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Dear Ms. Dortch:

Cavalier Telephone (“Cavalier”), by its undersigned counsel, submits this letter
and the attached Declaration of August H. Ankum, Ph.D. and Olesya Denney, Ph.D. of QSI
Consulting, Inc. into the record of this proceeding to draw the Commission’s attention to the
extent to which smaller carriers, such as CLECs, would be undercompensated by rates for
intercarrier compensation that exclusively or predominantly reflect operations of much larger
carriers, such as Verizon and AT&T.

As Drs. Ankum and Denney explain in detail in their Declaration, there are a
number of factors that cause smaller carriers, such as CLECs, to have demonstrably higher costs
for originating and terminating traffic. Those factors include the following:

. CLECs do not have the economies of scale and scope of large ILECs.

. CLECs deploy a different network architecture than large ILECs and rely
heavily on collocation and transport to reach end users.

. Even in urban settings, CLECs tend to serve a relatively sparse customer base,
not unlike rural ILECs.
. Even in urban settings, CLEC customers tend to located at a greater distance

from the serving switch, not unlike rural ILEC customers.
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. CLEC:s tend to have significantly higher input costs than large ILECs.

. CLECs are forced to bear costs and risk of significant stand-by capacity for
accommodating IXC traffic.

Notably, the impact of these factors is especially pronounced for carriers such as Cavalier
Telephone that serve predominantly residential customers — a class of customers that is
inherently more costly to serve. In short, size and density characteristics of CLEC networks
generate costs much more akin to those of rural and mid-tier ILECs, rather than those of large
price cap ILECs such as AT&T and Verizon.

Drs. Ankum and Denney also explain that, to be just and reasonable, any
intercarrier compensation rate must be based on a carrier’s costs. Because CLECs incur
demonstrably higher per-unit costs in terminating and originating traffic than the large ILECs,
rates that predominantly reflect the costs of the large ILECs would leave a significant portion of
the CLECs’ cost unrecovered.

Some commenters have suggested that CLECs should recover their costs of
providing exchange access services from end users if intercarrier compensation rates result in
below cost exchange access rates for CLECs. Drs. Ankum and Denney explain that this
suggestion is misguided for a number of reasons, including the following:

o CLECs do not have nearly as much ability as the large ILECs to recoup
network costs by raising the rates for services with flat-rated, non-usage
sensitive rates.

° CLECs compete in local exchange markets and must meet or beat prevailing
end user prices. This means that they cannot simply increase their rates to
recover costs unrelated to the provision of local exchange services.

. Because a much larger portion of CLECs’ overall costs are traffic sensitive,
any under-recovery of exchange access related costs — i.e., traffic sensitive
costs — weighs more heavily on the CLEC than on the ILEC and causes a
much larger shift of unrecovered costs to other customers or services.

Drs. Ankum and Denney conclude that there is no valid reason to have the
CLECs’ end users subsidize the IXCs and their customers through below cost intercarrier
compensation rates. Doing so would invariably put CLECs at a huge disadvantage vis-a-vis the
large ILECs such as AT&T and Verizon, who as owners of the largest IXCs would be the
beneficiaries of having CLECs subsidize IXCs and their customers. Such a dynamic would be
pernicious and certainly would undermine local exchange competition.
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Kindly direct any questions regarding this letter to the undersigned at (202) 342-
8544.

Respectfully submitted,

John J. Héitmann

KELLEY DRYE & WARREN LLP
3050 K Street, N.W.
Washington, DC 20007

Counsel to Cavalier Telephone

cc: Nicholas G. Alexander
Amy Bender
Scott Bergmann
Scott M. Deutchman
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Doug Slotten
Claude Aiken
Nicholas Degani
Victoria Goldberg
Lynne Engledow
Alex Minard
Matt Warmer
Tom Buckley
Greg Guice
Rebekah Goodheart
Randy Clarke
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DECLARATION OF
AUGUST H. ANKUM, PH.D. AND OLESYA DENNEY, PH.D

We, August Ankum, Ph.D., and Olesya Denney, Ph.D. state and depose as follows:

I. INTRODUCTION

1. My name is August H. Ankum, and my business address is 1027 Arch, Suite
304, Philadelphia, PA, 19107. I currently serve as Senior Vice President with

QSI Consulting, Inc. (“QSI”).

2. My name is Olesya Denney, and my business address is 6100 Cheshire Lane
N, Plymouth, MN, 55446. I currently serve as a Senior Consultant with QSI

Consulting, Inc. (“QSI”).

3. This Declaration was prepared on behalf of Cavalier Telephone. Its purpose
is to discuss the extent to which smaller carriers, such as CLECs, would be
undercompensated by rates for intercarrier compensation that exclusively or
predominantly reflect operations of much larger carriers, such as Verizon and
AT&T. As we will demonstrate, there are a number of factors that cause
smaller carriers, such as CLECs, to have demonstrably higher costs for

originating and terminating traffic. Those factors include:

. CLECs do not have the economies of scale and scope of AT&T and
Verizon.

. CLECs deploy a different network architecture than AT&T and
Verizon and rely heavily on collocation and transport to reach end
users.

o Even in urban settings, CLECs tend to serve a relatively sparse
customer base, not unlike rural ILECs.
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. Even in urban settings, CLEC customers tend to located at a greater
distance from the serving switch, not unlike rural ILEC customers.

. CLECs tend to have significantly higher input costs than AT&T and
Verizon.

. CLECs are forced to bear costs and risk of significant stand-by
capacity for accommodating IXC traffic.

These factors apply particularly to carriers such as Cavalier Telephone that
serve predominantly residential customers, which is a class of customers that

is inherently more costly to serve.

In general, Cavalier provides circuit-switched voice services, VoIP, DSL, and
IPTV. Cavalier delivers all of its voice and data services, and its IPTV
service, over unbundled and Special Access copper loops obtained from
incumbent carriers, such as AT&T and Verizon. In order to optimize network
costs, Cavalier has deployed Time-division Multiplexing ("TDM") and IP
backbone facilities to transport traffic between fifteen switching centers. The
backbone network includes segments of UNE Inter Office Fiber Transport
which serves as primary and/or diverse connectivity. Cavalier serves
approximately [Begin Highly Confidential] [End Highly
Confidential] residential customers with about approximately [Begin Highly
Confidential] [End Highly Confidential] lines; and about
approximately [Begin Highly Confidential] [End Highly
Confidential] business customers over approximately [Begin Highly
Confidential] [End Highly Confidential] lines. Cavalier has
company-wide approximately [Begin Highly Confidential] [End Highly
Confidential] route miles related to our built network [Begin Highly

Confidential] [End
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Highly Confidential]. We have another approximately [Begin Highly
Confidential] [End Highly Confidential] route miles of Verizon UNE
dark fiber [Begin Highly Confidential] [End

Highly Confidential].

