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possible to offer. If the expenditures are efficient - that is, if they conduce to the
efficient design of the entire system - then the marginal costs of the several
services at which their prices should be set are their marginal costs under that
system. Specifically, if the efficient system entails a higher proportion of NTS
subscriber plant costs than some other design, the economically first-best flat
rates to POTS customers will reflect those higher costs: The marginal costs of
access are what they are in the system that is optimally designed to satisfY all the
demands it serves. 10

In economic theory, the incremental costs that VDT customers should face are the costs caused

by their actions in the joint-use broadband network, not the costs allegedly incurred by the

LEe's intention to enter the video transport business by constructing a broadband network.

Economic costs and efficient prices of telephone services in an integrated network must reflect

the causation of cost in that network and not in a hypothetical network designed exclusively for

telephone customers.

B. Incremental costs are directly assigned in the Bell Atlantic cost study.
Remaining overhead costs are fixed.

8. The cable companies, citing Dr. Johnson, assert that Bell Atlantic treats all overhead

costs as fixed costs and thus underassigns overhead costs to VDTII On the contrary, as stated

in response to the Issue 0(1) Information Request, Bell Atlantic assigned all costs that vary with

the provision of VDT service directly to VDT service, including certain categories of costs

reported as overhead in the accounts discussed by Dr Johnson in Tables 3 and 4 on pp. 20-26.

This practice accords with the Commission's rules in assigning to VDT service (i) all costs

directly caused by the provision of VDT service - along with a reasonable portion of the shared

and other common costs, and (ii) a reasonable portion of the remaining overhead costs. This

assignment corresponds conservatively to economic theory in the sense that by assigning all

direct VDT costs to VDT service, the final cost assignment must exceed the economist's notion

10 Kahn and Shew, op. cit., at 228, emphasis in original

11 See, e.g., Johnson Declaration, at 20, Cox at 28-32, Adelphia at 15-17, New Jersey Cable Television
Association at 12-16, and NCTA at 17-18.

Ill-'ld
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of the incremental cost of the service. Two issues are raised in the cable companies' comments:

(i) the semantic issue distinguishing overhead, common overhead, fixed common overhead. and

variable common overhead costs, and (ii) the statistical issue regarding the variability of Bell

Atlantic's fixed common overhead costs

1. Fixed and variable overhead costs.

9. It is certainly not the case that Bell Atlantic treated all overhead costs as fixed in its cost

study. All costs that could be directly assigned to VDT service, including such overhead costs

as administration and maintenance, were properly assigned to VDT service, following the

Commission's rules, as part of the direct cost of the service. 12 The remaining overhead costs are

- by definition - overhead costs that cannot be directly assigned on a cost-causal basis; that is,

they do not vary with the introduction of VDT service or with the volume supplied of that

service. It is these overhead costs that the VDT Reconsideration Order addresses when it

requires that a reasonable portion of overhead costs be allocated to VDT service, above and

beyond the direct costs of the service,13 and it IS these costs that Bell Atlantic and Dr. Taylor

treat as fixed costs rather than variable costs.

10. To narrow the areas of disagreement, it is certainly the case that if these remaining

overhead costs truly do not vary with the supply of VDT service, then Bell Atlantic has properly

implemented the Commission's rules regarding the assignment of overhead costs to VDT

service. Moreover, from an economic perspective, it would then certainly be correct that any

contribution that VDT customers make to offset those costs leaves a smaller amount of fixed

12 See, e.g., Bell Atlantic TariffF.C.C. No. 10, Transmittal No. 741, January 27, 1995, Section 3.0: "As required
in that Order [Video Dialtone Reconsideration Order], direct costs of Bell Atlantic video dialtone service
include the primary plant investment, incremental costs associated with shared plant, a reasonable allocation of
other shared plant, and an assessment of other costs, including maintenance and administration expenses. In
addition, all video dialtone services are assigned a share of overhead costs, which serves to reduce the burden
on existing services."

13 Memorandum Opinion and Order on Reconsideration and Third Further Notice ofProposed Rulemaking, CC
Docket No. 87-266, released November 7, 1994 ("VDT Reconsideration Order"), at ~ 220.

III..: r d
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common costs for customers of other LEC services to support. Hence the dispute raised by Cox

-- that telephone customers are better off with the Dover VDT tariff only if that tariff recovers

the incremental overhead expense caused by Bell Atlantic's decision to provide VDT14 -- can be

resolved by determining whether the overhead costs in question are or are not incremental costs

to the supply ofVDT services.

2. The statistical analyses of overhead costs presented by the cable companies
do not support the hypothesis that Bell Atlantic's residual overhead costs
are incremental to VDT service.

