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1 that LECs serve new demand only by installing new switches. In fact, LE"

2 frequently buy additional lines for their already installed switches, and those

3 additional lines cost more than lines on new switches.

4 6. The Hatfield Model connects customers in different Census Block Groups (CBGs)

5 to the nearest central office. This sometimes results in households within a CBG

6 being assigned to a wire center other than· the one adually serving them. This

7 happens in large part because the Model ignores topographical baniers (e.g.•

8 bodies of water, hills, etc.) or institutional constraints (e.g.• rights4-way) that a

9 real network has to deal with.

10 7. HCM 2.2.2 apparently assumes that each CBG in a given density class is served

11 by the same number distribution cables.7 Again. if the assumption is untrue.

12 serious underestimation of cost can occur. In addition. because the Model works

13 with CBGs, rather than the adual distribution areas served by LEes. it is quite

14 possible for the Model to assign larger cable sizes (and. therefore, to experier- \.

15 greater economies of scale) to a densely-populated CBG than the cable sizes

16 actually deployed by LECs in their largest distribution areas.

17 Q. IN WHAT RESPECTS HAS HCM 2.2.2 (SUBMITTED IN THIS PROCEEDING)

18 EVOLVED OVER HCM 2.2.11

19 A. Any definitive answer must await a comprehensive examination of HCM 2.2.2 and its

20 accompanying documentation. Because I have not yet had the opportunity to fully

21 review it. I can only react to the modifications that AT&T claims have been made. It

22 appears that HCM 2.2.2 may allow greater control over input parameters (particularly

23 input prices) by the user, although the cost "results8 submitted by AT&T are probably

7 HeM 2.2.1 used exactly four dlstrtbution cables. HCM 2.2.2 appanantly varies the number of cables by.
density class, although the document describing the dlft'e.....ces between HeM 2.2.1 and HCM 2.2.2 did
not includ.e specific numbers ofdistribution cables per CBG.
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1 based on AT&T-selected input values, which Mr. Hearst and Mr. Raley demonstrate

2 are unrealistically low.

3 Also, HCM 2.2.2 separates structure costs from the cost of cable and disaggregates

4 expense factors through separate treatment of underground and buried cable

5 expenses. In addition, HCM 2.2.2 changes the default assumption of a 12,000 foot

6 loop length as the cross-over point between copper and fiber cable to 9,000 feet for"

7 the feeder portion alone.

8 AT&T's submission in this proceeding suggests other changes as well. For example,

9 in applying the HCM 2.2.2 to SWBT, a 10.01% cost of capital is used. SwaT

10 witness Dr. Avera discusses why this factor is too low. Depreciation lives are also

11 somewhat lower than those originally assumed by HeM 2.2.1. For example, loop

12 plant lives are reduced to 20 years (depreciation rate of 5%) and end-offa switch

13 lives are reduced to 14.3 years (depreciation rate of 7%). "Apart from these obvious

14 changes, it is currently not possible to judge whether HCM 2.2.2 introduces other

15 modifications.

16 Q. DO THE FOREGOING MODIFICATrONS IN HeM 2.2.2 SIGNIFICANTLY AFFECT,

17 THE RESULTS IN THE MODEL?

18 A. No. There is surprisingly little change in the Model results given the apparent

19 substantial change in critical inputs such as the cost of capital' and depreciation.'

20 The following Table compares costs estimated from HCM 2.2.1 and HeM 2.2.2.10

e For example, the original 1984 Hlltftetd Model report stated that .175 buis point difference increases the
cost per line by 11%. Thus. moving the Model's 8.91% cast of capital In HCM 2.2.1 up to 10% (in HCM
2.2.2) would increase costs by lbout 7", which would increase the totll cost of In elements to $18.15.
Hatfield AssociatlS, "The Cost of Bssie Univerul service,· prepared for MCI Communications
Corporation. July 1994. These sensitivity tests Ire pril'Nlrity llustrative.

e The 1994 Hatfield Report indicates that chlnging deprecidon from In lverage 20 yelr life (5 percent
rate) to 15 years (6.7 percent rate) would incruse buic seNice costs by 13 peant. Applying this
relationship to the change in the depreciation nile between HCM 2.2.2 Ind HCM 2.2.1 (weighted by the
cost of network elements, the rate increases from 4.8 percent to 5.8 percent) would increase cost per
line by 8.5%, which would increase the total cost of all elements to $18.40.
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Loop Distribution $8.69 per month $6.78 per month
Loop Feeder $0.57 per month $2.53 per month
Loop Concentration $2.30 per month $2.39 per month

