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1 Introduction

2 The above captioned proceedings arise out of various petitions for arbitration filed |
‘ 3 || by competitive local exchange carriers under 47 U.S.C. § 252 of the Telecommunications
4 i Act of 1996 (hiereafter the "Act”) and under Arizona law pursuant to AA.C. R.14-3-109H
' ‘ 5 Il and R14-2-1505.F.3. Public hearings were held in Phoenix commencing on November 18,
' 6 | 1996 and concluding on November 27, 1996. Additional hearings have been scheduled
At 7 ¢ commencing February 27, 1996 on other issues common to the petitions, including quality
2 ' 8 | of service measurement/liquidated damages and the cost apportionment of U S West's |

3 | electronic interfaces. See Procedural Order dated December 13, 1896. At the conclusion ¢
10 . of the consolidated cost proceedings, briefs were ordered and TCG Phoenix CTCG™) hereby
11 | submits its initial post hearing brief.

i
124 TCG’s petition for arbitration war previously heard by the arbitrators and resulted

13 ¢ in Decizion No. 59873 issued October 29, 1996. U S West filed an application for |
14 | rehearing of such decision on November 18, 1996 and such application for rehearing was ]
15 || denied by operation of law. In Decision No. 59873, the parties were required to file an
16 | interconnection agreement and a preliminary unsigned agreement was filed on

17 | November 09, 1996. Although U S West made separate "reservation of rights” filings

19 i filed by the parties on December 13, 1996. The agreement was approved by the
20 ¢ Commission on December 18, 1996 in Decision No. 59937

21 On August 8, 1996, the FCC issued its First Report and Order in CC Docket
22 i No. 96-96 (hereafter the "Order") and offered guidelines under which local exchange
23 | competition would be implemented in accordance with the Act. Various parties, including

24 | U S West, challenged the FCC’s Order and on QOctober 15, 1996, the United States Court
25

26

, . 18 || requesting that the agreement be rejected, final revisions to the agreement were jointly
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11
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- of Appeals for the Eighth Circuit stayed part but not all of the Order pending full judicial

review.!
In issuing the preliminary stay, the court stated that it was concerned that the FCC
Order may have undermined the jurisdiction of the states over the pricing of intrastate

telecommunications services. It is important to note that the stay does not affect the

pricing provisions of the Act in any way and that even if the Order is stayed, state ‘

regulatory commissions, in the exercise of their statutory jurisdiction under the Act, can

i
|
f

consider the extensive analysis provided by the FCC Order as a guideline for their own

action. In Arizona, this is particularly true in view of the Commission’s Interconnection
and Unbundling Rules, AA.C. R14-2-1301 through 1311, which were actually adopted

before issuance of the FCC’s Order in order to "take another step on the road toward a

fully competitive telecommunications environment.” Decision No. 59761 (issued July 22, -

1B96) at page 3, lines 11-12. In these rales, the Commission has approved total service

-long run incremental cost ("TSLRIC") as the "cost standard to be employed by the

incumbent local exchange carrier in conducting the cost studies that establish the

underlying cost of local exchange carrier services including unbundled essential facilities

and services” AAC. R14-2-1309. TSLRIC is similar to the total element long run
mneremental cost standard ("TELRIC") adopted in the FCC’s Order. See Order at % 672,

i 681 n. 1687. Thus in interpreting Arizona’s TSLRIC standards for costing and pricing,

this Commission is independently and concurrently exercising its exclusive rate making |

authority under Article XV Section 3 of the Arizona Constitution and is entitled to

examine the FCC’s extensive analysis of the subject for guidance if it so elecis.

In general, TCG is aligned with other competitive local exchange carriers (C"CLECs ™.
£

including AT&T, concerning the consolidated common issues of cost and pricing for U S

' lowa Utilities Board, et al. v. FCC, Case No. 96-3321, 1996 W1, 5892 04 (8th Cir. :

Oct. 15, 1996).

-2- Docket No. U-3021.96.448 ¢ al
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)

18 )

19

20

21

22

23

West’s unbundled network elements. Accordingly, TCG incorporates by reference the
positions set forth by AT&T in its initial post-hearing brief herein concerning the

underlying principles to be used in the development of network element pricing. TCG

submits that U S West has failed to carry its burden of proof to establish a proper cost

basis under the Act for setting the prices needed to bring competition in local exchange
telecommunications in Arizona. In this initial {lling, TCG will not address all issues raised

during the proceeding, but rather will focus on some of the more important matters

|

H

roviding appropriate references to the testimony and exhibits of witnesses. TCG ¢
& g approp Y i

specifically reserves the right to respond to any party’s positions concerning any issue in

Access  ("MCI");  Sprint  Communications Company, L.P. USprint™);  American

¢ Communications Services, Inc. ("ACSI"), MFS Communications Company CMFS™; GST

{ Tueson Lightwave, Inc ¢GS8TY) and Brooks Fiber Communications of Tueson, Ine.

{ TCG’s post-hearing reply brief. Throughout this brief, the various parties will be referred

to as follows: AT&T Communications of the Mountain States, Inc. ("AT&T"); MCI Metro

{"Brooks”). References to particular pages of the hearing transcript will appear as "TR"

denoting the sponsoring party.

L
US WEST COST STUDIES

A 1] 8 West's Cost Studies Are Overstated, Unreliable and Should Not be Used
as the Basis for Setting Prices Under § 252 of the Act or Under the
Commission Rules.

In the pre-filed submissions of the various parties, there was much discussion
questioning the many U S West cost studies that were offered in support of the prices
proposed by U 8 West. U S West sought unsuccessfully to explain the differences in the

studies by referring to "further analyses” or “reexamination” of assumptions of prior cost

studies submitted using similar costing principles such as TSLRIC. In the final analvsis,

-3- Docket No U-3021-96-448 o1 al
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i+ U 8 West’s version of a cost model--the so-called RLCAP model--produced a price scheme

that was completely at odds with the cost submissions of the other parties and was
approximately 2% times the guideline rate established in the FCC’s Order. It was
revealed during the hearings that years earlier U S West itself had sponsored TSLRIC and
related studies that produced costs for the local loop that were at or below the costs being
submitted by AT&T and others in this proceeding. One of AT&T’s experts, Dr. Thomas
M. Zepp, concisely summarized this anomaly as follows:

In all the various states that I've worked in over the last 10 or 12

years, the loop cost estimates made by U S West were very close to -

the estimates that we now see being produced with the Hatfield

model. Maybe actually the U § West numbers were a little lower, and

that's just the fact. It’s only the recent changes and assumptions that

have been made by U 8 West in their models that have jacked these

costs up to the $30 range. TR 980, lines 8-16.
In fact, in U S West’s most recent rate case in Arizona, long run incremental cost studies

were submitted by U 8§ West to justify its requested residential rates. See Re 1. S West

Communications, Inc., Decision No. 58827 (January 3, 1995 (Commission adopts $13.18 :
residential one party rate).

In TCG's earlier arbitration, heard months before U 5 West witnesses filed their
"latest” cost studies in this consolidated case, TCG’s consultant, Willlam Page
Montgomery, accurately observed that U S West’s changing cost studies were "not facially
credible? TCG Exhibit 2, direct testimony at 42 Other witnesses described the results

and aspects of the studies to be "suspect.” TR 1428, line 18 (Mr. Zubkus); TR 12486, lines

2 Its appears that U S West’s continuing barrage of cost studies has not abated

even though the record in this case is now closed. On December 23, 1996, 1J § West
submitted to the Chief Arbitrator eight "updated” or "revised” cost studies and one entirely
new study that had never been submitted before. None of these studies are appropriate

. for consideration in this proceeding. In the event that this "notice of filing” is deemed by
25

the Arbitrators as an "offer” of exhibits into evidence, TCG respectfully objects. These new -
studies are untimely, prejudicial, in violation of the procedural orders herein and should .
not be any part of this case.

-4~ Docket No U-3021 96 448 et al
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11

12
13

14

15 § West Communications, Inc., Docket No. UT-94-1464, 1995 WL 735315, *72, Fourth

16 |

17

18

19

20

21

22

23

24

25

26

8-9 (Mr. Artman). Most of the witnesses that tried to examine RLCAP came away
seratching their heads wondering how to validate the inputs asserted by U S West. The
inputs were secret; they were confidential. Even when the U S West model was installed
in a dated software program- -Symphony--the basic inputs could not be evaluated properly.
TR 916-17 (Dr. Zepp); TR 1123-24 (Mr. Solomon); TR 1372-74 (Dr. Cabe). It was just one
week before the hearings that RLCAP became able to be reviewed in Excel on a compact
disk (TR 71-72; TR 420). These factors and others led various witnesses to refer 1o the
model as a “black box.” MCI Exhibit 1, pages 26-27 (Dr. Cabe); TR 1120-21
(Mr. Solomon); AT&T Exhibit 9, pp. 15-18 (Dr. Zepp). Moreover, the RLCAP cost

. proposal is used only by U S West and not by any other regional Bell operating company

(TR 41, lines 5-9) and similar U 8 West "incremental cost” studies have been severely
criticized by other state regulatory commissions. TR 244-45 (Ms. Santos-Rach) See, eg.,

Re U S West Communications, Inc., Docket No. 95-049-05, Report and Order (Utah Pub.

