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General Problems with Approach and Inputs

Common Costs

>

Pleas e turn to your discus sion of common costs (Issues AE-0005; AE-0016; AE-0017).
Would you begin by defining this costing concept?
Yes. Common costs are incurred when the same production process yiels two or more
outputs. They are offen commonto the ertire output of the finm but can be commonto just
some of the outputs produced by the frm. Typical exanples of comnon costs include sahries
and other costs ofthe firm's upper levelexecutives, reguhtory and kgalexperses, and audt
expemses. Anincrease in production ofany one good will tend to increase the levelof common
costs; however, the increase will not necessarily be proportional The costs of producing
several products within a single firm may be kss than the sumof the amlogous costs that would
be incurred if each ofthe products were produced separately.

A firm that produces a single product sold ina single market incurs only direct costs.
These include captal costs (cost of noney, depreciation, ncone taxes) and all expernses
exclisively attrbutable to a specifc product or service. However, when the firm is engaged in
producing multipk products or serving mukiple markets, it normally ako incurs common costs.
Comnon costs are not directly attrbutabk to a single service, yet they vary to some degree

with the quartity of production ofeach service.

Wouldyou please explain the Company’s approach to common costs?
The Company created a common cost factor, which can be applied to the results of ts
TELRIC studes. It began the developmert of ths factor by identifying the 1995 expenses

associated with 13 specific ARMIS accounts on a total Company basis (including both
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mnterstate and ntrastate). SWBT chssifes these accounts as Executive, Phnning, General &
Adminstrative, Network Operations-General Supervision, and Marketing and Service
Expense. The Company assuned that only 12.83 % of’its Executive, Plnning, General &
Admmnstrative expenses were retailrelated, and removed then from s calculations. Simikrly,
the Company renoved 92.6 % of Marketng and Service Expenses. Then SWBT added
Begin proprietary*** ***End proprie tary to its common costs as support
assets costs associated with the Executive, Plannng, General & Adminstrative salaries. SWBT
then appled commission assessment and nflation factors to derive total wholesale common
costs 0f$86,687,735. SWBT then divided total wholesale common costs by total 1995
experses lkess total common costs (retall and whoksalke). The result is a common cost factor of

Begin proprietary*** ***End proprietary %.

Do youhave any concems regarding the Company’s approach to common costs?
Yes. First, the Company’s approach s based almost entirely upon its embedded data; hence,
its estimates are not necessarily representative of the minimum level of common costs that
would be incurred by an effcient carrier operatinga forward looking network.

Second, SWBT has not adequately amlyzed the differences between the kvelof
common costs that it incurs as an integrated carrier providing services to retail and wholksale
customers and the much lower kevel of common costs that would be incurred if t only rented
urbundled elements. SWBT identifed and removed certain retail costs that would be avoded if
it only provided services to wholesale customers. SWBT calcuhted the ratio of retail marketing
and services expenses to total experses (12.83%), and removed that fraction from its common
cost accounts. However, this procedure is not adequate to remove all of the common costs that
should be excluded from UNE rates. SWBT has not identifed the costs that would be avoided

ifit didn’t provide any services (wholesale or retail) and merely rented unbundled network
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elements. A firm whose sole busiess s renting unbundled elements would lkely have a far
lower kvel of network adminstration, and general and admnstrative overheads than one that
integrates these elements in providing a wide array of services.

Third, the Company has not adequately adjusted its embedded common cost data to
remove the type ofoverhead costs that will be incurred by the CLECs and should therefore not
be loaded onto the UNE rates. fSWBT’s common cost factor is used n pricing UNEs,
CLECs will potentially be burdened with redundant layers of ovethead—ther own and that of
SWBT.

Fourth, certain adjustments are appropriate to be consistent with my earier
recommendations. To the extent certain costs are removed fromthe hbor cost loading, as I
recommend, some of these costs might appropriately be added to the common cost factor.
Alo, the Company has applied inflation factors, which, as I explained earlier, is nappropriate.

Fifth, SWBT has applied a commission assessment factor to its common cost factor.
This creates the potential for a doubk recovery of these costs, because a commission
assessment factor is also included in the direct cost estimates. To the extent the comnon cost
factor s applied to direct cost estimates that mclude a commission assessment adjustment, these
costs willbe overstated. The soluton s to remove this element ffom the common cost
calcuhtions, and thento apply the resulting common cost factor to direct cost estimates that
inclide a commission assessment adjustment.

Sixth, SWBT has faikd to irclude the cost ofequity n portions ofits common cost
factor development, yetit ncludes common equity costs in the direct cost estimates to which
the common cost factor wil be applied. This creates a serious mismatch, resulting in an
overestimate of common costs. The so lution is to appropriately include equity costs in all
aspects of the cost developm ent, including the denominat or of the common cost

development calculations.
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Have youdeveloped a recommended altemative to SWBT’s common cost
calculations ?

Yes. Scheduk 1 shows the results of my recommendations. Fist, I removed nearly al
Marketing and Services expenses, since these are not required for UNEs. Second, I added
General and Conmputer support asset costs to SWBT’s estimate of common costs, ncliding a
return on these assets, since I recommend these itenms be removed from SWBT’s labor rate
calcuhtions.

Third, I added SWBT’s 1995 net ncone to the denommator ofthe common cost
factor, as an estimate of equity costs. Ths adjustment s necessary for consistency if the
common cost factor is going to be applied to cost estimates that include an estimate of equity
costs (e.g. those derived ising CAPCOST),

Fourth, I excluded the nflation adjustment from the numerator and the denominator of
the common cost factor. Fifth, I removed the commission assessmment factor ffom the numerator
of the common cost factor.

Sixth, I removed 22 % of common and suppott asset costs ffom the numerator. This 22
% factor provides a reasonable estimate of the portion of SWBT’s common costs which must
be removed before developing a reasomable common cost factor for UNE cost cakcuhtions.
SWBT removed just 12.83%, which s too low. Itis clear that a dsproportionate share of
SWBT’s executive, phnning and other common costs arise due to the fict that SWBT operates
as a vertically integrated firm offering services in both retailand wholesale markets. Thus, it s
necessary to make a downward adjustment to remove a portion of SWBT’s common costs, in
order to devebp a common cost factor that can reasonably be applied in the context of
unbundled elements. The 22 % factor i the ratio of SWBT’s Marketing and Services experses

(ncluding 80 % of ts wholesak Marketing and Services expenses), to total expenses less
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common costs and capital related expenses. Development of ths percentage factor s shown on
Schedule 1, page 2.

Seventh, I removed al common costs from the denominator, ncidng SWBT’s 1995
Kansas support asset experses. Ths was necessary to ensure that the resulting factor could
appropriately be applied to the results of cost studies that do not include common costs. The

net effect of ths procedure is a common cost factor of approximately 16 %.



