
" 409 of 1,598 respondents.
8’7




In Dr. Danner’s presentation on October 9* he claimed the rate changes that LEC's were
proposing would especially benefit minorities.”” However, the affordability survey conducted for
the Florida Commission by the University of Florida showed that any increase in the monthly
phone bill would especially cause a hardship on the minority residents of Florida. 10.6% of the
“black™ respondents said Jhey would discontinue basic local phone service if the local portion of
their monthly phone o."! increased $2.00, Of the Hispanic respondents, 9.4% said they would
discontinue basic local phone service if the local portion of their phone bill increased by $2.00.
For comparison, of the “white” respondents, ='ichtly over 5% said that they would discontinue
basic local phone service if the local portion of their monthly bill increased by $2.00.

Therefore, according 1o the results of the Commissiun's affordability survey, the members of the
“black™ and Hispanic minority groups in Florida would be more negatively impacted by an

increase in basic local service rates than would *white” customers.

i: The LECs Attempted To Discredit The Commission's Affordability Study By
Misrcpresenting The Study Results

Mr. Don Perry attempted to discredit the Florida Commission's affordability survey on the basis

that the study’s results, as he interpreted them, did not “make sense™.'™ However, the reason that

 Dr. Danner's handout for October 9, 1998 workshop, page 19, under question §

"“Transcript of Don Perry, October 2 Workshop, page 273, lines 6-12.




=>Not Available 2} 22 28 34
@ >No Data Provided 16 16 16 16
Total Surveyed 1,598 1,598 1,598 1,598

113 is 7% of 1,598, not 23% to 45% of 1,598.

Secondly, Mr. Perry claimed t:at of those respondents who were asked about the rate increases in
descending order (decreasing from $20 to $2), mor= said that they would discontinue service at a
$2 increase than at a $20 increase, M. Icrry ciau. od that it did not “make sense” for more
customers to discontinue at a lower ratc increase than at a higher rate increase.'” However, once
again, this claim is simply a mis-representation of the actual survey results. The actual survey
results indicate that of those who were asked about the rate increases in descending order'™,
nearly four times as many respondents indicated that they would discontinue at a $20 increasc
. than at a $2 increase, contrary to Mr. Perry's claim. Shown below is a breakdown of the actual

survey results for ' 840 respondents that were asked about the rate increases in descending

order:

Response __Basic Local Increass
52 35 $10 520

>Discontinue Basic Local Phone Service 46 7 138 183

>Pay Increase & Reduce Spending In Other Areas 186 239 302 333

~Pay Increase & Not Reduce Other Spending 570 493 361 275

=Don't Know 24 23 25 35

=>Not Available L 8 9 ]

"“'Transcript of Don Perry, October 2 Workshop, page 273, lines 6-12.

1840 of the 1,598 surveyed were asked about the rate increases in descending order, and the
remaining 758 were asked about th» rate increases in ascending order (increasing from 32 to
$20).
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>No Data Provided 3 ] 5 ]
Total Surveyed 8B40 B840 840 B40

The survey showed that far more people would discontinue service at a $20 increase than at a $2

increase, which is a reasonable and believable result.

In summary, the criticisms that Mr. Perry has of the Commission’s affordability survey are simply
mis-representations due to Mr. Pcimy's errors interpreting tl = survey results. When the actual
survey results are used in the analysis of the Commismon’s survey, it is evident that the criticisms

that Mr. Perry has made are invalid.

Some of the LECs have been complaining that the business hasic exchange rates are priced higher
than residential basic exchange rates. However, there are mnny differences between these two

services that explain this valid difference between their rate:

First of all, telephone bills are a tax deductible expense for | usiness customers, but they are
generally not for residential customers. From an affordability standpoint, the after tax cost to a

business customer for basic exchange service is less than the taniff rate, but this is not true for

residential customers. Assuming a 30% tax bracket, the after tax cost to a business customer for

I FB service is about $19.60 ($28.00 multiplied by (1 - 30%)). Therefore, afier tax deductibility is
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Finally, there are other differences between business and residence basic exchange service. For
example, businesses average more local calls placed per line per month than do residential
customers. According to the usage cost studies submitted by BellSouth in this proceeding, 1FR
customers make an average of ***  *** |ocal calls per month compared to ***  *** local
calls for 1FB."” In addition, a higher percentage of business local calls are placed during e peak
period than is true for rezidential local calls. For example, BeliSouth indicated that a higher
percentage of residential local usage occurs during the weekend time period'™ than is true for

business. GTE indicated that now. vl 118 ce.. 7al offices peak during the weekend time period.'”

The traffic placed during peak periods is more costly to provide than during off-peak periods, as
GTE admitted in response to Attorney General Interrogatory 13. Since the costs are higher dunng
the peak period, the fact that a greater percentage of business basic exchange local traffic is peak

usage is another factor that helps explain why the differences in the rates is reasonable.

These valid differences have been recognized in telecommunications pricing throughout the
country. The relationship that exists between the business and residence basic rates in Flonda s

similar to the nationwide relationship. The Florida ratio of business to residence basic exchange

"""BellSouth cost study provided in response to Division of Communications Request | (d),
Section |, page 10.

'""HellSouth's response to Atomey Genera! Interrogatory 11.
'""GTE's response to Attorne General Interrogatory 12.
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customers in downtown and metropolitan arcas. However, it is a natural progression for
telecommunications providers to begin by first providing services in the downtown metropolitan
areas and then gradually branch out to serve the suburban and rural arcas. In fact, as Dr. Hams
admitted in his presentation at the Florida Workshop, back when the incumbent LECs’ first began
providing telephone services in this country, they started by serving customers in the downtown
business districts, and then later branched out to serve residential customers in the suburban and

rural areas.'"

Afier the LECs built facilities 1o serve the down. _ .. business district, the LECs branched out to
serve the residential and urban areas. This is the natural progression of a telecommunications
provider, and the CLECs that are attempting to compete with the LECs in the state of Flonda are
simply following that natural progression. However, the LECs are trying to stop this natural
progression in its initial stage by pricing its competitive services to produce negative retums on

investment, and therefore preventing its competitors from being profitable and expanding.

There are several reasons why the downtown business district is the logical starting point for a
telecommunications provider. It must be remembered that at the start of competition, the LECs
have all customers, and the CLEC has the problem of convincing customers to switch. In order to
have a given number of lines switched to the CLEC, if the CLECs concentrate on large business
customers, they must convince far fewer decision makers to change what they are now doing than

if they concentrale on residential customers. The large businesses located in the downtown areas

" Transcript of Dr. Harris, page 23, October 8, 1998 Flonida Workshop.
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often subscribe to many lines of service at a particular location, whercas the majority of residential
customers subscribe to only one or two lines of service. If the LEC is able to convince one

business decision maker to subscribe to its services, that may mean hundreds of lines of service to

a single business location. However, if the LEC instead focuses its limited resources on the
residentinl decision makers, winning that customer’s service will likely only mean one or two
lines of service. Therefore, the LECs initial limited sales resources are best directed toward
convincing the large business decision maker to subscribe to the their services, and this is exactly |

what they do.

Of course, the natural progression is that once the CLELs are established and successful in the

large business market, they will expand to other arcas.

As already discus «d, the LECs have proposed to raise residential basic rates in part to support
reductions in business basic exchange and intrastate toll charges. However, business rates are tax
deductible and residence rates are not. Therefore, shifting revenue recovery away from business
customers and onto residentinl customers would significantly harm to the Florida economy by
drawing millions of dollars of additional Federal income tax payments out of the Florda
cconomy. For example, if $5 per line of a residential rate increase was used (o support business
rate reductions, over $100 million more in net greater federal income taxes would be removed

from the State of Florida each year.
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(2)(b) of the Florida Statute, (the cost and charge relationships, affordsbility, the value of service,
comparable residential basic local telecommunications rates in other states, and the cost of
providing residential basic exchange service), the Attorney General concludes that the fair and
reasonable residential basic exchange service rate is at (or below) the current rates. At the current
rates, residential basic exchange service not only covers its relevant direct cost of about $3.21 per
line per month, it also make. the largest contribution to joint and common costs of any service

The LECs' claims that residential basic exchange service is “subsidized” by high rates for other
services or priced “below cost” are based upon blatant and selective violations of standard
economic principles, numerous mis-representations and distortions of costing data, and violations
of both Federal and State law. When the LECs say that residential basic rates are “subsidized,
what they really mean is that residential basic rates are not high enough to support a completely

free ride on the . »op facilities for toll, switched access, and vertical services.

Some LEC rates may be excessive, but the proceeds of those excessive rates are flowing to over-

earnings for the sharcholders, not to supporting residential basic exchange rates.

In the less than three years that they have been on price cap regulation, all three major LECs have
exploited this regulatory structure to raise their return on equities from 12% to anproximately
19%. Due to the expiration of the last “sharing” provision in the price cap regulation at the end of

1997, all excess eamings generated by excess rates now flow entirely to the sharcholders, with
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none of it being returned to the consumers who are paying the excess rates. The level of over-

earning for all three major LECs is rapidly increasing.

Under price cap regulation, only the LECs, not the Commission, have the power to lower the
LEC rates. The LECs have chosen to maintain excessive rates in order to generalc ~xcessive

earmings.

Recommendations:

1. The present 1 FR rates are more than fai- and reasonable, and meet the criteria for
appropriate rates that ure being considered in this proceeding.