Cavalier has built out extensive fiber and facilities. Cavalier is collocated in
596 ILEC offices requiring thousands of miles of interoffice transport to
connect back to the 3/ switching platforms in its network. The switching
fabric consists of 6 Nortel DMS, 9 Lucent 5E, 14 Lucent DRM and 2 Metasoft
(softswitch) switches. Cavalier has augmented its TDM based network with
IP Gateways on the customer side of the TDM based platforms to provide

VoIP services to its customer base.

In general, in each state in which it operates, Cavalier Telephone leases a
large number of collocation spaces to reach its customers over a large
geographic footprint. This architecture, while efficient for a dispersed
customer base, involves significant additional traffic sensitive costs associated
with terminating and originating traffic in the form of transport and

collocation investments and expenses.

Clearly, Cavalier looks nothing like AT&T or Verizon and its costs of
accommodating terminating and originating traffic is naturally very different
from AT&T’s and Verizon’s. To be sure, while Cavalier Telephone’s
network architecture is optimally efficient for the customer base it serves, it
involves demonstrably higher traffic sensitive costs associated with

terminating and originating traffic than AT&T’s and Verizon’s network
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architectures. =~ This means that intercarrier compensation rates that
predominantly reflect AT&T’s and Verizon’s costs will leave carriers such as
Cavalier Telephone undercompensated for legitimately and efficiently

incurred costs.

CLECS AND LARGE ILECS ARE DIFFERENTLY SITUATED AND
HAVE VERY DIFFERENT COSTS OF TERMINATING TRAFFIC

A. CLECs Do Not Have the Economies of Scale and Scope of Large ILECs and

10.

Will Generally Have Higher Per-Minute Costs of Terminating Traffic

Regulators, such as the FCC, as well as entities such as the Universal Service
Administration Company (“USAC”), have repeatedly recognized that CLECs
and small ILECs have higher costs than larger incumbent carriers. Further,
the FCC in its CLEC Access Reform Order provided a different standard for
rural CLECs, noting that higher costs (in this circumstance as a result of rural

subscribership) must be recognized within regulated rates.!

However, it is not the “rural” nature of the cost landscape that makes a
network intrinsically high-cost; rather, it is the size and density of the
network. And, even though many CLECs may operate in densely populated
areas, the nature of their new entrant status generally implies that they serve
relatively few customers that are geographically dispersed. In this aspect of

their operations, they are much like rural carriers.

1

In the Matter of Access Charge Reform, Reform of Access Charges Imposed by Competitive Local

Exchange Carriers, Seventh Report and Order and Further Notice of Proposed Rulemaking, CC Docket
No. 96-262, rel. April 27, 2001, [ 65 (hereafter “CLEC Access Reform Order”).
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11.  The relationship between scale economies and costs is well-recognized in

economic theory and by the FCC:

Fixed costs are the largest portion of the cost of a switch. The
average cost of providing service to customers decreases as the
number of customers served increases. As a general rule, we find
that scale economies are more pronounced when switches operate
at full utilization. Because incumbent LEC switches serve the
majority of customers for local exchange service, they are likely to
be able to take advantage of substantially greater economies of
scale than the competitor would using its own switches.”

12.  Another instance in which the FCC recognized the relationship between size

and costs is the following:

The Commission has recognized that smaller telephone companies
have higher local switching costs than larger incumbent local
exchange carriers (ILECs) because the smaller companies cannot
take advantage of certain economies of scale.? (Emphasis added.)

13. Elsewhere, the FCC makes similar observations:

We find that incumbent LECs retain material scale advantages
with regard to provisioning and operating local circuit switches.
Requesting carriers therefore will encounter generally greater
direct costs per subscriber when provisioning their own switches,
particularly in the early stages of entry when requesting carriers
may not have the large number of customers that is necessary to
increase their switch utilization rates significantly. When we
examine the market as a whole, we find that requesting carriers
incur higher costs due to their inabili;y to realize economies of
scale using circuit switching equipment.

2 In the Matter of Implementation of the Local Competition Provisions of the Telecommunications

Act of 1996, CC Docket No. 96-98, Third Report and Order and Fourth Further Notice of Proposed
Rulemaking, FCC 99-238, rel. November 5, 1999, q 258 (“UNE Remand Order”).

? National Exchange Carrier Assn., Inc. proposed Modifications to the 1998-99 Interstate Average

Schedule Formulas, Order, 13 FCC Rcd 24225, at n.6.
4 UNE Remand Order, § 260. (emphasis added)
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14.  The higher switching costs incurred by CLECs also has been recognized in the
universal service support context by the USAC. In specifying conditions for

high cost support for competitive companies, the USAC notes:

Local Switching Support (LSS) is available to competitive carriers
providing service in the areas of rural incumbent carriers serving
50,000 lines or fewer (mostly rate-of-return and some price-cap
carriers) and designated as eligible telecommunications carriers
(ETCs) by their state commissions or the Federal Communications
Commission (FCC).

[...]
Local Switching Support is designed to help carriers recoup some
of the high fixed switching costs of providing service to fewer
customers. LSS helps keep customer rates comparable to more
densely populated urban areas.’

