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I.  Overview

Q.
PLEASE STATE YOUR NAME.

A.
My name is David J. Barch. 
Q.
ARE YOU THE SAME DAVID J. BARCH WHO FILED DIRECT TESTIMONY IN THIS PROCEEDING? 

A.
Yes.
Q.
WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?

A.
A majority of my testimony rebuts Missouri Public Service Commission (“Commission”) Staff Consultant’s
 Direct Testimony of Dr. Ben Johnson (“Staff”, “Staff’s consultant” or “Dr. Johnson” are used interchangeably).  This includes addressing his proposals concerning actual switched access cost in Missouri, evaluating his reliance, manipulation or abandonment of SWBT cost models and inputs, and discussing appropriate cost methodology.  Additionally, I reaffirm the principle of cost causation that I presented in my direct testimony by addressing claims raised by both Staff’s consultant and the Office of Public Counsel.
  I also address other parties’
 mischaracterization of long run incremental costing (“LRIC”) and briefly discuss the LRIC-related topics of pricing and “subsidies.”

Q.
ARE YOU THE ONLY SWBT WITNESS PRESENTING REBUTTAL TESTIMONY?

A.
No.  SWBT witness Craig Unruh is also filing rebuttal testimony addressing SWBT’s regulatory policy with respect to switched access.

II.  Staff’s Failure to Identify Actual Switched Access Cost in Missouri
Q. WHAT WEIGHT SHOULD THE COMMISSION GIVE TO SWBT’S COST IN THIS PROCEEDING?

A.
To the extent that Incumbent Local Exchange Carrier (“ILEC”) switched access costs are addressed in this proceeding, SWBT’s costs should be given a significant amount of weight.  By design, Staff ostensibly has focused on ILEC cost, as Dr Johnson stated that “the primary focus of Staff’s cost studies was necessarily [the] large ILECs” [Johnson Direct at p. 6].  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.

Q.
HAS STAFF’S CONSULTANT ACCURATELY IDENTIFIED ACTUAL COST FOR SWBT?

A.
No.  Later in my testimony, I will address Staff’s Stand Alone and Fully Distributed cost analysis.  With regard to Staff’s TSLRIC/LRIC study, the errors primarily appear to stem from input alterations.  I will discuss several of the more important inputs driving cost and present what SWBT’s like values are, or describe how Dr. Johnson erred in his input approach.
Q.
DR. JOHNSON STATES THAT NONE OF THE ILEC MODELS PROVIDED A VIABLE ALTERNATIVE FOR STAFF’S USE IN THIS PROCEEDING, AND THAT ANY RELIANCE ON THEM WOULD NECESSARILY BE LIMITED [JOHNSON DIRECT AT P. 26].  DO YOU AGREE?

A.
No.  His expressed concerns with SWBT’s cost models were that they were incapable of the following: 1) estimating loop costs [Johnson Direct at p. 26], 2) couldn’t directly generate small carrier results or be extrapolated to other carriers [Johnson Direct at p. 57], 3) were inconsistent in terms of inputs and methods with other ILECs [Johnson Direct at p. 57], and 4) could not generate the several types of cost studies (i.e., stand alone, fully distributed, TSLRIC) Dr. Johnson thought appropriate for this proceeding. [Johnson Direct at p. 57].


I will briefly address numbers one through four above, respectively:


One:  as I explained in both my direct testimony and discuss more fully in the Reaffirmation of Cost Causation section of my rebuttal testimony, SWBT’s loop cost is irrelevant to SWBT’s switched access cost since switched access does not cause loop cost.  Therefore, Dr. Johnson’s concern that SWBT’s cost model does not estimate loop costs is also irrelevant.


Two: although I sympathize with Dr. Johnson in his extrapolation frustrations, perhaps with the same “bit of effort” he uses in adjusting the FCC model [Johnson Direct at pp. 33-34], productive results could have been achieved using the ILEC models for the small carriers.


Three: although I do not dispute that models differ across ILECs, in direct testimony Staff stated it “believes it is most constructive for the Commission to focus attention on a few key inputs” [Johnson Direct at p. 42].  Surely, by only focusing on a few key inputs, Staff’s consultant could have found common ground across the seemingly different models.  


