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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 T 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 Tnc.,
Modern Telecommunications Company, and Northeast Missouri Rural Telephone

Company.

Q. Are you the same Kent Larsen that filed direct testimony in this case?

A. Yes, I am.

Q. Do the witnesses in this case agree on the appropriate cost standard to apply

to the calculation of exchange access service costs?

317\dIr200165 3
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A. No, Southwestern Bell Telephone Company (SWBT) and Sprint advocate the use
of Long Run Incremental Cost (LRIC) as a cost standard for costing switched access
service. Staff’s witness Johnson provides LRIC costs but does not advocate its use as a
method to develop exchange access costs, citing the fact that LRIC methods do not
account for loop costs. Staff witness Johnson predicts hypothetical costs rather than
actual costs requested by the Commission. I have already addressed my concern with Mr.

Johnson’s methods in my direct testimony so my rebuttal testimony will primarily address

LRIC costs.

The Small Telephone Company Group (STCG) ILECs, the four ILECs represented by
Mr. William Warriner and Alltel agree with my testimony that FCC Part 36 and Part 69

rules properly develop actual exchange access service costs.

Q. Please describe cost allocation issues in general.

A. In this case, the Missouri Public Service Commission (Commission) is seeking to
investigate all of the issues associated with the cost of exchangé access service. Since
exchange access service shares costly network facilities that are also used to provide other
telecommunications service, the Commission correctly seeks to first determine the cost of
the network that is used by exchange access service. With this information the
Commission can subsequently determine actual rates to be charged, or establish

maximum rates that would be presumed lawful for the service.

317\dIr200165 4



o

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. Rebuttal Testimony
Sponsoring Party: MITG
Case No. TO-2001-65
Date Prepared: August 1, 2002

Referring to Staff witness Ben Johnson’s testimony, cost allocation theory embraces
numerous methodologies that are each suitable to identify relevant costs. Average,
marginal, fully distributed, forward looking and incremental cost analysis are all used and
useful to a firm or a regulator when scrutinizing cost or prices. What is important to the
Commission is whether the correct cost analysis is used to respond to the Commission’s
objective in this case: to investigate all of the issues affecting exchange access service in
order to establish a long-term solution which will result in just and reasonable rates for

this service.

The problem with efforts to identify the cost of a specific telecommunications service is
that the majority of the costs of any telecommunications network are comprised of shared,
common or joint costs. Today, the vast majority of regulatory bodies that continue to set
exchange access rates based upon costs continue to use actual costs allocated to
Jurisdictions or services based upon fully distributed cost methods. Fully distributed costs
allocate total costs, directly matching direct costs wherever possible and allocating
common or shared costs across all service provided by the firm to the services that use,

not simply cause, the facilities.

To the extent a telecommunications firm is subject to price cap regulation, where prices

rather than costs or earnings are regulated, I would urge the Commission to keep three

317dIr200165 5
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key points in mind: 1) capped prices for exchange access service were set based on fully
distributed actual costs; 2) price cap carriers neither price nor advocate pricing exchange
access service at LRIC; and 3) the majority of price cap carriers continue to collect
exchange access service revenues based upon fully distributed costs including loop costs

that they now do not include in the LRIC analysis.

Q. Mr, Larsen, would you please briefly discuss the issues associated with LRIC
as an analytical tool as it may be relevant to the Commission’s investigation of the
cost of exchange access service?

A. The telecommunications industry and regulators are engaged in a philosophical
and economic debate about, among other issues, which customer or service “caused” the
initial cost of the network. The argument runs that if a particular service “causes” a
network to be built, then all other services that the network is capable of providing and
their associated costs are incremental to the first, causative use. The argument continues
that if subsequent uses of the network are incremental, the incremental services’ costs are
also incremental forcing the first causative service to be assigned the full cost of the
common or shared facility. Thus, if the “cost causer” is assigned all of the shared or
common costs, then that cost causer should bear all first, shared costs in rates. This logic
is a form of “addition by subtraction” meaning that the use of LRIC as the cost standard
for exchange access service “adds” to the cost recovery burden of the cost causer of the

shared facilities (local use) by “subtracting” the cost of shared facilities from the burden

317200165 6
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of the incremental user (exchange access) where total cost must obviously be recovered

by the total mix of services offered.

