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preempt any state action incom Istent with the requirements of the Act. Thus, any state legal

requirement that established a \ ;holesale rate that did not include a proper adjustment for avoided

costs would effectively prohibit the ability of carriers to provide interstate and intrastate service,

and the Commission is expressl..; authorized to preempt any such state requirement. Moreover,

nothing in the approach sugges ed here prohibits a state from selecting a resale discount different

from the presumptively correct discount, so long as there is a compelling basis for a different

result.

[178] Creating a presuf Iption in favor of a federal standard for the resale discount is one

key to unlocking the barriers h competition that will remain until adequate Section 252

agreements are readily availabl ~ As discussed above, ILECs have a strong incentive to delay

the provision of services for re ,ale, since widely available resale services are the fastest way to

promote local telephone compt:tition, and undermine the ability ofILECs to exercise the market

power conferred by their histoi IC monopoly franchises Once resale services are widely available,

competing carriers will be able to establish a customer relationship with nearly any ILEC

subscriber

[178] MCI believes th,· Commission must explicitly determine the size of the avoided cost

discount which ILECs apply t( their retail rates in order to redress the anticompetitive advantages

the ILECs possess in rate-settilg processes for resale services Because wholesale rates will be

based on some reduction of ex sting retail rates (both intrastate and interstate), wholesale rates for

many services will still be abo' e the economic cost of providing those services. This presents the

ILEC with an anticompetitive Idvantage Ifwholesale rates are above the TSLRIC of the service,
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the ILEC will be able to force i s competitors to fund its own inefficiencies and subsidizations of

other services, even if those wr olesale rates are less than retail rates.

[178] lLECs possess 0 her advantages in the wholesale rate setting process which also

justify the Commission taking ~ reps to redress the competitive balance. lLECs can manipulate the

base retail rates on which whol ~sale rates are calculated by booking a greater amount of costs the

Commission would consider a\ aided, to those services, states, or jurisdictions in which resale is

least likely, thereby lowering tl e avoidable discount for services new entrants would want to use

in their competitive arsenal

C. Competing Carrier Rt~venues for the Purchase of Resold Services must Be Applied
to Volume and Term Oiscounts

[154] Competing carrius should be allowed to negotiate cost-based volume and term

discounts Discounts should b, ~ achievable through the aggregation of revenues from loops

purchased as unbundled netwo·k elements and revenues from resold services that use loops, so

long as there are cost savings <: ssociated with the stability in demand created by a carrier's

commitment to purchase loop~ from the ILEC through both resold services and unbundled

elements. If discounts could n )t be aggregated across resold services and unbundled loops, that

would create a disincentive fOJ new entrants to migrate from resale to facilities-based competition

because any migration would l~duce the discount

VIII. Arbitration

MCl requests that the =ommission adopt the following policies and procedures in

resolving arbitrations where tre state has failed to act:

• [266] Pursuant to Sect on 252(b), require the party seeking agency action to file a
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petition with supporting information, allow the non-petitioning party to respond, and
obtain such additional irformation as it needs The Commission should also allow all
interested parties to par icipate, and consolidate all related proceedings.

• [266] A carrier should }!e allowed to take individual elements of interconnection
agreements negotiated! vith other carriers.

• [266] Any interconnect on, service, or network element available under any agreement
must remain available u ltil changes in the network adopted for independent reasons make
it no longer feasible to I !rovide

[266-67] Section 252(e 1(5) primarily addresses the Commission's role if any state fails to

mediate or arbitrate a dispute c msistent with the rest of the section. Existing Commission proce-

dures permit parties to raise an i concerns and the Commission to resolve them; any "notice" of an

alleged state commission failur ~ to act should set forth all the relevant facts, and the Commission

should place the pleading on plblic notice The Commission can and should decide further

substantive and procedural qm ;;;tions on a case-by-case basis, including issues relating to

compliance with state law and "etention of Commission jurisdiction.

