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Q.    Please state your name and business address. 1 

A.    My name is Robert C. Schoonmaker, and my business address is P. O. Box 25969, 2 

Colorado Springs, Colorado 80936. 3 

Q. By whom are you employed and in what capacity? 4 

A. I am President and CEO of GVNW Consulting, Inc., a consulting firm specializing in 5 

working with small telephone companies. 6 

Q. Would you please outline your educational background and business experience? 7 

A. I obtained my Masters of Accountancy degree from Brigham Young University in 1973 8 

and joined GTE Corporation in June of that year.  After serving in several positions in the 9 

revenue and accounting areas of GTE Service Corporation and General Telephone 10 

Company of Illinois, I was appointed Director of Revenue and Earnings of General 11 

Telephone Company of Illinois in May, 1977 and continued in that position until March, 12 

1981.  In September, 1980, I also assumed the same responsibilities for General 13 

Telephone Company of Wisconsin.  In March, 1981, I was appointed Accounting 14 

Director of General Telephone Company of Michigan and in August, 1981 was elected 15 

Controller of that company and General Telephone Company of Indiana, Inc.  In May, 16 

1982, I was elected Vice President-Revenue Requirements of General Telephone 17 

Company of the Midwest.  In July, 1984, I assumed the position of Regional Manager of 18 

GVNW Inc./Management (the predecessor company to GVNW Consulting, Inc.) and was 19 

later promoted to the position of Vice President.  I served in that position until October 1, 20 

2003 except for the period between December 1988 and November, 1989 when I left 21 

GVNW to serve as Vice President-Finance of Fidelity and Bourbeuse Telephone 22 



 3

Companies.  I was elected to the position of President and Chief Executive Officer of 23 

GVNW Consulting, Inc. effective October 1, 2003.  In summary, I have had over 35 24 

years of experience in the telecommunications industry working with incumbent local 25 

exchange carrier companies. 26 

Q. What are your responsibilities in your present position? 27 

A. In my current position I have overall responsibility for the management and direction of 28 

GVNW Consulting, Inc.  In addition, I consult with independent telephone companies 29 

and provide financial analysis and management advice in areas of concern to these 30 

companies.  Specific activities which I perform for client companies include regulatory 31 

analysis, consultation on regulatory policy, financial analysis, business planning, rate 32 

design and tariff matters, interconnection agreement analysis, and general management 33 

consulting. 34 

Q. Have you previously testified in regulatory proceedings? 35 

A. Yes, I have submitted testimony and/or testified on regulatory policy, local competition, 36 

rate design, accounting, compensation, tariff, rate of return, interconnection agreements, 37 

and separations related issues before the Illinois Commerce Commission, the Public 38 

Service Commission of Wisconsin, the Michigan Public Service Commission, the Iowa 39 

Utilities Board, the Tennessee Public Service Commission, the New Mexico Public 40 

Regulation Commission, the Public Utilities Commission of the State of South Dakota, 41 

the Public Service Commission of West Virginia, the Public Utility Commission of 42 

Texas, the North Carolina Utilities Commission, the North Carolina Rural Electrification 43 

Authority and the Missouri Public Service Commission.  In addition, I have filed written 44 
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comments on behalf of our firm on a number of issues with the Federal Communications 45 

Commission and have testified before the Federal-State Joint Board in CC Docket No. 46 

96-45 on Universal Service issues. 47 

Q. Who are you representing in this proceeding? 48 

A. I am representing the Illinois Independent Telephone Association ("IITA") and its 49 

member companies which are listed on IITA Exhibit 1.01.  The analysis I will be 50 

presenting in this testimony will be for the eligible small Illinois telephone companies 51 

who are members of the IITA only.  I will discuss later in my testimony the specific 52 

criteria for companies to be eligible to participate in the IUSF.  Each of the IITA member 53 

companies meets the IUSF eligibility criteria. 54 

Q. What is the purpose of your testimony? 55 

A. I will be presenting proposals of the IITA to update the Illinois Universal Service Fund 56 

("IUSF") under the provisions of Section 13-301(1)(d) of The Public Utilities Act 57 

("PUA"). I describe the specific provisions of the statute later in more detail in my 58 

testimony.  In addition I will be presenting the Stipulation entered into by the IITA and 59 

Illinois Bell Telephone d/b/a AT&T (“AT&T”) that was filed with the Commission along 60 

with the Petition to open this docket.  This Stipulation provides the details of the proposal 61 

to update the IUSF.  I will also be providing evidence supporting the proposal in the 62 

Stipulation to establish an access restructuring element of the IUSF. 63 

Q. Please comment on the scope of the testimony being filed today by you and the other 64 

witnesses representing the IITA companies? 65 
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A.    This testimony is submitted on behalf of the IITA.  I will be presenting my testimony in 66 

two parts.  In the first part, I will be presenting evidence regarding the IITA's position 67 

concerning the need for updating the IUSF and will be addressing statutory requirements 68 

of Section 13-301(1)(d).  I will also address in greater detail the proposal to establish an 69 

access restructuring element of the IUSF.  My testimony will provide summary 70 

information of these proposals and the overall impact on the IITA member companies. 71 

 In the second part, I will be providing a more detailed explanation of the HAI model, 72 

which is used to establish economic costs, and of the Schedule 1.01, which is used to 73 

establish need on a company-by-company basis.  I am including these in a separate 74 

section because a primary purpose of the Stipulation is to expedite the Commission’s 75 

consideration by applying principles and procedures the Commission has already relied 76 

upon in establishing the current IUSF.  While I have provided a complete record for the 77 

action the IITA is requesting from the Commission here, I have organized it so that the 78 

bulky foundational information the Commission has already worked through is in a 79 

separate section. 80 

 Other witnesses representing the individual member companies of the IITA who seek 81 

basic IUSF support under the current IUSF mechanism will provide specific information 82 

regarding individual company calculations of the updated amounts of basic IUSF funding 83 

that they require. 84 
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PART I 85 

HISTORICAL BACKGROUND 86 

Q. Can you highlight some of the key activities in Illinois over the past ten years related to 87 

the establishment and operation of the IUSF? 88 

A. Yes.  In Consolidated Docket Nos. 00-0233 and 00-0335 (the “Consolidated Dockets”), 89 

following an investigation pursuant to the provisions of Section 13-301(1)(d) of the Act,1 90 

the Commission established the basic elements of the IUSF, through the Commission’s 91 

Second Interim Order, entered September 18, 2001, with the effective date of the fund 92 

being October 1, 2001. In the Second Interim Order on Rehearing dated March 13, 2002 93 

the Commission revised the affordable rate from the amount initially established.  The 94 

earlier orders in the docket were subsequently amended by the Commission in its Second 95 

Interim Order on Remand entered December 21, 2004 to modify the amounts that would 96 

be paid to individual companies. 97 

In response to a Petition filed by Alhambra-Grantfork Telephone Company, the 98 

Commission reviewed issues related specifically to that company and in its Order on 99 

Rehearing in Docket 04-0354, entered on April 19, 2006 the Commission granted 100 

Alhambra-Grantfortk additional IUSF funding.  In March of 2009, the IITA made a 101 

motion in the Consolidated Dockets to re-evaluate the funding level of the IUSF.  In its 102 

September 29, 2009 Order the Commission denied IITA’s Motion and closed the 103 

Consolidated Dockets.   104 

                                                           
1 Until recently when the statute was renumbered the relevant Section was 13-301(d).  I will use the new numbering 
in this testimony. 
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Q. Has the Commission expressed concerns regarding the methods that were used in the 105 

Consolidated Dockets in arriving at the initial IUSF fund? 106 

A. It has.  In the Rehearing Order in the Alhambra-Grantfork case the Commission 107 

requested that the Staff review the operations of the IUSF for the first five years and 108 

report on that operation to the Commission.  In addition, the Commission 109 

“…encourage[d] parties to propose alternatives to the HAI/ROR combination.  Such 110 

alternatives should concentrate on the shortcomings of the approach adopted here.”  It 111 

also stated that, “…we believe the relationship between advanced services and IUSF is a 112 

difficult issue.  Such relationship should be more fully explored in the overall review of 113 

the fund as discussed above.”2 114 

In the order closing the Consolidated Dockets the Commission also expressed several 115 

concerns: 116 

Among the issues raised that the Commission is particularly concerned 117 
with is whether the affordable rate should be revised.  …Furthermore, 118 
whether it is appropriate to continue to use the HAI/rate-of-return 119 
approach for determining the level of support due to a LEC is of interest to 120 
the Commission.…In the Order on Rehearing in Docket No. 04-0354, the 121 
Commission encouraged parties to propose alternatives to the HAI/rate-of-122 
return approach in the future.  Any impacts from declining customer 123 
numbers or changes in federal USF support are other areas of interest to 124 
the Commission.  Whether non-supported services inadvertently receive 125 
IUSF support should be reviewed as well.3 126 

Q. Were the IITA and AT&T aware of these concerns expressed by the Commission as they 127 

developed the Stipulation? 128 

A. They were very aware of them. 129 

                                                           
2  Order on Rehearing, Case No. 03-0454, Issued April 19, 2006, p. 19. 
3  Order, Case Nos. 00-0023 and 00-0335 (Consolidated), Issued September 29, 2009, p. 12. 
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Q. Why did they then continue to use the HAI/ROR method developed in the Consolidated 130 

Dockets and not change other elements in response to these concerns? 131 

A. There are a number of reasons.  First, during the review that the Staff made of the 132 

operation of the IUSF in response to the Alhambra-Grantfork order the IITA submitted a 133 

substantial amount of data to the Staff.  In addition, the Staff and the IITA reviewed 134 

several possible alternatives for updating the IUSF using methods different from the ROR 135 

method and were unable to come up with an alternative that was more suitable to the 136 

circumstances. 137 

 Second, the statute clearly requires that a showing of “economic cost” be made and the 138 

Illinois courts have confirmed that this must be based on forward-looking cost, not 139 

embedded cost.  Thus some type of forward-looking model must be used to satisfy the 140 

statutory criteria.  In our discussions we recognized the need to meet the statutory criteria, 141 

but AT&T, who had been one of the proponents of such forward-looking models, was 142 

much less concerned with using such a model now other than to meet the statutory 143 

criteria.  As discussed more fully later, the HAI model was used both because of its 144 

familiarity, having been used in the earlier proceeding, and because it was a relatively 145 

easy and inexpensive option to use. 146 

 Third, it was felt by both the IITA and AT&T that the ROR method used in the 147 

Consolidated Dockets provided a reasonable means of determining whether the IITA 148 

member companies had a need for the basic element of the IUSF.  This method is also 149 

consistent with the Commission’s responsibilities to assure that the rates of the IITA 150 

member companies are just and reasonable under appropriate statutory provisions. 151 
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 Fourth, the IITA and AT&T discussed the issues related to broadband service and the 152 

joint use of loop facilities for both quality voice and broadband services.  It was 153 

recognized that the IITA member companies offer broadband transmission service as an 154 

interstate regulated service.  It was further recognized that the FCC had tacitly recognized 155 

and supported this joint use of loop plant by including such loop plant in the federal High 156 

Cost Loop mechanism.  Certifications filed by the IITA member companies with the 157 

Commission and subsequent certification by the Commission to the FCC supported the 158 

fact that the funds being expended were being used for the supported services.  It was 159 

also recognized that with the issuance of the National Broadband Plan by the FCC, that 160 

they appeared to be on a course that would, in the future, include broadband as a 161 

supported service, thus lessening concerns that were raised in the Alhambra-Grantfork 162 

case. 163 

 Finally, as part of the discussion between the IITA and AT&T, the IITA provided 164 

information regarding accounting practices the companies followed related to non-165 

regulated services to give AT&T a reasonable assurance that appropriate practices were 166 

being followed to separate non-regulated activities from regulated activities. 167 

Q. Can you highlight some of the activities that have taken place at the Federal 168 

Communications Commission (“FCC”) during that same time period? 169 

A. Yes.  During the past ten years the FCC has issued a number of orders and notices related 170 

to intercarrier compensation and Federal Universal Service Fund (“FUSF”) issues, but 171 

has taken very little significant action in regard to these issues. 172 
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 In regard to intercarrier compensation the FCC initiated a proceeding designated as CC 173 

Docket No. 01-92 with a Notice of Proposed Rulemaking in April, 20014.  Comments 174 

were filed with the FCC during that year, but no action was taken.  In 2002 the D.C. 175 

Circuit Court of Appeals remanded a Commission Order regarding intercarrier 176 

compensation for IPS traffic to the FCC for further action.5  In March, 2005 a Further 177 

Notice of Proposed Rulemaking was issued in this Docket again seeking and taking 178 

comments, but again with the FCC taking no action in resolving the issues in that 179 

Docket.6  In 2005 the FCC represented to the Circuit Court of Appeals of the District of 180 

Columbia that it was committed to comprehensive reform of intercarrier compensation 181 

and the Court denied a petition for mandamus.7  However, when the Commission had not 182 

acted by 2008, the Court ordered the Commission to do so8 and on November 5, 2008 the 183 

Commission did issue an Order responding to the Court’s requirement on the isolated 184 

issue that was addressed in the court case, but did not act on comprehensive reform of 185 

intercarrier compensation.9   186 

 The FCC has also issued a number of orders regarding the FUSF during this period.  187 

While in 2001 the FCC did adopt changes in the FUSF recommended by the Rural Task 188 

Force10, and has issued a number of orders referring issues to the Federal State USF Joint 189 

Board, in most cases relatively little action has been taken.  The FCC issued such an 190 

order to the Joint Board in 2004 asking for recommendations to replace the plan 191 

                                                           
4  Notice of Proposed Rulemaking, CC Docket No. 01-92 (FCC 01-132) Released April 27, 2001. 
5  WorldCom, Inc. v. FCC, 288 F.3d 429, 432 (D.C. Cir. 2002) 
6  Further Notice of Proposed Rulemaking, CC Docket No. 01-92 (FCC 05-33), Released March 3, 2005. 
7  In re CoreCommc’ns, Inc., No. 04-1179 (D.C. Cir. May 24, 2005) 
8  In re Core Communications, Inc., 531 F.3d 849, 861-62 (D.C. Cir. 2008) 
9  Order on Remand and Report and Order and Further Notice of Proposed Rulemaking in WC Docket Nos 05-
337,03-109, 06-122 and 04-36 and CC Docket Nos 96-45, 99-200, 96-98, 01-92, and 99-68, (FCC 08-262) Released 
November 5, 2008. 
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recommended by the Rural Task Force which was to last for five years11.  In 2006 when 192 

the Joint Board had not completed its review, the FCC issued an order extending those 193 

rules until replacement rules were adopted12.  The Joint Board issued a Recommended 194 

Decision in November, 200713 and the FCC promptly issued a Notice of Proposed 195 

Rulemaking in January, 200814.  While it appeared that action was going to take place on 196 

significant reform of the FUSF in November or December, 2008, no such action was 197 

taken.15 198 

Q. In March, 2010 the FCC delivered to Congress the National Broadband Plan which it had 199 

developed over the past year.16  Did this document contain recommendations regarding 200 

revisions to intercarrier compensation and the various elements of the FUSF? 201 

A. It did.  Contained in the document were recommendations to make significant changes in 202 

both intercarrier compensation and the FUSF.  In regard to intercarrier compensation 203 

there was a recommendation that intrastate access rates be reduced to interstate levels as a 204 

step in a comprehensive reform of intercarrier compensation.  The recommendations 205 

regarding FUSF were significantly focused on redirecting FUSF funding towards 206 

supporting the deployment of broadband services 207 

                                                                                                                                                                                           
10  Report and Order in CC Docket No. 00-256, 16 FCC Rcd 11244 (2001) 
11  Federal-State Joint Board on Universal Service, CC Docket No. 96-45, Order, 19 FCC Rcd 11538 (2004)   
12 Federal-State Joint Board on Universal Service, CC Docket No. 96-45, High-Cost Universal Service Support, 
WC Docket No. 05-337, Order, 21 FCC Rcd 5514, 5515 
13  Joint Board 2007 Recommended Decision, 22 FCC Rcd at 20492 
14  Notice of Proposed Rulemaking, WC Docket No. 05-337, CC Docket 96-45, (FCC 08-022 Released January 29, 
2008.) 
15  Order on Remand and Report and Order and Further Notice of Proposed Rulemaking in WC Docket Nos 05-
337,03-109, 06-122 and 04-36 and CC Docket Nos 96-45, 99-200, 96-98, 01-92, and 99-68, (FCC 08-262) Released 
November 5, 2008. 
16  Connecting America – The National Broadband Plan, Federal Communications Commission,  March 16, 2010. 
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Q. Has the FCC taken further action on these issues since the issuance of the National 208 