In a regulatory environment where the Missouri Commission is seeking to understand
exchange access service costs that may lead to just and reasonable rates, how can
SWBT’s argument to allocate costs using a LRIC method square with the opposing view
that prices cannot, or at least should not, lead to mandated LRIC-based pricing? The
answer is axiomatic — all rational firms want to sell at prices above LRIC but wish to
purchase at prices at or near LRIC. It is in the self-interest of toll providers such as SWBT
to argue for LRIC access rates excluding common and local loop costs. This will resuit in
exchange access cost savings to them. This is particularly unfair if their exchange access
rate price caps were set on a fully distributed cost basis. One can understand that those
advocating LRIC expect to be purchasers of LRIC-priced services but do not themselves

expect to be regulated by LRIC-driven pricing theories.

Q. In your view what harm can result if LRIC pricing is utilized, ignoring the
common or shared functions of the local loop?

A. The obvious harm is that local ratepayers would be required to pay the entire cost
of the local loop, instead of having this common cost being appropriately allocated to toll
or access services which also utilize the local loop. For the customers of high cost small

rural ILEC exchanges, this would tend to cause unacceptable local rate increases

31Adir200165 7
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producing disparate rates when compared to local rates of customers served by more

urban, lower-cost ILECs.

Q. When is LRIC analysis a useful tool to the Commission?

A. As an external cost analysis that might be applied by a regulator to a firm that can
set market prices, e.g. exchange access services, LRIC analysis is a tool that can
potentially identify products that are either providing or receiving a subsidy from other
services also produced by the firm. For example, Missouri’s price cap rules applied to the
exchange access service rates charged by price cap ILECs insure that exchange access
services are not priced below LRIC in order to prohibit other telecommunications
services from subsidizing exchange access service. In other words, for Missouri’s price

cap ILECs, LRIC is a test against excessively low rates, not a prescription to set rates.

Historically, LRIC has also been used to test whether new or competitive
telecommunications services are contributing at least some margin to offset the joint and
common costs of the network. Generally, use of LRIC as a regulatory tool was limited
prior to the 1996 Telecommunications Act (the Act). After the Act, LRIC was adopted as
the cost standard useful to implement local competition features of the Act. The FCC
determined that vanations of LRIC cost concepts are appropriate in the limited case of
local competition pricing and in the pricing of unbundled network elements that may be

purchased by competitive local carriers. The FCC did not determine that LRIC was

317\dIr200165 8
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appropriate to develop interstate exchange access service costs or rates. Instead, the FCC

relied upon the price cap rules or the rate of return rules in effect.

Q. Are you concerned with the positions advocated by the direct testimony filed
by other parties in this case?

A, Yes. In this case before the Missouri Commuission, several parties advocate the use
of LRIC as a standard for developing exchange access service costs. Parties advocating
the use of LRIC methods can be identified as either believing their exchange access
service rates are unaffected by this investigation or as misunderstanding the application of
LRIC as a regulatory tool applied to a local interconnection services or rate rebalancing
decisions but not to exchange access service. The Commission should reject any call for

using LRIC as the standard for developing exchange access service costs.

Q. What are your concerns with the direct testimony of SWBT witness Barch?

A. I am concerned that Mr. Barch may have created confusion by his claim that LRIC
is an appropriate method for calculating exchange access cost. I believe SWBT’s position
advocating LRIC is inconsistent with the Commission’s objectives in this case. - Mr.
Barch’s testimony is internally inconsistent. SWBT’s position is inconsistent with
industry standards that identify all costs associated with exchange access service. It
appears SWBT’s choice to present only costs based upon LRIC analysis supporis its

belief that LRIC is the only method the Commission may consider when investigating a/l
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of the issues associated with the provision of exchange access service. I believe SWBT is

incorrect in this belief.