15.  QSI has examined cost studies for the large ILECs in many states and has
prepared cost studies for a number of CLECs. While we are generally unable
to publicly divulge details of those studies due to confidentially agreements
and concerns, we have filed public testimony demonstrating the substantial
discrepancies between large ILECs and CLECs. For example, in a Texas

proceeding, QSI provided the following:

It shows that AT&T Texas sells nearly 13 times more switched
access minutes in a year than does McLeodUSA [in Texas]. In
other words, in terms of the economies of scale between the two
carriers related to this product alone, AT&T Texas dwarfs
McLeodUSA. [...] It seems clear that if we were to include in the
comparison above, the local calls switched by AT&T Texas,
compared to the total minutes switched by McLeodUSA, the
disparity would be even larger. The shear overall economies of
scale (and scope — i.e. when services other than switched access
are considered) make the two companies very poor “comparables”

5 See, USAC website for competitive carriers: http://www.usac.org/hc/competitive-

carriers/step01/local-switching-support.aspx (emphasis added).
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when evaluating their relative costs of producing switch-based
services.®

Clearly, smaller carriers, such as CLECs, lack the economies of scale of large
ILECs and, therefore, have generally higher per unit switching costs (recall
that switching costs are a primary building block of exchange access services).
Given that CLECs have higher per unit switching costs than large ILECs, it is
unfair and likely confiscatory, as a matter of economics, to cap CLEC

exchange access rates at the level charged by large ILECs.

B. CLECs and ILECs Have Different Network Architectures and Thus Different

17.

18.

Costs

As is well recognized, CLECs typically enter the market with a distributed
network architecture that is significantly different from that of the ILECs.
Under this distributed architecture, CLECs tend to substitute longer transport
routes for switching nodes and outside plant facilities, while at the same time
providing origination/termination services throughout large geographic areas
roughly comparable in size to areas served, for example, by ILEC tandem

switches (which aggregate traffic from the ILEC’s end office switches).

The diagrams below illustrate and compare the two different architectures.
The first is the traditional distributed ILEC architecture that uses both Class 5

(end office) and Class 4 (tandem) offices to serve a specific geographic area.

6

Application of McLeodUSA Telecommunications Services, Inc., for Approval of Intrastate

Switched Access Rates Pursuant to PURA Section 52.155 and PUC Subst. R. 26.223, SOAH Docket. 473-
07-1365, and PUC Docket No. 33545, Rebuttal Testimony of Michael Starkey, at 14.
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The second represents a typical CLEC architecture that uses one switch to
serve a comparable geographic area. The CLEC uses one switch for the same
area as the ILEC because unlike the ILEC who serves the majority of the
customers in the serving area, the CLEC can expect to serve only a fraction of

all the customers in the area.

Page 10



Redacted for Public Inspection

Distributed CLEC Network Design
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20.  CLECs generally deploy switches that provide a combined Class 5 (end
office)” and Class 4 (tandem)® functionality (rather than switches that provide
those functionalities on a stand-alone basis) and by means of a distributed
architecture provide call origination and termination services across large
geographic areas. By extending their switching and transport networks into
collocated arrangements in multiple ILEC central offices, CLECs often are
able to serve a customer base that is spread out across an entire state or LATA

using a single, integrated end office and tandem switching platform.

7 Class 5 (end office) switches typically aggregate the traffic of end user customers over end user

loops, which terminate at the switch. They also provide the vertical features, such as call waiting, etc.

5 Class 4 (tandem) switches are typically used to aggregate the traffic from end office switches and

provide a point in the ILEC network at which IXCs can connect for terminating and originating long
distance calls.
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The cost advantages of this architecture are that it minimizes the amount of
switching and central office investment required to serve a more dispersed
customer base, both by minimizing the number of Class 5 local switches
required as well as reducing the need for a stand-alone tandem switch.
However, the tradeoff is that this network architecture requires additional
investments in transport and collocation. Given that most of the costs of these
components are traffic sensitive costs, the CLEC network architecture will
increase the traffic sensitive costs of inter-carrier traffic, which should be

recognized in exchange access rates.

Appropriate rates for intercarrier compensation should properly reflect
differences in the costs of terminating and originating traffic between large
ILECs (e.g., AT&T and Verizon) and CLECs stemming from differences
between the ILECs’ and the CLECs’ network architectures and cost

structures.

C. CLECs Generally Experience Lower Levels of Utilization for Switching and

23.

Transport Facilities

To the extent that CLECs have typically purchased large switches, such as a
Lucent SESS or Nortel DMS500, capable of serving as many as one hundred
thousand customers, they are typically unable to achieve full utilization.
Likewise, the SONET facilities constructed to transport traffic to end-users
and other carriers are often capable of carrying huge volumes of traffic.
Unlike ILECs, even efficient CLECs must deploy these facilities prior to

having sufficient numbers of customers to achieve the utilization for which
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the facilities are designed. This means that, over much of their economic life,
the utilization of CLEC facilities is substantially below full capacity, and

below the utilization experienced by ILECs.

In contrast, when an ILEC installs or has installed a new digital switch, it does
so to replace an old, existing analog switch that is already serving a large
number of customers. In fact, old analog switches, such as the 1AESS, may
serve tens of thousands of customers that may very well be comparable to the
number of customers that a fully loaded digital switch serves (though the
analog switch cannot provide the same functionalities). This means that from
the moment the ILEC installs a digital switch, it will be able to achieve a

higher rate of utilization relative to a new entrant.

The ILEC is also capable of achieving high utilization rates on existing digital
switches in wire centers that are experiencing growth. In such situations, the
ILEC will often grow the digital switch by installing additional switch
modules in the same central office, or it will place remotes that are served by
the existing host switch. In either case, the overall level of switch utilization
will be high. The same is true for ILEC transport facilities. Here too, ILECs
reap the benefit of having a mature network that serves a large, existing
customer base so that new facilities can be added incrementally as new

demand is anticipated to materialize.

This means that even though a CLEC may employ optimally efficient, state-

of-the-art facilities, they are likely to experience average utilization rates —
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over the economic life of the facilities — below those experienced by the larger

ILECs. This is an economic fact.

27.  While some of this effect may be mitigated by the introduction of
softswitches, both CLECs and ILECs will continue to use their circuit
switches for the foreseeable future. Further, the deployment of softswitches
poses its own problems that stem from the peripheral equipment required for
the integration of softswitches into the circuit switch based public switched

network.

28.  For example, softswitches require such peripheral components, as
multiplexers, routers, application servers, policy servers, signaling gateways
and session border controllers.  Without each of these components,

softswitches can neither originate nor terminate calls to an outside network.

29.  As a result, while Cavalier uses 29 circuit switches, it has deployed only 2

softswitches.