[268] To the extent tha any regulatory agency -- whether state or federal -- resolves

interconnection disputes, it she uld follow the procedure described in Section 252(b): require the

party seeking agency action to file a petition with supporting information, allow the non-petition-

ing party to respond, and obtai n such additional information as it needs. Equally important, the

agency should provide notice 1 ) interested parties and consolidate all related proceedings. The

primary purpose of the proceeiing is to ensure that the requesting carrier obtains the

arrangements to which it is em Itled under Section 251. Instead of employing "final offer" arbitra-

tions, the agency should resoh e disputes by determining, on a full record with full participation,

what interconnection, networ~ elements, and resale an ILEC must provide. Indeed, while "final
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offer" arbitrations hold the pott ntial for bringing parties closer together, the method is only

effective if the arbiter consisten ly applies the methodology of choosing one party's proposal over

another's. In the case-by-case ievelopment of interconnection law, however, adherence to this

procedure could result in incon,istent decisions that will yield appellate challenges. Resolving an

arbitration based on full consid, :ration of the record, Commission precedent, and applicable law is

ultimately the best means of prl lmoting competition.

[270] There is no need it this time for the Commission to adopt separate standards to

resolve disputes under section '52(i) As the Commission tentatively concludes, Section 252(i)

plainly prohibits arbitrary restn ~tions on use of interconnection and access arrangements,

including restrictions based on he type of service that the requesting carrier provides. Any carrier

must be able to purchase inten~)nnection, services, or network elements on the same terms as any

other carrier where the ILEC's cost of serving the carriers is the same.

[271] A carrier should )e allowed to take individual elements of interconnection

agreements negotiated with ot! ler carriers. The terms and conditions on which each element is

offered should be justified on t leir own merits Forcing a carrier to take the entire package could

permit, and even encourage, d ~crimination of the kind Section 252(i) is intended to prohibit.

This approach is consistent wi' h the language and legislative history described in paragraph 271 of

the Notice Although this app oach may make it somewhat more difficult to reach negotiated

agreements, any incremental efect is likely to be small, and experience to date indicates that

ILECs will in any event be rell ctant to compromise on one issue in exchange for concessions on

another
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[272] Finally, any interc Jnnection, service, or network element available under any

5/16/96

agreement must remain availabi e until changes in the network adopted for independent reasons

make it no longer feasible to pT >vide.

IX. Conclusion

For the reasons describl~d above, MCI respectfully requests that the Commission adopt the

tentative conclusions endorsed by MCI and further supplement its rules by adopting the additional

requirements we request.

Respectfully submitted,
MCI TELECOMMUNICATIONS CORPORATION

Of Counsel.
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Donald Verrilli
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EXECUTIVE SUMMARY

The Telecommunicatio!ls Act of 1996 requires unbundling of monopoly local exchange

networks into functional elements that can be used by local and long distance competitors.

Cost-based pricing is necessar to promote local competition and to reduce the possibility of

competitive harm in the long d I.stance business when the Regional Bell Operating Companies

(RBOCs) are allowed to enter This paper presents a new model that is used to estimate the

economic cost of these networ ..~ elements.

The New Hatfield Mocel estimates the Total Service Long Run Incremental Cost ("TS

LRIC") of unbundled network elements such as switching, loops and interoffice transport. It is

weB understood that existing I ederal Communications Commission ("FCC") access charges are

priced substantially above cos' The costs analysis produced here shows that access charges

must fall from the current leve of approximately seven cents per minute to less than a penny.

The Local Exchange C miers ("LECs") will criticize the model on various grounds.

However. the FCC will likely .iiscover that to the extent these criticisms have any validity, they

can only be addressed by the cpplication of data that are currently in the exclusive possession of

the LECs themselves. As the'ecently produced Benchmark Cost Model ("BCM") shows, when

the LECs have incentives to c11operate, they are able to produce useful data and informationto

the FCC. The FCC should aCiept the estimates developed here unless and until the LECs

provide additional data that C~i n be used in the Hatfield Model.

The model can also be used to quantify the gap between the bottoms up economic cost of

providing unbundled network elements and the tops down revenue requirement on which

existing access charges are ba ,ed. This gap is large - approximately 46 billion dollars. Some

portion of this gap represents he economic costs of supporting the service that are purchased by



end-users as opposed to the carrier services included in this model. Some portion of the gap is

due to underdepreciation and j lefficiencies in LEC networks. However, the largest portion of

the gap is due to excess investment by the LECs.

Reducing current inter< onnection rates to cost will not necessarily hann the LECs. The

1996 Act provides these carrie's with new opportunities. More significantly, a significant

portion of the existing gap rna be explained by investments designed to allow local telephone

companies to enter new marke :s, such as long distance and video. These investments are not

necessary for the provision of ~xisting monopoly services.