Q. Has SWBT failed to meet the Commission’s objective in this case?
A. Yes. The first paragraph of the Commission’s Order establishing Docket TR-
2001-65 on August 8, 2000 states:

“The Commission hereby establishes a case in which to investigate all of the
issues affecting exchange access service, including particularly the actual costs
incurred in providing such service, in order to establish a long-term solution
which will result in just and reasonable rates for this service.” (August 8, 2000
Order at 1, Emphasis added)

Comparing Mr. Barch’s testimony to the opening paragraph in the Order cited above,
“exchange access service” is the service under investigation. Mr. Barch has not
considered all of the cost elements of this service, specifically the function of the loop in
providing exchange access service. Investigating actual costs and ““all of the issues” to be
considered but excluding loop costs is inconsistent with these objectives. SWBT’s

exclusive reliance upon LRIC analysis does not meet the requirements of this case.

Q. Why should loop costs be included in the definition of exchange access service?
A. Simply stated, loop costs should be included because loops are required to provide
the service. Many witnesses in this case agree. Staffs witness Johnson’s direct testimony

states:

317\d1r200165 10
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“To reiterate, in competitive markets joint costs are never recovered entirely from
consumers of one of the joint products, to the exclusion of others; rather, the costs
are shared by both groups of consumers, with the respective proportions
depending upon the relative strength of demand.” (Johnson Direct, Schedule 9,
page 3, lines 12-16)

Mr. Johnson continues:

“Notwithstanding strong advocacy efforts by both local exchange and
interexchange carriers, most state regulatory commissions have been reluctant to
recover the entire cost of loops and ports as part of the price of local service. A
share of these costs has historically been recovered from numerous other services
including switched access services provided to toll carriers as well as the custom
calling and other ancillary services related to the line.

This broad approach to cost sharing has long been used in Missouri as well as
many other states. Not only is it consistent with the historic patterns in many
telecommunications markets, it is also consistent with the normal practice in
unregulated markets.” (Johnson Direct, Schedule 9, page 5, lines 3-10, emphasis
added)

The underlined quote from Mr. Johnson’s direct testimony cited above is important. The
only difference in determining the proportion of common costs shared between services
in regulated versus unregulated markets is which authority makes the decision, not
whether a decision is made. In a competitive market the prevailing market price is the
“authority” and the difference between the prevailing price and LRIC identifies the
amount of margin above LRIC that contributes to the recovery of common or shared

costs. In a regulated market, regulators are the authorities that determine the margin.

Ms. Barbara Meisenheimer, on behalf of the Office of the Public Counsel agrees that loop

costs must be included in the analysis of exchange access service costs.

31200165 11
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“Public Counsel believes that the paramount issue in determining the appropriate
cost of providing access services is the proper assignment of “joint and common
cost” of the shared facilities and associated expenses used to provide multiple
services. Joint and common costs constitute the vast majority of the costs of the
local exchange network. To exclude consideration of these costs in determining
access rates would result in unjust and unreasonably low rates.” (Meisenheimer
direct, page 4, lines 16-21).

“...the cost of the loop is not directly attributable to any one service and should be
considered a shared facility.” (Meisenheimer direct, page 5, lines 22-23).Finally,

FCC Parts 36 and 69, the method used by MITG, STCG, the four ILECs represented by

Mr. William J. Warinner and Alltel, includes loop costs.

Q. SWBT witness Barch testifies that loop costs are not a part of exchange access
service costs. Is this view consistent with the Commission’s Order in this case?

A. No. The Commission is examining all costs associated with exchange access service.
Since LRIC does not consider loop costs, Mr. Barch is incorrect in his claim that LRIC is
the proper costing methodology for identifying the total, actual cost of exchange access
service. Mr. Barch claims that the Commission has “historically relied upon LRIC as the
standard to quantify costs for certain telecommunications services” (Barch Direct page 5,
lines 22-23). While that may be true for some services as I described previously, his
statement is unsupported in this case in that he does .not cite the use of LRIC costs as the
Commission’s standard for identifying exchange access service costs or establishing the

associated rates.

