related to the differential between its rates and other competitors' rates. The lower the rate
offered by a competitor. the faster the rate at which customers will migrate to that
competitor. However. the model does not determine changes in market share for [LECs
or CLECs based on the rates charged by any competitor in either the long distance or
local markets. Specifications 79 and 80 permit the user to specify the percent of all
customers that become ILEC "total bill" customers independently of the rate charged by
the ILEC and of the relationship between ILEC prices and IXC prices for interLATA toll
services. Specifications 77 and 78 permit the user to specify the [XC share of intraLATA
toll for those customers electing to have different carriers provide their local and toll
services independently of the rates charged by IXC's for intraLATA toll and of the
relationship between [XC intralL ATA toll rates and [L.EC intraLATA toll rates. And
specifications 68 and 69 permit the user to specify the percent of all loops provided by
CLECs independently of the rate charged bv the CLEC for local services and of the
relationship between CLEC rates and ILEC rates. The relationship between rates and
changes in relative market share that exists in real markets does not exist in the model,
and the user could specify inputs that would result in a dramatic increase in CLEC market
share in spite of a CLEC rate substantially above that of the ILEC.

For these reasons. great care must be exercised in specifying the inputs to the
model. The user of the model must ensure that each of the several inputs that have a real
relationship to each other in the operation of the real-world market are specified in a
coordinated way. If the user specifies a high value for the markup over incremental cost
charged to CLECs for unbundled network elements. he or she also should take care that

the rate of CLEC entry into the local market and that the discount specified from ILEC
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basic local rates are not unreasonable in light of the high costs that the CLEC will face. A
misspecification of these inputs may yield results that. on their face, appear reasonable,
but which could not occur in reality.
B. The Model Fails to Consider Certain Key Factors in the Development of

Competition for Local Exchange Services

Among the most important variables that will affect the ability of CLECs
profitably to provide local exchange service are the method adopted for reciprocal
compensation for local exchange traffic originating on CLEC networks and terminating
on ILEC networks and vice versa, and the development of a competitively neutral
universal service funding mechanism as required by Section 254 of the Act. Neither of
these variables is considered by the model

As discussed in MCI's Comments in response to the Notice of Proposed
Rulemaking in this proceeding, the method adopted for reciprocal compensation for the
exchange of local exchange traffic is of crucial importance to CLECs in determining
whether they profitably may enter the market for local exchange services. A rate set
substantially above cost. or a differential in rates between the rate charged for traffic
originating on the CLEC's network and terminating on the ILEC's network and that
charged for traffic going in the opposite direction may have a major effect on the rate
charged by the CLEC and may determine whether CIL.ECs may enter the market at all.
This is due to the fact that, at least initially. the vast majority of the CLECs' traffic will

terminate on the ILEC's network, while onlv a very small proportion of the ILEC's total



traffic will terminate to the CLECs' networks.”* The model does not permit specification
of what reciprocal compensation mechanism will be adopted. nor does it permit
specification of a rate to be charged for local traffic exchange.

The model's treatment of universal service funding assumes that current universal
service funding programs will remain in place. and that all universal service funding will
be provided only to ILECs. While the model appears to provide for consideration of
alternative funding mechanisms for universal service. the relationship between the
adoption of alternative funding mechanisms and the existing universal service fund is not
modeled. At specification 58, the user of the model may enter a value for total universal
service funding by year. In specifications 59 through 65. the user may enter per-minute
amounts to be surcharged on access minutes or toll minutes, or a percentage surcharge on
total telecommunications revenue or total interstate telecommunications revenue.
However, there is no relationship in the model between the amounts entered in
specifications 59 through 65 and the amount of universal service funding in specification
58.

Thus, the model fails to permit consideration of a universal service funding
mechanism that is portable among carriers, and fails to consider the effects on the need
for current universal service funding in light of any alternative mechanisms for generating
universal service support. As a consequence of the lack of funding portability in the
model, a set of specifications could be entered that would appear to make CLEC entry

into the local market unprofitable (because the rate charged for unbundled loops, defined

» Even though a larger proportion of the CLEC's total traffic will terminate on the
ILEC's network, there is no reason to believe that traffic exchanged between the
carriers will be out of balance in absolute terms.
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in the model as the current incremental cost plus anv markups above cost specified),
when a portable universal service funding mechanism would permit entry. At the same
time, the total amount of universal service funding specified in the model goes to the
ILEC bottom line, regardless of market penetration by the CLECs and the amount of
universal service funding generated by other means
C. The Model Fails to Consider Certain Key Variables That Will Affect the

Profitability of Companies Participating in the Market

In determining profitability of the II.ECs. the model considers revenues only from
basic local service, toll services, access services. private line services, and other billings
to carriers. While the model has an input for growth in cellular services (specification
185) this value is used only in calculating total telecommunications revenue for purposes
of calculating universal service funding that might be derived if a surcharge is imposed
on this revenue in specifications 62 and 63. Any cellular revenue or growth in cellular
revenue is not considered in calculating ILFC earnings. This omission is only one of
several potential sources of profit for the IL.EC's that the model fails to consider. The
RBOC's have announced ventures in internet access services, video programming, cable
television, and a host of other services. In addition. most of the RBOCs are involved in
international ventures to provide telecommunications and other related services. None of
these potential sources of profit are considered in calculating the net effects on ILEC
earnings of the development of local competition and ILEC entry into the interLATA
long distance market. If the Commission's concern 1s that its actions in setting
interconnection and unbundled element rates or rules concerning these rates might have a

detrimental impact on ILEC stock prices or dividend payments, it should recognize that
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the model presents a very incomplete picture. and that the actual effect on earnings, when
all sources of revenue and profits are considered. almost certainly will be substantially
less than that depicted in the model.

