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Mel eodUSA’

June 29, 2001

ardy Roberts
blic Service Commission

Jefferson City, MO 65101
Re: Interconnection Agreement Amendment
Dear Judge Roberts:

On May 23, 2001, McLeodUSA Telecomnmunications Services, Inc. (“McLéodUSA”)
filed an Amendment to the Interconnection Agreement - Missoun by and between
McLeodUSA and Southwestern Bell Telephone Company (“SWBT™), collectively the
“Parties”, to include the Appendix DSL as Attachment 25. The Amendment included
the following statement on page k nurneral 6:

(6) The parties agree that this amendment will become effective immediately
upon signature,

In response to the Commission’s request, the purpose of this letter is to clarify that it is
not the intent of the Parties to question the authority of the Commission or to attempt to
circumvent the FTA Section 252(e) approval process. The Partics recognize the
Commission’s authority to approve or reject the Modification and agree that it will not be
effective unul approved by this Commission.

The Parties respectfully request expeditious approval of the Modification and apologize
for any inconvenience that this may have caused the Commission.

Sincevely,

(NS 2l

David R. Conn, Attomey
McLeodUSA Telecomenunications Services, Inc.

Mol oplSA TuenNoeooy Parg 6300 € Strcst SW PO Box 3177 Crpar Ravips, 1A 52306-3177
PHONE 319:364-0000  Fax 319 790-7901  dupi/iwww idlesdusa.com
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WFSS A. HENDERSON
Directnr, Utility Opecutions

Gommlisiaomn ROBERT SCDALLENBERG
. Director, Ulikity Services
Chair POST OFFICE BOX 360 n’ﬁ?fhﬂ%&
KELVIN L. SIMMONS 573.751.1847 (Pax Nurabes) e AT Judae
STEVE GAW http/www psc.state.mo.us Gewera) Counyel

July 23, 2001

Mr. David R. Conn

MecLeod USA

6400 C, Strcet SW

P.O. Box 3177

Cedar Rapids, IA 52406-3177

Dear Mr. Co

RE: File No. IA20010045

This correspoudence is 1o advise that the interconnection agreement amendments submitted with
youwr letter of transmirtal, a copy of which is enclosed herewith, 1s being made effective.

A copy of the interconnection agreement amendment, reflecting the filing record of this
Commassion, is enclosed for your use.

Sincerely,

M ted et

Dale Hardy Roberts
Secretary/Chief Regulatory Law_ Judge

DHR/slr

Enclosure

c: O.R. Stanley
SWBT

Informed Consumers, Quclilf Utility Services, and a Dedicated Organization for Missourians in the 21st Century
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Nevws Media Bepm'

Telepmooe

Birch offers residential customers local, long-
distance in Southeast

Kansas City-based Birch Telecom has announced that it now offers local and long-distance service to
residential customers in the southeastern markets where it serves small to mid-sized businesses. Birch
{aunched residential service in Kansas, Missourt, Okiahoma and Texas earlier in the year.

New residential markets in BellSouth territory:
e Alabama -~ Birmingham, Mobile and Montgomery
o Georgia -- Atlanta and Augusta

North Carolina — Charlotte/Gastonia and Greensboro/Winston-Salem

South Carolina -~ Charleston, Columbia and Greenville/Spartanburg

Tennessee -- Chattanooga, Knoxville, Memphis and Nashville
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I. QUALIFICATIONS AND PURPOSE OF TESTIMONY

1. My name is Dale E. Lehman. I am Associate Professor of Economics at Fort
Lewis College in Durango, Colorado. I have a B.A. in Economics from the State
University of New York at Stony Brook and an M. A. and Ph.D in Economics from the
University of Rochester. I have an extensive research and consulting background in the

telecommunications industry. In addition, I have taught at a number of universities, been




a Member of Technical Staff at Bellcore and Senior Economist at Southwestern Bell
Telephone Company. My current curriculum vita is contained in Attachment A.

2. The purpose of my affidavit is to address some economic aspects of the
Declarations of Mr. Michael Lieberman, Mr. Michael Baranowski, and Dr. Richard
Clarke, all on behalf of AT&T Corp. I correct the purported “margin analysis” presented
by Michael R. Lieberman and the related proﬁtability arguments presented by Dr.
Richard Clarke. In addition, I discuss Mr. Lieberman’s flawed comparison of UNE costs
across different stateé and Mr. Baranowski’s erroneous interpretation of TELRIC
principles.