317\dIr200165 12
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He also states “it is not appropriate to allocate the loop or a portion of the loop in
determiming the cost of exchange access service” (Barch Direct page 14, lines 13-14). On
the contrary, it is appropriate to allocate loop costs to exchange access service. In fact,
although SWBT may claim it does not believe alloc';ating loop costs to exchange access
service 1s appropriate, its exchange access services tariff includes a charge associated

with loops. (See Section 3.8 of SWBT P.S.C. Mo. — No. 36, effective December 1, 2001)

Q. How is Mr. Barch’s testimony itself inconsistent?

A. First, Mr. Barch testifies that the terms “Exchange Access” and “Switched
Access” are interchangeable. (Barch Direct at page 4, line 19). This characterization is
incorrect. On page 9, lines 7 and 8 of his direct testimony, Mr. Barch clarifies his
definition of Switched Access by stating that SWBT’s “study identifies costs for usage-
sensitive and relevant dedicated transport components directly attributable to switched
access.” However, exchange access service includes costs that are both usage sensitive
(“traffic sensitive”), .as well as common or shared costs that are characterized as “non-
traffic sensitive”, such as loops. Thus, Mr. Barch’s testimony appears to use the term
“Switched Access” more as a synonym for “Traffic Sensitive” as I defined the term in my
direct testimony. Given his incorrect characterization of what services, functions and
costs are included in the term “exchange access service”, the Commission should not
view Mr. Barch’s use of the term switched access as interchangeable with the term

exchange access service. Instead, the Commission should view SWBT’s definition of

317\d1r200165 13
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“Switched Access” as a subset of exchange access service where the latter term also

includes non-traffic sensitive costs.

Next, Mr. Barch’s application of terms he considers interchangeable is confusing and
inconsistent. Mr. Barch’s definition of “exchange access service” includes a statutory
citation that includes the ability of a customer to “enter and exit the local exchange
telecommunications network in order to originate or terminate interexchange
telecommunications service”. (Barch Direct, page 5 lines 3-6). Consumer entry and exit
to the telecommunications network is accomplished by the use of loops. Without loops
there would be no such entry or exit. His inconsistency is also belted by his description
of SWBT’s intrastate switched access service as a service that “provides the use of
SWBT’s common terminating, common switching and switched access transport
facilities” (Barch Direct, page 5 lines 8-9). SWBT’s loops are also utilized when
customers enter or exist SWBT’s network to make or receive a toll call. Thus, Mr.
Barch’s statutory citation and his description of SWBT’s exchange access service
apparently means that exchange access service includes the use of common facilities,
specifically loops, as necessary for customers to “enter and exit the local exchange
telecommunications network”. Since Mr. Barch’s citation and definition of exchange
access service includes loops as a necessary facility in the provision of the service, it must
follow that loop costs should be included in the analysis of the costs to provide such

service. Since SWBT’s study fails to include at least a reasonable allocation of loop costs,

I17\dIr200165 14
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it fails to meet both the Commission’s objectives and SWBT’s own definition of

exchange access service.

From this flawed foundation, his testimony then relies upon his incorrect definition of
switched access to require the use of LRIC analysis without including loop costs, to the
exclusion of any other cost analysis. It is a critical mistake to exclude loop costs and such
exclusion is inconsistent with Mr. Barch’s definition of exchange access service therefore
SWBT’s approach to cost analysis does not meet the Commission’s requirements in this

case and should be rejected.

Q. Are there other reasons to be concerned with SWBT’s advocacy of LRIC as
the cost standard for exchange access service?

A. Yes. Mr. Barch correctly states that, from a regulatory perspective, LRIC analysis
“establishes the price floor for a service” (Barch Direct at page 6, line 19, emphasis in
original). However, SWBT is not regulated by price floors, but by price caps. The CLEC
access rate issue giving rise to this case was about the application of price caps to
Competitive Local Exchange Carrier (CLEC) exchange access rates. A LRIC-based price
floor would be illogical and inequitable if attempted to be utilized to establish price cap

rule for either ILECs or CLECs.
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Mr. Barch then correctly testifies that the Commission should not assume that a
telecommunications service, such as exchange access service, should be priced at LRIC.
Therefore, if the Commission’s objective is to identify all exchange access service costs
that would lead to the establishment of just and reasonable exchange access service rates
or suitable cost-based caps on the rates, then the commission must include all costs in its

analysis and should reject any cost analysis that does not consider all costs.