:i!loblii_op::i~~1.~~J:iiiji::ii!if:!:i!!:::i:!iiii~~rJ~!i!:!H.!!~" :..•. :', :""·;;~~~.lmimlll••_._Ii.~iill~i!:••!!\!jim::;~~1~

End-Office Switching: Usage
Signaling elements: Unks
Signaling elements: STP
Signaling elements: SCP
Transport elements: Dedicalted
Transport elements: Switched
Transport elements: Common
Transport elements: Tandem
Switch

$0.0023 per minute $0.0018 per minute
S41.64 per Ink/mOnth S15.30per linklmonth
$0.0004 per message SO.OOOO6 per mea.age
SO.OOO8 per ,', SO.00075 per message
S12.72 per 05-0 equiv/month S3.62 per OS-O equiv/month
SO.0013 per rmnute SO.ooo36 per minute
$0.0014 J)8r minulelleg SO.OOO55 per minutelleg
$0.0018 per minute SO.0018 per minute

1 This cost comparison is very instructive. First, given that the basic approach of the

2 two Models, and a number of assumptions embodied in them, are similar, it still

3 appears that both sets understate the costs of the two cost categories, "otal loops·

4 and "total cost: all elements." Of course, I have not yet been able to fully review HCM

5 2.2.2 software.

6 Second, there is very little change in purported costs of those two al!-important

7 categories despite what appear to be substantial modifications in cnJcial assumptions

8 and inputs such as the cost of capital and depreciation rates. However, the all-

9 important fill factors for feeder and distribution loops remain pegged in HCM 2.2.2 at

10 the levels selected for HeM 2.2.1. These fill factors are 50-75% for distribution loops

11 and 65-80% for feeder loops. These assumed fill factors are unrealistically high. For

(.••CODtiDued)

10 Source: Hatfield Associates, Inc•• Update of the Hatfield Model 2.2, Re... 1, preparwd for AT&T
Corporation and MCI Telecommunications Corporation (for HeM 2.2.1 results) and AT&T submission in
this proceeding (for HCM 2.2.2 results).
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1 example, the Commission has adopted fill fadors of 40 percent and 72 percent for

2 distribution and feeder loops, respedively. The high - and unchanging - fill fadors

3 in the two models keep the loop cost estimates unrealistically low.

4 Third, while the unit cost of feeder loops increases in HCM 2.2.2 by S1.96 per month,

5 that increase is almost exactly offset by a S1.91 per month decline in the unit cost of

6 distribution loops. With a·very minor change in the monthly unit cost of locip

7 concentration, that leaves the monthly unit cost of total loops almost unchanged.

8 Whatever impact the changing financial assumptions (depreciation, cost of capital)

9 may have had appears to have had a minimal influence on the unit cost of loops.

10 This is surprising in light of what is known about how much costs change in the

11 SCM-I loop investments module when either the depreciation rate or the cost of

12 capital changes. 11

13 Fourth, I observe significant reductions in HCM 2.2.2 in the unit costs associated with

14 switching, signaling, and transport elements. These could be attributed to the

15 changes in model assumptions made by HeM 2.2.2 for these elements. The

16 magnitude of those changes, however, is quite remarkable. Despite a SO.15 increase

17 in the monthly unit cost of total loops in HCM 2.2.2, the total monthly unit cost of all

.I8 elements actually declines by SO.72, triggered mainly by ·the lower costs for the

19 central office and inter-office facilities. One example of the sharp decline is Signaling

20 Links for which the unit monthly cost falls from $41.54 in HCM 2.2.1 to S15.3O in HCM

21 ·2.2.2 (a 63% decline). HCM 2.2.2 actually raises the depreciation life of Signaling

22 Links to 19 years from 14 years in HCM 2.2.1. This 25% reduction in the

23 depreciation rate may explain some of the observed decline in the monthly unit cost

24 for that element. HCM 2.2.2 documentation contains no explanation for assumption

25 changes of this nature.