2. The Florida Legislature should empower the FPSC to incorporate sharing of over-
carnings in price regulation. In addition, the level of sharing of over-earnings should be
determined by the FPSC afier appropriate proceedings. Lastly, the Florda Legislature
should allow the Commission access to the LEC information which is reasonably needed

for “sharing" price regulation.

Addendum:
Al the last minute we located another document which shows that the loop is a shared cost. In
the past, AT&T's Telecommunications Glossary contained the following definition of the access

line:




Access line:  The facilities between a serving central office and the customer that are
required to provide access to the local and toll switched network. The
access line currently includes the non-traffic sensitive central office
equipmﬂ:l.lhembmbuloop lhudmplm umd:mnngmdmenum

A copy of this document is attached as Exhibii AG-9.
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BELLSOUTH "DEREGULATED"” COMPETITIVE SERVICES
HAVE NEGATIVE RETURNS ON NET INVESTMENT

DEREGULATED
(Millions §)

1997 Revenues $168
1897 Expenses 2187
Net Income ($19)
Total investmen! a7
Total Reserves 2125
HNet Investment s§72
Return on Net Investment -26%

JAQPRODATAW loraz98\ DEREGULATED. wh3

Source:

BeliSouth 1937 Florida ARMIS Report 43-03, Column (J), Ruw 530
BeliSouth 1297 Florida ARMIS Report 43-03, Column (J), Row 750

Revenues - Expenses

BelSouth 1997 Fiorida ARMIS Report 43-03, Column (J), Row 370
BellSouth 1997 Florida ARMIS Report 43-03, Columnn (J), Row 485

Investment - Reserves

MNet! incomae [ Net Investment
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INCORRECT LEC "CONTRIBUTION" METHOD
USING ACTUAL DATA FOR SPRINT-FLORIDA

Per Lina Per Month
(A) 8) i< o (E=B+C+D)
Sprint Claimed  Sprint Claimed

Saervice Calegory Bevenus Direct Cosl Lesg Consl Bor® Cost Total Cost

intrastste intralATA Toll $1.35 (3) £0.04 $0.00 £0.00 5004

Intrasiate Switched Access 675 (3) §0.50 $0.00 $0.00 $0 50
Residertal Basic Exchange (includes 33.50 EUC $1423 (1) $an 5§21.44 $0.56 2521 (1)

Resicental Vertcal Services $156 ) 029 2000 20.00 205

Total Ressdental Local $1T.T9 33150 $21.44 #0556 $2550

Lourers

Tolt: Soreis Contrdaton Anatpia and Totsl Serves Long Run wowna=tal Tom Lauty, bde T4 il page

Swrichad Azcans: Spnets Comritaton Anahyia afel Totel Ser.ce Long Alun Foementy  “oat Shuy, Swached Acess page 1

Rasidents Baskc Spreds Conrontor Argtres ard Totsl Servce Long Bius (ngrements Zoal Sy, Resdentad. page 4 oo page B

Rwsigeatsl Varical Servicen: Sprns Cowrtuton Anslyss and Total Service Long R incrementsl Coal Sy, Fastres, pages 1471213 V8 "8 2275 23 30 34 37 and 40

Loop & Port Sprind Fiorza, ing, Comritaton Anslyss and Totsl Servce Long Fas incre ental Cost "hudy, Resdersal. Page 8. Rewsed Oouter 33, 1568

Mote Pumass nobe Bl repeating the LEC pressnied cost dows rod mean e Allofn - Gasiral I agresing with Mana costs. For sample. Sase LE ” cotly were Caliulated uaeng costt
of Faney, Gepdeclation ElEN, Bnd oTher puts Dhat The ADormey Genersl and pthe/ pariies may ol Sgree with Howsver, 10 simplify the presnts 5o 40 10 10CUN Bolaly 08 B Bsue
of tma i -AloCEUon of the loop Couts, e Afomey Gessrsl has choten sof i present siternative values of D conl of O loop tacility in tis presentaton.

1) For wiedental B, So00d fad airmacty poeveded T CORSE of 8 P~ ORI D S;vid Florda, e, Cordeibation Anatysa and Towsl Servce Long Rum Incremmntal Coat Siudy
o TTOOGASP Undocketed Specis’ Proect Far snd Ressonatis Fates, Acguet 1700, ARscheet. Page 1. Aewaed Ociobe 33, 1

[T For wntcad ierval T SO0 DrovOe) relgentl iverutt 57 OO were cacuiated On § (e ne basa

[ For rrm ATA 1o pnd acomat. B Sl caiculatind CORts por Mwniie warn S0 10 T Sorvd sverage Swrules of user (' B0e Ped MORTL

*Tra port tacaty M eguoment i The Cacta! oSce Thal s covecisd 1© T 00D 0 prowsdes Aectans BCh a8 provadeng e dal 1one kne. 80 UBng e BgRal 0N Te Boe Tl ings T elechone

The por gt b B 00g, & reecsd o o servces. For guampls, ) onler 13 prowede 100 servce, you mus! haee o ecpagrrand Tl slowy T Sephong & g, evet § pou 30 SOl FES Drede Dt Satange s

JADPRODAT AFlondad8isprinicontrit wbl

(F=A-E)

1N
5825

(310 58)
a1

5T.T)

gJo | ofeg
S-DY "ON Nqiyxy

SIUDUAWOD) [PUl] [Rus0) Lawony
dS-Y00086 "ON 199foud [e1oadg




public inforfln @ (2]

CORRECT ANALYSIS
USING ACTUAL DATA FOR SPRINT-FLORIDA
Per Line Per Month
(A 8) (C=A-B)
Contribution To
Service Category Revenue Direct Coxst Shared & Common
Intrastate intral ATA Toll §1.35 $0.04 $1.31 .
Intrastate Swilched Access $6.75 $0.50 $6.25 |
Residantial Basic Exchange (Includes $3 50 F.UCL) $14.23 321 ¢ $11.02
Total Residential Local $17.19 53.50 51429

“The $3.21 cost is the cost of local switching, EAS swilching, and EAS transport exacty as calculated by Sprint. By utiizing
this cost in this Exhibit, the Attorney Gen wal is not necessarily agreeing with that cost. For example, the Attorney General
expects that a lower cost of money or dif. srent depreciation rates than used by Sprint in this calculation mighl be found
to be appropriate. The Attorney General is not raising those issues to simplify this discussion. The Altlomey General
reserves the right lo present a more appropriale cost of money, depreciation rates, elc. in other proceedings as appropriate.

Sources: Shown On Previous Page of This Exhibit
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In the remainder of this comment, we discuss specific determinations which should reasonably

be drawn by the Commission that support these conclusions. We address each of the four factors
designated in Public Law 98-277 for the study's consideration. We then discuss the LECs' proposal
to raise basic residentinl rates, its lack of justification, and its devastating cfTect on the afforaability
of telephone service; why present rates are “fair and reasonable,” taking into consideration the factors
specified by the Legislature, and how the factors interrelate; and conclude by pointing out the
appropriate remedies available to address the concerns expressed by incumbent local exchange

CAITIETS.

(1) The cost data the Commission received from telecommurications carriers for this
report consisted not of the actual cost of existing state networks, but rather consisted of the
costs of building from scratch maximum technology networks, using the carriens’ own
depreciation schedules. Carrier estimates of the costs of these hypothetical networks ranged
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from below the revenues currently received from basic residential service alone, to several
times that amount. No information was presented that the costs of telecommunications
networks has increased in recent years, and the Public Counsel's expert is of the opinion that
they have decreased. The use of hypothetical data precluded any opportunity to "verify"
costs, and the truncated nature of the Commission's review prevented any definitive
determinations as to the true costs of providing telecommunications services in Florida.

The cost data submitted by *he major incumbent local exchange carriers in Florida, BellSouth,
GTE and Sprint, consisted by their own ackn wledgment of the costs of building from scratch state-
of-the-art telecommunications actworks in Florida. The systems they propose are designed to
maximize economic benefit to the companies, through increasing the capacity of the companies to
offer advanced services, rather than 1o meet subscribers current needs at least cost. Consistent with
their company-oriented perspective, the models allocate network costs only to the basic services for
which the companies hope to increase rates, placing upon users of basic service the purported costs
of enhancing networks for the benefit of the local service providers.

The companic. models do not consider existing telecommunications facilities and equipment.
Rather, they divide the state into a hypothetical grid, each segment with its own costs, and estimate
costs for providing different services, such as business and residential services, through an entirely
new network, by the number of subscribers in cach grid segment. The models ignore key aspects
of basic service other than hypothetical line cost, such as the advertising provided business
subscribers through yellow-page listings; and allocate to vertical services, for which the companies
hope to decrease rates through subsidics from basic services, none of the network costs and only pant
of the switch costs needed to complete execution of particular services. For their calculations, they
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used their own depreciailon schedules to estimate annual costs, that for many elements of their
networks estimate useful lives approximately a third less than the regulatory depreciation standards
they had employed prior to their election to leave rate-based regulation in Florida in late 1995.'

The incumbent LECs® mapping of the hypothetical costs of their models to individual services
is particularly arbitrary. Basic local service is allocated all of the costs of the local loop, in defiance
of more than half a century of rate setting practice in this country, save part of the costs of switches
needed for long distance and vertical services. Business service is estimated to cost slightly les: than
residential service, not beca. se of differences in actual costs, but rather because only the cost of
hypothetical phone lines are considered, and businesses are slightly more concentrated than
residences in concentrated, lower-cost sections « “the statewide grid employed by the LECs’ costing
models.