Four: as I explained in both my direct testimony and will explain later in the Limitations of Staff’s Identification of Stand-Alone and Fully-Distributed Costs section of my rebuttal testimony, SWBT did not attempt the several types of cost development outside of TSLRIC due to the inherent unreliability of stand-alone and fully-distributed cost results, and the irrelevance of these alternative cost measures in this proceeding.

Annual Cost Factor

Q. WITH RESPECT TO ANNUAL COST FACTORS (“ACFs”), DR. JOHNSON STATES THAT HE USED THE FCC MODEL TO DEVELOP ACFs AND THAT HE HEAVILY RELIED UPON THE FCC DEFAULT INPUTS [JOHNSON DIRECT AT PP. 63-64].   DO STAFF’S ACFS REASONABLY APPROXIMATE SWBT’S ACFS?

A.
No.  Arguably, the two most significant inputs into ACF development are cost of capital and depreciation.  SWBT’s position on each is noted below:
-- Cost of Capital --

Q.
DR. JOHNSON PROPOSES A COST OF CAPITAL OF 10 PERCENT BASED UPON HIS GENERAL KNOWLEDGE AND EXPERIENCE [JOHNSON DIRECT AT P. 65].  DOES THIS AMOUNT REFLECT SWBT’S COST OF CAPITAL?

A.
No.  SWBT’s cost of capital is 12.19 percent.  The derivation and explanation of such is supported by recently offered testimony before the Commission by Dr. William E. Avera in Missouri Case Nos. TO-2001-438
 and TO-2002-222.
  The following excerpt from 

Dr. Avera’s testimony presents his summary critique of Staff consultant’s cost of capital:

Dr. Johnson disagrees with my use of market values in measuring the capital structure of SWBT, suggests a 12% cost of equity (based only on his experience) instead of my 13.00% cost of equity, and accepts my 7.18%
 cost of debt.  Dr. Johnson and I use essentially the same capital structure, but I measure it using market value weights.  Dr. Johnson disagrees with the use of market values in calculating the capital structure of SWBT.  This criticism, however, is mired in abandoned paradigms of rate-of-return regulation.  Market values are the only capital structure weights consistent with investors’ evaluations of the competitive realities facing SWBT.

-- Depreciation --

Q. DIGITAL SWITCHING AND DIGITAL CIRCUIT EQUIPMENT ARE SIGNIFICANT CAPITAL INVESTMENT ACCOUNTS FOR SWITCHED ACCESS COSTING.  DR. JOHNSON PROPOSES ECONOMIC DEPRECIATION LIVES OF **_____** AND **_____** FOR DIGITAL SWITCHING AND DIGITAL CIRCUIT EQUIPMENT, RESPECTIVELY.  DO THESE REFLECT SWBT’S LIVES?

A.
No.  As supported by recently offered testimony before the Commission by Philip G. Naughton in Missouri Case Nos. TO-2001-438 and TO-2002-222, SWBT’s economic depreciation lives for the same two plant accounts are **____** and **____** years, respectively.  Significant amounts of SWBT’s plant are classified as either digital switching or digital circuit equipment.  With respect to digital switching, Dr. Johnson selects a depreciation life figure that falls between what the FCC prescribes and those 

proffered by the ILECs [Johnson Direct at pp. 64-65].  Unfortunately, this somewhere-in-the-middle-of-the-road approach neglects roughly over **___** percent of depreciation cost SWBT incurs on a forward-looking basis.  Given that the digital switching capital account is so significant, Dr. Johnson’s incorrect estimate would result in a substantial amount of unrecovered cost.  Additionally, in a prior Missouri proceeding, Staff cautioned the Commission “from relying heavily, if at all, on the FCC’s ranges.”
  By using the FCC values even as the upper boundary of his own range, Dr. Johnson demonstrates reliance upon the FCC values as a significant benchmark in his analysis.  He provides no lucid explanation why the ILEC values, which quite closely resemble one another, are fundamentally unsound.