Serv. Comm’n Nov. 6, 1996); Washington Utilities and Transportation Commissiony. U S

Su.pplemental Order Reporting Tariff Filings and Order Refiling and Granting Complaints

in Part, (Wash. Util. Trans. Comm’n. Oct 31, 1995) (commenting about U S West’s

"protiracted inability to produce respectable, auditable and ‘checkable’ cost studies . . ™)

Washingion Utilities and Transportation Commission v. U S West Communications, Inc..

Docket No. UT-950200 15th Supplemental Order (Wash. Util. Transp. Comm’n. April 11,
1996), 169 P.UL.R. 4th 417 (1996) (U S West’s cost studies rejected).

In a recent state arbitration under the Act, the lowa Utilities Board criticized the |

U S West cost studies for being unverifiable and not using publicly available information

Preliminary Decision of the Iowa Utilities Board, Docket Nos. ARB-96-1, ARB-96-2, issued

October 18, 1996. The lowa Board approved use of the Hatfield Model as the "most

credib:le” cost study in the proceeding. Id.

-5- Docket No U-3021.96-448 et al
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18 . TR 706, lines 6-8 (Ms. Mason), and is improper. Embedded cost recovery is not a proper

TCG submits that for the reasons set forth in the testimony of AT&T witnesses and

| the brief of AT&T, the principles encompassed in the Hatfield Model should be the

preferred basis for setting TELRIC prices. TCG’s position concerning prices for resale
services is set forth at Section 111, below.

In the pages that follow, TCG will examine particular deficiencies of RLCAP to
demonstrate that there is significant upward bias and unreliability in the prices proposed
by U 8 West.

B. Alleged "Depreciation Reserve Deficiency”.

After the filing of direct testimony, U § West claimed it should be entitled to levy |

| atheoretical depreciation reserve deficiency ("IDRD™) surcharge as part of the CLEC’s price

for access to U S West’s local loop facilities. Although U 8 West witness Susanne Mason

claimed that the DRI surcharge was appropriate under the Commission’s Interconnection !

! and Unbundling Rules, A.A.C. R14-2-1310 as a "verifiable indirect cost.” this claim was not .

a part of U 8 West’s initial presentation. TR 674, lines 9-25; TR 675, line 1 (Ms. Mason). |

D First, US West’s claim is an attempt to recover embedded costs,

element of a forward looking and efficient TELRIC or TSLRIC methodology. It is
prohibited by the Act in Section 252(d)( 1)(A)(i) and it has been rejected by the FCC Order,

at paragraphs 704-06. Moreover, U 8 West itself has agreed that TSLRIC should not

reflect embedded costs. See Principle No. 7, Consensus Principles Report submitted by

Susanne Mason to Gary Yaquinto October 11, 1995 (U S West Exhibit 1, Attachment 2,

Direct Testimony of Ms. Santos-Rach) ("TSLRIC studies shall be ‘forward looking. i

they shall not reflect a company’s embedded base of facilities.” (hereafter "Consensus i

Principles”;. U S West’s DRD surcharge assertion flies in the face of this imposing array

G- Docket No. U-3021-96.448 et al
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of authorities and is in eomplete defiance of its own commitment to adhere to the

2 ! Consensus Principles.
3 (2} Second, U S West’s claim in this proceeding interferes with a separate
1 | application initiated before this Commission by U S West in October, 1995 in which
5 || accelerated depreciation lives for certain U 8 West plant are in issue. See U S West
6 ! Exhibit 28. U 8 West now improperly asks the Commission to leapfrog over this separate
7 || application submitted over a year ago, accept its results as established without analysis--
8 | since Commuission staff has not analyzed the claim in either proceeding--und take on bhind
% faith that 1t is proper to assess the new entrants with an extra surcharge mn order to
10 obtain access to s essential facihities.
3 Third, in a forward looking competitive environment, U5 West's
12 . embedded costs are irrelevant. As concisely put in MCI's Exhibit 6, lines 8-13:
13 z Embedded costs do not reflect current efficient technology but rather
‘ have arisen from a mixture of vintages embodying different
14 technologies, installed in an incremental fashion as each technology
v became available, in an environment of growing demand. Embedded
15 costs of existing regulated monopolists probably do not reflect
minimum cost of any of the changing environments in which
16 investments were made because the regulated firm has not faced
incentives for cost minimization.
17
18 & U S West's assertion that it will be "hindered” as a competitor unless it can recover this
19 . depreciation surcharge is simply untrue. As MFS' witness Mr. Artman accurately stated, -
201 a perceived depreciation difference from prior times "has very little, if any, effect on
21 pricing or competition deeisions on a going forward basis” TR 12335, lines 5-7.
22 {4y  Fourth, US West’s DRD claim is an improper attempt to collect
23 || depreciation twice. Since depreciation is one of the three components of the TELRIC of
24 ' a network element (Order at § 703), a second bite at allegedly unrecovered depreciation
25 | costs amounts to double-dipping. As GST’s witness Mr. Zubkus observed:
26 |

-1- Docket No 11302196448 ot al
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So if you inciude a reserve deficiency you are double counting. You

are including it in the TELRIC, and then you are again including it

in the reserve deficiency. TR 1423, lines 2-5.
Stated differently, this double-counting effect is in effect a”. . . tax intended to provide a
subsidy to US West which favors neither deregulation nor the development of
competition.” Rebuttal testimony of Dr. Cabe, MCI Exhibit 4, page 1. Moreover, from the

economist’s viewpoint, this "tax" "distorts prices at the margin [and] frustrates both what

the act and this Commission’s rules" are trying to accomplish. TR 1283, lines 5-8

{Mr. Hubbard).

4 Fifth, "theoretical” differences between U S West's embedded costsand |

their present value must first be established, if ever, in appropriate proceedings before the

remain theoretical and should not be accepted on U S West’s mere assertion.

(6)  Finally, U S West offers no authority, other than its outstretched !

hand, to support the lawfulness or reasonableness of the depreciation surcharge concept.

The Commission need not debate whether the proposed DRD surcharge really amounts

to retroactive rate making (it may). Rather, since the focus in an TELRIC study is

forward looking and the U S West proposal is backward looking, it 1s simply inappropriate

and should be rejected.

C. U 8 West’s Proposed Capital Structure and Cost of Capital is Speculative
and Unsupported.

Under the FCC’s Order (1 702), the company’s existing approved cost of capital and

capital structure is preferred unless the company demonstrates that a different cost of

capital is justified. In Re UJ S West Communications, Inc., Decision No. 58927, (January 3,

1995), the Commission approved U 8 West’s capital structure and established an overall |

weighted average cost of capital and allowed return for ratemaking purposes. The °

currently approved capital structure for U 8 West is 61.7% equity and 38.3% debt. The |

.B. Docker No U-3021.96.4435 et al
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[+3)

vl

10
11
12 |
13 witness who testified in the company’s last rate case (TR 398, lines 24-25; TR 399, lines

14 |

15

17

3

16 |

currertly approved cost of equity is 11.4% and the cost of debt 15 7.09%  As authorized
by Decision No. 58827, and as a fallout from the foregoing costs, the overall weighted
average cost of capital 1s 9.75%.

As part of its RLCAP model, U S West proposed to throw these recent Commission
approved determinations to the winds and offered a completely speculative and
unsupported capital structure of 72% equity and 28% debt and a composite cost of capital

of 11.4%--a full 165 basis points above the currently authorized levels. To place this

. last rate case (Decision No. 58927), the result would have been a rate increase for U S

West of 367 miliion, more than double the $32 million amount authorized by the

&f

Commission.

The witness sponsoring this ledgermain was U 8 West’s Mr. Cummings, the same

" amount in perspective, if an 11.4% cost of capital were to have been applied in U 8 West'’s

1-2). The basis for Mr. Cummings’ proposal is a "market value” version of cost of capital. .

The stock price of U 5 West is multiplied by the number of shares outstanding to yield an

ecuity capitalization as of December 31, 1995, Then both long and short term debt as well

as capital leases are figured in to arrive at a debt capitalization component. The debt and ¢

equity components are added together to obtain total capitalization and the respective !

- percentages offered are T2% equity and 28% debt. See U S West Exhibit 1, Attachment 8

at pages 4-7 (Affidavit of Mr. Cummings attached as an exhibit 1o the direct testimony of

. which yields numbers and results that are at best counterintuitive.