Broadband Plan in March, 2010? 209 

A. Yes.  In April, 2010 the FCC issued a Notice of Proposed Rulemaking and Notice of 210 

Inquiry related to various issues related to FUSF17.  Comments were received by the 211 

FCC, but no specific action has been taken in that proceeding.  The FCC also issued a 212 

Notice of Proposed Rulemaking on a Mobility fund in October, 201018.  Finally, the FCC 213 

issued a Notice of Proposed Rulemaking and Further Notice of Proposed Rulemaking in 214 

seven different dockets on February 9, 2011 that is intended to deal with both the 215 

intercarrier compensation and the FUSF issues.19  Comments were filed in this docket on 216 

April 1 and April 18, 2011 and Reply Comments are due in May, 2011. 217 

Q. Why has the IITA chosen to present issues related to the IUSF to the Commission at this 218 

point in time? 219 

A. During the past ten years there has been considerable change in the industry and in the 220 

financial circumstances of the IITA member companies.  Each time the IITA 221 

contemplated potential action, it appeared that the FCC might act and shine a clearer light 222 

on federal policies regarding intercarrier compensation and FUSF.  In some cases the 223 

IITA decided to wait for federal decisions.  In 2008 the IITA requested the Commission 224 

to reopen the IUSF docket to update it and the Commission chose not to do so.  By that 225 

time it appeared again that FCC action would be forthcoming, but it was not. 226 

                                                           
17  Notice of Inquiry and Notice of Proposed Rulemaking,  WC Docket No. 10-90, GN Docket No.09-51, and WC 
Docket No. 05-337 (FCC No. 10-58) Released April 21, 2010. 
18  Notice of Proposed Rulemaking, WT Docket No. 10-208 (FCC 10-182), Released October 14, 2010. 
19  Notice of Proposed Rulemaking and Further Notice of Proposed Rulemaking, WC Docket Nos. 10-90, 07-135, 
05-337, and 03-109 and CC Docket Nos 01-92 and 96-45, and GN Docket No. 09-51 (FCC 11-13), Released 
February 9, 2011. 
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 The IITA actually started preparing for this proceeding over a year ago.  Data was 227 

gathered and analyzed.  The IITA entered into discussions with the AT&T to see if it was 228 

possible to reach an agreed upon approach to these issues.  Data was shared with AT&T 229 

on a confidential basis and as those discussions progressed it was recognized that more 230 

detailed data regarding access needed to be gathered and analyzed.  Late in the year and 231 

early in this year an agreement was reached and memorialized in the Stipulation which 232 

was filed with the Commission.  The IITA believes that the Commission needs to address 233 

these issues now.  If the FCC takes action during the pendency of this proceeding, then 234 

adjustments may need to be made.  However, continuing with this proceeding will put the 235 

Commission in the position to be able to act in updating the IUSF to reflect the changed 236 

circumstances of the past ten years and to position the fund to assist in the changes that 237 

may be coming in future years. 238 

THE STIPULATION 239 

Q. In initiating this proceeding the IITA filed a Petition which had attached to it a 240 

Stipulation and Agreement entered into by the IITA and by AT&T.  Why did the IITA 241 

and AT&T pursue reaching a Stipulation and Agreement before starting this proceeding 242 

before the Commission? 243 

A. The IITA sought to negotiate a stipulation with AT&T because AT&T is a major funding 244 

carrier for the IUSF and because AT&T was an active participant in all prior IUSF 245 

dockets.  The IITA felt that negotiating a stipulation that addressed AT&T’s concerns 246 

would anticipate any significant objections to updating the IUSF and make a proceeding 247 

before the Commission faster with fewer contentious issues than if the IITA simply filed 248 

a petition without discussions with other parties.  By reaching the Stipulation and 249 
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Agreement, at least the IITA and AT&T have agreed on the major points that they 250 

recommend the Commission should adopt in reviewing and updating the current IUSF.  251 

As mentioned earlier, discussions between the two parties lasted well over a year and, as 252 

can be seen from the Stipulation and Agreement itself, covered a substantial number of 253 

issues. 254 

Q. Before filing the Petition, were other potential parties to the case given the opportunity to 255 

sign the Stipulation? 256 

A. Yes.  Before the Stipulation and Agreement and the Petition were finalized, discussions 257 

were held with other parties that would have major interest in the case and those parties 258 

were allowed to review the draft documents and given an opportunity to join the 259 

Stipulation.  To date, none of these parties have chosen to sign the Stipulation. 260 

Q. In conjunction with the filing of this testimony, the IITA filed a First Amended Petition 261 

and a First Amended Stipulation and Agreement.  What events led to the need to file 262 

these amended documents? 263 

A. During the data gathering and analysis connected with the negotiation of the Stipulation 264 

and leading up to the filing of the initial Petition, the IITA asked its members to review 265 

and verify the data supporting the earnings analysis forms and the access billing units.  266 

During the weeks after the filing of the initial Petition, witnesses and affiants again 267 

reviewed their work as they drafted appropriate testimony.  During that review process, a 268 

number of IITA member companies found that corrections needed to be made to the data 269 

previously submitted to the IITA.  When all the verification of the data was completed, 270 

the impacts were of sufficient number and magnitude, that the IITA and AT&T decided 271 
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that it was appropriate to file the First Amended Stipulation and Agreement, and the First 272 

Amended Petition so that both of those documents conformed to the completed 273 

testimony. 274 

Q. Did this filing significantly change the overall impact on the size of the proposed IUSF 275 

under the Stipulation? 276 

A. It did not.  While some individual company amounts changed substantially, changes were 277 

made so that the overall impact on the proposed size of the revised IUSF was very minor. 278 

Q. Have you provided a copy of the First Amended Stipulation and Agreement as an exhibit 279 

to your testimony? 280 

A. Yes. IITA Exhibit 1.02 is the First Amended Stipulation and Agreement, which I will 281 

refer to hereafter as the “Stipulation.” 282 

Q. Can you highlight some of the key provisions of the Stipulation? 283 

A. Yes.  First the Stipulation recognizes the need for the IUSF to meet the requirements of 284 

the statute authorizing the establishment of the IUSF and addresses each of these 285 

elements.  For example, the Stipulation calls for the supported services to remain the 286 

same as those initially adopted by the Commission in the Consolidated Dockets.  It calls 287 

for the affordable rate to remain at its current level of $20.39.  It recognizes that there is a 288 

need to provide economic costs and confirms that the HAI model will again be used to 289 

establish these costs, using the same proxy cost procedures as the Commission approved 290 

in the Consolidated Dockets.   291 
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 Second the Stipulation supports the use of the rate-of-return earnings analysis used by the 292 

Commission in the Consolidated Dockets as a basis for determining the amounts that 293 

individual companies would receive for the basic part of the IUSF and recommends an 294 

increase in the amount of basic element IUSF funding to $15,724,282 (excluding 295 

administrative costs) for this portion of the fund. 296 

 Third, the Stipulation facilitates the establishment of a new Access Restructuring Element 297 

of the IUSF to reduce subsidies identified in the current access rates of the IITA 298 

companies and to set the intrastate switched access rates of the participating companies at 299 

levels equal to, or at least no greater than, the companies’ interstate switched access rates.  300 

The amount of this element of the fund is calculated to be $10,461,934. 301 

 Fourth, the Stipulation recommends that the funding mechanism and administrative 302 

procedures associated with the IUSF remain basically as they are now. 303 

Q. What major inputs does the Stipulation rely upon to update the IUSF? 304 

A. With regard to the basic IUSF, the Stipulation describes each of the major inputs of the 305 

revised basic IUSF.  As I explain in greater detail below, the Stipulation also addresses 306 

the statutory requirement of a showing that the economic cost of providing service 307 

exceeds the affordable rate plus Federal mechanisms that provide recovery of the basic 308 

services.  The Stipulation also covers the showing of need that the Commission has 309 

imposed in prior orders. 310 

Q. Can you provide some examples of how the Stipulation is consistent with prior 311 

Commission orders.  How does it, for example, address forward looking costs? 312 
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A. Under the terms of the Stipulation and consistent with the Commission's Orders in the 313 

Consolidated Dockets, the IITA intends to introduce updated forward-looking HAI cost 314 

model results to determine the economic costs of the supported services for the basic 315 

elements of the IUSF (and, later, for the access restructuring element of the IUSF).  The 316 

stipulating parties specifically agreed that the updated forward-looking cost model results 317 

for all participating Small ILECs as a whole be used solely for the purpose of meeting 318 

statutory requirements contained in Section 13-301(1)(d) related to economic costs and 319 

the use of other proxies for the basic elements of the IUSF and, as discussed below, for 320 

determining the amount of subsidy in switched access rates for an access restructuring 321 

element of the IUSF, and for no other purpose.  More specifically, the stipulating parties 322 

agreed that the updated forward-looking cost model results will not be used for 323 

establishing the total IUSF fund size and/or individual company qualifying amounts.  324 

Q. Did AT&T agree with the use of a rate-of-return methodology to set the basic IUSF fund 325 

size? 326 

A. Yes. The stipulating parties also agreed that the same rate of return methodology be used 327 

for individual Small ILECs to establish a need and their qualification to update the basic 328 

elements of the IUSF as was done in the Consolidated Dockets.  For purposes of this 329 

proceeding, the stipulating parties agreed that such rate-of-return methodology is most 330 

appropriate as IITA member companies are regulated by the ICC under rate-of-return 331 

principles in accordance with Article IX of the Illinois Public Utilities Act.  In order to 332 

update the basic elements of the IUSF, the participating Small ILECs agreed to present 333 

the information and evidence based upon 2009 actual results with allowable adjustments 334 

for 2010.  The Form And Schedule of Adjustments attached to the Stipulation as Exhibit 335 
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1 (the “Schedule 1.01”) (and attached to this testimony as IITA Exhibit 1.03) reflects the 336 

appropriate information to be presented by individual participating IITA member 337 

companies in the proposed updating of the IUSF relating to basic elements using 2009 338 

results and a adjustments for 2010. 339 

Q. Does the Stipulation address the affordable rate? 340 

A. With regard to the affordable rate, in the Second Interim Order on Rehearing, the 341 

Commission determined $20.39 per month to be the affordable rate for the purpose of 342 

making any and all determinations connected with the basic elements of the initial IUSF 343 

size and individual company qualifying amounts, consistent with the requirements of 344 

Section 13-301(1)(d) and 13-301(2)(c).  Under the terms of the Stipulation, the 345 

stipulating parties recommended that the affordable rate level for the updated IUSF fund 346 

continue to be $20.39 per month.  The stipulating parties agreed that $20.39 continues to 347 

be a reasonable determination for an affordable rate for Illinois consumers and the 348 

stipulating parties have relied on that affordable rate for the purpose of making any and 349 

all determinations connected with the basic elements of the IUSF fund size and individual 350 

company qualifying amounts as described in the Stipulation. 351 

 Having agreed on these inputs, the stipulating parties acknowledged that, applying solely 352 

these inputs – (a) 2009 financial results with adjustments for 2010; (b) an after tax cost of 353 

capital of 12.60% for telephone cooperatives or 11.21% for small commercial companies; 354 

and (c) an affordable rate of $20.39 per month – to compute the basic elements of an 355 

updated IUSF would result in an updated IUSF fund size of $21,638,836, based upon the 356 
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individual company submissions which have been received from participating IITA 357 

member companies.   Exhibit 2 to the Stipulation summarizes these calculations. 358 

Q. Does the Stipulation extend beyond an update to the basic IUSF? 359 

A. Yes. The Stipulation also includes an important compromise that the IITA made in 360 

exchange for an expedited review and an explicitly interim change to the level of IUSF 361 

funding.  Notwithstanding the after-tax cost of capital set forth in Paragraph 8 of the 362 

Stipulation or the total fund size set forth in Paragraph 10 of the Stipulation, the IITA and 363 

AT&T agreed that there should be an updated IUSF fund size relating to the basic 364 

elements of $15,724,282 (plus administrative expenses) (a $5,802,591 increase) for the 365 

participating Small ILECs, with an after-tax cost of capital for all qualifying companies 366 

of  9.34%.  This 9.34% after tax cost of capital is a compromise by the IITA and does not 367 

reflect what the IITA and/or individual IITA member companies believe to be an 368 

adequate rate of return at this time.  Exhibit 3 to the Stipulation summarizes the IUSF 369 

size increase for basic elements and resulting lower fund size for basic elements and 370 

individual company qualifying amounts, as agreed to by the Stipulating Parties. 371 

Q. Does the IITA fully support the Stipulation that has been filed with the Commission? 372 

A. It does.  Through that Stipulation, the IITA believes that it has reached a reasonable and 373 

negotiated agreement with AT&T on a number of issues, including an increase in the size 374 

of the IUSF that should provide adequate support for the near term, and including a 375 

mechanism for the Commission to re-open the IUSF if the FCC resets the FUSF and/or 376 

reforms intercarrier compensation or within three years, whichever shall first occur.   377 
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 Moreover, as part of the negotiation process, AT&T raised access mirroring as an issue of 378 

concern.  As a reasonable compromise, through that Stipulation, the IITA and AT&T 379 

reached a reasonable and negotiated agreement on intrastate switched access charge 380 

reform.  By completing the Stipulation process, the IITA is able to present the 381 

Commission with a basis both to update the IUSF to provide needed support to IITA 382 

member companies in Illinois, and to introduce intrastate switched access charge reform 383 

to Illinois, until such time as the FCC may act.  For the IITA a critical element of this part 384 

of the Stipulation is that the reductions in access rates the IITA has agreed to will be 385 

offset by increases in the IUSF.  The IITA believes that the Stipulation process thus 386 

benefits the customers of its member companies as well as telephone customers 387 

generally. 388 

STATUTORY BACKGROUND 389 

Q.    Please summarize the significant statutory provisions that are relevant to the 390 

establishment of the IUSF you are proposing? 391 

A. Section 13-301(1)(d) states that the Commission shall investigate the necessity of, and if 392 

appropriate, establish a universal service fund for those carriers who received funding 393 

pursuant to the Commission's Twenty-Seventh Interim Order in Docket No. 83-0142 or 394 

the Commission's Orders in Docket Nos. 97-0621 and 98-0679.  The statute further 395 

details the Commission's obligations in establishing a universal service fund.  After 396 

reviewing these provisions, the Commission in the Consolidated Dockets established the 397 

basic elements of the IUSF, through the Commission’s Second Interim Order, entered 398 

September 18, 2001, with the effective date of the fund being October 1, 2001. 399 
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Q. Section 13-301(1)(d) cites earlier Commission Orders in establishing the statutory 400 

elements of the IUSF.  Please provide a brief background of the Commission Orders cited 401 

in Section 13-301(1)(d) of the PUA.   402 

A. The Twenty-Seventh Interim Order in Docket No. 83-0142 established the Illinois High 403 

Cost Fund.  The establishment of the High Cost Fund was part of the Commission's 404 

ongoing efforts to shift non-traffic sensitive ("NTS") plant costs out of per-minute access 405 

charges while mitigating the impact on end users.  The High Cost Fund was contemplated 406 

in the Fourth Interim Order when the Commission authorized a shift in intrastate carrier 407 

common line charges to subscriber line charges over a five-year period. The Commission 408 

recognized at that time that a High Cost Fund would need to be established in order to 409 

reduce the amount of NTS costs shifted to end users.   410 

The Order in Docket No. 97-0621 approved a stipulation establishing a 1998 Dial 411 

