Exhibit T- _ (GB-T-1)
Docket No. UT-020406
Witness: Glenn Blackmon, Ph.D.

BEFORE THE WASHINGTON UTILITIESAND TRANSPORTATION COMMISSION

AT&T COMMUNICATIONS OF
THE PACIFIC NORTHWEST, INC,,

Complainant,
V. DOCKET NO. UT-020406

VERIZON NORTHWEST, INC.

Respondent.

N N N N N N N N N N N N

DIRECT TESTIMONY OF

Glenn Blackmon, Ph.D.

STAFF OF
WASHINGTON UTILITIESAND
TRANSPORTATION COMMISSION

September 30, 2002



10

11

12

13

14

15

16

17

18

19

20

21

22

Please state your name and business addr ess.
My name is Glenn Blackmon, Ph.D., and my business address is 1300 South Evergreen
Park Drive Southwest, P.O. Box 47250, Olympia, Washington 98504. My business e-

mail addressis blackmon@wutc.wa.gov

By whom are you employed and in what capacity?
| am employed by the Washington Utilities and Transportation Commisson

(Commission) as Assgtant Director for Telecommunications.

What areyour education and experience qualifications?
| hold Ph.D. and master’ s degreesiin public policy from Harvard University and a
bachd or’ s degree in economics from Louisana State University. | have been employed
at the Commission snce August 1995 and assumed my current pogition in April 1996. |
previoudy served as the Commission’s economics advisor in the interconnection case,
UT-941464, and the U SWEST genera rate case, UT-950200. Prior to working at the
Commisson, | was a consultant in private practice, where my cdlients included both
regulated companies and consumer advoceates, and an andyst for the Washington State
Senate Energy and Utilities Committee. | have presented testimony as an expert witness
before this Commission, aswell asthe lllinois and Idaho commissions.

In my current pogition, | have testified before the Commission in various
proceedings, including U SWEST's most recent generd rate case (Docket UT-970766),

the GTE/Bd Atlantic merger case (Docket UT-981367), the Qwest/U S WEST merger
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case (Docket UT-991358), the generic cost and price cases (Dockets UT-960369 and UT-
003013), and the Qwest competitive classification of business services case (Docket UT-
000883). In addition, Mr. Zawidak and | were the authors of awhite paper that was the
bass for the Commission’s 1997-98 access charge reform proceeding, Docket UT-
970325. The proceeding culminated in the adoption of WAC 480-120-540 and
implementation of the required access charge structure by each loca exchange company.

| am the author of abook, Incentive Regulation and the Regulation of Incentives
(Boston: Kluwer Academic Publishers, 1994). | have authored co-authored articleson
utility regulation and economic theory published in American Economic Review, Journal
of Regulatory Economics, Yale Journal on Regulation, Journal of Risk and Uncertainty,

and Public Utilities Fortnightly.

What isthe scope of your testimony at thistime?

My testimony explains why Staff believes Verizon's access charges are above what the
Commission should consider to be fair, just, and reasonable. It offersatarget leve of
reductions. It dso explains why the Commission should order Verizon to use an access
charge rate design in which, with the exception of any explicit rate e ement for the
recovery of authorized universal service codts, the overal charge for terminating access
does not exceed what Verizon charges itsloca exchange competitors for termination of

loca exchange traffic.
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OVERALL LEVEL OF VERIZON'SACCESS CHARGES

Does Staff recommend that the Commission order areduction in Verizon’s switched
access charges?

Yes. Staff has concluded that Verizon's access charges are above the level that can be
considered to be fair, just, and reasonable. Verizon's access charges are excessive, and

the Commission should order a reduction.

Please explain the basisfor thisrecommendation.

Verizon's access charges are high based on virtudly any reasonable comparison. They
are high rlaive to the actual cost of providing the service. Thiswill not be news to the
Commission, asit has long been known that access charges are at multiples of the long-
run incrementa cost of the service. More sgnificantly, they are higher than the rates
Verizonitsdf is charging for the same service when used to connect interdtate cdls, and
they are higher than the rates that Qwest, the Sate' slargest loca exchange company,

charges for intrastate access service.

Which of these comparisonsis most important?

The single most important comparison is between Verizon'sintrastate access charges and
Qwedt’ sintrastate access charges. The Commission examined Qwest’ s access chargesin
the 1995-96 generd rate case, Docket UT-950200, and concluded that Qwest’ s rates were
too high. The Commission ordered a 45% reduction in Qwest’s access charges. Since
then, the Commisson hasidentified and made explicit the portion of each company’s

access charges that can be attributed to its service to customersin high-cost locations.
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Once this effect has been removed, thereis no plausible reason why Verizon's access
charges should be significantly above those of Qwest. Yet infact, Verizon's are much
higher than Qwest’s. Verizon charges 5.7 cents per minute for originating access service,
while Qwest 1.5 cents for the same service. Even this comparison understates the
potentia disparity in accessrates, because it does not reflect the effect of the universal
sarvice rate redignment that Staff isrecommending. As Mr. Zawidak explains,

Verizon' sinterim universal service charge should be reduced. Verizon could elect to
offset this reduction on terminating access with an equal increase on originating access.