3. The AT&T margin analysis is both misleading and incorrect. It argues,
without proper foundation, that competitive entry in Missouri will generally be precluded
due to excessive UNE rates. As I demonstrate, however, a correct analysis reveals that
significant entry potential exists at current UNE rates. Further, to the extent that entry is
precluded for particular customers in particular locations, the problem results from retail
rates, not wholesale (UNE) rates. Finally, the implication that decreases in UNE rates
would lead to increased competitive entry is inconsistent with the facts.

4. Mr. Clarke’s demonstration that a company’s profitability is dependent on
its level of costs is correct but irrelevant. Mr. Clarke does not substantiate any inflation
of costs by SWBT. Moreover, his analysis of how inflated costs would hurt the profits of
firms in the Standard & Poor’s 500 Index (S&P 500) is flawed and misleading. Firm
profits are not as fragile as he suggests and, in any case, profits of the S&P 500 are not

relevant to this proceeding. Moreover, it is not just overstatement of UNE costs that




would affect profits: understatement of UNE costs will have an equally adverse impact
on the profits of facilities-based providers (CLEC and ILEC alike).

5. Mr. Lieberman’s comparison of UNE rates across states is based on an
inappropriate use of the FCC’s HCPM model. He ignores the absolute level of costs that
the HCPM produces and focuses solely on the relative cost estimates across states. A
closer examination of the relative cost estimates, however, casts doubt on the accuracy of
the HCPM for this purpose. For a more detailed discussion, see the Reply Affidavit of
Thomas Makarewicz, filed concurrently herewith.

6. Mr. Baranowski misconstrues the meaning of TELRIC. He takes the
potentially useful device of estimating costs of a reconstructed network as a mandate to
instantaneously reconstruct the network using different technologies. His interpretation
is at odds with economic theory and would produce unachievable cost levels. Thus, his

associated criticisms of SBC cost models are off the mark.

II. THE AT&T MARGIN ANALYSIS IS MISLEADING AND INCORRECT.

7. The Lieberman margin analysis is flawed because it relies on average
rather than marginal data. Entry decisions are made on the margin, i.e., what additional
revenues are available at what additional cost by serving a customer or group of
customers? Mr. Lieberman uses average revenues and costs in his margin analysis. He
uses penetration rates for Caller ID, Call Waiting, and Call Forwarding of 44%, 39%, and
19%, respectively, in order to derive an average revenue for these services. However,
CLEC entry need not serve every customer. If a CLEC were to target customers that use

this set of three features then they would receive 100% of the retail price for these



services. If we view entry at the margin for a customer subscribing to these three
services, Mr. Lieberman’s average revenue for these services of $7.06 ($3.76 + $2.70 +
$0.60: Lieberman Exhibit 1) represents a marginal revenue of $20.95 for each customer
(using the retail price of “the Works,” a package of these features). Thus, he has
understated the revenue potential by $13.89 for each such customer. This simple
adjustment alone makes all of the resulting margins positive, as shown in the following
table:'

Monthly Profit Margins for CLEC Targeted Entry

Zone 1 Zone 2 Zone 3 Zone 4
Lieberman’s original $6.97 $2.51 $(3.59) $(0.03)
“margin”
Margin analysis for a $20.86 $16.40 $10.30 $13.86
customer with “the Works”

Note that this table omits above-average access revenues, full MCA revenues (for
subscribers to these services), and any bundled services that may be sold to the customer.
8. This misuse of averages is repeated in Mr. Lieberman’s treatment of
access revenues. The number is inappropriately constant across customers. Missouri
intrastate access charges average approximately $0.06/minute; thus, targeting higher

intrastate interLATA usage customers provides additional profit margin.’

! This understatement of revenues available goes farther. Also omitted are contributions from information
services (e.g., voice mail), directory assistance services, any bundied services that may accompany local
exchange service, and intralL ATA toll services.

? The Missouri Public Service Commission reports a composite rate of $.0599 per minute. See Missouri
Public Service Commission, at http://168.166.4.147/teleco/access.htm.