D. CLECs Share More Characteristics with Rural or Mid-tier ILECs than They Do
with the Large ILECs

30.  This section demonstrates that CLECs have far more in common with rural or
mid-sized ILECs than they do with large ILECs, such as AT&T, Verizon or
Qwest. In light of this conclusion, comparing CLEC exchange access rates to
those of the vertically-integrated large ILECs in an attempt to determine
whether CLEC exchange access rates are too high is, at least from an
economic perspective, a complete non-starter. If any comparison is to be

made to judge the reasonableness of CLEC exchange access rates, it would be
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more appropriate to compare CLEC rates to those of mid-sized and small

ILECs.

i.  CLECs Tend to Serve a Sparse Customer Base

By and large, CLECs operate and compete with large ILECs, such as AT&T
and Verizon, in urban or suburban environments that are densely populated.
However, while a high population density in these areas translates into a dense
customer base for the large ILECs, the CLEC customer base is typically far

more dispersed.

Once CLECs enter a particular geographic market, they tend to serve
customers over an area that is roughly comparable to the local calling areas of
the ILEC. However, due to their status as new entrants, among other factors,
CLECs will only serve a fraction of the customers in these areas. Thus, if a
CLEC’s customer base is expressed on a customer-per-square mile basis, it is
very sparse relative to that of the ILECs that serve the vast majority of

customers in the same area.

While the nature of CLECs as new entrants to the market intuitively suggests
that their customer density is lower than the customer density of the
incumbents, actual empirical evidence is lacking because of the proprietary
nature of the CLEC line count data. Although the FCC reports statewide line
counts for CLECs and ILECs in its Local Competition Report, these data

provide information only on the combined line counts of CLECs at a state

Page 15



Redacted for Public Inspection

level and does not indicate customer density for an individual CLEC within its

serving territory.’

34.  QSI obtained permission from several of its CLEC clients to analyze their end
user customer line count density data and report the results in aggregate (to
preserve the anonymity of individual carriers). The basic design of the study
was to construct a measure of customer density of an average individual
CLEC within its serving territory (where the CLEC serving territory is defined
as the ILEC’s wire centers in which the CLEC is collocated) and compare it to
the customer density of the respective ILEC. This study consisted of the

following steps:

1. The starting point of this analysis was a data set in which individual CLEC
line counts were reported by ILEC wire center in which the CLEC is
collocated.

2. This information was combined with the ILEC switched line counts and
the serving area (square miles) of the same wire centers. ™

o Because the combined CLEC line counts and shares reported in the FCC Local Competition

Report are lower than the ILECs’ line counts and shares (and there are a number of CLECs operating in
each incumbent’s territory), it is clear that the underlying CLEC-specific customer density is significantly
less that the customer density of the incumbents in which territories CLECs operate. For example, in its
most recent Local Competition Report (released in December 2007) the FCC reports that the CLEC share is
on average 17% nationwide, and the highest CLEC share (46%) is observed in Rhode Island. However, the
Rhode Island’s relatively high CLEC market share is based on 21 CLECs and one ILEC, meaning that
most, if not all, CLECs in Rhode Island are likely much smaller than the ILEC. (The market shares in this
example are from the FCC Local Competition Report released in December 2007, Table 7, and the number
of reporting carriers are from Table 13.)

10 The ILEC line counts are based on the following public data sources: Qwest’s line counts are its

2007 business and residential line counts reported in its online Iconn database. The most recent public data
source for wire center level line counts of other ILECs is the FCC Synthesis Model (the 2000 model results
available at the FCC web site). While it is likely that the ILEC line counts (and hence, customer density)
decreased compared to 2000, the difference between the CLEC and ILEC customer density (when based on
the ILECs’ 2000 line counts) is too significant (as shown on charts below) to be erased if the more recent
ILEC line count is used. Further, because the 2000 Synthesis Model line counts are close in the vintage
date to the date of the FCC CLEC Access order (the order that set the benchmark for CLEC access
‘charges), the use of 2000 line counts is fair. Finally, the ILEC customer density calculated using the 2000
switched line data does not fully capture today’s customer base of the ILECs because it excludes the
ILECs’ special access, Internet (DSL) lines, long-distance customers and video customers.
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3. Customer density for CLECs and ILECs was calculated for each wire
center in which the CLECs are collocated.

4. Wire center level information was aggregated to the state level and an
average (composite) CLEC was compared to the corresponding ILEC.

5. State-level data were compared across states within each ILEC’s
territory'' and the minimum, maximum and average customer densities
were recorded.'?

35.  The results of this analysis are presented in the following two charts (based on

a Voice Grade Equivalent or VGE basis):"

u Because of the data limitations, this analysis was performed for the territory of two (out of three)
RBOCs.

12 While the “RBOC Average” corresponds to the RBOCs’ average across all wire centers/states, the
“RBOC Minimum” and “RBOC Maximum” are the measures of RBOC density in wire centers where the
Minimum and Maximum CLEC densities are observed. In other words, while the RBOC may have the
maximum customer density in state A, the CLEC may have the maximum customer density in state B. In
this case the chart depicts the RBOC and CLEC customer densities in state B.

1 As explained above, in order to preserve the data confidentiality, the operating territories are
identified simply as “RBOC 1” and “RBOC 2.”
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~
Comparison of CLEC and ILEC Line Density
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s ~
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& CLECs Line Density in WCs of RBOC 2

B RBOC2 Line Density in the Same W(Cs
. j

These two charts demonstrate that in both territories (the territories of RBOC
1 and RBOC 2), an individual CLEC’s customer density is significantly lower
than the customer density of the corresponding RBOC. This observation is
true on average and at the extremes. Numerically, the gap between the
average customer density depicted in the above charts (the relative heights of
the “Average” bars) is as follows: An individual CLEC’s customer density is
24 times lower than the incumbent’s density in the territory of RBOC 1, and

35 times lower than the incumbent’s density in the territory of RBOC 2. The
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following table lists these results (column (c)), along with an additional data

point, which is RBOC’s statewide customer density (column (d)):

Average Line Densities: CLECs versus RBOCs (VGE lines per sq. mile)

Wire Centers with CLECs Collocations RBOC Statewide
‘ S T : ; i (Same States)
TeMOY | pverage Line | RBOC Line | Ratio: RBOC Density
Average Line | RBOC Line | Ratio: R ensity . .
Density per CLEC | - Density | Over CLEC Density - RBOC Line Density
RBOC 1 16 389 24 50
RBOC 2 25 893 35 158

37. This table shows that a CLEC’s average customer line density (column (a)) is
lower than the incumbent’s density when the comparison is performed in the
wire centers where the CLECs operate (which may be relatively more
urban/dense wire centers) as well as when the CLEC’s line density is
compared to the ILEC’s statewide line density (column (d)) which accounts

for the ILECS’ rural areas.