-- Power and Miscellaneous --

Q.
DR. JOHNSON PROPOSES A FACTOR OF 16.7% “TO PROVIDE A REASONABLE ALLOWANCE FOR POWER, ENGINEERING, AND OTHER MISCELLANEOUS INVESTMENTS WHICH ARE NOT INCLUDED IN THE SCIS DATA” [JOHNSON DIRECT AT P. 68].  IS THIS FACTOR REPRESENTATIVE OF SIMILAR COSTS FOR SWBT?  

A.
No. Like SCIS, there are additional investments, costs, and expenses not included in SWBT’s switching cost model (SICAT), but are included in the cost study.  Land and Building are included in such amounts and are applied in cost development after switch investment has been identified.  Dr. Johnson apparently does not consider these costs in his “power, engineering and other factor,” nor in his ACF.  SWBT identifies Land and Building costs as follows:

1) Land and Building Investment Factors – The total amount of land and building required to make a forward-looking network investment (e.g., a digital switch) operational is divided by the total amount of circuit-related investment to produce, respectively, land and building investment factors.  This is applied to material investment to reflect the added cost of making the investment operational.

2) Land and Building Capital Costs – Forward-looking annual capital costs that include depreciation for land, and cost of money and depreciation for building are calculated and applied to the pertinent investments requiring land and building.

3) Land and Building Expenses – Land and Building rearrangement, changes and repair expenses of network buildings and land are divided by associated investment to produce an annual operating expense maintenance factor.

Dr. Johnson’s treatment of Land and Building investments and associated costs is to classify them in their entirety as “common costs” [Johnson Direct at p. 47] with no apparent portion attributable to direct costs.  On the contrary, switched access service directly requires, among other things, switches, circuit equipment and facilities, which in turn directly require to be housed in a building occupying land.  Capital is required to obtain both land and building and maintenance is necessary for continual offering of telecommunications services.

Joint, Shared & Common Costs

Q. IN ADDITION TO LAND AND BUILDING COSTS, DR. JOHNSON CLASSIFIES THE DEPRECIATION AND OTHER COSTS ASSOCIATED WITH FIVE ADDITIONAL ARMIS INVESTMENT ACCOUNTS AS COMMON COSTS [JOHNSON DIRECT AT P. 47].  DO YOU AGREE WITH HIS APPROACH?

A.
No.  While SWBT does not dispute that some of the costs associated with these accounts are properly shared and/or common costs, a significant amount are properly considered as direct costs, rather than indirect (i.e., shared/common).  An analysis of these costs was recently presented to the Commission by SWBT in the testimony of Thomas Ries in Case No. TO-2001-438 and Thomas Makarewicz in Case No. TO-2002-222.
Q. DR. JOHNSON ATTEMPTS TO QUANTIFY AND APPLY COMMON COSTS TO HIS TSLRIC STUDY [JOHNSON DIRECT AT P. 49].  IS IT SWBT’S PRACTICE TO LIKEWISE ESTIMATE COMMON COST INCREMENTS IN A LONG RUN INCREMENTAL COST STUDY?

A.
No.  By definition, common costs, either in whole or in part, are not directly identifiable to a service or subset of services.  Even Dr. Johnson concedes that there is “no economically meaningful way to separate” [Johnson Direct at p. 11] such a cost into sub-costs (direct vs. indirect).  This is implicitly manifested in Dr. Johnson’s terminology as he relies upon the label of “allowance” to describe these costs [Johnson Direct at p. 49].  

Q.
DR. JOHNSON OPINES THAT “DOWNWARD ADJUSTMENTS” ARE NECESSARY TO THE ARMIS DATA RELIED UPON FOR COMMON COST DEVELOPMENT.  THIS APPEARS TO BE BASED ON HIS VISION OF WHAT AN “EFFICIENT” CARRIER’S OPERATIONS LOOK LIKE IN THE LONG RUN [JOHNSON DIRECT AT PP. 47-48, 66, 110].  IS THIS AN OBJECTIVE METHOD?