11 Dr. Johnson asserts that Bell Atlantic has failed to assign to VDT service costs of an

overhead nature that, in reality, vary with the supply ofVDT service. As evidence, he compares

in Table 4, the sum of two categories of overhead costs with operating revenues and access lines

for seven Bell Atlantic telephone companies, concluding that overhead expenses "grow roughly

in proportion to growth in volume, measured either in revenues or access lines,,15 Cox

performs a slightly more formal test of the same hypothesis, regressing three overhead expense

categories on total plant in service (TPIS) for all large LECs in 1994, from which it concludes

that LEC overhead costs vary directly with their plant costs. 16

12. There are two problems with these analyses that undermine the conclusions their authors

draw from them. First, the problem at hand is to estimate the likely change in Bell Atlantic's

overhead costs from the introduction of a new service, VDT service, in Dover Township and the

subsequent growth in demand for that service. Dr Johnson's cross-section data measure how

large and small telephone companies - all producing roughly the same mix of telephone services

but in different volumes - compare with respect to overhead costs. This relationship between

particular overhead costs and lines (or revenues) has little bearing on the change in overhead

14 Cox Enterprises, Inc. Opposition to the Bell Atlantic Direct Case, at 28-9 (footnote omitted).

15 Johnson Declaration at 24-25.

16 Cox Entemrises, Inc. Opposition to the Bell Atlantic Direct Case, at 29.

II L l d
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costs in Dover Township stemming from the introduction of a new servIce. For example,

Diamond State and Bell of Pennsylvania supply roughly the same number and type of services,

but their overhead expenses in Dr. lohnson's Table 4 differ by more than an order of

magnitude. I? Second, the cross-section comparison of telephone company overhead expenses

with lines and revenue in 1994 obviously says nothing about the relationship of overhead

expenses with demand volumes for video services The data do not compare companies with

and without VDT services, and the addition of a line in a telephone network may well entail

more plant non-specific and corporate expense overheads than would the addition of a VDT

subscriber in Bell Atlantic's integrated network

13. The regression analyses performed by Cox have the same problems discussed above

Based on cross-section data from LECs, they do not purport to measure the effect of the

introduction of a new service, and since none of the companies in their sample supplied VDT

services, none of the estimated relationships applies specifically to VDT service. 18 Cox models

an input (overhead costs) as a function of other inputs (TPIS which measures the capital stock),

and nothing can be inferred from that model about the effect of a change in output on overhead

costs.

14. Finally in this proceeding, we are not asking how certain categories of Bell Atlantic

overhead costs change when a new broadband network is constructed. The purpose of the cost

17 Thus, it is certainly not the case that overhead expenses grow roughly in proportion to the number or type of
services

18 In addition, however, the regressions offered by Cox are statistically mis-specified so that the estimated
coefficients (essentially the slopes of the lines in Exhibit 6, pp. 1-3) are biased and inconsistent. ("Biased"
means that over many different samples, the average of the estimated coefficients will differ from the true
coefficient. "Inconsistent" means that as the sample size grows, the estimated coefficient (which is a random
variable subject to sampling error) approaches a constant that is diflerent from the true coefficient.) To
determine the component of an overhead cost that is part of the incremental cost of a service, one must
estimate a cost function for the service, in which cost is specified as a function of output and input prices (i.e.,
prices of capital, labor and materials). In a cross-section, it is reasonable to treat input prices as constant, but it
is not reasonable to regress specific components of cost on other inputs as opposed to outputs. The firm is
generally modeled as choosing inputs to minimize the cost of supplying output, and, depending on technology
and relative input prices, the firm will substitute among inputs to achieve cost savings.

n L r d
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study is to assess the additional costs caused by the implementation of VDT service on that

network, and VDT service should not be directly assigned the changes in overhead costs (if any)

associated with the construction of the platform Only those overhead costs (if any) that change

when VDT service is implemented on the broadband network or VDT demand expands on that

network should be treated as incremental costs that must be recovered from VDT subscribers or

users. The relationships among overhead costs and lines or total plant in service observed in a

cross-section of telephone companies are not a satisfactory basis for concluding that Bell

Atlantic has failed to assign to VDT service overhead costs that vary with the introduction or

demand for that service.

3. There is no economic reason why comparable services should recover the
same proportion of overhead costs.

15. In unregulated competitive markets, the relative mark-ups (of price above incremental

cost) that firms set on their products and services reflect the relative market pressures that each

firm perceives slightly differently given its particular background, expertise, experience, and

reputation. These relative mark-ups are important elements of the competitive process,

rewarding firms that find a profitable market niche and punishing firms that cannot serve any

significant set of customers better than its competitors. Requiring firms to recover a fixed

proportion of its (fixed) overhead costs in each market would distort competition, preventing

efficient firms from competing in low-margin markets and encouraging inefficient entry in high

margin markets. In addition, because the mark-ups represent the difference between price and

incremental cost, they are important as a measure of the overall (static) economic efficiency in

the market.