The cost estimates submitted by the telecommunications carriers vary widely. AT&T
estimated that the monthly per-line cost of local networks in total, the "local loops,” generally is less
than the rates charged for residential basic service alone. The incumbent local exchange carriers,
on the other hand, estimated the costs of basic residential service alone, using the allocations of their

hypothetical models discussed above, to be over twice the rates charged for residential basic service.

'Consolidated Statements of Income and Notes, in 1998 10-K reports [1997 Annual Reports] of
BellSouth Telecommunications (Note M), GTE Florida (Note 2) , and Sprint-Florida (Notc 8), as filed with
the Securities and Exchange Commission.

BellSouth Telecommunications reduced its estimated economic asset lives of its digital switching from
1+ to 10 years, and its other circuits from 10.5 years 10 9.1 years; of its buried and acrial metallic cable from
20 to 14 years; and its underground metallic cable from 25 to 12 years. GTE Florida reduced its average
depreciable lives of copper from 20-30 years to 15 years; of switching from 17-19 years to 10 years; of
circuit from 11-13 years to 8 years; and fiber from 25-30 years to 20 years. Sprint-Florida discontinued
using regulatory depreciation standards, but did not disclose in its annual report the company's reductions
in asset useful lives.




For the more rural exchanges, the models produce cost estimates up to seven times current charges
for basic residential service. The Public Counsel and Attomney General produced experts who stated
that the rates for basic residential service are between the stand-alone and full-loop costs generated
by the companics’ models. as they were the last time the Commission looked at this issuc, in 1987,

At no point have any of the incumbent local exchange carriers claimed that their costs have
increased in recent years, such that these cosis would justify considering an increase in the price caps
for basic service. Considering that Florida's incumbent local carriers’ profit margins continue 1o be
over 30% per year’, it would be %+=4 {o: - * of them 1o make this argument. The Public Counsel':
expert, Dr. Marvin Kahn, is of the opinion that these costs actually have declined.

FLORIDA LEGAL SERVICES objects strenuously to the use of hypothetical cost models,
such as the LECs propose, to estimate costs of basic residential service, rather than the costs of the
services actually provided. Such pricing is a huge policy change, that we believe only the
Legislature can make. Local telephone service today, and all other regulated utility services, are
priced bas~ " upon actual cost. Cost data is relevant to residential phone rates only to the extent that
they describe the services actually provided.

We do not question the appropriatencss of using hypothetical cost models for purposes other
than providing service directly to subscribers, such as determining the charges that one provider
should pay enother for use of network components, or for high-cost universal service support. These

uses, which are currently followed, are long-range arrangements that involve indeterminate sources

! . Consolidated Statements of Income and Notes, in 1998 10-K reports | 1997 Annual Reports] of
BellSouth Telecommunications, GTE Florida , and Sprint-Florida, as filed with the Securities and Exchange
Commission. BellSouth Telecommunications pre-tax profits in 1997 were 33.1% . GTE Florida’s pre-tax
profits in 1997 were 32.5%, and Sprint-Florida’s pre-tax profits in 1997 were 31 8% .
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of revenues and of opportunity costs. In the case of high-cost support, & measure is sought of what
would be the reasonable cost of serving high-cost areas over a future period of time, for which it is
appropriate to consider both efficient as well as actual costs, and future as well as current costs. Over
the length of time of these provisions, it is reasonsable 1o project that tele« ymmunications networks
will be reconfigured through measures such as are specified in these modcls, and it is reasonable to
price long-term access to these networks on this basis. However, when rates for specific consumer
services are being determined by regulation { ae to the presence of monoj olics, as occurs for basic
residential phone service in Flori.a, cost ce.. tlations that will be used in setting these rates should
be based upon actual costs rather than hypothetical costs.

Use of the local exchange carriers’ cost data is limited not only by pelicy considerations, but
also by the limited process that the Commission and interveners have had to review the submitted
data and studies. The use of hypothetical cost data precluded any opportunity of the Commission
or interveners to "verify" the data. The review, although in terms of time limitations as much as the
Legislature; mitted, was wholly insufficient to arrive at any definite conclusions as to costs, even
if the appropriate data had been supplicd. There has been only the beginnings of discovery, with
disputes over hundreds of initial interrogatories not even resolved, and not enough time to conduct
even the limited amount of inquiry that has taken place. There have been none of the features of
¢ niested dockets that assure some level of reliability and confidence in the results, such as open
issuc identification; independent Commission staff aggressively probing company claims; full
discovery; findings of fact based upon swom testimony and cross examination, and specific rate

proposals of the LECs for the Commission and public to react to.




costs therefore fall within the "joint and common" category of costs that the Commission has been
requested to review by Public Law 98-277.

The manner in which network cost is allocated therefore is one of policy, rather than of
physical separateness. One service of the network thus does not subsidize another, to the extent that
they each use common facilities. These are well-accepted conclusions that the Florida Public
Service Commission has repeatedly drawn in seiiing telecommunications rates, and that all other
states have also drawn in setting heir rates. The Federal Communications Commission also views
costs of local exchange networks in a similar manner, in its endorsement of the policy that rates for
services should be set between the stand-alone anc incremental cost of the service,

At least one of the local exchange carriers, GTE, attempted to assert through one of its experts
that economic theory supports allocating all the costs of the local loop to basic local service alone.
However, economics in fact makes no such point, and there is no support for this view in the
decisions of the Commission or of similar regulatory agencies of other states. Very few economists
have published thoughts on the issue, and none in the major academic journals of the profession.’
While some economists, generally those working for local exchange carriers such as one or two of
the experts offered by the carriers in this review, have echoed GTE's position, a not much smaller
group, such as David Gabel and D. Mark Kennet, cited in GTE's Mr. Danner’s comments, have not.

The reason for the silence from economists on this issue is that economics is a behavioral

¥ . The journals | am including as major academic journals are the leading theortetical journals: the
American Economic Review, the Jowrnal of Political Economy, the Quarterly Jowrnal of Economics, the
Jownal of Public Economics; and, for good measure, the Jowrnal of Law and Economics. The other major
scademic economics journals focus on quantitative and econometric articles. The journals cited by the LEC
experts are trade journals in the "law and economics” arca that do not focus on academic research in
economics. For this poin, | researched the articles cited by the LECs’ experts, including bibliographics, and
the articles cited therein, and so on,




rather than an accounting science, and has nothing to say on the a priori classification of a cost
between different products. Economic analysis begins afier the accounting is done, once products
have costs assigned 1o them and markets for the products are extemally defined. Economists have
not even resolved such basic issues as the extent to which customers make purchases based upan
"opportunity costs,” i.c., other altematives available to them, as opposed to external differences in
tastes, and they have little inclination to.

Disinterested ecconomists, practicing only their craft, treat local exchange carriers as
monopolists that offer one service, access 1o a switched telecommunications network, and that
attempt, as do all monopolists, to segment customers wi v der to maximize profits, by offering nccess
to the switched features- vertical services- based upon propensity to pay. Regulatory agencies
therefore oversee monopolies, in order that the services instead are priced based upon their value to
consumers. To an economist, as long as no other companies can replicate local exchange networks
or sub-parts thereof, monopolies continue 1o exist, and there are no separate products. Only when
separate competitive markets are created for separate bundles of services, a process which would
force telecommunications carriers to make their own, accounting-based division of costs in onder to
determine product profitability, would economists show interest in product costs, and even then they
would be interested only in the behavior of the carriers, rather than in the propriety of the division

of costs,

(3) Current rates for basic residential service in Florida were determined based upon a
value of service determination. Based upon this factor, basic residentia’ ;autes in Florida
continue to be fair and reasonable.
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specialized telecommunications consulting, services and products; and (5) tax deductibility of
telephone expenses. Florida has among the lowest rates in the southeast for basic business service.
(Table 1.) This is a very good deal for Florida busincsses at a reasonable price, and most businesses
in Florida gladly take advantage of it.

Basic residential service is priced at the resicual needed to assure local exchange carriers a
reasonable rate of return. This pricag practice is based upon the public policy of universal service,
which recognizes the benelits to the community as a whole of its residents” universal connection to
the telecommunications network, through a rate 10, basic residential service that is universally
affordable. Universal service, and the public's support for it, is girded upon several benefits
provided to the public at large. First, universal service adds value to the local network for the public
at large, including those making incoming calls to subscribers, and businesses that have contact with
customers through telephone service. Second, access to the local network also provides an
opportunity for companics that scll other telecommunications services to al » obtain business,
especially long distance companies, and therefore it is reasonable and just for non-basic services to
bear part of the cost of the network.

Finally, local network access is today an indispensable link to the world for millions of
subscribers, particularly for those who are elderly, disabled, or on limited incomes. The increase in
mobility of American society over the past several decades, that has contributed dramatically to our
current prosperity, has been integrally facilitated by the cap.city of telephone service to continue
relationships with geographically separated family members and friends. Modemn transportation
would be far less developed an! attractive to its users without telephones. Suourb living, modem
school districts, medical servicr , communications with employers and businesses, tourism, and
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countless consumer services would be severcly hampered without telephones. The transformation
of our country from a collection of locally-based neighborhoods to a national matrix of people has
resulted in a dependence on the telephone for many aspects of daily life.