If Verizon does s0, its originating access charge would increase to 6.9 cents per minute,

more than four times the 1.5-cent rate charged by Qwest.

Why doesit matter than Verizon’s access charges are higher than Qwest’s?

It matters because the excess access charges of Verizon dlow it to export costs of the
Verizon locd network to the customers of Qwest and/or the interexchange companies
that offer intrastate toll service. Verizon's pricing structure results in some combination
of higher satewide toll rates and lower interexchange company profits. It dlowsVerizon
to enjoy some combination of higher profits and lower rates for itsloca exchange
sarvices. It dso can digtort competition in the long-distance market to the disadvantage
of any company that chooses to offer long-distance service to Verizon'slocad exchange

cusomers. Thisisunfair, unjust, and unreasonable.
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Please explain how Verizon can export its costs through high access charges.
Access charges are paid, in the first instance, by interexchange companies that provide
long-distance services and, ultimatdly, by the customers who pay for those long-distance
sarvices. Itisobviousthat high access charges lead to high long-distance rates, but what
isless obvious isthat this effect goes beyond the long-distance rates of Verizon'sown
customers. Verizon's high access charges affect the long-distance rates of al
Washington customers, particularly those of Qwest. The reason for this effect isthe
practice of statewide averaging of long-distance rates. While intrastate long-distance
prices can vary from one long-distance company to another, each company charges the
same pricein al aress of the sate. This means that Verizon's high access charges cannot
lift only the long-distance prices paid by Verizon'slocd exchange cusomers, they must

lift the long-distance prices of dl customersin the State.

Please explain how Verizon’s high access char ges can adver sely affect competition
in the long-distance mar ket.

Many companies compete for the long- distance business of Qwest’sloca exchange
customers. Some of these companies — most notably Qwest itself — may not offer long-
distance service to Verizon'sloca exchange customers. Other competitors, such as
AT&T or WorldCom, may offer service to both Qwest’s customers and Verizon's
customers. Verizon's high access charges put the latter group of companiesat a
disadvantage relative to the former group of companies. In the extreme case, with

enough price competition from Qwest, companieslike AT& T and WorldCom would be
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forced to absorb the excess access charges of Verizon, or they would have to exit either

the Qwest market or the Verizon market.

Why don’t the interexchange carriers maintain their competitive parity in the
Qwest market by charging lower pricesthereand higher pricesin theVerizon
market?

Thiswould be a reasonable response to a distinct difference in cogts, not unlike the
utilities practice of charging higher ratesin citieswith high locd utility taxes. However,
federa statute and rule requires statewide averaging of intrastate long-distance rates, so it
isnot an option for relief. See 47 C.F.R. 64.1801. Interexchange carriers cannot pass
Verizon's high access charges through to their Verizon customers; they must either

absorb those excess costs or raise ther rates satewide.

How should the Commission weigh the relationship of Verizon’s access chargesto
its corresponding chargesfor inter state service and to the long-run incremental cost
of access services?

These are both rdlevant points of comparison that each suggest Verizon'sintrastate
access charges are too high. It raisesissues of undue discrimination whenever a
regulated company is charging different prices for the same service, and that is what
Verizon is doing with access services. Verizon charges substantially more for access to
the loca network if the degtination of the cdl is within the state of Washington than if the
degtination is outsde the state, and yet the two cals make the same use of Verizon'slocd

network. Thisisunfair to customers making intrastate calls and contributesto illogica
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rate gructures in which cals to nearby cities are more expendve than cals to some
foreign countries.

| believe the comparison of Verizon's access prices to total service long-run
incrementa cogt isworth noting but is ultimately of less Sgnificance in determining
whether the charges are excessive. It iswell established that access charges are high
relaive to incrementd cogt. In anidea world, charges would not exceed incremental
cost for any service. Inredlity there are only differences of degree in the markup of price
over cogt, and most if not al of Verizon's services are priced above incrementa cost.
Verizon'sloca exchange service is d o priced well above total service long-run
incremental cost, in which the cogt of the loop is not an incrementd cost of ether local
exchange service or exchange access service. To the extent the markup of access service
is greater than the markup of local service, this would suggest that access charges should

be reduced relative to loca rates.

What is Staff’srecommendation as the target level of reductionsfor Verizon's
access char ges?

Staff recommends that the Commission establish atarget reduction leve of $32 million
per year, a which level Verizon'sintrastate access charges would be gpproximately the
same as Qwedt’ sintrastate access charges. (This value assumes that Verizon does not
increase originating access rates to offset the universa service rate redlignment proposed
by Staff; otherwise the target amount would be $42 million.) | understand that an even

greater reduction would be required to reduce Verizon’' s intrastate access charges to the
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level that Verizon charges for comparable interstate service or to tota service long-run

incrementa codt.