A.
No.  Laying aside the concern I expressed previously about application of common costs, this method, in and of itself, is subjective and produces at best, highly speculative results.  Dr. Johnson’s references to the supposed “efficiency” a carrier should possess are, for the most part, shaped by unfeasible targets or futuristic aims.  Indeed, he does not adequately define the term “efficiency,” produce a practical standard for measuring “efficiency,” offer meaningful comparatives for gauging “efficiency,” or empirically substantiate whether SWBT is indeed “efficient” or “inefficient.”  The Commission should not give credence to these unsupported adjustments to SWBT’s costs.

Switching Cost

Q. DR. JOHNSON STATES THAT IN A “PROPERLY CONDUCTED” TSLRIC STUDY, A SWITCH’S CENTRAL PROCESSOR INVESTMENT WILL LARGELY OR ENTIRELY “DROP AWAY” [JOHNSON DIRECT AT P. 22].   DO YOU AGREE?

A.
No.  Dr. Johnson’s claim appears to stem from a misunderstanding of what drives a central processor’s cost.  Since the capacity of such a processor is limited by the amount and/or length of calls, its cost of capacity can be calculated on a unit (e.g., per-call, per-minute-of-use) basis.  That is to say, since Switched Access “units” (e.g., calls, minutes) vary in proportion to output, if those units went away,
 there would be less central processor cost. Since a certain amount of processor time can be directly attributed to a Switched Access minute-of-use, there is no justification for its exclusion in TSLRIC cost development.
  

Q.
DR. JOHNSON DESCRIBES SWBT’S SWITCHING INFORMATION COST ANALYSIS TOOL (“SICAT”) AS RELIANT UPON SWBT’S EMBEDDED MIX OF VENDORS AND SWITCH TYPES [JOHNSON DIRECT AT P. 55].  IS HE CORRECT?

A.
No.  SICAT not only portrays a forward-looking mix of vendors and their switch types, but also a forward-looking mix of replacement, growth, and new switches. 

Q.
DR. JOHNSON MANIPULATES SWBT’S SWITCHING MODEL TO REFLECT WHAT HE CLAIMS IS “LEAST COST” SWITCH INVESTMENT [JOHNSON DIRECT AT PP. 55-56].  DOES SUCH A TECHNIQUE REFLECT SWBT’S ACTUAL FORWARD-LOOKING COST?

A.
No.  Such a cost manipulation is not a reasonable approach to produce actual forward-looking costs; rather, this is a convenient maneuver to unilaterally slash switching investment to an unrealistic “least cost” level.  However, such a supposed least cost level would not exist in reality since it is SWBT’s use of multiple switch vendors that yields the competitive pricing it receives in purchasing switches and other equipment.  Selection of switches by vendor is based on a variety of criteria, not exclusively cost.  Factors considered include, but are not limited to, the following: contract terms, equipment availability, maintenance costs, power and floor space requirements, availability and cost of features, heating and cooling specifications, technician training requirements, Operations Support Systems (“OSS”) compatibility, and installation quality.
Q.
DR. JOHNSON STATES THAT RELATIONSHIPS BETWEEN HOST SWITCHES AND REMOTE SWITCHES WERE MODIFIED [JOHNSON DIRECT AT PP. 43, 81].  PLEASE COMMENT.
A.
SICAT’s switch investment for both host and remote switches for SWBT in Missouri is an appropriate representation of SWBT’s forward-looking demand and cost for each.  Since Staff has not documented what changes were made or why the changes are appropriate, the Commission should not accept the modifications.
-- Staff’s Misrepresentation of SWBT in Switch Discount Analysis --

Q.
DR. JOHNSON DEDICATES A SECTION OF HIS DIRECT TESTIMONY TO SWITCH DISCOUNTS [JOHNSON DIRECT AT PP. 58-63].  DO SWBT’S FORWARD-LOOKING SWITCH INVESTMENTS PROPERLY REFLECT THE RESULTS OF DISCOUNTED VENDOR PRICING?

A.
Yes.  Unlike prior switching contracts that were largely based on the structure of SWBT receiving an explicit “discount-off-list” price or percentage, SWBT’s current contracts differ in that they primarily reflect discounts implicitly by way of contracted prices.