16. Mel asserts that "comparable services" should bear similar burdens of overhead

loadings. It presents a table of overhead loadings for services said to be comparable to VDT

service and claims that Bell Atlantic should increase its VDT overhead loadings to be
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comparable to the services in the table. 19 There are two problems with this claim. First, VDT

service is quite different from the tabled services: Bell Atlantic's VDT service is a new service in

a market competing with established substitutes such as traditional cable offerings, satellite pay

television programming, broadcast television, video rental stores and (possibly) the public

library. In an unregulated competitive market, the initial mark-up on such a service would not

necessarily be the same as the mark-up on an established service. Second, even if the services

were comparable in some sense, there is no economic reason to force them to bear comparable

overhead loadings. Even in the long distance market, interexchange carriers (IXCs) do not

recover the same contribution from all services and all customer classes. For example, MCI

recovers a different proportion of its fixed overhead costs from residential customers and large

business customers, and any attempt to regulate that proportion for one firm competing among

many would distort the outcome of the competitive process.

c. Federal and state price cap regulation in New Jersey prevents cross
subsidization.

17. Dr. Johnson claims that the advent of price cap regulation for Bell Atlantic's intrastate

and interstate services in New Jersey "by no stretch of the imagination" decouples prices from

costs,20 because of two remaining indirect links between price caps and costs: (i) the sharing

mechanism in the New Jersey intrastate price cap plan, and (ii) the expiration or formal review

of both the interstate and intrastate price cap plans after a set number of years. The same two

mechanisms are cited by MCI 21 However, these vestigial links between costs and prices do not

give Bell Atlantic an incentive in New Jersey to undertake a possibly unprofitable investment in

VDT service because it believes that it can recover lost profits from its less-competitive

telephone services.

19 MCI Opposition to Direct Case, at 23.

20 Johnson Declaration at 4 and 32.

21 MCI Opposition to Direct Case, at 12-13.

11 L' I d
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18. First, Bell Atlantic is not currently protected by the backstop and sharing mechanisms in

the (interim) interstate price plan. At least in the short run, losses from VDT services in Dover

Township can have no effect on the price cap indices or band limits for any interstate price cap

basket, so that Bell Atlantic cannot compensate for setting VDT prices below incremental cost

by raising prices of other services. On the intrastate side, while a reduction in accounting

earnings can affect prices when the Company's measured earnings fall outside a deadband, (i)

prices of residential basic exchange service cannot increase during the plan and (ii) in no case

can the rate for any service be increased by more than US inflation less 2 percent Moreover, it

is not necessary to break every conceivable link between accounting costs and prices to reduce

significantly the ability of a regulated firm to cross-subsidize. In the words of the Commission:

We find ...that these incentives [to shift costs] under price caps are much less
significant than under rate of return regulation, for the BOCs are no longer
automatically entitled to increase rates to recoup cost increases. LEC price cap
regulation serves as an effective complement to cost accounting, reporting,
auditing, and enforcement safeguards. 22

19. Second, cross-subsidization of VDT service makes little sense, even there is a possibility

that some portion of the LEe's losses could be offset by smaller intrastate price reductions for

telephone services due to sharing. When Bell Atlantic sets its VDT prices, it does not know

whether, as a company, its earnings will place it in a position such that additional VDT losses

will be partly compensated by higher (or less reduced) prices for telephone services. It would

thus be foolhardy to set VDT prices to lose money in the hope that sharing at the end of the year

might mitigate the loss. Moreover, pricing VDT services below cost to drive a cable company

out of the market is not a profitable venture, even if some of the costs could realistically be

expected to be shifted to telephone customers. The investments of cable companies and satellite

pay-television suppliers are largely the sunk costs of their networks If they were driven from

22 Computer III Remand Proceedings: HOC Safeguards and Tier 1 LEe Safeguards, 6 FCC Rcd 7571 (~ 55 n.
95), 1991.

llL'fd
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the market by the LEC's subsidized VDT prices, their capacity would remain and be used by

subsequent competitors, and the LEC would be unable to increase prices at a later time to

recoup its losses.

