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I.  Background  and Introduction

Q.
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A.
My name is David J. Barch.  My business address is One SBC Center, Room 38-D-7, St. Louis, MO 63101.

Q.
BY WHOM ARE YOU EMPLOYED AND WHAT IS YOUR CURRENT POSITION?

A.
I am employed by Southwestern Bell Telephone, L.P., d/b/a Southwestern Bell Telephone Company (“Southwestern Bell” or “SWBT”) as Associate Director – Cost Analysis & Regulatory.  In that capacity, I provide regulatory and cost analysis support to Southwestern Bell and other SBC incumbent local exchange carriers (“SBC ILECs”).

Q.
PLEASE DESCRIBE YOUR CURRENT RESPONSIBILITIES.

A.
My responsibilities include participating in the development and production of SBC’s cost studies and cost factors for its ILECs’ wholesale and retail offerings, and presenting cost study results for various services/elements in state regulatory proceedings throughout SBC’s 13-state territory.


Q.
PLEASE DESCRIBE YOUR EDUCATIONAL AND PROFESSIONAL BACKGROUND AS WELL AS YOUR SPECIFIC WORK EXPERIENCE AT SBC.
A.
I earned Bachelor of Science and Master of Science degrees in Managerial 

Economics from Brigham Young University in 1994 and 1995, respectively.  In addition, 

I completed partial graduate coursework in Telecommunications at Southern Methodist University in 2000.

My employment with SBC began in August of 1999 as Manager - Cost Analysis with responsibility for developing incremental costs for a variety of services/elements, a responsibility that broadened following merger(s) to include the 13 states now comprising SBC’s ILEC footprint.  In November of 2000, I became responsible for supervising a team of managers that conducted and authored incremental cost studies.  Before joining SBC, I served in cost analysis and finance positions from 1997-1999 at Teltrust, Inc., a wholesale provider of operator services/directory assistance, third-party verification, and calling-card services.  Prior to my career in the telecommunications industry, I was employed as a financial analyst by Cummins Intermountain, Inc., a distributor of diesel and power generation equipment and services. 

In addition to my job responsibilities, I teach graduate and have taught undergraduate classes in managerial economics and microeconomics, respectively.  I have received adjunct faculty appointments in the economics departments of Jefferson College, Southern Illinois University - Edwardsville, and Webster University and am currently a member of local and national chapters of the National Association for Business Economics (“NABE”).
Q.
HAVE YOU PREVIOUSLY TESTIFIED BEFORE THE MISSOURI PUBLIC SERVICE COMMISSION (“COMMISSION”)?

A.
Yes.  I sponsored Total Element Long Run Incremental Cost (“TELRIC”) studies on behalf of Southwestern Bell in Case Nos. TO-2001-438 and TO-2002-222.  Additionally, I have testified to the validity of methods and the accuracy of results in SBC’s incremental cost studies before other state regulatory bodies, including the Indiana Utility Regulatory Commission (Nos. 40571-INT-03, 40611S1), the Illinois Commerce Commission (Consolidated Nos. 98-0252, 98-0335, 00-0764), the Michigan Public Service Commission (Case Nos. U-13007), the Texas Public Service Commission (No. 25188), and the Connecticut Department of Public Utility Control (No. 00-08-17).

II.  Purpose and Methodology
Q.
What is the purpose of your testimony?

A.
The purpose of my testimony is to present the results of SWBT’s Switched Access Long Run Incremental Cost (“LRIC”) study.  To that end, a majority of my testimony provides broad explanation as to how those results were calculated.  SWBT is presenting costs since parties to this case were given the opportunity via Commission Order to file cost studies.
  SWBT notified the Commission Staff (“Staff”) of its intent to file its cost study on May 1, 2002.

Q.
SINCE STAFF HAS ENGAGED A CONSULTANT TO CALCULATE THE COSTS OF SWITCHED ACCESS FOR SWBT AND OTHER LECS, WHY HAS SWBT ELECTED TO PERFORM ITS OWN COST STUDY AND FILE THE RESULTS?

A.
The Staff’s consultant, Ben Johnson Associates, differs from SWBT in its approach to costing.  Because SWBT strongly disagrees with certain aspects of the cost study prepared by Staff’s consultant, SWBT decided to perform its own cost study and file the results with accompanying explanation of how its study was developed.