Q.
DR. JOHNSON QUOTES [JOHNSON DIRECT AT P. 65] FROM A KANSAS CORPORATION COMMISSION (“KCC”) ORDER WHEREIN KCC STAFF’S RECOMMENDATIONS ON WEIGHTING BETWEEN NEW SWITCHES AND ADD-ON SWITCHING EQUIPMENT IS GIVEN PREFERENCE OVER SWBT’S AND ANOTHER PARTY’S PROPOSED WEIGHTINGS.  HAS SWBT SUBMITTED TO THE KCC A SWITCHING STUDY SUBSEQUENT TO THAT ORDER?  

A.
Yes.  The study submitted was SWBT’s 2001 Switched Access Long Run Incremental Cost Study.

Q.
DID EITHER THE KCC STAFF OR THE KCC EXPRESS RESERVATIONS OR CONCERNS WITH SWBT’S SWITCH WEIGHTING IN THAT PROCEEDING?

A.
No.  The KCC Staff did not provide any testimony criticizing SWBT’s switch weightings, or switch cost for that matter.  Additionally, no negative assessment was articulated by the KCC on these two topics in its Final Order in that docket.

Q.
DOES DR. JOHNSON PRESENT ANY EVIDENCE THAT SWBT’S CURRENT SWITCHING INVESTMENTS CONTAINED IN SICAT MISREPRESENT VENDOR DISCOUNTS? 

A.
No.  Although Dr. Johnson presents a recommendation on what discounts to use in Telcordia’s Switching Cost Information System (“SCIS”), he states earlier in his testimony that SCIS does not apply to SWBT.
  Therefore, switch discount percentage recommendations are irrelevant to SWBT’s costs.

Other Cost Inputs

Q.
DR. JOHNSON COMPARES ILEC PURCHASING IN THE “COMPETITIVE” FIBER CABLE MARKET [JOHNSON DIRECT AT P. 107] TO BUYING AND SELLING IN AGRICULTURAL COMMODITY MARKETS.  ARE THESE TWO MARKETS COMPARABLE?

A.
No.  Although I do not dispute that some degree of competition exists in the fiber cable market, to compare or even remotely suggest the equivalence of that market’s competition with that of the agricultural market exaggerates (perhaps grossly exaggerates) the amount of competition in the fiber cable market.  This is because agriculture is often viewed by economists as the best practical example
 of an industry that nearest approaches what is termed in economics as “perfect competition.”  One characteristic of perfect competition is that no party (an individual or a firm) operating in such a market exerts any influence on market price.  It is doubtful if such a claim could be reasonably substantiated, let alone empirically validated, for the fiber cable market.  In terms of scope, at the opposite end of the competitive continuum is a single supplier in a market resulting in no competition (i.e., monopoly).  The level of competition in the fiber cable market, as with the overwhelming majority of markets with competition levels that 

may be slight, moderate or robust, would be expected to be found between the two competition extremes.

Q.
BASED ON HIS ASSUMPTION OF PERFECT OR NEAR-PERFECT COMPETITION IN THE FIBER CABLE MARKET, DO THE CONCLUSIONS DR. JOHNSON MAKES ON FIBER CABLE INPUT PRICES HAVE MERIT?

A.
No.  He provides no evidence to suggest that there are not differences in the actual prices paid by the ILECs nor any helpful market information showing the lack of influence of individual buyers and sellers on fiber cable pricing. 

III.  Limitations of Staff’s Identification of Stand-Alone and Fully-Distributed Costs
Q.
DR. JOHNSON IDENTIFIES STAND-ALONE SWITCHED ACCESS COST AND PRESENTS THE RESULTS ALONGSIDE HIS FULLY-DISTRIBUTED AND TSLRIC RESULTS.  DOES SWBT AGREE WITH HIS STAND-ALONE CALCULATIONS?