38.  Another data source that supports our findings is a recent study of CLEC line
counts in the Minneapolis-St. Paul Metropolitan Statistical Area (“MSA”)
conducted by the Minnesota Department of Commerce and filed in Ex Parte
Comments of the Minnesota Public Utilities Commission in the FCC docket
WC No. 07-97."* This study represents a fairly comprehensive survey of

CLEC line counts in the Minneapolis-St. Paul MSA as it contains aggregate

1 Ex Parte Comments of the Minnesota Public Utilities Commission dated February 8, 2008 in FCC
docket WC No. 07-97 In the Matter of Petition of Qwest Corporation Pursuant to 47 U.S.C. para. 160(c) in
the Minneapolis/St. Paul Metropolitan Statistical Area (Qwest’s Forbearance Petition).
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line counts of ten major CLECs in the state."> QSI combined the line counts
reported in this study with Qwest’s publicly available switched residential and
business line counts to derive average line densities for CLECs and Qwest in
the Minneapolis-St. Paul MSA’s wire centers. The resulting line densities'®

are contained in the table below:

Average Line Densities in Minneapolis/St. Paul MSA: CLECs versus Qwest

(Lines per Sq. Mile)

S . Wire _;Ce'nteﬂrs inMinkneébo'liin‘St’. Paul MSA :' | Al MN Qwest Wire Centers

"fMas’sM‘arket; e

 Average Line Density per CLEC

" |QwestLine Density|  QwestLine Density
Mass Marketand -~ | (Switched Lines) {Switched Lines)
|~ Enterprise Market -} . ..o o

3 16 429 | . 73

39.

This table shows the gap between the average line density of the ten CLECs in
the Minneapolis-St. Paul MSA and Qwest. This magnitude of this gap is
striking, even when enterprise CLEC counts are included. (Compare the
CLEC density of 16 lines per square mile with Qwest’s density of 429 lines
per square mile in the same wire centers). What’s more, the CLEC line
density is several times lower than Qwest’s statewide line density despite the
fact that the later measure includes more rural/sparsely populated areas of

Minnesota.

15

The ten CLECs include AT&T/TCG, Covad, Eschelon, Integra, MCImetro, McLeodUSA, Onvoy,

Popp, TDS Metrocom and XO.

16

Note that this measure of CLEC line density is different from the measure used in QSI’s analysis

of CLEC proprietary data because the MN PUC Ex Parte contained only CLEC-total line counts for each
wire center, while each individual CLEC may not be present in each wire center.
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To summarize the analysis of line densities, CLECs’ customer densities are
significantly smaller than the RBOCs’ customer densities in markets where
they compete. Although a lack of data does not permit a full analysis of
customer density for mid-size/rural ILECs, the following observations made
by Windstream in the recent Texas USF case'’ illustrate the relationship
between RBOCs, CLECs and mid-size ILECs in terms of customer densities:
AT&T has 94 access lines per square mile in Texas, Embarq has only 27 lines,

and Windstream has only 7 lines per square mile.

As regulators know from TELRIC and other cost proceedings, customer
density is a major cost driver in cost studies. Higher customer density means
that certain costs are lower and vice versa. In fact, it is in recognition of this
close relationship between customer density and ILEC costs that most
regulatory commissions have established different rate zones for UNE rates in
TELRIC proceedings, such as urban, suburban and rural rate zones; i.e., rate
zones in large part coincide with customer density. Thus, given that the
customer bases of CLECs are sparser (or less dense) relative to say, AT&T
and Verizon (even in geographic regions in which CLECs compete with
AT&T and Verizon), the CLECs’ costs are higher on a per unit basis. This
effect is partially moderated by the fact that CLECs tend to use the ILECs’
UNE loops at TELRIC prices that reflect the ILECs’ costs. However, these
UNE loops are typically aggregated in collocation arrangements at the ILECs’

central offices; from these collocation arrangements, the CLECs then require

v Texas PUC case No. 34723, Direct Testimony of William F. Kreutz (Windstream), November 30,

2007, at 16.
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transport facilities from the ILEC central offices to the CLECs’ switch
locations. The cost of these transport facilities are part of the usage sensitive
costs of switched access. They are also costs not incurred in the same manner

by ILECs and reflect the fact that the CLECs’ have a sparser customer base.

42.  The CLECs’ networks reflect the low density of their customer bases. Only
when their customer base approaches the ILECs’ in terms of customer density,
would CLECs deploy more switches to cover certain geographic areas and
fewer transport facilities. The use of more switches for certain geographic
areas would be economically justified by the larger number of customers.
Until that time, CLECs need to aggregate customer loops over larger
geographic areas. This also means that they incur more transport costs (for

the transport facilities used to connect the UNE loops to their switches.)

43.  Another consequence of low customer density is that CLEC switches often
support fewer lines than ILEC switches despite the fact that a CLEC’s switch
aggregates traffic over a large territory. QSI made this observation while
analyzing the above discussed proprietary line count data of its client CLECs.

The following chart depicts this finding:'®

18 As explained above, in order to preserve the data confidentiality, the operating territories are

identified simply as “RBOC 1,” “RBOC 2” and “RBOC 3.”
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j\

Average Lines per Switch:
CLEC as Percent of RBOC
(RBOC = 100%, Wire Centers with CLECs Collocations;
CLEC Lines are Average for CLECs in the Study)
100%
S0%
80%
70%
60%
50%
40%
30%
20%
10%
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Territory of RBOC 1 Territory of RBOC 2 Territory of RBOC 3

S

This chart depicts average CLEC lines per CLEC switch (blue bars) as a
percent of RBOC lines per RBOC switch, and shows that an average CLEC
has less lines per switch than an RBOC in which territory the CLEC operates.
Thus, even though the CLEC switch may aggregate customers over a larger
area than RBOC switch, the CLEC switch will still experience lower levels of

utilization.

ii. CLEC Customers Tend to Be Located at a Greater Distance from the
Serving Switch than ILEC Customers

Some of the shortest loops for ILECs are found in their densely populated
urban serving areas. Even in those densely populated areas, however, CLEC

customers tend, on average, to be located farther from the CLEC’s serving
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central office relative to the distance ILEC customers are from the ILEC

central office.

