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I.     INTRODUCTION AND STATEMENT OF QUALIFICATIONS

Q.
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A.
My name is William Dunkel.  My business address is 8625 Farmington Cemetery Road, Pleasant Plains, Illinois 62677.

Q.
ARE YOU THE SAME WILLIAM DUNKEL WHO FILED REBUTTAL TESTIMONY IN THIS PROCEEDING?

A.
Yes.

Q.
WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMONY?

A.
The purpose of this Surrebuttal Testimony is to respond to the Rebuttal testimonies filed by several other parties in this proceeding.

Q.
ON PAGE 8 OF YOUR REBUTTAL, YOU TESTIFIED THAT DR. JOHNSON’S COST ESTIMATES FOR INDIVIDUAL SWITCHED ACCESS RATE ELEMENTS ARE NOT VALID.  DO THE ILECs FILING TESTIMONY IN THIS PROCEEDING SHARE YOUR VIEW?

A.
Yes.  Every single ILEC filing testimony in this proceeding has testified that Dr. Johnson’s access cost estimates are unreliable, unreasonable, or unusable: 



●
In reference to Dr. Johnson’s cost studies, on page 12, lines 9-11 of his Rebuttal, Mr. Schoonmaker (a witness testifying on behalf of the Small Telephone Company Group) was asked “Do you believe that those studies represent a reasonable estimation of the forward-looking costs of the small Missouri companies?”.   Mr. Schoonmaker’s answered, “I do not”.



●
On page 18, lines 17-21 of his Rebuttal, Mr. Larsen (a witness testifying on behalf of the Missouri Independent Telephone Group) stated:



In my direct testimony, I 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.  



●
On page 2, lines 13-15 of his Rebuttal, SWBT witness Mr. Barch stated:




Because of significant errors in Staff’s analysis of SWBT’s switched access cost, some of which may also affect Staff’s analysis of the switched access costs of other large ILECs, the actual cost for the state of Missouri will likewise be unreliable.



●
On page 5, lines 12-13 of his Rebuttal, Sprint witness Mr. Farrar was asked “Does the BJA TSLRIC standard produce a reasonable result for Sprint.”  Mr. Farrar’s answer was “No.”.



●
On page 15, lines 6-9 of his Rebuttal, Mr. Warinner (a witness testifying on behalf of Holway, KLM, IAMO and Green Hills) was asked  “Is it possible to use the cost studies presented by SWBT, SPRINT and BJA for pricing of exchange access services for Holway, et al.?”  Mr. Warinner’s answer was “In my opinion, no.”.

●

On page 2, lines 16-19 of his Rebuttal, ALLTEL witness Mr. Brandon states:


The study produced by Dr. Johnon was not based on any ALLTEL specific costing information.  Dr. Johnson’s study utilized inputs based on cost studies of Southwestern Bell Telephone Company, Sprint, and Verizon as surrogate ALLTEL costs.  

Q.
ON PAGE 12, LINES 12-14 OF HIS DIRECT TESTIMONY, SPRINT WITNESS FARRAR STATES THAT DR. JOHNSON’S SWITCHED ACCESS TSLRIC COST STUDY IS FLAWED BECAUSE IT EXCLUDES THE COST OF THE CENTRAL PROCESSOR, FIBER CABLE FACILITIES, AND CERTAIN FIBER OPTIC TERMINAL COSTS.   IN HIS REBUTTAL, DID DR. JOHNSON ADMIT THAT HIS TSLRIC COST STUDY EXCLUDES THESE COSTS?

A.
Yes.   On page 11 of his Rebuttal, Dr. Johnson states that his TSLRIC model “properly excluded” the costs of the central office processor, baseload switching software, fiber cable facilities and certain fiber optic terminal costs.  

Q.
PERTAINING TO HIS “TRANSPORT” COST STUDIES, ON PAGE 12 OF HIS REBUTTAL, DR. JOHNSON STATES



Since the cost of purchasing and installing a 2 pair fiber cable is nearly identical to the cost of a 6 or 12 pair cable, it is reasonable to treat the entire cost of the cable as one which would not be avoidable if intrastate switched access service were eliminated. 


Since the costs in question do not increase or decrease as a result of the decision to provide or not provide switched access service, these costs are appropriately excluded from a TSLRIC study.

DO TRANSPORT COSTS THAT EXCLUDE THE COSTS OF INTEROFFICE TRANSPORT FACILITIES PROVIDE ANY MEANINGFUL INFORMATION?

