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Cable & Wire Facilities

The underlying investment for C&WF is assigned as follows:

Subscriber Line receives LN 1455 Sub/Common Line.

Intrastate EU Local receives less Special Access LN 1454 Private Line WATS,
LN 1470 Nonwideband Private Line and LN 1480 Wideband Private Line.
Minute Driven receives LN 1522 Joint Message, LN 1497 through 1500
Direct/Joint Msg and LN 1470 through 1471 Direct/Joint Message.

Intrastate IX & EU LD receives less Special Access LN 1496 Direct Private
Line.

Central Office Circuit

The underlying investment for Central Office Circuit is assigned as follows:

Minute Driven receives LN 1231 Direct Message 36, LN 1232 Joint 36, LN
1338 Direct Message 36, LN 1338 Joint 36, LN 1391 Direct Message 36 and
LN 1392 Joint 36.

Subscriber Line receives LN 1275 Sub/Common Line.

Intrastate EU Local receives less Special Access LN 1220 Direct PL 36, LN
1230 Direct PL 36, LN 1250 Direct PL. 36 and LN 1274 PL/WATS 36.
Intrastate IX & EU LD receives less Special Access LN 1320 Direct PL 36
and LN 1336 Direct PL 36.

Special Access also receives LN 1280 Direct PL 36 and LN 1350 Direct

PL 36

Other investment categories are assigned to functional categories as follows:

Title Distributing Algorithm 43-04 LN
General Support Facilities Big Three 1004
Capital Leases:GSF Big Three 2001
Capital Leases: Switch Switching Investment 2003
Capital Leases:Operator Systems Operator Systems Investment 2005
Capital Leases:Circuit Circuit Investment 2007
Capital Leases: 10T IOT Investment 2009
Capital Leases:C& WF C&WF Investment 2011
Capital Leases:Other Capital Lease:GSF 2013
Leasehold Improvements Big Three Factor 2070
Intangibles TPIS Less Intangibles 2160
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Other Plant:PHFTU Telephone Plant in Service 2190
Other Plant: TPUC Short Telephone Plant in Service 2191
Other Plant: TPUC Long Telephone Plant in Service 2192
Telephone Plant Adjustment Telephone Plant in Service 2193
Inventories and so on C&WF Investment 2221

Once the Gross Investment has been distributed, the Reserves for Accumulated
Depreciation, Amortization and Deferred FIT are distributed in a similar fashion resulting
in Net Investment by functional category.

Phase Il - Line of Business Assignment

In Phase II the resulting Net Investment dollars are then redistributed into the five
distinctive lines of business

In Step I, the Unassigned portion is distributed based on the already distributed relative
percentages of the Net Investment in Phase I In Step 2, Minute Driven is distributed to
Access and Interoffice in the same proportion as Step 2 Total Depreciation - Access and
Interoffice are respectively to Step 1 Total Depreciation - Minute Driven. In Step 3,
Minute Driven is distributed to Local Interoffice and Toll in the same proportion as Step 3
Total Depreciation - Local Interoffice and Toll are respectively to Step 2 Total
Depreciation - Interoffice.
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STATE OF ILLINOIS

ILLINOIS CCMMERCE COMMISSION

AT&T Communications of
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: 95-0458
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wholesale service tariff from :
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Illinois Public Utilities Act.

HEARING EXAMINER'S PROPOSED QRDER
By the Commission:

On September 19, 1995, AT&T Communications of Illinois, Inc.
("AT&T") filed its petition for a total local exchange wholesale
tariff from Illinois Bell Telephone Company ("Ameritech" or "the
Company") and Central Telephone Company ("Centel"™) pursuant to
Section 13-505.5 of the Illincis Public Utilities Act ("Public
Utilities Act" or "PUA"). In its petition, AT&T stated that its
request encompassed most existing Ameritech and Centel
noncompetitive retail services as enumerated in the petition;
operational and support requirements, including access to support
systems that provide provisioning, billing or network maintenance
data; the creation of appropriate administrative standards to ensure
proper provisioning of services by Centel and Ameritech; and
wholesale pricing of retail services as described in the petition.