Equipment Minutes of Use ("DEM") Weighting Fund.  The establishment of a DEM 412 

Weighting Fund was necessitated by the FCC's decision to shift federal DEM support 413 

from per-minute access rates to an explicit federal fund and the fact that this shift in 414 

federal support caused a corresponding decrease in intrastate access charges because of 415 

the ICC's mirroring policy.  With lower federal access charges to mirror on the intrastate 416 

level, independent LECs would have experienced a large decrease in intrastate revenues 417 

unless an intrastate DEM Weighting Fund was established.  The DEM Weighting Fund 418 

stipulation was a one-year agreement whereby the Funding Carriers; i.e., GTE, ICTC, 419 

Consolidated Communications, MCI, Sprint, Centel, Frontier International, Frontier 420 

Services and HTC Communications, agreed to a level of DEM funding that would be 421 

received by the companies represented by the IITA.  The Order in Docket No. 98-0679, 422 
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through an approval of a new DEM Weighting Fund stipulation between the Parties listed 423 

above, extended the DEM Weighting Fund at a lower level of support until December 31, 424 

2000.  Pursuant to the previously mentioned Commission Order On Reopening issued on 425 

December 20, 2000, the Fund was extended for an additional period to end no later than 426 

September 30, 2001.  Attached as IITA Exhibit 1.04 is a list of the LECs who received 427 

funding under the provisions of the three Orders referenced in the statute. 428 

Q.  What findings which the Commission may want to review in this proceeding were 429 

required pursuant to Section 13-301(1)(d) and 13-301(2) related to establishing an IUSF? 430 

A. The statute provided that prior to establishing an IUSF, the Commission must: 431 

               •  define the group of supported telecommunications services that include universal 432 

service, including at a minimum those services as defined by the FCC; 433 

               •  identify the ILECs' economic cost of providing the supported services;  434 

               •  establish an affordable price, which shall be no less than the existing rates of the 435 

supported services; 436 

               •  identify support to be provided taking into account any federal universal service 437 

support received for providing the same services;    438 

               •  identify all implicit subsidies contained in rates or charges of ILECs, including 439 

interexchange access charges, and determine how such funds can be made explicit 440 

by the creation of the fund; 441 

•  require that all costs of the fund be recovered from all local exchange and 442 

interexchange carriers certificated in Illinois on a competitively neutral and 443 

nondiscriminatory basis; and 444 
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•  not permit universal service support cost recovery from another certificated 445 

carrier for any service purchased and used solely as an input to a service provided 446 

to such certificated carrier's retail customers. 447 

Q. Does your testimony address each of the Commission's obligations listed above which 448 

the Commission may want to review?  449 

A. Yes, it does, though not necessarily in the order of the above points. 450 

SUPPORTED SERVICES 451 

Q. Section 13-301(2)(a) calls for the Commission to identify the telecommunications 452 

services that should be supported by the IUSF.  What are your recommendations in this 453 

regard?  454 

A. This section of the statute requires the Commission to include, at a minimum, all the 455 

federally supported services as services that should similarly be supported by an IUSF. In 456 

addition, this section allows the Commission to review existing telecommunications 457 

services and rate structures and the needs of Illinois consumers and to add additional 458 

telecommunications services beyond the federally supported telecommunications services 459 

that it believes are appropriate.  We recommend that the Commission adopt the FCC list 460 

of supported services at the present time.   461 

Q. What services are included in the FCC list of supported services?  462 

A. These services are contained in Part 54.101 of the FCC's Rules and include: 463 

 1. Voice grade access to the public switched network 464 

 2. Local usage  465 

 3. Dual tone multi-frequency signaling or its equivalent 466 
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 4. Single-party service or its functional equivalent  467 

 5. Access to emergency services  468 

 6. Access to operator services  469 

 7. Access to interexchange service 470 

 8. Access to directory assistance  471 

 9. Toll control services for qualifying low-income consumers  472 

Q. Are these the services that the IITA proposes as the supported services? 473 

A. Yes.  I would note that the FCC has never identified the specific amount of local usage 474 

that should be included in the supported service.  475 

Q. Is the IITA aware that the FCC is actively considering the addition of broadband service 476 

to the list of supported services? 477 

A. Yes, it is. 478 

Q. Is the IITA recommending similar changes to the IUSF at this time? 479 

A. No.  IITA members have been actively pursuing upgrading existing loop and other 480 

facilities to accommodate the provision of broadband in conjunction with the provision of 481 

voice services.  We recognize that many governmental agencies both in the federal and 482 

state jurisdictions are recommending that broadband services be supported by universal 483 

service funds.  However, there are some potentially troublesome questions about exactly 484 

what broadband service should be supported and how broadband service should be 485 

defined.  Due to the potentially conflicting answers to those questions, the IITA believes 486 

that it would be more appropriate for the Commission to delay identifying broadband 487 

service as a supported service until the FCC has done so.   488 
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THE AFFORDABLE RATE 489 

Q. In the Consolidated Dockets, the Commission set the required affordable rate at a level of 490 

$20.39.  Have the IITA and AT&T agreed to an affordable rate that would be used for the 491 

IUSF on a going forward basis? 492 

A. The Stipulation provides that the affordable rate should remain at the $20.39 level.  The 493 

IITA believes that $20.39 remains a reasonable affordable rate (albeit at the high end of 494 

reasonable) and that this compromise will help support the Commission’s expedited 495 

review of this update to the IUSF. 496 

Q. Can you refresh the record on the basis the Commission used to establish this rate? 497 

A. Yes.  The Commission considered several alternative proposals for the affordable rate in 498 

the Consolidated Dockets.  The determination of the $20.39 rate was based on the 499 

combined flat-rate and average monthly usage charges for rural customers in the then 500 

Verizon (now Frontier) exchanges at that time.20 501 

Q. Can you provide evidence indicating why the IITA believes that this is an appropriate 502 

level for the affordable rate? 503 

A. First, since the time the affordable rate was established, the local rates for rural customers 504 

in the Verizon (now Frontier) rural exchanges have been reduced.  In 2004, Verizon 505 

revised its local tariff and removed the usage charges in that area with no change in the 506 

flat rate charge.  Thus the local rate in the exchanges that the Commission used as a basis 507 

for establishing the affordable rate is now $16.99. 508 

                                                           
20  Second Interim Order on Rehearing, Case No. 00-0233 and 00-0355, Issued March 13, 2002, p. 6. 
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 Second, the $20.39 rate, both nationally and within Illinois, is at the very high end of 509 

local rates within the nation.  As depicted in IITA Exhibit 1.05, this rate would be in the 510 

top 9.0% of the local rates in the nation and as shown in IITA Exhibit 1.06 it would be 511 

within the top 2.2% of the local rates in Illinois.21  In making these comparisons one also 512 

needs to keep in mind that the local calling areas for rural telephone companies generally 513 

involve only a few hundred to a few thousand customers while local rates in large urban 514 

areas such as Chicago may give the customer access to hundreds of thousands or millions 515 

of local customers. 516 

 Third, based on the latest data published in FCC reports, the representative monthly 517 

charge for local service in October, 2007 for the 95 largest urban areas was $15.62 with 518 

an additional $5.74 for subscriber line charges equaling a total of $21.36.  These rates 519 

compare respectively to $20.39 for the Illinois affordable rate (31% higher than the 520 

nationwide urban average) with an additional $6.50 for subscriber line charges equaling a 521 

total of $26.89 (about 26% higher than the nationwide urban average). 522 

 All of these factors provide evidence to the IITA that the $20.39 affordable rate is 523 

certainly high enough and should not be increased. 524 

 Just to complete the record in this regard, the Commission should recognize that a 525 

downward adjustment to the affordable rate (as the evidence I cite suggests may be 526 

appropriate) would have the effect of raising the amount of USF funding necessary to 527 

provide service at that adjusted rate.  Again, in an effort to reach a compromise that the 528 

                                                           
21 See letter from Brian J. Benison, Director, Federal Regulatory, AT&T  to Ms. Marlene H. Dortch, Secretary, 
Federal Communications Commission of October 25, 2010 filed as an ex parte filing in CC Docket No. 01-92, WC 
Docket No. 05-337, and GN Docket No. 90-51.  Exhibits are from the 21st and 31st pages of this document 
respectively. 
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Commission could act on expeditiously, the IITA agreed in the Stipulation not to 529 

advocate for a change to the affordable rate at this time. 530 

DEVELOPING ECONOMIC COSTS 531 

Q. The statute requires that before a company may receive support from an IUSF, the 532 

company must demonstrate that the economic cost is greater than the affordable rate. 533 

How has the IITA addressed this? 534 

A. The IITA has addressed this first and foremost through the Stipulation where the IITA 535 

and AT&T have agreed the IITA will introduce updated forward-looking HAI cost model 536 

results to determine the economic costs of the supported services for the basic elements 537 

of the IUSF.  The IITA and AT&T specifically agreed that the updated forward-looking 538 

cost model results for all participating Small ILECs as a whole be used solely for the 539 

purpose of meeting statutory requirements contained in Section 13-301(1)(d) related to 540 

economic costs and the use of other proxies for the basic elements of the IUSF and, as 541 

discussed below, for determining the amount of subsidy in switched access rates for an 542 

access restructuring element of the IUSF, and for no other purpose.  More specifically, 543 

the stipulating parties agreed that the updated forward-looking cost model results will not 544 

be used for establishing the total IUSF fund size and/or individual company qualifying 545 

amounts.  546 

Q. Do the HAI results demonstrate that the economic costs are greater than the affordable 547 

rate as required in the statute? 548 

A. Yes, in two different ways.  First, in this case, the individually calculated proxy cost for 549 

each company exceeds the proposed $20.39 affordable rate for each company.  In 550 
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addition, the weighted average proxy cost for the combined companies is greater than the 551 

$20.39 affordable rate, thus demonstrating that the statutory test has been met.   552 

Q. In developing the cost of providing the supported services, does the IITA feel that the 553 

identification of "economic costs" is the best way of developing these costs? 554 

A. Generally, the IITA members would prefer that the cost of providing these services be 555 

based on historical embedded costs, rather than forward-looking economic costs.  The 556 

historical embedded costs of the company represent the actual investments and expenses 557 

that the company has and is incurring in order to provide the supported services.  They 558 

are based on factual, rather than hypothetical, costs.  We believe that use of actual costs is 559 

the best way to ensure that revenues available to IITA member companies are sufficient 560 

and predictable enough to sustain and foster telecommunications investments and to 561 

provide service to their customers.   562 

 Nevertheless, the IITA recognizes that the statute (Section 13-301(1)(d)) specifically 563 

requires the use of "economic costs" and that the Illinois Appellate Court has upheld that 564 

“economic costs” are forward-looking costs rather than embedded costs.22  The IITA has 565 

thus undertaken an effort to develop those costs using tools readily available in the 566 

industry. 567 

Q. Within the scope of the statutes, are there provisions for the use of proxy cost studies? 568 

A. Yes.  Section 13-301(1)(d) states: 569 

"In establishing any such universal service support fund, the Commission shall, in 570 
addition to the determination of costs for supported services, consider and make 571 

                                                           
22 Harrisonville Telephone Co. v. Illinois Commerce Com'n, 343 Ill.App.3d 517, 797 N.E.2d 183, 277 Ill.Dec. 836 
(5th Dist. 2003) (unpublished section); aff’d on other grounds, 212 Ill.2d 237, 817 N.E.2d 479, 288 Ill.Dec. 121 
(2004). 
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findings pursuant to subsection (2) of this Section.  Proxy cost, as determined by 572 
the Commission, may be used for this purpose."   573 

The IITA believes this gives the Commission substantial latitude in reviewing and 574 

approving cost studies presented to it by IITA member companies to support compliance 575 

with IUSF requirements.  While the studies I am presenting are calculated on an 576 

individual company basis, they rely on proxy input values that are consistently applied to 577 

all companies though they may not specifically reflect the forward-looking costs of each 578 

individual company.  In addition, because of the techniques used in the models to 579 

determine serving areas, access lines and the costs for network elements based on 580 

averaged inputs, the studies, at a very granular level such as the individual wire center or 581 

small company level, may not very accurately represent the costs of that company.  In 582 

order to fully account for these deficiencies in the model, the IITA believes it is 583 

appropriate to consider the group of small companies in the aggregate as a proxy for the 584 

group and for its individual members.  Through Paragraph 5 of the Stipulation, AT&T 585 

has agreed to this approach.  An analysis based on the group of companies as a whole, we 586 

believe, is within the scope of the statute regarding proxy cost studies.  Furthermore, 587 

because of the deficiencies in the model, we would contend that it is not only within the 588 

scope of the statute but a more appropriate measure of the statutory tests than are the 589 

individual company results.   590 

Q. Has the Commission previously upheld this interpretation of the forward-looking costs 591 

that were previously presented to it? 592 

A. Yes.  In the Second Interim Order in the Consolidated Cases the Commission concluded:   593 

“…we conclude that the use of a forward-looking cost model is appropriate in 594 
setting the legislatively permitted proxy costs and the HAI Model should be run 595 
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across all of the small companies as a group to determine the proxy costs of 596 
providing the supported services.23  597 

“First, as we determine in Section F of this Order, the HAI model should be run 598 
across all the small companies to determine the proxy cost of providing supported 599 
telecommunications services. Similarly, we conclude that the HAI results on 600 
interexchange access should also be looked at as a whole.”24  601 

Q. Why are you presenting individual cost study results in addition to the combined 602 

company results for the Commission's consideration in meeting the statutory criteria?  603 

A. In the First Interim Order in the Consolidated Cases, the Commission expressed concerns 604 

that individual company cost study results were not presented in testimony in that phase 605 

of the case.  Consequently, individual cost study results for each company were presented 606 

in the Consolidated Cases and are presented here.  However, results for all the small 607 

Illinois companies combined are also presented for consideration under the proxy cost 608 

provisions of the statute.  Because of the limitations of the forward-looking cost studies 609 

for small telephone companies which I briefly discussed in my prior answer and which I 610 

will more fully explain hereafter, the IITA recommends that the Commission continue to 611 

consider the costs for the group of IITA member companies as a whole as a proxy cost 612 

for each individual company in the event the company would not qualify for funding 613 

based on an individual company's cost study.  This is consistent with the provisions 614 

included in the Stipulation.  615 

Q. Can you provide an explanation of the HAI model and how you developed the economic 616 

costs presented in your testimony? 617 

                                                           
23 Op. cit. Second Interim Order, p. 17. 
24 Ibid, p. 19. 
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A. I will do so in Part II of my testimony.  As I mentioned above, one of my reasons for 618 

using the HAI is that Commission has relied on it in the past and specifically in 619 

establishing the initial IUSF.  Therefore, I think the primary inquiry in this docket is how 620 

the HAI relates to and supports an update of the IUSF. 621 

ECONOMIC COST STUDY RESULTS 622 

Q. Using the input changes plus the default inputs for the remaining items and the formula 623 

changes you have described in Part II of your testimony, have you completed "economic 624 

cost" studies using the HAI 5.0a Model for each of the IITA member companies in 625 

Illinois? 626 

A. Such studies have been completed under my direction.  The results of these studies are 627 

summarized in IITA Exhibit 1.07.  IITA Exhibit 1.07 shows that the monthly USF cost 628 

per line varies from a level of $40.68 to $335.43 for the individual companies. The 629 

weighted average of these costs across all the companies (using actual company access 630 

lines) is $89.19.  The weighted average cost is the proxy cost, as that term is used in the 631 

statute for the total group of companies.   632 

DETERMINING LEVEL OF SUPPORT 633 

Q. The statute requires in determining the level of support to be received that federal support 634 

funds received by the companies must be taken into account.  Have you performed this 635 

analysis?   636 

A. Yes, IITA Exhibit 1.07 also displays the calculation of support amounts using the 637 

economic costs that have been developed, the proposed affordable rate and the federal 638 

support fund received by the companies.   639 
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Q. Could you explain IITA Exhibit 1.07 in greater detail. 640 