L. U S West's Market Value Approach

. Ms. Santos-Rach, U 8 West Exhibit 1). There are many problems with this approach °

Under Mr. Cummings’ "market value" approach, the equity ratio increases |

as the stock price increases. If U S West’s stock goes to 350 per share, under

Mr Cummings’ approach, the Commission should immediately tack on another six

-3. Docket No U-3021-968-448 ot al




1 | percentage points to the equity ratio thus raising it to 78%. With each increase in U S _;
2 | West’s stock price, the equity ratio increases and, correspondingly, U S West’s calculated
3 ! ovorall cost of capital also increases. Under RLCAP, as the weighted average cost of

14 capital increases, the price of the network element also increases. 8o, according to

S & Mr. Cummings, higher U S West stock prices and increased company market capitalization
6 ! mean higher prices charged all CLECs for unbundled elements; and lower stock prices and

7 || decreased market capitalization mean lower unbundled element prices. We respectfully

8 ! must ask what is wrong with this picture? Network element prices should not be

9 | dependent on the vagaries of U 8 West's stock price.

16} 2 US West's Adjustments are Hypothetical and Inappropriate
11 Under U8 West's last rate order, Decsion No. 58827, the compuny’s

12 | approved {actual) capital structure was 61.7% equity and 38.3% debt. In Mr. Cummings’
13 | "market” propesal, the capital structure becomes 72% equity and 28% debt. Under
14 | Decision No. 58927, the cost of equity for the approved (actual) capital structure was
15 i determined to be 11.4% and the cost of debt was set at 7.09%. Mr. Cummings’ proposed -
16  cupital structure is claimed to be "actual” but it is unrelated to reality. The cost of equity
17 | is proposed at 12.85% and the cost of debt is set at 7.5% The anomaly is obvious:
18 | although Mr. Cummings’ "new"” capital structure is more equity rich (by 10 percentage -
19 U points), the asserted cost of equity, instead of being lower, 1s in fact higher by 145 basis
20} points (12.85-11.40=1.45%). Similarly, although the "new” capital structure is less debt
21 | dependent (by about 10 percentage points), the asserted cost of debt, instead of being |
22 | lower, is higher by 41 basis points.

23 The "going forward” capital stiucture of 72% equity and 28% should produce lower

24 1 costs of both equity and debt under accepted finance theory:

25| ... it is a rudimentary tenet of basic finance that the greater the
' amount of financial risk borne by common shareholders, the greater
26

the return required by shareholders in order to be compensated for
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the added financial risk imparted by the greater use of senior debt
financing. In other words the greater the debt ratio, the greater is
the return required by equity investors. Both the cost of incrementa
debt and the cost of equity must be adjusted to reflect the additiona
risk associated with the hypothetical capital structure.  The
arguments work in reverse if a hypothetical capital structure
consisting of less debt than the actual were to be imputed.

R.A. Morin, Regulatory Finance at 439 (1994) (emphasis added).

Here, Mr. Cummings indeed made adjustments to the cost of debt and cost of equity

for his proposed higher equity capital structure. Inexplicably, however, these adjustments

' go in the wrong direction--UP--and thus increase the costs for new entrants to compete.®

3. Adoption of Mr. Cumimings’ Proposed Higher Equity Ratio and
Higher Costs of Capital Would Result in Pure Windfalls for U 8§ West
Shareholders

The counterintuitive increase in U S West's proposed cost of equity and debt under

a higher equity ratio hypothetically and unnecessarily increases U S West's overall cost |

 of capital. If TELRIC prices are established using these fictional increased costs there is

an obvious resulting windfall to U § West shareholders.

First, it should be remembered that U 8 West’s debt ratio is the resuht of actual .
contract comrmitments between the company and holders of its debt securities. These are -
fixed rate o! ligations established when the respective debt issues were sold to the public.
U S West’s actual debt costs are measurable and were found by the Commission to be 7.09
percent. Decision No. 58927 at p. 65. When a fictional debt cost is used there a proposed
1.5 percent) in determining a cost of capital that is higher than U S West's actual fixed .
contract debt, there is a resulting overallowance for the cost of debt. 1f a "market”

measure of cost of debt exceeds U S West’s actual debt cost, the difference would not

3 Mr. Cummings’ citation (U S West Exhibit 10, pp. 2-3) to Brealey and Meyers,

Principles of Corporate Finance is erroneous. The quote cited appears in a footnote on
a different page than the one cited and is taken out of context. However, the quotation .
is interesting because it supports the use of book value of debt in determining cost of
capital, a point addressed in the next section.
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acerue to the bondholders, but rather would be enjoyed by the stockholders because of the
fixed nature of the contract debt obligation. Why should TELRIC prices be set to
artificially overcompensate U S West? To prevent such windfalls, U S West’s actual cost
of debt--recently found by the Commission to be 7.09 percent--should be used n
determining cost of capital.

Second, the Commission’s recently approved capital structure of 61.7 percent equity

' and 38.3 percent debt was approved in order to compensate U 8§ West for a degree of

' business risk associated with competition. Indeed, the Commission specifically stated: |

"However, with increasing competition we find a conservative capital structure is !

appropriate for the Company.” Decision No. 58927, p. 64, lines 21-23. It should be noted -

that in adopting U 5 West’s actual capital structure, the Commission specifically stated |

. that it was "on the high end of a reasonable range.” Id., lines 20-21. Surely, if 617

ercent equity is on the "high-end,” then U 8 West’s proposed use of a 72 percent equity
pe QuiLy 4 prop JUILY

ratio is completely unjustified even in a so-called forward looking environment.

Iri sum, the natural cutgrowths of U 5 West's proposed cost of capital and capital !

structure are higher costs for new entrants and windfalls for U 8 West shareholders.

These shou’d be avoided--not encouraged--by the Commission.

4. The Onset of Competition in Telecommunications Has Been Widely
Expected and is Already Reflected in the Securities Markets

The coming of competition in telecommunications has been widely expected for

many years in the industry as well as the securities markets. At least two years before

the passage of the Act, Arizona was holding workshops with affected parties concerning -

competition. Proposed rules were developed by the Commission’s Utilities Division Staff

in December, 1994. Many states were considering competitive telecommunications

initiatives by way of rulemakings or legislation. In fact, the Order contains many

references to the states’ prior efforts in promoting local exchange competition. See. e.g..
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Order at 1 53. These are matiers of common knowledge that are already reflected in the

capitalization ratios and costs of capital of the affected companies including U 8 West.

U 8 West's proposed ten percentage point increase in its equity ratio as a "going |

forward" adjustment is simply another example of apparent double counting. Assuming
the company'’s existing capital structure contemplates the onset of competition (as the
Commission duly noted in Decision No. 58927), the allowance of an additional--even
higher--equity ratio is unnecessary and inappropriate.

5. Value Line Investment Survey Forecasts an Increase--not a Decrease--
in the Debt Ratio of UJ 8 West Communications Group

Value Line Investment Survey ("Value Line") is a respected information tool used |

regularly makes forward looking estim~tes of various investment indicators including
capital structure. TCG Exhibit 1. (Value Line Report Dated October 11, 1996.) Value

Line projects that in three to five years, U 8 West Communications Group operations

should have a capital structure consisting of 52 percent debt and 48 percent equity. The

Value Line estimate represents a ten percent decrease in the equity ratio and a ten |

by investors and security analysts in evaluating potential investments. Value Line |

percent inc.ease in the debt ratio of the company from that presented by Mr. Cummings :

in this proceeding. This projected capital structure change is exactly the opposite of '

Mr. Cummings’ proposed increase in equity ratio and decrease in debt ratio for the |

communications group and results in a significantly lower overall cost of capital for UV §

West.

There is every reason to believe that the Value Line projection is reasonable.

Mr. Cummings’ proposed capital structure would lead to a higher overall cost of capital

{11.4 percent versus 9.75 percent) and implies that U S West management will

intentionally resort to financing of capital expansion in competitive markets using higher
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{instead of lower) capital costs.* If U S West's actual weighted average cost of capital is

9.75 pereent, would management seriously consider manipulating its equity ratio to result
in higher costs of financing for the company’s ongoing operations? This doesn’t make
sense but is plainly the thrust of Mr. Cummings’ inappropriate proposal to use 11.4
percent as the weighted average cost of capital. As the Value Line projection reflects, it
is far more likely that financing of new capital expansions will be through lower cost debt
issues--not new equity, thus resulting in a somewhat more debt dependent capital
structure.

D. The Revenue Loss Scare Tactic Should be Ignored by the Commission as
Pure Speculation,

U 8 West witness Mr. Thompson claims that when local exchange competition
occurs, U S West will suffer "devastating affects {sic]” (U 8 West Exhibit 4, page 5, line 7).
These speculative claims are unfounded.