Q.
WHAT ARE SOME ASPECTS OF THE COST STUDY PREPARED BY STAFF’S CONSULTANT THAT SWBT CONSIDERS INAPPROPRIATE?

A.
Upon preliminary review of the cost studies provided by Staff on May 1, 2002, SWBT has general concerns with the Staff consultant’s approach that include, but are not limited to, the following: allocation of loop cost to exchange access, common-cost definition and application, fixed-cost definition and application, application of SWBT’s vendor pricing from SWBT’s switch contracts, reliance on a FCC universal service cost-proxy model with national inputs, topical mention of recommended rates, and overall lack of documentation.  I expect that once SWBT receives Staff consultant’s final study and has had an opportunity to review it, SWBT’s concerns will be more fully explained in rebuttal testimony.

q. 
IN GENERAL TERMS, WHAT IS EXCHANGE ACCESS SERVICE? 

A.
Exchange Access (also called “Switched Access” and used interchangeably throughout) service provides the ability to originate and/or terminate interexchange calls from one end user located in a particular local calling area in Missouri to another end user located in a different local calling area in Missouri.  These interexchange calls may be interLATA or intraLATA (Local Access Transport Area).  By statute, it is defined as the following:

“Exchange access service”, a service provided by a local exchange telecommunications company which enables a telecommunications company or other customer to enter and exit the local exchange telecommunications network in order to originate or terminate interexchange telecommunications service;”

SWBT’s intrastate switched access service provides the use of SWBT’s common terminating, common switching and switched access transport facilities.
q.  
what cost methodology does SWBT’s study employ in its switched access cost study?
A.
As stated previously, the study employs LRIC methodology, which is defined in Missouri as the following:


“Long-run incremental cost”, the change in total costs of the company of producing an increment of output in the long run when the company uses the least cost technology, and excluding any costs that, in the long run, are not brought into existence as a direct result of the increment of output.  The relevant increment of output shall be the level of output necessary to satisfy total current demand levels for the service in question, or, for new services, demand levels that can be demonstrably anticipated;”


The Commission has historically relied upon LRIC as the standard to quantify costs for certain telecommunications services. 

Q.
SPECIFICALLY, WHAT DOES LRIC IDENTIFY?

A.
LRIC identifies the costs a firm avoids if deciding to discontinue, or reduce offering, a service.  Alternatively, LRIC measures the change in total cost directly associated with, or attributed to, providing a service.  Theoretically, this can be a discrete increment of a service or the entirety of a service.  In practice, SWBT’s LRIC studies identify cost for the entire service as opposed to some increment less than the entire service.  In this proceeding, SWBT’s attached cost study results capture the incremental usage-sensitive and dedicated transport costs SWBT directly incurs in providing switched access.  These are expressed on a per-minute-of-use (“MOU”) basis.

Q.
CONVERSELY, WHAT DOES LRIC EXCLUDE OR NOT IDENTIFY?
A.
A fundamental characteristic of LRIC is to measure forward-looking costs, that is, the costs SWBT expects to incur going forward.  As such, LRIC methodology does not recognize historical embedded costs as relevant to cost identification.  A LRIC study also excludes costs not directly attributable to the studied service.  Therefore, any costs shared between or among a subset of services (i.e., shared costs) or shared among all services the firm offers (i.e., common costs) are not part of a LRIC study. 
q.  
what is the Main purpose for identifying the lric of a service?
A.
LRIC establishes the price floor for a service.  That is, the price for a service can be set no lower than LRIC without pricing below cost.  Under general conditions, a service priced below LRIC is being supported by revenues from other services.  In economic terms, a service priced below LRIC is receiving a cross-subsidy.
q.
should switched access service be priced at lric?

A.
No.  Pricing at LRIC would allow a firm neither the recovery of shared costs involving switched access nor permit contribution toward recovery of a firm’s common (i.e., overhead) costs.  Furthermore, switched access revenues historically have been relied upon to recover certain costs associated with other services, such as basic local exchange service.  .

III.  Development of Long Run Incremental Cost of Exchange Access
Q.
how did swbt actually IDENTIFy lric FOR EXCHANGE access?

A.
SWBT’s cost study identifies the resource cost components (or basic functions of the network) required to provision switched access service.  As displayed in Figure 1 on the following page, these resource components include the following:

