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BEFORE THE PUBLIC SERVICE COMMISSION

STATE OF MISSOURI

In the Matter of an Investigation of the )
Actual Costs Incurred in Providing Exchange )
Access Service and the Access Rates to be ) Case No. TR-2001-65
Charged by Competitive Local Telecommun- )
ications Companies in the State of Missouri. )

AFFIDAVIT OF KENT LARSEN

STATE OF OKLAHOMA )
) ss.
COUNTY OF TULSA )

Kent Larsen, of lawful age, on my oath states, that I have participated in the

preparation of the foregoing testimony in question and answer form, consisting of

pages, to be presented in this case; that the answers in the foregoing testimony

were given by me; that [ have knowledge of the matters set forth in such answers; and that
such matters are true to the best of my knowledge and belief.

Lt "
Kcnﬂt Larsen (/

. ~+h
Subscribed and swormn to before me this |lo day of
Ao St ,2002.

. 2. Mo

Notary Public* 05004603

Aon Expires: Y% - 33 ol
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Q. Please state your name and your business address.
A. My name is Kent Larsen and my business address is 1000 Vermont Ave, NW,

10th Floor, Washington DC. 20005

Q. By whom are you employed and in what capacity?
A I am a Senior Communications Consultant with Bennet & Bennet, PLLC assisting

small and rural LECs in financial and regulatory matters.

Q. On whose behalf are you testifying?

A I am testifying on behalf of the Missouri Independent Telephone Company Group
(MITG). The MITG consists of seven rural high cost small Incumbent Local Exchange
Carriers (ILECs), being Alma Telephone Company, Chariton Valley Telephone Corp.,
Choctaw Telephone Company, Mid-Missouri Telephone Company, MoKan Dial Inc.,
Modern Telecommunications Company, and Northeast Missouri Rural Telephone

Company.

Q. Are you the same Kent Larsen that filed Direct and Rebuttal testimony in
this docket?

A. Yes

Q. What is the purpose of your testimony?

KLS200165v3 3
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A. The purpose of my testimony is to clarify my position that the Commission must
consider “actual” costs, a position addressed by Dr. Johnson in his rebuttal testimony. I
will also support portions of the rebuttal testimony of Office of the Public Counsel (OPC)
witness Ms. Barbara Meisenheimer, and will challenge portions of the rebuttal testimony
of Sprint witness Mr. Brian Staihr. Finally, I will summarize the position of the MITG

LECs in this case.

Q. In his rebuttal testimony, Staff’s witness Dr. Ben Johnson disagrees with
your direct testimony that the Commission requires “actual” access costs to be
evaluated in this case. He apparently believes you mischaracterized his approach
using Total Service Long Run Incremental Costs (TSLRIC) as non-compliant with
the Commission’s requirement to evaluate “actual” cost. Did Mr. Johnson correctly
characterize your concerns with his approach to calculating costs, especially the
costs of the MITG LECs?

A. No, unfortunately Mr. Johnson misunderstood my concerns. Dr. Johnson
questions my concern that “actual” costs are required to be evaluated in this case and that
his hypothetical cost analysis is inappropriate. As an initial matter, I agree with his view
with respect to hypothetical cost concepts; all of cost accounting is the application of
hypothetical concepts attempting to explain a firm’s behavior. I would even agree that the
cost standard I prefer, embedded costs allocated by FCC Parts 36 and 69, is also a

hypothetical concept of cost. The concept of assigning costs is by nature subjective and

KLS200165v3 4
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the history of cost allocation in the telecommunications industry has always been an effort
to support public policy objectives by assigning costs to services.