The model also fails to consider a key impact to ILEC costs -- the effect of
mergers between RBOCSs. The model assumes that all in-region interL ATA toll calls
provided by the ILECs will terminate on their own network and thus will incur a different
(and lower) cost than interLATA toll calls terminating out of region (which are assumed
to be resold IXC minutes). Two mergers of RBOCs already have been proposed -- that
between Pacific Telesis and SBC Corporation. and that between Bell Atlantic and
NYNEX. If these mergers were to be completed, then a much higher proportion of calls
than is contemplated by the model would effectively terminate "in-region" and thus
would incur a lower cost per minute. Because these minutes were assumed in the model
to be resold IXC minutes, the effect of mergers alsc would be to bring additional pressure
to bear on IXC earnings, because IXCs would lose even the small margin likely to be
derived from these resold minutes.

The model would benefit from a more detailed examination of the relationship
between rates and costs for various services. Specification 30. for example, combines
interstate and international usage. These two services have a very different cost/price
relationship, and targeting of specific subsets of these customers by the [LECs as they
begin to provide inter. ATA long distance could have a quite different impacts on IXC
profitability. The calculation of the extent to which new entrants will target the most
profitable customers also could benefit from a more detailed consideration of the factors

that make a customer profitable for a carrier. The model is based on the assumption that
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the high-volume toll user is the most profitable customer. This may not, in fact, be the
case. In considering the total expenditures by a "total bill" customer, both the relationship
between price and cost for the various services purchased by the customer, and the
volumes associated with the customer's use of these services will be important in
determining overall profitability. ILEC vertical services. for example, have a very high
profit margin today. A customer who is a heavy user of vertical services may be more
attractive than a high-volume toll user. This is particularly true as the higher-volume
customers can demand a larger discount off full retail rates. thus narrowing the per-
minute profit margin, than can a lower-volume customer. Some of the IXCs' largest
business customers are telecommunications resellers. (Given the large discount negotiated
by these customers. they are only marginally profitable today.

Finally, the model fails to consider the effects of local usage patterns on
profitability. Local usage is assumed to be the same for all loops, and the cost of
switching and transporting calls within a local calling area are not modeled. Where rates
for basic local service are set on a usage-sensitive basis, the calling patterns of particular
customer classes may be important in determining which local customers are profitable
and which are not. This will be particularly true in the case where an explicit rate is
adopted for exchange of local traffic between the [L EC's and CLECs. In this case. the
calling patterns of customer classes may have significant effects on the profitability of

CLECsSs, and, to a much lesser extent, the 1. ECs.



D. Certain Calculations in the Model Are Incorrect and Generate Misleading
Results

The model released in conjunction with the Notice contains a number of flaws
that seriously affect its reliability in predicting market outcomes. Some of the flaws

identified by MCI thus far are:

1) Treatment of "stranded" facilities

The model purports to calculate the effects on ILEC costs of any investment in
facilities "stranded" due to the development of competition. This component of the model
is controlled by specifications 151 ("Loss in line growth at which cost is increased to
represent stranded plant"), 152 ("Loss in line growth at which maximum 'shadow' line per
lost line is imputed™). 153 ("Percentage of ordinary line cost attributed to 'shadow’ lines"),
and 154 ("% of which 1s reduced in each of 10 successive years (maximum 10%)"). As
MCI understands this portion of the model. a value entered in specification 152 will result
in a portion of the cost of a certain percentage of the difference between baseline line
growth and per-specification line growth to be imputed to the ILECs' total costs. Because
the model calculates costs for "stranded” plant based on loss in line growth rather than
loss in total lines, the model would permit plant to be considered "stranded" even if it has
not yet been built. In other words, even with a positive line growth, where the LEC is
continuing to add plant to respond to increasing demand, some amount of plant could be
considered to be "stranded." In actuality, any problem that may develop due to "stranded"
plant will not occur unless ILEC line growth is negative -- that is, until CLEC facilities-

based competition has grown to the extent that former [LEC customers are abandoning
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ILEC loops for CLEC loops at a rate faster than the underlying growth in access lines.
For this reason, MCI believes that this component of the model generates inaccurate
results, and specifications 151-154 should be set to zero if the model is to be considered

in the Commission's decision-making.

2) Treatment of changes in embedded cost

The model permits the user to input at specification number 131 the annual
percent change in carriers' embedded cost. This value is applied to the embedded cost
base of ILECs, CLECs and IXCs without distinction. The assumption underlying this
calculation would appear to be that all three types of carriers are equally efficient, and
therefore should experience the same degree of overall cost reduction over time. In fact,
[XCs, who have operated in a competitive market for the last several years, and CLECs,
who are entering a market as competitive companies. will have far less opportunity to
reduce their embedded cost base than will the ILFECs who have operated primarily in a
protected monopoly environment in the past. The model does permit the user to specify a
one-time write-off of assets (specification 95) and to specify an percentage by which the
ILECs may reduce costs if their rate of return falls below 7.5 percent (specification 123).
But there is no provision in the model to recognize the ongoing cost reductions that the
ILECs may be able to achieve as competition develops. nor to recognize the differences
in the embedded cost base between competitive companies and companies that have

operated in a monopoly environment.