The information related to the value of basic residential service that the Commission has
received indicates that there has been, if anything, a decrease in the value of this service in the past
several years, especially in the view of subscribers. This summer, the incumbent local exchange
carriers distributed a bill i sert designed by the Commission that solicited subscriber comments on
current telecommunications rates and charges. Several hundred customers responded, and, in our
review of them, not one thought that raising b <ie residential rates would be justified, or that they
were receiving more value than they were paying for in their telecommunications services. in fact,
almost all of the respondents felt that they were not receiving adequate value of service at current
rates. The great bulk of the public comments received by the Commission this autumn at statewide
public hearings echoed this sentiment. The incumbent local exchange companies’ service quality
review scores, compiled by the Commission and released last year, showed that service quelity had
slipped alarmu..gly in the previous year, BellSouth barely received a passing score, and GTE and
Sprint scored less than half of a passing score. Complaints about “slamming,” the unauthorizeJ
switching of carriers; "cramming,” placing unauthorized charges on bills; and other consume
complaints about telecommunications service have skyrocketed in recent years.

The incumbent local exchange companies™ asserted in this proceeding that the value of
residential service has increased in recent years chiefly because of the increased use of phone lines
for Intemnet access. Since Internet users pay for this access through weh brevsers, though, it is
inappropriate 1o attribute the va'ue of this service primarily to local exchange networks. Further, the
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relevant question for value of service review is the relative value of one service to another, and there
is no indication that Internet access has benefitted residential subscribers proportiorately more than
business subscribers. Finally, a very substantial number of houscholds do not access the Internet.
Use of the networks for basic telecommunications service does not benefit, and may be impaired by
the demands placed upon the system by this new usage.

Use of "value of servic»" criteria should lead to telecommunications rates at about the current
rates for these services. Present rate caps were set based upon a value of servics review that reflected
state policy, and the relative value of residenua. service has not increased in recent years, For the
Commission to reinterpret the meaning of “value of service™ would, in our view, constitute a
uncalled for policy-inspired departure from the criteria for the rate study specified by Public Law

98-277.

(4) Florida's rates for basic residential service have been determined in the same way as
have rates in .. er states, and are comparable to them. DifTerences in rates between the states
could not be definitively determined, bat appear to be related to differences in costs, Florida
has telecommunications cost advantages that result in lower residential and business rates than
in other local states.

Florida, like other states, currently prices local phone services based upon value of service.
Basic residential service has been priced at the residual needed for a reasonable rate of retum for the
phone companics, afler pricing, according to consumer value, access to long distance, through access
charges; residential vertical services; and business services. The other states in the southeast, and,
to our knowledge, all other states. have set rates for basic residential service in the same way. For
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that reason, rates in other states are similar to those in Florida. Moreover, all of these states’ rates
demonstrate a state commitment to universal service through low basic rates.

Florida's basic residential service rates are generally similar to those of other states of similar
size. (Table 2.) Of the six largest states, all have basic rates in major metropolitan areas that are
lower than the $11.81 per month that GTE charges in the Tampa Bay area. Only in New York City
and parts of California, where the cost of living is as much as twice that of Florida cities, are basic
residential rates significantly ix'cher than in Florida. These states share in common with Florida
large concentrated populations that, allowing for cost-of- living differences in prices, offer similar
local telecommunications markets.*

In the southeast, the metropolitan areas of other states have higher basic residential service
rates than Florida, but they also have higher basic business rates as well, and are plausibly explained
by higher costs. The basic business rates are steadily about two and a half times as high as the basic
residential rates, sometimes a little higher, sometimes a little lower. In Alabama, for example, the
residential rate is $16.30, and the business rate is $40.71. The difference in the rates can be
attributed to appar.. t differences in cost. In cach of these states, the percentage of residents who live
in rural areas is twice as high as in Floride, und the state populations are less than half. Morcover,
the differences in rates are proportional to how rural the state is, and how small its population is .

(Table 1.) Florida should not give up its comparative cost advantages in telecommunications

4 _ It is difficult to compare basic residential service rates precisely in other states because of
differences in system costs and rate structures. There are differences in the struciure of charges, and in the
prevalence of unlimited versus measured service. In some metropolitan arcas, residential service to new
customers now is offered only on a measured service basis. Basic business rates in the-= states are not
comparable to those in Florida because they do not share Florida's requirement that a (1.4 monthly rate be
available to businesses.
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practice include the pricing of automobiles, computers, cellular phones, no-load mutual funds, "loss
leader” grocery items, credit cards, and estimates of competitive services (typically given for free).
Based on a review of other markets that are competitive, you would expect that competitive
telecommunications markets would function based on offering casy access to the markets through
low basic rates. When telephone service was still struggling for customers, competing on 8 more
even plane than today wi." other forms of communication such as letter writing and personal visits,
and before the telephone occupied its present unique role based upon universal service, phone rates
indeed were kept low in order 1o attract subs. ='hers 1o the network.

It therefore should not be surprising that the competitors to the incumbent LECs in Florida,
the Florida Competitive Carriers Association, are opposed to the raising of basic residential rates
prior to the presence of competition in local exchange markets. They see correctly that 2 significant
part of the additional revenues the incumbent LECs receive from the rate increases would be used
against the competitors to lower the price of other services in order to fend ofl competition. In their
preliminary comment submitted in this proceeding, the Association stated:

. ... Significantly, an entrant to the residential local exchange market will similarly
view customers by the fofal potential revenue the customer represents. . . . The goal of
a competitive entrant is to win customers. To the extent that the prevailing pricing
strategy is popular with consumers, the Commission should expect that it will be
mimicked by entrants (although with lower overall prices).

« « «  [Flundamental to the Association's position, however, is that the incumbent local
exchange companies should not be permitted the flexibility to restrsture their rates until

competitive alternatives exist. No market-based rebalancing of rates can occur unless
n market develops first.

The LECs' focus on the basic residential rate alone 15 the primary incentive for competitive
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into account. (Table 2.)

Competition, for competition sake’s alone, is a hollow, empty mantra that deserves no
credence from Floridians. Whether we have competition in local exchange networks in Florida
should depend entirely upon whether the public overall will benefit. Florida should not give up its
natural cost advantages for telecommunications services through higher phons rates, just so that non-
incumbent LECs can duplicate sc. vices already provided, but at higher rates.

Current pricing of local exchange services in rlorida appears to be eminently fair to local
exchange carriers. The costs of providing local exci wnge service do not appear to have increased,
and may have decreased, over the past several years, Florida LECs have maintained or increased
their substantial profitability over this time.

Each of Florida's three large LECs reported in their 1997 annual reports that their non-
depreciation expenses have remained nearly stationary over the past three years; and that they
substantially increased their depreciation-related expenses in the fourth quarter of 1995 afler opting
out of rate regulation earlier that year. The LECs reported that they made the accounting change not
because of increased costs, but rather to tuke advantage of no longer having to follow regulatory
guidelines, and thus being able to increase their depreciation allowances, and conscquently capital
expenditures, in order to better position themselves competitively in subsequent years. The result
was that the Florida LECs reduced the estimated useful life of much of their infrastructure (cable,
circuits, switches, etc.) by a third or more; took massive extraordinary charges in 1995; and generally
increased their depreciation allowances in subsequent years. In spite of these large accounting

adjustments, Florida's three large LECs continued to be highly profitable, rep< rting pre-tax profils
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in 1997 of at least 32 percent.’ Florida LECs may petition the Commission for a rate increase if they
believe that "circumstances have changed substantially {since Florida's deregulation of local
exchange service in 1995] to justify any increase in the rates for basic local telecommunications

services," F.S. §364.051(5), but no such petition has been filed.

(6) The incumbent local exchange carriers propose "rebalancing" rates, through raising
basic residential rates and lowering other rates. Raises in basic residential rates would appzar
to make telephone service unaffordable for many Floridians, particularly low-income and
elderly pcrsons, based upon a survey of teicphone subscribers conducted by the Commission.

Lifeline program parii Ipation in Florida remains at only about 2% of all residential

subscribers of basic service, and has actually declined for the past two years.

’. Consolidated Statements of Income and Notes, in 1998 10-K reports [ 1997 Annual Reponts] of
BellSouth Telecommunications (Note M), GTE Florida (Note 2), and Sprint-Florida (Note 8), as filed with
the Securities and Exchange Commission.

BellSouth Telecommunications (BST) reduced its estimated economic asset lives of its digital
switching from 17 1o 10 years, and its other circuits from 10.5 years to 9.1 years; of its buried and acrial
metallic cable from 20 to 14 years; and its underground metallic cable from 25 10 12 years. As aresult of
the aceounting switch, BST posted an extraordinary charge in 1995 of $2,718 million afier taxes. BST's
depreciation and amortization rose from $3,065 million in 1995 to $3,332 million in 1997, while its other
regularly occurring operating expenses rose by two percent. BST s pre-tax profits in 1997 were 11.1% .

GTE Fie-ida reduced its average depreciable lives of copper from 20-30 years to 15 years; of
switching from . 7-19 years to 10 years; of circuit from 11-13 years to 8 years: and fiber from 25-30 years
to 20 years. As a result of the accounting switch, GTE Florida posted an extraordinary charge in 1995 of
$374 million after taxes. GTE Florida's dupreciation and amortization rose from $285 million in 1995 o
$358 million in 1997, while its other operating costs and expenses rose by one percent. GTE Florida's pre-
tax profits in 1997 were 32.5%.

Sprint-Florida discontinued using regulatory depreciation standards, but did nos Jisclose in its annual
report the company's reductions in assct useful lives. As a result of the accounting switch, Sprint-Florida
posted an extraordinary charge in 1995 of $139 million after taxes and other adjustments. Sprint-Florida's
depreciation rose from $228 million in 1995 to $247 million in 1997, while its other regularly occurring
opesating expenses rose by four percent. Sprint-Florida's pre-tax profits in 1997 were 31.8% .
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encourages competition, as we have shown; and the cost allocation, contrary to the assertion of at
least one of the LECs, GTE, does not have the support of economic theory, as we have also shown.