Finally, I am concerned that SWBT’s advocacy for LRIC as the sole standard for
measuring exchange access service costs is meaningless to the Commission since SWBT
can not demonstrate how LRIC could even be used by the Commission in this case. In
terms of a goal to “establish a long-term solution which will result in just and reasonable
rates for...[exchange access] service”, LRIC has no applicability and no relevance
according to SWBT. Since SWBT believes that it would not be subject to the rates a
LRIC cost standard would produce, then SWBT and all price cap carriers are indifferent
to the results of a LRIC cost standard as such standard would not be practically applied to
their rates. Since SWBT currently assesses an exchange access service rate to recover the
costs of its loops, and SWBT rates cannot be changed in this case, then SWBT is free to
advocate LRIC as a cost standard that excludes such costs with no risk to its existing rates
and revenues. In short, LRIC is irrelevant to SWBT in terms of SWBT’s exchange access
service rates. SWBT’s Mr. Barch also testifies that LRIC should be essentially irrelevant

to any telecommunications provider - he states that one cannot assume that exchange
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access service should be priced at LRIC (Barch Direct at page 14, lines 9-10).

It appears then that SWBT is subtly advocating LRIC as the standard that would apply to
other telecommunication carriers such as its competitors even though SWBT claims that
no carrier should be forced to price at LRIC. In other words Mr. Barch testifies that cost
standards are different than rate setting standards for price cap carriers, no exchange
access service rates should be based upon LRIC but, notwithstanding the complete
unsuitability of LRIC-based rates for any carrier, the Commission should use LRIC as a

cost standard to establish a long term solution to exchange access service rates.

It is my conclusion and recommendation that the Commission must agree with SWBT
that LRIC-based cost are unsuitable for any rate determination contemplated in this

investigation and reject as irrelevant SWBT’s analysis of exchange access service costs.

Q. Sprint witness Farrar testifies that the FCC requires forward-looking
economic costs (FLEC) or variations of LRIC cost analysis when developing
exchange access costs. Do you agree?

A, No, Mr. Farrar is incorrect. FLEC and variations of LRIC cost analysis are not
appropriate for exchange access service. Mr. Farrar incorrectly relied upon the FCC’s
Local Competition Order where the FCC requires Total Service LRIC (TSLRIC) for local

interconnection and Total Element LRIC (TELRIC) for pricing wunbundled network
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elements. Neither the FCC Orders he cites nor FCC rules in Part 51 deal in any way with
interstate or intrastate exchange access service. FCC rules related to exchange access
service are found in Parts 36 and 69, the methods used by the MITG, STCG, the ILECs

represented by Mr. Warriner and Alltel.

Mr. Farrar also cites Missouri law that requires the use of LRIC when evaluating
intrastate exchange access service access rates for price cap companies. The use of LRIC
in Missouri applied to price cap ILECs is only for rate rebalancing purposes to insure that
access prices are not priced below LRIC costs, not to establish exchange access costs or
rates. All of his references citing Missouri cases involve local interconnection or rate
rebalancing rules and have nothing to do with establishing exchange access service costs

or rates.

Q. Staff witness Johnson filed direct testimony supporting four separate cost
studies including the hypothetical costs of MITG ILECs. Please comment upon Mr.
Johnson’s direct testimony.

A In my direct testimony, [ expressed concern with the methods Mr. Johnson used to
develop MITG ILEC costs. My concern was based upon the cost studies submitted by
Staff to the Commission and to the parties prior to the filing of direct testimony. Mr.
Johnson’s direct testimony only adds to my concern that his methods are inappropriate

and unreliable. I have reviewed his direct testimony and he has only briefly described his
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use of regression techniques to develop MITG ILEC costs. He describes but does not
support his choice of a regression method to determine MITG ILEC costs nor does he
address the extremely low reliability of the regression results that I discussed in my direct

testimony.