A.
No.  Although I do not necessarily dispute his broad definitions of Stand-Alone Cost (“SAC”) and Long Run Stand Alone Cost (“LRSAC”) [Johnson Direct at p. 7], this type of analysis adds very little to this proceeding.  The reason being is that the underlying assumption of SAC/LRSAC requires a multi-product firm to produce only one product.  While SAC/LRSAC may be theoretically savory, it is pragmatically near impossible to reasonably quantify.  Consider the following observation on stand-alone costing from one 

economist, whom even Dr. Johnson refers to as an “academic expert in this field” [Johnson Direct at p. 12]:


When this concept [stand alone cost] has been proposed before regulatory agencies some concern has been expressed about problems in the calculation of stand alone cost.  After all, if no firm in an industry has ever specialized in the production of just one of its outputs, let alone served one of its customers in isolation, how can one hope to obtain any reliable estimate of the cost that would be incurred in this unlikely situation?


If SAC/LRSAC is defined as an absolute price ceiling, and the SAC/LRSAC is inherently unreliable as a quantity, then a calculated price ceiling is of questionable value.

Q.
WHAT CONCERNS, IF ANY, DO YOU HAVE WITH DR. JOHNSON’S ATTEMPTS AT FULLY-DISTRIBUTED COST QUANTIFICATION?

A.
Whereas Stand-Alone costs at least may be theoretically acceptable (while practically flawed), Fully-Distributed costs fail in both theory and practice as a meaningful mechanism to identify service costs for pricing purposes.  Fully-Distributed costs are allocated costs, and are therefore dependent on the allocation basis or spreading mechanism on which costs are distributed.  Such a basis or mechanism is arbitrary by definition since these costs are not directly attributable to a product or service.  A simple example from the railroad industry illustrates this weakness. Shared or common railroad costs (e.g., rails) could be allocated based on several conceivable mechanisms - such as boxcar weight of goods, boxcar value of goods, or number of boxcars.  Each seems plausible; however, upon investigation all would be collectively problematic since allocation results of one could easily be starkly divergent from the other two mechanisms.  If lead or iron ore were being shipped via rail, the first allocation mechanism presumably would yield a very high cost allocation compared to the latter two.  Conversely, if precious metals or balsa wood were hauled, then the second or third mechanisms, respectively, would each yield very high cost allocations.
  The economist to whom Dr. Johnson refers to in testimony [Johnson Direct at p. 12] offered this frank critique on Fully-Distributed costs:


Fully allocated cost figures and the corresponding rate of return numbers simply have zero economic content.  They cannot pretend to constitute approximations to anything.  The “reasonableness” of the basis of allocation selected makes absolutely no difference except to the success of the advocates of the figures in deluding others (and perhaps themselves) about the defensibility of the numbers.  There just can be no excuse for continued use of such an essentially random or, rather, fully manipulable calculation process as a basis for vital economic decisions by regulators.


Even Staff’s consultant hints at the easily manipulable nature of allocations by stating that “results depend heavily upon the methods used in allocating” [Johnson Direct at p. 16], and that “they necessarily involve a degree of arbitrariness” [Johnson Direct at p. 19].

Q.
DO EXPERTS OUTSIDE OF ECONOMICS HAVE SIMILAR CONCERNS WITH ALLOCATION ATTEMPTS?
A.
Yes.  Consider the following evaluation of Fully-Distributed costs from two of Management Accounting’s prominent scholars:



Traditional product costing allocates all factory costs to products for purposes of valuing inventory and cost of goods sold.  This traditional role has led to cost systems…that perform allocations on a simple and easily measured basis…but that introduces all manner of cross subsidies and distortions when the resulting allocations are believed by managers to bear some resemblance to actual product costs.

We must abandon conventional rules that either ignore fixed costs (the direct cost approach) or allocate them on an arbitrary, usually dysfunctional, basis (the full cost approach). 

Observations resembling those noted above are not recent phenomena.  Over sixty years ago, authors of an accounting text wrote the following:

Cost allocation at best is loaded with assumptions, and in many cases, highly arbitrary methods of apportionment are employed in practice.

Thus, articulated doubts about cost allocation’s flaws have not only been expressed by cost practitioners and economists, but also by those in accountancy.