9. Mr. Lieberman has overlooked what Mr. Clarke has readily observed: “In
reality, however, all customer segments do not offer identical profit margins.” Mr.
Clarke uses that observation to demonstrate that the decision whether or not to serve
particular customer segments may depend on the level of costs. In his examples, a CLEC
may choose not to serve residential and/or rural customers. Mr. Clarke’s examples, while
correct, ignore two important facts. First, CLECs always have the options of using
facilities-based entry or total service resale rather than relying on UNEs. Second, his
examples apply equally to SWBT as to CLECs. That is, the customers that the CLEC
would not find profitable to serve with UNEs are precisely the customers that SWBT
would not find profitable to serve — the UNE prices represent the forward-looking cost
for SWBT to serve these customers.

10. Mr. Lieberman has similarly reflected an average revenue potential
associated with extended area services (MCA). The optional MCA services range in
price from $11.45/month to $32.50/month; thus, targeting such customers adds
considerably to the potential profit margin.

11. These conceptual errors result in a misrepresentation of the profit potential for
competitive entry.* It is important to remember that Mr. Lieberman’s analysis contains
two errors: first, his average revenue potential is too low; and second, his use of average
(rather than marginal) revenue data is inappropriate in a margin analysis. The extent of

the errors is potentially large, in contrast to Mr. Lieberman’s confidence that his analysis

> AT&T’s Clarke Decl., § 21 (attached as Ex. 1 to AT&T’s Baranowski Decl.).

* Some of these errors may account for the significant difference between Mr. Lieberman’s statewide
average revenue estimate of $26.69/month and a recent NRRI report citing average revenues in Missouri of
$33.75/month. See B.J. Gregg, Director, Consumer Advocate Division, Public Service Commission of
West Virginia, A Survey of Unbundled Network Element Prices in the United States, Table 2 (July 1,

2001).




“paints an accurate picture of the barrier that SWBT’s UNE prices in Missouri pose to
residential competition in that state.””

12. A more accurate representation of profit margins makes entry
considerably more attractive.® Competitive entry can be quite profitable for customers
that subscribe to vertical features.” Additional toll usage, ISP minutes, and other
associated services would certainly make the entry picture more attractive. Competitive
entry may remain unprofitable for customers in rural areas, with few vertical features,
who make many minutes of local calls and few minutes of long-distance calls. For that
matter, it is unprofitable for anybody, including SWBT, to serve these customers.

13.  To the extent that the profit margin for potential entry is negative, Mr.
Lieberman incorrectly concludes that these negative margins are “because SWBT’s
Missouri UNE rates are far too high to support mass-market UNE-based retail
offerings.”® The margin, however, is the difference between the wholesale platform price
and the retail price — and it is the latter that is responsible for the negative margins that
exist. For example, Zone 3 loop costs are 55% higher than Zone 1 loop costs, but Zone 3

retail prices are lower than Zone 1 retail prices. Clearly, these retail prices do not mirror

> AT&T’s Lieberman Decl., 6.

8 Mr. Lieberman cites estimates of internal costs in excess of $10/line/month. See AT&T’s Lieberman
Decl., § 19. These costs should be subject to the same philosophy espoused by AT&T in virtually every
regulatory proceeding since the Act. They should represent the costs of an efficient entrant. Further, this
estimate is also an inappropriate average. Many marketing costs (e.g., advertising) are not sensitive to the
number of local customers, so that the marginal contribution of each customer will be greater than

indicated.

” For example, Z-Tel offers a $49.99 service in Missouri clearly aimed at such higher margin customers.
See Z-Tel, Z-Tel Home Edition for Missouri, at www.ztelonline.com/pricing/states/state_missourt.jsp. The
package includes voicemail, call forwarding, call waiting, speed calling, 3-way calling, caller ID, unlimited
loca! calling, and 100 minutes of intra or interstate long-distance calls, among other features. There is also
a $34.99/month package with fewer options.

¥ AT&T’s Lieberman Decl., § 2.




the underlying cost patterns. This point was noted by Dr. Clarke: “Indeed, even though
urban customers are less costly to serve than rural customers, it is common for rates in
urban retail tariffs to exceed those in tariffs for rural service.” All that Mr. Lieberman’s
margin analysis shows is that there is little or no profit potential for CLECs seeking to
serve rural customers that make mostly local calls and do not order vertical features. The
fact that UNE prices are not competitive in this sub-market is a reflection of historic retail
prices and the cost-based, deaveraged UNE prices.