However, as stated in my direct testimony, even assuming the Commission
determined that TSLRIC methods constituted the appropriate cost standard for exchange
access service in Missouri, Dr. Johnson’s calculation of MITG LEC TSLRIC costs does
not approach a reasonable standard of “actual” costs. A review of the relevant portion of
my direct testimony as cited in part by Dr. Johnson is in order:

Even if the Commission determined that TSLRIC reflected an appropriate cost

standard, TSLRIC costs produced by a model or through any other statistical

technique would not qualify as “actual” TSLRIC. Only an examination of an

individual carrier’s costs can determine what that carrier’s actual TSLRIC costs

are. A model produces answers that are “merely possible”, not actual.
The point I was making in my direct testimony and the point questioned by Dr. Johnson’s
rebuttal testimony is this ~ if the Commission determined that TSLRIC was the proper
cost standard, then a TSLRIC study based upon the actual costs, or at least a reasonable
effort at modeling the actual experience of an MITG LEC, is required to meet the “actual”
criteria required by the Orders in this case. No matter how Dr. Johnson characterizes his
cost calculation, his statistical modeling technique as applied to MITG LECs is

inadequate.

KLS200165v3 5




—

10

11

12

13

14

15

16

17

18

19

20

21

Exh.No.

Issue: Investigation of Exchange Access Costs
Witness: Kent Larsen

Type of Exh. Surrebuttal Testimony
Sponsoring Party: MITG

Case No. TO-2001-65

Date Prepared: August 29, 2002

Q. How are Dr. Johnson’s methods inadequate?

A As 1 testified in my direct testimony, for each of the types of costs that Dr.
Johnson presented; e.g., Stand Alone, TSLRIC, etc., Dr. Johnson started with a statistical
technique based upon the costs of Verizon and Sprint to develop MITG, STCG and Alltel
ILEC “costs”. His statistical approach to identifying each element of an MITG ILEC’s
cost-- whether used in the Stand Alone or TSLRIC study-- was a hypothetical, simplistic,
and unreliable regression technique. I questioned whether his basic statistical approach
developing a MITG ILEC’s TSLRIC cost produced the MITG ILEC’s actual TSLRIC
cost. In summary, a calculation of a firm’s TSLRIC cost should be grounded in the reality
faced by that firm, not an unreliable statistical surrogate calculation based upon another

firm’s cost or a statistical sample of a group of firm’s costs.

Q. In your direct testimony and again in your testimony here, you characterized
Dr. Johnson’s use of regression analysis to develop MITG costs as inappropriate
and unreliable. Has Dr. Johnson presented any additional testimony supporting his
approach to modeling MITG LEC costs using regression analysis?

A No. His direct testimony very briefly describes his approach to calculating MITG
LEC costs. In his rebuttal testimony, Dr. Johnson does not discuss the statistical
reliability of his regression methods at all. No other witness supports Dr. Johnson’s
statistical approach to calculating MITG costs. Dr. Johnson also ignores his own

objectives in this case. On page 25, lines 8 and 9 of his direct testimony, Dr. Johnson

KLS200165v3 6
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states, “In our view, the ability to develop cost estimates on a uniform, consistent basis
was 1mperative in this investigation.”

I do not believe the methods used to develop the MITG ILECs Stand Alone,
TSLRIC, or Average costs were developed consistent with methods used to develop the
Stand Alone, TSLRIC and Average costs of Sprint, Verizon or SWBT. In order to
develop MITG ILECs Stand Alone, TSLRIC, or Average costs, the actual conditions or
actual forward locking costs particular to each carrier should be examined and quantified,
not estimated using surrogate costs developed by questionable statistical calculations.
Alltel witness Brandon’s rebuttal testimony is consistent with this view. Mr. Brandon
testifies that Alltel provided costs and data consistent with the data supplied by other
larger LECs yet Alltel’s cost were developed using the same faulty statistical methods as

was used for MITG LECs.

Q. In his rebuttal testimony, Dr. Johnson quotes U.S. Court rulings supporting
his definition of “actual” costs. In what way are these cases relevant to the
Commission in this case?