On October 10, 1995, Centel filed a motion to extend the time
period in which to consider AT&T's petition, or, in the alternative,
to dismiss AT&T's petition. After this motion was duly briefed by
the parties, the parties reached an agreement that was reflected in
an agreed upon briefing schedule on December 8, 1995. Pursuant to
this schedule, the parties extended the 180-day deadline (applicable
to petitions filed pursuant to Section 13-505.5) to May 24, 19596.
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On October 19, 1995, LDDS WorldCom, Inc., £/k/a LDDS
Communications, Inc., d/b/a LDDS Metromedia Communications (*LDDS")
filed its own petition requesting a total wholesale network service
from Ameritech and Centel. While similar to the AT&T petition, LDDS
also requested that switched access services be provided on a
wholesale basis. Simultaneocusly, LDDS filed a motion to consolidate
its petition with that of AT&T. This motion was briefed by the
parties and on December 8, 1995, Hearing Examiner granted LDDS’
motion, thereby consolidating Docket 95-0458 (the AT&T petition) and
Docket 95-0531 (the LDDS petition).

On February 5, 1996, a hearing was held in this matter. At
that time, the parties discussed the need to file additicnal
testimony addressing the Federal Telecommunications Act of 1996
("federal Act”). The Hearing Examiner granted leave for the parties
to file supplemental direct and supplemental rebuttal testimony to
address the potential impact of the federal Act on these
proceedings. As a result, the parties agreed to continue the matter
until March 18, 1996 and to further extend the date for Commission
decision in this matter under Sectiocn 13-505.5 of the PUA until June
26, 1996.

On February 20, 1996, MFS Intelenet of Illinois, Inc. ("MFS")
filed a Motion to Dismiss LDDS’ petition in light of the federal
Act. After hearing the responses and replies of the parties, the
Hearing Examiner denied MFS’ motion on April 4, 1996.

The following parties have intervened or entered an appearance
in this proceeding: AT&T; LDDS; Ameritech; Centel; Southwestern
Bell; Mobile Systems, Inc. d/b/a Cellular One - Chicago ("Cellular
One®); Citizens Utility Board ("CUB"); GTE North Incorporated
("GTE"); LCI International Telecom Corperation ("LCI"); Cable
Television and Communications Association of Illinois (*CATV"); the
People of Cook County ("Cook County®"); Illinois Consolidated
Telephone Company ("ICTC"); USN Communications, Inc. (*USN"); TC
Systems - Illincis, Inc. ("TC Systems®); The Illinois Independent
Telephone Association ("IITA"); The Telecommunications Resellers
Association; MFS; the Attorney General of the State of Illinois (the
"AG"); and PCS Primeco. 1In addition, the Staff of the Commission
appeared in this proceeding.

Hearing were held in this proceeding before a duly authorized
Hearing Examiner on October 10 and December 4, 1995; and on February
S, March 18, March 19-20, 1996.

The record was marked "Heard and Taken" by the Hearing Examiner
on March 20, 1996. The record of this proceeding consists of the

.2-
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testimony of: seven witnesses for Staff; five witnesses for AT&T:
one witness for LDDS; nine witnesses for Ameritech; two witnesses
for Centel; one witness for GTE; one witness for MCI; two witnesses
for TC Systems; one witness for MFS; one witness for CURB; one
witness for Cellular One; and one witness for the IITA. These
witnesses will be identified where appropriate.

Initial briefs were filed in this proceeding by AT&T; LDDS;
Ameritech; Staff; MFS Intelenet; TC Systems; CUB; ICTC; the IITA;
Cellular One; MCI; Centel; and the Telecommunications Resellers
Association. Reply briefs were filed by AT&T; LDDS; Ameritech;
Centel; Staff; MFS; Teleport; CUB; ICTC:; MCI; and the
Telecommunications Resellers Association.

I. INTRODUCTION

Both the AT&T and LDDS petitions were filed pursuant to Section
13-505 of the PUA which provides as follows:

13-505.5. Reguest for new noncompetitive
services. Any party may petition the
Commission to request the provision of a
noncompetitive service not currently provided
by a local exchange carrier within its service
territory. The Commission shall grant the
petition, provided that it can be demonstrated
that the provisioning of the requested service
is technically and economically practicable
considering demand for the service, and absent
a finding that provision of the service is
otherwise contrary to the public interest. The
Commission shall render its decision within 180
days after the filing of the petition unless
extension of the time period is agreed to by
all the parties to the proceeding.

AT&T is requesting, pursuant to Section 13-505.5 of the PUA,
that the Commission require Ameritech and Centel to file separate
wholesale tariffs for the following: (a) all existing Ameritech and
Centel retail services; (b) operational and support requirements;
(¢) administrative standards for quality of service assurance; and
(d) wholesale pricing. AT&T has provided a methodology for
calculating a wholesale price which results in approximately a 35%
discount off of the existing retail rates for Ameritech and Centel.
AT&T petition at 2-5. AT&T further requests that the wholesale
tariffs be applicable to all of Ameritech’s and Centel’s exchanges
in the state. AT&T'’s petition also requests that Ameritech and

-3



$5-0458
95-0831
consol.
H. E. Proposed Order

Centel provide automatic routing for certain services and access to
Advanced Intelligent Network ("AIN") services.