3) No differential treatment of CLEC and ILEC incremental loop costs
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The model uses a single value to represent the cost to ILECs of providing
additional loops and the cost to CLECs of providing additional (facilities-based) loops,
and does not permit a differential in cost between the two types of carriers. While the
degree of competition from these technologies is uncertain, it is probably that some new
entrants will use a different technology for provisioning loops than that used by ILECs
(e.g.. wireless, cable telephony) and that all CLLEC's will likely use a different network
architecture, this does not appear to be a reasonable assumption. The model should permit

independent specification of the cost of ILEC loops and CLEC facilities-based loops.

4) No differential in cost for unbundled loop used in conjunction with CLEC

switching vs. combined with unbundled local switching

The model does not distinguish in the charge to a CLEC for an unbundled loop
where the CLEC provides switching and where the CLLEC does not provide switching.
The amount specified for the current incremental cost of providing an additional loop at
specification 99 includes the local usage (switching and transport within the local calling
area) associated with that loop. The costs attributed to the operation of the CLECs is this
amount plus any markup defined in specifications 10 and 11 multiplied by the total
number of CLEC loops less CLEC facilities-based loops. Thus, even if a positive value is
specified in specification number 72 for the percentage of CLEC loops served by CLEC
switches, the total cost of the loop, including local switching and transport, is attributed
to the CLECs' total costs. The result is to overstate CLEC costs (presumably unbundled
loops and unbundled local switching will be available as separate unbundled elements)

for those loops served by the CLECSs' switches.
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5) Universal service costs (to CLECs) appear to be double-counted

In determining IXC/CLEC operating income. the model first sums the total
billings by the ILECs to other carriers. This amount is found in the "D" level sheet at row
535. Included in this amount is the amount input at specification 58 for universal service
funding. In addition to the LEC billings. the model adds costs for adding or churning
loops, and for billing and collection. In line 538. the total amount for billing and
collection per loop (including ILEC residual loops. see paragraph 6 below) is added to a
per-line universal service amount, found in row 521. The amount is row 521 is calculated
as the total universal service amount (specification 58) divided by the total of CLEC
business and residential loops and stated on a monthly basis. Universal service funding
thus appears as a cost to the [XC/CLEC segment twice -- once as part of the total LEC
billings to the IXC/CLEC segment, and a second time as a part of the billing and
collection cost per loop. The result is that IXC/CI.F( costs are overstated on an annual

basis by the amount of total universal service funding

6) Mathematical errors

The version of the model released in conjunction with the Notice
(MODEL30.WKS) contains two mathematical errors that MCI has discovered thus far in
its examination of the model. First, the calculation of the cost of an additional access
minute net of depreciation and return at specification number 102 is incorrect. The model
calculates this amount as the total cost in specification 101 multiplied by the "ROR and
depreciation component” in line 99. The amount should be calculated as the amount

specified in specification 101 multiplied by one minus the "ROR and depreciation



component” in line 99. MCI discussed this concern with staff in the informal meeting
conducted by staff on June 20. 1996, and believes that this error has been corrected in
subsequent version of the model that has not yet heen placed in the public record.
Second, the billing and collection cost for CLECs is calculated in the "D" level sheet, at
row 538, as the sum of CLEC unbundled and facilities-based loops, plus the LEC
"residual” loops times the billing and collection cost per loop. As a result, it appears that
the model is attributing to CLEC total costs the billing and collection costs not only for
the CLECS' loops. but also for those ILEC loops serving customers that have not become
[LEC "total bill" customers. In addition, this amount appears to be redundant of row 537.
which is the billing and collection expenses associated with only CLEC loops. If this is
correct, then the actual cost for billing and collection for CLEC loops is double-counted.
MCI believes that this dramatically overstates costs for the CLECs.

While MC is appreciative of the extra time granted for the filing of comments
regarding the model, the complexity of the model has precluded a complete analysis of all
calculations contained in the model. There may vet be other problems of which we are

not aware.

IV.  Correct Values for Input Assumptions

As explained in the preceding section, the model fails to consider a number of
important variables that will affect the ability ot C'l EC's profitably to enter the local
market, fails to consider a number of factors that will affect the overall profitability of the

ILECs, and contains mathematical and logical errors that affect the accuracy and

30



reliability of the model's conclusions. To the extent that anyone uses the model in
estimating the impact on industry segments of various decision regarding the pricing of
interconnection and unbundled network elements. it would be essential that reasonable
and coordinating inputs be used in specifying the operation of the model.

While MCI does not believe that use of the model in informing the Commission's
decisions in this proceeding is appropriate. it offers in this section some suggestions for
specification of the model that appear to yield reasonable outcomes. These suggestions
are contained in an attachment to these Comments. Attachment B. In addition, MCI has
incorporated into the FCC staff's model additional components that estimate the effect on
stock prices for each of the seven RBOCs of changes in the FCC's model. The stock price
calculator components assume that the baseline specified in the model correspond to the
baseline estimate of stock analysts' earning forecasts contained in MCI's financial impact
model. Increases or decreases in ILEC earnings predicted by the FCC model were then
used as an input to the financial impact model to determine the likely impact on RBOC
stock prices given the scenario specified in the FC'C model.

The scenario presented contains what MC'I believes to be reasonable assumptions
on values such as the underlying growth rate for various services, the underlying rate
reduction rate for various services, and the rate of market penetration for CLECs into the
local market, and for ILECs into the interl ATA market (of course, this value depends
crucially on the rate charged for unbundled network ¢lements and upon other factors not
considered in the model. as noted above). The baseline used for comparison purposes
assumes no market entry by ILECs into the inter] ATA market, and no entry by CLECs

into the local market.
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In Attachment B, the effects of reducing the price of both interstate and intrastate
access to cost by the vear 1998 is illustrated. MCI has specified that the industry structure
factor (specification 66) is set at 0.5, and has posited ILEC acquisition of "total bill"
business customers at 15% and 30% for residential customers (achieved in the year 2000)
and CLEC penetration of the local market at 25% for business customers and 20% for
residential customers (achieved in the year 2002). No markup over incremental cost for
interconnection and unbundled network elements is assumed. As can be seen from the
output sheets in this scenario, ILEC earnings decline in the first year of the transition, but
the losses are made more than good in subsequent years as interLATA market share
increases. At the same time, the IXC/CLEC profit rate remains below the ILECs'.
Consumer surplus and overall economic surplus are positive, and the immediate effect on
ILEC stock prices is very slightly negative.

