residential services may not be purchased for resale to business customers.** To create

the exception advocated by some ILECs -- particularly if the Commission accepts at face
value the unproven assertion that residential services provided by the large exchange
carriers are under water** -- would eliminate residential resale as a viable business or, for
that matter, as a legally permitted business. The Act countenances no such result and
the Commission is barred enacting such a regime through regulation.

In addition, the attempt to exclude a whole host of services from the Act’s resale
requirements must fail. Promotional offerings, for example, are retail services, as are
new services. The Act does not exclude them from its resale mandate. Nor should it. If
the Commission creates such exceptions, an incumbent LEC could eviscerate the Act’s
resale mandate by denominating virtually everything a “promotion” or a “new service.” [t
would certainly deny to resellers the opportunity to compete on the basis of the ILECs’
own retail offerings, directly contrary to the plain meaning of the Act.

The most dangerous suggestion of all is that ILECs should be permitted to

withdraw retail services at will *> -- presumably, without regard to the economic impact of

4347 U.S.C. § 251(c)(4)(B).

44As Frontier demonstrates in its comments (at 30 n.57), the claim that massive subsidization
currently exists is likely incorrect. If proper economic costs -- not inflated rate bases and revenue
requirements -- are examined, subsidized services are likely fairly limited in scope. While the existence of
subsidies may justify some degree of rate rebalancing, this circumstance should not create a carte
blanche to interpret the Act's resale mandate out of existence.

45Eg., USTA at 72.
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such action on their resale customers. The Department of Justice succinctly analyzed
this claim:

The Department believes that, with one exception,
ILECs should not be able to avoid the resale requirements by
withdrawing any retail service offering at the time the 1996 Act
was enacted. States should only have the authority to
approve such withdrawal requests where the purpose is a
legitimate phase-out of an obsolete service; ILECs should not
be allowed to use the withdrawal tactic to eliminate offerings
that appear to provide an economical means for new entrants
to become established in the local exchange markets.

It seems particularly clear that the Act by its terms
would not permit an ILEC to refuse to permit the resale of a
service that it has not completely withdrawn, but has merely
“grandfathered” for its existing customers. In such cases the
ILEC is certainly continuing to provide the service, even
though it may not be willing to extend the services to new
customers or to add additional capacity.46

US West's recent attempt*’ to withdraw Centrex from resale -- which, surprisingly,

is still ongoing in most US West states*® -- demonstrates the courses of action which

46DQJ at 55-56 (emphasis added).
47See Frontier at 28-29.

48Not only has US West appealed Washington’s suspension of its tariff revisions to grandfather
Centrex service, it has refiled tariff raevisions in Minnesota to the same effect in the face of the Minnesota
Commission’s rejection of its prior tariff filing.
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monopoly ILECs will pursue to avoid resale.*® The Commission should not -- indeed,

may not -- countenance this strategy.

In addition, the Commission should reject the arguments raised by certain ILECs
that would render the Act's wholesale pricing provisions meaningless by negating the
literal avoided cost standard. The Commission should fully enforce the Act's pricing
requirements. An ILEC must offer at wholesale services it offers at retail at prices that
are calculated:

on the basis of retail rates charged to subscribers for the
telecommunications service requested, excluding the portion
thereof attributable to marketing, billing, collection and any
other costs that will be avoided by the local exchange
carrier.s0

Thus, the Act prohibits an ILEC from imposing costs on its wholesale customers
that are generated as a result of its retail operations. The wholesale rate is a straight-
forward reduction of retail rates by the amount of the avoided costs enumerated in the

Act. Thus, in the wholesale context, marketing, billing, collection and related retail costs

are avoided and shall be subtracted from the retail rate to create the wholesale price.

49The current oratory about the so-called “evils of resale” are starkly reminiscent of the reaction
of the old Bell System to the resale of long distance services -- a reaction that ultimately led to its
dissolution. United S v. Wastern Elec. Co., 552 F. Supp. 133 (D.D.C. 1982), affd mem., 460 U.S.
1001 (1983). The Commission must learn from these lessons of history to avoid repeating them.

5047 U.S.C. § 252(d)(3).
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Conclusion
The Act places the Commission squarely at the crossroads. It may be cautious
and continue the status quo. Alternatively, it may embrace Frontier’s six core principles
and further the purposes of the Act. Faced with this alternative, the Commission’s course

of action is clear.