A.    Yes.  Using the actual company access lines and the difference between the economic 641 

cost and affordable rate developed in IITA Exhibit 1.07, I have calculated the total 642 

potential annual support amount.  I have then subtracted from that the federal support 643 

funds received by the company to arrive at the IUSF eligibility amount based on an 644 

individual company cost determination. 645 

Q. Please describe in greater detail the amounts included as federal support funds? 646 

A. These amounts are calculated from three different sources.  First, at the federal 647 

jurisdiction, 25% of local loop costs are assigned to the carrier common line (CCL) 648 

revenue requirement for cost settlement companies with an equivalent amount being 649 

assigned for average schedule settlement companies.  Funding for this CCL revenue 650 

requirement comes at the federal level from two different sources.  These are the federal 651 

end user common line charge, or EUCL and the Interstate Common Line Support (ICLS) 652 

portion of the FUSF.  The amounts included for the EUCL are calculated by multiplying 653 

the companies’ access lines by their $6.50 and $9.20 single-line residence and business 654 

and multi-line business EUCL charges respectively.  The amounts for ICLS are based on 655 

projections made by Universal Service Administration Company ("USAC") for ICLS for 656 

the companies as of the First Quarter of 2011.  Second, many companies receive federal 657 

High Cost Loop support from the FUSF.  These amounts have been included as federal 658 

support amounts by annualizing the First Quarter, 2011 amounts posted by USAC on 659 

their web page.  Third, all the small Illinois companies receive federal local switching 660 

support from the FUSF.  These amounts have also been included by annualizing First 661 

Quarter, 2011 estimated amounts posted by USAC on their web page. 662 
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Q. Can you summarize the results of IITA Exhibit 1.07? 663 

A. Yes, on an individual company basis, all but seven of the companies show some level of 664 

need for state USF funding on an individual company basis.  Using the statutory proxy 665 

cost criteria, in summary, the analysis shows a potential IUSF funding support 666 

requirement of nearly $18.3 million for the Illinois small companies as a group.  This 667 

demonstrates that the "economic cost" exceeds the proposed affordable rate and the 668 

federal support for the companies as a whole.  It further demonstrates that using the proxy 669 

cost approach as contained in the statute, the small Illinois companies, as a group, would 670 

be eligible for receiving that amount of IUSF funding and that each company should be 671 

eligible for such funding. 672 

Q. Is the IITA proposing that this full funding eligibility be implemented in 2011 or in the 673 

future? 674 

A. No, it is not.  Consistent with the Stipulation entered into with AT&T, the funding 675 

requested is less than that supported by the economic cost model proxy results for the 676 

IITA member companies as a whole.  677 

The Commission, the Administrative Law Judge and all parties should understand that 678 

the IITA is not advocating the modification of the IUSF in the amount set forth on IITA 679 

Exhibit 1.07.  Rather, it has negotiated a compromise as a near term solution while the 680 

FCC considers other potential changes to the FUSF and intercarrier compensation. 681 

Q. Before leaving the issue of the economic cost, is there additional evidence that you belief 682 

is appropriate to present? 683 
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A. Yes.  I mentioned earlier that the FCC has issued a Notice of Proposed Rulemaking 684 

which, among other things, proposes that broadband service of some type become a 685 

supported service.  In the event that takes place, the economic cost of providing the 686 

services supported by the FCC would increase because of the additional network costs 687 

associated with providing that capability.  It is not clear at this point in time what the 688 

specific definition of broadband service that would become the supported service will be.  689 

However, at a minimum it can be expected that the supported service would require that 690 

shorter copper loop lengths be available to provide some level of Digital Subscriber Line 691 

(“DSL”) service as the transmission vehicle for the broadband service. 692 

Q. Have you calculated a revised economic cost for the companies to take into account the 693 

possibility of broadband service becoming a support service? 694 

A. I have.  The approach I have taken is a very minimal change to the default inputs.  Rather 695 

than using 18,000 feet as the maximum length of a copper loop to the end user location, I 696 

have reduced that input to 12,000 feet.  That would provide a facility that would provide 697 

some level of broadband service using DSL technology.  I am not certain if it would be 698 

sufficient to meet the definition that the FCC ultimately adopts, but it would be necessary 699 

for any anticipated definition of broadband service. 700 

Q. Do you have an exhibit that shows the impact on the economic costs of the companies 701 

using the shorter loop length that would be necessary for the provision of broadband 702 

service? 703 

A. Yes.  IITA Exhibit 1.08 provides an updated version of IITA Exhibit 1.07 which shows 704 

the changed economic cost that would result from taking into consideration this minimum 705 
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change in the economic cost of providing broadband as a supported service.  Overall the 706 

average economic cost per line rises from $89.19 to $98.35 and the overall IUSF 707 

eligibility for the IITA member companies increases from $18,284,101 to $26,135,849. 708 

Q. What are your thoughts on the consideration that the Commission should give to IITA 709 

Exhibit 1.08? 710 

A. I believe there is a high likelihood that the FCC, at some point, will determine that some 711 

type of broadband service should be a supported service for FUSF purposes.  Pursuant to 712 

the Illinois statute, it should subsequently become an Illinois supported service as well.  713 

Thus, to the extent that the Commission focuses on the economic cost results, it should 714 

give attention to the results portrayed in IITA Exhibit 1.08 as well as those in IITA 715 

Exhibit 1.07. 716 

RATE OF RETURN ANALYSIS SUMMARY 717 

Q. The Stipulation discusses the determination of the basic element of the IUSF based on a 718 

rate of return analysis and the use of Schedule 1.01.  Can you briefly describe the 719 

background for this analysis? 720 

A. Yes.  In its November 21, 2000 First Interim Order in the Consolidated Dockets, the 721 

Commission expressed its intent that basic IUSF funds should not be provided to 722 

companies until some type of showing is made that the company is "in need" of receiving 723 

such funding.  As described hereafter in Part II of my testimony, the IITA and Staff 724 

developed the process that is embodied in the Schedule 1.01 (IITA Exhibit 1.03) to 725 

provide this embedded earnings showing for basic IUSF. 726 
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  Anticipating that the Commission would find a similar need in this proceeding, the IITA 727 

used a similar process in developing its request for changes in the IUSF funding and 728 

subsequently engaged in negotiations with AT&T on that basis, leading to the 729 

Stipulation.  As discussed in the Stipulation the amounts agreed to in the proposed basic 730 

element of the IUSF are reduced from the amounts companies determined from the 731 

Commission’s prior rate-of-return evaluation as included in Schedule 1.01. 732 

Q. Has the IITA undertaken the preparation of IITA Exhibit 1.03 for each of the IITA 733 

member companies? 734 

A. No, the IITA has not undertaken this for any company.  Each company has the 735 

responsibility to complete this analysis for itself.  Each company is filing its respective 736 

analysis with supporting direct testimony from a witness for the company.  That 737 

testimony will validate the company’s filing in accordance with the procedures I have 738 

outlined.  In addition each company will detail the adjustments that have been made and 739 

will be responsible for supporting both the rationale for and amount of such adjustments. 740 

Q. Has each IITA member company supplied the IITA with its individual company analysis 741 

shown in IITA Exhibit 1.03? 742 

A. No, this analysis has only been provided to the IITA, and will only be filed by, 743 

companies requesting support from the basic element of IUSF.  To the extent that a 744 

company chooses not to request such support for whatever reason, I do not anticipate that 745 

the company would file this analysis. 746 
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Q. Have the individual companies requesting basic element IUSF support supplied the IITA 747 

their individual company analyses so that the IITA can compile a summary of the 748 

amounts of IUSF funding needs in total? 749 

A. They have.  Exhibit 2 to the Stipulation (IITA Exhibit 1.02) is a summary of the amounts 750 

determined by the companies to be their appropriate IUSF funding amounts based on the 751 

procedures I have outlined.  As can be seen from Exhibit 2, a number of companies are 752 

not seeking IUSF funding at this time.  In total, using the Schedule 1.01 numbers 753 

provided by the companies, an affordable rate of $20.39 and the rate of return the 754 

Commission used in the Consolidated Dockets, that analysis shows that companies have 755 

identified an IUSF funding need of. $21,638,836 756 

Q. Am I correct, though, that this is not the amount of basic element IUSF that the 757 

companies are requesting in this proceeding under the Stipulation? 758 

A. That is correct.  Under the terms of the Stipulation negotiated with AT&T, the IITA 759 

member companies are proposing that they receive $15,724,282 in basic element IUSF 760 

funding as portrayed in Exhibit 3 to the Stipulation (IITA Exhibit 1.02). 761 

ACCESS RESTRUCTURING ELEMENT OF THE IUSF 762 

Q. A key element in the Stipulation is the addition of an access restructuring element to the 763 

IUSF.  Is access restructuring required of the IITA member companies by Illinois statute? 764 

A. Importantly, no.  The PUA does not require access mirroring for Small LECs like the 765 

IITA member companies.  By contrast, the Illinois Legislature recently added to the PUA 766 

a market regulation provision for certain local exchange carriers.  220 ILCS 5/13-506.2.  767 

Carriers that elect market regulation under this statute are required to have their intrastate 768 
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access rates mirror their interstate access rates within 3 years.  220 ILCS 5/13-506.2(g).  769 

Moreover, the PUA also requires carriers not electing market regulation to similarly 770 

mirror their intrastate access rates to their interstate access rates by mid-2012.  220 ILCS 771 

5/13-900.2(b).  The Legislature explicitly exempted Small LECs, however, from that 772 

mirroring requirement.  220 ILCS 5/13-900.2(c).  Nonetheless, as part of a Stipulated 773 

updating of the IUSF, the IITA is willing to agree to mirroring on the terms stated in the 774 

Stipulation as a whole, particularly having the access reductions to achieve mirroring 775 

offset by increased amounts from the IUSF. 776 

Q. Can you provide the rationale for this proposal? 777 

A. Yes.  First, there is a statutory requirement directing the Commission in establishing the 778 

IUSF to “identify all implicit subsidies contained in rates or charges of incumbent local 779 

exchange carriers, including all subsidies in interexchange access charges, and determine 780 

how such subsidies can be made explicit by the creation of the fund.”  13-301(2)(b).  As I 781 

will demonstrate hereafter in my testimony, the current calculation of the economic costs 782 

of providing access compared to the current access rates of the IITA member companies 783 

indicates that the access rates exceed the economic cost of providing access service and 784 

that thus there are subsidies in the access rates that should be removed. 785 

 Second, over the past ten years the FCC has, as described briefly above, received 786 

comments on several occasions regarding comprehensive reform of intercarrier 787 

compensation and has been considering numerous proposals to cause the reduction of 788 

both intrastate and interstate access charges.  The NPRM that the FCC released earlier 789 

this year also proposes such reductions and questions how the FCC should encourage the 790 
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states to reduce, or to itself direct the reduction of intrastate access charges.  AT&T has 791 

supported such proposals and, in the negotiations leading up to the Stipulation, proposed 792 

that reductions in intrastate access rates be part of Stipulation.  The access restructuring 793 

element of the IUSF is intended to reduce most of the subsidies that the economic costs 794 

indicate are included in current intrastate access rates by reducing the access rates to 795 

interstate access rate levels, and by replacing the revenue reductions that the companies 796 

would incur with funding from the IUSF consistent with the intent of the statute.  Since 797 

the access reductions described in the Stipulation apply to all the IITA member 798 

companies, it is appropriate that the removal of subsidies from the access rates of each of 799 

the companies be offset by equivalent revenue replacement for each of the companies. 800 

Q. You indicated that you have performed a comparison between the economic cost of 801 

access and the current access rates of the companies.  Can you discuss that analysis? 802 

A. Yes.  I have attached IITA Exhibit 1.09 which shows the analysis.  The second column 803 

shows the economic cost of access for each of the companies as developed from the 804 

individual company HAI results files.  The third column shows the composite current 805 

intrastate access rate that I developed for each company.  I will describe the development 806 

of the current rates in greater detail later in my testimony.  The fourth and fifth columns 807 

show the annual economic costs developed using the HAI costs and the annual revenues 808 

using the current rates developed using 2008 access minutes.  The final column shows the 809 

amount by which the current access revenues exceed the economic costs which could be 810 

identified as the subsidy in the current rates.  For the IITA member companies as a 811 

whole, the current access revenues exceed the economic costs by $12,021,506. 812 
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Q. The Stipulation indicates an agreement for the current intrastate access rates to be 813 

reduced to interstate access rate levels and quantifies the revenue reduction associated 814 

with those rate changes as $10,461,934.  Can you explain how you arrived at that 815 

amount? 816 

A. Yes.  Early last year we gathered preliminary information from the individual IITA 817 

member companies to calculate some preliminary impacts of such a change.  As the 818 

negotiations regarding this item moved forward it became apparent that we needed to 819 

develop more detailed information regarding specific billing units and rates for intrastate 820 

access and rates for interstate access to make detailed calculations.  The IITA member 821 

companies provided the billing unit and rate information data which I then used to 822 

develop the access change impacts. 823 

Q. Are you including exhibits providing the detailed billing information provided by the 824 

individual companies? 825 

A. Yes.  Each company provided me with 2008 billing units for switched access and 2009 826 

year end access rates, both intrastate and interstate for each rate element.  I then input this 827 

information into a model I used for making the calculations and provided back to the 828 

company a listing of that information for verification.  IITA Exhibit 1.10 (Proprietary) is 829 

a group exhibit compromising affidavits from a representative of each company attesting 830 

to the correctness of the attached billing units and rates used in the access calculations.  (I 831 

am also providing a public version of this group exhibit referred to as IITA Exhibit 1.10 832 

(Public).) 833 
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Q. Are you also providing exhibits showing the comparison of revenues by rate element 834 

under intrastate rates and interstate rates and the resulting change in access revenue the 835 

company would experience if rates were reduced from their 2009 intrastate levels to the 836 

2009 interstate levels? 837 

A. Yes IITA Exhibit 1.11 (Proprietary) is a group exhibit comprising a series of spreadsheets 838 

that contain the individual company output reports detailing the revenues by rate element 839 

under the intrastate and interstate rates and summarizing the changes in revenue that 840 

would occur.  (I am also providing a public version of this group exhibit referred to as 841 

IITA Exhibit 1.11 (Public).) The reports also show the composite average current access 842 

rate and what that composite rate would change to under the interstate rates. 843 

Q. Have you summarized the results of the analysis of the change in access revenues? 844 

A. Yes.  The results of this analysis are summarized in Exhibit 4 to the Stipulation (IITA 845 

Exhibit 1.02) where the switched access revenues under current rates, the interstate rates, 846 

and the difference are displayed.  The total revenue difference is $10,461,934. 847 

Q. The next to the last column on Exhibit 4 to the Stipulation is titled “ISCECA Average 848 

Schedule Company Pool Reallocations”.  Can you explain the reason for these 849 

reallocations? 850 

A. Yes.  The average schedule companies participating in the ISCECA pooling process 851 

include some companies that are net contributors to the pool (i.e. they bill more in access 852 

rates than they receive from the pool settlement process) and some companies that are net 853 

recipients from the pool (i.e. they bill less in access rates than the receive from the pool 854 
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settlement process).  Individual company settlements from the pool are based on a 855 

revenue requirement developed from interstate average schedule formulas.   856 

Under the Stipulation proposal when intrastate access rates are reduced they will be 857 

replaced by payments to the individual companies from the IUSF.  If a contributor 858 

company were to withdraw from the pool it would receive a windfall by no longer 859 

making a net contribution to the pool.  Under the current pool administrative procedures, 860 

the pool can make up this shortfall by increasing the ISCECA access rates.  Under the 861 

agreement contained in the Stipulation, the pool would no longer be able to change its 862 

access rates to recover such a shortfall.  Thus, this adjustment is proposed to be made to 863 

the individual pooling members’ payments from the IUSF to adjust for the impact of the 864 

current ISCECA rate being higher than needed based on revenue requirement for some 865 

companies and lower than needed based on revenue requirement for other companies.  866 