" See notes 12 and 13, supra.
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Other potential sources of cost underestimation exist in HCM 2.2.2. For examplet

HCM 2.2.2 assumes that the cost of 4 DS3 terminations is $52tOoo. Because there

are 4"'24"'28 =2688 DSO terminations in alit that implies a cost of $19.34 per DSO

termination. Judging by historical trendst this average cost is very low for SVVST. In

addition, HCM 2.2.2 states that 720 ports are already installed on ·each Signaling

Transfer Point (STP). While this is the maximum possible number of ports that can

be installed, the adual number of ports per STP is usually quite a bit less (an average

of about 50 in SWB STPs)t especially in low-density zones. As explained by Mr.

Raley, it appears that the actual cost of STP investment is quite a bit higher than that

computed by HCM 2.2.2 on the assumption of maximum installation.

Q. WHAT OTHER FACTORS IN HCM 2.2.2 MAY OR MAY NOT HAVE BEEN MADE

THAT CAUSE THE MODEL TO CONTINUE TO UNDERSTATE THE COSTS OF

NEnNORKELEMENTS?

A HeM 2.2.2 does not employ an adequate adjustment to account for topographic..

characteristics (SUch as bodies of water or hills) or institutional barriers (such as

rights-of-way). Simply scaling airline distances up (or using rectangular distances) to

account for possible topographical or institutional baniers' may not suffice to capture

the true additional costs or to correctly assign the CB~ to SVVST wire centers.

Further, although the depreciation rates and cost of capital calculations are not as

unrealistic in HCM 2.2.2 when compared to HCM 2.2.1 t they do not reflect what

actually occurs in a competitive market In fact, the FCCts l..Dca1 Competition Order

(1J 686) and this Commission agree that economic depreciation lives should be used

to determine pricing for unbundled elements.

Q. GIVEN THAT HCM 2.2.2 APPEARS TO HAVE MADE MODIFICATIONS THAT ARE

RESPONSIVE TO SOME OF THE CRITICISMS OF HCM 2.2.1, ARE THERE STILL

ISSUES THAT REMAIN TO UMIT THE USEFULNESS AND APPUCABIUTY OF

THE HATFIELD MODEL?
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1 A. Yes. While HCM 2.2.2 appears to be a modest improvement over HCM 2.2.1, there

2 are still problems with modeling philosophy that severely restrict its usefulness. First,

3 all incarnations of the Hatfaeld Model are based on the principle that the "costs that

4 incumbents actually expect to incur" do not matter. Second, some of the policy

5 implications for any deviation (by SWBT or any LEC) from the hypothetical "optimar

.6 model results are very troUbling. Third, the Hatfield Model remains very·
."

7 schizophrenic about the role of monopoly and competition in conditioning the costs of

8 an actual network.

~ Q. PLEASE EXPLAIN WHY A NETWORK'S ACTUAL CIRCUMSTANCES SEEM NOT

10 TO MATTER IN THE HATFIELD MODEL, IRRESPECTIVE OF VERSION.

11 A. The sponsors of the Hatfield Model have openly acknowledged the Model's

12 orientation toward a hypothetical network..

13 The Model simulates the construction and operations decision-mBking of
14 an efficient local service provider that must Cl88te and operate a new
15 network to meet current and reasonably forecasted demand levels for
16 narrowband telephone services. In simulating the construction of these
17 hypothetical networks, the Model incorporates realistic assumptions
18 concerning the LECs' ability to adopt and implement efficient, cost
19 minimizing production techniques. '2

20 Q. WHAT ARE THE POUCY IMPUCATIONS OF PRICING NETWORK ELEMENTS

21 BASED ON COST ESnMATES SUCH AS THOSE PRODUCED BY ANY VERSION

22 OF THE HATFIELD COST MODEL?

23 A. Costs estimated for the so-called average or hypothetical network that presently does

24 not exist are not sufficient to inform public policy deliberations about the pricing of an

25 actual network's unbundled services or the actual costs of its universal service

26 obligations. If the hypothetical costs wete regarded as suitable inputs for policy

27 decisions, any departure of an incumbent LEe's costs from those hypothetical costs

28 could be read as prima facie evidence of inefficiencies in the LEC's operations.

12 Hatfield Model, Version 2.2, Release 1, at 2. Emphasis adeled.
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1 Nothing could be more unrealistic or unfair than such a conclusion. Yet, there have

2 been attempts in th, past to discredit LEC estimates of the size of the universal

3 service program by declaring the spread between the lower estimate of that size

4 (produced by hypothetical costs) and the higher estimate (produced by -actual costs)

5 as simply an estimate of LEC waste and inefficiency.