The model presented h~re is based on an earlier Hatfield Associates, Inc. study. The

original study, titled The Cost of Basic Universal Service, was released in July, 1994. This study

incorporates many additions aId refinements to the original. The current model retains the

"green field" approach in whit h the network is assumed to be constructed with new facilities,

including loop and interoffice plant, along with wire centers.

As before, the model t )llows TS-LRlC principles in employing "forward looking"

network technology, includint. digital switching and use of digital loop carrier equipment along

with optical fiber feeder cable.;. It also assumes full deployment of Signaling System 7 (SS7)

among end-office and tandem switches and includes facilities - operator tandems and trunks 

required to provide operator s ~rvices. The network is sized to provide existing local service,

including public telephones, ; s well as intraLATA tolL exchange access, and CLASS features.

The recurring costs of providing the unbundled network elements are estimated based on

the investment figures genera :ed by the network model. The recurring cost component ofthe

model has three components First, the model determines the capital carrying cost for each

11



component of investment asso:iated with the network function. Second, it determines the

network-related expenses asso:iated with each component of investment. Finally, it determines

non-network-related expenses and assigns the expenses to the specific network functions.
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THE COST OF BASIC NETWORK ELEMENTS:
THEORY, MODELING AND POLICY IMPLICATIONS I

Successful implementa ion of the Telecommunications Act of 1996 ("1996 Act") requires

the unbundling and cost-based pricing of local monopoly network functions such as the local

switching and transport compo'lents of exchange access Prices for essential monopoly inputs

must be set at cost, both to rna: imize the potential for local competition, and to minimize the

potential for competitive probl ~ms in the long distance business. The Federal Communications

Commission ("FCC") does not have a mechanism for evaluating the economic cost of these

network functions. 2 Therefon. an economic costing procedure must be established.

This paper presents the results of a new model that estimates the Total Service Long Run

Incremental ("TS-LRIC") cost of the basic Local Exchange Carrier ("LEC") network functions.

This analysis builds on The Cest of Basic Universal Service, a July, 1994 Hatfield Associates,

Inc. ("HAl") study. The 1994 ;tudy estimated network costs for a subset ofthe services provided

by the LECs. This estimate w; s used to put a $4 billion price tag on the subsidy now flowing to

Universal Service. The expanoed model, presented in this paper, allows two additional critical

questions to be addressed. Fir- 1. what are the costs of unbundled network functions? Second, to

the extent existing LEC revem es exceed the TS-LRIC costs of the unbundled network elements,

what explains this gap?

J A description of HatJield Associates, Inc. ("HAl") is attached.

2 Existing access char?es are based on the FCC's Price Cap Plan. Historical investment
and expenses, together with th: Jurisdictional Separations Process, provide the foundation for the
capped rates. Consequently, a;cess charges are significantly higher than economic cost, which
continues to decline in this inc ustry.



This paper begins in St'ction I by describing the relationship between local and long

distance competition and unbtndling, costing, and pricing issues. Section II surveys the current

evidence regarding the cost of network elements for which costs must be developed. Further

identification of the unbundle( network elements, or "building blocks," is in Section III. The

economics of network elemen costing is discussed in Section IV. Section V describes the HAl

costing model. Section VI pn vides the cost modeling results. Differences between the

economic cost of access measllred by HAl and the existing embedded costs of the local exchange

carriers ("LECs") are explaine :i in Section VII. Section VIII discusses ways to deal with the

difference between economic :ost and existing inflated revenue requirements. The relationship

between Universal Service and the issues discussed in this paper is briefly described in Section

IX. The paper concludes in S' 'ction X with recommendations for next steps.

I. PREREQUISITES FO R RBOC INTERLATA ENTRY

The 1996 Act paves th·~ way for Regional Bell Operating Company ("RBOC") entry into

the $70 billion long distance narket, the largest portion of which is regulated by the FCC. When

this occurs, the RBOCs will a~ain be in the position of providing essential monopoly inputs to

their competitors. The premise of the Modification of Final Judgment in U.S. v. AT&T ("MFJ"),

which the 1996 Act replaces, vas that an input monopolist could leverage its market power in the

supply of access to reduce conpetition in the downstream long distance market.3

Monopoly leverage cal be accomplished in many ways. Access to essential facilities can

be denied. the price of essenti II inputs can be set artificially high, or the prices of competitive

3 U.S. v. AT&T, 552J . Supp. 131 (D.D.C. 1992).
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services can be subsidized fron monopoly revenues. 4 Requiring competitors to dial extra digits

or failure to provide signaling nformation necessary to fully process long distance calls are

examples of denying access to ~ssential facilities. Overpricing essential facilities or underpricing

competitive services would res lit in a price squeeze. which would prevent efficient competitors

from earning a competitive retl,rn.