1. Mr. Thompson’s "Analysis" of Assumed Cash Flow Reduction is
Flawed and Should be Rejected

Mr. Thompson submitted an "analysis” that was really no analysis at all but rather |

an "assumed” cash flow scenario that teetered on incomplete assumptions. Mr. Thompson

finally admitted that his cash flow exhibit was simply an "illustration” or a "what if" type |

services. TH 332, lines 13-16; TR 334, lines 3-11.
The "gloom and doom" picture painted by Mr. Thompson is self-fulfilling because

of the restricted assumptions made by the witness. Basically, Mr. Thompson hypothesized

*  Mr. Cummings answered a hypothetical stating: "An increase in the cost of

capital of 200 basis points would increase the costs that U S West faces, ves” TR 390,
lines 5-1.
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that if U S West lost 30 percent of its customers, and if the FCC proxy rates for

interconnection were substituted, there would be a 22 percent reduction in revenues. The |

self-fulfilling nature of Mr. Thompson’s presentation was revealed in questions from the

bench by Arbitrator Behun:

Q:  (BY ARBITRATOR BEHUN) So the entire whole of the service

you considered was U S West's market within Arizona?

A Yes.

Q: And with competition, you assumed that some of that would go
away?

A Yes, that we would have that 30 percent loss of customers.

(&2 So based on wvour assumptions, U West had to_have Jost
money; isn't that correct?

A: Yes.

; TR 349, lines 19-25, TR 350, lines 1-4 {(emphasis added).

The fallacy of Mr. Thompson's presemtation lies in the fact that he failed 10

consider any of the myriad factors that would offset or even increase revenues for U S ¢

West in competitive markets.

First. Mr. Thompson took no account of the likelihood that the overall

telecommunications market may grow as a result of competition tTR 311, line 25; TR 312,

lines 1 2) as in faet occurred in the competitive interexchange market. He simply "took
a picture at a point in time” {TR 312, line 2) although acknowledging that the market

might in fact grow because of competition (TR 312, lines 16-18). Indeed, market growth

is a real possibility because after the divestiture of AT&T, its market share declined but

its overall revenues increased (TR 324, lines 3-10). Mr. Thompson, however, assumed no
growth would occur at all.
Second, the witness took no account of the additional revenue to be enjoyed by U 8

West as a result of its expected entry into interLATA markets (TR 321, lines 21-24:
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TR 349, lines 9-11). The revenues to be enjoyed from the interLLATA toll business to come

are certainly going to be significant. For example, a recent Wall Street Journal article

described the results of GTE’s entry into the competitive interLATA toll market. After
only ten months’ effort, GTE has signed up more than 750,000 long distance customers,
surpassing its own projection by 10 percent. See article at Tab 1 of the Appendix. As

Mr. Siwek observed, the expected revenues from entry into the interLATA market must

~ be considered in order to evaluate the "overall picture” for future revenues (TR 856-57,

' TR 858, lines 1-8B).

Third, the witness took no account of the cost savings to U 8 West from leasing |

unbundled network elements instead of operating them (TR 321, lines 13-17).

Fourth, he took no account of the savings to U § West of network investment as

a result of provision of service by other facilities-based competitors (TR 322, lines 16-25). :

Fifth, he took no account of the possibility of offsetting revenue allocations from
p 3

unfamiliar with the operations of the Arizona Universal Service Fund (TR 341-343).
As Ms. Behun's questions indicated, Mr. Thompson’s "analysis” was one-sided and
its "devastating affects [sic]” were pre-destined to occur.

2. Contrary to Mr. Thompson’s Speculation, Securities Analysts are
Forecasting Positive--Not Negative--Revenue Growth for U 5 West

" the federal universal service fund (TR 329, lines 19-25; TR 330, lines 1-16) and he was |

and U S West is Currently Enjoying Robust Revenue and Access Line -

Growth

The Value Line report on U 8 West Communications Group (TCG Exhibit 1) tells

a radically different story about the company’s projected financial future. Value Line -

estimates that the communications group will enjoy a 6% percent increase in 1996

revenues over 1995; a 5 percent increase in estimated 1997 revenues over estimated 1996,

and a projected 3-5 year revenue growth of about 18 percent over the estimated experienice

for 1996. Value Line estimates annual revenue growth of 3.5 percent through the 3to0 5
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vear period ending in 2001. Similarly, the company’s cash flow, earnings and book value '

are forecasted to increase annueally on a going forward basis for 4 to 7.5 percent,

respectively, over the same 3 to 5 year period. Id. The Value Line Report is attached

hereto at Appendix Tab 2.
Meanwhile, U S West itself has proclaimed star billing for its recent financial

performance: U 8§ West Communications Group Records Another Quarter of Strong

H
H

Growth in Core Operations; Access Lines and Volumes at Record Levels” (ACS! Exhibit 7,

Ccetober 23, 1996 News Release of Third Quarter, 1996 Performance). These results are

. asserted to be "among the best in the industry.” Id. Further examples of US West's

rebust financial condition are touted in the press release: "[Alccess line growth, among

the strongest in the nation, continues to accelerate in U S West Communications’ 14-state .

"t

region . . .", .. . strong local service revenue growth of 9.3 percent”; and "Increased
volume due to unprecedented access line growth--resulting from the strong regional
economy of the west . ", Id, The quarterly earnings press release is attached hereto in
its entirety at Appendix Tab 3.

The dichotomy is apparent and we are left to ask: who’s kidding who? While

Mr. Thompson is forecasting "devastating” financial losses, the investment community and

. U S West itself see stable growth at present and into the future It should be noted that

according to Value Line, U S West Communications Group enjoys the highest rating for
"Safety” (1) and the second highest rating for "Financial Strength” (A+). These strong
financial indicators sericusly call into question Mr. Thompson's artificial revenue loss
scenario as well as Mr. Cummings’ plea for a higher risk-adjusted cost of equity.

3. 'S West is not Legally Entitled to Protection from the Effects of
Competition in Any Event

The implicit theme of Mr. Thompson’s testimony (and indeed U 8 West’s enuire

presentation) is that the Commission has a duty to insure U S West shareholders against
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1 all effects of competition. As U S West sees it, the Telecommunications Act of 1996 should
2 il be renamed as the "RBOC’s Revenue Protection Act of 1996" The Commission’s |

3 I Competitive Service Rules and the Act announced changes in state and national policy in

1 il order to foster competition in telecommunications. Contrary to Mr. Thompson's
51 implication, however, US West is not legally entitled to demand “protection”

6 i (constitutional or otherwise) against the effects of competition. Tennessee Electric Power

7 Company v. Tennessee Valley Autherity, 306 U.S. 118, 189, 141 (1930); Law Motor

8 | Freight, Inc., et al. v. Civil Aeronautics Hoard, 364 F.2d 139, 144 (Ist Cir 1966); ¢f

93 Market Street Ry. Co. v. Railroad Comum’n, 325 U.S. 548, 567 (1945).

10 For the foregoing reasons, the arbitrators should ignore the speculative, unfounded

11 | and irrelevant "illustration” of alleged loss revenues offered by Mr. Thompson.

12 E. The Assumption of RLCAP that 82 Percent of Trenching Will be Under
“Difficult” or "Developed” Conditions is Linreasonable and Unsupported. '

13

14 1. The 82 Percent Developed Ratio

15 Ine of the assumptions used in RLCAP is that 82 percent of the trenching -

16 |

r.ecessary to install communications cable will be performed in areas which are fully

17 || "developed” and that the construction conditions will be difficult, and in 18 percent of the

18 © conditions, trenching is in "undeveloped” areas with low trenching costs. Trenching costs
19§ form a large part of the TELRIC for cable and contribute significantly to the cost of the |
20} reconstructed local loop. The hypothetical task of reconstruction of the network using .
21 §| forward looking incremental costs under so called "scorched node" conditions has provided |

22 i U S West with a unique opportunity to drive up the TELRIC of the local loop simply by -

23 || using changes in assumptions concerning construction conditions. In fact, before passage -

24 ! of the Act, U S West used virtually the opposite developed/undeveloped ratio in its cost

25 Il study presentation in Colorade. There, "80 percent” [of construction conditions] were |

26 easy/undeveloped, and 20 percent [were] hard/developed . . " (TR 137, lines 11-18)
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After US West’s consultants received their assignment to derive a post-Act
TELRIC cost methodology, the developed/undeveloped assumptions were magically
transformed into the costly 82/18 ratio used in RLCAP (TR 90, lines 16-23). Chiefl
Arbitrator Rudibaugh cut to the chase on this matter when he asked Ms. Santos-Rach

whether there have "been any significant changes in U S West’s costs in the last several

Il years" (TR 87, lines 24-25; TR 88, line 1). The witness responded by saying that the

' changes were in "cost methodology” rather than the costs themselves (TR 88, lines 13-15).