6 I believe a model such as the Hatfield must be jUdged by two criteria:

7 • how well can its assumptions and cost estimates represent or reproduce those

8 of an actual network? and

9 • how easily can it accommodate a network's historical circumstances, future

10 technology and operational choices, and actual input prices, given the

11 increasing uncertainty about demand engendered by greater market

12 competition and reduced regulation?

13 Hatfield falls short on both accounts.

14 A second troubling implication is that the scorched node approach as used in the

IS Hatfield Model pretends that the costs produced by the Model must have aniversal

16 validity - for the entrant, for the incumbent LEC, and, indeed, for any LEC

17 (regardfess of its prior history) that can continually re-optimize its network. A single

18 cost figure is expected to apply, going forward, to any and all LECs regardless of their

19 individual circumstances. If, indeed, the incumbent LEe and the entrant - both

20 operating as efficiently as possible - differ in their network design, technology, and

21 strategy choices, how can a single cost estimate (produced by the Hatfield Model)

22 serve as a basis for comparing those choices? Further, would it make sense to judge

23 the relative efficiencies of the different competitors by a cost estimate that only

24 pertains to a hypothetical network? The answer to both questions is an emphatic

25 aNo."
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1 The hypothetical network that the Model adopts corresponds to the network of a

2 mythical new entrant that completely displaces the incumbent LEC. Thus, no

3 facilities-based local exchange provider will enjoy costs as low as those produced by

4 HCM 2.2.2. This remains the fundamental problem with all versions of the Hatfield

5 Model, including HCM 2.2.2.

-
6 Q. HOW DOES THE HATFIELD COST MODEL FAIL TO CONSIDER THE IMPACT

7 THAT COMPEllT10N WILL HAVE ON COSTS?

8 A. The Model's continued use of the incumbent LEC'$ total demand to calculate the

9 incremental costs clearly builds in the effect of economies of scale that are only

10 possible under monopoly supply. Those assumed economies of scale would tend to

11 generate unrealistically low cost estimates for a competitive market with multiple

12 service providers. In such a market, the multiple providers will each serve demand

13 segments that are smaller than the entire markel As a result, the scale economies

14 possible under monopoly supply will simply not be available. Therefore, the costs

15 that would be experienced by multiple competitors that share the total market

16 demand would be larger than the costs of a monopoly serving the entire demand.

17 This is a fundamental problem with the Hatfield Model's approach, which assumes

18 that the increment of demand to use in the Model is the total demand faced by. a sole

19 provider of switched network elements in its serving area.

20

21 Further, the lower cost of capital and somewhat longer depreciation lives and

22 different capital structure also contribute to lowering the costs reflected in the Hatfield

23 Model.

24 Q. PLEASE SUMMARIZE YOUR ASSESSMENT OF THE HATFIELD MODEL.

25 A. Although available documentation has not permitted a comprehensive analysis of

26 HCM 2.2.2, there are numerous examples of bias built into the Hatfield Model

27 assumption and input structure. Despite claims that the Hatfield Model is likely to

28 produce "conservatively high- cost estimates, there is serious built-in potential for

29 underestimation of the actual costs of a network as extensive as SWBTs.
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1 The fundamental problem with basing unbundled network element prices on cost

2 estimates that are too low is that facilities-based local exchange competition may be

3 stopped in its tracks as a result. New entrants will be inhibited by artificially low

4 prices and the incumbent LEes will not have proper incentives to improve their

5 networks. The likely result is monopoly supply of. network elements, not as a result of

6 underlying cost and demand charaderistics, but as a deleterious resutt of improper

7 prices imposed by regulators.
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_. Remarks to WesterD NARUC
Scott McClellan

JUDe 10, 1996
Saowbird, Utah

:

Thank you. Joan (Smith)

And thank you. Richard (Welsh) for sharing with us the FCC's current

thinking on implementing Sections 25 I and 252 of the

Telecommunications Act.

We're now four months into the new Act. From some initial

uncenainty about how eenain provisions were going to be
interpreted and implemented. we're begiJming to see some clarity.
From a U S WEST perspective. we're concemeci.. We don't like what

we see.

OUf first concern is the way these issues are being diszoned by "new

entrants" - led by ATILT -- who are defaming the formCf Bell
companies at every opportUnity. Their goal is to obtain orders from

regUlators requiring U S WEST to give them se"ices below COSL·

This group stormed the Regional Oversight Committee this past April

in Denver and tried to tum it into a media event. ADd I thiDk it's a

safe bet that whenever you regulators get together in a meeting such

as this. ATI&.T and MCI will ·lcad an orchestrated chorus of allegatious
against U S WEST.