A.
No.  Transport service is the service of carrying calls between central offices over interoffice facilities (e.g. fiber optic cables).  Obviously, if you exclude the costs of interoffice fiber from the calculation of transport costs, the result will be a very small cost.

Q.
ON PAGES 13-15 OF YOUR REBUTTAL, YOU POINTED OUT THAT DR. JOHNSON’S COMPARISON OF END-OFFICE SWITCHING RATES AND COSTS IS A MISMATCH BECAUSE THE END OFFICE RATES INCLUDED THE “LINE TERMINATION” (PORT) RATE, BUT THE END OFFICE COSTS EXCLUDE THE “LINE TERMINATION” (PORT) COSTS.  DID ANOTHER PARTY POINT OUT THIS MISMATCH?

A.
Yes.  On page 17 of his Rebuttal, the witness for the Missouri Small Telephone Company Group, Mr. Schoonmaker stated:



Further, the Commission should realize that in the past, local switching rates have been designed to recover both the traffic sensitive switching costs and the non-traffic sensitive switching costs that Dr. Johnson identifies as “port” costs.  Thus, the comparisons that he is making are to an extent an “apples to oranges” comparison since the current rates were intended to recover costs that Dr. Johnson is not including in his cost comparison.


As I discussed beginning on page 9 of my Rebuttal testimony, Dr. Johnson’s study puts the “line termination” (port) costs in the “common line” rate element, but puts the “line termination” (port) rate in the “end office switching” rate element.    Dr. Johnson’s mismatch results in a distorted comparison of rates and costs.    By improperly including the “line termination” rate in the “end-office switching” rate element (without including the associated costs), Dr. Johnson has overstated the actual “end-office switching rates”.



As I demonstrated on Schedule WDA-4 of my Rebuttal testimony, for most of the ILECs in Dr. Johnson’s study, the “end office switching” rates Dr. Johnson used are more than double the actual “end office switching” rates, as a result of improperly including the “line termination” rates in what he is calling the “end office switching” rates.

Q.
ON PAGE 22 OF HIS REBUTTAL, MR. BARCH CLAIMS THAT IT IS NOT NECESSARY FOR “A GIVEN SERVICE” TO EXCEED STAND-ALONE COST IN ORDER FOR IT TO SUBSIDIZE ANOTHER SERVICE.  IS MR. BARCH RIGHT?

A.
No.  As long as a service is priced below it's Stand Alone cost, that service is not producing a subsidy.  If that services were on its own, it would have to support its Stand Alone cost.  If it can be priced below Stand Alone cost because it is sharing facilities with other services, then it is better off because of those other services.  Not only is it not subsidizing those other services, it is in fact benefiting from sharing facilities with those other services.   



Mr. Barch provides a hypothetical example, where a carrier provides ten services. In his example, one of the ten services is priced slightly (1¢) below its LRIC, and the other nine services are priced slightly (1¢) above their respective LRICs (but below each service’s respective stand-alone cost).  Mr. Barch claims that his example demonstrates that “a given service” can be subsidizing another service without being priced above its SAC.  



He is correct that the one service that is priced below LRIC is receiving a subsidy, because priced below TSLRIC is the appropriate test for receiving a subsidy.  However, Mr. Barch’s example does not demonstrate that “a given service” is the source of subsidy.   In Mr. Barch's unrealistic hypothetical, the shareholders that own the company would be the source of the subsidy. If one service was "priced slightly below LRIC (e. g., LRIC - $0.01)" and all other services were "priced slightly above LRIC (e. g., LRIC + $0.01)", then there would be a huge amount of joint, shared and common cost of the company that would be unrecovered. Many joint, shared and common costs are properly not included in the TSLRIC. The joint, shared and common costs are a large part of the total costs of operating a telephone company. Telephone services generally have to be priced well in excess of TSLRIC in order for the joint, shared and common costs to be recovered.  The services that are "priced slightly above LRIC (e. g., LRIC + $0.01)" (but below stand-alone) are not producing a subsidy.  In fact, they are probably not producing a reasonable contribution to the joint, shared, common costs.

Q.
ON PAGE 11 OF HIS REBUTTAL, SPRINT WITNESS DR. STAIHR INDICATES THAT THE AVERAGE BASIC LOCAL SERVICE RATES SPRINT CUSTOMERS PAY ARE BELOW THE FCC’S PROXY MODEL MONTHLY COSTS.  DR. STAIHR CLAIMS THAT THIS INDICATES THAT ACCESS CHARGES ARE SUBSIDIZING BASIC LOCAL SERVICE.  IS DR. STAIHR’S CLAIM VALID?

