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BA-Del’s Model Assumptions and Approach

Would you now discuss the third flaw in the Company’s modeling as sumptions--their
inconsistency regarding short economic lives and reduced market share on the one
hand and low fill factors on the other?

Yes. First, BA-Del witness Dr. Lawrence K. Vanston recommends economic lives for the
Company’s plant nvestments that are substantially shorter than those which have generally been
approved by state and federal regultors. Dr. Varston reaches his conclusions by making
certain assumptions about the pace of technolbgical change n the network over the next
decade or so. For exanple, he appears to assume that copper n the bcal loop will be

substantially rephced by fiber withn the next decade:

We expect wideband digital services enabling Internet-type applications to be the
dominant concern through the year 2005 for most c ustomers....[T Jhe high end of
the TFI recommended range reflects our “middle scenario” for distribution fiber.
The middle scenario ... assumes that fiber will dominate as the technologically
superior solution once demand for wideband services becomes sufficiently
widespread. The lower end of the TFI range reflects our “early scenario” for
distribution fiber. This scenario assumes that most of the demand for wideband
services is served on fiber-based systems. We believe that most LECs will fall
between the early and middle scenarios, which corresponds to TFI’s
recommended range of 7-10 years for distribution copper ... Thus BA-Del’s use
of 10 years for the buried and aerial [copper] ac counts is conservative.

BA-Del Exhbit No. 5, at 16. If I understand this reasoning, Dr. Vanston is arguing that wthin
the next decade, large amounts of fber will be deployed in order to meet demand for high-
speed (broadband) digttal applcations. While this scenario is entirely possble, perhaps even
likely, t does not elimmate the functional capabilities of the nstalled base of copper cabk, nor
does it eliminate its economic valie. If Bell Athntic nstalls large amounts of fber, it may be able

to rent or sell its existing copper cable to other carreers. Unless and until the cost of the fber
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electronics declines sharply, t won’t completely eliminate the potential for providing ower
quality voice applications over traditional copper networks.

In my opinion, copper cabk won’t become economically obsokte (wthout any
remaining salvage value) or many years to come. Ifthere is a rapid decline n the cost of fber
electronics, and rapid growth n the demand for video dialtone, high bandwidth Internet
conrections, and other high-speed applications, the value ofthe installed base of copper cabk
will decline more rapidly in the future than t has in the past. However, it must be recognized
that these trends are not entirely one-sided in favor of fiber and against copper. In fact,
inprovements n component miniaturzation, advances in manufacturing techniques, increasing
demand, and other factors that are contributng to the downward trend in fiber electronics costs
may ako serve to extend the economic life of copper cabk. Within the next 5 to 10 years, t
may be technically fasible and cost effective to provide the average howsehold with enough
bandwidth on copperto meet their demand fr high-speed Internet connections, and pethaps
evento provide VHS quality video signals. If so, copper cable would become economically
obsolete only if the electronics needed for a copper-based system were far costlier than the
analbgous electronics for a fiber-based system

In considering the likely economic life cyck of copper cabk, it is important to recognize
that even if Bell Atlantic were to migrate entrely to a fiber system, that would not necessarily
imply full exhaustion of the economic value of the irstalled copper plant. The copper cable will
not be economically obsokte as longas it is still cost effective to operate and mantain and
capable of providing service of acceptable qualty. In this regard, one must consider not only its
value to its orignal owner, but ako its potertial value to others.

In many an American fimily a car bought new & considered obsokte affer three or four
years, and the family is ready to trade it in for something better (or at least different). However,
that does not mean that the car’s economr life has been exhausted, as proven by the fact that

other people willbe willng to pay a substantial sum to kase or purchase that same car.
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Similarly, if copper cabk is stil suffciently valuabk that it can be profitably kased or sol to a
compettor, evenifitis no longer needed by the carrer that orignally irstalled t, there is no
reason to conclude that its economc life has expred merely because the original owner has
decided to move onto a fiber system. Particularly in an increasingly competitive market,
economic depreciation must be based upon the full duration ofan tem’s economrc value,
consdering the entire market, not merely the frm which ntially purchases and installs the item.