A. These quotes are very relevant. Although the context of these cases involved
questions concerning the proper calculation of cost for local interconnection', the

citations Dr. Johnson quotes address whether my “narrow™ definition of “actual” costs is

' These cases involved local interconnection, not exchange access. The FCC does not use TELRIC or
TSLRIC to develop interstate exchange access service costs for MITG LECs.

KLS200165v3 7
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supported by the Courts. Quoting the 8" Circuit Court of Appeals on page 4 of Dr.
Johnson’s rebuttal testimony:
“It 1s clear from the language of the statute that Congress intended the rates to be
“based on the cost...of providing the interconnection or network element, not on
the cost some 1maginary carrier would incur...” (Citation in original, emphasis
added)
The court sard that the FCC may establish TSLRIC or TELRIC as the cost standard for
local interconnection instead of embedded or historical cost but the calculation of those
TSLRIC or TELRIC costs must be based upon the LECs TSLRIC or TELRIC cost, not an
imaginary carrier’s cost. My concern is that Dr. Johnson’s use of a statistical regression
analysis developing the MITG LEC’s costs represents the imaginary carrier the 8" Circuit
cautioned against. What the Court requires is that a LEC develop its unique, actual
forward-looking economic cost in support of its TSLRIC pricing. The Court prohibits the
imposition of an imaginary carrier’s TSLRIC to substitute for the actual TSLRIC of an
actual LEC. Finally, and as a point of clarification, Dr. Johnson is correct in stating that
concepts like TSLRIC and Stand Alone costs are somewhat hypothetical in nature
(Johnson rebuttal, page 2, question at 19-20 and response beginning at 21). However
application of a hypothetical concept does not give license to apply that concept to
imaginary LEC costs. The Commission is free to apply hypothetical costing concepts to
actual LEC costs but must refrain from applying these cost concepts to a hypothetical

LEC’s cost. Dr. Johnson applied hypothetical concepts to data that does not represent

MITG LECs’ operations or costs.

KLS200165v3 8
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Q. Dr. Johnson testifies at length supporting the methods he employed to
calculate the costs of the larger LECs (SWBT, Sprint and Verizon). The larger
LECs support LRIC as the proper method to allocate exchange access costs yet
SWBT and Sprint still question Dr. Johnson’s methods. Can you comment on the
differences between the approaches recommended by the larger LECs versus the
Dr. Johnson’s methods?

A. Certainly. Dr. Johnson included elements of the larger LECs’ costs provided by
the larger LECs in his allocation methods. While the larger LECs embrace Dr. Johnson’s
use of LRIC, a careful reading of SWBT and Sprint witnesses’ testimony reflects their
concern that he did not accurately reflect their LRIC costs. I believe the larger LECs
concerns are consistent with the 8" Circuit Court’s prohibition against the use of

imaginary networks Dr. Johnson cited in his rebuttal.

Q. Do you share the larger LEC’s concerns?

Al Absolutely. While the larger LECs are concerned that Dr. Johnson may have
incorrectly stated their costs even after they provided significant input into his processes,
I am extremely concerned that Dr. Johnson’s use of an unreliable regression technique
fails completely to reflect the costs of the MITG LECs. In essence, MITG LEC costs may
be “doubly imaginary” in Dr. Johnson’s analysis — first in the errors claimed by the larger
LECs and then in erroneous reliance on that faulty analysis in the application of

regression analysis in the calculation of MITG LEC costs.

KLS200165v3 g
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Q. What would result from the application of LRIC cost concepts to exchange
access rates?

A. Witnesses for price cap LECs do not believe they would be subject to LRIC-based
exchange access rates. Nevertheless, I believe these witnesses support LRIC since they
testify that a LRIC-based exchange access service rate would apply to other carriers but
not themselves. Rate of return LECs would be faced with significant reductions to their
exchange access rates likely requiring increases to local rates. Since rate of return LECs .
represent a relatively small portion of the Missouri LEC market, even if IXCs were
willing or required to pass along such savings, it is unlikely the customers of LECs
regulated by rate of return rules would enjoy toll rate reductions sufficient to overcome
the local rate increases that may be required to provide the rate of return LECs the
opportunity to recover their total costs. A decision to limit CLECs to LRIC-based
exchange access rates would likely be appealed as anti-competitive if their primary

competition, the price cap LECs, were not regulated under the same scheme.