IV.  Long Run Incremental Cost Methodology
Q. DOES LRIC/TSLRIC FALL PREY TO THE SAME DEVELOPMENTAL WEAKNESSES THAT STAND-ALONE AND FULLY-DISTRIBUTING COSTING DO?

A. No.  A LRIC study neither assumes the disabling constraint of a one-product firm in isolation (as does a Stand-Alone study) nor is LRIC the recipient of an allocation or arbitrary distribution mechanism (as a Fully-Distributed study is).  LRIC has considerably more integrity as a measurement of direct costs than the other costing approaches.  Because of such, LRIC is the appropriate basis on which pricing decisions can be made.  Pricing decisions unduly incorporating stand-alone and/or fully-distributed costs would not engender competition to the extent that economically sound decisions based on LRIC would.

Q.
MR. WARINNER STATES IN HIS DIRECT TESTIMONY THAT STAFF CONSULTANT’S FULLY-DISTRIBUTED MODELS INCORPORATE AN APPROACH SIMILAR TO THE JURISDICTIONAL COST ALLOCATIONS IN PART 36/69 COST STUDIES.  HE THEN REPRODUCES THE RESULTANT AVERAGE RATES FROM STAFF’S STUDY  [WARINNER DIRECT AT PP. 10-11].   ARE THESE RATES MORE ECONOMICALLY SOUND THAN RATES PRICED FROM LRIC?

A.
No.  LRIC provides an effectual price floor, a Fully-Distributed cost does not.  The General section of Part 36 states that its procedures are for the allocation of costs between state and interstate jurisdictions.
  Part 69 establishes rules applicable to interstate or foreign access services.
  For pricing purposes, the LRIC of intrastate switched access in Missouri is the purest cost foundation on which decisions should be made and therefore ought to be considered as the preferred method.

Reaffirmation of Cost Causation
Q. DR. JOHNSON STATES THAT THE COST MODELS PROVIDED BY SWBT WERE NOT CAPABLE OF ESTIMATING LOOP COSTS [JOHNSON DIRECT AT P. 25], PERHAPS IMPLYING THAT THEY SHOULD HAVE BEEN.  DID SWBT EVER INTEND TO RELY, OR HAVE OTHER PARTIES RELY, UPON A LOOP COST MODEL IN THIS PROCEEDING?

A.
No.

Q.
DOES SWITCHED ACCESS SERVICE CAUSE LOOP COSTS FOR SWBT, IN WHOLE OR IN PART?

A.
No.  Testimony submitted on behalf of Staff, the Office of Public Counsel, and MITG Companies claim that a LEC’s loop cost is shared, or should be shared, among services.
  However, such a sharing violates cost causation.  SWBT experiences the same monthly loop cost regardless if a SWBT end-user places zero toll calls or 500 toll calls, zero directory assistance calls or 25 directory assistance calls, activates zero vertical features or activates 10 vertical features.  SWBT’s loop cost does not vary with the amount of services transmitted upon the loop.  Although Dr. Johnson refers to such a defense of cost causation as “overly simplistic” [Johnson Direct at p. 5, Schedule 9], cost professionals and economists have labored to dispel the notion of “common” loop costs (i.e., common to many services).

q.
earlier you responded to one of dr. johnson’s criticisms by referencing a KCC proceeding in which swbt submitted switched access cost.  did other parties in that proceeding submit cost studies?

A.
Yes.  Sprint/United, like SWBT, filed a comprehensive switched access study, and like SWBT, did not include costs of the local loop.  Conversely, the Citizens’ Utility Ratepayers Board (“CURB”) argued in the Kansas proceeding for an update to local service cost of service studies to determine the proper allocation of loop costs among all of the services that using the ILEC’s network.

Q.
DID THE KCC’S ORDER IN THIS PROCEEDING EITHER DIRECTLY OR INDIRECTLY AFFIRM THE COST CAUSATION PRINCIPLE TO WHICH YOU HAVE PREVIOUSLY REFERRED?