46.  The distributed network architecture employed by CLECs allows customers at
great distances from the central office to be connected via transport facilities.
CLECs lease existing ILEC loops running between the end user customer’s
premise and the ILEC’s serving central office. When unbundled loops are
used, the CLEC still needs to carry the calls generated over those end-user
loops with transport facilities from the ILEC’s serving central office, either
directly all the way to the CLEC’s own switch or to an “intermediate” ILEC
central office where the CLEC has collocated its equipment and then to the

CLEC’s switch.

47.  The fact that CLECs have longer loops does not necessarily warrant higher
access rates, but the fact that these longer loops involve additional traffic
sensitive costs related to the collocation facilities and transport components
does. It is important to note that these additional costs for transport and
collocation functions are traffic sensitive costs' and that they are associated
with terminating and originating exchange access traffic. Thus, given that
these costs would be incurred even by an optimally efficient CLEC, these

costs are legitimate costs to be recovered.

48.  Traditionally in public utility regulation, the notion of just and reasonable

rates involves a reasonable opportunity for carriers to recover their reasonable

9 Many collocation costs are usage sensitive in the same way that trunk ports on a tandem switch are

usage sensitive: the larger is the volume of calls, the more trunking facilities will terminate in the
collocation space and the more terminating facilities, floor space and power are needed.
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costs. If the standard is set, however, at a level at which even an optimally
efficient carrier is unable to recover its reasonable costs, then those rates, as a

matter of economics, cannot be just and reasonable.

E. CLECs Tend to Have Higher Input Costs than the Largest ILECs

49.  Large buyers typically are able to extract better input prices from suppliers
than small buyers. AT&T and Verizon, as the nation’s largest
telecommunications firms, are also the nations’ largest purchasers of
telecommunications equipment. This gives them significant bargaining power
and they are able to negotiate discounts by shifting the bulk of their purchases
to the supplier that is willing to offer the best deal. Regulators are well aware
of those discounts and have examined them in various proceedings in which

large ILEC costs are at issue.”’

50.  Given that one of the most important determinants of costs of a service is the
price of the inputs used to provide that service, CLECs will invariably have
higher costs associated with exchange access services than the large ILECs.
As input prices increase, so does the cost of service. In fact, the relationship
between the level of input prices and the costs that are to be calculated is

almost linear in the sense that if input prices double, then one should expect

0 See, e.g., California Public Utilities Commission Rulemaking on the Commission’s Own Motion to

Govern Open Access to Bottleneck Services and Establish a Framework for Network Architecture
Development of Dominant Carrier Networks, Investigation on the Commission’s Own Motion into Open
Access and Network Architecture Development of Dominant Carrier Networks, Decision 06-03-025,
Rulemaking 93-04-003; Investigation 93-04-002 (Verizon UNE Phase), Dated March 15, 2006; see also,
Illinois Commerce Commission Docket No. 02-0864 Order Illinois Bell Telephone Company Filing to
Increase Unbundled Loop and Nonrecurring Charges, Dated June 9, 2004; and Georgia Public Service
Commission Docket No. 14631-U In RE: Review of Cost Studies, Methodologies, Pricing Policies, and
Cost Based Rates for Interconnection and Unbundling of BellSouth Telecommunications, Inc.’s Services,
March 18, 2003.
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the costs to double. The table below illustrates this relationship for a
hypothetical facility, following a traditional layout for a cost study. As can be
seen from the table, when hypothetical input prices are $100, the monthly cost
is calculated to be $3.33; when input prices double (i.e., increase to $200),

then the monthly cost doubles as well.

EF&I
Facilities™ Fill Factor ACF* Monthly Costs
(a) (b) © ((@)/(b)x(c))/12
$100 80% 0.32 $3.33
$200 80% 0.32 $6.67

By contrast, the CLECs are much smaller and purchase fewer facilities and
equipment than do, say, AT&T and Verizon. As a result, CLECs do not have
the bargaining power of the large ILECs to induce suppliers to offer
substantial discounts or to bid against one another. In short, CLECs’ input
prices tend to be higher than those of the largest ILECs, such as AT&T and

Verizon.

Furthermore, the prices of major inputs used by CLEC:s in the provisioning of
exchange access — inputs that CLECs purchase from large ILECs — have been
increasing. Competitive carriers purchase much of their transport and loop
capacity supporting switched access services directly from AT&T, Verizon

and Qwest in the form of special access services and UNEs. In many

21

22

The term “EF&I” refers to the engineered, furnished and installed investment in facilities.

The term “ACF’ means annual cost factor, a factor used to convert the EF&I investment into an

annual recurring cost stream. When these annual costs are divided by 12, they become monthly recurring

costs.
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circumstances, these fees paid by the CLECs can constitute as much as 40% to

60% of their overall cost structure.

Since the FCC originally issued its CLEC Access Reform Order in 2001,
prices paid by CLECs to purchase loops and transport services from the large
incumbents have increased substantially, more than doubling within some
companies. These increases result largely from the fact that AT&T, Verizon
and Qwest have used increased pricing flexibility granted by the FCC to
increase special access prices in critical markets while at the same time
limiting access to less-costly UNE products per the FCC’s non-impairment

standards set forth in its Triennial Review Remand Order.

Yet, even as the large ILECs increase prices for dedicated capacity, they are at
the same time advocating that regulators impose on CLECs intercarrier
compensation rates — that their affiliated IXCs pay when they use those
facilities to originate or terminate toll traffic — that are demonstrably below

cost.