For example, it's DO coincidence ATIr.T rued a request just last

Thursday asking the WashiDgton Commission to mediate its

negotiations with U S WEST. AT&T's strategy is clear: They WlDt to
stall negotiations by making unreasonable demands tba1 U S WEST



Communications subsidize them. and then mislead regulators into

granting their demands. --
.-

They also want the former Bell companies to be ordered to do things

that· can't technically be done for years. and men. omy at great

expense. Of course. this is really a ploy to keep ~e DOCs from
competing with them in the long distance business.

..
What these companies don't explain is why it would make sease for

them to be able to use the wephone Detwork at below cost rates.

. ' They WaDt to be able to use the network to serve a select. few high­

profit customers, leaVing the rest of the customers - those they

choose Dot to serve - to subsidize their opentions.

U S WEST Communications is c:ommiacd to negotiating in good faith

and reaching intereollDecuon agreemc:nts that comply with the '96

Act. We cannot get into the loog distmee business until we do so.

However, that does not mean we will capitulate to any extn:mc

demand made by competitors. To do so would either drive up our

customers' rates to pay these competitor subsidies. or. result in a

dramatic disinvestment in the public switched telephone network:.

Having said all that, I want to respond very directly to AT&Ts .­

petition of.last Thursday. ADd the response is this: Come on ahead.
plug in, let's get goiog. U S WEST is today inviting AT&T 'to

immediately .mtereoDDect to our local service network in WashiDgton

under the interim bill and keep Wiff that has been approved by the

Washington Commission. We've already succc:ssfully interconnected

with Electric Lightwave., MCI Metro. Teleport and NextLink in
WashingtOD•.••and we're ready and willing to adtf ATIr.T to that USL

If AT&T is serious about competing in the marketplace iastead of in

the media and the hearing room. that competitioo CI.Jl begin almost

immediately. U S WEST Communications stands ready to facilitate

their entrY - just as we have for other competitive local service

2



providers in WashingtoD - and help bring me benefits of

competition to our CUSlomers. . ,

So that should address a fIrSt set of concerns. Additioaally. U S WES1;
has some concerns about where the FCC seems to be headed. Under

the law, the FCC was given six months to develop an

initial set of competitive principles. U S WEST had hoped that the

Commission would take a sucamlin~ common sense approach.
Many of me states either have adopted or are well on their way to

adopting acceptable pIGS to inU'Dduce competition into the local,

exchange. Our expectation was that the FCC would reaffirm these

same plans or some reasonable variation thereof.

Apparently, that's Dot to be. The April Notice of Proposed Rule

Making makes it clear that the FCC intends to preempt the states.
opting for federal micromauagement of virmally every deWl of the

process.

We find that alarming. The new Act plainly enVISIOns company-to­

company private sector negonwons on these complicated

competitive issues. And it further calls for state arbitration if the
parties can't agree.

But the FCC's NPRM runs the risk of destroying this Stltu~ry

negotiation/arbitration mechanism. It seems obvious that if
government sipals from the outset that it is prepared to give one

side everythi~g it wants, in effect the negotiation requirement of the

law is repealed.

We had hoped that the CommissioD would adopt rules that encourage

such negotiations and keep government out of an inle11Se

involvemellt from the outset ill complex issues best haDdled by
network engineers.

We still hold out that ho~ Ric:hard. Given the choice between a
streamlined.. cammon sense approach aDd preemption aDd

3
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micromanagement. the Commission still has the oppanunity to
ehoose the former. ..r-. ." .

As I said. U S WEST is concerned about overly intrusive FCC
micromanagement. AT&T. on tbe other hand. is obviously pleased
tbat things seem to be moving in that direction.

In a March 18th ex pan~ AT&oT lold.-the FCC to preempt me states.

Specifically, and I quote:

"FlISt, the Commission should.. aDd we submit must. resist

any suggestions that it defer to states either on the
iDterpretation of Section 2S 1 of the Aa or on the
establishment of the specific reguluioDS or obligations .

that are required to implement it."

The FCC seems to have taken that sU,Leesaon to bart. lDcleec1. AT&T
has had a pretty good run with the FCC of late.. The Commisslon

recently aped that it is nOD-domiDUJt and it's DOW seemingly

agreeing with AT&oT on the need to preempt the stateS on
interconne.ction policy.