The LDDS petition differs from the AT&T petition in that under
the LDDS "platform” proposal, the new entrant would be able to
acquire the underlying network elements or functionalities in a
manner that allows the new entrant to freely combine elements and
provide service.

LDDS requests that the basic components of the local exchange
network, i.e., the loops, the switch, and local call termination, be
made available to carriers for purchase so these elements may be
combined and utilized to provide local exchange, exchange access,
and other telecommunications services. In contrast to AT&T which
seeks the ability to purchase Ameritech’s and Centel’'s retail
services at a wholesale price for the purpcse of resale, LDDS
requests a different option, to be able to purchase the underlying
network, facilities, equipment, and related support, to enable LDDS
to design and cffer its own local exchange, exchange access, and
other gservices. Similar to the AT&T request, LDDS seeks access to
the use of the incumbent Ilocal exchange carrier’s °“LEC’s"
operational interfaces and support systems for data transfer and
administrative requirements, to ensure the proper and high-quality
provisioning of local service at parity with the service the
incumbent LECs provide themselves.

Staff, in turn, has develcped a version of the network platform
approach which focuses on unbundling of the Local Switching Platform
("LSP"). Both LDDS and AT&T have endorsed Staff’s proposal and
support Staff’'s recommendation that the LSP be pursued in a follow-
on proceeding. MCI alsc has supported the platform proposal and has
offered further definition of the local switching component.

There was considerable disagreement between the petitioners and
Ameritech and Centel regarding the legality of AT&T’'s and LDDS’
requests under Section 13-505.5 of the PUA. With the passage of
the federal Act, the issue of the legality of the petitions has
become inconsequential. There is now no question that the incumbent
LECs -- Ameritech and Centel in this instance -- have the duty to
provide wholesale rates for their retail services under the federal
Act. There is also no question that Ameritech and Centel have a
duty to provide network elements on an unbundled basis. Ameritech
and Centel agree that they are required to do so. Accordingly, the
issues addressed in this Order will, for the most part, inveolve
legal interpretations of specific language in the federal Act.
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II. TIHE STRUCTURR OF WHOLERSALE/RETAIL PRICES
A. Introduction

More than any other issue in this proceeding, our Commission’s
decisions with respect to the pricing of wholesale service will have
profound effects on the local exchange market. The price set for
wholesale local exchange services will dictate whether competitors
choose to enter the local exchange market via resale, as a
facilities-based carrier, or not enter the market at all. The
Commission must decide this matter in such a manner that best serves
the public interest while balancing the interests of various market
participants. .

The Commission is cognizant of the fact that if the wholesale
price is set artificially high, then competitors may be discouraged
from entering the local exchange market, even if they could provide
retail components more efficiently than the incumbent LEC. As a
result, the incumbent LEC would not face competitive pressure to
reduce retail cost, and more efficient providers of retail services
would not be able to provide them. Conversely, if the wholesale
price is set artificially low, then competitors would be discouraged
from becoming facilities-based competitors, even if they could
provide facilities-based services more efficiently than the
incumbent LEC. As a result, these services would be provided in an
inefficient manner. In addition, the low wholesale price would have
a negative impact on the amount of investment made by the incumbent
LECs in their underlying local network.

A properly established wholesale/resale market would require
all firms to compete on their ability to provide retail local
exchange services, while preserving any efficiencies to the extent
present. Any decision by a reseller to enter the local exchange
market should be dependent on its ability to compete in that market
based on the societal cost of providing the retail component of
local exchange service. Such retail competition will occur if other
carriers can be more efficient at providing the retailing function
of providing local exchange service.

The Commission is of the opinion that a properly established
wholesale/resale market would place competitive pressure on both the
incumbent LECs, as well as new entrants into the local exchange
market. This pressure would be exerted in terms of price, cost, and
service quality. In addition, a properly established
wheolesale/resale market would preserve any possible efficiencies to
be gained from situations where there may be natural monopoly
conditions in the underlying rnetwork of local exchange service.
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However, the Commission also is cognizant that new technology and
innovation in the actual service provisioning will take place only
as facilities based competition evolves -- although pure resale
competition should not be written off just because it may not be as
beneficial as facilities-based competition. Wholesale/resale
competition will put competitive pressure on both retail rates and
quality of service. Wholesale/resale competition is also a first
step in an evolving marketplace that will eventually involve more
facilities-based competition.