Q. On page 14, lines 17 through 22 of her rebuttal, OPC witness Meisenheimer
challenges SWBT witness Barch regarding cost causation principles. Do you agree

with her testimony?
A Absolutely. Ms. Meisenheimer does a very good job demonstrating the fallacy of

the “cost causer” argument. Blanket statements and economic theories that local

KL8200165v3 10
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telecommunications use alone causes a loop to be built are not grounded in reality. I agree
with Ms. Meisenheimer that many consumers may connect to the PSTN to make only toll
calls and make few, if any, local calls. Thus, 1t is at least arguable that that consumer’s

desire to make toll calls “caused” that consumer’s loop to be built.

Ultimately, determinations of theoretical cost are useful only in support of
competing theories of rate design. Since telecommunications is somewhat unique with its
high fixed costs, relatively low incremental cost and infinitely small variable cost, carriers
are always seeking to assign the fixed cost to other carriers or other carriers’ customers by

assigning the “blame” of fixed cost causation.

Q. Ms. Mesinheimer also describes an IXC’s choice to “build or buy” loops. Do
you agree with this portion (page 13, lines 11 through 21) of her rebuttal testimony?
A. Yes. She succinctly identifies the true economics of loop cost in a different and
more appropriate light than the “cost causer” theories supplied by various witness in this
case. Simply stated, any carrier that believes loops do not have costs can build its own

cost-free loops or pay a fair share for their use, regardless of the “cost causer”.

Q. Sprint witness Staihr discusses a fruit stand pricing scheme, the fallacy of Dr.
Johnson’s “beef and leather” example of joint and common costs, and presents an

example using television sets, cable service and VCRs in an attempt to dismiss the

KLS200165v3 11
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idea that a telecommunications network owner does not incur joint or common cost.
Can you comment on these illustrations used in his testimony?

A. Yes.

THE FRUIT STAND, STAND ALONE VERSUS LRIC COSTS
Mr. Staihr provides a fine analysis of stand-alone and TSLRIC cost analysis and
the attendant subsidy issues with his fruit stand analysis. His other examples are a

different matter.

BEEF AND LEATHER

Mr. Stathr correctly states that it is impossible to separate the production of beef
from the production of leather, stating that the input (feed) to one process (beef) is by
defimtion an input into another process (leather). He then states that this is not the case in
the production of telecom services. I disagree. It is equally impossible to separate the
production of local service (beef) from the production of toll service (leather), both using
a loop (feed). The input (loops) to one process (local) is by definition an input into

another process (toll).

TVs, VCRs AND COMMON COST
Mr. Staihr’s analysis using video equipment retail pricing is, at the surface an

appealing analogy, but it lacks relevance in this case. Mr. Staihr is mixing retail pricing

KI1.5200165v3 12
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with production economics. Mr. Staihr’ central thesis is that the cost of a cable television
service does not carry with it the cost of the television set as a joint cost. That may be true
in terms of the retail pricing to consumers but 1 disagree with his application of the retail
pricing of video equipment when the equipment is used as factors in the production of a
service. To illustrate my disagreement with his example, I will use the same assets but
will demonstrate the economics from a production cost perspective, not a retail pricing
perspective.