14.  Mr. Lieberman’s confusion for the cause of any negative margins is
compounded by his assertion that SWBT “could rebalance its retail rates.”'® As
discussed in Mr. Hughes Reply Affidavit, SWBT does not have the ability to unilaterally
rebalance its retail rates. It is the CLEC that has this ability, not SWBT. In fact, even
with negative margins for some customers, a CLEC would profit in Mr. Lieberman’s
“mass-market UNE-based retail offerings.”’! The negative margins are compensated for
by the positive margins on other customers. That the CLEC would choose not to serve
all customers is a reflection of the asymmetric requirement that SWBT be willing to
serve all customers, profitable ones and unprofitable ones alike. Mr. Lieberman confuses
the existence of negative margins for some customers with the fact that CLECs are not
required to, and generally try not to, serve all customers.

15.  This relates to a more fundamental misunderstanding by Mr. Lieberman of
the role of UNEs. He appears to believe that UNE prices must provide for ubiquitous

competitive entry. The Telecommunications Act of 1996 does not mandate that result.

® AT&T’s Clarke Decl., fn. 14 (emphasis in original).
' AT&T’s Lieberman Decl., § 20.
", g2




In fact, the Act provides for three forms of entry — total service resale, facilities-based
entry with interconnection, and entry using (all or some) UNEs. The fact that UNEs are
not competitive for all customers in all locations reflects the historical practice of
supporting rural, residential, and low-volume rates. Entry in the other two forms are still
options. Further, the Act did not make regulators responsible for ensuring CLEC profits,
as was pointed out by the FCC in their Kansas/Oklahoma decision:

“The Act requires that we review whether the rates are cost-based, not

whether a competitor can make a profit by entering the market. Were we

to focus on profitability, we would have to consider the level of a state’s

retail rates, something which is within the state’s jurisdictional authority,

not the Commission’s.”'?

16.  As a final matter, Mr. Lieberman’s comparison of UNE rates across a
variety of states implicitly assumes that lower UNE prices would facilitate competitive
entry. He offers no evidence to support this contention. He also ignores that there is
more than one form of competitive entry. Lower UNE prices make facilities-based entry
more unattractive. The total effect of lower UNE prices on competitive entry is not clear.

17.  Dr. Clarke’s analysis is another variation on the negative margin theme.
Rather than providing any demonstration that the margins for UNE-based entry are
negative, he purportedly shows how an overstatement of costs would affect the
profitability of an average S&P 500 firm. Given that he believes that CLECs are in a

disadvantaged position relative to the average S&P 500 firm, it would follow that any

> Memorandum Opinion and Order, Joint Application by SBC Communications Inc., Southwestern Bell

Telephone Company, and Southwestern Bell Communications Services, Inc. d/b/a Southwestern Bell Long

Distance for Provision of In-Region, InterL ATA Services in Kansas and Oklahoma, CC Docket No. 00-
217, §92 (rel. Jan. 22, 2001) (“Kansas/Oklahoma Order”). The Commission reiterated this position in

Memorandum Opinion and Order, Application of Verizon New England Inc., Bell Atlantic Communications,
Inc. (d/b/a Verizon Long Distance), NYNEX [ ong Distance Company (d/b/a Verizon Enterprise Solutions)
And Verizon Global Networks Inc., For Authorization To Provide In-Region, Interl. ATA Services in
Massachusetts, CC Docket No. 01-9, § 41 (rel. Apr. 16, 2001).




overstatement of UNE costs would have an even more severe impact on CLEC profits.
This argument is true, but irrelevant to this proceeding. It is also misleading, for a
number of reasons.