All phone services, not just basic service, use the local network, and require the functioning
of the local network to be operable and of economic value. The local network is built and physically
designed to fully facilitate all of these cervices. It would be inequitable for local exchange
companies to build loca! ~xchange networks designed to facilitate all of these services, and then to
arbitrarily assign almost all of the networks’ vosts to basic service alone, or to some other service,

and to charge customers accordingly.

B._Affordability of LEC Proposal.
The proposal of the LECs to raisc basic residential rates would have a devastating effect on

the affordability of residential service, and, ceteris paribus, would end universal service in Florida.
In the Commission's own telephone survey of over 1,500 ratepayers in Florida, over 7% of all
subscribers, . my of them elderly or low-income, said they would discontinue their basic residential
service if the rate were increased just 52. This would lower Florida's telephone subscribership to
the lowest percentage in the nation. An additional 20% of the remaining subscribers said that they

would discontinue basic service when the rate rose by $10. Regardless of the eventual treatment

7 . These survey results were reported by both the Attorney General and AARP experts in this
proceeding. FPSC staflf made available the survey results only in a form that required further extraction by
u SAS or equivalent database program, which we do not possess. We corroborated the reported findings by
reviewing the spreadsheet runs that had been conducted by AARP expert Mark Coop.i. The results reported
by the Attorncy General and AARP are approximately similar, and both support th: conclusions discussed
in the text. There are additional .nalyses of the data that would be relevant to our clients, bul, without sccess
1o the complete survey results, we were unable to conduct them within the time confines of preparing this
comment.
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of this survey, it is incumbent upon the Commission, and the Legislature, 1o listen and act
accordingly when so large a percentage of ratepayers say that higher basic residential rates would
cause them to disconnect from telephone service.

The factor of "affordability” in the Commission's review of basic residential rates in Florida
provides a balancing factor against raising basic rates for other reasons, under which the issue of loss
of subscribers, or other customer hardship, caused by rate increases would be weighed against public
benefits, if any, obtained through raising basic rates. Consideration of affordability impacts would
also involve review of alternative to scross-the-board rate increases that would not have these
impacts.

By "affordability,” FLORIDA LEGAL SZRVICES believes that the Legislature intends that
the Commission look at how char. s in bas.. service rates, particularly increases, may affect the
affordability of the service for customers. We believe that there are three major issues for the
Commission to consider in addressing this factor. First, to what extent would basic rate increases
lead to customers discontinuing basic residential service, and what would the consequences be of
this? Second, how might rises in the basic rate affect customers who are able to retain their service,
but with difficulty, and what would be their perception of the changes? And third, how would
customers wh re relatively unaffected by basic rate increases perceive basic rate increases, and
would they too consider the new rates to be “unaffordable?” Judged by these criteria, we believe that
increases in basic rates at this time would result in the higher rates being "unaffordable” to many
current telecommunications customers.

The current rates for basic residential telecommunications service in Florida, currently about
$10 to $12 per month, are affordable to many households, as evidenced by their subscniption to basic
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residential service. However, many low-income recipients, especially those who would qualify for
public assistance, cannot afford telephone service even at these rates. In the only report of which
we are aware on public assistance recipients’ subscription to telephone service, a 1989 report by the
Federal Communications Commission," 31 percent of households that receive food stamps do not
have telephone service; 28 percent of houscholds that receive welfare as part of their houschold
income do not have te!« nhone service; and 21 percent of houscholds in public housing, or in receipt
of federal energy assistance, LIHEAP, do not have telephone service.

Every dollar risc in the monthly basi residential rate means $12 less in phone customers’
annual budgets, and will force some customers to leave. Few low-income households have savings
they can draw upon, or unnecessary expenses that they can cut. Some do not have $12 extra per
year, more still do not have $24 extra per year; and so on. Those who will pay the increases may
buy less medicine for themselves, or less orange juice for their children. Raising basic rates to $20
ot more per month, which would cause houscholds to have to pay more than $100 per yzar extra for
telephone s« ice, would cause basic service rates to become unaffordable 1o many households, and
should be expected to cause a widespread exodus of low income houscholds from telephone service.

Rises in basic local telecommunications rates would have devastating effecis upon the public.
The reasons for this derive from the nature of telephone service itsell. Telephone service is
absolutely vital to households in today's society. Yet despite the great importance of being
connected to the telecommunications network, telephone service is among the more likely candidates

for elimination from household budgets should basic rates rise, for two reasor..,. First, the value of

—_—

¥ . *Telephone penetration and household family characteristics.” FCC Docket No. 87-339 (1989)
We attach a copy of a recent artic! on this subject that discusses the results of this FCC report.
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telephone service is shared between the telephone customer and those who communicate with the
customer through the telephone, so that the total value of telephone service is greater than that
derived from the customer alone. The losses associated with termination of phone service borne by
relatives who are no longer able to contact the customer; by businesses that lose profits because they
are not called; and by communities that suffer from unemployment, lack of school attendance, and
health problems fostered by the lack of phone service, are not fully considered by the customer when
service is terminated.

Even more impaoitatly, telephone service is used intermittently. It is the most valusble of all
consumer goods or services when it is needed most, but at other times may not be used at all.
Households that are on very tight budgets n. = nay for housing, power, waler, nourishment and
medicine, or perish. Phone service, compared with these expenditures, is not as immediate, and is
more easy to terminate, than these other expenditures, and so is more likely to be discontinued i its
rales rise. ;:t the consequences down the road to a houschold without telephone service are
disastrous. Low-income houscholds without telephone service have difficultics staying employed.,
keeping children in school, and staying connected with sources of support that can assist them in
escaping pov. ty. They become trapped in unsafe and unhealthy neighborhoods. The ill hurt more,
isolated by themselves. The elderly simply die.

Even many houscholds with income several times the poverty level, though, are on very tight
monthly budgets. Expenditures for family members, pets, transportation and outstanding debts have
acrumulated for many houscholds to barely manageable levels, or beyond. The raising of basic
telephone rates, to these households, means calling mom less often; foregoing a favorite recreational
activity; or putting off needed car repairs. Rises in basic rates must be perceiveu to be necessary in
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of telephone subscribers statewide do. More distressingly, participation in the program has steadily
decreased over the past two years. Lifeline definitely is not a viable protection for most persons
adversely affected by higher basic residential rates.

We do not have any information on practices of the LECs that may be discouraging Lifeline
participetion. There are several other reasons for the low participation rate, though. Approximately
half of low-income non-participants do not qualify tor Lifeline/Link-Up assistance because they do
not meet the Florida program requirement of receiving onc of a number of public benefits. The
remainder are required to initiate their application to the program, and there arc many reasons
common to nonparticipation in any public benefit pro_ram, including lack of knowledge, inability
to apply, personal oversight, personal circumstances, and so on, why the remair-der of non-
participants fail 1o apply to the Lifeline program. As the Lifeline/Link-Up program is currently
structured in Florida, it will be provide insufficiently available relief to low-income customers

affected by increases in basic residential service rates.

The LECs also assert that the rise i telephone subscribership over the past ten years in
neighboring southeastern states which have higher basic residential rates shows that increase in rates
will not discourage telephone subscribership in Florida. In none of these states, though, was there
a rise in telephone rates that would cause disconnections, When we compared changes in telephone
subscribership in these states to changes in real inflation-adjusted median houschold income over
this period, we found, first, that nationally over this period there was a slight increase in telephone
subscribership independent of incume. Changes in individual states’ telephone subscribership rates
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be offset through lesser expenditures on vertical services. We have reviewed the sources of
information cited by the LECs in support of their assertion, outlined below, and conclude, for the
reasons given below, that the data they cile do not show that low-income and Lifeline eligible
households would be able to draw protection from increased basic residential rates through decreased

purchases of vertical services.

a.FCC expenditure data,

One of the LECs, Sprint, asserted that FCC data on telephone expenditures shows that about
half of low-income subscribers' expenditures for loce| telecommunications service are for non-basic
services. The FCC data referred tu, contained in the FCC's Reference Book, however, makes no
such interpretation. The FCC obtains its information on telephone expenditures from the Census
Bureau's consumer expenditure survey. The survey asks fur expenditures in a number of broad
categories for the purpose of determining whether the categories should be included in the Consumer
Price Index. Telecommunications expenditures can include any charges on bills, including past due
payments, late charges and penalties, connection charges, etc., and can even include non-billed
expenditures such as calls from toll booths. The 1997 Reference Book indicates in footnotes to its
consumer expenditure tables that the telephone expenditures include non-billed expenditures, and
that the monthly expenditures of households with telephone service include any charge that might

be on the bill. The data simply don't isolate whether any of the expenditures are for vertical

services.
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b. LEC surveys of subscribers,

GTE and Sprint each indicated that they had conducted surveys of their own customers that
included a determination of subscription 1o vertical services, and that thes= surveys showed that a
significant number of low-income subscribers purchased vertical services. The GTE survey,
however, differentiated customers not by household income, but rather by residence ina Census area
that, almost ten years ago, was considered low-income. Sprint did not know how the survey was
conducted, its scope, or wi #t it asked, having commissioned a consulting firm to conduct it, but
believed that the survey designated as “"low income™ houscholds with less than $25,000 annual
income. Sprint did not present enough informa “on 10 allow a credibility evaluation of its results,
and most households with income less than $25,000 in Florida are not low income. Neither survey

isolated low income subscribers.