A. Long Distance Compet tion

The long distance mark et is highly competitive. This prompted the recent decision by the

FCC to declare AT&T non-dol'1inant. 5 The FCC Staff recently found that" ... it appears that

between 1992 and 1994, inters ate switched [long distance] rates fell significantly more than can

be attributed to the drop in intt rstate access rates."6 This result is consistent with an earlier

analysis of long distance pricir g by Robert Hall. 7 These two analyses of long distance industry

performance show that rivalryunong the firms in the market is intense.

The Hall study also pOl nts to the absence of entry barriers in the long distance market. 8

This means that RBOC entry i unlikely to increase rivalry in the long distance market. Instead

of additional competition, RBI >C entry would likely lead to the replacement of some one or more

4 See Brennan, Timotby 1., "Why Regulated Firms Should Be Kept Out of Unregulated
Markets: Understanding the [ivestiture in U.S. V. AT&T," Antitrust Bulletin, 1987.

5 In the Matter of RevIsions to Price Cap Rules for AT&T Corp., CC Docket 93-197,
Report and Order, 10 FCC Rei 3009, 1995.

6 See Lande, Jim, Telecommunications Industty Revenue: TRS Fund Worksheet Data,
February, 1996, p. 7.

7 See, Hall, Robert E.. Lon~ Distance. Public Benefits from Increased Competition,
October, 1993.

8 ld, p. 20-21.
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firms now in the market. Theft~fore, the benefits of RBOC entry into long distance may be small.

On the other hand, the I osts of RBOC entry may be high. RBOC entry could distort long

distance market competition b' driving equally efficient or more efficient, firms from the

market. Access charge reform IS necessary to reduce this possibility.

B. Necessary Safeguards

Unbundling, resale and cost-based pricing of essential network elements are necessary

safeguards to limit anticompet tive activity. Network unbundling will make discrimination more

difficult. Competitors will be tble to purchase the same capability and pay the same price for

network elements as the LEC'~ long distance operation. In the same vein, unbundling should

also discourage the LEC fromorcing a competitor dependent upon the local exchange network

to buy (through unnecessary bl mdling) basic building blocks or network elements they do not

need, or could provide more et fectively or efficiently themselves.9

Requiring tariffing of t le unbundled network elements addresses the discrimination issue

by making it more difficult fOJ LECs to price network elements in ways that favor their long

distance customers. For exarr pIe, if a vertically integrated LEC attempts to favor its long

distance affiliate with an inten onnection price that is too low, competitors could take advantage

of the same low price. Succes ;ful implementation of such a policy requires that prices for all

customers. including the LEe, long distance affiliate. be public - i.e., tariffed.

9 If price cap or incent ve regulation plans allow the regulated firm to keep additional
profits, the monopolist would !ctually have an increased incentive to use access discrimination
against competitors in a reguh·,ted line of business. In effect, discrimination becomes more
profitable in this circumstance Under cost-based pricing, or under classic rate of return
regulation. these profits wouIe be limited and the benefits of discrimination correspondingly
reduced.
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Unbundling and tariffin g are essential tools in the regulation of vertically integrated

monopolists. However. unbun! tied network elements and resale will not prevent excessive rates

for unbundled elements or acce 5S charges. Therefore, cost-based pricing is a third essential

safeguard.

Excessive prices for es~ential monopoly inputs can damage consumers and competition in

several ways.l0 Any price that ~xceeds cost is economically inefficient. This is a particular

problem in the long distance m lrket. Given that demand is relatively elastic, pricing access at

cost would stimulate a signific; tnt number of long distance calls. Therefore, access charges in

excess of costs have a large ne~ '.ative effect on consumer welfare through reducing allocative

efficiency. Excessive charges or unbundled network elements could also lead to inefficient

local entry. with consequent re ;ource losses.