20. Third, although pnce cap reVIews provide regulators with an opportunity to use

measured earnings to affect subsequent price cap plans, the link is far more obscure than Dr

Johnson or MCI indicate. Productivity offsets in federal and state plans are almost always set

with reference to (i) the industry productivity experience rather than the productivity experience

of a single firm, and (ii) the total company productivity growth, rather than the productivity

growth for a subset of services. In these circumstances, the ability of a LEC to shift costs from

one service to another would have no effect on future values of the productivity offset and the

future course of its telephone prices under price cap regulation Moreover, even this link is

disappearing. In its price cap review orders, the Commission took several steps to further

reduce the link between costs and prices: (i) it established a long-term goal of eliminating

sharing from the price cap plan,23 (ii) it proposed using an industry-wide measure of productivity

growth based on all outputs of the firm,24 and (iii) it concluded that a moving average

productivity calculation should be used to reduce the need to monitor productivity growth and

change the productivity offset at future reviews 25

21. Fourth, far from being a passive participant in Bell Atlantic's plans for a broadband

network, the New Jersey Board of Regulatory Commissioners explicitly approved Opportunity

NJ, which it regards as "accelerated network modernization" and is "part and parcel" of the

Board's approved alternative regulation plan for Bell Atlantic Thus in the Board's view, its

price cap regulatory plan for Bell Atlantic was crafted and approved explicitly with Opportunity

23 Price Cap Performance Review for Local Exchange Carriers, First Report and Order, CC Docket No. 94-1
(released April 7, 1995), ~s 193.197.

24 Ibid., ~s 145, 106.

25 Ibid., ,: 145.
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NJ in mind. Opportunity NJ, in turn, is designed to accelerate the implementation of a

broadband integrated network In the Board's words, the plan "will bring interactive Broadband

capabilities to New Jersey by the year 2010 -- some 20 years sooner than would otherwise be

possible," and the Dover Township facility is certainly part of that plan. 26

22. Finally, even if continued state or federal regulation did provide some foreseeable 

though uncertain - circumstances under which losses from pricing VDT service below cost

could - in theory - be mitigated by effects on telephone price changes, such a result flies in the

face of regulatory experience In a joint affidavit concerning out-of-region transport for video

services, Dr. Alfred E. Kahn and I observed that

even under full-blown, instantaneously effective traditional rate of return
regulation, and even if there were some residual joint or common costs between
its competitive out-of-region operations and its in-region local exchange services,
there would still be no means by which Bell Atlantic could recover net revenue
reductions from the one in prices for the other The widespread practice of
regulatory commissions allocating aggregate revenue requirements among the
several categories of service for purposes of regulating their prices is -- whatever
else may be said about it -- an effective safeguard against subsidization of
competitive operations at the expense of monopoly services. Indeed historically 
- and still today -- the preponderant tendency of regulatory commissions has been
to allocate common costs in such a way as to cross-subsidize in the opposite
direction -- overburdening discretionary and competitive or potentially
competitive services in order to hold down the charges for basic monopoly

. 27servIces.

The possibility of cross-subsidization from VDT services to regulated telephone servIces IS

extremely remote under current and future regulation of telephone services, and it would be

poor public policy to attempt to reduce that possibility further by assigning excessive and

26 New Jersey Board of Regulatory Commissioners, "The State of Telecommunications in New Jersey: Response
to the Telecommunications Act of 1992," January 1994 at II

27 A.E. Kahn and W.E. Taylor, Affidavit to the U.S. District Court for the District of Columbia on behalf of Bell
Atlantic Corporation in United States ofAmerica v. Western Electric Company, Inc. and American Telephone
and Telegraph Company, (regarding relief from the mterLATA restrictions of the MFJ in connection with the
then pending merger with Tele-Communications. Inc. and Liberty Media Corporation), filed January 14. 1994.

-
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inefficient amounts of fixed common costs to VDT services or by requmng non-structural

separations barriers to be erected within the LECs 28

D. Other miscellaneous economic assertions by intervenors are unfounded.

1. Startup costs should not be recovered exclusively by the Dover Township
VDT service.

23. The cable companies assert that start-up costs for the first VDT servIce should be

recovered entirely from that first service: i.e., Bell Atlantic's Dover Township VDT service

Thus NJCTA claims that proper accounting and proper economics would require that Bell

Atlantic identify and recover its VDT startup costs directly from the Dover system,29 and Cox

Enterprises similarly asserts that Bell Atlantic incorrectly treats startup costs attributable to VDT

service as general overhead because they cannot be attributed directly to the Dover installation30

Economic principles simplify this dispute immensely First, it is certainly true that start-up costs

are not recurring costs and do not increase as additional customers subscribe to VDT service or

demand increased volumes of VDT service. Moreover, once incurred, start-up costs are sunk in

the sense that exiting the market will not cause those costs to be reduced. Cross-subsidization,

in economics, is based on forward-looking economic costs. Start-up costs are thus not part of