B. Ikhe Pricing Standard and Cost Basis for Wholesale Services

The Commission’s interpretation of Section 252(d) (3) of the
federal Act is the single most important issue before the Commission
in this docket. This section provides as follows:

(&) PRICING STANDARDS

(3) WHOLESALE PRICES FOR TELECOMMUNICATIONS
SERVICES- For the purpocses of section
251(c)(4), a State commission shall determine
wholesale rates on the basis of retail rates
charged to subscribers for the
telecommunications service requested, excluding
the portion thereof attributable to any
marketing, billing, collection, and other costs
that will be avoided by the local exchange
carrier.

" As discussed below, the interpretation of this Section varies
markedly.

AI&T

With respect to the pricing standard and the Cost Basis for
Wholesale Services, AT&T contends the federal Act provides specific
direction on how the prices for wholesale services are to be set and
prescribes a methcdology for establishing the LECs’ cost basis for
wholesale prices. As such, AT&T contends that the record in this
docket contains adequate information for the Commission to order
specific wholesale prices.

AT4T witness Dr. Selwyn presented a method of measuring
avoidable costs based on accounting data for retalling functions.
This approach yielded a discount of 25% from retail prices (plus an
additional incentive discount of up to 10% for operatiocnal
interfaces that are not yet at parity with the LEC's own retailing
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operations.) Dr. Selwyn testified further that this method is fully
consistent with the language of the federal Act. AT&T concedes that
this method was general in nature because it develops only one
percentage equally applicable to all services; the approach was
proposed by AT&T for use until more detailed cost analyses could be
completed.

The final position of AT&T in this regard, based upon the
completed record in this docket, is that a service-specific
development of wholesale prices can be achieved. Specifically, AT&T
endorses the pro rata contribution methodology presented by Staff,
discussed below, implemented at the rate element-specific level and
with certain additional service cost adjustments. Dr. Selwyn’'s
analysis does, however, provide corrcboration of the overall result
reached under Staff’s method.

With respect to whether Staff’s method should be applied on a
"individual service element" basis or a "service family" basis, AT&T
maintains that a method which uniquely treats individual service
elements is superior to a method which applies discounts broadly to
entire service families. An individual service element approach
avoids unnecessary and undesirable variation in the contribution
margin between the corresponding wholesale and retail versions of
the same service. Such an approach, AT&T contends, is also
consistent with the federal Act, which describes the wholesale rate
calculation methodology for "the telecommunications service
requested...". Section 252(d)(3) of the Act. (Emphasis added).

Regarding additional service cost adjustments, AT&T agrees with
a number of the adjustments advocated by Staff. With respect to
maintenance expense, AT&T endorses Staff’‘s adjustment to offset
Ameritech’s claim that maintenance expense will be higher in a
wholesale environment. AT&T also agrees with Staff's proposed
adjustment of maintenance expense and Account 6623 (Customer Service
Expenses) .

In addition, ATA&T contends that in certain instances Staff's
adjustments did not go far enocugh and that additional adjustments in
Ameritech’s cost data were needed to arrive at a correct and
reasonable wholesale discount. First, with respect to uncollectible
expenses, AT&T proposes to remove the varied and unrepresentative
collection of customer types considered by Ameritech and, rather, =0
base the calculation on actual experience with interexchange
carriers ("IXC"). AT&T explains that given the nature and
qualifications of resellers that will be certificated, the result
will be uncollectible expense more in line with experienced with
IXCs. Second, as to advertising expenses, AT&T contends that these
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expenses should be removed entirely, in that it is neither necessary
nor apprepriate for Ameritech to advertise and promote essential
monopoly wholesale services to informed resellers who have no option
but to rely on such inputs in order to provide their own services.
While Ameritech may choose to advertise to its captive customers,
recognizing remaining advertising expenses essentially amounts to
charging customers for the privilege of being captive. Third, with
respect to joint and administrative costs, AT&T contends that
several major areas of cost would be avoided in a large-scale
shedding of retail activity by the incumbent LEC. Examples of these
costs include buildings, vehicles, computer equipment, furniture and
artwork, personnel and other assets and functions supporting retail
cperations.