18.  Dr. Clarke provides no evidence that UNE costs are overstated (other
AT&T affiants claim to, but that is the subject of other SBC affidavits). He provides no
argument for the relevance of the averagé S&P 500 firm to this proceeding, other than
saying their “financial data are easily available.”"> He provides data for one point in time
(year-end 1999), with no reference to the time period covered by the earnings data and no
evidence concerning how typical this one data point is. Given these caveats, he then
demonstrates how reductions in net earnings (varying from 0% to 20%) would impact a
number of measures of profitability for the average S&P 500 firm. It is undoubtedly true
that declines in net revenues will decrease profitability, but this is hardly a revelation.
Presumably, his point is that “[e]ven small overstatements in these input prices almost
certainly will ensure that CLECs will not enter (or will exit) the local exchange markets,
and/or that very large segments of customers will be denied the benefits of
competition.”'* His analysis, however, does not support this more precise conclusion.

19.  While Dr. Clarke does provide a number of profitability measures, he
neglects to look at stock prices at all. Some firms in the S&P 500 may have had
relatively low earnings at year-end 1999 (actually, it must be measured over some time
period — which he has not provided), their stock prices may have behaved differently.
Stock prices were near their peak at year-end 1999 and investors do not base their

decisions solely on earnings measures. So, Dr. Clarke’s measures of profitability are

" AT&T’s Clarke Decl., ] 11.
“1d., §27.




narrow. His analysis of these measures is also flawed. He provides several before-tax
and after-tax measures of earnings. A decline in net earnings of 20% leads to roughly a
20% reduction in each of his before and after-tax measures. See AT&T’s Clarke Decl.,
Table 1. However, a 20% decline in net revenues would result from a 30% increase in
costs (under his assumption that 2/3 of the firm’s costs are overstated). These costs are
tax deductible, so the after-tax eamings should decline far less than the before-tax
earnings — but his table does not show this. Something is amiss. It would appear that he
has ignored the tax implications of cost increases.

20.  This reflects a deeper problem with his analysis. Firms have options and
make adjustments. A 20% decline in net revenue should certainly cause a firm to make
adjustments. CLECs also have entry options. If UNE prices are overstated, which they
are not, then they will make adjustments. Dr. Clarke’s analysis could just as well have
focused on a facilities-based CLEC. Any understatement of UNE prices would lead to a
corresponding decrease in net revenues for the facilities-based provider. The facilities-
based CLEC’s profitability would decline as a result. Dr. Clarke’s table can be used
(after correction) to demonstrate the extent of this effect. In other words, his analysis
adds nothing. Any over- or under-statement of UNE costs will impact somebody’s
profitability. For that matter, an understatement of UNE costs will adversely affect SBC
profitability. And, Dr. Clarke’s table could be used to examine that impact.

21.  Dr. Clarke’s analysis only serves to show that cost changes will impact
profitability. True, but irrelevant. This proceeding requires that prices be based on true
forward-looking costs. Determining which firm’s profits are impacted, and by how

much, is not required by the Telecommunications Act of 1996.
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III. AT&T’S CROSS-STATE COMPARISON OF UNE RATES IS FLAWED

22. Mr. Lieberman attempts to judge the reasonableness of the Missouri UNE
rates by adapting the FCC’s hybrid cost proxy model (HCPM). Z-TEL and Worldcom
provide their own versions of such an analysis. Mr. Makarewicz’s Reply Affidavit
considers the differing and inappropriate uses of the HCPM in detail. Rather than make
any adjustments to the model I note the following: if the HCPM were to be relied on, it
would result in higher UNE prices in both Missouri and Arkansas (even using the
questionable and conflicting adjustments that various parties make to the HCPM). So,
the HCPM’s value, if it has value for considering UNE prices, lies in its relative ranking
of the states. I examined the ranking of states by HCPM loop costs, by 1999 embedded
loop costs, and by the average UNE loop cost in each state. I consider only RBOC
jurisdictions. The data is attached in Attachment B. The average monthly HCPM loop
cost is $21.99, average embedded cost is $20.41, and the average UNE loop rate is
$16.52."° Among the states, embedded costs range from $5.62 per month above the
HCPM to $9.10 per month /ower than the HCPM. In fact, 34 out of the 49 jurisdictions
show embedded costs that are /ess than the HCPM results. This should caution against
the ability of the HCPM to accurately set prices.

23. Statistical tests reveal that the rankings of states by all three measures are
not independent and that there is a significant statistical correlation between the three

measures.'® This confirms that the HCPM can be used to inform rankings of states.