Mr. Johnson provides an excellent overview of potential cost allocation techniques. Out
of all of the methods discussed, his choice of four methods is reasonable. He correctly
identifies “Stand Alone” costs and TSLRIC costs as the upper and lower boundaries for
pricing decisions but also testifies that thesc methods are not particularly suited for
establishing just and reasonable exchanges access rates. Most importantly, he correctly
advocates the idea that some portion of loop costs should be included in the definition of

exchange access service cost.

Other than Stand Alone and TSLRIC cost analysis, the two cost allocation methods
employed by Mr. Johnson that come closest to meeting the Commission’s objectives,
Average Pro Rata and Average Weighted, are quite consistent with the methods utilized
by MITG ILECs in the cost studies submitted in this case. Mr. Johnson identifies both of
the Average methods as Fully Allocated. I am assuming his use of the term “Fully
Allocated” is interchangeable with my use of the term “Fully Distributed” cost. In any
case, Mr. Johnson’s Average methods appear consistent with the method used by Alltel,

MITG, STCG and the four ILECs represented by Mr. Warriner to allocate shared and
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commeon costs in a rational manner.

However, just because results based upon differing methods seem to match, the approach
Mr. Johnson has taken still fails to meet the condition that actual costs be analyzed. Since
Mr. Johnson’s cost allocations are based upon hypothetical costs, I recommend that the
Commission 1) should reject Mr. Johnson’s cost studies since they are not based on
“actual” costs™; 2) recognize that, notwithstanding the incorrec.t manner in which Mr.
Johnson arrived at his costs, MITG ILECs’ actual costs are similar to Mr. Johnson’s
results and 3) recognize that existing MITG ILEC cost allocation methods and existing
rates are still just, reasonable and lawful and continue to support other important public

policy goals.

Q. Please summarize your position that LRIC is an inappropriate standard for
calculating exchange access cost?

A. My direct testimony agrees with the testimony of several parties that suggests that
LRIC is not appropriate for establishing exchange access service costs or prices. This is
true because, by definition, LRIC does not account for joint, shared or common costs like
loops. Staff witness Johnson’s testimony that loop costs must be included in the
definition of exchange access service is consistent with my belief. SWBT’s cost analysis
should be rejected as irrelevant to this proceeding because SWBT’s witness testified that

LRIC cannot be applied to SWBT rates and should not be applied to any other
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telecommunications provider’s rates. Sprint’s testimony is based upon the mistaken belief
that LRIC is an appropriate standard for exchange access service and should also be

rejected.

Q. Since this case arose out of the Commission’s concern with CLEC access
rates, if the Commission determines that CLECs must continue to cap their
exchange access service prices consistent with the incumbent LEC with which the
CLEC competes, what exchange access rate would be appropriate to establish such
a cap?

A. The Commission should cap CLEC exchange access rates at the maximum
permissible exchange access rate an ILEC is permitted to charge. Since price cap LECs
are authorized to adjust their exchange access rates within the confines of the price cap
rules up to the capped rate, the Commission has already determined that the capped rates,
not simply the rate actually applied by the price cap ILEC, are just, reasonable and lawful.
Under no circumstances should any LEC be required to cap its rates at a price floor, such
as the costs calculated under LRIC methodology, or at any rate less than the lawful rate
established for the incumbent. The lawful rate for the incumbent price cap carrier is the

capped rate, not the rate in effect as determined by the incumbent.

This approach insures that a CLEC can price exchange access lawfully and will permit

the CLEC to compete more effectively on retail rates by establishing parity between
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CLEC and ILEC exchange access service rate. To the extent the incumbent chooses to
price exchange access service below the capped rate, that choice is the incumbent’s to
make just as the incumbent can choose to price at the capped rate. Neither the ILEC with
which the CLEC competes nor the exchange access service customer (IXC) can claim

that a rate the ILEC is permitted to charge is unfair or unreasonable.

Q. Does this conclude your testimony?

Yes.
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