Q. Do you have an exhibit showing how the individual company adjustments were 867 

calculated? 868 

A Yes.  IITA Exhibit 1.12 (Proprietary) shows how the adjustment amounts for the 869 

individual pool companies were calculated based on their relative percentages of the pool 870 

revenue requirement.  (I am also providing a public version of this exhibit entitled IITA 871 

Exhibit 1.12 (Public). 872 

Q. Could you briefly describe Exhibit 5 to the Stipulation? 873 

A. Yes.  This exhibit is a summary of the total IUSF payment amount that a company would 874 

receive under the Stipulation from the combination of the basic element and the access 875 
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restructuring element of the IUSF.  The total amount of those payments would be 876 

$26,186,216. 877 

IMPACT ON THE IUSF SURCHARGE 878 

Q. Do you know what the current IUSF surcharge is? 879 

A. Yes.  The current surcharge applicable to revenues of the contributing companies within 880 

the state is .58052%.  On a residential bill of $20.39 this would amount to slightly less 881 

than $0.12 per month. 882 

Q. Do you have an estimate of what the surcharge would be if the Stipulation was approved 883 

for implementation by the Commission? 884 

A. Since the overall fund size would be approximately 2.64 times the current fund, I would 885 

estimate that, all other things being equal, the end user surcharge on a $20.39 residential 886 

rate would increase to approximately $0.31 per month. 887 

Q. Are you aware of any other factors that might impact the ultimate level of the surcharge? 888 

A. It is my understanding that the current surcharge includes a factor to catch up on previous 889 

shortfalls in funding and to improve the overall cash balance in the fund.  Thus basing 890 

this increase strictly on the current factor may cause my estimate to be high.  I am also 891 

aware that the overall revenue base for the fund has been decreasing, due to decreases in 892 

access lines and toll revenues and that these factors will likely have some impact on 893 

future surcharges from the changing revenue base. 894 
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FUNDING MECHANISM AND ADMINISTRATION 895 

Q. What are the statutory requirements regarding the funding mechanism? 896 

A. The statute requires that the funding for the IUSF be recovered from all interexchange 897 

carriers and local exchange carriers certificated by the Commission in a competitively 898 

neutral manner. 899 

Q. Does the Stipulation propose any change in the funding mechanism from that currently in 900 

place for the existing IUSF? 901 

A. No.  The Stipulation supports the position that the funding mechanism and the funding 902 

administrator should remain unchanged. 903 

REVIEW OF THE IUSF FUND 904 

Q. What are the provisions of the Stipulation regarding a review of the IUSF funding? 905 

A. The Stipulation provides that if there any changes in federal law or policies that would 906 

significantly impact the IUSF, that any party can petition the Commission to review the 907 

provisions of the IUSF if the Commission doesn’t take action on its own motion.  Absent 908 

any such change in federal law or policies, the Stipulation further provides that any party 909 

can on its own motion petition the Commission to open a proceeding to review the IUSF 910 

after three years. 911 

Q. Could you summarize your testimony regarding the IUSF and the Stipulation?  912 

A.  Yes.  The IITA and AT&T have presented a Stipulation for the Commission’s 913 

consideration that proposes a much needed update of the current IUSF which has been in 914 

place based on data from 2000 and has not been updated since that time.  Evidence has 915 
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been presented to support the continuation and modification of the IUSF under the 916 

provisions of Section 13-301(1)(d) of the Act and to meet the requirements imposed by 917 

that Section of the statute.  I have presented evidence regarding the continuing need for 918 

companies to receive IUSF in order to continue providing their customers the supported 919 

services.  The IITA respectfully requests that the Commission approve the Stipulation as 920 

presented to the Commission.  921 

Q. Does this conclude Part I of your direct testimony? 922 

A.    Yes, it does. 923 
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PART II 924 

Q. What is the purpose of this Section of your testimony? 925 

A. In this Section, I will discuss in greater detail why I chose the HAI model as the tool for 926 

developing economic costs required by the statutes, how the HAI model works and the 927 

information included in the Schedule 1.01s.  I am including these explanations in this 928 

separate section because a major purpose of the Stipulation is to give the Commission the 929 

benefit of acting on the same basis that it did in establishing the current IUSF.  Therefore, 930 

an exhaustive review of either the HAI or the development of the Schedule 1.01s should 931 

not be necessary. 932 

 Nevertheless, I understand that the Commission and its Staff insist on a complete record 933 

for any Commission action.  Therefore, I wanted to make this information available in the 934 

record. 935 

HAI MODEL 936 

Q. In developing economic cost studies for IITA members for this proceeding, what were 937 

the issues you considered before determining how to proceed with those studies? 938 

A.  Prior to the Consolidated Dockets proceeding, GVNW reviewed three different 939 

alternative models that were available at that time, and after reviewing their capabilities 940 

and the cost of preparing studies using those alternatives recommended the use of HAI 941 

Model 5.0a to be used as the economic cost model tool, with appropriate adjustments to 942 

certain of the model inputs.  The HAI model was used in the Consolidated Dockets and 943 

the Commission accepted the results of that model (with three differing sets of 944 

assumptions provided by three different parties) as sufficient evidence of the proxy costs 945 
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for the small companies that were required by statute in view of the actual earnings 946 

evidence that was also presented.  That prior use of the HAI model in the Consolidated 947 

Dockets was a key element in choosing to use that model in this proceeding. 948 

 Secondly, AT&T had been a strong proponent of the economic cost models in the 949 

Consolidated Dockets and a key proponent of the HAI model.  However, in our 950 

discussions with them leading to the Stipulation, they were not particularly concerned 951 

about the economic cost study results, other than to meet the minimum requirements of 952 

the statute.  They were much more concerned about the results of the actual rate-of-return 953 

data in addressing what an appropriate level of IUSF would be going forward. 954 

 Third, during the past ten years I have presented the results of the HAI 5.0a model in a 955 

number of proceedings, and as a result of challenges to the model results have recognized 956 

significant adjustments to some model formulas and inputs that make the results of the 957 

economic cost studies more representative than those presented in the Consolidated 958 

Dockets. 959 

 Fourth, we considered the Commission’s comments about the use of the HAI model in its 960 

order in the Alhambra-Grantfork proceeding, but given the statutory requirements for 961 

economic cost studies, felt like we needed to use the HAI model to meet that 962 

requirement. 963 

Q. Can you briefly summarize the reasons why you have chosen to develop the economic 964 

costs presented in this case using the HAI Model. 965 
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A. Yes.  First, the model has been widely available throughout the industry and has been 966 

carefully studied by industry participants, the FCC and many state Commissions.  Both 967 

its strengths and weaknesses are known and have been evaluated.  Second, the HAI 968 

Model produced results in formats that are readily available to identify both the cost of 969 

universal service and the cost of individual access cost elements.  Third, because the 970 

model includes default input values necessary to produce cost results for each company, 971 

the cost of developing appropriate, or at least acceptable, cost inputs to run the model are 972 

minimized.  Fourth, by reviewing and modifying a relatively small number of inputs, we 973 

felt we could develop adequate estimates of economic costs to satisfy the statutory 974 

requirements.   975 

Q. Do you have any misgivings or concerns about using the HAI Model to develop 976 

economic costs for the IITA members? 977 

A. In spite of the fact that I recommended to the IITA members that they use this tool as the 978 

best available to develop the costs they needed to for this proceeding, I have concerns 979 

about the validity of the results of the HAI Model I am presenting.  These concerns 980 

include:   981 

1) A number of general concerns about using proxy cost model tools to develop 982 

"economic costs" as opposed to using actual embedded costs of the company. One 983 

of the concerns in this regard is the potential discontinuity between using 984 

"economic costs" for developing the costs of certain access elements, for example, 985 

while using historical costs to develop an overall company revenue requirement. 986 
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2) A lack of sufficient resources to fully explore all the proposed default inputs.  987 

While I proposed a number of changes to these inputs, there are others, such as 988 

the cost of labor, cable, and digital loop carrier equipment, that I did not try to 989 

update due to the cost of gathering information to do so.  Nevertheless, I am 990 

concerned that the costs may not reflect the economic costs of the companies in 991 

all respects. 992 

3) A general concern about testimony presented in other proceedings that I have 993 

reviewed has led me to the conclusion that the HAI Model tends to understate the 994 

amount of loop plant needed to build a real network. 995 

4) A concern that the use of broad inputs and generalized formulas for all 996 

companies, rather than specific inputs for individual companies, tend to mask 997 

unique circumstances of individual companies, which cause substantial 998 

differences in costs in the real world. 999 

5) A concern that use of models with input values that are difficult to verify and easy 1000 

to manipulate may lead to the use of models to develop cost numbers that have 1001 

questionable validity but may cause substantial company and customer impacts.  1002 

6) A concern that the model results for small companies from models like the HAI 1003 

Model produce results that vary widely from comparable actual data and in a 1004 

manner inconsistent with forward-looking costs raising substantial questions 1005 

regarding the validity of the results for individual small telephone companies.  If 1006 

these results are used solely on an individual company basis to specifically 1007 

determine eligibility for IUSF funding, anomalies in the studies related to 1008 
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individual companies may result in either too much, or too little, funding for the 1009 

individual companies.  1010 

7) A concern that results from the model are likely to be less accurate for smaller 1011 

geographic areas, such as individual exchanges or small companies with a few 1012 

exchanges, than they are for large companies, such as AT&T or Frontier who 1013 

have hundreds of exchanges.  This concern is due both to techniques used to 1014 

generate customer locations and data in the model and to a recognition that the 1015 

law of averages leads to offsetting impacts between individual areas within a large 1016 

group of exchanges that may not occur in a small company or a single wire center.  1017 

A review of the access lines developed by the model compared to actual company 1018 

lines, for example, shows significant differences on an individual company level.  1019 

Overall, the access lines in the HAI model are approximately 18% higher than 1020 

2009 access levels of the company thus tending to understate the economic cost of 1021 

providing local service. 1022 

Q.  Is there support for your concerns in this regard in proceedings previously before the 1023 

FCC? 1024 

A.  Yes, there is.  While the FCC adopted its Synthesis Model for use in developing costs for 1025 

FUSF purposes for non-rural companies, it had concerns about the validity of that model 1026 

for rural companies.  To more fully evaluate these models and policies regarding 1027 

universal service for rural companies, the FCC appointed a Rural Task Force ("RTF") 1028 

consisting of 18 representatives of a wide variety of stakeholders in the FUSF process.  1029 

The RTF's unanimous recommendation, which was filed with the FCC in September, 1030 
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2000, rejected the use of the current Synthesis Model for use for rural companies for 1031 

FUSF determination.  That recommendation was approved unchanged by the federal 1032 

Joint Board on Universal Service and by the FCC.  The RTF White Paper #4, A Review 1033 

of the FCC's Non-Rural Universal Service Fund Method and Synthesis Model for Rural 1034 

Telephone Companies, provided an extensive analysis of the Synthesis Model and its use 1035 

for rural telephone companies. This Paper provided the factual support that led to the 1036 

RTF Recommendation.  While that analysis was completed on the Synthesis Model, 1037 

rather than the HAI Model, much of the analysis and conclusions would be applicable to 1038 

the HAI Model as well since the Synthesis Model incorporates much of the HAI Model 1039 

logic.  Of particular significance is this observation made by the RTF on page 10 of the 1040 

above-referenced White Paper.   1041 

"The aggregate results of this study suggest that, when viewed on an individual 1042 
rural wire center or individual Rural Carrier basis, the costs generated by the 1043 
Synthesis Model are likely to vary widely from reasonable estimates of forward-1044 
looking costs.  In fact, much of the data analysis suggests that the model results 1045 
tend to be in the high and low extremes, rather than near the expected results for 1046 
the area being analyzed.” 1047 

Q. Given these concerns, do you still support the economic costs that you have developed? 1048 

A. Yes.  Given the statutory requirements in Illinois and the current state of tools that are 1049 

available to develop such cost results at a reasonable cost to the companies, I believe the 1050 

costs developed are adequate representations of the economic costs of these companies 1051 

for meeting the statutory requirements.  However, I specifically have concerns about 1052 

giving too much reliance to individual company results when those results reflect a single 1053 

exchange or only a few exchanges.  I believe it is incumbent on the Commission to use 1054 

the results of these studies for the IITA member companies as a whole under the proxy 1055 



 52

provisions of the statutes in making its determination whether the statutory requirements 1056 

regarding economic costs are being met. 1057 

OVERALL DESCRIPTION OF THE HAI MODEL 1058 

Q. Can you briefly describe the historical background of the HAI model. 1059 

A.  The HAI model was initially known as the Hatfield Model, developed by Hatfield 1060 

Associates, a consulting firm in Colorado, at the request of AT&T.  The model was 1061 

developed with the intent of providing a tool to develop the forward-looking cost of the 1062 

telephone network throughout the United States as the cost basis for universal service 1063 

support and to develop the estimated cost of unbundled network elements ("UNEs') for 1064 

interconnection proceedings under Section 252 of the Telecommunications Act of 1996. 1065 

As the model faced scrutiny in various state and federal proceedings, it underwent 1066 

continued development and modification through a series of versions over a several year 1067 

period of time.  Generally, the later versions were more sophisticated in the cost 1068 

development methods and techniques than were earlier versions of the model.  Version 1069 

5.0a of the model, which we have used to develop the costs presented in this proceeding, 1070 

was the latest version presented in formal comments to the FCC in CC Docket No. 96-45, 1071 

the FUSF proceeding. 1072 

Q. Can you briefly describe the overall design of the model. 1073 

A. Yes.  The model is designed in several different modules that interact and are 1074 

interconnected to produce the overall model results.  The modules develop the costs for 1075 

various network elements and for the overall cost of the firm.  Modules include a module 1076 

to develop the cost of distribution and feeder plant, a module for developing the cost of 1077 
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switching and interoffice plant, a capital cost module and an expense module.  Results of 1078 

all these modules are fed into a series of model output reports.  A much more complete 1079 

description of the model design is included in the Model Description manual developed 1080 

by the model developers and included as IITA Exhibit 1.13 to this testimony.  1081 

Q. Can you briefly describe the default model inputs? 1082 

A. Yes,  The HAI model has well over a thousand different user changeable model inputs, 1083 

including physical equipment characteristics, cost relationships to geographical factors, 1084 

traffic characteristics, unit costs of telephone plant, costs of installing telephone plant, 1085 

depreciation factors, capital costs and expense ratios.  To assist users in being able to use 1086 

the models quickly, the developers have populated the model with default values that 1087 

based on their research, judgment and evaluation represent appropriate values for each 1088 

input element.  These values are known as the default input values.  When running the 1089 

model, the user can either use these default values or individually change as many of the 1090 

values as the user believes are appropriate.  IITA Exhibit 1.14, is a copy of the HAI 1091 

Inputs Portfolio, the document developed by the model developers which describes each 1092 

individual input item, the default value and the model developers' rationale and support 1093 

for adopting the particular default value. 1094 

 1095 

Q. Can you describe these inputs in somewhat greater detail? 1096 

A. Yes.  The inputs are divided into several different groups including: 1097 
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 1.  Distribution Inputs  - 250 inputs – These include a variety of inputs for distribution 1098 

cable sizes, cable costs, type of  cable placement, terminal costs, network interface 1099 

devices, etc. with many inputs varying based on nine different density areas. 1100 

 2.  Feeder Inputs – 177 inputs – These include a variety of inputs for feeder cables 1101 

including cable sizes, copper and fiber cable costs, type of cable placement, terminals, 1102 

etc. used in feeder cable. 1103 

 3.  Switching and Interoffice Inputs – 195 inputs – These inputs include costs for end 1104 

office switching, power, end office cabling, tandem switching, SS7 equipment, 1105 

interoffice cable costs, etc. for the cost of switching and interoffice facilities. 1106 

 4.  Expense Inputs – 134 inputs – These include specific factors for developing ongoing 1107 

expenses of various investments and include factors for developing depreciation rates and 1108 

the cost of capital.  The structure sharing inputs are also contained in this category.  1109 