A further and important area of cost adjustment needed
according to ATAT is the removal of implementation and additional
ongoeing costs in connection with the provision of wholesale
services. AT&T argues that the federal Act speaks only of "costs
that will be avoided" and makes no mention of any new or additional
costs that might be incurred. Allowing such costs to be "netted"
against costs "that will be avoided" would be tantamount to
reverting to rate of return requlaticn and a scheme of guaranteed
cost recovery. AT&T recommends that any "one time" costs incurred
by the incumbent LEC for start-up modifications to systems to
accommodate the provision of wholesale services, to the extent they
are recognized at all, be recovered from all retail providers,
including the incumbent LEC, in proportion to each provider’s share
of the retail market.

Staff

Staff takes the position that various interpretations of
Section 252(d) (3) are possible based on the phrases "excluding the
portion thereof attributable to” and "on the basis of." Staff
contends that "on the basis cf" is not the same as "equal to.”"

Staff’s interpretation of the federal Act allows the Commission
full latitude in setting wholesale prices beyond the minimum
requirement of retail price less avoided cost. It recommends that
the Commission set the wholesale price equal to the retail price
less net total assigned cost ("TAC") of retail functions less a pro
rata share of contribution attributable to the avoided retail costs.
This approach attributes a pro rata share of contribution to the
avoided retail functions. "Contribution® refers to an apportionment
of revenues to joint and common costs. Staff defines common costs
as the costs that are common to a carrier that are not directly
attributable to any particular service. Joint costs meanwhile, are
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the costs of a service that occur in the production of two or more
services.

Staff argues that Section 252(d) (3) allows states latitude in
setting wholesale rates. It further argues that, historically,
federal legislation has set forth general gquidelines or requirements
and requires regulatory agencies to expand on those guidelines.
Staff contends that the language "on the basis of" and "attributable
to" demands regulatory guidance. As an example, Staff cites the
fact that Ameritech’s position that the federal Act would allow
identifiable incremental costs to be included in the calculation of
avoided costs because "on the basis of" does not mean "equal to"
and, also, '"other regulatory policy objectives" permits it to
recover its costs of providing a service.

Staff has agreed that recurring incremental costs should be
included in determining the wholesale price for policy reascns, not
because specific language contained in the federal Act mandates the
recovery of incremental costs to provide wholesale services. The
phrase, " [olther regulatory policy objectives® also support Staff’'s
RIO rata share of contribution methecd. Staff states that the
incumbent LECs cannot have it both ways: argue that the federal Act
supports recovery of incremental costs of providing wholesale
services, but not the allocation of a pro rata share of contribution
to the avoided costs. Staff contends that if the federal Act can be
interpreted to permit recovery of incremental costs of providing
wholesale services (which Staff supports), then the same arguments
support Staff’s proposed pricing methodology of assigning a pro rata
share of contribution to the avoided costs. The Commission also may
interpret the term "attributable”" to permit the attribution of a pro
rata share of contribution to the avoided retail functions. This is
the method Staff used to allocate, or attribute, a portion of shared
cost to wholesale and retail services in order to calculate the
wholesale price of individual services.

Staff argues that there are two policy reasons why the
Commission should adopt its proposed pricing methodology. The first
reason is economic efficiency. Staff asserts that simply setting
the wholesale price equal to the retail price less directly assigned
avoided cost would not allow for effective competition in the
retailing of local exchange service. Specifically, there would be
insufficient margins between retail prices and wholesale prices for
the reseller to compete, because the cost that a reseller has in
providing retail service would be greater than the directly assigned
"avoided cost” of the incumbent LEC. Staff asserts that it has been
stated by AT&T and other new LECs that the range of discounts
offered by Ameritech on a net avoided costs basis would not allow
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them sufficient margins to recover their retailing costs of
providing local exchange service. Providing resellers of local
exchange service an opportunity to compete where economically
feasible will promote efficiency.

Staff argues for equity as the second reason. Staff contends
that by excluding a pro rata share of contribution in the
determination of wholesale rates, wholesale customers would pay a
greater mark-up on incremental cost than would retail customers.

Staff asserts that the mathematical formula for calculating
wholesale prices can be written in a manner that sets the wholesale
price equal to the retail price less net avoided cost, less a pro
rata share of contribution. For example, the general formula for
Staff’'s methodology is as follows:

P(w) = TAC(w) + [[P(r) - TAC(xr)] * TAC(w) /
TAC(r)].

This equation can be rewritten in the following manner:

P(w) = P(r) - [TAC(r)-TAC(w)] - [P(r)-TAC(r)]
« [1-TAC(w)/TAC(r)].

ICC staff Ex. 1.03 at 9-10.

In addition, Staff contends that this method of calculating
wholesale rates furthers the goal of the federal Act in promoting
competition and opening the local telecommunications market.