First, one must assume a TV has a limited life and therefore has a “cost” per unit
(hour) of viewing time, regardless of the input device (VCR, cable, DVD, etc.) used.
Assume a TV owner decides to purchase a pay-per-view (PPV) boxing event then, based
upon “demand” from his neighbors, decides to sell seats, or at minimum share the cost, of
the event. Now, assuming a rational pricing scheme, the TV owner would factor in the
number of neighbors that will view the PPV event and his incremental cost (the PPV fee,
electricity, the risk of beverage spills resulting in a cleaning bili, etc.) and a portion of his
fixed or common cost {the TV, the use of his house, normal wear and tear on the sofa)
when deciding what to charge each viewer. The neighbors could have watched the PPV
on their TVs and would have “used up” some portion of their own TV’s lives (and thus
incurred their own “stand-alone™ cost) but, acting rationally, determine it is cheaper to
share the incremental cost of the PPV and share the cost of “using up” their host’s TV,

sofa, etc. Regardless of the definition of “cost” to the TV owner of either the PPV fee

KLS200165v3 13
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(incremental cost) or the TV (common cost), the total cost to produce the PPV event are
quite real to the TV owner. The question is how to equitably distribute all costs.

The TV owner could charge slightly more than the pro rata share of the “out of
pocket” PPV fee and electricity to cover the total cost of both the PPV fee and the use of
the TV, house and sofa. He could also decide to recover only the PPV fee. The latter
decision means that, from the TV owner’s perspective, the TV’s cost and the risk of a
spilled beverage does not disappear; rather the costs are reallocated as a “hospitality” cost
that he internalizes. Regardless of the economic theory of his costs, the cable and power
companies demand payment and a portion of the finite life of the TV and sofa are “used
up”, thus incurring a real cost to the TV owner.

Mr. Staihr, and other advocates of “cost causer” theories, argue lthat since the TV
owner was going to watch the boxing match or even use the TV for other purposes
anyway, use of the TV should be free. Others might argue that even the incremental cost
of the PPV event becomes a common cost once the TV owner decides to view the PPV
event, regardless of his neighbors demand. In other words, he is the cost causer of both
the TV and the PPV event and all other viewers get free access to his TV and the boxing
match. Both arguments suggest that once a decision to purchase a TV is made for the first
use (cause) of the TV, all additional uses are cost-free. They are not.

In reality, ignoring copyright law, this is an economically efficient use of the TV
and the PPV event. The alternative is for each neighbor to purchase his own subscription

to the boxing event, consume some portion of his own TV’s finite life, consume his own
p )

KL5200165v3 14
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electricity and risk spilling his own beverage on his own sofa, in other words each
neighbor incurs his own “stand-alone” cost. Whether the TV or PPV fees are costs that
are considered fixed, incremental, joint or common, all costs must be recovered. Thus, the
TV is in fact a joint or common cost element when used as a factor in the production of a
neighborhood PPV event. 2 Even adopting Mr. Staihr’s definitional distinction, at least
some portion of the TV’s cost is a direct cost in the provision of the PPV event.

Mr. Staihr’s example of retail pricing applies for video equipment and services
but misses the mark when applied to a firm’s production decisions. The video equipment
he describes is sold at the same price whether for consumption or in the provision of an

integrated video viewing service. Notions of joint versus incremental costs are irrelevant

2 A decision to internalize common costs, or any costs, may assume a future benefit. The costs do not
disappear. The TV owner may determine that a neighbor will host the next PPV event, thus he chooses to
internalize some or all of his real costs to insure he is invited to that next event where his neighbor uses up
his TV's cost and risks Ais sofa. On the other hand, if the first TV owner’s choice to internalize some or all
of his costs results in his neighbors repeatedly taking advantage of his hospitality without reciprocation, the
TV owner in this example may determine that his hospitality cost has no future benefit and thus he should
either recover his hospitality cost from his neighbors on a per-PPV-event basis or produce less
neighborhood PPV events. In either case, his costs are real and must be recovered. If he cannot recover his
costs either directly or through some assumed future benefit, he will be less willing 10 produce the PPV
events for the benefit of his neighbors. Assuming both he and his neighbors always want to view PPV
events, total neighborhood PPV costs rise as each neighbor provisions and “uses up” his own TV and each
neighbor pays for his own individual PPV event. The neighbors cut off from the TV owner’s PPV events
could then appeal his decision to the neighborhood association, where a ruling could force him to continue
to offer PPV events in his home and permit recovery of only the incremental PPV charge, thus prohibiting
recovery of his TV and sofa costs. Forced into an irrational cost recovery scheme, the TV owner could
decide to use a smaller, black and white TV rather than the big screen he previously provided and offer
wooden benches rather than a sofa for seating. The neighborhood is now provided with a less pleasurable
viewing experience due to the TV owner’s inability to recover his total costs from all users of his
investment.