In sum, even if a CLEC had a customer base identical to the large ILECs’ in
terms of customer densities (though not size), a network architecture identical
to the large ILECs (though smaller), and ran its operations with the same level
of efficiency, the CLEC’s costs associated with providing switched access
services would still be higher than the large ILECs’ because it pays higher

prices for its network facilities than do the large ILECs.
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F. CLECs Are Forced To Bear the Capacity Risks for Accommodating IXC
Traffic

56.  One important aspect of intercarrier compensation, and specifically of the
exchange access provider / IXC relationship, is often overlooked: exchange
access services that are sold on a traditional per minute-of-use basis forces the
provider of exchange access services to bear all of the capacity risk associated

with deploying fixed capital.

57.  Traditional switched access arrangements allow interexchange carriers to
purchase access to local networks on a “minute-at-a-time” basis without any
commitment as to volume or term. This structure is largely a vestige of the
post-divestiture marketplace where the FCC and Judge Green were attempting
to protect fledgling long distance providers from the extreme economies
AT&T could expect to enjoy when purchasing enormous switched access
volumes from its prior Bell System brethren.” If all carriers could purchase a
minute of switched access for the same price, AT&T was restricted from
negotiating substantially better prices based upon its tremendous volumes.
Today, long distance providers still largely enjoy the ability to terminate or

originate calls on competitive local networks without the requirement that

2 As the FECC noted: “Prior to the FCC’s 1993 restructuring of local transport rates, LECs recovered
their transport costs through a rate structure based on the "equal charge per minute of use" requirement in
the Modification of Final Judgment (MFJ). The "equal charge per minute of use" rule required that the
Bell Operating Companies charge an equal amount per unit of traffic for delivery or receipt of traffic of the
same type between end offices and IXC POPs within an exchange area. This approach essentially required
all interstate access service customers to pay averaged rates. The actual type of facilities --voice grade,
DS1, or DS3 -- that were used to transport a customer's traffic between the IXC POP and the LEC serving
wire center did not affect the charges that were assessed, because the rates were usage-sensitive and,
generally, distance sensitive. Under the terms of the MFJ, the equal charge rule expired on September 1,
1991.” See, In the Matter of Transport Rate Structure and Pricing Resale, Shared Use and Split Billing,
Report and Order, CC Docket No. 91-213, Adopted February 27, 1998, para. 3.
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they purchase some minimum capacity or minutes of use volume.
Unfortunately, that rate structure forces CLECs to invest in stand-by capacity
sufficient to accommodate the totality of switched access traffic it may need to
support, without any commitment or joint-planning that ensures they recover

the costs of installing that necessary capacity.

For example, while AT&T may require 1,000,000 minutes-of-use from CLEC
A in Month 1, it may well develop direct connections to large customers or
move large amounts of traffic to alternative networks months later leaving the
CLEC with investment in substantial capacity that it is now unlikely to
recover. In short, CLECs bear substantial capacity risk (and cost) associated
with maintaining their networks to accommodate what is largely “casual
traffic” from IXCs that CLECs have little ability (physically or contractually)
to manage and no assurances that the IXCs will in fact originate or terminate
the necessary traffic volumes to recover their investments. While this is
generally true for exchange access providers under the existing per minute-of-
use exchange access regime, the capacity risks are greater for smaller carriers
(like CLECs) because they face lumpier investment when adding new
capacity. Those risks result in higher costs that are efficiently incurred and,

thus, should legitimately be reflected in CLEC exchange access charges.

While it is conceivable that these types of capacity costs could be better
managed through arms-length negotiations between IXCs and CLECs,
unfortunately, the FCC’s CLEC Access Reform Order — by establishing a

baseline rate equal to the price per minute assessed by incumbent carriers —
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gives IXCs little incentive to consider anything more or different. In other
words, the ability of CLECs to provide stand-by capacity is fundamentally
undermined by intercarrier compensation policies that forces CLECs to

provide exchange access services at rates that are generally not compensatory.

THE TOUCHSTONE FOR JUST AND REASONABLE RATES IS
COST

It is standard practice in public utility regulation to either explicitly or
implicitly examine rate-setting practices against the backdrop of the regulated
firm’s costs. This is true whether the discussion concerns traditional rate of
return regulation or other forms of regulation. As the United Supreme Court

noted:

The enduring feature of ratesetting from Smyth v. Ames to the
institution of price caps was the idea that calculating a rate base
and then allowing a fair rate of return on it was a sensible way to
identify a range of rates that would be just and reasonable to
investors and ratepayers. 24
For the better part of the twentieth century, much of public utility regulation,
and certainly the regulation of telecommunications utilities, involved
traditional rate-base/cost-of-service regulation. While allocations of costs
across various customer classes and jurisdictions (such as intrastate and
interstate) might have been impacted by universal service policies, the

ultimate basis for rates and revenues was costs. Even as telecommunications

regulation moved away from traditional rate-base regulation in the latter part

See Verizonv. FCC, 535 U.S. at 487-88.
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of the twentieth century, the FCC continued to emphasize costs as the relevant
benchmark for just and reasonable rates. The notion that costs have been and
remain the ultimate benchmark for just and reasonable rates is generally

recognized and is evinced by such FCC statements as:

The Communications Act requires that rates be just and reasonable
and not create unreasonable discrimination or undue preference.
Section 201(b) and 202(a), 47 U.S.C. §§ 201(b), 202(a). [...]
Costs are traditionally and naturally a benchmark for evaluating
the reasonableness of rates.”

About a decade later, after the passage of the Telecommunications Act of

1996, the FCC reiterated the identical notion and language:

[Closts are traditionally and naturally a benchmark for evaluating
the reasonableness of rates under Section 201(b) of the Act.?®

The linkage of costs with just and reasonable rates typically runs through FCC
orders involving rate setting issues, particularly where it concerns carriers
accessing one another’s facilities. For example, in its 1997 Expanded
Interconnection Order, the FCC, in line with its long standing tradition, again
established costs as the appropriate benchmark for just, reasonable and

nondiscriminatory rates:

It is clear that the success of efficient competitive entry through
interconnection depends on the interconnectors’ ability to obtain
access to the LEC’s transmission facilities at rates that reflect
costs under terms, and conditions that are just and reasonable.
Pursuant to sections 201 through 205 of the Communications Act
of 1934 ... we are using the tariff review process to ensure that
LECs provide interstate expanded interconnection service at rates,

Investigation of Special Access Tariffs of Local Exchange Carriers, Memorandum Opinion and
Order, 4 FCC Rcd 4797, 4799, {1 32 (1988) (“Special Access Tariff Order”). (emphasis added)

In the Matter of INFONXX, Inc., Complainant, v. New York Telephone Co., Defendant.
Memorandum Opinion and Order, 13 FCC Rcd 3589, 3597, 15 (1997).
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terms and conditions that are just, reasonable and
nondiscriminatory.?’