Staff maintains that its proposed wholesale pricing methodology
for wholesale local services is based on the wholesale TAC, which
includes shared costs and the LRSIC of the service and sets an
appropriate relationship between wholesale and retail rates. Staff
states that resellers will choose to enter the local exchange market
via resale based on their ability to compete more efficiently
against the LEC’s retail services. Facilities-based carriers are
making decisions to enter the local exchange market based on the
existing rate structure of the incumbent LECs, which may be
inefficient, as well as the cost of providing local service and
demand. Under Staff’s pricing methodology, the wholesale price is
set relative to the retail price which will not bias entrants in
their decision to enter the resale market or the facilities-based
market. Staff argues that since the incumbent LEC would receive the
same percentage mark-up on wholesale services as retail services,
the wholesale LEC would have the same incentive to invest in its
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underlying network on a wholesale basis as it does on the current
retail basis.

Staff’s proposed pricing methodology will result in an average
discount of 20.07% if the methodology is applied to an individual
service level and a 16.63% discount if applied to the family service
level. Most of the avoided costs are found in the TAC or shared and
administrative costs levels of a group or family of services and are
shared among those services contained in the family. In order to
calculate a pro rata share of contribution to subtract out of the
avoided costs, one must allocate those shared costs based on a
factor. Staff believes that it is reasonable to use relative LRSICs
to perform such an allocation. This proposal is the same method
that is used by the Commission to calculate the aggregate revenue
test for services classified as competitive to determine if the
competitive services are recovering their share of facilities and
expenses. See 220 ILCS 5/13-507. Staff recognizes that any time
shared or common costs are allocated to an individual service level
some degree of arbitrariness is involved because those costs are
"common" or "shared."

Staff contends that calculating wholesale prices based on its
agsignment of a pro rata share of contribution at the family level
removes the arbitrariness of allocating the avocided shared costs,
administrative costs, and contribution to individual services.
However, it argues that such a method ignores the retail to LRSIC
relationship that is currently embedded in the retail rate
structure. This is because resellers will be induced to purchase
services in an inefficient manner because the wholesale price will
not correspond to the retail rate structure. This will result in
both under- and over-utilization of resources, depending on the
LRSICs of wholesale services. However, under Staff’'s proposed
method of assigning shared costs, common costs, and contribution to
the individual service level, resellers will pay the same percentage
mark-up that currently exists on retail services, allowing for
efficient competition.

Staff recommends that the Commission require Ameritech to
calculate wholesale prices based on Staff’s pricing methodology of
relative wholesale and retail TAC studies, including applying sStaff
witness Webber'’'s cost adjustments for an individual service level.

As support for its interpretation of Section 252(d) (3), sStaff
argues that the incumbent LECs should not be allowed to pick and
choose what, if any, cost will be avoided on a wholesale basis. If
the incumbent LECs were allowed to make such a decision, then there
would be no reason for state commissions to set wholesale rates.

-11-
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Staff asserts that the incumbent LECs would just state what cost
they would aveoid and set wholesale prices. Under this scenario, the
incumbent LECs would set the wholesale rates equal to or above the
retail rates in order to protect their local exchange market.
Clearly, it is not the intent of the federal Act to forestall local
exchange competitien.

Staff disagrees with Ameritech’s contention that the wholesale
prices should not be determined based on the volume and term
discounts in the retail rates. Any discounts included in the retail
rate structure must be applied to the wholesale rates, otherwise the
wholesale rates would not be calculated "on the basis of" the retail
rates. Section 252(d) (3). Staff sees no reason why Ameritech
would be required to run the usage data through its system twice in
order to apply the retail volume discounts or, if that is the case,
why that would be a reason not to offer wholesale volume discounts
in accordance with the requirements of the federal Act.

Ameritech

Ameritech argues that wholesale rates should be based on
"avoided costs": that is, retail rates less the marketing and other
costs which the incumbent carrier will avoid when providing service
to resellers on a wholesale basis, rather than to end users on a
retail basis. It contends that use of an avoided cost test will
ensure that competition is efficient. Because retail rates are
discounted by the amount of the incumbent carrier’s retailing costs,
avoided cost pricing ensures that only competitors which can provide
the retail functicn equally or more efficiently than the incumbent
carrier are encouraged to enter. Ameritech also contends that
avoided cost pricing ensures that incumbent LECs can continue to
invest in infrastructure, because it preserves the existing level of
contribution from the incumbent LECs’ services needed to cover cther
operating costs. Finally, Ameritech states that avoided cost
pricing methodology ensures that there is no net change in the
competitive relationships among the various providers in the
marketplace.