 5.  Underground Excavation/Restoration – 126 inputs – These include detailed factors 1110 

and costs for performing various types of construction and in various physical conditions 1111 

for underground cable. 1112 

 6.  Buried Excavation/Restoration – 172 inputs – These include detailed factors and costs 1113 

for performing various types of construction in various physical conditions for buried 1114 

cable. 1115 

 7.  Surface Texture Table – 257 inputs – This is a table of various soil conditions 1116 

identified by the US Geological data with corresponding factors to adjust the cost of 1117 

construction for given soil conditions. 1118 
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 8.  Labor Adjustment Factors – 6 inputs – These are factors for making adjustments to the 1119 

cost of labor in other inputs. 1120 

Q. In developing the forward-looking costs for individual companies, would one need to 1121 

adjust all of these default factors? 1122 

A. No.  While some factors could be adjusted on an individual company basis, particularly 1123 

in studies of large companies, a large number of the factors are industry factors that are 1124 

applicable for all ILECs.  For smaller companies, while some of the factors could be 1125 

based on recent individual company cost data, use of such data might also be criticized as 1126 

being too company specific and not representative of forward-looking costs.  Thus, in the 1127 

use of these factors there may be disagreement even among experts as to the appropriate 1128 

factors to use. 1129 

Q. Can you give examples of default inputs that would be appropriate for all companies even 1130 

when studied on an individual company basis? 1131 

A. Yes.  One example would be the Surface Texture Table inputs.  These inputs describe 1132 

over 200 different soil types used in U.S. Geological Survey descriptions of soils 1133 

throughout the United States and relate those soil types to cost on construction factors.  1134 

Those factors are generalized factors to recognize the differences in the cost of 1135 

constructing primarily underground and buried structures based on various soil types.  In 1136 

the input data bases used in the model, actual soil types for the physical geography of the 1137 

company have been included for each cluster of lines that is input based on U.S. 1138 

Geological Survey data for that particular area.  The individual company inputs for soil 1139 
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types have been included in the data, and the cost study factors can be appropriately 1140 

applied by the model. 1141 

 A second example that I can readily think of is in the switching and interoffice input area 1142 

where a number of the factors based on industry standard engineering data for trunk 1143 

capacity, switch capacity, etc. are input.  There has been general agreement on the 1144 

appropriateness of many of these factors throughout the industry and there is little need to 1145 

reexamine them or change them in a specific company study. 1146 

DESCRIPTION OF DEFAULT INPUT CHANGES 1147 

Q. In the cost study results you present with this testimony, have you used the default values 1148 

exclusively as the input values? 1149 

A. No.  While I have used the default values for a large portion of the inputs, I have not used 1150 

them exclusively.  Based on prior experience in other states, as well as Illinois, and at the 1151 

national level using the models and based on testing individual inputs in conjunction with 1152 

the cost development for this case, I have modified a number of the default inputs.   1153 

Q. Can you make some general observations with regard to why you modified some of the 1154 

default inputs? 1155 

A. Yes.  There were a variety of reasons for modifying various inputs, which I will describe 1156 

in detail later in this testimony.  In some cases, inputs were modified to, in my opinion, 1157 

reflect the operation of rural companies as compared to the large urban Bell Operating 1158 

Companies whose operations are generally reflected in the default inputs.  In other cases, 1159 

inputs were modified to reflect the specific circumstances in Illinois rural areas as 1160 

compared to the wide variety of geographic conditions throughout the United States.  In 1161 
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other cases, inputs were modified to reflect judgmental differences with the HAI Model 1162 

proponents regarding the forward-looking cost characteristics of certain inputs.   1163 

Q. Did all of the input changes you propose increase the universal service cost results? 1164 

A. No.  While many of them resulted in universal service cost or access cost increases, 1165 

others resulted in universal service cost or access cost decreases.  In each case that 1166 

changes were made from the default inputs, they were made with the intent of better 1167 

reflecting the forward-looking costs of the IITA member companies based on 1168 

circumstances within Illinois and certain Illinois Commission decisions.   1169 

Q. Have you prepared a description of the default inputs that the IITA has changed? 1170 

A. Yes.  IITA Exhibit 1.15 is a document outlining the input items that the IITA changed 1171 

from the default values in its development of economic costs for this case. IITA Exhibit 1172 

1.16 is an output report from the HAI Model showing the specific model inputs changed 1173 

and the specific values used for each of these inputs.  In the following section of my 1174 

testimony, I will discuss in greater detail the reason for each of the changes made in the 1175 

default inputs.   1176 

HAI INPUT CHANGES 1177 

Q. Would you please describe the rationale for changing the plant type assumptions as 1178 

outlined in Item #1 of Exhibit 1.15. 1179 

A. Yes.  The HAI Model develops costs of distribution and feeder plant in nine different 1180 

density zones.  One of the series of input items in these density zones are inputs to 1181 

designate the type of plant (aerial, buried or underground) that is used for feeder and 1182 
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distribution plant.  There is a similar input for the type of plant in interoffice facilities, as 1183 

well.  The default inputs for these items vary between density zones based on the model 1184 

developers' estimates of the type of plant built in these zones on a nationwide basis. Even 1185 

in the most rural zones, the default inputs assume that a substantial amount of aerial plant 1186 

will be constructed.  In Illinois, based on a number of factors related to geography, 1187 

weather and cost of construction, it has been standard practice in the smaller companies 1188 

in the state to build buried plant for distribution plant, feeder plant and interoffice plant. 1189 

As one travels through the rural areas of the state served by the small ILECs, it is 1190 

relatively rare to see any aerial plant.  In most areas, buried plant is used exclusively, 1191 

although there are some in-town areas where underground plant is constructed in some 1192 

circumstances.   1193 

Based on these observations, the IITA has developed its costs by changing the model 1194 

inputs in all appropriate places to reflect a larger percentage of buried plant as the method 1195 

of outside plant construction from that used in the default assumptions.  In the four lowest 1196 

density zones, buried plant has been assumed to be 95% of the plant constructed, with 1197 

aerial plant the remaining 5%.  In the fifth and sixth zones, 85% buried, 5% aerial and 1198 

10% underground plant has been assumed.  No changes have been made in the eighth and 1199 

ninth density zones because none of the small company lines fall within these zones.  We 1200 

believe this is more reflective of Illinois circumstances than are the national default 1201 

inputs.   1202 

Q. Item #2 of Exhibit 1.15 discusses changes made in the structure sharing default 1203 

assumptions.  What is meant by structure sharing? 1204 
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A. In the HAI Model, the costs of the cable and its installation are separated from the cost of 1205 

the structures (poles for aerial cable, trenches and plastic tubing for buried cable, and 1206 

conduit for underground cable) built to "carry" the cable from one location to another. 1207 

The structure costs are developed using separate input amounts and are calculated 1208 

separately.  The structure sharing assumptions are built into the model to reflect 1209 

circumstances where these structures may be able to be used by a utility other than the 1210 

telephone company; and the costs of the structures may be borne by these other 1211 

companies, thus reducing the effective cost to the telephone company.   1212 

Q. Can you give some real world examples where structures might be shared? 1213 

A. Yes.  The most common example is probably with the use of pole lines.  In many 1214 

locations, particularly in town locations, one utility builds a pole line and other utilities 1215 

rent space on the poles to place their own facilities.  Where an aerial plant is used by both 1216 

electric and telephone utilities, they frequently share a single pole line.  In addition, in 1217 

many "in-town" situations, a cable TV company may also place its facility on some of the 1218 

same pole lines.   1219 

In some new subdivision construction, trenches dug for utilities may be shared by 1220 

electric, telephone and cable TV companies.  When electric facilities are involved in 1221 

sharing of trenching, there is typically a significantly increased cost to the cost of the 1222 

trench to meet code requirements for separation of electric cables from telephone and 1223 

cable TV facilities.   1224 
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In urban locations, conduit facilities may be placed to service multiple utilities in order to 1225 

minimize the street disruption of placing additional facilities in the future and to 1226 

maximize the use of below street surface land space.   1227 

Q. Can you, in general terms, describe the conceptual assumptions underlying the HAI 1228 

default structure sharing assumptions? 1229 

A. Yes.  There are several key conceptual assumptions that are inherent in the HAI default 1230 

assumptions regarding structure sharing.  First, the modelers assume that not only is the 1231 

telephone network being hypothetically totally reconstructed but the electric, cable TV 1232 

and competitive telecommunications services networks are being constructed at the same 1233 

time so that structure sharing of trenches, conduit, etc. can take place.  Second, the 1234 

modelers assume that, in the future, there will be high motivations for these various 1235 

utilities to share structures and build facilities using the same kind of plant in the same 1236 

areas.  Third, the modelers assume that the cost of structure construction will be 1237 

unchanged from typical telephone plant construction even with the addition of other 1238 

utility facilities associated with the structure.  While this may be reasonably true for 1239 

aerial construction, it is not true for buried construction where code requirements for 1240 

buried electric service require significantly deeper construction for electric plant than for 1241 

telephone plant. 1242 

Q. Can you describe the specific assumptions encompassed in the HAI Model regarding 1243 

structure sharing for buried plant? 1244 

A. Yes.  The HAI Model default assumptions assign 33% of the cost of the structure to the 1245 

telephone company for buried structures in the lower density bands.  This presupposes 1246 
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that in these density bands, buried telephone company plant will be accompanied by a 1247 

buried electric facility and a buried cable TV facility, with no increase in the cost of the 1248 

facility because of the presence of the other two facilities.   1249 

Q. Do you believe this assumption is at all realistic? 1250 

A.    No.  My opinion is that it has little relationship to reality.  To put this assumption into 1251 

perspective, let me first indicate for the four lowest density bands the size of an average 1252 

"lot" that would be inherent at the maximum level of the density band assuming all 1253 

households had equal size lots.  They would be as follows: 1254 

  Band 1  0-5 lines/sq. mile   128.0   acres  1255 
  Band 2  6-100 lines/sq. mile      6.4   acres  1256 
  Band 3  100-200 lines/sq. mile      3.2   acres  1257 
  Band 4  200-650 lines/sq. mile          .98   acres  1258 

From my experience in talking with clients about their communities throughout the mid-1259 

western and western parts of the country, there would be no cable TV provider in at least 1260 

the first two density bands; and the provision of cable TV service in Band 3 areas would 1261 

be spotty.  There would probably be a cable TV provider in many, though not all, of the 1262 

Band 4 areas.  However, in these areas, a large portion of the cable TV is aerial and 1263 

constructed using the electric poles.  The likelihood of the cable TV provider sharing 1264 

buried structures with the telephone company in any of these areas is remote.   1265 

As to the electric utilities, my experience in driving through rural areas is that electric 1266 

service is provided primarily by the use of aerial plant while the telecommunications 1267 

facilities use primarily buried facilities.  My impression is that there are strong economic 1268 

reasons why electric plant is generally aerial while the telephone plant is buried.  I do not 1269 

see any evidence to suggest that in rural areas this difference in plant construction will 1270 
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suddenly change in the electric industry.  Thus, there is little reason to believe that there 1271 

will be any appreciable structure sharing with the electric industry. 1272 

Q. Based on your observations, what assumptions has the IITA proposed regarding structure 1273 

sharing? 1274 

A. Based on our perception of the limited to non-existent likelihood of sharing buried 1275 

structures, the IITA is proposing that the structure sharing for buried and underground 1276 

plant for the lower seven density zones be set at 100%, that is the full cost of the buried 1277 

structures are assigned to the telephone company.  For aerial cable, a 100% structure 1278 

sharing assumption is assumed for the first three zones, but a 50% assumption is used in 1279 

Zone 4 and higher where telephone company aerial cable, if built, frequently shares poles 1280 

with the electric company.  1281 

Q. Why is the IITA proposing to change the end office switching investment inputs as 1282 

described in, Item #3 on Exhibit 1.15? 1283 

A. In prior years analysis indicated that the default input values for end office switching 1284 

investments are not representative of the cost of end office switching equipment for small 1285 

companies and small switches.  The primary default switching input value that is used by 1286 

the HAI modelers is based on an analysis of switch costs for larger companies (Bell 1287 

Operating Companies and the former GTE) that were publicly available.  The input value 1288 

is used in a fairly straight line formula based on number of lines.  In viewing results of 1289 

this default switching input, it was apparent to me that the inputs do not correctly 1290 

estimate the cost of switching for small rural telephone company switches.   1291 
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 In considering alternative inputs, the HAI model does allow for the use of a second more 1292 

detailed set of switching inputs that are based on the specific host-remote configuration 1293 

of the individual company.  For each of the companies, this set of alternative inputs was 1294 

used rather than the standard straight line formula.  In addition, I decided that the input 1295 

values used in the FCC Synthesis model as determined by the FCC were better input 1296 

values to use for these alternative switching cost assumptions rather than the default HAI 1297 

input values for these assumptions.  These inputs were based on analysis of some rural 1298 

company switch cost data in addition to large company data.  They have the additional 1299 

advantage of having been the subject of regulatory review and determination for use by 1300 

the FCC.   1301 

Q. Why have you increased the input value related to the percent of interLATA and 1302 

intraLATA traffic switched at the tandem switch as indicated in Item #4 of IITA Exhibit 1303 

1.15? 1304 

A. The default value for this input is 20%, indicating that 20% of interLATA and 1305 

intraLATA traffic is switched at a tandem switch and 80% of the traffic is trunked 1306 

directly from an end office to an interexchange carrier.  While I can't comment on the 1307 

validity of the assumption on a nationwide basis, for the small Illinois companies, a large 1308 

portion of their interLATA and intraLATA traffic is switched through a tandem switch 1309 

rather than being trunked directly from an end office to an interexchange carrier.  In 1310 

many cases, interexchange carriers do have direct trunk groups to individual small 1311 

Illinois companies.  An analysis of a number of the companies several years ago 1312 

indicated that about 10% of the traffic for those companies was carried on direct trunks.  1313 

The values of these two inputs have, therefore, been changed to 90%.  1314 
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Q. Can you please explain your rationale for changing the default assumption related to Item 1315 

#5, on IITA Exhibit 1.15, the percent of Total Interoffice Traffic Fraction? 1316 

A. Yes.  This factor estimates the total portion of the traffic originated in the central office 1317 

that has to be switched to a second switching site for termination of the traffic and is a 1318 

significant factor in developing the cost of interoffice facilities.  It is also used in 1319 

conjunction with estimates of toll traffic to determine the portion of local traffic that is 1320 

switched on an interoffice basis and impacts the cost of local service.  For large urban 1321 

companies, this may represent traffic that is switched between multiple wire centers in a 1322 

single exchange.  For rural companies, it would represent traffic that is commonly 1323 

designated as Extended Area Service ("EAS") traffic that is switched between exchanges. 1324 

Using the default assumptions, the model estimates that 48.69% of local traffic is 1325 

interoffice traffic and develops and assigns costs to the USF cost to account for this 1326 

usage.   1327 

Based on a review of data from a majority of the small cost study companies in Illinois 1328 

several years ago, I determined that approximately 22% of their local traffic is EAS 1329 

traffic.  I have thus reduced the default total interoffice input percent from 65% to 45%.  1330 

This produces a revised local interoffice traffic percentage of 19.4%, a value much more 1331 

representative of small Illinois company operations.  The results of this change are to 1332 

significantly reduce the USF cost developed by the model.   1333 

Q. Why have you made modifications in the factors related to tandem switching costs as 1334 

described in Item #6 of IITA Exhibit 1.15? 1335 
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A. The default factors in the HAI model are developed based on cost assumptions for large 1336 

companies with stand-alone tandem switches that are normally placed in large urban 1337 

central office locations.  For those small companies which provide tandem switching 1338 

functions the tandem switching capability is normally included within the same switch 1339 

that provides host and end office switching capabilities and the additional cost of the 1340 

tandem switching function is considerably less than that for a stand-alone tandem switch.  1341 