C. Cost-Based Pricing anc Price Squeezes

Prices for unbundled n( twork elements that exceed costs can also have direct negative

effects on competition. Prices for essential monopoly inputs that exceed costs can squeeze the

margins of competitors. In a p-ice squeeze, the margin between the monopoly access and

interconnection element and the final price of the competitive service is reduced by pricing the

10 FCC Chairman Hundt recently pointed out that " ... the current system of access
charges is both unfair and unsustainable. It is unfair because our current rules overcharge some
people, give others a special deal they don't necessarily need, and give potential competitors
distorted investment goals." Reed Hundt, Chairman, Federal Communications Commission,
speaking before Deloitte & TOlche Consulting Group, Telecompetition '95, Washington D.C.,
December 5, 1995.
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former too high or the latter to< low. The result is the inability ofthe competitor to make a

profit. although it might be as ( fficient as. or more efficient than, the monopoly input provider. II

Imputation rules requin the vertically integrated supplier of an essential input to charge

itself, or "impute" into its own oates, the same cost of access that it charges its competitors in the

downstream market. The econ Imic cost of non-access inputs into the long distance business

must also be imputed into the' ertically integrated firm's final service rates. If the monopoly

access supplier charges its lon~ distance competitors three cents per minute to use the local

network, then this amount, plu: the economic cost of providing toll services, must serve as the

price floor for LEC long distan ;e services.

Imputation is necessary but not sufficient, to prevent a price squeeze. If the imputed

access charge is greater than th ~ economic cost of access, then the monopoly input supplier is

recovering non-economic cost~ . or the true economic cost of its own toll services, from its

competitors. This is a problelr because, even if imputation works in theory, in practice it is

difficult to do. Estimates of th' incremental cost of both toll and access are subject to errors. 12

Moreover, application of impu ed charges to particular LEe toll services can be difficult. In

11 As noted above, unblllldling and resale are powerful anti-discrimination tools. To the
extent these safeguards work ~ ell, LECs will have an even greater incentive to create a
competitive advantage for themselves in the long distance market by pricing essential network
elements above cost.

12 No cost study is pertect. Moreover, LECs always have the opportunity to design
monopoly networks in ways that favor their competitive toll services. As the Council of
Economic Advisors recently pi .inted out .•... regulators today may be more attuned to the
dangers of discrimination, butxeventing through regulation all avenues of technological
discrimination in network access is still likely to be difficult." See, Economic Report of the
President, February, 1996, p. 173. The lower the price of access, the less damage LEes can do
when they engage in this behaior.
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general, if the absolute level 01 access charges is reduced, the potential for an error that can

damage competition is also ree uced.

Access charges that ex, eed costs will also place an artificial floor on the prices of long

distance services. This will reduce static economic efficiency. Moreover, the smaller size of the

market will retard entry and ex pansion. This is not an academic issue. Access charges are a

significant component of long jistance service costs. In 1993, access charges paid by AT&T

amounted to 43 percent of its \ perating expenses. 13

LECs have argued that strict imputation rules force them to include costs they do not

incur in the provision of their i ,wn service. 14 This criticism could be valid if access charges

imputed to LEC toll services r, 'cover the cost of network elements they do not use, or use less

extensively than their access c Istomers. However, access services have already been unbundled

somewhat, and will be unbund led further to comply with new legislative requirements. With

unbundled network elements, t will be possible to require imputation of only the basic elements

the LEC uses in its service.

II. CURRENT PRICES A RE TOO HIGH

The approximate natio lwide average charge for access is 3.7 cents per minute on each

end, which includes a local s~ Itching charge of 1.9 cents. IS There is no question that these LEC

1:1 FCC, Preliminaa S:;atistics of Communications Common Carriers, July 7, 1995,
Table 2.9.

14 See, Kahn, Alfred 'E and William E. Taylor, "The Pricing ofInputs Sold to
Competitors: A Comment," 1 Yale Journal on Re~ulation 225, 1994.

15 These figures are derived from LEC TRP data.
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interconnection rates are substcmtially higher than cost. As the Council of Economic Advisors

recently affirmed, "access fees charged by local network operators to long distance companies far

exceed marginal costS."16 Thi~ Section surveys some of the evidence.