This scenario illustrates the importance of significant reductions in access charges
prior to entry of the RBOCs into the interl. ATA market. Without such reductions, the
rapid increase in ILEC market share will reduce IXC margins to a far greater extent than

can be offset by increases in earnings due to CLEC entry into the local market.
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V. Conclusion
For the reasons stated herein, the Commission must not rely upon the released
model in reaching its decisions in this proceeding. The Commission should adopt prices

for interconnection and unbundled network elements which are set at TSLRIC.

Respectfully submitted.
MCI TELECOMMUNICATIONS
CORPORATION

// [ g1t } P ,A%ﬂ{(/@(, Y&
Mary L . BroyJ'n
Mark Bryant
Don Sussman
MCI Telecommunications Corporation
1801 Pennsylvania Ave. NW
Washington, D.C. 20006
(202)887-2551

Filed: July 8, 1996
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ATTACHMENT A:
Review of RBOC Stock Price Sensitivity

A review of RBOC stock price sensitivity demonstrates that RBOC stock prices exhibit
little or no reaction to regulatory actions since the enactment of the Telecommunications

Act of 1996.

1) February 8. 1996 - Enactment of the Telecommunications Act of 1996.

RBOC Industry Group Price

2/7  450.71
2/8  444.65
2/9  446.80

2) April 11, 1996 - Washington UTC cuts USW revenue by $91 million a year
(Docket UT-950200).

USW Share Price RBOC Industry Group Price
4/10 $32.25 4/10 $380.23
4/11 $32.00 4/11  $377.89
4/12 $32.50 412 $383.50

NOTE: USW's price declined on the date of the rate case and rose back to over previous
levels the day after the case. The overall RBOC average trend was the same during that
time period.

3) April 19, 1996 - FCC releases Notice of Proposed Rulemaking on Interconnection
(CC Docket No. 96-98).

RBOC Industry Group Price
4/18  $393.63
4/19  $400.66
4/22  $405.65



4) May 29, 1996 - Georgia PSC orders 20.3% residential and 17% business
discounts for resale (Docket 6352-11)

BellSouth RBOC Industry Group Price
5128  $41.63 5128  $404.18
5/29  $41.50 529 $401.40
5/30  $41.63 530 $396.25

NOTE: Average price rebounded to over $400 within 23 days on April 22nd. The closing
price on that day was $405.65.

5) June 24, 1996 - The Wall Street Journal prints story that RBOC revenues could be
jeopardized if FCC adopts pricing decision promoted by the long distance
industry.

RBOC Industry Group Price
6/21  $397.00
6/24  $396.85
6/25  $393.88

NOTE: Share price for the RBOC average rebounded to 6/21 level within 3 days after the
article is published. The close for the RBOC average on 6/27 was $399.

6) June 26, 1996 - The Michigan PSC orders dialing parity within 30 days (Docket
U-10138). The Illinois Commerce Commission releases decisions which provide
average wholesale discount of 22% for resale of local service (Docket 95-458)
and which order a $31 million reduction in rates for Ameritech customers (Docket

96-0172).

Ameritech Share Price RBOC Industry Group Price
6/25 $58.37 6/25  $393.88

6/26 $57.37 6/26  $391.96

6/27 $58.38 6/27  $399.14



[T p—

7) June 27. 1996 - FCC adopts local number portability decision (CC Docket No.
95-116).

RBOC Industry Group Price
6/26  $391.96
6/27  $399.14
6/28  $404.52
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Susiness interstate 17 OPe ') O0P% 10 0086 '0 00% ‘0 O0Pe
Businass nirastate 0% 3 00 10 00% 10 0% akss,
ANNU CNNGR 1N NON-3CCESS COMOonent of 'Cll rales
ocefore infation 4 (Re 4 R 4 ORp 4 Pe 4 P
STO 202
AQONG OrIC8 QLS O NON-ACCESS POMICH of Lol charges for
CLECAEC "tata il resiasntial cusiomers 7 00% 2 0% b 2
STD n0s
TLECAEC otal D" Dusingss customers 2 00% 20% 209 z 0%
STD 005
All customers twst year of LEC antry into inten ATA 10 % 0 0% 10 e 10 e
Eum Klashcties
Toll servics siashioty Dased on curfent oernod rate change -0 40
Toll 38rviCB slaNIOly DASEA ON CUITENL ONE-vBRS CICX rate Change 025
Toll servce siagticly DRSSO ON CLrrent Iwo-yeer Ofior rate change 008
Readential IOCAI S8rVICe slasi:aly (Daseq on totai Dil) 3008
Resgenia 3aMIONS kNe SASEAtY (DS ON (oCa! r3te) 00
Busness (0cal servics elasiiaty 1DASed Or OCal rate) [sR1s]
Univer sBi $8rvice Tundng ($oihons) 30 &80 10 685 30 608 30 719 $O 741 $0 741 30 741
Fiat amount par customer hne $0 00 $0 00 30 00
Per interstate radtional scCess minute $00000 $OOOOC 30 Q00O
Per intrastate tradtional access minute $00000 300000 300000
Percentage of & TRS reportatie enc user (evenue D D% 00% 0%
Percentage of 3l TAS r9pOrtacie INerstate enc-user (@venue 0 0% Q0% 0 0%
Per minute of tl! service (interL ATA ana intrai AT A $SO0000 $O0000 30 0000
Per minute of interstate tod service $00000 300000 30 0000
Lnduzy 32 ucture
Distribution skewinqg factor [ 1= very Iitie, 1 = pure Geam sxim) 050 ST 01