· Signaling

· Billing and measurement

· End-office switching and trunking

· Tandem switching and trunking

· Dedicated transport

-- Figure 1 --

[image: image1.wmf]End

Office

Switch

End

Office

Switch

Transport

Termination

Transport

Termination

Transport

Termination

Tandem

Switch

IXC

POP

Transport

Termination

SS7

Customer

Customer

Transport Facility Setup

Transport Facility Per Mile Per MOU

End Office Setup

End Office Switching Per MOU

End Office Trunk Term. Setup

End Office Trunk Term. Per MOU

Transport Term. Setup

Transport Term. Per MOU

Tandem Switch Setup

Tandem Switching Per MOU

SS7 Per Octet

Billing Expense Per Call

Measurement Expense Per Call

T

r

u

n

k

T

r

u

n

k

T

r

u

n

k

Trunk

Tandem Trunk Term. Setup

Tandem Trunk Term. Per MOU



The forward-looking investments (i.e., capital equipment) underlying these network functions are identified via several cost models that support the cost study.  The study takes forward-looking investments from the models and converts these investments to costs, accounting for the expenses SWBT incurs to make the investment operational.   Resulting forward-looking costs account for expenses such as additional SWBT engineering functions, depreciation, cost of capital, taxes, maintenance and other operating expenses.  Finally, the study expresses the resulting MOU LRICs using Missouri-specific network characteristics.
Q.
what descriptive results are specifically identified in SWBT’S SWITCHED ACCESS LRIC study?
A.
The study identifies costs for usage-sensitive and relevant dedicated transport costs components directly attributable to switched access.  Usage-sensitive costs vary directly with output or demand for the service.  The study results (Schedule DJB-1) display MOU costs for each of the following three categories, including:

(1) LRIC to provide host and remote switch transport, including termination and facilities

(2) LRIC to provide originating end office switching and billing, including local switching and the common trunk port

(3) LRIC to provide tandem switching and transport, including tandem switching, termination and facilities

Summing the three components produces the total LRIC for a minute of switched access that SWBT incurs at either the originating or terminating end of the call.  Though the resulting costs are all expressed per minute, SWBT actually incurs portions of these costs per message (call setup) or per mile (transport facilities).  The study appropriately relies upon Missouri-specific data (e.g., average call duration, average miles per switched call) to convert all costs to a per-minute basis. 
Q.  
how are the Switched access cost components represented schematically in swbt’s network?
A. Figure 1 (see page 8) depicts each of the particular network resource costs (see italicized descriptions within ovals) identified in the cost study and how each applies to SWBT’s switched access network.  The specific usage-sensitive network resource costs are:

· SS7 Setup – On/Off Network (per octet)

· End office setup, per message

· End office switching, per minute

· Measurement

· Billing cost, per message

· End office trunk termination setup, per message

· End office trunk termination, per minute

· Transport termination setup, per message

· Transport termination, per minute

· Transport facility setup, per message

· Transport facility, per minute per mile

· Tandem trunk termination setup, per message

· Tandem trunk termination, per minute

· Tandem switching setup, per message

· Tandem switching, per minute
q. 
is the organizational structure of swbt’s switched access lric study SIMILAR TO OTHER COST STUDIES THAT SWBT HAS CONDUCTED IN PROCEEDING FROM THE COMMISSION? 

A.
Yes.  SWBT has developed a standardized electronic cost study format for use in either its retail or wholesale studies.  Indeed, a number of the incremental cost studies Southwestern Bell has sponsored in recent proceedings
 before the Commission rely on this approach. 

Q.
PLEASE DESCRIBE BARCH SCHEDULES 2, 3, AND 4.

A.
My schedule DJB-4 is an overview of the Network Usage Cost Analysis Tool (“NUCAT”).  NUCAT calculates the costs of telecommunications plant used in SBC local exchange company (LEC) networks to transport local, long distance and other calls. The investment data in the study are composed of both switching and interoffice investments, both of which are produced from two other SBC cost models.
  Switching investment is produced from the Switching Information Cost Analysis Tool (“SICAT”) and interoffice facilities and equipment is from the SBC Program for Interoffice and Circuit Equipment (“SPICE”).  Overviews of each of these two cost models are contained in Schedules DJB-2 and DJB-3, respectively.

Q. WHAT ARE THE RESULTS OF YOUR STUDY?

A. The quantitative results of SWBT’s study comprise Schedule DJB-1.  This highly confidential schedule outlines the cost for the appropriate components and sums them to determine the cost of switched access.  The components include host/remote transport termination per MOU, host/remote facility per MOU, local switching per MOU, common trunk port per MOU, tandem transport facility per MOU, tandem transport termination per MOU, and tandem switching per MOU.