64.  The FCC’s approach is consistent across various arenas of its jurisdiction. For
example, in 2004, in evaluating whether rates charged by certain international
carriers were “just and reasonable,” the FCC again evaluated costs of

providing the services:

The Commission determined that above-cost settlement rates paid
by U.S. carriers to terminate international traffic are neither just
nor reasonable, and it acted pursuant to its statutory authority in
Section 201(b) of the Communications Act to prohibit U.S. carriers
from continuing to pay such charges.?®
65. Many other examples of FCC statements to this effect exist. In sum, the FCC

has well established that the term “just and reasonable” is inherently tied to

costs.

66. As demonstrated, CLECs incur demonstrably higher per-unit costs in
terminating and originating traffic than the large ILECs and rates that
predominantly reflect the costs of AT&T and Verizon would leave a
significant portion of the CLECs’ cost unrecovered. This is unfair and
possibly confiscatory. When the FCC established the price cap regime for

LECs, it explicitly recognized that below-cost rates might be confiscatory:

[A] price cap LEC may petition the Commission to set its rates
above the levels permitted by the price cap indices based on a

2 In the Matter of Local Exchange Carriers’ Rates, Terms, and Conditions for Expanded

Interconnection Through Physical Collocation for Special Access and Switched Transport, Second Report
and Order, 12 FCC Rcd 18730, 18733, at § 2 (1997) (“Expanded Interconnection Order”) (emphasis
added).

% In the Matter of International Settlements Policy Reform International Settlement Rates, First

Report and Order, 19 FCC Rcd 5709, 5742, 1 74 (2004) (emphasis added).

Page 33



67.

68.

IV.

69.

Redacted for Public Inspection

showing that the authorized rate levels will produce earnings that
are so low as to be conﬁscatory.29

Clearly, below costs rates for CLECs would likewise, as a matter of

economics, “produce earnings that are so low as to be confiscatory.”

Last, the notion that a unified intercarrier compensation rate may simulate a
competitive market price, justifying below costs rates for some carriers, is
wrong. Companies in competitive industries have the option of scaling back
their operations when prices for a particular set of products fail to compensate
them for their costs. This is not true for CLECs. CLECs have an obligation to
accommodate all intercarrier traffic, which means that short of existing the
market altogether they cannot scale back their operations — as competitive
companies do — when intercarrier compensation rates fail to compensate them

for the costs.

CLECS SHOULD NOT BE ASKED TO SHIFT UNDER-RECOVERED
TRAFFIC SENSITIVE COSTS ONTO END USERS

Some advocates of a unified intercarrier compensation rates have suggested
that CLECs should recover their costs of providing exchange access services
from end-users if intercarrier compensation rates result in below cost
exchange access rates for CLECs. This suggestion is misguided for the

following reasons.

29

Access Charge Reform, Price Cap Performance Review for Local Exchange Carriers, CC Docket

Nos. 96-262 and 94-1, Sixth Report and Order, Low-Volume Long Distance Users, CC Docket No. 99-249,
Report and Order, Federal-State Joint Board on Universal Service, CC Docket No. 96-435, Eleventh Report
and Order, 15 FCC Rcd 12962 (2000) (hereafter “CALLS Order”),§ 17.
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First, this suggestion ignores the fact that the CLECs do not have nearly as
much ability as the large ILECs to recoup network costs by raising the rates
for services with flat-rated, non-usage sensitive rates (like monthly local
telephone service). ILECs still have a large base of customers with inelastic
demand whose prices they can raise without significant demand

repercussions.30 This is not true for CLECs.

CLECs compete in local exchange markets and must meet or beat prevailing
end user prices. This means that they cannot simply increase their rates to
recover costs unrelated to the provision of local exchange services. That is,
aside from the fact that such a cross-subsidy is unjustified, markets dynamics

won’t tolerate it.

Further, forcing CLECs to recoup from end users certain under-recovered
costs, associated with terminating or originating traffic for IXCs, would slant
the playing field. Clearly, IXCs and their customers are the cost causers; this
is particularly true for calls that terminate on the CLECs network and are
placed by the IXCs customers, such as calls from telephone solicitors, etc. So,
while there is no valid reason to have the CLECs’ end users subsidize the
IXCs and their customers through below cost intercarrier compensation rates,
to do so nevertheless will invariably saddle CLECs with a disadvantage that

may disproportionally handicap them vis-a-vis AT&T and Verizon, who as

There are many instances in which ILECs reduced switched access rates and in return were
allowed by state commissions to increase local rates on inelastic residential retail customers. For example,
precisely such an arrangement applied to Verizon Massachusetts per MA DTE 01-31, under which Verizon
Massachusetts was permitted to raise approximately $50 Million in revenues from its inelastic retail
customers in return for switched access rates reductions. Again, CLECs do not have such customers.
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owners of the largest IXCs would be the beneficiaries of having CLECs
subsidize IXCs and their customers. The dynamic is pernicious and will

undermine local exchange competition.

Further, as explained above, the typical CLEC network architecture generates
more traffic sensitive costs than the ILEC network architecture. This is true
because CLECs deploy relatively more transport facilities than ILECs and
they require collocation facilities. The costs of both transport and collocation
facilities tend to be traffic sensitive. Further, much of the CLECs’ traffic is
off-net traffic. The combined effect is that a much larger portion of CLECs’
overall costs are traffic sensitive. This also means that any under-recovery of
exchange access related costs — i.e., traffic sensitive costs — weighs more
heavily on the CLEC than on the ILEC and causes a much larger shift of

unrecovered costs to other customers or services.

Last, the recommendation falsely suggests that ILECs are doing the same.
However, ILEC exchange access rates have not explicitly been set below the
ILECs’ costs of providing exchange access services. To the contrary, all
indications are that the ILECs’ exchange access rates are compensatory.
Thus, forcing CLECs to shift under recovered exchange access costs to their
end-users puts the CLECs at a severe competitive disadvantage in the retail

market.
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