In addition, the model uses the default assumptions for switch room size, building cost, 1342 

and land for the large urban switches.  These inputs have been modified to a reduced cost 1343 

level to reflect better the costs for tandem switching in smaller company offices. 1344 

Q. Do you agree with the default assumptions that develop the cost of capital as indicated in 1345 

Item #7 of IITA Exhibit 1.15? 1346 

A. No.  I believe the assumptions regarding cost of capital in the default scenario are not 1347 

appropriate. The default assumptions assume a 55% equity/45% debt ratio with a cost of 1348 

debt and equity generating an overall cost of capital of 10.01%.  Generally, the small 1349 

companies in Illinois have equity/debt ratios that are higher than the default assumption 1350 

and higher than the larger companies in Illinois.  In the Consolidated Dockets, the Staff 1351 

and the IITA agreed to use a cost of capital that reflects a debt/equity ratio of 40%/60%, a 1352 

current cost of debt of 9% (pre-tax) and a cost of equity of 15.0% for the majority of the 1353 

small companies.  Use of these ratios provided an overall cost of capital of 12.6%.  In this 1354 

proceeding the IITA is proposing that we again use a 40%/60% debt/equity ratio and a 1355 

cost of equity of 15.0% for the small IITA member companies for the economic cost 1356 

studies.  We are proposing a cost of debt for the economic cost studies of 7.2% based on 1357 
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recent quotes for loans from a major lender to rural telephone companies.  This results in 1358 

an overall pre-tax return on capital of 11.88%. 1359 

Q. Item #8 on IITA Exhibit 1.15 discusses changing the default factor for Network 1360 

Operations Expense.  Would you discuss why you are proposing a change in this item.  1361 

A. Yes.  Network Operations Expense encompasses the following accounts in the Uniform 1362 

System of Accounts: 1363 

  Network Operations Expense   6530 1364 
  Power Expense     6531 1365 
  Network Administration Expense  6532 1366 
  Testing Expense     6533 1367 
  Plant Operations Administration Expense 6534 1368 
  Engineering Expense    6535 1369 

Expenditures in these areas for small companies differ significantly from larger 1370 

companies.  For example, the plant administration expense account includes the cost of 1371 

overall supervision of plant operations, including overall planning, developing methods 1372 

and procedures, developing plant training and coordinating safety programs.  The account 1373 

excludes immediate or first level supervision which is included in the plant specific 1374 

accounts.  In most small companies, the second level of supervision is the company 1375 

manager, consequently, most small companies have very little plant administration 1376 

expense.  Engineering expense is generally less in small companies since most 1377 

engineering is on a specific project basis rather than of a general nature.  Network 1378 

administration activities in small companies do not include extensive network control 1379 

facilities because their networks are limited.   1380 

In the HAI Model, Network Operations Expense is generated based on a composite level 1381 

of expenses for the ARMIS reporting companies on a per line basis. The model then 1382 
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multiplies this expense level by the Network Operations Expense factor to arrive at a 1383 

final estimate of Network Operations Expense.  The HAI modelers in the default 1384 

assumptions have assigned this factor a 50% value, essentially indicating that forward-1385 

looking Network Operations Expenses would/should be half of the current level.  They 1386 

summarized their rationale for doing this as follows: 1387 

. . . these costs are artificially high because they reflect antiquated systems and 1388 
practices that are more costly than the modern equipment and practices that the 1389 
HAI Model assumes will be installed on a forward-looking basis.  Furthermore, 1390 
today's costs do not reflect much of the substantial savings opportunities posed by 1391 
new technologies, such as new management network standards, intranets, and the 1392 
like. 1393 

Because small companies have very different circumstances and do not have many of the 1394 

systems typical in large companies, it is our belief that the types of forward-looking 1395 

savings the modelers are anticipating for large companies will not, nor cannot, be 1396 

achieved in small companies.  We are, therefore, proposing that the Network Operations 1397 

Expense factor be set at 100% rather than 50%.   1398 

Q. The End Office Traffic Sensitive Factor has been changed as described in Item #9, IITA 1399 

Exhibit 1.15.  Can you explain the reason for this change and the impact that it has? 1400 

A. Yes.  This factor is used to allocate the cost of end office switching to either the cost of 1401 

access (traffic sensitive portion) or to the cost of universal service (the non-traffic 1402 

sensitive portion).  The default factor of 70% was assumed by the HAI developers and by 1403 

the FCC to be the appropriate portion of end office switching cost to assign to the traffic-1404 

sensitive local switching access element.  The FCC, in Part 69 of its rules in 1405 

§69.306(d)(2), continues to allow non-price cap carriers to assign 70% of its Category 3 1406 

local switching costs to the local switching access element.  However, in 2006, this 1407 
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Commission addressed the cost of providing reciprocal compensation for wireless 1408 

carriers in Case No. 05-0644c and determined that none of the costs of local switching 1409 

should be treated as a traffic-sensitive cost and recovered in reciprocal compensation.  1410 

The corollary of this decision is that this cost should all be recovered from end user 1411 

monthly charges.  While the IITA member companies do not agree that the Commission 1412 

made the proper decision in that case, they have chosen to accept that result in developing 1413 

the economic cost of services in this proceeding. 1414 

Q. Item #10, IITA Exhibit 1.15, describes changes in the Billing and Bill Inquiry input.  1415 

Would you please describe this input in greater detail and your rationale for changing it. 1416 

A. Yes.  This input is intended to capture the customer operations costs of providing local 1417 

service billing, collecting, bill inquiry and other inquiries regarding the provision of 1418 

service.  The provisioning of these services differ in a number of respects between large 1419 

and small companies.  Many of the customer contact functions for large companies are 1420 

performed in centralized centers by relatively large work groups.  With these work group 1421 

sizes, there may be opportunities to adjust the work group to fluctuating workloads on an 1422 

hourly or daily basis.  Billing functions are typically spread throughout the month with 1423 

multiple billing cycles.  Typically, the data processing and bill processing functions are 1424 

performed with in-house computer assets and in-house personnel. 1425 

In small companies, these functions are generally performed by only a few individuals 1426 

with staffing required during the normal business hours to provide service availability to 1427 

customers.  There are relatively few opportunities to adjust work group levels to 1428 

variations in the customer contact workload.  Billing is typically performed once a 1429 
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month.  Consequently there are greater variations in the work flow than in larger 1430 

companies.  Oftentimes, service bureaus are used by small telephone companies, at a 1431 

minimum, to provide software support and often to provide full bill processing functions 1432 

using investments made by the service bureau.  Thus, the expense and investment levels 1433 

of small companies may vary significantly from larger companies.   1434 

In order to test the validity of the default assumption, GVNW undertook a study of the 1435 

customer service expenses of a number of Illinois cost study clients to separate the costs 1436 

associated with local services and billing from those associated with toll and carrier 1437 

billing functions.  Using cost study information from separations studies, which separate 1438 

such expenses into a number of different categories by work functions, GVNW 1439 

developed an average cost per line for those companies of the local billing functions. The 1440 

results of that study indicated a $5.79 cost per line for the local billing and customer 1441 

contact functions.  We believe this result is more representative of the cost of these 1442 

functions in small Illinois companies and have thus incorporated this estimate in the 1443 

economic cost studies we have performed.   1444 

Q. Item #11, in IITA Exhibit 1.15, relates to carrier-to-carrier billing costs.  What is your 1445 

rationale for changing the default level for this item? 1446 

A. Carrier-to-carrier billing costs include the ongoing cost of responding to IXC service 1447 

change requests and the cost of rendering Carrier Access Billing System ("CABS") bills 1448 

to individual carriers for their use of the local exchange network in providing toll 1449 

services.  These bills are rendered at an individual wire center level to each interexchange 1450 

carrier, mostly on a monthly basis.  With average wire center sizes for the small 1451 



 70

companies at a significantly smaller level than the average for large Bell Operating 1452 

Companies, it is not surprising that the cost of this function is different for small 1453 

companies.   1454 

The default input for this item is $1.69 per line per year.  A study of these costs using 1455 

data available from a group of the Illinois cost companies' cost separations studies 1456 

indicated that, on average, these costs are $30.75 per line per year.  This value has been 1457 

used as the input for this cost item.  Within the model, this value only impacts the costs of 1458 

the access elements and does not affect the local service cost.   1459 

Q. Item #12, IITA Exhibit 1.15, describes changes in the model inputs for central office 1460 

switching and transmission expense.  Please describe the derivation of the default input 1461 

values and the values that the IITA has used in its development of forward-looking costs.  1462 

A. In developing expenses for most of the plant specific expense categories, the HAI Model 1463 

uses ARMIS data from around the country to develop ratios between current expenses 1464 

and investments as a basis for developing projected forward-looking expense levels.  1465 

However, in the case of central office switching and transmission expense, this data is 1466 

overridden by two alternative expense ratios, one for each investment category. The input 1467 

levels for these items are based on a 1993 incremental cost study performed by New 1468 

England Telephone Company in New Hampshire and are considerably lower than current 1469 

levels experienced even by the Bell Operating Companies.   1470 

The IITA inputs are developed based on current ratios of expenses to investment for these 1471 

expense/investment categories for the small Illinois telephone companies.  Since the type 1472 

of investment included in these accounts is generally reflective of forward-looking 1473 
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technology, it is reasonable to expect that the ratios currently experienced by the Illinois 1474 

companies are reflective of the forward-looking costs they can expect to experience.   1475 

Q. Item #13 of IITA Exhibit 1.15 indicates that actual host-remote switch configurations 1476 

have been input for each individual company rather than using default settings which 1477 

ignores these configurations.  Why did you change from the default assumption? 1478 

A. The use of the individual host-remote switch configurations causes changes in two 1479 

significant areas of the economic costs developed by the model.  First, the use of the host-1480 

remote configuration triggers the model to use the more specific end office switching 1481 

inputs as discussed in relationship to Item #3 in IITA Exhibit 1.15.  This provides a more 1482 

appropriate calculation of end office switching costs than the primarily linear default 1483 

assumptions.  Secondly, the use of actual host-remote configurations has a significant 1484 

impact in reducing the interoffice transport costs calculated in the model.  Under the 1485 

default assumptions, the model assumes that facilities are built from each end office 1486 

switch to the tandem switch.  With the host-remote configurations input, the model builds 1487 

transport rings between the host and remote offices and then builds facilities from the 1488 

host office on that ring to the tandem switch.  This causes, in most cases, a reduction in 1489 

the amount of interoffice network facilities that are assumed by the model and reduces 1490 

the overall cost, particularly of the transport portion of access costs. 1491 

Q. Can you briefly describe the reasons for the changes in transport mileage as discussed in 1492 

Item #14 in IITA Exhibit 1.15? 1493 

A. Yes.  In reviewing the transport miles assumed for the IITA member companies in the 1494 

HAI model, I determined that the transport miles for the companies were overstated, in 1495 
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some cases.  This was caused, first of all, because the HAI modelers assumed that 1496 

companies would connect to the closest RBOC tandem and didn’t recognize that in many 1497 

cases the companies connected to a nearer non-RBOC tandem, sometimes a tandem 1498 

owned by that specific company.  Specifically, I reduced the transport miles in an 1499 

underlying distance data file, IL_Distance.xls, to reflect these differences.  I also adjusted 1500 

the mileages in these files to reflect the distance to the meet point with the tandem 1501 

company rather than the full distance to the tandem switch.  By doing so, the transport 1502 

rates for the companies calculated by the model are lower, all else being equal, than they 1503 

would have been under the default mileage assumptions.   1504 

Q. Are there any of the default inputs which you did not change that warrant particular 1505 

mention? 1506 

A. Yes.  There is one that I can think of.  The HAI model developers included a default input 1507 

for the maximum length of a copper facility between a digital terminal and the end user 1508 

of 18,000 feet, which is sufficient to provide quality voice service.  However, in the event 1509 

that broadband service should become a supported service, this distance would need to be 1510 

shortened since broadband capabilities cannot be provided on a copper loop of that 1511 

length. 1512 

Q. Can you discuss briefly the information described on IITA Exhibit 1.17? 1513 

A. Yes.  In working the HAI 5.0a model I have found, or have been shown by opposing 1514 

witnesses in other proceedings, specific formulas in the model which lead to 1515 

inappropriate results for companies such as the IITA member companies.  In order to 1516 
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provide more appropriate forward-looking cost results, I have made corrections to the 1517 

formulas used in the HAI model in the cases described on IITA Exhibit 1.17. 1518 

Q. How did you derive the HAI rates shown on IITA Exhibit 1.09? 1519 

A. One of the output worksheets of the HAI model contains information regarding the costs 1520 

and minutes associated with various rate elements.  A rate is also presented on this output 1521 

sheet.  However, the rate shown is not derived from dividing the cost by the minutes 1522 

shown, but is calculated based on a hypothetical maximum number of minutes per trunk, 1523 

thus understating the rate for that particular element.  I have calculated the rates for the 1524 

elements based on the cost and actual minutes shown. 1525 

THE RATE OF RETURN DETERMINATION 1526 

Q. What additional steps has the IITA followed in determining the amount of the proposed 1527 

basic element of the IUSF beyond the statutory requirement to examine the economic 1528 

costs that you have described above? 1529 

A. The IITA has followed a similar procedure in regard to determining a rate-of-return need 1530 

that was followed in the Consolidated Dockets as described and agreed to in the 1531 

Stipulation. 1532 

Q. Can you describe the process that was used in the Consolidated Dockets in developing 1533 

the tools for the rate-of-return analysis? 1534 

A. As part of the Consolidated Dockets, the IITA and the Staff held extensive discussions to 1535 

develop a simplified process for conducting such an analysis within the time constraints 1536 

of that proceeding.  As a result of those discussions, the IITA and the Staff agreed on a 1537 
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simplified filing process and form based primarily on data available from a company's 1538 

annual financial report that will demonstrate the funding need a company may have for 1539 

IUSF funding to maintain a reasonable rate-of-return.  In that proceeding the IITA and 1540 

Staff also arrived at an agreed upon rate-of-return for the small companies to use for that 1541 

determination.  1542 

Q. Can you describe the form and analysis used in the Consolidated Dockets? 1543 

A. Yes.  The process and form that were agreed to involved the development of an 1544 

individual company revenue requirement based on a simplified procedure which is 1545 

contained in the form developed by the two parties.  Generally, it was based on actual 1546 

total company 2000 financial results as reported to the Commission on Form 23A or 1547 

other suitable annual financial reports acceptable to the Commission.  The form 1548 

compared the company's embedded cost revenue requirement at a total company level 1549 

with the return level agreed to between the Staff and the IITA and calculated the funding 1550 

needed from the IUSF in the future to achieve this reasonable return.   1551 

Q. Has the IITA used a similar form in developing the amounts requested for updated basic 1552 

IUSF funding that was presented in the Stipulation? 1553 

A. Yes.  The form has undergone only very minor changes since the Consolidated Dockets 1554 

to reflect changed circumstances since that time.  I have attached as IITA Exhibit 1.03 a 1555 

copy of the Schedule 1.01 as it is referred to in the Stipulation and in the testimony of 1556 

individual company witnesses who will introduce the data for the individual IITA 1557 

members requesting basic IUSF funding in the Stipulation.  IITA Exhibit 1.18 is a copy 1558 
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of the instructions that were used to define the standard adjustments for individual 1559 

companies to consider. 1560 

Q. Can you briefly provide a description of IITA Exhibit 1.03? 1561 

A. Yes.  The exhibit is a four-page document providing the analysis agreed to by the Staff 1562 

and the IITA in the Consolidated Dockets.  The first page of the document provides the 1563 

overall development of rate base and net operating income of the company and arrives at 1564 

the amount of IUSF funding required by the company to maintain the rate of return 1565 

indicated on the form.  The second page provides detail used to develop the thirteen 1566 

month weighted average materials and supplies for the company plus an input indicating 1567 

the income tax status of the company.  The third page provides a detailed breakdown of 1568 

the company’s revenues between the various revenue sources.  The fourth page is used to 1569 

record any of the standard adjustments that the company is proposing to make. 1570 