Respectfully submitted,
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ISLRIC and Modern Fipance
Affidavit of Roy L. Morris

1.This affidavit addresses the support that modern finance
approaches give to the use of TSLRIC pricing for new services or
products by a competitive firm.

2.Modern finance teaches that the threshold analysis for
determining whether it makes sense to go forward with a project
(e.g., offering a new product or service) is to analyze the net
present value of all future cash flows for that project (i.e., its
IINPV" ) ’ 1

3.By assuring that a project’s NPV is estimated to be zero (or
greater), the firm can be reasonably confident that proceeding
with the project will increase the firm’s value for its investors.

4 .Mathematically, the formula for the NPV of a project is as
follows:

N (rt_Et_)_

(=0 (1+i)'

a.NPV =

b.where t is an integer reflecting each time period (e.g.,
year 0, 1, 2, 3, ...N) up to the final time period of the
project (year N)

c.where the r.’s are the fyture cash inflows from the project

(e.g., the revenues collected for the total project) for each
time period t.

d.where the ci¢’s are the future cash outflows caused by the

project (i.e., the incremental costs of the total project
(accounted for on a cash basis)) in each time period t.

e.where the i is the risk adjusted discount rate for the cash
flows of the project (i.e., the return that the capital
markets would expect to receive given the “riskiness” of that
project). Id. at 183-183.

5.The threshold test for the viability of a project is that the
NPV of the project equal zero. Stated otherwise,

1g8ee, e.g., Brealey and Myers, Principles of Corporate
Finance Fourth Edition, McGraw Hill, 1991 at 12-23.
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b.where R is the present value of all future total
incremental revenues of the project in each time period.

c.where C is the present value of all future total
incremental cash outflows of the project [i.e., the Total
Service Long Run Incremental Costs (expressed on a cash
basis)].

d. N is the (long run) horizon of the project as determined
by the project’s effects on all future cash inflows and
outflows.

6 .Modern finance, thus, tells the firm that it should go forward
with a project if that project’s R (i.e., present value of the
total project revenues which are produced by the project’s rates)
are large enough such that the NPV of the project is zero. If
the NPV is greater than zero, then the project’s revenues are
higher than they need to be because they are expected to produce
excess returns to the firm that are greater than the capital
markets expect given the riskiness of the project.

7.A trivial solution to this NPV=0 analysis would be for R=C.
That is, the firm ghould go forward with the project if the
present value of its total incremental revenues (i.e., all rates
charged discounted at the risk adjusted cost of capital) merely
equal the present value of total incremental cash flows of the
project (i.e., the costs of the project discounted at the risk
adjusted cost of capital).

8.In other words, the project need only produce revenues that
exceed the TSLRIC in order for it to make sense for the project to
go forward.

9.Relating this to the various criticisms of TSLRIC, it should be
noted that:

a.a proper NPV analysis does pot give any consideration to
embedded costs or any other historical artifacts of the firm.
The history of the firm is simply irrelevant to the analysis
of what the firm must do in the future and how it should
price its offerings. Thus, a proper financial analysis of a
project undertaken by a competitive firm (e.g. the offering
of unbundled elements/interconnection/transport/termination)
properly ignores historical book values (and any other form
of accrual accounting for past investments or operations of
the firm), “margins” based on past accrual accounting
entries, and even the capital costs of the total firm --



which are simply averages over the total firm’s cash flows,
as compared to the risk adjusted cost of capital for the
particular project to be undertaken.

b.given that the objective of setting prices for unbundled
elements, interconnection, and transport/termination is to
produce prices at competitive levels (i.e., as if the firm
offerlng these products were subject to v1gorous competition
in all markets), the proper competitive-threshold level for
prices of a project are where R=C (i.e., when the present
value of discounted revenues simply equals the present value
of discounted costs (on a cash basis)).

c.When R=C, investors are given all of the competitive
returns they are entitled to for the undertaking of this new
project by the firm. No additional “economic profits” are
required or otherwise demanded by the capital markets. That
is, R does pot have to exceed C for the project to be viable
and beneficial to the firm’s shareholders.

10.In sum, proper pricing for unbundling, interconnection, and
transport/termination should reflect future costs that are
incurred as a result of these new offerings.

I, Roy L. Morris, declare under penalty of perjury that the
forgoing statement is true and correct to the best of my knowledge
and belief.

May 30, 1996
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