28 Dr. Johnson (at 38) notes with approval, the Canadian Radio-television and Telecommunications
Commission's (CRTC's) decision to split the telephone companies' rate base into monopoly services (called
"utility" services) and competitive services and to classify the Stentor broadband network as competitive. The
circumstances in Canada are very different from those in Dover, however. Canadian telephone companies are
not currently price-cap regulated, and the split rate base is an interim measure to regulate prices and permit
toll competition until the subsidies to local exchange service can be reduced sufficiently to implement price cap
regulation. In addition, the pricing of services offered over the Stentor broadband network is not isolated from
other services but is part of a basket of competitive services that includes toll services.

29 Bell Atlantic Telephone Companies Revisions to TariffF.C.C. No. 10 Rates, Terms, and Regulations for Video
Dialtone Service in Dover Township, Transmittal Nos. 741, 786, CC Docket No. 95-145, New Jersey Cable
Television Association Opposition to Direct Case, November 30, 1995, at 9-10.

30 Cox Enterprises, Inc. Opposition to the Bell Atlantic Direct Case, at 31 (footnotes omitted) ($19.37 - see
Direct Case, Attachment D(3) at 1)

-
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the forward-looking economic cost of any service: they are certainly not part of the incremental

cost of VDT subscription or usage, and they are not even a service-specific fixed cost (because

they are sunk). It follows that start-up costs are not included in a cross-subsidy test: a firm that

ignores sunk costs in its pricing decisions cannot be said to engage in cross-subsidy31

24. Second, causal responsibility for these sunk costs must be carefully assigned to the

service that caused the cost to be incurred. Start-up costs associated with research and

development, engineering, planning and legal issues, for example, would generally be caused by

the supply of VDT services in the aggregate because the expenses would be incurred whether or

not the Dover Township tariff were filed. NJCTA's complaint concerning accounting for

attorneys' time32 is thus misplaced The problem is not identifYing start-up expenses of VDT

services; those can be measured in conventional accounting systems. The problem is

distinguishing work that is specific to the particular Dover VDT installation from work that will

benefit all VDT services in all times and locations.

2. Interest rates for delinquent customers should be permitted to reflect
market interest rates and to differentiate among risk classes of customers.

25. The cable companies express concern that VDT customers (i.e., Video Information

Providers or "VIPs") would be charged a different interest rate for late payments than other

interstate (carrier access) customers are charged (see, e.g., NCTA at 24) It is heartening to

observe the cable companies' concern that their competitors (VIPs) might have to pay a higher

interest rate for late payments than other interstate customers and that, therefore, the effective

price ofVDT service should be reduced by reducing the late payment interest rate. Nonetheless,

there are good reasons for Bell Atlantic's position.

31 Of course, price cap regulation means that even if VDT prices did not recover their relevant costs, no other
service prices could be increased to compensate the LEe

32 NJCTA at 9: "It is untenable for Bell Atlantic to assert that because its attorneys, and presumably other
employees, such as engineers and economists, work on multiple projects, it cannot keep track of the time they
spend on anyone project"

-
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26, First, it is not unreasonable for Bell Atlantic to set a late payment interest rate as closely

as it can to its cost of capital. The purpose of a late payment charge is to compensate Bell

Atlantic for the costs imposed on it by receiving payments late, and its current cost of capital 

adjusted for the default risk of the late payer - is the proper measure of the financial damage

Bell Atlantic incurs from late payments. Second, even if the late payment interest rates for

access customers were at market rates, it is certainly the case that VDT customers (VIPs) are

different from other interstate carrier access customers (i.e, IXCs). The three largest IXC

customers are large multinational, multiservice firms which, together, comprise roughly 90

percent of the market for carrier access services. Many VIPs are small, start-up companies

competing head-to-head with incumbent cable companies, satellite pay-television companies,

broadcasters and video stores. Default risk is surely higher for late payments from VIPs than

from IXCs, and it is not discriminatory for Bell Atlantic to charge different classes of customers

using different services different interest rates based on expected costs stemming from late

payments.

3. Separations treatment of VDT costs has no bearing on the economic costs of
video and telephony services.

27. MCI expresses concern that because VDT costs are not treated differently from

telephone costs for separations purposes, use of the current Part 36 jurisdictional separations

rules will permit VDT costs to be reflected in state telephony revenue requirements and rates. 33

This concern is unfounded. At issue in the Dover Tariff filing is the reasonableness of Bell

Atlantic's cost allocations for setting interstate prices. Nothing in the separations manual affects

forward-looking economic incremental costs, so that a different separations treatment for VDT

expenses as proposed by MCl would have no bearing on the cross-subsidization concern. For

the cross-subsidy test, the net incremental revenue from VDT services must cover the

33 MCl Opposition to Direct Case, at 15-16.
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incremental cost of supplying the service, and that test is satisfied under the Commission's rules

because VDT service revenues has been shown to cover the direct costs of VDT service, plus

reasonable portions of shared costs and fixed overhead costs.