However. it seems obvious that someone has to take a look at DO¥t
the decisions that are being cOlltemplated ~ goiDg to affect the

average telephone customer. If we're assuming tbat what's good for
AT&T is good for the country, we're ,oiag to have problems.

In C:lSC you've lost track, this newly DOD-dOmiDaDt AT&T remains

the world's largest commmtieatioDS :imt - roughly eight times
larger thaD U S WEST. It's free to provide long distaDce. local

telephone and video services, in combination with its wiRless

services. which. of coars~ are also the world·s largest.

As it recently UJDouaced in IIliDois, AT&T is also free to give away
local toll service. (CaD you imagiDe die hue md cry if U S WEST were

to make a similar free service otter?)

4
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First of all. intearate access charges are COSI based. They're based on
costs that have been allocated to th~ intersnltc . jurisdiction WIder the

_FCC separations rules. If thosc rules allocate too many costs to the

interstate jurisdiction. then the responsible solution is to change the
separations rules - not to simply say the costs don't exist.

AT&T chooses to mack LEe costs because as a loea! reseller. it's
hoping to buy LEC services at the retail price less avoided costS. In
other words. the new Act gives long distance companies an
overwhelming incentive to keep retail prices low.

U S WESTs advocacy on interconnection aDd resale prices is very

straight forward. Price needs to cover cost - and dJat's actual cost,

not some theoretical. hypothetical. "fantaSy cost" of the type put

forward by AT&T.

Anytime AT&T. or MCI. or someone else takes a cost position. I think
a reasonable question for policymakers to ask is: Cm you build a
Ubiquitous local telephone network for that? ADd if the answer is
"yes." they ought to be ordered to do so.

AT&T's approach to local network costs is a little bit CODvoluted. At
the federal level. AT&T has told the FCC that it would cost S150 ._
billion [0 replicate the existing local telephone network. an
investment of SI.255 per line. It makes that claim to convince the
Commission tbat competition will only come about via resale of LEe
services; therefore, the FCC must preempt the states to promote
resale.

However. when AT~T testifies in state rate proceedings, for example.
here in Utah, it submits studies estimating U S WESTs starewide
average loop investment is S361.

In other words, at the federal level, AT~T's costs of consuucriDg local .
facilities ~ so high as to justify AT&T's refusal to iDVe51 in local
networks and instead enter the local markets as a resel1er. Brn at

6



the state level. U S WESTs cosu are so low as to justify ridiculously

low resale rates. Well, which is it? Sl.25S·M $361? You can't have

·it both ways.

Some state commissions have been quick [0 agree with AT&Ts cost

model. the Hatfield model. because it geuerateS very low rates. Bu[

let's do the math on the S1.25S per loop investment figure that AT&T

gave the FCC.

At a 10 percent COst of capitaL the capital c:myiDg costs alcme on
that investment are Sl2S per year, or just over S10 a moath - cash

paid out to investors. Rates set at a S10 level generue about S6 cash.
after WtCS~ thereby not even recovering the cost of capital. i.e.~ the

interest on bonds and dividends on stock.. Needless to say, S10 rateS

don't pUI a dent in Rcovermg the capital iESelf~ or in paying expenses

of installers, repair people. operators. service reps. suppon systems.

etc.

The fact of the maner is, ATILT caD't justify building local networks

where prices don't cover the cost. Neither C8Il U S WEST.

Yet when we propose a closer to compeawory price for

interconnection. as we did a UtIle over a week ago in Colorado. A!&:T
screamed "foul." ..A bach of moaapolists trying to gouge the

snuggling new eDUUts." or so AT&::T would have you believe.

1 know you've heard this before. but I don't know how else to say it:

Unless we're able to recover the casu of providi.ug service, we're not

going to be able to CODtiDUe to invest in the local netWOrk. And

neither will other facilities based competitors.

Getting back to the Hatfield model. U S WEST is wil1iDg to stipulate

that if you use lowball inputs. YOl1'U Jet lowball results every time.

Let me tick off six flaws ill the Hatfield model:

1. It uses network utiliZllrioa f1ll tacrms £bat in some earcJOries

7



are double those thaI exist in U S WESTs DelWOrL This

manipulation alone reduced Lhe IFR: coSt by S4.25 per
month. Let's all undemand what this adjustment would

mean if U S WEST actUally tried to operate with this
dramatically increased fiII factor. It would mean that
there would be far less spare capacity to meet me growth

in cic:mand. It would drive held orders to a level towly

unacceptable to the" Utah Commission.