GTE also referred to a survey of telephone subscribers conducted in California after the
increase of basic rates in that state carlicr in this decade, that showed little change in subscribership
levels. However, any subscriber in California who was adversely affected by the rate increases could
self-certify for . lusion in the state’s Lifeline program, and, according to FCC data, subscribers
receive a partial rebate of their monthly t=lephone bills from the state. Such means of lessening the

impact of a rate increase are not available in Florida.

~_FPSC staff inuiries of LECs on Lifeli bscril

Outside of the process for this proceeding, and therefore without the opportunity for interested
parties to review the data during the technical workshop for this report, FPSC sta®i asked LECs to
identify the "ancillary services" subscribed to by Lifeline customers. The LECs reported that
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subscribership to "ancillary services” was higher than the subscribership levels for vertical services
by their entire residential subscribership. When we looked at the questions and responses, though,
we arc unpersuaded that the subscribership of Lifeline eligible houscholds to vertical services is
anything near the reported levels, for the following reasons:

I. The LECs were free to determine what o measure as ancillary services and what to include
in ancillary services expenditures. All the LECs supplied were conclusory tabulations, without
explanation of their derivation, that would support the policy positions that they are very strongly
advocating. BellSouth did cttach a list of services it said were included, but the list appears to be
out of date and for illustration only, as at least one of listed services, Calling Number Delivery
Blocking, is obsolete according 10 iw tanfl.

2. Given the GTE and Sprint studies, we do not believe that the LECs actually have data on
subscription to vertical services that can be broken down by customer category, and believe that
what the LECs actually reported was the incidence and extent of additional charges and services of
any kind on Lifeline customers’ bills. We regret that the staff survey and its responses could not be
openly reviewed in the technical workshop held in this proceeding.

3. The LI responses appear to include participation in toll blocking, a part of the Lifeline
program that assures non-disconnection ol service, as an "ancillary service.® Subscribership in
ancillary services was higher than for toll blocking for every reporting LEC. BellSouth’s tanfT
provides that toll-blocking is a vertical service, and that Lifeline subscribers who sign up for it would
receive the service, but not be charged for it. When you remove participation in toll blocking from
" ancillary service" subscribership, there is a dramatic increase in this subscribership.  Other
"ancillary services” that might be included in this tabulation, but are not paid for by subscribers in

3




assistance, such as college students and elderly parents living in assisted living or with their children.
In addition, the survey asked, in approximately August of 1998, for “your family’s houschold
income . . . in 1997." Typically, slightly more than a quarter of all adults who are poor in one year
are not poor in the following ycar.' Another group of persons would have temporarily escaped
poverty al the time of the study, but would be considered in poverty for the year 1998. Finaliy, the
confusing wording of the income question, apparently asking for income attributed to either "your,”
"family," or "household,” led to fully one in five of the respondents not being able to answer the
question. Taking into account all of thees r~~siderations, it is likely onc-half of the "low income®
responses, under $10,000 income in 1997, actually were not low-income at the time of the survey.

2. Many of the vertical services that were asked about could have legitimately been paid for
by respondents on a monthly basis without their subscription to a service likely to benefit from "rate
rebalancing.” Call forwarding is available for $1 o month in Florida where one specific number,
such as for a relative or friend, is designated. Low income persons often regularly rely on such
individuals for their own care and for the care of their children. Unlisted numbers are available for
less than $1 per month from BellSouth, a valuable service for abuse victims. Three-way calling is
available on a per-call basis, for $0.75 per use. Voice message service is an obvious expenditure for
households that needs the recording of messages, but cannot afford or otherwise cannot purchase or

operate an answering machine.

¥ - "Dynamics of Economic Well-Being, Poverty 1993-94." Current Population [eports, US. Bureau
of the Census. The study found tha. 26.8% of all adults who were poor in the first year of the study were
not poor in the second.
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3. Survey respondents were selected, in part, based upon the ability of surveyors to contact
them by telephone. Houscholds with call waiting are easier to contact than other houscholds, and
more likely to answer a survey if they are expecting another call. The percentage of houscholds
surveyed who indicated that they had call waiting, about 60%, was substantially higher than the
percent of houscholds that the LECs indicated in their responses to stafl data request 4¢ reczive call
waiting, about 42%. We belicve that call waiting capability is responsible for most of this disparity,
and that households with =all waiting capability are also more likely than average to subscribe to

other premium services, such as caller ID, whether on an ala carte or package basis.

4,_Addition of subscriber line charge in the 1980s

Two assertions by LECs, that telephone subscribership is affected very little by increases in
basic residential rates, and that the addition of the subscriber line charge in the 1980s did not
decrease subscribership, both are based entirely upon data collected by the FCC in the time period
1984 1o 1988 in about 500 arcas around the country. The data, though, do not support the LECs’
assertions. Firs., the $3.50 access charge was phased in between 1984 and 1989, and during the time
period of the data did not exceed an average charge of $2.67, Second, the studies cited by the LECs
do not measure significant parts of subscribers' bills over that period that actually decreased, such
as charges for many subscribers’ purchases of their telephone equipment in 1984 due to regulatory
chau ges, and the reduced use of telephone leasing over that period; and do not account for

differences between the places surveyed that may account for differences in subscribership between
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In summary, local exchange nctworks are buil! and designed to facilitate all
telecommunications services, not just basic service. The functioning of all of networks resources
is necessary for the operation of each service. Network costs therefore fall within the "joint and
common” category of costs that the Commission has been requested to review by Public Law 98-
277. Alternatively, current rates for basic residential service are "fair and reasonable” because they
fall within the stand-alone and incremental costs of basic residential service, and the rates are set
based upon accepted stais policy for the setiing of such rates, the "value of service” methodology.
The manner in which network cost is allocaied therefore is one of policy, rather than of physical
scparateness. One service of the network ui. s does not subsidize another.

We object to the use of hypothetical cost models, such as the LECs propose, to estimate costs
of basic residential service, rather than actual data. When rates for specific consumer services are
being determined by regulation due to the presence of monopolics, as occurs for basic residential
phone service in Florida, cost calculations that will be used in setting these rites should be based
upon actual costs rather than hypothetical costs. We also believe that the process that the
Commissios nd interveners have had to review the submitted data and studies, although in terms
of time limitations as much as the Lcgislature permitted, is wholly insufTicient to amive at any
definite conclusions as to costs, even if the appropriate data were supplied.

Florida, like other states, currently prices local phone services based upon value of service.
Bsic residential service is priced at the historically-determined residual needed for a reasonable rate
of return for the phone companies, afler pricing, according to consumer value, access to long
distance, through access charges; residential vertical services; and business services. Florida's basic
residential service rates, and basic business rates, are comparable to those ol other states of similar
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proposal is inequitable from a functional perspective. All phone services, not just basic service, use
the local network, and require the functioning of the local network to be operable and of econoimic
value. The local network is built and physically designed to fully facilitate all of these services. It
would be inequitable for local exchange companies to build local networks designed to facilitate all
of these services, and then to arbitrarily assign almost all of the networks’ costs o basic service
alone, and to charge customers accordingly.

The allocation of local exchange cost: proposed by the LECs also is unreasonable because it
supports unfair monopolistic practices, and does not further legitimate public issues, such as the
development of competition in I~ ~2! caviua . 2 service in comparison with other states. Pricing basic
residential rates based upon the LECs' proposed cost allocations would be an unfair monopolistic
practice. Basic residential customers alone still are monopoly customers of local telephone
customers, and therefore need continued regulatory protection as is contained in Florida's current
price caps on basic residentinl rates, and on the amounts by which the rates may be increased.

Florida LECs may petition the Commission for a rate increase if they believe that
"circumstar s have changed substantially [since Florida's deregulation of local exchange service
in 1995] to justify any increase in the rates for basic local lelecommunications services,” F.5.
§364.051(5). This offers incumbent local exchange companies an adequate opportunity to obtain
rate increases if there is cause for them. No such petition has yet been filed. The Commission is a
far more appropriate forum than the Legislature for consideration of such requests to occur,
especially because basic residential service subscribers continue to receive service from monopolies
that need to be regulated by the state to prevent abuse. One issuc the Legislature may wish 1o
consider, in response to the only concern expressed by the LECs that we found to be possibly
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legitimate, is whether to change Florida law so that LECs are no longer required to offer businesses
lat mte service, so that businesses which contact with non-LECs for vertical services would still,
ineffect, pay appropriate "rent” for use of the local network through message rate service, rather than

through vertical services.

Respectfully submitted,

Flono. Bar ' o. 0382566

StafT Atiorne -

FLORIDA L! GAL SERVICES
2121 Delta Boulevard

Tallahassee, FL. 32303
904/385-7900
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TABLE 1

Comparison of Local Service Phone Rates in Southern States Listed
in Florida Public Service Commission Flier, by Percent Urban

Florida
Virginia
Louisiana

Tennessce
Alabama
South Carolina

Arkansas

Kentucky
North Carolin.

Mississippi

Population.
14,653,947
6,733,996
4,351,769
7,486,242
5,368,198
4,319,154
3,760,181
2,522,819
3,908,124
7,425,183

2,730,501

' . §T97.1 Estimates of the Population of States: July 1, 1997, U.S, Bureau of the Census

2 _ Table 16, 1990 Census of Population and Housing.