E. Conclusions

28. The concerns raised by competitors in this proceeding have no basis in economics. First,

stand alone cost tests have no bearing on whether a single service, VDT service in Dover, is

receiving a subsidy, and there is no evidence presented to show that additional overhead costs -

beyond those directly assigned in Bell Atlantic's cost study -- should be assigned to the Dover

Township VDT service. Second, price cap regulation certainly reduces the ability of a regulated

firm to cross-subsidize a service, and the FCC's cost accounting methods provide additional

safeguards. Third, while Part 36 rules will allocate some costs to the intrastate jurisdiction, the

interstate services will be priced to recover more than their incremental costs, and the New

Jersey Board has taken active steps to accelerate the supply of VDT services in its jurisdiction.

Fourth, charging different customers different interest rates for late payments is consistent with

competitive market outcomes and not unduly discriminatory. Fifth, start-up costs, being sunk,

are not part of economic costs for a cross-subsidy test, although they certainly are taken into

account in determining whether an investment is prudent Sixth, start-up costs of VDT or

broadband services in general must be carefully distinguished from start-up costs unique to the

Dover Township service, and only the latter should be taken into account in appraising the

prudence of the investment

-
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Washington, D.C. 20554
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)
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Transmittal No. 741

Supplemental Affidavit of Dr. Charles L. Jackson

I, Charles L. Jackson, being duly sworn, depose and say:

1. My name is Charles L. Jackson. My business address is Strategic Policy Research, Inc.,

7500 Old Georgetown Road, Bethesda, Maryland. I am a Principal at Strategic Policy Research,

Inc. I filed an affidavit previously in this matter on March 6, 1995. A description of my

qualifications and a copy of my professional biography was included in the March 6 affidavit.

2. The purpose of this statement is to respond to comments made by the cable industry in

this proceeding and specifically in the supporting declaration of Dr. Leland Johnson, dated

November 30, 1995. In the paragraphs below, I first review my earlier filing in this proceeding. I

then examine Dr. Johnson's observations on the technology employed in Dover and show that

they do not properly describe the capabilities of the Dover VDT network. Finally, I offer a few

concluding comments.

3. A key purpose of my earlier affidavit was to offer my own analysis of the classification of

investment in the Dover system among three categories (video, telephony, and shared) in order to

assist the Commission in its evaluation of the cost allocation proposed by Bell Atlantic. In par

ticular, a specific purpose of my earlier affidavit was to verify that Bell Atlantic had properly
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identified the use of subassemblies and other system elements in allocating the cost of the VDT

hardware. At no point in his declaration does Dr. Johnson dispute any of these identifications of

use nor does he dispute any statement about the function of any element of the system.

4. Placing the most favorable interpretation upon his analysis, Dr. Johnson appears to

establish a false dichotomy between traditional telephony and video dialtone service. He appears

to believe that all services fall into one category or the other. The fact is that the Dover network

will be able to provide a wide range of capabilities and options - not just (1) traditional

telephony and (2) cable-like video services. Consider one example. It should be clear that the

high-speed asymmetric digital service of the Dover system is excellent for browsing the Internet

- people read fast and type slowly. As I mentioned in my earlier affidavit, the Dover architec

ture supports a much higher-speed downstream data connection than do services such as POTS or

ISDN. While Dr. Johnson appears to see no market for such services, his clients do. Since last

March, the cable industry has made much of the potential of providing similar high-speed Internet

access over their facilities. Numerous stories in the trade press have trumpeted the value of

cable's ability to provide high-speed Internet access using asymmetrical digital services. One such

article quoted Steve Craddock of Comcast as saying, "This will be the largest revenue opportunity

we've seen in a long time" and that reactions in the marketplace had been "incredibly high."!

Another article quoted Tel chainnan and cable industry leader John Malone: "[High-speed data]

is a product that will be uniquely available from the cable industry.... The telephone industry is

not capable of providing anything like this, and it will be many years before there is an alternative

to US.,,2 Dr. Malone is essentially correct. Traditional telephone systems, even with digital loop

carrier to the neighborhood, the alternative promoted by Dr. Johnson, will provide poorer access

to Internet services than will communications systems based upon modern high-speed tech

nologies. Browsing still graphics is slower over narrowband connections than over high-speed

connections such as those that will be available on the Dover system. Browsing audio clips and

See, "High Speed Data a Priority," Fred Dawson, CED, June 1995, p. 127.