A.
Yes.  The KCC expressed three relevant findings,
 among others, that include the following:

· “The cost of the local loop is essentially fixed, that is, it does not vary based on the volume of usage or whether the usage is local or long distance.” ¶24

· “Because the costs of the loop are fixed, recovery of that cost on a fixed rather than variable (minutes of use) basis promotes economic efficiency.” ¶25

· “The recovery mechanism becomes all the more important as the Commission attempts to implement the legislative mandate to transition toward a more competitive environment.” ¶26


It is my opinion that by approving the Stipulation
 at issue in the proceeding, which Sprint/United, SWBT and others supported, and which CURB opposed, the KCC indirectly ruled against inclusion of the loop in a switched access cost study.

Other Parties’ Misunderstandings of LRIC
Q.
Mr. Larsen states that tslric costs developed through a cost model do not qualify as “actual” [LARSEN DIRECT AT pp. 7-8].  LIkewise, mr. schoonmaker alleges that since tslric is not “real world,” it is inherently inferior for purposes of this proceeding [SCHOONMAKER DIRECT AT p. 5].  do you agree?

A.
No.  Mr. Larsen and Mr. Schoonmaker seek exclusive equivalence between the terms “actual” and “historical.”  However, doing so displays a fundamental misunderstanding of economic costing by ignoring the actual costs a carrier expects to incur at present and on a forward-looking basis.  These costs may be significantly higher or lower than historical costs.  Current and/or forward-looking costs, which identify the price floor of a service, can be relevant “actual” costs for decision-making purposes.

LRIC and “Subsidies”
Q. dr. johnson states that one cannot argue that switched access service is ‘subsidizing’ basic local service, or any other service, unless the current rate exceeds stand-alone cost [JOHNSON DIRECT AT pp. 17-18].  does a given service subsidizing another service necessarily have to exceed stand-alone cost?

A.
No.  By way of illustration, take for instance an imaginary carrier that only offers ten hypothetical services.  For whatever reason, be it regulatory mandate or management oversight, one of these services is priced slightly below LRIC (e.g., LRIC - $0.01).  Fortunately, the other nine services are priced slightly above LRIC (e.g., LRIC + $0.01) and yet well below their Stand-Alone costs due to competitive pressures.  The first service is indeed receiving a “subsidy,” or revenue support, since, as Dr. Johnson aptly puts it, “the total incremental revenues it generates [is] less than the corresponding [TS]LRIC” [Johnson Direct at p. 17].  Conversely, the remaining nine services, either collectively or individually, are the sources of that “subsidy” or revenue support even though they are assumptively well below their respective stand-alone costs. 
V.  Recommendation and Conclusion
q. 
please summarize your rebuttal testimony.

A.
I show that Staff consultant’s actual costing approach of ILEC switched access, specifically SWBT’s, is unreliable and that the results for Missouri as a whole are therefore suspect.  SWBT’s cost of capital and depreciation have been recently presented and explained to the Commission.  Staff consultant’s power and miscellaneous factor is incomplete.  Furthermore, misapplication of joint, shared, or common costs is evident.  Staff’s consultant also incorrectly identifies SWBT’s switching costs and other cost inputs, and misrepresents SWBT’s position with respect to switching discounts.  I show that the non-incremental costing techniques of Stand-Alone and Fully-Distributed costing are unrealistic and arbitrary, respectively, and the results derived therefrom have little to no meaningful value or application worth in this proceeding.  I also reaffirm cost causation as the foundation of identifying actual cost for switched access and show that the local loop does not cause any switched access cost.  Lastly, I put LRIC/TSLRIC in its proper light by rebutting misconceptions of it as a methodology and its role vis-à-vis “subsidies.” 
Q.
what is your recommendation to the commission?
A. I recommend that the Commission recognize each of the following:

1) Staff consultant’s failure to accurately identify the actual cost of Switched Access for SWBT;

2) the inherent limitations of Stand-Alone and Fully-Distributed costing;

3) that Switched Access does not cause any local loop costs;

4) and, that LRIC is the economically proper methodology on which to base pricing decisions.

Q.
Does this conclude your REBUTTAL testimony?

A.
Yes.
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