A.
Absolutely not.  The FCC’s Synthesis Model cost results are not designed to be compared to basic exchange service rates.  The FCC uses its Proxy Model cost results for a company to compare to other costs, not rates.  Under the FCC’s current USF, a carriers’ disbursements from the Federal USF depend on the carriers’ costs relative to the national average cost of serving customers.
  



At one time, the FCC did consider determining Federal USF needs by comparing a carrier’s costs to a “revenue benchmark”.  However, the “revenue benchmark” that the FCC was going to use did not just include basic local service revenues.  The FCC’s benchmark also included the revenues for interstate and intrastate switched access and vertical services.  Both the FCC-State Joint Board
 and the FCC properly concluded that since the cost they calculated included the shared loop facilities costs, the revenue benchmark should include the revenues from the family of services that share the loop facilities:



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 and intrastate access revenues.




We include revenues from discretionary services in the benchmark for additional reasons. ... Revenues from services in addition to the supported services should, and do, contribute to the joint and common costs they share with the supported services.
  (Emphasis added)


The FCC never did implement the Federal USF calculation that compared cost to revenues, but when it was preparing to use that standard, the FCC recognized that this cost had to be compared to revenues from the family of services which shared the loop (including switched access service revenues), not compared to just basic exchange revenues.



In addition, as I discussed on page 4 of my Rebuttal, a service is receiving a subsidy only if it is priced below its TSLRIC.  The FCC’s Proxy Model does not calculate the TSLRIC of basic local service.  For example, the FCC’s Proxy Model costs include the entire cost of the loop facility.  The loop facility is shared by numerous services (e.g. switched access, toll, basic local service, vertical services, etc.).   



As I discussed on page 5 of my Rebuttal, TSLRIC properly excludes the costs of facilities that are shared by more than one service.  



The rates charged for basic local service in Missouri greatly exceed the properly calculated basic local service TSLRIC.  For example, as I demonstrated on page 7 and on Schedule WDA-3 of my Rebuttal, SWBT’s residential basic local service rate would be $1.98 per month if it were set equal to its TSLRIC.  The current residential SWBT basic local rate ranges from $12.69 to $17.57 depending upon the customer’s rate group.  Therefore, residential basic exchange service is priced over 6 times its TSLRIC, and is not receiving any subsidy from any other service.

Q.
ON PAGE 16 OF HIS REBUTTAL, DR. STAIHR CLAIMS “THE MAJORITY OF TODAY’S LEADING REGULATORY ECONOMISTS WORKING IN TELECOM DO NOT SUPPORT THE VIEW THAT THE LOCAL LOOP IS A COMMON OR SHARED COST.  PLEASE COMMENT.

A.
It is true that many of the economists that work for or testify for telephone companies try to place all of the loop cost on basic exchange service.  But in my experience the majority of the Commissions, and the economists that work for them, do not place all the loop costs on basic exchange service.  



In his Rebuttal, Dr. Staihr referred to an article to support his claim.  Not surprisingly, the author of that article, Dr. Steve G. Parsons, was an employee of a telephone company (Southwestern Bell Telephone Company) at the time that article was published.  In addition, Dr. Parson’s resume indicates that he has appeared as a witness for Southwestern Bell Telephone Company.
   It is not surprising that someone would present views consistent with the interests of the company that is presenting them.   



Even the Parson’s article Dr. Staihr uses to support his claim lists several economists that consider the loop to be a common, shared, or joint cost.
  



The simple physical fact is that if the telephone industry is going to provide switched access and/or toll service, the loop facilities would have to exist, even if the telephone company did not offer local service.  There has to a connection to homes and businesses (loops) if toll and/or access services are connected to or from them. The fact that the loop cost would exist even if local basic service did not exist, makes it very clear that the loop cost is not caused by just basic local service. 

Q.
DO MOST REGULATORY AUTHORITIES VIEW THE LOOP AS A SHARED, JOINT, COMMON FACILITY?

A.
Yes.  First of all, decades ago, in Smith v. Illinois Bell Telephone, the U.S. Supreme Court reviewed a telephone company cost study which placed all of the loop costs on the intrastate exchange service.  The U.S. Supreme Court rejected this, and required that an Aapportionment@ of these loop costs be made.  The Court stated that unless an apportionment is made to recognize the "actual use", an "undue burden" would be placed upon the intrastate exchange services:



… the property used at the subscriber's station and from that station to the toll switchboard, or to the toll trunk lines, was attributed entirely to the intrastate service….