Percent of

Population Living

B4.8%/152%
69.4% / 30.0%
wo.i7er ..
63.2% / 36.8%
60.9%/39.1%
60.4% / 19.6%
54.6% /45.4%

53.5% / 46.5%

51.8%/482%
50.4% / 49.6%

47.1% 1 52.9%

Range of
Monthly Basic

Urban Residential

Rates Reported’
$10.30 - $11.81
$10.42-$13.59
$12.64
$14.85-517.45
$12.15
$16.30

$14.77
$1491 - 520,02

517.55
$10.47-8512.54

$17.95

Range of
Monthly Basic
Urban Busincss

Rates Reported'
$28.00 - $29.90
$21.96 - $49.33
$36.76
$30.60 - $46.00
$39.70
$40.71
$31.67
$30.66 - $40.73
$41.19
$28.22 - $33.96

$45.14

. 1998 Reference Book for Telsphone Service, Federal Communications Commission. The basic
residential rate is for private line unlimited calling at the minimum available rate  Rate data is from a
survey of the telephone rates in 93 LS. cities in October, 1996,

Y. 1998 Reference Book for Telephone Service, Federal Communications Commission. The basic
business rate is for private line unlimited calling ot the minimum available rate. Rate data is from a

survey of the lelephone rates in 95 LS. cities in October, 1996
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TABLE 3

% HOUSEHOLDS WITH TELEPHONE SERVICE AVAILABLE
(Supplements Attachment 9 to Comment of F. Ben Poag (Sprint-Florida, Inc.))

1988 1997

Houschold Household
Median Income Telephone Telephone Median Income Telephone Telephone
(1997 Dollars) inUnit . Available (1997 Dollars) inUpit _  Available

United States $36,937 92.7% 94.5% $37,005 93.9% 95.0%
Florida 34,449 92.7 94.5 12,455 92.8 94.0
Alabama 27,064 873 B89.6 31,939 92.3 93.6
Georgia 36,043 N 924 36,663 9.0 930
Louisiana 27,809 87.3 91.1 33,260 91.0 93.5
Mississippi 24,646 83.3 88.6 28,499 89.2 932
North Carolina 33,124 90.4 92.8 15,840 93,1 94.2
South Carolina 314,641 BR.5 91.4 34,262 D25 038
Tennessee 28,296 901 915 10,636 94.5 96.4

Sources:  Annual Averages, Table 3, Tuiephone Subscribership in the United States (Data Throuph March
1998), Industry Analysis Division, Common Carrier Bureau, Federal Communications
Commission (Released July 1998)

Table H-8, "Median Houschold Income by State: 1984 o 19977 IVON March Current Population |
Survey, U.S. Bureau of the Census.
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In a utopian information society, all individuals read and write with sophistication,
helpful technological environments abound, and all citizens have access to information
necessary for full democratic and economic participation. When envisioning the
information super highway, some part of this utopian vision exerts great pull on the
popular imagination .ecause it promises a better life. Some version of that utopia lurks
within the policy imagination as weil. But since policy and the information super
highway exist in the real Wﬁ,lﬂﬁ‘l call must be translated. That translation relics
on a foundation policy that establishes the expected level of social participation for the
information infrastructure as it develops

For most of the 20th century, universal service has been that foundation information
policy. As it came to be understood in the 1950s, universal service offered to everyone
communication by telephone from their homes (Mueller 1993). As a new information
infrastructure emerges, access (o the network is once again on the policy agenda. Yet,
while most of the participants in this discussion focus on the technological fog that
enshrouds the future, the old question of universal telephone service -- who has it and
who doesn't -- remains unsettled.

This paper explores the characteristics of Americans who lack home telephone service.
The paper draws on Federal Communications Commission (FCC) and Census data, and
covers the period 1980-1993, encompassing the distribution of telephone service befere
and after the break up of AT&T. More specifically, we focus on the elderly, the poor,
women » ! children, blacks and Hispanics, rural Americans, and renters and home
owners - e primary groups lacking telephone service. We found that members of
these groups exhibit both singular and overlapping characteristics. Thus, their lack of
telephone service constitutes a cliallenge to policymakers that goes beyond the
economic issues usually associated with universal service. The stakes are high for those
without te ne service, because their limitation will soon include isolation from the
evolving information society. The paper concludes by presenting policy alternatives
that might lead to increased participation by all Americans.

The current tel penctration rate per household is approximately 94%, generally
regarded as evi of the success of long-term universal service policy.] While some
concemn exists for those who are left out (Gilbert 1987), the weight of opinion believes
that existing subsidy programs perform adequately to include all those who can
reasonably be connected (Dordick and Jife 1991, Reinking 1985). More recently, new
voices have called for a redefinition of universal servics in light of the changing
technological environment, and the emergence of a new information infrzstructure
(Williams and Hadden 1991, 1992).
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But regardless of point of view all telecommunications researchers accept the
assumption that the telephone represents functional membership in the information
society. For example, people living without television or radio might appear rebellious,
or to be adopiing an alternative lifestyle. But people without telephones are scen as
truly isolated from basic communication. Consequently, nearly all policy researchers
agree that the remaining 6% of houscholds without telephone service (estimated at 3.8
million households, and 15.3 million individuals) involves an excessive number of
Americans. 2

The social circumstances surrounding the absence of a telephone in the home reveal a
view of American society not easily visible. And they are key to our understanding of
the progress of the Information Age. The following section presents findings that
partially clarify this picture of society and challenge some conventional wisdom on
universal telephone service.

Americans who lack telephone service

Of all American houscholds, an estimated 94% have telephones. An additional 1.3% have a phone
available or nearby. However, 4.5% (roughly 4.4 million households and approximately 11.6 million
individuals)3 have no phone available (Belinfante 1993, December).4 Despite the recession, the
percentage of households without telephone scrvice dropped to 5.8%, or 5.7 million households
(Belinfante 1993).5

The elderly

Conventional wisdom holds that the elderly are at special risk because American society does not
provide for them as well as comparable European nations do. Yet, when it comes to telephone
service, the elderly fair better than young parents with children. Access to telephone service for
retired persons at all income levels was at the national average, or better. Only those receiving
Supplemental Security income showed a lower penctration of telephones - between 79.7% amd
84.9% (Belinfante 1989).

The effects of low income

Income predicts telephone penetration for most groups (as with the elderly). When houscholds are
examined by income, the disparities become clearer (Lably 1, ublg 2). For example, 31% of all
families receiving food stamps have no telephones. When houscholds on food stamps contain four or
more persons, #* sut one-third do not have telephones (Belinfante 1989). Of houscholds on food
stamps for one ionth, 35,9% do without phones, suggesting that in the first shock of unemployment,
many families give up telephone service. Although families recover some equilibrium once they
adjust to living on food stamps, only a few regain telephone service -- of households receiving food
stamps for 12 months or more, 30.6% remain without phone service (Belinfante 1989). The
recession has put a range of families - from farm workers to middle managers -- on food stamps and

the effect on telephone penctration appears widespread.

When u:lcghom penetration is viewed through the lens of welfare assistance, a similar pattern
emerges. Of households receiving public assistance, 34.7% lack telephones; whereas, 27.9% of
households on welfare lack telephones (Belinfante 1989). The penetration rate drops even further, to
43.5%, for houscholds completely kﬁml on public assistance (Belinfante 1989). Houscholds
receiving energy assistance from the utility company also indicate poverty. In houscholds
receiving energy assistance, 21.4% lack telephones (Belinfante 1989).

A fourth, but far less direct, measure of income can be derived from companng renters with
homeowners. Only 2.2% of homeowners live without telephones, compared witls 10.7% of renters
(U.S. Bureau of the Census 1990) Furthermore, 21.7% of those in public housing arc without
phones (Belinfante 1989). Finally, Americans living in hotel rooms or boarding houses have the least
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20% fcr unemployed blacks and to 15.3% for unemployed Hispanics (Belinfante 1593).

Blacks and Hispanics experience lower telephone pe than whites, not surprising since blacks
and Hi cs have average lower incomes than whites {mb_‘lg_.!). But such thinking is misleading.
Figure 5 shows that, even when they share the same level of income, blacks and Hispanics have
lower telephone rmnmlon levels than whites. That is, at all levels of income below $40,000, whites
have higher levels of telephone penetration. Thus, race and ethnicity appear to confound the impact
of income on telephone access.

Why shouldn't blacks, Hispanics, and whites at the same income level, also share the same level of
telephone penetration? We acknowledge that racism insinuates itself throughout American society,
but telecommunications is supposed 1o be a neutral technology, so this finding is especially
troubling. No hypothesis exists, yet we must an answer with determination. Otherwise, the
worthy goal of universal service, along with the exemplary efforts of the telephone companies, will
be limited in important social and political ways.

Rural Americans
m&:ﬂl households, 5.1% iack telephones — slightly better than the national average

i 1989, table 15). However, in America's smaller communities with populations between
50,000 and 250,000, the percentage of houscholds without telephones rises to 7.3%. It is even highet

for those living in communities outside of any metropolitan statistical area where the percentage
climbs to 9.9% (Belinfante 1989, table 1 3).

Emergent Themes
The findings synthesized here raise specific questi- s for further study.

First, how can the strong impact of income on telephone penctration be mitigated, so that those
without service can be brought onto the net? The fact that those marginalized from telephone service

are also the poorest Americans is not ising. What demands attention is the persistence of the
margin. Telephone penetration the 90% mark for households in 1970 (series R 1-12,
1975). In the ensuing 24 years, penetration inched up 4 points. In the previous 24 years,

penetration grew by 39.1 percentage points. Clearly, reducing the last 10% is difficult; however,
without efforts to push penetration further, those at the margin will face enduring isolation.