The Arbitrators should therefore view this change as pure opportunism by U S West

studies.

| rather than a coincidental review and revision of dated assumptions used from prior cost

2. The 82 Percent Developed Ratio Ignores the Commission’s Rules and

LI § West's Tariffs

RLCAP’s use of the 82 Percent Developed Ratio substantially increases the TELRIC |

of the local loop. However, since at least 1983, developers in Arizona have been required

ini new subdivisions to advance all costs of construction for underground communications

infrastructure to the incumbent local exchange carrier. A AC. R14-5-506E.3. Regardless |

of whether trenching conditions were "easy” or "difficuit” or whether the subdivision

occurred in a "developed” or an "undeveloped” area, it was always the developer-not U S

~ West-- that bore the entire cost of trenching and related earthwork construction:

2. The developer shall provide the trenching backfill (including
any imported backfill required), compaction, repaving, and any
earthwork required to install the underground communication
system all in accordance with the reasonable specifications and
schedules of other utilities in the same area when feasible. . ..
[Alternatively] the utility may elect at the developer’s expense
to perform the activities necessary to fulfill the developer’s
responsibility hereunder.

Id. {emphasis added)
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t The Arbitrators can take administrative notice that significant new residential
development has occurred in recent years in Arizona’s metropolitan areas, especially

' Phoenix and Tueson. A recent article concerning United States Census Bureau data

Journal, December 31, 1996 at 2, appearing at Appendix, Tab 4. It 1s safe to say,
therefore, that at least since 1983, a significant portion of U 5 West’s current access lines

have resulted from new residential subdivision development growth. Whether developed

- costs whatsoever The Commission’s rule, R14-2-506E.3, makes no mention of "easy” or

* described Arizona as the “"second fastest growing state” in the country. Wall Street |

or undeveloped, these are areas in which U 5 West should have incurred ne trenching

“difficnlt” trenching but rather states that anywhere there is new residential subdivision

" growth the developer must bear ALL costs of trenching and earthwork construction and

', in such areas U 8 West has no investment in trenching construction.

In spite of the Commission’s regulation, and ignoring the reality of sigmficant new

significant "trenching” costs where none have in fact been incurred by U 5 West. TCG
- raust respectfully ask why shou'd new entrants pay any cost associated with trenching if
none have Yeen incurred by U 8 West?
! It is no answer to say that in a "scorched node” environment we must hypothetically
| assume that such trenching would be required. It is far more reasonable to say that in
a "scorched node” environment, by definition all residential connections are "new” and that
no trenching costs are borne by U 8 West under applicable Arizona law.

None of the applicable U S West witnesses analyzed the specific Arizona
requirements on trenching construction being required to be provided by developers for
new construction. See TR 228, lines 19-25 (Ms. Santos-Rach); TR 650, lines 14-20

{Mr. Orrell). Ms. Figueroa, however, stated that there were currently working on "close
o o
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to a thousand subdivisions” (TR 1625, lines 10-13), so the number of installations is clearly

significant.®

3. The 82 Percent Developed Ratio Also Ignores Revenues Received
From Developers

Not only are the trenching costs in RLCAP substantially overstated, U S West’s

cost mode! takes no account of the fact that the actual costs of the feeder and distribution

facilities are advanced to U 8 West by .ne developer in new subdivisions. Up front

| "facility charges” are collected by US West and, under its construction tariff, such

advanced charges may be repaid over five years. If not repaid, the construction advances !

are retained by U S West as a gift. See Tariff attachment at Appendix, Tab 5. The

RLCAP model then falsely assumes (1) that there will be actual construction outlays paid

for by U S West (in new subdivisions) and (2) that there will be a financing or cost of
money component associated with these outlays. The feeder and distribution facilities
charges are totally advanced by developers and, even if some of the costs are actually

refunded over time, U 8 West has enjoyed zero cost financing for all related facilities.

Ms. Santos-Rach confirmed that none of the revenues received from developers were

taken into consideration in RLCAP (TR 268, lines 24-25; TR 269, lines 1-10).

F. The Three Pair Distribution Assumption is Speculative and Overstated,

Another aspect of RLCAP that moves its TELRIC cost higher is the assumption

that there will be three cable pairs installed per dwelling unit. U S West witness

* The unsupported nature of the costs assumed by U S West for trenching

illustrates again U S West’s tendency to make assumptions in order to drive up the |

TELRIC result. In the instances of all costs--not just trenching costs--the Arbitrators and 3

the Commission should reject assertions that have no cost basis. The Commission need

not feel compelled to accept either the Iatfield Model or RLCAP in their entirety, but can

eliminate non-cost based assumptions in developing appropriate TELRIC prices. As has

been seen elsewhere in this proceeding, on balance, the Hatfield Model's assumptions |

enjoy a decidedly firmer and more provable cost basis than RLCAP.
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Mr. Butler claimed that the three pair design is reasonable (TR 486-87). However, |

i

Mr. Butler’s claims are completely at odds with U S West’s actual experience with

additional lines to residences. As Mr. Orrell testified, U 8 West has approximately
1.5 million "first lines” in Arizona. As of May, 1995, there were roughly 108,000 second
lines, 2,500 third lines and 370 fourth lines (TR 549, lines 10-20). Assuming Mr. Orrell’s
numbers are correct, out of 1,610,870 access lines in Arizona, less than two

one-thousandths of one percent are third lines. Despite this minuscule percentage of

actual third lines in service, a three pair design for all services is claimed as reasonable. |
In hight of US West's actual experience with in service third lines, its claim s clearly |
unreasonable on its face and should be rejected. Moreover, in apparent contradiction to .
the claim that the three pair design has been in effect for some time, U S West used 2 two
pair assumption in its last rate case. See Decision No. 58927 at p. 71, lines 6-10. »

The two pair assumption used in the Hatfield Model is far more reasonable. In fact, |
considering that U S West’s in service experience with second lines comprising only 6.7
percent of total access lines, the two pair assumption used in the Hatfield Model appears
te be overly generous.

G. Collocation Charges Should be Established at the Rate Levels Sponsored by
ATET Witness Mr. Baker.

U S West maintains that costs for physical collocation cages or enclosures will be |
determined on an individual basis. See U S West Exhibit 22 (Ms. Mason), Exhibit A, page
3of 4. As demonstrated by the concerns of AT&T witness Ms. Baker, allowing U S West
to establish these charges on a case by case basis will allow U S West the perfect :‘

opportunity to try to exact exorbitant charges for space that is essentially equal 10
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industrial warehousing.® The Commission should adopt the prices submitted by
Ms. Baker in AT&T Exhibit 19, NJB Schedule 2, pages 3-4 in order to prevent U S West’s
"individual case basis" (ICB) charges from constituting a barrier to entry. See Exhibit 20,
page 6. The adoption of an ICB pricing standard also invites the possibility of delay in
initiating and completing specific interconnections with competitors since U S West could
delay the process by claiming the need for a "study” to determine the particular case-by-
case pricing. None of this is necessary and Ms. Baker’s prices for physical collocation
should be adopted.

H. The "Efficiency” of the Constructed Network; U § West’s Unbundled Loop
Costs are not Credible,

Because the construction of U S West's communications facilities occurred over time

in the "cost plus” environment of regulated monopoly pricing, there is reason to assume

. otherwise have been if constructed in a competitive market. Although Ms. Santos-Rach

was evasive in responding to Mr. Rudibaugh’s questions about whether the constructed |

notwork was “effieient” (TR 44, lines 12-25; TR 45, lines 1-9), U S West’s consultant

Mr. Fitzsimmons agreed with Mr. Rudibaugh that the existing system was not efficient

(TR 1740, lines 12-16). This is a significant admission because it raises the anomaly that

on a comparative basis, the embedded costs of the "inefficient” communications network

should be considerably higher than the "incremental” "forward looking” "efficient” costs of |

¢

a reconstructed TELRIC-priced network. However, in the case of U S West’s cost models,

these prices all tend to be the same. U S West’s glib assertion that in a TELRIC cost

&

As Dr. Zepp observed: "The type of service being purchased is not office space, |

but Class-C industrial space. Recurring charges should be based on rents for that type of

space, not office space.” AT&T Exhibit 9, p. 46, lines 19-20. See also TR 1004-1005 |

{Dr. Zepp).
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study, some "going forward" prices are going to be higher than embedded costs
(TR 1740-41) simply will not wash.

This Commission’s rules (A.A.C. R14-2-1309), the Order (at 1 704-06) and the
agreed upon consensus principles (U S West Exhibit 1, Attachment 2) all mandate that
embedded costs are not to be recovered in a TSLRIC or TELRIC exercise. Here, however,
when the dust settles over U S West's proposed pricing for the unbundled loop, the

TELRIC loop price in effect recovers U S West’s embedded costs since it is higher than

U S West’s embedded loop costs. Compare prices at U S West Exhibit 1, page 3. see also

U 8 West Exhibit 15, DRE-3 at p. 1. These factors are compelling and show that the U 8

West pricing proposal is simply not credible and should be rejected.

i

THE IMPORTANCE OF THE PRICING ISSUE:
MARKET POWLR AND COMPETITION

A, Pricing Should Promote Competition.