Note CLECsS are iikety o target the most profitabie customers when they enter 8 marret  The LECS would keiy oo the seme when entenng IXC
markets This 13 caied ‘cream skimming © The mOde! hes 7 Categones of resicential customers and 3 Categones of buSINEss QuXamers stratfiec
Dy (OB USage The MO ASSUMAS (NS e NGNEST VOILMe (OF CUSKOMErS 3re e MOSE Oroftadie  The user USES the Sewng factor to speaty Now
SUCCESEI COMDINLOTS Wil D8 A CTEEM StMMING  TO S9e how S 1ACICr works SDACIty 3 Growang parcentsge of resaential CLEC or LEC “total bei”
00pR. vary the skew and then oDeer ve the mMoasied ASNDUION of ‘Dropretary customers by 1OF USaQe CRleGEry  (approx iines 77-84 nthe E
lovel)

% of CLEC !rafhc at alemative 3CCRSS Charges vs Iradtional 2CCess charges 100% 100 '00% 100
% of all loops provided by CLECsS  (Note /RUN wil rangs value anl of the percentages
Remaental 000 002 J05 307
Business 000 203 Q07 310
STO1 (ry avy paicent dffersnce as yous nae
STDZ tor vear-over-yeer changes 325
% CLEC locDs served by CLEC swich 20 0% 20 0% 25 0%
% CLEC loops croviced wth CLEC's own facuties 1 0% 2096 3 0%
Likehhood of termnating with aftdiate f CLEC ongnates s cal e e %
% of terminatng ol that XCs reroure” to LEC tvu CLEC o3 e 0 0% 0 0% 20%
% of DUSINGES ONGNITNG MINULBS VA SDSON ACCIES 43 0% 13 4% 43 9% 14 3% 44 M 15 2%
1XC share of LEC resicual customer ntraL ATA tod
Resicential e $e ™ Fe 11% 2%
Business [ e ks, ] k) 11% 2%
% of 3l icops that become LEC Total ti”™ customers  (Note  AUN wil range value a1l of the Dercantages |
Restaental 00C 000 012 024
Business Q00 000 008 012
STD1 - avg percent dfterence 028
STDR - year over year changes g2%8
Percent of LEC ongnaled inlecstale ihat lerminates “in ragon” 0% 0% 30% 0% 0% 0%
Percent of LEC ongnated Int 2StAte that terminates "n reguon” 0% 0% O 0% 0% D%
Churn % total il & unouncsed CLEC loops that churn 1n 1996 25 00w
STO ntial churn rate 5%
YOUr-Over-yole Change in CIUIN rate thvough 2002 -
Chum rate for 2002 through 2010 109
Kay.Cont Spacilicatians
Infiahon in the sconomy (chain-type GDP onoe naex) o7 27% 2 7% - 2% 26% 27T% 2%
D 0008
Growth in resl GOP 29% L 20m i, 20% 20% 22%
Moody's Aas Coparte bona yeia r22 ror T 59 710 740 T40 740,
Degrecwuon rate o0on oon J0M oon o0 oon oon
INCTreenm 1 CODr TOSNIVE DBY DI Of JBEY 8:XPENSe A45456 C44697 ass 045 045 045 04f
One-ome wite-oifs of gross piart (SDHONS. Shown posibve) $0 $0 $0 0 $0
Change 1n asierred laxes ano oiher OF EPMA EXOENSES 1 5% 4%
Amarizanon of GElerrea taxes BNA other DIEPEIC SXPDeNSeS ‘80 80w -8 0% -8 0% -8 0%
Percant of tax st statutory rate that waii be osferrea 0% 0% 50% SO% S0%

Nate | The moaei caicusates the tractional LEC'S ROR on rate base  The mooei's rate base 1S Caicuiated 88 GFOSS clant minus accumuisted
Page 2 Attachment !

100 00%

3595

4 e

20%
20%
'0 e

1
82

88 88
gH5788

149
149%

230
215

2™

22%
740

oon
045

-8 0%

2001 ne
‘00 00% S0 0%
0 0% C 0%
10 0% 2 00%
0 00% 0 0Re
0 0% 3 0%
4 O 4 Ry
s 0% 2 0%
plv, J0%
13 0% '3 0%
$0 741 0 T4
$0 00 $0 00
$O0000 30 0000
SOMOC 50 0000
[ofs Y 0 0%
o] 3 00N
S00000  $0 0000
$00000 30 0000
100% 100%
015 220
020 025
30 (Ae 30 0%
5 0% 30%
0% M
0 0% J0%
46 1% 416 %
18% 19%
1%, 199%
030 g30
018 018
30% 30%
0% 0%
27% 2T
22% 2%
740 740
oon joffa2 ]
045 045
0 %0
-8 0% -8 0%
0% 0%
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CCBAOGC Simuimion el s) 1394 1995 1396 1397 1358 T399 2000 o1 0R
B QuAtion 106E COITed CAOH@ S o7 19X LE T reonviead aDnul RS0 mien f Aner 1anitiag and asterfed cranits 0 L S04 430 e v arunts