Q. WHY ARE ONLY RECURRING COST COMPONENTS IDENTIFIED AND NOT ANY NON-RECURRING COST COMPONENTS?

A. It is expected that the usage-sensitive and dedicated transport cost/rate components in SWBT’s study would account for nearly all
 of SWBT-Missouri’s revenue associated with intrastate switched access.  Therefore, SWBT pragmatically interprets a focus of this proceeding to be on usage-sensitive costs only; hence, the study does not develop costs related to nonrecurring switched access cost/rate elements.  Indeed, nonrecurring cost/rate elements are numerous
 and would have yielded, at best, little analytical value in this proceeding.  Moreover, SWBT perceives that Staff’s consultant likewise interprets the cost identification in this proceeding to exclude nonrecurring cost elements.

q.
SWBT’s cost components previously noted do not include the local loop.  Does the lric study directly identify loop cost or indirectly contain some allocation of local loop costs?
A.
No.  SWBT’s Switched Access study neither identifies direct (via LRIC) loop cost nor does the study contain an allocation of local loop cost.  Since the loop is not directly attributable to switched access service, there is no justification for its inclusion.  In providing switched access, SWBT incurs no incremental local loop costs.  Similarly, SWBT avoids no local loop costs if it were to cease offering switched access service.  Loop costs are directly incremental only to the provision of basic local exchange service as the loop provides access to the network.  As such, local loop costs are not a direct incremental cost of switched access service.  Including total local loop costs, or some portion, in SWBT’s Switched Access study violates the LRIC principle of economic cost causation.

IV.  Recommendation and Conclusion
Q. please summarize your direct testimony.

A.
My direct testimony explains that SWBT is filing incremental costs in this proceeding because its does not agree with the methodology employed by the Staff’s consultant in its development of draft cost studies.  SWBT has preliminary concerns on, among others, the consultant’s cost study documentation, allocation of costs between services, definition and application of certain costs, misunderstanding and/or misapplication of SWBT’s forward-looking vendor pricing, and use of a cost-proxy model with apparently non-Missouri-specific inputs.  I also explain that LRIC is the appropriate cost methodology for establishing the price floor of a telecommunications service.  I outline how SWBT developed its incremental costs for Exchange/Switched Access.  In doing so, I have 

explained what Exchange/Switched Access encompasses in terms of SWBT’s network, given an outline of the cost study, and offered narrative overviews of the primary cost models supporting the cost study. 

Q. what is your recommendation to the commission regarding swbt’s exchange access costs?

A. I recommend that the Commission recognize each of the following:

1) that LRIC is the proper costing methodology for identifying the cost of  exchange access service;

2) one cannot assume that a telecommunications service, such as exchange access service, should be priced at incremental cost (LRIC);

3) the LRIC results put forth by SWBT in Schedule DJB-1 are the most accurate representations of SWBT’s costs to provide exchange access service; and

4) it is not appropriate to allocate the loop or a portion of the loop in determining the cost of exchange access service. 

Q.
Does this conclude your direct testimony?

A.
Yes.  
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� 	Pre-filed testimony for IN 40611S1 and TX 25188.





� 	In the Matter of an Investigation of the Actual Costs Incurred in Providing Exchange Access Service and the Access Rates to be Charged by Competitive Local Exchange Telecommunications Companies in the State of Missouri, Case No. TR-2001-65 (Order Adopting Procedural Schedule, effective March 24, 2002, p. 11).  





�	Letter from Southwestern Bell Counsel to MPSC Staff Counsel, May 1, 2002.


�	Missouri Revised Statutes, Chapter 386, Public Service Commission, Section 386.020, ¶17, August 28, 2001.





�	Ibid., ¶32.  


�	Case Nos. TO-2001-438 and TO-2002-222


�	These could be considered terms of art.  A cost “model” or “tool” is distinct from a cost “study” insofar as a model’s purpose is generally to identify the investment and/or cost for a distinct set of services/elements (e.g., switching, interoffice, or portion of the network) for all of SBC’s states, whereas a study is simply the final vehicle summarizing or aggregating inputs and calculations for filing and other transmittal purposes in a single state.


�	Although SWBT has not conducted a formal analysis of this for Missouri, I understand similar analyses for two other SBC states (Kansas and Connecticut) demonstrated that recurring rate elements account for approximately 95 percent of the Switched Access revenue in each state.





�	P.S.C. Mo.-No. 36 – Section 6.10.1C





�	In SWBT’s review of the Staff consultant’s cost studies submitted May 1, 2002, it was evident that no nonrecurring cost/rate elements were explicitly identified.





�	“LRIC considers the direct costs incurred in providing the service, including cost of money, over a sufficiently long period of time as to permit full adaptation of plant capacity.  Any costs, including capital costs, that occur in the plant adaptation are accounted for by LRIC.”  In the matter of the cost of service study of Southwestern Bell Telephone Company,  Case No. 18,309.  (Report and Order, Appendix A, “A Definition of Long-Run Incremental Analysis,” ¶2, May 27, 1977). 
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