Second, the vuln.  bility of women with small children goes beyond simple income effects. How
can their families be protected from the com ing effects of isolation and in-ecurity? The lack of
a telephone poses a special risk to a houschold wath small children. Information olicymakers should
consider the vulnerability of children sufficiently urgent to warrant a universal service policy
targeted at this group, among others.

Third, race and ethnicity present this challenge to information policymakers -- is there racism in
telecommunications? The social reality of racism in the United States has been r flected in the
telecommunications environment; therefore, we should be prepared to address recism as a possible
obstacle to the goal of universal service. Much is still unclear, and there is no indication that any of
the telephone companies have used discriminatory practices —- quite the contrary. Yet, in the absence
of a smoking gun, we are left with unacceptable conditions. Race should not be a factor in telephone
access. The anomalous finding calls for more rescarch aimed at uncovering the rclationship between
race/ethnicity and telephone access. In the meantime, policymakers should consider remedies aimed
at tying more blacks and Hispanics onto the net.

The 4.4 million households without telephones in America defy any single char i erization beyond
lack of service. The questions asked here should be taken as a call for candor ard action -- candor
because the groups at the margin merit special concern, and action because universal service will not
advance without new targeted policies. Universal service still remains an unattained goal.
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Universal Service as the Essence of American Information Policy

In its simplest terms, the concept of universal service is that everyone should have the opportunity to
interconnect with whomever they wish at a reasonable cost. In principle, this has meant access 1o a
telephone. For most of the 20th century, the idea that every American should enjoy moderately
prineds:lephnu m gll i:;m both the t;lecurmmumt:llm environment, and citizens' rights
toit. i , it permeates information policy thinking. Less understood are the
Mmmpuwmm that belief.

Universal service derives its significance from a promise: All Americans are ensured equal access to
basic channels of communication. The rights to communication embedded in the United States
Constitution make the pledge of equal access not only logical, but absolutely necessary. The citizens
of a democracy need to communicate in order to get the information necessary to make sound
political choices.

To that cnd, the telephone, and universal service, have contributed to the vision of the information
saciety as a democratic society. As new applications continue 1o transform the telephone, it makes
perfect sense 1o reconsider the original idea of universal service. Furthermore, new technologies
offer new potential that force the rethinking of universal service, which has always been dependent
on teclmulm.?ﬁlhﬂmw}*k::mydbyt‘nm , and with the arrival of the
'tufotmaﬁmm mmp:r highway,” no that prophets of the information age call for a new

uni ;

If one must be informed in order to function successfully in the information society, that means more
than a phone connection. Although inwrconnes... ity accelerated the spread of industrial society, it
cannot deliver the of the information soci. " by itself. For example, if democratic discourse
is to be enco in the new information environment, then cilizens need the answers to their
questions, and they must have access to information in digestible form. Similarly, if citizens are to
avoid a surveillance state, or a surveillance economy, then access to information about individuals by
government or business must be restricted. At the same time, individuals will need full access to
information gathered about themselves. Also, in order to fully participate in the information
ecopomy as both consumers and producers, Americans must have the opportunity to avail
themselves of lifelong learning. In short, the need to redefine universal service may have come from
a desire to keep up with technological advances, but the rationale should stem from an obligation to
seek the goals of democratic participation and economic growth, no matter how contradictory they
might be.

Taking the cor~ pt of universal service beyond simple interconnectedness presents challenges. For
example, if a recefined universal service stresses 'tnE:mmiun. then which information needs should
be met? This is an unanswerable question, because each person's information needs are idiosyncratic
and subjective. Thus, solutions must respand to the broader context of citizens as active, individual
information seckers.

One approach to meeting information needs is to specify spheres of obligation by differentiating
public needs from personal needs. A universal service would then obligate government to meet the
demands of the public , while facilitating the opportunities in the private sphere. In the pullic
sphere, citizens need to how to use government services. They should also have access o
chuanels of communication that provide a public voice. In the private sphere, individuals should
enjoy the opportunity to make intelligent economic decisions, and to maintain their privacy. More
broadly stated, an informed citizenry is necessary for the ideal of a participatory democracy, and an
informed and economically capable public is necessary for a fair and open market economy.

A concept of universal service derived from these principles is not simple. After all, conceptual

boundanes are never clear in real life, and, in America, the boundary between the public and private
spheres is contested terrain. But that may be an advantage, since the territor Is well known and a
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socio-legal tradition already exists to show the way. And while there is still no answer to the
question of which information needs should be met, the individualistic nature of the question
guarantees a continuing public discussion. But if that discourse is to grow and lead the way to
enhanced ities, then the redefinition of universal service must the first priority. It is
fundamental to the progress of the Information Age.

Universal service is so to the information society that it might better be understood as an
information bill of rights, In a democratic socicty, we might ask what rights to information, and
from information, belong to all Americans, regardless of their wealth, position, or
. If we direct our energics to answering that question, it should become evident that

universal service is not a single policy to be wnitten by a government agency. It is rather a guiding
principle of the information . And, as such, always debated, always tested, always pursued.
References

American Newspaper Publishers Association. 1991. Facts about newspapers.

Belinfante, A. 1989, Telerhone penetration and houschold family characteristics. Federal
Communications Commissicn. No. CC Docket No, 87-339. Washington, D.C.

Belinfante, A. 1991, Monitoring report; Telephone penetration and houschold family characteristics.
Federal Communications Commission No. T Docket No. 80-286. Washington, D.C.

Belinfante, A. July 1993, Telephone subscribership in the United States, Federal Communications
Commission. No. CC Docket No. §7-339. Washington, D.C.

Belinfante, A. December 1993, Telephone subscribership in the United States. Common Carrier
Bureau, Industry Analysis Division. Federal Communications Commission. Washington, 0.C.

Booker, E. 1986, "Lifeline and the low income customer: Who is ultimately responsible?”
Telephony, May 19, pp. 116-124,

Brooks, J. 1975. Telephone: The first hundred years. New York: Harper & Row.

Cherry. C. 1977. "The telephone system: Creator of mobility and social change.” In . d. S. Pool,
(Ed.), The social impact of the telephone. Cambridge, MA: MIT Press. pp. 112-126.

Dordick, H. S. 1¢ ). "The origins of universal service.” Telecommunications Policy, 14(3), 223-38.

Dordick, H. S. & M.D. Fife. 1991. "Univeraal service in post-divestiture USA."” Telecommunications
Policy, 15(2), 119-28.

Electronic Industries Association. 1984-90. The U.S. Consumer Electronics Industry Annual
Review. Washington, D.C.: The Association. (Column 111: 1983-86, as of the end of the year;
1988-90, as of Jan. of the year).

Electronic Industries Association. 1984-92. The U.S. Consumer Electronics Industry Annual
Review Washington, D.C.: The Association.

Fischer, C. S. 1992. America Calling: A Social History of the Telephone. Berkeley, CA: University
of California Press.

Gilbert, P. 1987. Universal service on hold: A national survey of telephone service among low
income houscholds, Washington, DC: US Public Interest Research Group.

Government Printing Office. Historical statistics of the United States, colonial times 1o 1970.
(Bicentennial ed.). Washington, DC.

http://www.benton.org/Library/Universal/Working | /working | html 10/15/98

_~




WP#1, Beyond Universal Service Page 8 of 9
U.S. Department of Commerce: 1991. Household and family characteristics. Washington DC.

Williams, F. & S. Hadden. 1991. On the Prospects for Redefining Universal Service: From
Connectivity to Content. No, Policy Research Project: The University of Texas at Austin.

Williams, F. & S. Hadden. 1992. "On the prospects for redefining universal service: From
connectivity to content.” Information and Behavior, 4, 49-63,

Notes
An earlier version of this article was delivered at Universal Service: New Challenges and New
Options in Tomorrow's Electronic Environment, a symposium jointly by The Benton

Foundation and the Columbia Institute for Tele-Information of Columbia University, 15 October
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1. There is a statistically significant difference between the Current Population Survey of the Bureau
of the Census which gives a figure of 93.3%. penetra.. n, versus the 1990 Census which gives a
figure of 94.8%. The differences result from the questio. - =-ked by each survey. We have chosen
94% as an interpolated estimate. See Belinfante 1993, December. Back 1o document

2. We arrived at the figure of 15.3 million individuals by multiplying the number of households (5.8
million) by 2.64, the average number of individuals per household in the United States according to
the 1990 census. Back 1o document

3. As a point of comparison, 11.6 million is equal to the combined populations of Denmark and
Switzerland. Back to document

4. We caution against taking these changes in single percentage points as completely accurate,
though they represent the best that can be done statistically. A small rise or fall in penetration may
reflect measurement as much as actual change. Back 1o document

5. 49,961,676 (Belinfu. e 1989, 1able 27). Back to document

6. Fleven women were interviewed in Californin, New Jersey, and Texas, in 1985, 1987, and 1992.
Back to document

7. Blacks and Hispanics are grouped together in this article because they arc linked in the policy
discourse involving telephone penetration. However, it should be noted that, in the Census, black is a
racial category while Hispanic is an ethnic category. Therefore, some blacks are also Hispanics, and
some Hispanics are also whites. In addition, it should be noted that the use of the term Hispanic
reflects the adoption of that term by the Census. Within the cultural communitics encompassed by

the category "Hispanic,” self descriptors such as Latino, Mexican-American, Chicano, Cuban, and
Puerto Rican, have greater currency. My point is that one should exert caution when interpreting
these categories. They are not mutually exclusive, nor do they capture a monolithic community. At
best, the externally imposed categories are tenuously valid. Only the self descriptors have consistent
validity, since they capture the self-expressed identity of the various ethnic groups. Back te document
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