In summary, the neighborhood has three choices — 1) all PPV viewers pay for all costs where a
rational allocation of all costs provides maximum pleasure to the most possible neighbors at minimal cost to
cach viewer, and where all costs are recovered; 2) PPV viewers refuse to share costs, each neighbor pays
the “stand-alone” costs for the PPV event and total neighborhood PPV costs are highest; or 3) force the
TV-owning neighbor to absorb some of his real costs albeit providing the lowest possible PPV price for his
neighbors but discouraging the TV owner’s willingness and ultimately ability to provide an pptimal viewing

KLS200165v3 15
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when analyzing consumption by end users — these principles only apply when analyzing

production decisions.

LOOPS AS DIRECT, NOT COMMON COSTS

Mr. Staihr refutes the contention of many that loop costs are common costs,
asserting instead that loops are a “direct cost of connecting to the public switched
network”. (Staihr rebuttal, page 16, lines 17-18).” Regardless of how Mr. Staihr classifies
loop costs, it does not appear that Mr. Staihr is advocating that the direct cost of a loop
should be recovered from a single class of customer, e.g., local use only. Assuming then
that loops are a direct cost to connect to the public network, then loops are a direct cost
for local connectivity and for connectivity to a toll provider, thus a direct cost of
exchange access service.

Perhaps this is simply a semantics issue since another Sprint witness, Randy
Farrar, asserts in his rebuttal (page 6, lines 18-20) that the FCC’s forward looking cost
standard, which he claims is superior®, “includes an assignment of directly attributable
shared costs and includes a reasonable allocation of common costs.” I can only assume

that Sprint’s position is ultimately one that supports its right to recover all of its costs,

experience.

? T interpret the term “public switched network” to be a description of the interconmected network that is
privately owned by carriers, and devoted to public use by customers. Local loops are a portion of this
privately owned carrier network. 1have some difficulty with his assumption that you can disassociate the
network from a portion of its cormponents.

* In my rebuttal testimony and again here, 1 challenge Sprint witness Farrar’s reliance upon FCC rules that
apply to local interconnection, not exchange access. Nevertheless, I cite Mr. Farrar’s testimony here in an
attempt to clarify what may be a conflict or perhaps confusing terminology in Sprint’s position in this case.
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including loop costs, from some mix of rate design applied to all of its customers that use
some or all of its network assets, regardless of whether the costs are direct or common,

mcremental or fixed.

Q. Mr. Larsen, please summarize your testimony in this case.

Al In response to the concerns expressed by Staff witness Johnson my testimony
clarifies that it is inappropriate to use imaginary costs in lieu of actual costs, even if the
cost allocation concept is hypothetical, which in fact all cost allocation mechanisms are.
Although my testimony, Dr. Johnson’s testimony and the testimony of several other
witnesses do not support LRIC cost allocation concepts in the development of exchange
access service costs, if the Commission decides to apply LRIC-based concepts to such
costs, each LEC should develop its LRIC costs based upon its network and circumstance.
Use of a statistical surrogate method as used by Dr. Johnson does not meet the standard of
the Commission. The Commission should reject any economic theory that assumes the
first user of a loop caused the loop to be built and should therefore pay the full cost of the
loop. Telecommunications companies and their customers that use a loop for its second
or third purpose should pay a proportionate share of its cost. Finally, the Commission
should be skeptical of parties that support LRIC as the basis for developing exchange
access service costs but would not themselves be subject to LRIC-based exchange access

service pricing.
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