The appellants insist that this method is erroneous, and they point to the indisputable fact that the subscriber=s station, and the other facilities of the Illinois Company which are used in connecting with the long distance toll board, are employed in the interstate transmission and reception of messages.  While the difficulty in making an exact apportionment of the property is apparent, and extreme nicety is not required, only reasonable measures being essential (citations omitted) it is quite another matter to ignore altogether the actual uses to which the property is put.  It is obvious that, unless an apportionment is made, the intrastate service to which the exchange property is allocated will bear an undue burden--to what extent is a matter of controversy.  We think this subject requires further consideration, to the end that by some practical method the different uses of the property may be recognized and the return properly attributable to 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 is regularly referred to in current orders.
  The Supreme Court has specifically looked at costs that include 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 to which the property is put."  This Supreme Court requirement is a valid requirement that must be met today.  


●
The Telecommunications Act of 1996 (TA96) requires that residential basic exchange service Abear no more than a reasonable share of the joint and common costs of facilities used to provide those services@.  The TA96 specifically states:



Section 254(k)--SUBSIDY OF COMPETITIVE SERVICES PROHIBITED.--A telecommunications carrier may not use services that are not competitive to subsidize services that are subject to competition.   The Commission, with respect to interstate services, and the States, with respect to intrastate services, shall establish any necessary cost allocation rules, accounting safeguards, and guidelines to ensure that services included in the definition of universal service bear no more than a reasonable share of the joint and common costs of facilities used to provide those services.



●
In an Order dated October 28, 1998, the Indiana Utility and Regulatory Commission (IURC) specifically found that assigning 100% of the loop cost to one service would violate Section 254(k) of TA96.  It found the loop was "included in the definition of common and joint costs."  The IURC found that,


For purposes of resolving 'takings' claims and 'a reasonable share of the joint and common costs of facilities used to provide those services,' the loop must, therefore, be included in the definition of common and joint costs in order to determine confiscation claims and to be in compliance with the second sentence of Section 254(k).  We find that the direct assignment of 100 percent of the loop costs to any one service would be a violation of the second sentence of Section 254(k).



●
The FCC has properly stated:

 
By contrast, the costs of other facilities used for both interstate and intrastate traffic do not vary with the amount of traffic carried over the facilities, i.e., the costs are non-traffic-sensitive.  These costs pose particularly difficult problems for the separations process:  The costs of such facilities cannot 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 interstate 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 terminate long-distance calls.  The current separations rules allocate 25 percent of the cost of the local loop to the interstate jurisdiction for recovery through interstate charges.
  (citations omitted)



In another document, the FCC stated:


[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.



●
The National Association of Regulatory Utility Commissioners (NARUC) has stated that:


Interexchange carriers should pay a portion of the NTS loop cost because they use the LECs loop to provide their services.



●
Numerous state commissions have properly found that it is improper to allocate 100% of the loop costs to basic exchange service.  For example, the Washington Utilities and Transportation Commission held:



Finally, the residential cost study contains a basic flaw:  USWC improperly allocates 100% of the local 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 appropriate to allocate a portion of the loop costs to toll and other services.



In the State of Utah, the Commission specifically found:


We are troubled by the Company's failure to take into account Commission past orders which deal with some of the pivotal issues and assumptions which go into the calculation of TSLRIC.  One failure, in particular, is the Company's decision to assign all costs of access lines to basic residential service...The Commission has already rejected the Company's premise that the only purpose of access lines, the local loop, is for the customer to obtain a dial tone or local service.  Without the local loop, the end user would not have access to switched access products or use of toll services.



In the State of Iowa, the Utilities Board found:


The local loop is the sine qua non of virtually all of Northwestern Bell's products and services.  Equity demands that the costs associated with the local loop be allocated reasonably to all the products and services which rely upon it.  Unless the costs of the local loop are equitably allocated, local service customers would be shown in cost studies as not paying sufficient amounts for their 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 to be a major problem with U S WEST's LRIC methodology.



The Colorado Public Utilities Commission found:


The second argument defines the local loop as a system.  This system has many different 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.