' These are raw averages across the 49 RBOC jurisdictions. Each state average is a weighted average of
costs or rates in that state.

' The rankings were tested using Spearman’s Rho, Kendall’s Tau, and Hoeffding’s D: all three measures
reveal that there is a statistically significant association between the rankings. The correlation between
embedded cost and HCPM costs is .69; between the UNE rate and emedded cost is .58; and between the
UNE rate and HCPM costs is .52; all are statistically significant.
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However, the large differences between measures also casts doubt on the ability to use
the HCPM, by itself, for any precise measurement of costs. The next table shows the
ranking of the states in this proceeding and 271-approved states (except for Verizon-CT)
using the three measures:

Ranking of State Loop Costs/Rates (1=lowest, 49=highest)

State UNE rate rank | HCPM rank Embedded cost rank
Arkansas 11 41 47

Missouri 22 28 23

Texas 15 11 31

New York 18 2 17

Massachusetts | 23 5 7

Pennsylvania | 14 15 12

Oklahoma 24 32 24

Kansas 12 26 34

Note that Arkansas and Missouri UNE rate ranks are each lower than both cost ranks. On
the other hand, New York and Massachusetts UNE rate ranks are each higher than both
cost ranks. Moving beyond these ranks to the quantitative cost differences is
unwarranted. It is impossible to use the HCPM results alone to make any sense out of the
pattern of 271 approvals.'” The rankings do reveal, however, that Arkansas and Missouri

UNE loop rates are reasonable relative to other 271-approved states.

7 For example, note that the HCPM yields a higher loop cost estimate for TX than for NY, yet NY’s UNE
loop rate is higher than that for TX. Both states have received 271 approval — based on a careful
examination of their TELRIC costs, not on the basis of the HCPM.
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IV. AT&T’S CHARACTERIZATION OF LONG-RUN FORWARD-LOOKING
COSTS IS INCORRECT

24, Mr. Baranowski cites TELRIC as requiring a “flash cut” of network
investments.'® He confuses the economic requirements of a long-run cost study with an
erroneous belief that long-run efficient costs require an instantaneous reproduction of the
network. The latter can be a useful device for estimating forward-looking costs, but it
must be used with care since it is an abstraction from actual network deployments and
costs. Mr. Baranowski confuses two key economic concepts: the long-run and dynamic
costing.

25. The long-run means that all inputs may be varied (in quantity) and that all
prior contractual arrangements (e.g., labor contracts) may be varied. It does not mean
that technology can be changed; in fact, long-run costs preclude changes in technology,

as illustrated in the following two excerpts:

“[1]t should be emphasized that cost curves are generally drawn under the
assumption of constant factor prices and a constant technology.”"’

“When we speak of the long run, we may imagine that such research
requires data for a given plant or firm over a considerable interval of time,
so that changes in capacity can be observed. But even if such data are
available, it is also important that technology is kept constant over this
time period.”*

Many economics texts are not this specific, and only speak of the long-run as the period

of time in which all inputs may be varied. The point is that long-run costs were never

'8 See AT&T’s Baranowski Decl., § 58. His incorrect characterization of TELRIC also undermines his
claims that loop conditioning charges violate TELRIC (1§ 51-57) for the same reasons I explain above.

' C. E. Ferguson & S. Charles Maurice, Economic Analysis, at 153 (1970) (empbhasis in original).
2P G. Keat and P.K.Y. Young, Managerial Economics, at 247 (2000) (emphasis added).
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intended to represent infeasible and/or inefficient scenarios whereby facilities are
replaced instantaneously as new technology becomes available. If that were the case,

then long-run costs would never be compensatory in the presence of technological

progress:

“For the operator to break even overall, a markup on access corresponding
to the risk of technological progress must be charged as long as users do
not have an alternative to the operator’s equipment. This markup on
access needed to compensate the owner for the one-sided option enjoyed
by the user is similar to the premium received by an insurer when the
insuree does not have an accident. So far, so good. But suppose now that
the regulator attempts to reduce even slightly the markup on access. Then
no investment takes place until uncertainty is resolved, as the markup is no
longer sufficient to offset the users’ option value. The users’ one-sided
option combined with the regulator’s pressure on access charges leads
potential equipment owners to exercise their option to wait to invest in
facilities.” (these references to ‘access’ refer generically to access to
essential facilities).”’