Ameritech states that it has taken the position that the
federal Act codifies this pricing methodology. Mr. David H.
Gebhardt, Vice President Regulatory Affairs for Ameritech testified
that Ameritech, has determined its month-to-month wholesale rates by
applying this methodology. The marketing, billing, collection and
other retail costs incurred by the Company, less new costs incurred
to provide service on a wholesale basis, were identified and
subtracted from existing retail rates. Thus, the Company'’s proposed
rates are discounted by the amount of retail costs which it will

-12-
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avoid. Mr. Gebhardt stated that the average, month-to-month
discount resulting from the Company‘s methodology is 6.8%.
Ameritech later modified its position to reflect acceptance of a
Staff cost adjustment which resulted in an overall discount of
8.47%.

Ameritech opposed Staff’'s recommendation to discount rates
further to achieve a pro rata level of contribution on wholesale
services. Ameritech stated that the financial effect of Staff’'s pro
rata approach was substantial. The bulk of the difference between
the Company’s proposed discount rate and Staff’'s proposed discount
rate of 18% - 22% is directly attributable to this pro rata pricing
formula. The Company stated that contribution is not profit, but
rather is cost recovery. Mr. Gebhardt explained-that, because LRSIC
studies identify forward-looking costs that are incremental to
individual services based on the most efficient technologies, LRSIC
costs do not come close to recovering the Company’s total costs of
operation. The Company’s costs not covered in LRSIC studies fell
into three categories: (1) shared costs; (2) common costs; and (3)
residual. He explained that the Company'’s rates have traditionally
been set to generate "contribution” above LRSIC levels to permit it
to recover its total costs of operation.

Ameritech contended that Staff’'s pro rata methodology was not
consistent with the plain terms of the federal Act. Section
252(d) (3) of the federal Act requires that wholesale prices be
established by subtracting avoided costs from retail rates. Mr.
Gebhardt testified that mathematically, this preserves the absclute
amount of contribution produced by wholesale rates, not the pro rata
amount. As Ameritech witness Dr. MacAvoy also testified, proper
application of the avoided cost pricing leaves intact the
contribution levels generated by the incumbent carrier’s retail
rates.

Ameritech also contended that Staff’'s argument that
contribution can be considered "attributable” to marketing, billing,
collection and other costs avoided by the LEC was wrong as a matter
of fact and law. Mr. Gebhardt testified that contribution is
recovered in rates in varying proportions based on past regulatory
pricing decisions designed to achieve a wide range of policy
objectives, not in any fixed relationship. Ameritech pointed ocut
that common and residual costs are not considered "attributable" to
services under relevant economic principles or the Commission’s cost
of service rule. The Company also pointed out that this Commission
has consistently rejected costing and ratemaking policies like Fully
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Distributed Costing which allocate common and residual costs to
services in fixed proportions, citing the Commission’s order on
remand in Docket 89-0033.

Ameritech stated that Congress clearly intended that avoided
cost pricing directive have meaning and that, if Congress had
intended the latitude which Staff claims, Section 252(d) (3) would
have been written entirely different. In Ameritech’s view, the
effect of Staff’s interpretation is to write the clear direction
provided in Section 252(4) (3) out of the statute.

Ameritech also contended that Staff’'s pricing approach was
contrary to the public policy objectives ocutlined by Staff and the
other parties to this proceeding. Mr. Gebhardt and Dr. MacAvoy
explained that it encourages entry by inefficient competitors by
making entry attractive for competitors which provide the retail
function less efficiently than the incumbent carrier. Although
Staff contended that prorating contribution was necessary because
the IXCs needed additional margin with which to compete, the Company
noted that the IXCs had presented no data wvhatsocever on their
expected retail costs or substantiated in any manner that additional
discounts were required to cover those costs.

Ameritech also argued that Staff’'s apprcach would bias the
playing field in favor of resellers. Ameritech contended that,
under Staff’'s approach, resellers will be able to subscribe to
wholesale services at large discounts with virtually no financial or
operating risks. In contrast, facilities-based carriers, companies
like MFS and TC Systems, must make investments in equipment in
blocks of capacity and cannot downsize if their share of the
marketplace is slow to materialize. Ameritech further noted it
would enter into volume and term agreements with resale carriers
that would provide substantially higher discounts (e.g. 15-20%)
under volume and term agreements. Under these arrangements,
however, the Company explained that the reseller is accepting higher
operating and financial risks that are more comparable to those
faced by facilities-based carriers.