2 "High-Speed Modems Take Center Stage," Leslie Ellis, Multichannel News, p. 108.
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video is almost unacceptable over narrowband links because the more limited capacity of narrow

band facilities is insufficient to allow rapid picture changes. (For an interesting example of how

video on the Internet can expand horizons, see http://pswac.ntia.doc.gov which contains, among

other items, Chairman Hundt's speech at the first meeting of the Public Safety Wireless Advisory

Committee. The Internet makes the video images of this event, which was not covered by

CSPAN or the Capitol Connection, available to anyone on the Internet.) As the quotations from

Mr. Craddock and Dr. Malone show, despite Dr. Johnson's reservations about the new tech

nologies, there is strong evidence that reasonable people believe that demand exists for these

high-speed data services.

5. The high-speed digital capacity of the Dover system can be used to transport large digital

objects, such as program files or still images downstream, with negligible delay. Thus, the Dover

network could be used for distance learning or the distribution of medical images. The Dover

network is particularly well suited for transmission of learning programming to the home-bound.

The Dover network would also offer excellent support for the diskless network access station that

is the subject of much current discussion and would be far superior to either POTS or ISDN for

use in association with such user terminals. For example, down loading a one megabyte program

(e.g., a typical word processing program or net viewer) would take four and a half minutes over a

28.8 K bit per second link (this data rate is about the maximum that is regularly achieved on dial

up voice lines) and would take two minutes over a ISDN basic rate connection (64 Kbps). In

contrast, the same file load would take only a bit more than one second over one of the 6 Mbps

channels of Dover system. The convenience of the high-speed option is overwhelmingly superior

to that of the options using lower rate communications. One finds it hard to imagine using work

stations that require more than four minutes to load software or load help files. Rather, con

sumers would continue to use disk-based workstations. To reiterate a point I made in my earlier

affidavit, the benefits of a big digital pipe are enormous and cannot be determined in advance 

no more than one can say what will be built with a two-by-four. They are each flexible building

blocks with many uses.
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6. Dover's network architecture offers additional advantages over party-line type archi-

tectures such as used in cable TV systems. It appears clear that the use of a star network

architecture (fiber to the neighborhood, dedicated cables to the household) improves both privacy

and reliability when compared to architectures that use broadband party lines to provide service to

consumers. We have seen an exact technical parallel in the local area network (LAN) industry.

The original Ethernet and many commercial implementations of ethernet technology used a shared

broadband passive transmission medium (coaxial cable - the "ether" of ethernet) to carry the

signals from all the computers connected to the LAN. This early technology (known as 10Base-2

and 10Base-5 depending upon the kind of coaxial cable used) has now been replaced in most

applications with an improved technology that uses traditional telephone twisted pairs (1 OBase-T)

and repeater hubs. One of the reasons for the move from shared coaxial media (party line) to

dedicated twisted pair media (star network) was the improvement in reliability. When a con

nection fails on a communications system using a shared medium, it can deny communications to

all units attached to the shared medium. In contrast, the failures on star networks are usually

automatically isolated and easily diagnosed. The well known reliability problems of cable systems

grow, in significant part, from their use of shared units in their traditional architectures. Indeed,

one of the arguments the cable industry advances for deploying fiber deep into their networks is

that running fiber close to the consumer reduces the number of customers affected by a failure of

shared hardware, and thus increases the reliability seen by the average customer. Maintenance

costs for systems with architectures like that of the Dover system will be lower than those costs

for traditional telephone service architectures. A star architecture, which sends to each home only

the signals intended for that home has an element of privacy which is lacking in systems with

party-line architectures. While it is hard to put a dollar value on privacy, there is no dispute that

many consumers value privacy substantially. The well-publicized interceptions of cellular

telephone traffic illustrate the import of telephone security and the vulnerability of systems that

make their signals available to all.
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7. Relatedly, I would expect any new technology system to also support computerized

service installation and maintenance tools which would lower costs. Modem digital technologies

allow for automation of the testing and diagnosis process - at least in the portion of the network

containing active electronics. Fiber can be expected to reduce provisioning and administrative

costs. To conclude, the Dover VDT system will be able to support an array of new services and

will provide a sound foundation for the future. Its fiber-to-the-curb architecture offers

maintenance and provisioning savings over the current mode of operations and provides better

reliability and security than alternative designs that use shared media.
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suppl..ental Declaration of Mark .eqleitner

I, Mark Wegleitner, declare as follows:

1. I am Vice President for Broadband Multimedia Network

Implementation for Bell Atlantic Network Services, Inc., a

subsidiary of Bell Atlantic Corporation. In this position, I am

responsible for the overall planning and management of the Bell

Atlantic telephone companies' video and multimedia network

capabilities. As a result, I am familiar with Bell Atlantic's

plans to off~r voice, video and data services over integrated

facilities rather than over separate, stand-alone telephone and

cable syst8JllS. The purpose of this supplemental declaration is to

explain Why Bell Atlantic has concluded that it would not be

prudent to build a separate stand-alone network to provide video

services in our telephone service area. As a result, requiring

telephone companies, like Bell Atlantic, to undergo lengthy pre

approval proceedings before providing video programming services



over integrated facilities would hamper our ability to enter the

market in competition with incumbent cable operators.

2. Advances in digital technologies and equipment,

Which transform each voice, video or data transmission into a

stream of ones and zeros, have increasingly facilitated the

economical delivery of these services over integrated facilities.

Digital technology eliminates the distinction between voice and

video traffic, until that traffic. reaches its ultimate destination

and is converted into analog voice or video signals. As a result,

there is no technical need to deliver these services separately;

they may all be combined and delivered over the same distribution

medium.

3. In these circumstances, it simply makes no sense

from an economic perspective to "string another wire" when

technology permits combined delivery of all of these services over

a single wire. In fact, the architecture Bell Atlantic currently

plans to deploy for its full service network -- a "switched

digital video" architecture -- is specifically designed to deliver

voice, video and data services on an integrated basis.

4. . There are substantial cost economies and operational

efficiencies that can be achieved by deploying voice, video and

data services on an integrated basis over a single facility, rather

than constructing and maintaining separate facilities to provide

separate services.

5. In contrast, building a separate stand-alone or

overlay network to provide only video service would unnecessarily

2



duplicate network investment and maintenance costs. We would not

only have to construct and maintain two separate wires and sets of

electronics, but would also have to employ substantially larqer

workforces to perform the maintenance, customer service, billinq,

service assurance and related functions for each network. We also

would be denied the ability to realize the economic efficiencies

that would arise from shared use of central office facilities and

other facilities and equipment in which we have already invested to

provide mUltiple services. Such duplicate networks would also

require separate operational inputs (includinq billinq, service

provisioninq, and administrative support), causinq siqnificant

development costs and operational inefficiencies.

6. Prices to consumers for the voice, video and data

services they purchase would inevitably reflect the hiqher costs of

constructing, operating and maintaining two separate networks to

provide those services. Such hiqher costs would also put Bell

Atlantic at a competitive disadvantage to the incumbent cable

provider, who has siqnificant sunk costs in infrastructure

investment and can compete with Bell Atlantic for subscribers at a

low marqinal ~ost.

7. Moreover, it is particularly important for Bell

Atlantic, as a new market entrant, to be able to take advantage of

the economic eff iciencies of an integrated platform in markets

where competinq video providers are preparinq to provide services

on an integrated basis. That will be the case in many of Bell

Atlantic's major markets. For example:

3



• Jones Intercable is spending $35 million upgrading
its Alexandria, virginia system to a fiber optic
network capable of delivering voice, video and data
services on an integrated basis. The system
reportedly will provide 80 channels of video
programming, pay-per-view services, Internet access
and, in 1996, local telephone service.

• Cox communications is planning to deliver voice,
video and data services on an integrated basis in
the Hampton Roads, Virginia area.

• Three of the nation's largest cable operators
(Tele-Communications, Inc., Cox Enterprises, Inc.
and Comcast Corp.) have formed an alliance with
sprint to spend $4 billion over i:he next three
years to obtain PCS licenses and install the
switching necessary to be able to sell consumers
local, long distance, wireless and cable services
in one package. Comcast plans to test the
integrated delivery of these services in Baltimore
in conjunction with Teleport a competitive
access provider owned by those three cable
companies and continental Cablevision once
Teleport receives permission to provide local
exchange services to residential customers in
Maryland.

• sprint also announced its intention to enter the
local telephone business throughout New Jersey by
late 1997 or early 1998, using local cable systems
-- presumably those of its alliance partners -- to
bypass Bell Atlantic's local telephone network.

In particular, if competitors are free to obtain operational

efficiencies that telephone companies cannot realize, telephone

companies will be at a severe competitive disadvantage.

8. Bell Atlantic and other telephone companies

periodically upgrade their networks to provide advanced

telecommunications services -- including services that provide a

variety of voice, data and video capabilities -- but are not

required to obtain prior authorization under Section 214 of the

Communications Act to do so. For example, telephone companies

4