As might be expected from the incumbent carrier, U S West’s pricing proposals

provide no economic incentives to CLECs who might seek to compete for local exchange

customers. In fact, if adopted, the pricing proposed by U S West will create a very resl "

barrier to entry in eontravention of the Act and the Commission’s Competitive Service |

Rules. Although U S West pays lip service to the guiding principles in establishing
TELRIC prices for unbundled network elements, when its version of the cost exercise is

over, the end result for local loop access is so inordinately high that no competitors are

likely to pay the prices sought by U S West.

Here, the 1J S West proposal is two and one-half times the proxy rate established *

as a guideline by the FCC. The basic rate including non-recurring charges for CLECs |

competitive access to a single U S West business customer is so high as to be prohibitive

This fact was eloquently made in the testimony and exhibits of ACSI witness |

24 Docket No U-3021-9¢ 4115 ot al
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- Mr. Robertson. As demonstrated by his testimony and exhibits, if competitive service were

to be provided at U 8 West’s proposed rates for a 1 FB customer, it would take pearly five
vears for a CLEC to break even and would involve a loss of money each and every year
until the fifth year. ACSI Exhibit 12; TR 1442-1447. The illustration conservatively
assumes that the CLEC makes no capital investment (such as installing a switch)
associated with instituting such competitive service. [d Interestingly, U § West chose not
to rebut this compelling example. Under such circumstances, no CLEC could afford todo

any business in Arizona (TR 1447, lines 17-24). The invitation to lose money for many

vears has no allure. Competitors simply will not enter the market if U S West’s proposed |

and the Commission should reject the exorbitant pricing proposals of U 5 West in favor

competition in Arizona.

B. The Establishment of TELRIC Costs Will Have Consequences for U 8 West's |

(ither Retail Rates.

One matter that was not squarely addressed by U 8 West is the effect on other

retail customer rates of the establishment of a TELRIC based local loop cost Presently,

o pricing is sustained--all of which would inure to the benefit of U S West. The Arbitrators

- of TELRIC based prices that will stimulate--not retard--the development of facilities-based

U'S West’s approved residential one party monthly service rate is $13.18.  Decision

No. 58927 at p. 73. U S West’s proposal in the rate proceeding was on the basis of a long

run incremental cost ("LRIC") study submitted to the Commission. The residential rate

requested by U S West as being cost justified in that proceeding was $§17.50. Id. at p. 70.

Although U 8 West will surely argue that the LRIC cost study is different from a TSLRIC

or TELRIC study, the differences, if any, are not likely to make changes in the retail rates |

designed from such studies. Accordingly, if the Commission adopts U 8 West's proposal |

and determines that the TELRIC for the unbundled local loop is $30, it will in all :

-25- Docket No 17.3021 96.448 ot al
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| would provide a potential cost basis for raising U S West's residential one party rate from

$13.18 per month to over $30 per month! Therefore, the Arbitrators and the Commission
should use only verifiable costs to fix the TELRIC rates for unbundled elements in this
proceeding--it will surely have effects in other proceedings before the Commission.
HIL
PRICING FOR RESALE SERVICES

The Act requires incumbent local exchange carriers to provide "for resale at

wholesale rates any telecommunications service that the carrier provides at retail .. . "

47U S.C. § 2511c)4). Also under the Act, the State commission shall determine wholesale

rates on the basis of retail rates charged to subscribers excluding all costs attributed to

"marketing, billing, collection and other costs that will be avoided by the local exchange

carrier.” 47 U.S.C. § 252(d3).

ey

TCG submits that rates for resale services of U S West should be carefully

established by the Arbitrators and the Commission, balancing all appropriate factors so

that facilities-based competition will in fact develop in local exchange telecommunications. |

competitive telecommunications but rather will overutilize and perhaps strain U § West's

. This task requires a delicate balance. If resale discounts are set too high, then :

network. See, eg., AT&T's Ms. Dodd’s testimony at TR 1011, line 25; TR 1012, lines

1-13. On the other hand, if resale discounts are established at unduly low levels, the
immediate entry of competitors that rely (at least in part) on resold services will be stifled
because profit incentives will not be present and competition will be extremely slow to

develop. Neither of these scenarios promotes the public interest.

TCG submits that the avoided cost discount proposed by AT&T is probably too high

and that the discount proposed by U 8 West is probably too low. Wholesale prices should

-26- Docket No U-3021.95.448 et al
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. be set in this proceeding to promote both facilities-based and resale competition in local

exchange telecommunications.
Conclusion
The cost studies presented by UUS West in this proceeding are inflated with
inappropriate and unnecessary costs. U S West has not borne its burden of proof of
establishing a proper cost basis for establishing rates for unbundled network elements

etther in accordance with the Act or as a part of a proper TSLRIC study as mandated by

Arizona’s Competitive Service and Interconnection and Unbundling Rules. Unbundled

. network element rates should be established using principles encompassed in the Hatfleld

Model for establishing costs with the careful recognition that the costs established may
serve as precedent in other U S West retail rate proceedings. Avoided cost discounts
should be established by carefully balancing the need for development of robust resale as

well as facilities-based competition in the local exchange markets.
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GTE 10 Introduce
Flat-Rate Toll Calls

For Business Users

By Gaurram Nak
Staff Reporter of Tue Want STREET Jouanas
NEW YORK ~GTE Corp. has signed up
more than 750,000 long-distance cusiomers
just 10 months after eniering the business,
and now plans to aggEressively pursue
.. corporate users by launching three flat
" rate calling plans.
 The company s expected to announce
" today three calling plans that let business
. customers place leng-distance calls for as
Chittle as 14 cents a minute, day or night.
Tha! price edges oul the 145 cenls &
T nunute offerad to small businesses by MCt
.. Communications Corp. Neither AT&T
Carp. nor Sprint Corp. offer a fiat rate.
GTE, the .rgest (.S, carrier of local
phone traffic, entered the Jong-distance
. market in March under a pew tefecommu:
nications law that lets local providers
. compele with AT&T and others. GTE'S
.. success suggests the kind of damage the
- regwmal Beils could eventually do to the
. Big Three long-distance carriers, AT&T,
. MCE and Sprint. The Bells are equally
“eager o offer Jong-distance service, but
« first must open their local monopolies to
competition. GTE was exempted from that
rule.
= Xonetheless, the costs are high. GTE.
hased in Stamford, Conn,, said its long-dis-
tance business won't furn a profit yntil the
. fourth guarter of 1993,

GTE says it has signed up more than
750,000 long-distance subscribers, most of
them residential, beating its own esti-

; mates by 109 A big reason, GTE main-
., tans, 15 that customers prefer buying
several services, such as local and long-
T distance, ot a single bill and with a single
., humber for customer service. In Tampa,
"' Fla., GTE also packages cellular, paging
" and Internet access with its telecom offer-
" ings - the beginnings of a bigger push
toward “hundled services. ™

“The carrier who has the capability to
-provide a single bill has a strategic advan-
tage” over others, said Rob McCoy, presi-

.. tent of GTE"'s long-distance unit, which
now serves all 50 states,

GTE hopes to win more business cus-

- tomers by simplifying its phone offerings.
High-volume callers will pay a flat rate of
i1 cents a nunute {or domestic Jong-dis-
tanee calls, while low-volume users will
pay Licents a minute. The company is also
offening o it rate nternational plan
whose tates depend upon the country
called. The rates apply to direct-dialed,
catling-card,  tolifree and  operator
peisted eptis
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US WEST News Releases

COcrober 23, 1996

For further informarion, conmct Dave Baoks (303) 8046732
Dmks@rswast.oom

U S WEST Communications Records Another Quarter Of
Strong Growth In Core Operations; Access Lines And
Volumes At Record Levels

ENGLEWOOD, Colp, - U § WEST Communications Group (NYSE:USW) today announcedrecord
cquartedy revesues and continued record access line growth — among the bestin theindustry - 25 well as
serang growdh: rases in new products and local services,

‘These results, tempered by higher - but moderating -~ operating expenses, led 1 pormalizedauareerly net
income of £ 282 million, up 2.2 percent over the same period in 1995. Furtheradjusting for certain
ome-time expenses associared with the company’s QOmaba videooperations, net ineote would have growa
.2 percent,

“Third quarter operating highlights tnchade:

»  Earnings per share (EPS) were ynchanged from Iast year at $.59 on a normalized basis Furher
adjusting for the one-time operating costs associated with the Omabs videooperations, EPS
would have been $.61, 2 3.4 percent increase,

*  Access Hoe growth, snopg the strongest in the nasion, continues to secelerste in 1 SWEST
Communizations’ 14.state region, increasing 5.1 percent {excluding the sale ofselected rural
telephone exchanges) over the past 12 months, This includes 4.0 percentgrowth in residential
lines, growth in business lines of 7.9 percent, and a growth rate of 31.7 percent in residential
additional lines,

¢ A53 percent increase in operating revenues to $2.52 billion from $2.39 billion in thethird
quarter, 1995. This quarter’s revenue performance was Jriven by continued stronglocal service
revenue growth of 9.3 percent, It was also bolstered by strong growth inhigh-capacity services
provided to our large business customers, one of the mostcompetitive segments of the industry.