~~85 NAUMR (O BXAMOI® Over o0 DA M 160BraI LaXe8 WNIC™ Were INQUORC 1N &2 '9venue reQUremenis DL which haa not DEeN 0QIa as of

TRoAmner 31 1354 Racyialore IrRAnonAatly [Taal Mase ANDLNIS AS M e CANITAL Tratrialis in (e 4300 A NS Faw rANIcty IPresan 1664 Nt

3y pecOme reatvey Statie startirg N 1395 Decause of tax (aw CNANGES  Sething INe two precaeing spectcaoons al -8% ana 3P proauces a

2alivery STaDI@ (0131 1N 1Ne DASE Case  3oe e expense SBCLON (30OMoX kre B0~ me T 2ve

Kay Cost Spaalicanions - connousd
5L vk
L = Qe cnange \N PRYSICAL WoIls
AQgea monthly CoSt 1or DY ovidng an 3aational 0o $1510 ACA & gepreaaion camponent 50%
958 naudea ACK & georecaton) $7 55
Aryied SWICHING COK fOf AGALION3! 3CCHSS MiINite 300045 PO O004S  FOODES 30046 300046 300048 00047 FOOOMT  SOQ047
Less noucec AOR & cepreaabon) 300023 0023 300023 ORI 300022 0002 Oy 00RI 30004
A ssumed percent dfterence petween CICS soeatied
3bove ang 1N adua: CiCs fof 1oops and 3CRss Minui es 5, % .. e P P Pe P8
Aaged M ontMy Cost to Drovide Diing/asstom er Servce $4 00 4 00 4 00 34 00 4 00 4 00 4 00 $4 00
(Note Costisper ioco  raif the amount spectied 1S removed rom expense i LE ( ZuSIomer 100ps deceases
Aoned LEC expense of 300G o Chirrng an unBunded 1000 (INCILAENG 0wn) 35000 35085 3517 35259 353 49 $54 40
Acnec CLEC expanse of 300NG Of (Rurning an unbuncied 1oop (NG M3rKanna: $7500 $78 28 377 57 %78 60 180 3 $81 80

To prowae resdential tol Per minute (less AOR & decrecauon:
Nterstete toll INCuGNg INKernatoNSl Jaltiements $0 30 0800 300805 300809 300813 $00818 300822 $O0826
ntrastate toll 30 @O0 30 @O0 SOMO2 30MOS 0WO7 om0 0Mm1Y 0®ID

30 30 0500
$0 $0 0200

Q800
00
0500 300804 300508 300811 S00815  SO0%18 $O 0822
GRO0 30002 00RO R4 0006 30007 300209

72 prOVIOe DUSINGSS 1 0O minute (lass AOR & deorecation:
NMeraS 10! INAUON Y 1NlerNabona seltiements
“lrastate ton

AZORd CORTAUNG expense Naf Afe Modkied A5 QercerKages of jgded ravenys

EC Vertcal wrwces 30 0P 30 0% 30 0% 30 0% 30 Q0% 3000%  0OO% 3000

LEC Speqa Access Services 64% 64% H4% 54% 4% 6549 540, S49%

Prvale ine serwoes 4% 4% S49% 5% 549% 549 54% 4%

Ctner snamisc LEC serwces (Dllng & cotection etc) 40 00 40 00% 40 O0PL 40 00% 41 00F6 40 006 40 00% 40 00%

xher IXC/ICLEC ravenues (ciner than swiched 1o#) 0% o% 0% 0% T0% 0% TO% ™%
Percentsge of (0008 that are unbuNaAed 3DOve WHCh full A0ALONAI eXPeNSes ocCu! O™ 4% . 129 16% 0% 24%
Total acoed LEC martedng sxpense when undundad I0008 8xcesds threshald

Resigential (Dihons) 300 303 303 3023 303 303 $03 0

Business (Drhions) $00 03 $03 03 $03 303 $03 $023
Total 9ade0 LEC marketng expense i LEC share of TCtal D" CUSOMET 10008 9XCOeds thr osnaid

Remasnhisi (Diions) 303 $03 $02 $03 $02 $03 302 303

Business (bihons) 3023 303 303 $03 $03 0 $03 $03
Total acoed IXC marketng expense 4 LEC share Of 1013l Ditf 100DS @XCeRaS 1 BSNOK!

Resiasntial (Dihons) $03 $03 303 $023 $02 $03 $03 %03

Business (Dilions) $02 303 303 03 02 303 303 03
Mmemum percent by which LEC re0uces embedded COSLS In Year it Onos

year AOR on rate bese tel balow 7 5 in fxior yeer 50% 5 0% 5 0% 5 0% 5 0% 5 0% 5 0% 5 0%
CGalax ol DA 0 RS

Annuai change in CIC or locps (Defors «nHahon) b 2(?5 200% 2 009 2 00% 2 2 00% 2 00%

ST oo
Annual change in CiC for access minutes (before infiatian) 2 00 -2 00% -2 00% 2 00% -2 00" -2 00w -2 0%
Decrense t0 CIC (o aconss minules far INe (v s yesr
DA CMOKIBON BN % Of |OOPS SOBANIA on ing 1 16 Q0% 0 0% ple. ole ] [oe, 0O J0%
ShOWN {OF A0EFOLNIBIe yoars) 00 J0% 0 0% 2 0% 0 0% 2 0% 00 o}