Whenviewed from ths perspective, t is apparent that many of the economc lives used
by BA-Del are too short. For irstance, a 15-year lift for fiber-optic cable is far too short. In
fact, it would not surprise me if fiber which s bured today would continue to be used and
maintained or communication purposes or 40 or 50 years nto the future. Admittedly,
improvements continue to be made inthe design and manufacturing of fiber, making t easier to
move hrger and hrger amounts of bandwidth through a single pair of fbers wih greater and
greater ease. However, much the same benefits can be achieved through improvements in the
electroncs and the software that are used to drive the fiber system. Hence, it may be a very
long time indeed before today’s fiber will be so outdated as to be no longer economically
useful.

In my opnion, t simply sn’t reasomable to assume that fiber nstalled today will be
economically worthless in 15 short years. While this scenario is not outside the range of
possiility, it surely lies at towards the bwer limits of plausibility. I think a life span of 20 to 25
years 8 much more realistic, falling toward the midle ofthe potential range of outcomes.
Hence, this is the average economic life I have wsed for fiber when rumingthe Tekecom

Economic Cost Modelin ths proceeding

How do BA-Del’s depreciation schedules square with its fill factors?
Not very well. For example, the assumed life for copper cabk, which s less than 10 years, s

particularly imappro priate when this assumption is combined with an assunption that it needs to
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mstall 3 cables pairs per household. Wthn the relatively short number of'years in which copper
cable would remain in the network under the Company’s study, it hardly seems lkely that the
nunber of loops demanded per household will ncrease to the level contemplated by the
Company.

According to the testimony of Mr. Sanford, BA-Del’s fill factor inputs

are determined from actual measurements in BA-Del’s netw ork and then
adjusted to make them forw ard looking. The existing fill factors are adjusted
based upon BA-Del’s forward-looking engineering guidelines w hich provide that
distribution pars be engineered on the basis of 2 to 3 pairs per household.

The details of'this procedure, incliding the “adjustment” from hstorical to “forward-looking”
engneering guidelines, are not compktely ckar to me. However, it appears that the Company
has devebped cost estimates n which a substantial volume of extra copper cable is installed,
relative to the quartity that i actually needed to serve the muinber of working loops inclided n
the study.

In other words, the Company s apparently modelnga network m which t mstalls
enough copper distribution cable to provide 2 to 3 loops to each household. It then spreads the
cost ofthis enormous amount of copper over a rehtively few years in the immediate future--
prior to the time it assumes this copper will be elimmnated and replaced with fiber to the
customer premise. | seriously doubt that demand for ordinary copper loops will grow rapdly
enough to absorb this vast amourt of extra cable within the ffw years avaihble before the
mvestment would be fully depreciated under the Company’s assumptions. But, evenif one
accepts the plausibilty of such a growth scenario, it woukin’t be appropriate to spread the
resultng cost of 2 to 3 pairs per household over the current number of loops-- which is closer to
1 pair per household. Inother words, ifthe demand for second and third lires is growing fast
enough to justify the large amount of copper distrbution cabk modeled by the Company, it

would be appropriate to cakuhte unit costs on the basis ofa projected future quantity ofloops.
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If the anticipated growth in second and third lines were considered in this manrer, the resultng
costs per loop would be substantially below those reported in the Company’s studies in ths

proceeding

Would you pleas e elaborate on the reasons why you disagree with the Company’s
distribution plant fill factor?

Yes. Despite what BA-Del winess Dr. Willam E. Taylbr claims n his direct testimony, there
has been no showing that a very low distrbution fill factor s necessary or approprate in a bng-
run economic cost study, even if one were to abandon the standard economi concept of the
“bngrun”’ and irstead prepare a study which assumes “that long-run costs are ncurred over
time.” BA-Del Exhbit No. 6, at 12. As I argued earlier, a classic long-run cost study optimizes
the amount of plant nvestment to best match the volume of output. It is not intended to be a
simubtion ofthe realworld situation, n which the carrier has installed plant over a period of
many decades, and periodically comes in and overbuilds a particulr route by adding additional
cable, or rephcing the older cabk.