2. It uses depreciation methodologies which arc not what

our competitors use or even what NARUC recommends.

3. It uses mainlenance expense for cable in conduit when
the vast majority of U S WESTs buried cable is DOt in.

coDduit. which meaDS it's much more costly to maintain.

4. It excludes all real estate costs other than cenual offices
mel does not include any investment in vehicles, liu trUCa.

Apparently, all our operatOrs, service reps and other
nOll-central office based employees should wort outside and
our installers aDd repair people sbould walk to the customer
premise 10 do their work.

s. It simply cuts the prices we actually pay to suppliers for
digital loop carrier equipment by over 60 percel1L Is :

AT&T willing to supply us this equipment at this price?

6. It uses a Bell Labs study of aanspon and signaliDg costs
for 1011I distance networks, assuming similar economies of
scale are attainable in local exc:haDge networks.

In sbort. the AT&:TIMCI-spoDSon:d Hatfield model uses absurd
assumptions aud iDpUlS at every oppommity. I would urge you to
rigorously review and scrutinize that modc:1. ADd uDtil it bas beeD
subjeacd to the same level of scrutiny as our costs studies, it should
not merit consideration in regulatory proceedings.

8
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Let me reiterate: If Dale Hatfield. AT~T. Mel· or anyone else can build

·tocal networks for the kind of costS they're throwing &rOund in State

regulatory proceedings. order them to build. U S WEST will resell

their services.

What I'm asking for is I little realism in this process. A local

provider like U S WEST cannot. simultaneously:

- Meet unprecedented growth for service in our wescem

srates.

Provide service everywhere as • provider of last resort

ill our vast. sparsely-populated region.

• Do so at averaged rateS whicb in many cases cloD"! cover caSU.

- Continue to ItzrICt investor capital wben we bave
unrecovered reserved deficiency for prior investmentS of

S3 billion.

- And bankroll giant new competimn like AT&T and MO.

That scenario simply will nOI work.

We continue to hope that me swcs will be allowed to play a

meaningful role ill making the decisions tbat will bring about

competition ill this inclusuy. You ~. &miquely qualifiec1 to inwject

that much needed realism into this process.

Unfartlmllely, it seems that ATIl.T is stee:riDg lWioual policy,

through FCC preemption. ill. a way that will simply allow it to

recreate its national monopoly - ODly this time serving only the

lucrative, high volume customCl'S. The local telephone compurles

and Stale commissjDDS will be forced to deal with the rest - the
rural. the unprofitable.

9
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That is not sound public policy. And"" we ought" not to be shy about
-saying so.

Thank you. I look forward to any questions the audience may have.

10
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EXhitlit:
W1tna8.: pre TiwOthy J. Tardif'
Date, July lP. .",

;11 CALtrop!, INCQBPQBA'l'EJ)

REItl'C'AL TESTIMONY or DB. TIKQM J. TARDIf'

Pl•••••tate your na.. and bu.in••••~dr••••

My ~ i. Dr. Tiaothy J. Tardiff. I ... Vice

5 Pre.ident at National Econoaic •••••reb As.ociate. (MIRA),

6 1 Main Str••t, Caabri~9., Ma•••chu••tta 02142.

7 Q. Ar. you the •••• '1'1aotby J. T.rdiff "no .ubaitt.d

8 op.nin; t ••t1aony on bahalf of Pacific ..11 on the aUbject of

9 imput.tion on June 14, 1"'?

10

11

12

A.

Q.

A.

Wh.t i. the purpo.. of your te.tl.any?

GTE California Incorpor.ted (GT£) baa a.ked me to

13 re.pond to Dr. M.rcerI. e••tillony, which introduce. the

14 Hatfield Model into this proc.edint.

15

16

Q.

A.

How i. your t.aeillony o~anilad?

Becau•• the bUlk ot Dr. Mercer'. e••ti.ony con.iat.