Annual change n CICS for tall minutes (bafore intiation)
STO
APNUS! ChaNGe i MOS0 oSt Detore inflation (LEC. IXC & CLEC:
STOD
A@nupl change in added cost of ullnglcdtcao(\_p'or new ne ..
vakma e Lo .
FLER UL
Net repiacement nvestment (percentage o pror yesr plus consant) percents: Q7700 Constent $1 00
Per aaced resasttisl MArY 1000 (I SoHers) $800 $800 $600 $608 61 3618 o ad 1 ®7 $643
Per acded remdenhal 8A3hoNs 10008 $200 $200 $200 R $204 $200 210 12 214
Per acied Dusineus 100 (in colars) $500 3500 $500 $508 $510 3518 $520 3528 $531
Par ‘Shadow 100D (N ACNErS) (see ine 15} Delow $100 $200 $200 202 $208 $208 $210 12 24
Per thoueand adued SCOSES Mminutes (in doliers) $2 32 2 24 $24 $24 24 25 25
Per thousena scoed o mirwtes (n aoilers) 30 30 30 01 31 01 a2 32 2 02
To a loco untundestie (n adinrs) $1 $1 $1 $1 31 $1 $ 1 $1 3
For verticat serwces per $1000 3008 revenue $100 $100 $100 $10% $10R | 31¢.3 $108 $108 $108 $qr
For specst sccess per $1000 saded revenus $1.000 $1 000 $1,000 $1.010 $1.00 $1.0 $1 041 $1.081 $1.082 $1.072
For privats ine per $1000 sdaed revenus $1.000 $1 000 $1 000 $1 010 $1.020 $1.000 $1.089 $1.081 $1.082 $1.072
For cther & misc per $1000 3008d revenue $100 $100 $100 s 1R k3o ] $10¢ 105 $108 s$107
Koy Com Spaalications - contiomerd
before nfianon)
Par 100D Of 300088 MNUte s T 15 100 1 5% t T -1 Tee 1 ™% 1 N 1™
ASSOCISE0 Wh RISNTOSS pIant 1 7o 1% 10% 10 -1 MR -1 e ' e -1 7% i)
To make icops unbundieadle 1 7o 1 5% 1 9% 10 1 1 % 1 ™ 1% 1%
Per ton rmrute 17 1 5% 1 0% -1 8% 17 1M 1 ™ 1 7% 1 7%
All other types of nvestment 1 7% 1 5% ! % N 1 e 1™ 1% 1™ 1™

Nete: The modsl sads hxecls smeunt CE HONES NG INVESIMENE DI INOD  ReAKCBONS I LOLW 100DE, therefars. recuce L1018 EeNses 8nd

nvestiment In reshly. when 100pS &re 108 10 COMpetiton. SaMe partion of the pIant and SIS00NC expenges reman £ ven hough Lolal Io0pe may
ta gowng, Some KESRS {0 I2QhIes COMPMON Mey De CCCLING  THE STEREENSM USSR “IHBCOW GOWN” lo MOG s You Shad SD8CY B 100D
T OWEN rale DEIOW Which SOME CONE S0 UNEVOJEDIP ANG SUME Clant 18 RTINGEC JUe 1O For sach 100D Delow the

I eehcia yOu 8080ly. 8 small rachion of & Shaow o RENAS 100D 18 MPted  The frackon NCTEBENE UNY! It FEGNES | SHEUOW IVCP PEr ot |ocp &t
the S8CoNd U SCECHET Nhreshald A third SDECHCRBON SNLS NS PErceNtagse of normat CIC 1or each SHEEOW 100D that wil D8 INCILANT 1N SKDENSeS
Spn?, with oot A -wboromodow‘nm-,ymmauﬁrtwm?ﬁwmmmmwmdccmmm

i
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2008 tREL Wl 08 SHMINIGO N GACH I ‘e SUCCESSIVE veRrS 'r2 ~vasgmen: 3sscoatan T SITanaea Dant Der SNadnw 1000 1S speched on ine 138

“rerate ot ange N Mat SO8QNCALOT § SA DY INe usar N 1ne 14’

OSSN 1N Qrowtn 3t whiCh (oSt 1S ~CTeased [/ eoresent stanaed olant
LOSS IN 1IN QrowtN @l whuch MaxiMmum SNFO0W’ 11 gs DBf (081 ine  $ : T outen

Peroeniage of oranary ine cost atinouted 1o shagow: ines

M of WwhICH IS requeed IN edch O * I SUCCBSSIVE Yed S (maximurm 17%

Kay Growth Ryies and Raties
Growth rate for vertiCa Services per ine

STD
UNaerving growin in (otal resiaentiai nnes

ST0
Unosrinng FOMN N DuANSSS (IneS

37D

CNOBN NG 1O1-MINuUt@ Growin (@xCusive Of ONICe SHastiC simuation:
Aesicantial INterLATA nterstale foer ~ousenoid)

3TD
Resigential inter AT A intragtale per nousenoid)

370
AesioBntial intral ATA (Der houSBNOK:
BuSINgss intari A TA tat per nine

STC

Business ntral AT A tail per nhe

SDeCa! ACCeSE 1@ veNue
Percent of SDRQaI AICCESS thal i§ INterstate
LEC private ine & misc Lol revenue
Percent of PL & misctnat is interstate
All ciher LEC revenus
Porcent of atner revenue hat /s reguiated
Percent of other revenues that s interstale