For example, if TELRIC meant that prices should reflect the lowest cost technology at
each point of time, then leasing personal computers at TELRIC would require that the
lease prices constantly decline, thereby never recovering the initial cost of the computer.
Either the initial price needs to be raised above this TELRIC level, or TELRIC must be

understood to represent the level towards which prices will move.

26. Mr. Baranowski also confuses costs incurred in a dynamic setting (such as
network deployment) and those of a static setting that ignores the need to place facilities
in advance of demand as well as the continuous technological change that requires the
network to be a mixture of vintages of facilities. Static costs can at best approximate

truly dynamic costs but will generally be unattainably lower than dynamic costs (since

213.J. Laffont and J. Tirole, Competition in Telecommunications, at 157 (2000).

14




many of the real costs associated with dynamic network deployment are omitted in a

static analysis). Consider the following classic references:

“The major difference between the static and dynamic cases is in the
determination of LRMC [long-run marginal cost]. In the dynamic case
this requires explicit recognition of initial conditions and the time path of
adjustment of costs of maintaining and accumulating capital stock.”?

“Nevertheless, there are certain limitations about the concepts of the short-
run and the long-run which cause us not to favour them (Alchian, 1959,
Turvey, 1969). First, in practice, no factor is completely fixed; it is
variable at a price, and whether that price is worth paying will surely
depend on the benefits of doing so. Thus one might conceive of a whole
range of short-run functions corresponding to any given situation,
depending on the assumptions one makes about fixity of different factors.
Second, the long-run cost function does not embody the set of alternatives
available to the firm at any time, but is merely a set of alternatives which
would be available if things were different (specifically, if the firm had no
existing commitments). Finally, this approach does not provide a
mechanism for analysing [sic] the process by which a firm actually
changes its fixed factors, depending on the cost of change, the time it will
take, the benefits of doing so etc. In other words, the notion of short-run
and long-run is perhaps not the most useful device for analysing [sic] the
problems of change over time.”?’

In a dynamic setting, static costs must be used with care. Mr. Baranowski mistakenly
believes that the long-run assumption in economics requires that dynamic costs be
ignored. It does not. At best, static costs can be useful construct for approximating
forward-looking dynamic costs. However, they can represent unachievable costs if

carelessly applied. Mr. Baranowski’s blanket use of a “flash-cut” of network investment

represents such a misapplication.

2 M.A. Crew and P R. Kleindorfer, Public Utility Economics, at 115 (1979).

B 8.C. Littlechild, Elements of Telecommunications Economics, at 72 (1979). It should be noted that Dr.
Littlechild was the author in 1983 of the original price cap regulation plan adopted in Great Britain and
became the director general of electricity supply (DGES), the British regulator of the electricity industry.
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CONCLUSION

27. Mr. Baranowski claims that SBC’s UNE prices in Arkansas and Missouri
violate TELRIC principles, but this results from his erroneous view of long-run dynamic
economic cost principles. Mr. Lieberman then erroneously characterizes CLEC entry as
unprofitable at these UNE rates. Not only is the matter of CLEC profitability not relevant
to the requirements of the Act, but SBC’s UNE rates in Arkansas and Missouri provide
significant opportunities for profitable entry. Dr. Clarke shows that relatively small
overstatements of costs can have dramatic consequences for a firm’s profitability. His
demonstration is flawed and irrelevant. Inaccurate cost measurement can impact
somebody’s profitability, but this is true for underestimates of cost as well as
overestimates. This brings us back to SBC’s UNE rates and SBC’s TELRIC costs. Mr.
Lieberman and Dr. Clarke’s affidavits have added nothing to the examination of these,

and Mr. Baranowski’s affidavit relies on erroneous economic reasoning,.

This concludes my affidavit.
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I state under penalty of perjury that the foregoing is true and correct.

Executed on October 2, 2001.
co 4-—&/ {\ )

Dale E. Lehman

STATE OF COLORADO)
COUNTY OF LA PLATA)

Subscribed and sworn to before me on this QZ m day of (J: ,521 +,2001.

Budaaly Eier

Notary

BARBARA J PIERCE
NOTARY PUBLIC
STATE OF COLORADO
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