The New Mexico Commission specifically stated:


The Commission is persuaded that GTE=s estimates of the cost of the local loop are too high.  The Commission also agrees that it is inappropriate to include the full cost of the local loop in the determination of the cost of local exchange services.
 (Emphasis added)

Q.
ON PAGE 18 OF HIS REBUTTAL, DR. STAIHR ARGUES THAT THE MANNER IN WHICH A LOOP IS USED “HAS NO IMPACT ON, AND NOTHING TO DO WITH, THE COST OF THAT LOOP OR THE PROPER METHOD FOR RECOVERING THAT COST.”  DOES DR. STAIHR’S PROPOSED LOOP COST RECOVERY CONCEPT VIOLATE THE U.S. SUPREME COURT’S RULING REGARDING THE PROPER COST RECOVERY OF THE LOOP?

A.
Yes.  Dr. Staihr would like to see this Commission disregard altogether the actual uses to which the loop facility is put, when determining the proper method of recovering the loop costs.  Unfortunately, Dr. Stair’s concept directly violates the U.S. Supreme Court’s ruling that dictates the proper cost recovery of the loop.   The Supreme Court specifically found that “the actual uses” to which the loop facilities are put cannot be ignored, and that “unless an apportionment is made, the intrastate service to which the exchange property is allocated will bear an undue burden”.
 



In addition, if the industry was going to provide toll or access service, the loop facility would have to exist, even if local basic services did not exist. The fact that the loop cost would exist even if local basic service did not exist, makes it very clear that the loop cost is not caused entirely by local basic service. 

Q.
WHAT IS YOUR CONCLUSION?

A.
Nothing in the Rebuttal testimonies alters the conclusions contained in my Rebuttal Testimony. As discussed in my Rebuttal, Dr. Johnson found that for each ILEC, the overall intrastate access rates are not producing or receiving a subsidy.  This finding is still correct.  The current overall access rates are cost based for all ILECs in Missouri.



As stated in my Rebuttal, Dr. Johnson’s attempt to identify the revenues and costs by specific rate elements failed.   Dr. Johnson has numerous mismatches of revenues and costs, and omitted relevant costs, as discussed in my prior testimony.



This conclusion is supported by the Rebuttal testimonies of other parties. All the ILECs that presented testimony in this case have stated that Dr. Johnson's study was unreliable, unreasonable, or unusable.



Sprint's claim that residential basic service is receiving a subsidy is false. A service is receiving a subsidy only if it is priced below TSLRIC.  For example, the TSLRIC of residential basic exchange service is $1.98 per line per month for SWBT, as discussed in my rebuttal testimony.



Sprint attempted to overstate the TSLRIC of residential basic exchange service by loading 100% of the loop cost into that figure. However, this ignores the fact that the loop facility is shared by many services, and the loop cost would exist even if basic exchange service did not exist.



There is no cost based reason for altering the current switched access rates of the ILECs in Missouri.

Q.
DOES THIS CONCLUDE YOU TESTIMONY?

A.

Yes it does.

� §36.631(c) of the FCC’s Rules.


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


 � &200, Report and Order, CC Docket No. 96-45, FCC 97-157, adopted May 7, 1997, released May 8, 1997 (hereinafter referred to as the Universal Service Order).


 �&261, Universal Service Order, FCC 97-157.


�See Dr. Steven G. Parson’s curriculum vitae on his Website at www.ParsonsEcon.com.


� Seven years after Kahn and Shew:  Lingering Myths on Costs and Pricing Telephone Service, p. 5. at www.parsonsecon.com.


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


�The FCC, in its recent Access Charge Reform Order dated May 8, 1997, referred to this case in Footnote 23.


�Indiana Utility Regulatory Commission Order, Cause No. 40785, Section V.(C) Common and Joint Costs, Issued October 28, 1998.





�&23, First Report and Order, CC Docket No. 96-262, FCC 97-158, adopted May 7, 1997, released May 16, 1997 (hereinafter referred to as Access Charge Reform Order).





�& 237, Notice of Proposed Rulemaking, Third Report and Order, and Notice of Inquiry, CC Docket No. 96-262 et al.,adopted December 23, 1996 and released December 24, 1996.





�"NTS" means "non-traffic sensitive."  Initial Comments of the National Association of Regulatory Utility Commissioners, CC Docket No.  96-262 et al., January 29, 1997, page 13.


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


�US West Communications, Inc Docket No. 95-049-05, Report and Order, page 95 (Issued November 6, 1995). 


�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). 


�Page 19, Colorado Public Utilities Commission Order, I&S Docket No. 1720, dated March 20, 1987.





�In the Matter of the Application of GTE Southwest Incorporated and Contel of the West, Inc., to Restructure Their Respective Rates,  AFindings of Fact, Conclusions of Law, and Order, Phase II (Rate Design Phase),@ Docket 94-291-TC, Phase II at &58 (December 27, 1995).


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