17 of the dacu.antation of the Hatfi.ld Model th.t

18 AT'T Co..un1catiOftS of California (ATiT) and

19 Mel Teleco..unication. Corporation (Met) provided to the

20 Federal Co..unioat10na co..i ••ion (Pce) on Ray 16 and 30 of

21 thi8 year, I bave attached a copy of .y report that evalu.t••

22 the Hatrleld Madel a. d..crlbed in that dacu.entatlon. My

23 report, entitled -lconOlllc Evaluation at Venion 2.2 ot tbe

24 Hatfield Model- 1. attached to this t ••tt.Gny a. Attachment 1.

25 GTE Telephone Operation. had originally enqaved .. to prepare

26 t.hi. evaluation upon reviewing the .ue-i••iona to the rcc:, and

27 expanded the .cop. ot that .n9.ge.e~~ upon .ubmi••ion or the

lADlrr .,.. - 1 -



1 Hattl.~d Kod.l in tbi. docket.

2 Q. Pl•••• sumaar1za your t1ndinva.

3 A. A conei•••umaary of the finding8 fro. my avalua~ion

4 is contained in the Execu1:iva s~ry ot .y report. The

~ H.~t1.1d Model v1ola~e. this Co.-i••ion l
• conaan.u. co.t

6 principle., 1. 1ncon.i.~ent with .ound econa.ic., and produce.

7 re8ult8 that qr.atly under.tate the co.t of producin9 local

8 eKchanq. carrier .ervice. and unbundled network al...nt••

9 Q. Doe. this conclud. your t ••1:iaony?

10 A. Y•••

TAlD1Fr.~'" - 2 -
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I.1(ECVTJVI SlJMMARY

Version 2.2 of 1M Hatfield Maciel is ftJradllDlfttllly eawed, lid u.erorc does not provide
reasoDible estimates of'the costs otinc:umbent local __It CIZriIr (JLEC) neewark element.
Particular shoncominp otthe model include the toJlowina.

• The UIUlllptiOIi tbll aD volumes currently serwd by locAl excbup carriers will be served by
• brand nevw eatrIIIC that inItutly mat i. inc...... wah boch reaJny and sound
economics. AcconfinaJy, COI&I hued on IUCh • moclll wiIl_ be rcpraIIDIM of the costs
iDcumbelJt LECs incur providin, servica ad unbundled J*WOrkJ c:omponen&a.

• The model employs approximations that produce ...... iaIccurKiII when tbt reIaaioDships
upon which theM approximations are bued dlplll &am thIir bistoricaJ reIatioDshipa. for
example. the model estimata the COllI 01 instaJIi"l cable fidIitiII u weD • the ItNcrures
for cabie facilities by UIIiDa multipliCilive fac:tora IPpJitd to tDI price of the cable itIIIl. As a
result. tile moclcl hu tile uftdelirlble propeny that a reduc::Qaa .. me ctbIt price i1lelf cauMI

the lotal COil of~relatedinvatmellt to faU propor1ioDat.ely.

• The input. (e.... ceatnI ofIic:e equipll*lt prices) Ire con""" IoMr than what local
exchanp companiellCtUllly pay.

This report eYI1uIIa • number of speciSc shortconiftp ot'tbllIIOdeI. indudinl (1)· the ure of
multiplicative factors to IIIiIna&e the COlt ofilllten,tion IDCl~ for loop plant. (z) the use
of Census Block GroupI to ..._ ctisuINboft plull. (3) utilization (fUI) fKtorI, (4) the
understatement of local IWitchiaa COllI, ad (5) the ............ 9f the COIt-of-eapital and
the rues ofdepreciation cUt wiD prevail uadIr competiliw conclidou .... aetWOrk eiahents
are off.. on III UIIbundled bail. TIle CUIIIIlIIiw iInpIct of.. YIiIous e6cts il that the
Hatfield model UftCIencatII the COlt ofloop pillt by 11 ... 50 percIiat and:the COlt of local
switehina by at 1euc one-dlircl. Staled 011 • fill' line per .... bail. till HttfteId model
undcrmtn loop IIId 1oc:Il twitchinl colts by about 51.00.

Of COUI'Ie, till uItimIce COMIm is how aetWOrk ..... IN unbuncPed in I way that promotes
competitiocL .... priola CD CD" that no ral-worid proWIIr could hope 10 IDIIt is aM·
cOlftJJ'titM. becI_ it would .., not ~ die .. .... type of
eompetition 6dlH

• baed In Iddition,~ .... LIC. to .. inputs d non­
compeuatOly rat. would haw the clelcterioul e&cu or fore.. wha1ewr capUw CUltomcrs
that may remein to a&bIicIize the bIIow-eost input prica mdlef ._eIy bMdicappina irma that
represent • IUbllam.iII proponion ofthia dynamic induItIy.