INCREASESIN OTHER RATESTO OFFSET

THE ACCESS CHARGE REDUCTION

Should the Commission allow Verizon to increase local rates or other ratesto offset

the revenue loss from Staff’s recommended reduction in access char ges?

Not necessarily. Staff believes that the Commission can determine that Verizon's access
charges are not fair, just, and reasonable for the reasons | have already discussed and,
having reached that conclusion, can make a separate decision about whether any
offsetting rate increases are appropriate. The Commission should consider any evidence
that Verizon may offer about its overal earnings level, but it dso should ask why

Verizon today is charging both higher access rates and higher local rates than Quest.
The answer should not be Verizon's universal service obligations, because Staff is not
including the universal service rate eements of ather Verizon or Qwest in calculating the
target reduction. Otherwise the comparison is between two smilar companies that could

be expected to have smilar costs.

If the Commission does decide that some portion of the access char ge reduction
should be offset by other rate increases, what would Staff recommend?

In that hypothetica scenario, Staff believes that any offset to the access charge reduction
should be collected directly from Verizon'slocad exchange customers as aretal switched

access charge. In other words, the full target reduction would be made in the charges
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paid by interexchange carriers, but Verizon would be alowed to impose a per-minute
access charge on itsown retail local exchange customers. This charge would be assessed
on dl intrastate long-distance cdls made by Verizon customers, whether they use

Verizon or another company astheir long-distance carrier. This approach would leave
that portion of existing access charge revenues on access services, but it would ameliorate
the inequities and harmful competitive effectsthat | discussed earlier. Verizon would

gtill be collecting this money for access services, but it would not export the cogsto

customers of other companies through the mechanism of statewide long-distance rate

averaging.

TERMINATING ACCESSRATE DESIGN

Should the Commission impose a specific rate design requirement on Verizon's
terminating access service?

Yes. Staff recommends that the Commission order Verizon to charge no more for
terminating access sarvice than what Verizon charges for loca interconnection. The only
exception should be to permit Verizon dso to collect an interim universal service rate on
its terminating access service. Thisisthe same rate design requirement that the
Commission imposed by rule on dl loca exchange companiesin WAC 480-120-540.
That rule was overturned on appeal based on procedura issues, but the court did not
criticize the substantive provison limiting terminating access rates. Staff recommends
that the Commission impose these requirements on Verizon for the same reasons that it
adopted WA C 480-120-540 in 1998. These reasons are set out in the adoption order,

which is attached as Exhibit GB-2.
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Why does Staff recommend that the terminating accessrate be set no higher than
thelocal interconnection rate?

For the same reasons that led the Commission to adopt WAC 480-120-540. Briefly,
these two services — terminating access and locd interconnection — are ones that \VVerizon
provides to other telecommuni cations companies when their customers make cdlsto
Verizon's customers. Whether the access charge or the interconnection charge applies
depends on whether the cdl is classfied asalong-distance cdl or aloca cdl. Itis
ingppropriate for the terminating carrier to make that distinction by charging differently
for termination based on where the call originated. To do so hinders competition based
on the scope of theloca cdling area. A competitor who wanted to offer customers a
broader loca calling areawould be forced to pay Verizon a higher rate for cdls that
Verizon deems to be long-distance, even though the originating carrier istreating the cal
asaloca cdl. It can be gppropriate in circumstances where customers have a choice of
originating companies for those companies to differentiate prices based on where the cdl
terminates—i.e,, to define “local” and “long-distance’ calling areas and have different
pricesfor each type of cal. It isnot, however, in the public interest for the terminating

company to impose this digtinction on customers who have not selected it.

What isthereason for the exception allowing universal service costs to be collected
on terminating access service?
This exception was a part of the rule adopted by the Commission in 1998 as an interim

measure. At the time stakeholders generally expected Washington to establish a
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universal service program consistent with federa law. The Commission had conducted a
formal proceeding to determine the universal service requirements of the incumbent local
exchange companies. Incluson of universal service costs on terminating access service
caused those costs to be shared broadly across the state, ultimately being recovered in the
long-distance charges of dl customers. In contrast to Verizon's high originating access
charges, theinclusion of universal services costs on terminating access exports costs for a

purpose that is congstent with public policy to preserve and advance universal service,

I sthisthe same method of funding universal service that the Federal
Communications Commission (FCC) usesunder 47 U.S.C. 254?

No. Theinterim universd sarvice chargeisnot a al like the FCC's universd service
program. Indeed, the only reason for the existence of the interim charge is that
Washington does not have a universa service program. The FCC currently collects from
each telecommunications company a contribution based on the company’ s interstate and
internationa revenues, though it is considering a change to a per-connection assessment
bass. The money is disbursed to those local exchange companies that provide servicein
high-cost locations. By contragt, the interim universal service chargeissmply an
element of Verizon'srate structure that recovers a portion of Verizon's own costs of

serving its own customers.

CONCLUSION

Doesthis conclude your testimony at thistime?

Yes, it does. Thank you.
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