A. State Interconnection R:ltes

Regulators in Illinois and Maryland have established rates for local interconnection that

are much lower than LEC swit,hing charges, although the functions performed are virtually the

same. Maryland has set the rat ~ for interconnecting competitive local exchange carriers

("CLECs") at end-office switcl es at 0.3 cents per minute. 17 The Illinois Commission Staff found

that Ameritech should charge ( 5 cents per minute for end-office connection. 18

B. LEC Cost Studies

Pacific Telesis recently reported that the" ... 24 hour average LRIC for Feature Group B

termination is approximately $ ).0062 [0.62 cents] per minute ...."19 A publicly available New

England Telephone increment: I cost study estimated a cost for switched access of 0.24 cents per

16 See, Economic Report of the President, supra, note 12, p. 176.

17 Maryland Public SeI vice Commission, In the Matter of Investigation by the
Commission on Its Own Motion into Policies Regarding Competitive Local Exchange Telephone
Service, Case No. 8584, Phase II, Order, December 28, 1995, p. 32. The price for connection at
the tandem, which includes some transport, was set at 0.5 cents per minute.

18 Illinois Commerce (:ommission, Illinois Bell Telephone Company Proposed
Introductions of a Trial of Amcritech's Customer First Plan in Illinois, Case No. 94-0096, Order,
April 7, 1995, p. 85. Tandem :onnections were priced at 0.75 cents.

19 Statement of Profes~orJerry A. Hausman, submitted with Comments by Pacific Bell,
Pacific Bell Mobile Services, ",nd Nevada Bell, in Interconnection Between Local Exchange
Carriers and Commercial Mobile Radio Service Providers, CC Docket No. 95-185, March 4,
1996, p. 14.
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minute for the day period.20 A study undertaken for USTA by Strategic Policy Research ("SPR")

estimated the incremental cost )f access. including both switching and transport functions, at 1.3

cents per minute. SPR deliber;tely used a "high end" estimate to be conservative for the

purposes of their study. 21

Table 1 summarizes thi; survey of access charge elements. Most of these estimates are

well below a penny per minute and substantially lower than existing interstate switching

charges, which average 3.7 cer ts per minute.

Table 1
Per Minute Costs

Element Rate

Maryland Public S\'rvice Commission End-office Switching 0.3

Illinois Commerce Commission End-office Switching 0.5

Pacific Telesis Terminating FGB 0.62

NET Switched Access 0.24

Marcus-Spavins Switched Access 1.0

USTA Switched Access 1.3

20 See New England T :lephone Company, 1993 New Hampshire Incremental Cost
Study, p. 377.

21 See, USTA, "Potential Impact of Competition on Residential and Rural Telephone
Service," July 21,1993. and rvlonson, Calvin S. and Jeffrey H. Rohlfs, "The $20 Billion Impact
of Local Competition in Telec )mmunications," July 16, 1993, Appendix, pp. 2-3. SPR cites a
study by two FCC staff memb~rs,who estimated an incremental cost of access and toll at 1.0
cents per minute. See, Marcw. Michael 1. and Thomas C. Spavins, "The Impact of Technical
Change on the Structure of the Local Exchange and the Pricing of Exchange Access: An Interim
Assessment," unpublished dra' 't.
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C. Interstate Carrier Common Line Charges

Interstate access charges contain a substantial Carrier Common Line Charge ("CCLC").

The CCLC is currently 0.73 Ct nts per minute on the originating end and 0.93 cents per minute on

the terminating end. This chaJ ge is based on the assignment of 25 percent of non-traffic sensitive

costs to the interstate jurisdict1on. The portion of the NTS revenue requirement that is not

collected directly from end-us 'fS through subscriber line charges ("SLCs") is collected from

interexchange carriers (and, 01 course, ultimately their customers) through the CCLC.

The CCLC is not related to the economic cost of interexchange access. It collects part of

the cost that end-users cause \' hen they make the decision to subscribe to the local telephone

network. The function of the'CLC is sometimes represented as a means to encourage

subscription to the local teleptone network by keeping local rates low. Even on this basis, the

CCLC is too large. First, fron an economic point of view, subsidies should be narrowly targeted

to those consumers who woul,l not subscribe to the network if they had to pay for the full cost.

The subsidy required to meet his objective is likely quite small.22

Second, even assumini: that as a matter of public policy, regulators decide that all local

ratepayers are entitled to servl;e at or near existing prices, the CCLC is still too large. Prices for

local service (including the SI C) are already at or above economic cost for most subscribers to

the network. As the earlier H \1 study shows, subsidies are only necessary in low density areas,

~2 See, Hatfield Asso( iates, Inc., The Cost of Basic Universal Service, July, 1994.
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where the cost of local service s substantially higher than the national average. 23 Such subsidies

should be collected from all ca Tiers. This issue is discussed further in Section IX.