+  Swong revenue growth in new products, such as Caller ID, Voice Messaging, and data
networking scrvices, up nesrly 50 percent from the same period in 1995, Within thiscategory,

» revenues from CLASS services (which include Caller D) wefe upapproximately 90 percent.

INTERPRISE®, the dara networking services division of U S WEST Communications, reported
& revenue increase of more than 100 percentcompared to the same: period & year ago.

+  Continued strong penetration of custom calling features such as Call Waiting, CaliForwarding,
aud 3-way Calling, driven by innovative murketing of tailored productundies.

*  The company intensified its efforts 1o control costs which led © a reduction ofapproximately
1,000 employee positions during the quarter, 500 of which will leave thecompany's payroll
during the fourth quarter, This contributed to » productivity increaseof 4.6 percent as measured
by employees per 10,000 access lines. That figure nowstands at 31.2 versus 32.7 last year.

Operating expenses were ni: over the ﬁme'pcriod in 1995 by 5.1 percent at $1.94 billion, animprovement
over the 1996 second quarter increase of 8.0 percent. Expense increases weredriven by

31 Ot 1546 8:59 XM
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< locreased volume due to unprecedented acsess-line growth -«f@nﬁ}ng from the swongregional
economy of the west — and continuing service-improvement fmBatives, ‘i‘hm«ompapy had anet
gra of 197,000 sccess lines in the third quarter, 3 25 percentinerease cempmdl.wuh third
quarier, 1995, A majority of this growth occurred outsidethe mmpmy‘s.ﬁve major metro arels,
and more than baif of the residentis] gain was onprimary — versus additional ~ lines. While
initial costs for provisioning this type of growth are higher thag if & greater percentage were on
second lines or in metrn areas, primary line growdh spread more evealy across the 14-state
territory is greas for the fmgre of the business. - :

*  Incressed costs associated with retail sales and marketing prograzns, which sre belpingdrive
upprecedented revenne growth aod posidoning U 8 WEST Communications ascompetitors

. el
0 Eon
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8 *I'm pleased with U S WEST Communications Group's baproving service quality snd strongrevenue

b growih,” said Richard McCommick, chairman snd chief executive officer of U SWEST, Inc. *Those are

- «ritical elemeats in being fit for an increzsingly competitivemarketplace.™ :

¥ - .

li.: Sol Trujille, president and chief executive officer of 1l § WEST Communications Group, saidU § WEST

Communications’ third quarter performance shows the company’s commitment toeustomers {s stronger

m than ever.

"We have kept our promises to our customers by improving service,” Trujillo said. "That hasbesn our
- oumber one priority. At the same time, we're doing  great job stimulatiog growth inrevenuses and new
' : products. That shows our aggressive marketing efforts are paying off.*

“Our challenge now is to flow more of the dollars from these successes in the core businessto the bottom
';, line and generate cash for continued nvestmes.. in the business,” Trujillo added. "We've begun to see the
results of our initiatives to improve our cost structure, and I'mconfident that we'll continue o improve in
the coming quarters. This will translate to improved shareowner value,”
1§ Third Quarter Operating Highlights
Operating highlights for the quarter include:

-
" ] +  On September 5, U S WEST Communications Group joined many of its industrycounterparts in
- appeaiing and asking for a'stay of selected portions of the FCC's August8 interconnection arder.

™ Last week, the Federal 8th Circult Court stayed essentially thesume parts of the order U S
'\: ; WEST had requested, peading the outcome of appeals, which are expectad sometime in early
1997,
: »  Murked improvement in muny service quality measures, For fnstance, orders "held"more than
lg 30 days for primary service xt the end of Seprember, 1996 were 2,033, Jessthan haif of the
5

4,144 ot the end of Seprember, 1995 and were only 37 pervent of the 3,439 at the end of
September, 1994, As well, 90 percent of the company’s customersnow reach a customer service
l{;i representative within three rings, compared to only sbout70 percent in 1994. The company

il achieved this performance despite net new access linegains 43 percent higher than i 1995,

Further, order sctivity is typically highest duringthe thind quarter. This nsually causes an
upward spike in held orders &t this time of year. No such spike occurred in 1996, (An order is

lrj; "held"” when the company cannot deliverservice immediately tpon receipt of that onder.)
+  Contioued to drive increased residential penetration levels of valus-added services: Call

Waiting, 39.8 %; Caller ID, 20.1 %; Voice Messaging, 15.6 %.
'3 +  Continued sggressive deployment of U S WEST Network 21, This state-of-the-art, fiber-optic,

bi-directional SONET ring srchitecture offers unprecedented survivability, reliability and
flexibility for high-capacity services. These state-of-the-art rings dwarfin size what alternative

l‘ . sceess providers have put in place. Customers in Deaver, Phoenix snd Seattle are cumently
B receiving the benefits of this enkanced self-healingnetwark, and construction is currently
underway in other key cities, . '
- *  INTERPRISE continued to enhance its Frame Relay network, and by yesr-end, expectsto have
i )
L 31 ot 1996 §:55 AM




az% 38,000 Frame Relay ports in service. That division also begen implementingFT.1 Frame Relay
3] Service in preparation for eatering the inierLATA market Thisoffering will allow |
NTERPRISE w package local and lopg distance data services for lower-cost, one-stop
shopping. During the third quaner, INTEFRPRISE also successfully inroduced Audio
Conferencing Dial Qut Services, and began o contolied introductionof its new Managed Dan
Services, 2 suite of services that helps customers build and manage data internetworks.

: ‘ FRUCOMM PLOS Web Teppeiin o 0 5 WEST: News Releaswy Page 3 of 1
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U § WEST Communications Group provides tzlecommunications and high-speed dataservices 1o wore

R thao 25 million customers in 14 western and midwestern states. Thecompany is one of two major groups
that make up U S WEST. U § WEST is in the connections business, helping customers share information,
enternipment and commumcations services in local markets worldwide. U § WEST's other major group,
U S WEST Mediz Group (NYSE:UM(G), is involved in domestic and international cable and wircless
petworks, directory publishing and interactive multimedia services.

.
».

[Safs Hator sttement Soroe of the knformrion prescoed i of in sonsrection with this SOORBCCIMEIEASTRILS
*forward-lovking mstements® withio the eaning of the Privaee Securities Litigation Reform Achf 1995, Although the Compurry
bel'eves thar it expeetmicons ke based on rexsoasble mxamptions withinthe bounds of ity knowledge of its businsss and
operatians, there can be ¢ esqurunce thee actual results willneot dif¥ee suarerially from it expectations. Factoes tuet could cause
acial resulty to ity from expestasions include: (7) differsns than sntcipried competition from new et ko the ool
exchange #nd atralen woll markers, (1) chaoges Iy demuand for the Compuy's producs snd services, Including optionalouston
calling fesnmes, Gil) Silferent than spdcipaed employes fevals, capital expenditures, sid aporctogapoaies & B result of unusually
mapid, inregion growth, fiv) te gain or loss of significant exmimers, snd{v) regulstory chianges affesting the telecommmumications
industry, iosduding changes tha could have animpact on the compettive eavironmesn o the Jocal exchange markes]

-

Note: This release and the atached tables are available on the internet by accessing U SWESTs internet
sHe www uswest.oom

U S WEST Communications Group 1996 Third Quarter Exrnings Contents
Octaher Archive | Communications News Relesse Archive

Profile | Histery | Territory | Emplovee Newsletter | Investor {nfo | News Relesses | Exvecunive Profiles | Career Opportonities

EELEETEY

-

; Contect lnfn
U3 WEST | Index| Sewrch | Email.

Product Cassiow | A Home | At Work | At Schoat | On thie Net
Onthe Gol Ao USWEST

£1 Sw L

ttv%

L LR Y

31 ocr 199§

I
e

i




2 THE WALL STREET JOURNAL TUESDAY, DECEMBER 31, 19%

Nevada’s Populatian Growth Outpaced
Any Other State’s in the Latest Year

By Dawip WiSSEL

Staff Reporter-of Tae Watl, STREET JOURNAL

WASHINGTON — Nevada'spopulation,
fueled by the rapidly growing Las Vegas
ares, grew fasier than any other state’s
between: July 1, 1993, and July 1, 1996,
according 1o Census Bureau estimates.,

No other state came close 1o matching
Nevada's 4.5% population Spurt. Sl
smaller-than 37 other states, Nevada had
1.6 million peaple &s of Jaly 199, 70.006
more than & year earlier. Most of the
newcomers were people who had moved
from other parts of the: 1S, Since 1996,
Nevada haygrown g whopping 33.4% while
the U.5. &s a whole has grown by 6.7%.

With 1.4% population growth, the West
grew faster than any other region of the
countey in the 199596 period. Seven of the
10 fastest-growing states were in the West.
Theother thrée were in the South. Arizona
was the seconid-fastest growing state wilh
a population increase of 2.9%. Utah was
third with 2.2%. The 1.8, a5 a whole grew
by 0.9% over the period.