But even if one were to ignore this problem and accept the idea of preparinga study n
which the carrier is assumed to install a very hrge volume of phnt in anticipation of potential
growth over time, the approprite cakuhtions would stil be different from those prepared by
BA-Del In such a study, itwould be necessary to offSet the costs ofthe extra capacity nstalled
to meet future growth with the present value ofthe revenues which are anticipated to be
gererated by this growth n demand, in order to get a proper matching of costs and benefits.
Properly handkd, the cost ofextra capacty which s mstalled to serve future demand would not
place a substantal burden on currert ratepayers, because it would be reco gnized that ths extra
capacity will be paid for by fiture ratepayers.

If one doesn’t want to complicate the ssue by considering fiture revenue streams, 1 is

at least necessary to adjust the quantities used incalcuhting the fnal cost results, to ensure a
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reasonable levelof nternal consistency. In BA-Del's study, t hasn’t achieved areasonable
match between the size ofthe network it has modeled and the quantity ofnetwork elements that
it considered in computng costs per unt. For example, ifthe Company wanted to prepare a
forward-looking study in which the average househol uses 2 or 3 loops, t should have divided
the resulting total cost estimate by the higher number of working loops that is impled by such a
growth scenario.

What BA-Del has done is quite different. It has overlaid its exsting network design with
an assumed amournt of extra distrbution cabk (resultingin 2 to 3 pairs per household), thereby
substantially ncreasing ths portion ofits cost estimate. It has then taken the resulting costs and
spread them over a much bwer volume of loops, based upon the number of loops which are
currently beingused. The effect is to nflate the estimated cost per bop and to effectively force
its competitors to pay for theoretical future distrbution capacty that will actually be used and

paid for by future customers--assuming such capacity is ever actually nstalled.

The rationale behind the adjustment to 2 or3 loops per household cleady assumes
substantial growth in the Company’s network. Is the Company’s tes timony consis tent
on this point?

No. Accordingto Dr. Taylor,

A forward-looking study must ac count for factors that wil ether decrease or
increase demand in the future. For example, we are entering a new era of
competition. Therefore, we must account for the fact that competition is likely to
reduce the demand for a company’s services as the company loses market share
to competiors....

Continued use of the incumbent LEC’s fotal demand to calculate incremental costs
clearly builds in the effect of economies of scale that are only possible under the soon to
be extinct single-provider system.

Id., at 15. I believe ths to be a correct observation. To the extent Dr. Taylor is arguing that

BA-Del's market share is unlikely to remain at 100% into the ndefinte future, I certainly agree.
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The entre thrust of the 1996 Telecom Act was to break down barriers to entry, and to
encourage the establshed local exchange carriers to enter the interLATA long distance market,
to encourage the established IXCs to enter the local exchange markets, and to gererally
encourage a competitive free for all. While it is exceedingly difficuk to predict how this will all
play out, if the mternt of Congress is to be achieved, t seems apparent that the ncumbent LECs
will have to lose market share.

In any event, this issue sn’t adequately captured in BA-Del’s model, and itis also
unckar how the Company reconciles the possibilty of bst market share with its view that it
needs substantial amounts of spare capacity to accommaodate future growth. Surely, even ifwe
accept the speculation that n the near future the average household wiluse 2 to 3 Imes, itisn’t
plausble to also assume that every household will contnue to be served by BA-Del In other
words, if the market is expanding that rapidly, surely some facities- based entry wil ako

occur, syphoning offat least some portion of this rapid growth.

Is it then your conclusion that BA-Del’s as sumed fill factors are in conflict with the
Company’s depreciation schedules and its argument that market share losses are
likely to occur in the future?

Yes; the Company’s position s not internaly consistent. BA-Del’s fill factors for copper plant
are apparently based on historical ratios, adjusted upward in the case of distrbution plant. It
simply Bn’t consistent to assume rapid obsolescence of copper distribution plant within a
decade, an enormous expansion plan which would increase the Company’s nvestment to
inclide anaverage of2 or 3 copper loops for every household n the Company’s service
territory, and the assumption that the Company willbe losing market share to other facilities-
based carriers. If ths combination of assumptions is accepted by the Commission, the

Company’s competitors will be forced to pay for large numbers of copper distrbution bops
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which they never use and which in fact are retired before they are even placed into service! By

no stretch of hnguage can ths modeling approach be termed optinully efficient.