The CCLC can be redu :ed in one or more of several ways. The interstate NTS revenue

requirement could be reallocatl'd to the intrastate jurisdiction through changes in the Separations

Rules. Alternatively, SLCs co lid be increased. However. before either of these options are

considered. the FCC and state egulators should investigate telephone company costs. If the

NTS revenue requirement is re iuced to economic cost, the amount ofjurisdictional cost shifting

or SLC increases would likelyJe small. It is even possible that SLCs could be reduced.

The FCC's recent unbu ldling and repricing of transport rates provide further evidence

that interstate access charges a e too high. LECs had claimed that special access rates were cost-

based. However, when the Fe ~ ordered that switched transport rates be priced at special access

equivalents, the LECs revealec several sources of cross-subsidy and inflated costs in the rates.24

D. Unbundled Loop Chart es

Unbundled loop charge s have also been set by a few state Commissions. The Michigan

Commission has set a price oft11.00 for residential loops and $8.00 for business loops.25

Ameritech filed loop rates ran!.ing from $4.59 to $12.14 for residential loops and $7.28 to $14.65

for business loops. Finally. Fr mtier in Rochester prices residential loops at $14.45 and business

2, The CCLC is not an efficient means of collecting such a subsidy. Id.

24 The FCC allowed t~e LECs to recover these costs through a residual interconnection
charge ("RIC"). The RIC currently averages 0.7 cents per minute.

25 Michigan Public Se vice Commission, Case No. U-1064, Order, February 23,1995.
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loops at $8.29. These loop ratts are well below the average embedded inter plus intrastate NTS

revenue requirement of approx :mately $24 per line per month. 26

A group of carriers, incuding MCI, US West, Sprint and NYNEX have produced a

Benchmark Cost Model ("BC~ 1") that can be used to estimate loop costS. 27 An average

nationwide cost per loop ofbe1ween $10.93 and $15.07 monthly can be derived from the BCM.

The larger number includes err bedded expenses while the smaller number recognizes that

forward looking technology w II reduce operating expenses for an efficient firm without excess

capacity. Both numbers are bi lsed upwards because they include expenses that should not be

included in the TS-LRIC of an unbundled network element.

III. NETWORK BUILDTh G BLOCKS

The 1996 Act requires mbundling of the local network into its functional elements.

These network piece parts can be thought of as the "building blocks" of the monopoly local

exchange network. Under the 1uilding blocks approach to costing and pricing, the unit of

analysis for costing purposes t egins with basic functional elements of the network, rather than

with final services. Once the t Jnctional elements are identified and costed, then service costs can

be "built-up" from the individl,al elements. Each service that uses the same element in the same

way has the same cost attribut\ ~d to· it. Competitors will use these building blocks to provide

either competing local service or to provide vertically related services such as toll.

26 Calculated from AR MIS Report 43-01.

27 See MCI Communi•.ations, Inc., NYNEX Corporation, Sprint/United Management
Co., and US WEST, Inc., Benchmark Cost Model: A Joint Submission, CC Docket No. 80-286,
December L 1995.
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Implementation of netv 'ork unbundling requires the identification of individual network

elements (the building blocks) This step requires a technical assessment and'functionalization of

the local exchange network, Basic categories of building blocks include loops, local switching,

and common, direct and tandel n transport Other possible candidates are interoffice signaling

and operator functions.

Table 2 displays the unbundled network elements for which costs were developed here. 28

This list is not meant to be exraustive. The loop can, for example, be further disaggregated into

distribution and feeder compO! ients, and can be multiplexed or not multiplexed. The local

switching function has both tr; ffic sensitive and non-traffic sensitive components. The cost of

these components are identifie i as local switching and ports. As noted above, competitors will

purchase these unbundled eleDlents for use as inputs into their own services. Therefore, there

must be a price associated witI each building block.

Table 2
Network Elements

Element

Loop

Local Switch

Transport
Dedicated
Common
Tandem SWI

Signaling

Operator Funct

Costing Basis

number of lines

minutes of use
number of connections (ports)

number of lines
minutes of use per leg

[ch minutes of use

minutes of use

ons minutes of use

28 Unit costs are shov n in Appendix 1.
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