37 OWN 7310 1IN Aher 1aNes

INtGr BBt @XDANS® as DAroBN Of NBF DIaN
Efectve FIT rate

LEC sharenolcer equily as peroant of nat plant

Growth In other 1XC ravenue
percent of cther 1XC revenue Mt 1s nterstate
Growtn in other CLEC revenue
percent of other CLEC revenue that :s interstate
Qrowdth rats in mabe other than reliuter § POS
Ctowdiv i il 8 MCC
Dercent motiie & calluid revenue thal s Nersilale
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CCR/OGC Simuiation 1996 1997 1998 1999 2000 2001 2002
0% markup 85% discount. access 1o cost
ol Minates (onions) 3781 5154 -0l - - W 4 Y4 X B 3E X 38T
Telephone Penetration [*< N} 94 0 940 94 1 94 1 941 94 2
inflation Index 1052 108.1 1110 1140 117 1 1203 1235
Resigental Price index i 1994 = 100) 981 98.6 875 865 859 85 4 849
Average Tolal Hesaental Bil at 1994 Usage Levels
Lowest toit users $30 529 329 30 $30 $0 $28
Mid Range Customer $47 $47 $47 343 $43 343 $43
93t 3% Of toll Users 3229 $225 $224 $176 $172 $170 3169
tllions) 35'7 . !U.; 5.7 15.7 ) m
otal LEC Revenues ($Billions) $108.2 $111 2 31085 $125.0 31335 $1358 3138.1
LEC EBITDA ($Billions) $50.5 $54.0 $45 4 $555 $00.7 $61.4 $81.8
LEC EBITDA (1994 $8Billions) $480 $49.9 $40.9 $48.7 $51.8 $51.1 $50.1
14 4% 16.1% 10.7% 15.5% 17.9% 18.2% 18 5%
$78.1 $83.3 3890 $715 $78.2 $88.3 [ X]
$24.0 326.9 $29 9 $30.3 $31.7 $38.7 $40.1
5228 324.9 $27.0 $28.5 3271 $20.6 332.4
wily. Tor per y histonc pernod TEC nout. SV IUS 3 Ve
(Change In Consumer Surpius from Base Case (bilions)
Residential $0.0 :$0.8) $68 $7.8 $8.1 $8.4
Business $0.0 . $0.8) $76 $9.0 $10.0 $108
LEC Surpius $0.0 :90.1) (37.7) (33.2) ($1.6) ($3.0)
IXC & CLEC 00 0.1 30.2 ($31.4) (32.0) (31.1)
L Government 00 201 (24.9) 225 (32 (.4
total $0.0 ($1.4) 320 $8.6 $113 $11.6
Residential Price Index
: 100.0
; 9so L. .. - . . . e : e <
f 890.0 4+ -« e L e e e e e e e e e e e e e e e e e e e e e e e e e e . d
850 + - -- - -« - [ e > >
BOO ~ - - - - - oo el -
75.0 + t 0.05
1996 1997 1998 1999 2000 2001 2002 0.08
0.05
0.08
Interstate ‘Access Like' Minutes
0.08
1500 F.’_
1000 W:‘.—:—‘—ﬁ‘:‘:_—:-r”r"
500 T
>
0 . —
1993 1998 1997 1999 2001 2003 2005 2007 2009
+— Hitting Switch-e— Total (incl. CLEC fac. based
! LEC Revenues & Expense
' $400.0
: $200.0
! $0.0 — n — "
i 1993 1995 1997 1999 2001 2003 2005 2007 2009
| Paget Attachment 1 7/8/06 1:37 PU




—8— Revenues —=— Expensesi

LEC EBITDA

$100.0
$50.0 - Mﬁ — l

$00 L — ;
1993 1995 1997 1999 2001 2003 2008 2007 2009
|
| —8—current dollars—a— constant 1994 doilars [
I
e
Total Loops Housenold Bills at 1994 Usage Levels l
‘1
300 332
200 4M $30 % g 858 08-0ssaeesssss
e o >R RESRSRSREKSR2SSRS
2 208080803 02 08 -
gofofoF CROROROROR*® r—.— Lowest toll usage—e— micadie toll usa;f l
—a—high toll usage —S— top 3% I

Interstate Access Charge per Minute LEC Access Revenues

$0.0400 - $25.0 _—

$20.0 «‘M
30.0300 #l.‘-_' i
$0.0200 1 x $15.0 - ,

. + $10.0 !
$0.0100 - w $s.0 1 !
so'omo > = o o 9 3 so.o N § o o :

EEEEEBEBEEE 2§ 8RB E88EE 2
LEC Net Plant Return on Rate Base
$170.0 50.09 - \
40.09
ne00 | so0m
20.09%
$150.0 | ' | 20.0%
31400 . = - . 0.0% e ——
[ b4 [ —-—
828 EEERE #8288 858Eg8 8 |
Page 2 Attachment ¢ 7/8/06 137 PM



IXC/ICLEC Operating :ncome

Beil
Ameritecn Atantc BeliSouth  NYNEX PacTet SBC US West
2000

Earnings Loss $ 92 $ as s 101 8 6t $ 39 8 93 § 47
Percent Decrease in Eamings 3.10% 310% 3.10% 3.10% 3.10% 3.10% 310%
ROE 22.09% 21.87% 17 51% 19.82% 35.95% 22.84% 28.19%
Cash/Construction 193.06% 148.04% '4782% 130.50% 109.47% 183.38% 131.82%
Earnings/Dividendas 195.13% 196.46% 8515% 183.50% 129.44% 212.48% 145.18%
Stock Price Effect
1998 Stock Price Atter Hit S 5880 3 5491 $ 3855 $ 40083 $ 2875 § 5289 $ 3228
February 1998 Stock Price ] 5883 S 6838 § 4038 $ 5213 8 3025 $ 5575 § 3400
Percent Decrease 5.09% 5.07% 4 53% 4.79% 4 96% 513% 512%
Compoeate Decrease 4.96%

Page 3 Attachment 1 7/8/86 1.37 PM