Ameritech argued that there is no basis for Staff’s view that
it would be inequitable for resellers to pay the same absolute
amount of contribution as retail end users. Resellers and their end
users benefit from the continued operation of Ameritech’s network
just as much as Ameritech’s end users. Therefore, resellers should
pay an egqual amount to support it: not less. Ameritech also
contended that loss of contribution will diminish its incentive and
ability to invest in its network.
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Finally, Ameritech contends that Staff’'s methodology will
operate in precisely the same fashion as a disallowance in a rate
proceeding. Assuming for the sake of argument that resellers are
successful in obtaining 30% of the local exchange marketplace,
Ameritech estimated that its revenues would be reduced $54 million
annually merely as a result of Staff’'s pricing formula. The Company
contends that the Commission does not have the authority under
either traditional regulatory principles or the terms of the
Alternative Regulatory Plan to reduce the Company’s cost recovery in
this manner to achieve "equity" objectives, citing Citizens

{4 i ‘Dn,, 166 Il1l.2d4 111; 651
N.E.2d4 1089, 1099. The Company argued that, for this pricing
methodology to be lawful, the Commission would have to permit
exogenous change treatment under the Company’s Alternative
Regulation Plan. Mr. Gebhardt testified that this would simply
shift the cost burden from the reseller’s end users to Ameritech’
end users, for which there was no equitable justification. Thus,
the Company contended that Staff’'s approach raised as many fairness
issues as it purported to resolve.

Ameritech also opposed AT&T's request for an additional 10%
discount based on the assumption that the quality of the
provisioning and operatiocnal relationships between resellers and
incumbent LECs will be inadequate. Ameritech contended that Secticn
252(d) (3) does not authorize additional discounts in the form of
advance penalties. The Company also stated that it did not believe
that there would be differences between the services provided by
resellers and Ameritech, respectively, that will be observable to
end users or have competitive consegquences in the marketplace.
Ameritech suggested that any carrier who believes that the Company'’'s
new operational interfaces are inadequate can present that view to
the Commission through traditional avenues (e.g., a complaint) where
all the relevant facts and circumstances can be examined. The
Company also supported Staff’s suggestion that this issue be dealt
with in a rulemaking proceeding.

Centel

Although Centel has agreed to perform the necessary LRSIC
studies in order to implement properly the wholesale pricing
methodology ordered by the Ccmmission, the studies will not be
completed by the conclusion of this proceeding. If Centel is unable
to complete these studies by the time it begins to offer its
wholesale services, the Commission must adopt an interim pricing
methodology.
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Centel recommended that it be allowed'to use the results of its
Fully Distributed Cost (*"FDC") study as the basis for an across the
board discount which would applied to its current retail rates as an
interim wholesale rate structure. Once Centel completes the
necessary LRSIC studies, it proposes to a wholesale pricing approach
very similar to Ameritech’s position, j. e, a wholesale rate equal to
the wholesale LRSIC plus retail contribution.

o1¢)-]

CUB advocates a pricing approach consistent with Staff's
recommendation to attribute a pro rata share of contribution to the
avoided retail functions, whereby the maximum.wholesale price of
each local exchange service be set equal to the wholesale to TAC
plus a pro rata contribution level attributed to the wholesale
functicnalities.

MES

MFS contends that the Commission should reject AT&T witness Dr.
Kagserman’s proposal to strip the contribution embedded in retail
rates that exceed retail LRSIC. MFS states that the resale pricing
methodology under the federal Act does not eliminate contribution
from retail rates because contribution is not an avoided cost. MFS
contends that contribution represents cost recovery for joint and
common costs of the incumbent LEC’s multiple services. Joint and
common costs are costs that are attributable to more than one
service and, in the interest of efficiency, are recovered
proportionately from all of these services. MFS argues that
disallowing recovery of these costs in the rates for a multiservice
carrier would cause the services to be produced at a higher cost by
separate firms or not produced at all, both of which would reduce
consumer welfare. MPS further argues that contribution is not
avoided merely because the LEC sells some of its services at
wholesale. Thus, MFS maintains, the Commission lacks the power to
discount retail rates beyond the avoided cost level.

Commission Conclusion
Section 252(Q) (3) of the federal Act provides as follows:
(d) PRICING STANDARDS
{3) WHOLESALE PRICES FOR TELECOMMUNICATIONS
SERVICES- For the purposes of section

281(c) (4), a State commission shall determine
wholesale rates on the basis of retail rates
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