Q. What is the source of the data to be used in completing IITA Exhibit 1.03? 1571 

A. The primary source of the report data is the actual investments, expenses, and revenues of 1572 

the company for calendar year 2009 as reported to the Commission on ICC Form 23A or 1573 

equivalent data.  For data that is more detailed than provided on Form 23A, other primary 1574 

sources, such as the individual company’s trial balance is the source of the data.  1575 

Calendar year data is being presented because the compilation of this data began shortly 1576 

after the annual reports for 2009 were filed with the Commission. 1577 

Q. Can you describe in somewhat greater detail the information provided on Page 3 of the 1578 

Attachment? 1579 
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A. Yes.  In the Consolidated Dockets it was suggested to the IITA that it would be useful to 1580 

have in evidence from each company, a breakdown of the company’s revenue by source 1581 

so that the Commission could review the level of access revenues in comparison to other 1582 

revenues.  Page 3 was developed to provide such an analysis, rather than just presenting 1583 

the total operating revenues directly from the Company’s annual report to the 1584 

Commission as is done on page 1.  The schedule provides an analysis of the detailed 1585 

revenue sources that are encompassed in the total revenues of the company reported on 1586 

Form 23A.  While most of the data is fairly self-explanatory, I would like to comment on 1587 

a couple of the items for clarification.  The state and federal access revenues shown on 1588 

lines 3 and 8 respectively are switched access revenues.  Line 4, State Universal Service 1589 

Support, includes support currently received from the IUSF. 1590 

Q. Turning now to Page 2 of IITA Exhibit 1.03, can you describe the data on this page of the 1591 

exhibit? 1592 

A. Yes.  In their discussions during the Consolidated Dockets, the staff and the IITA 1593 

recognized that the inventory of materials and supplies for a company may vary 1594 

substantially through the year as materials such as cable are purchased and then used in 1595 

plant construction.  They therefore agreed to use a thirteen-month average balance of 1596 

materials and supplies in the rate base, rather than a year-end amount.  This page of the 1597 

exhibit accumulates the monthly material and supplies balances to arrive at this average.  1598 

It is also used to convey information as to whether the company has sale/lease back 1599 

arrangements and/or leases with affiliates.  Finally, the company provides an input 1600 

indicator regarding its income tax status which is used in the calculation of income taxes 1601 

and indicates the rate of return that should be carried to Page 1. 1602 



 77

Q. As I understand it, Page 1 of IITA Exhibit 1.03 provides the financial information used in 1603 

determining the requested IUSF funding.  Could you review this page and its contents? 1604 

A. Yes.  Let me give a brief overview of the form and then it can be discussed in greater 1605 

detail.  Lines 1 through 13 provide information regarding the development of the 1606 

individual company’s rate base for 2009.  Lines 14 through 23 show the calculation of the 1607 

company’s net operating income for 2009 (excluding the funds received from the IUSF), 1608 

and the rate of return on rate base.  Lines 24 through 28 detail the calculation of the IUSF 1609 

funding needed to achieve the after tax cost of capital shown on line 24.  Specifically, 1610 

Line 28 calculates the IUSF funding that the companies deem appropriate absent the 1611 

Stipulation.  Lines 29 through 35 show the calculation of income tax expense used in the 1612 

rate of return calculation. 1613 

Q. Let’s return now to the top of the form and go through the individual line items in greater 1614 

detail.  Could you briefly describe the net regulated plant shown on Line 1 of the form? 1615 

A. Yes.  The annual report data for the net regulated plant is extracted directly from the 1616 

annual report and represents the total regulated plant of the company, including telephone 1617 

plant in service and telephone plant under construction, less the company’s accumulated 1618 

depreciation reserve.  This represents the bulk of the assets upon which the company 1619 

should be allowed a reasonable rate of return in an embedded rate case environment. 1620 

Q. What other items are included in determining the company’s rate base? 1621 

A. As shown on Lines 2, 3, 4, and 12, the additional items included in rate base in this 1622 

analysis are materials and supplies, customer deposits, accumulated deferred income 1623 

taxes (ADIT), and cash working capital.  As discussed earlier, the materials and supplies 1624 
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amount to be included is an average of the 13-month’s balances as calculated on Page 2 1625 

of the form.  Customer deposits and ADIT are deducted from rate base in accordance 1626 

with typical procedures used by this Commission and others.  The amounts for these 1627 

items are determined from the company’s annual reports.  Cash working capital is also 1628 

included as part of the rate base. 1629 

Q. Can you describe in greater detail the calculation of cash working capital? 1630 

A. Yes, while there are several ways that cash working capital can be developed, some of 1631 

them quite complicated, the method agreed upon for use in this analysis by the Staff and 1632 

IITA in the Consolidated Dockets was a simple one, which the IITA is continuing to use.  1633 

The calculation is primarily based upon an allowance to recognize the need for the 1634 

company to have a level of current assets to support the payment of operating expenses.  1635 

The allowance is thus calculated based on total operating expenses less depreciation 1636 

expense (which is not a cash expenditure).  An amount equal to 45 days of operating 1637 

expenses is used as an appropriate allowance. 1638 

Q. The form also shows on Line 11, the addition of a Commission ordered cash balance 1639 

requirement to arrive at the total working capital allowance.  Please describe the rationale 1640 

for this adjustment. 1641 

A. This line was included in the form in the Consolidated Dockets to provide for the 1642 

inclusion of amounts which were specific to the Frontier companies at that time and has 1643 

not been removed.  None of the current IITA companies have an amount identified on 1644 

this line. 1645 
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Q. How is the total rate base shown on line 13 derived? 1646 

A. It is the sum of the total working capital requirement on line 12 plus the sum of the other 1647 

rate base items shown on line 5.  This represents the total rate base upon which the 1648 

company should be earning an appropriate rate of return. 1649 

Q. The next section of the form, lines 14 through 23, is used to develop the company’s 1650 

current net operating income and return on rate base.  Please describe the development of 1651 

the operating revenues in this section. 1652 

A. Line 14 includes the total operating revenues of the company from the annual report of 1653 

the company and as displayed in greater detail on page 3 of the form as I previously 1654 

described.  From the overall operating revenue, the revenues received from the current 1655 

IUSF are subtracted as shown on line 15.  This is done to provide a basis for evaluating 1656 

the “need” of the company to receive funds from the basic element of the IUSF. 1657 

Q. Can you explain the items that are deducted from operating revenues to arrive at the net 1658 

operating income before taxes? 1659 

A. Yes.  Line 17 includes the company’s operating expenses as reported on the annual 1660 

report.  This includes the major operating expenses of the company including plant 1661 

specific, plant non-specific (including depreciation), customer operations, and corporate 1662 

operations expenses.  Line 18 includes other operating expense and income items as 1663 

reported on the annual report.  These amounts are usually relatively minor and include 1664 

such items as income from custom work and gains or losses on the disposition of land.  1665 

Line 19 includes non-income taxes as reported on the annual report form. 1666 
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Q. Please explain the calculation of net operating income on Line 22. 1667 

A. Line 20 shows the net operating income before income taxes resulting from subtracting 1668 

the operating expenses from the operating revenues.  From that amount the calculated 1669 

income taxes for the company (Line 21) are subtracted to arrive at the net operating 1670 

income (Line 22). 1671 

Q. How is the operating income tax amount shown on Line 21 derived? 1672 

A. It is an amount calculated for each company as shown on Lines 29 through 34.  The 1673 

income tax calculation developed in these lines calculates an appropriate income tax 1674 

related to the calculated net operating income and is based on the calculated net operating 1675 

income before income tax as shown on Line 30.  This amount is used to first calculate 1676 

Illinois state income taxes based on an effective state income tax rate (including the net 1677 

income and replacement tax) of 7.30%.  The resulting state income tax is shown on Line 1678 

31.  That amount is subtracted to arrive at a taxable income for federal tax calculations, 1679 

shown on Line 32.  I recognize that late in 2010 a change in the state income tax was 1680 

implemented and that the rate is currently 9.50%.  Because of the timing of that change, it 1681 

is not reflected in the Schedule 1.01 calculations for any of the IITA member companies.  1682 

Reflecting that tax change would increase the revenue deficiencies for the taxable 1683 

companies. 1684 

Q. Is the 7.30% tax rate used for all companies? 1685 

A. It is the same for all companies except for those companies, such as cooperatives, that are 1686 

not subject to state income taxes.  For those companies a 0% tax rate is used. 1687 
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Q. Would you describe the calculation of federal income taxes for the companies? 1688 

A. Yes.  This will be done differently for different groups of companies.  For the companies 1689 

such as cooperatives that are not subject to federal income tax, the federal tax rate will be 1690 

0%.  For the remainder of the companies, the federal income tax rate used is 34%.  The 1691 

imputed federal income tax is computed by multiplying the appropriate rate on Line 33 1692 

times the net operating income before federal tax on Line 32.  The total income tax 1693 

shown on Line 34 is the sum of the federal and state income tax calculations. 1694 

Q. I understand that there was an error in the Schedule 1.01 template that was originally 1695 

provided to the companies.  Can you explain this error and its impact? 1696 

A. Yes.  In the template Schedule 1.01 which was sent to the companies last year, similar to 1697 

IITA Exhibit 1.03, there were certain formulas that were not included to reflect the 1698 

different tax treatment of investor owned and cooperative companies.  Specifically, the 1699 

formulas on lines 31 and 33 did not correctly reflect a 0% tax rate for cooperatives.  1700 

Consequently imputed state and federal income taxes were calculated on lines 31 and 33 1701 

for these companies, summed on line 34 and carried forward to line 21 where they were 1702 

incorrectly subtracted in arriving at the net operating income for these companies.  This 1703 

resulted in the revenue deficiency for these companies being overstated.  The error in this 1704 

formula was not discovered until after the original Stipulation had been filed.  1705 

Corrections were made in the nine companies impacted by this error and were reflected in 1706 

the revisions that were made in the amended Stipulation. 1707 
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Q. It doesn’t appear that the income tax calculation takes into account any interest expense 1708 

incurred by the company, an item that would normally be deductible in calculating 1709 

income taxes.  Can you explain why this was not done? 1710 

A. Yes.  Typically in a rate case environment an imputed amount of interest expense, related 1711 

to the rate base and the cost of debt is calculated.  This is typically termed an “interest 1712 

synchronization adjustment” since it “synchronizes” the interest expense in the tax 1713 

calculation to the capital structure and cost of debt used.  In the discussions between the 1714 

staff and the IITA in the Consolidated Dockets there was recognition that this process 1715 

could be complicated and cause a good deal of extra effort.  By mutual agreement in 1716 

those dockets, the IITA and staff agreed to recognize the tax impact of debt expense in 1717 

the rate of return rather than in the tax calculation to simplify the analysis process.  1718 

Basically the rate of return is based on an after-tax debt cost, thus recognizing through a 1719 

lower rate of return the tax impact of debt cost.  The IITA member companies have used 1720 

the same procedure in developing the current analysis in the individual company 1721 

Schedule 1.01’s. 1722 

Q. Can you describe the derivation of the net operating income on Line 22 and the return on 1723 

rate base on Line 23? 1724 

A. Yes.  The net operating income reflects the net operating income before income taxes less 1725 

the calculated imputed income taxes.  The net operating income reflects the earnings of 1726 

the company on its regulated operations reflecting, as indicated earlier, the elimination of 1727 

the current IUSF fund revenues.  The return on rate base shown on Line 23 is calculated 1728 

by dividing the net operating income by the rate base on Line 13 and reflects the return 1729 

on rate base for the company absent the revenue from the IUSF fund. 1730 



 83

Q. Please discuss the use of the after-tax cost of capital as shown on Line 24 of the form. 1731 

A. The after-tax cost of capital of 11.21% for the taxable companies and 12.60% for the 1732 

cooperatives is the level agreed to by the staff and the IITA in the Consolidated Dockets 1733 

as an appropriate level of earnings for the IITA member companies at that point in time.  1734 

If the return on rate base on Line 23 is less than the cost of capital on Line 24, it would 1735 

indicate that the company has a need for some level of IUSF funding to bring its earnings 1736 

to the appropriate earnings level, the after-tax cost of capital. 1737 

Q. Can you briefly describe the agreement between the staff and the IITA in the 1738 

Consolidated Dockets regarding the cost of capital? 1739 

A. Yes.  The IITA and the staff held discussions regarding the cost of capital to try to 1740 

simplify that proceeding and to arrive at a cost of capital that would be acceptable to both 1741 

parties.  It was agreed for all the companies that a hypothetical capital structure of 60% 1742 

equity investment and 40% debt investment would be used.   It was agreed that a 9% pre-1743 

tax cost of debt would be used, the then-current cost of long-term debt being issued by 1744 

the Rural Telephone Finance Corporation, one of the primary lenders to smaller 1745 

telecommunications carriers.  Finally, there was agreement that for the current IITA 1746 

member companies a 15% cost of equity would be used.  IITA Exhibit 1.19 shows the 1747 

calculation of the cost of capital that was presented in the Consolidated Dockets for the 1748 

current IITA member companies. 1749 

Q. Did the IITA have any discussions with the Staff regarding the cost of capital in 1750 

preparation for filing the Petition in this docket? 1751 

A. The IITA did not. 1752 
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Q. Why did the IITA use the cost of capital developed ten years ago for the Schedule 1.01 1753 

calculations rather than an updated cost? 1754 

A. Initially, these cost rates were used simply to get the process moving and develop a 1755 

consistent basis for all companies to use with the expectation that the cost of capital 1756 

might be updated later.  I have had my staff monitoring elements related to the cost of 1757 

capital over the past year to validate that these rates were within a reasonable range.  As 1758 

the negotiations leading to the Stipulation developed it became apparent that the agreed 1759 

upon rate of return used to arrive at the proposed basic element amounts for the IUSF for 1760 

individual companies in the Stipulation was substantially lower than the cost of capital 1761 

used in the Schedule 1.01 calculations and, in my mind were substantially lower than 1762 

would be reasonably developed in updating the cost of capital.  Therefore, the IITA 1763 

focused on reaching an acceptable compromise rather than compute a precise up-to-date 1764 

cost of capital that would not impact the Stipulation.   1765 

Q. How is the cost of capital used in IITA Exhibit 1.03 to arrive at the proposed IUSF 1766 

funding amount? 1767 

A. The cost of capital is multiplied times the rate base to arrive at a target net operating 1768 

income shown on Line 25 of IITA Exhibit 1.03.  The difference between the target and 1769 

actual net operating income is then calculated and displayed on Line 26.  This indicates 1770 

the additional net operating income the company would need to achieve the targeted 1771 

reasonable rate of return.  Based on the income tax rate for the company, a revenue 1772 

conversion factor is calculated and multiplied times the additional net operating income 1773 

to arrive at the rate of return revenue deficiency for the company.  This amount, shown 1774 
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on Line 28, is the amount of IUSF funding that would be needed to bring the company to 1775 

the indicated rate of return or cost of capital. 1776 

Q. Can you explain the “adjustment” column on Page 1 of IITA Exhibit 1.03 and its 1777 

purpose? 1778 

A. Yes.  This column is included to allow the company to make adjustments to its booked 1779 

amounts to more appropriately reflect a going forward level of operating income and 1780 

investments than would be directly reflected by the company’s books.  This could include 1781 

such items as normalizing out-of-period adjustments recorded in the 2009 calendar year 1782 

books, reflecting the full year impact of significant operational changes that took place 1783 

during the 2009 calendar year, reflecting plant additions subsequent to the end of the year 1784 

2009 upon which the company will need to earn in the future, and other adjustments 1785 

deemed appropriate by the companies as described in the standard adjustments described 1786 

in IITA Exhibit 1.18.  These adjustments proposed by companies will be documented on 1787 

Page 4, of the individual company Schedule 1.01 filings and will be supported by the 1788 

individual company witnesses. 1789 

Q. Does this conclude Part II of your direct testimony and fully conclude your direct 1790 

testimony? 1791 

A.    Yes, it does. 1792 