The Census Burezu said California’s
population grew laster than the nation's
for the first tunein five years, increasing
by L.6%,. More people lelt California - 259,-
002 — than any other state; but more for-
eigaeérs mioved fo California—~246,000~
than (o any other state. California alsohad
the Jargest natural population increase,
births minus deaths, than any other state,
328,000. With 31.8 miltion people, Califor-
nia is by far the largest stale,

The biggest population loser was the
District of Columbia. The Census Burean
estimated that its population declined by
2% to 543.000. But that still leaves the
district larger fhan the stale with the
smallest population, Wyoming, which had
481,000 people.

Other population fosers were Rhode
Isiand, down 1,000 people, or 0.1%; New
York, down €,000:peaple, or less than 0.1%;
and Pennsyivinia, down 4,000 people, or
less thian :1%. The Northeast grew by only
0.1% in 1995-9%, slower than any other
region of the country.

Thie South, which grew by 1.2%, was the

- ouly region to show miore in-migration

from other parts-of the U.8, than outmi-
gration. Georgia grew particularly fast,
showing a 2% ncrease. Also in the top 10
were Texas and Novrth Carolina.

The dats underscore the influence

of immigration from abroad. The North-
east, for instance, lost 326,000 people to
othier regions, but-attracted 205.000 people
from abroad. And the West lost 21,000
peaple to other regions, but attracted 318,
000 foreign hmmigrants,

In all, the Census Bureau estimated

that the net international migration to the
U.5. totaled 836,000 in 199596. Natural
population incréase amounted to a thuch
farger 1.55 whillion.

Details of the new state-by-state esti-
mates are availuble on the Census Bu-
rean’s Internet site
{htip://www.census.gov).
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US WEST EXCHANGE AND NETWORK SECTION 4

COMMUNICATIONS SERVICES TARIFF Page 5
ARIZONA Release |
Issued: 10-18-95 Effective: 11-20-95

4. CONSTRUCTION CHARGES AND OTHER SPECIAL CHARGES
4.4 UNUSUAL INSTALLATIONS
4.4.1 EXTENSIONS FOR NFW REAL ESTATE ADDITIONS
A. Facility Charges for New Areas of Land Development
1. A facility charge (refundable) applies 1o the developer when, at the developer's
request, the Company undertakes the provision of feeder and distribution facilities
for exchange service before telephone demand is known.
2. The facility charge will equal the cost of the facilities requested and is payable in
full by the developer prior to the start of any required construction by the
Company.

3. The Company will not incur expenses prior to receiving payment (or payments)
from the developer equal to the amour’ of the estimated costs.

4. The Company and the developer will enter into a written land development

agreement for provision of the requested facilities. The agreement will include
the following:

a. A description of the development.

b. The estimated net telephone primary access line gain within the development
during the contract period.

c. A description of the telephone facilities to be provided for the estimated
telephone demand during the contract period.

d. The amount of the facility charge.

e. A provision for an annual refund to be made each year on the anniversary date of
the agreement.

f. A term of no longer than five years.

AZ95-05




U S WEST EXCHANGE AND NETWORK SECTION 4

COMMUNICATIONS SERVICES TARIFF Pag,e 8
ARIZONA Felease 1
Issued: 10-18.95 Effective: 11-20-95

4. CONSTRUCTION CHARGES AND OTHER SPECIAL CHARGES

44  UNUSUAL INSTALLATIONS
4.4.1 EXTENSIONS FOR NEW REAL ESTATE ADDITIONS
A. Facility Charges for New Areas of Land Development (Cont'd)

5. The annual adjustment refund is determined as follows:

a. The facility charge is prorated to each of the net access lines estimated in the
agreement between the developer and the Company.

b. The annual net increase of access lines is determined on each anniversary date of
the agreement. The developer’s initial telephone service counts in the first year's
annual increase.

¢. The annual refund will not exceed the prorated amount of the new annual
increase in access lines. Later refunds are given only for those access lines in
service beyond the number in servic~ at the end of the last period in which a
refund was given.

d. Refunds are not made for more primary access lines than the total number
estimated in the agreement. A refund is not given for more than one access line
per dwelling.

&. Any balance which remains at the end of the contract period because access lines
have not been developed, reverts to the Company.

6. If new community dial office facilities must be provided specifically to serve the
development, additional charges will apply to the developer based on the
nonrecoverable, nonreusable costs involved. These facilities and associated
charge: will be included in the agreement.

7. The Company will use its best efforts to assure the availability of CO facilities
consistent with its obligations to provide exchange service.

8. Zone Connection Chagges will apply to applicants for each additional access line
or line within the area specified as a new area of land development unless the area
specified is within a base rate area.




U S WEST EXCHANGE ANDNETWORK SECTION 4

COMMUNICATIONS SERVICES TARIFF ?ag-a 7
ARIZONA Release 1
Issued: 10-18-95 Effective: 11-20-95

4. CONSTRUCTION CHARGES AND OTHER SPECIAL CHARGES

4.4 UNUSUAL INSTALLATIONS
44.1 EXTENSIONS FOR NEW REAL ESTATE ADDITIONS (Cont'd)

B. Temporary Development Charge

1. A temporary development charge shall apply when, in the opinion of the
Company, substantial evidence exists indicating that exchange telephone facilities
will not be required beyond a ten year (or less) time period within the specific
development.

2. Normally the temporary development charge shall be collected in advance from
the developer and shall be in the amount of the present worth of the undepreciated
portion of the nonrecoverable, nonreusable investment required to provide
exchange services to the development assuming a depreciation period equal to the
estimated economic life of the facilities provided.

3. The Company and the developer will enter into a written agreement covering a
time period not to exceed ten vears. Contract considerations include the
following:

Whenever possible the above agreement shall be incorporated with the land
development agreement governing facility charges in new areas of land
development and all terms of that contract as described in A 4., preceding, shall
apply except that the facility charge refund per access line shall be reduced by an
amount equal to the temporary development charge divided by the estimated
number of access lines within the development.

AL95-05




US WEST EXCHANGE ANDNETWORK SECTIONA

COMMUNICATIONS SERVICES TARIFF Pagc g
ARIZONA Release 1
Issued: 10-18-95 Effective: 11.20-95

4. CONSTRUCTION CHARGES AND OTHER SPECIAL CHARGES

4.4 UNUSUAL INSTALLATIONS
44.1 EXTENSIONS FOR NEW REAL ESTATE ADDITIONS
B. Temporary Development Charge (Cont'd)

4. The development shall be reclassified permanent under the following conditions:

3. On the fifth anniversary date of the contract the Company determines that
conditions are such that temporary status no longer applies to the specific
developroent.

b. On the sixth and subsequent anniversary dates prior to the tenth anniversary date
of the contract the developer petitions the Company in writing for a review of
the development's temporary status and the Company determines that temporary
status no longer applies to the specific development.

¢. On the tenth anniversary of the contract, if access lines remain in service within
the development, the development saall be classified permanent.

$. Refunds of all or a portion of the temporary development charge shall be made to
the developer upon reclassification of the development to permanent based on
primary access lines in service as follows:

a. Determine the ratio of access lines in service to the estimated net primary access
lines as specified in the agreement.

b. The refund shall be an amount equal to the total temporary development charge
times the ratio in 5.a., preceding.

¢. If 2 facility charge has been collected under a land development contract, the
access line ratio in 5.a., preceding, shall not exceed the access line ratio
calculated using access lines in service as of the fifth anniversary of the contract.

d. There shall be only one refund made of the temporary development charge, or
portion thereof, during the term of the contract.
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US WEST EXCHANGE AND NETWORK SECTION 4

COMMUNICATIONS SERVICES TARIFF Page 9
ARIZONA Release 1
Issued: 10-18-95 Effective: 11-20-95

4. CONSTRUCTION CHARGES AND OTHER SPECIAL CHARGES

44 UNUSUAL INSTALLATIONS
44.1 EXTENSIONS FOR NEW REAL ESTATE ADDITIONS
B. Temporary Development Charge (Cont'd)

6. In those instances when it is necessary to collect the temporary development
charge from individual customers residing within the development, the temporary
development charge shall be converted to a monthly increment per primary access
line which shall be added to each customer's monthly billing.

a. Collection of the monthly increment shall terminate, if in the opinion of the
Company, conditions indicate that the development has attained permanent
status or on the tenth anniversary date of initial access line service installation
within the development, whichever occurs first.

b. Individual customers residing within a temporary development may form an
association for the purposes of negotiating a temporary development contract
with the Company. Such association will be accorded the same rights, privileges
and obligations as a developer under the terms of the written agreement.

¢. No refunds of the temporary development charge will be made to individual
customers.

7. The wmporary development charge applies in addition to any monthly,

construction, Zone connection, nonrecurring or installation charges applicable
under existing tariffs.
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