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4. General Problems with Approach and Inputs

Labor Costs

Q. Please discuss the Company’s labor costs (Issues AB-0003; AB-0004; AB-0007;
AE-0021). Howhas SWBT calculated the labor rates used inits cost studies?

A. SWBT provided us with a “Cost Factor Support Binder”” which purportedly contains the
calcuhtions ofits labor rates. Ths binder ndicates that the Company began with the average
hourly wage/salary costs for various categories of workers, as of'the end of 1995. The
Company then applied vanous badings to each labor rate, to cakuhte the “drectly assigned”
labor rate for each class of worker.

Upon further review, t appears that the labor rates developed in ts Cost Factor
Support Binder were used in some, but not all of SWBT’s studies. Notably, although SWBT
used the Cost Factor Support Binder labor rates inits non-recurring bop study, it developed its
recurring loop costs using 1996 O utside Plant Broad Gauge Unit Costs (Broad Gauge Report).
This source ncludes a different set of labor rates, based upon a diferent set of calculations.
While there appear to be some similarities, the wage/sabry rates and bading categories are not
idertical to those appearingin SWBT’s Cost Factor Support Binder. The specific loadings in
the Broad Gauge Report are: Overheads, MV (motor vehicles) and Special Tools, Engineering
and Other. In contrast, the specific loading factors n the Cost Factor Support Bnder are:
wage increase (to estimate average wages as of the end 0of 1996); break time; paid absence;
premumtime; benefits; social security; support assets; other experses; secretanal support; and,
supervsion. We were unabk to perform a more detailed analyss of the similarities and

differences between these two sources. SWBT provided some supporting docunentation for
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the labor rates appearinginits Cost Factor Support Binder, but none for the labor rates in ts

Broad Gauge Report.

Are there any potential problems with SWBT’s labor cost calculations?

Yes. Inthe context of a long run economic cost study, the approprate standard is the levelof
labor costs that would be incurred by an efficient frm operating in long run equilbrium.
SWBT’s internal hbor costs are only relevant to the extent they are consistent with this
benchmark. Unfortunately, to the extent the Company provided supporting docunentation for
its lbor rates, this materal was entirely focused on nternal costs.

In the context of mantaning, expanding and rearranging an existng network, SWBT’s
internal labor costs might be reasonably consstent with the relevant long run equilbrium
benchmark. However, in the context of the labor activites required to construct a new network
for a TELRIC study, SWBT’s ntemal costs might not provide a very good estimating bass.
Just as the nternal labor costs of the Hyatt hotel chain might not provide a good indicator of the
labor costs of a contractor constructing a new hotel, SWBT’s internal labor costs might not
provide a good indicator ofthe cost of constructing a new network. Ifoutside contractors can
construct outside plant ficilities more economically than the Company, ths lower cost kvel
should be reflected n the TELRIC cakuhtions. A TELRIC study should approprately focus on
the minimum level toward which costs will trend inlong run equilibrium, not the specific and
unique costs of a particubr carrer operating under a specific union contract, or with a particubr
level ofoverheads.

Stated differently, to be consistent with the basic premise of a long-run cost study, i is
reasonablke to use bbor costs for outside plant construction that are representative ofthe bwest

price that would be received froma qualified contractor n a competitive bidding process.
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There s no reason to assume that the Company’s internal labor costs and overhead loadings
are equivaknt to that minimum cost kevel
To mvestigate this issue farther, we reviewed mformation provided by the Company in

response to discovery regarding outside contractors. For mstance, accordingto its Cost Factor
Support Bnder, the Company’s Craft 1 labor rate is Begin proprietary*** ***End
proprietary per hour, including the varous badings [ mentioned earfer. Its Broad Gauge
Report does not contain the identical category. However, the labor rate for placing and splicing
cable (which would be similar to the Craft 1 category) is approximately Begin proprietary***

***End proprie tary per hour inchdng Overheads and MV and Special Took, but
exchidngengneernng The direct (wage and salary) cost conponert in both the Cost Factor
Support Binder and the Broad Gauge Report seem to be reasonable (less than $30 per hour)
and farly consistent with (abeit somewhat higher than) the outside contractor prices. However,
SWBT’s studies use labor rates that are quite high, because they nchide relatively high levek of
fringe benefit and overhead costs. The latter cost components aren't necessarily consistent with
the level oflabor costs that would be incurred by an efficient firm constructing or operatinga

network n ong run equilibrum

Howdo SWBT’s labor rates compare to labor rates developed by other LECs?

In recent years, I have reviewed many cost studies prepared by incumbent LECs. SWBT’s
loaded labor rates are quite a bit higher than the amlogous labor rates that I recall beingused in
other junsdictions. I cannot provide the details of these other studes because they are subject
to proprietary agreements simiar to the one that protects SWBT’s labor cost estimates. It is my
impression, however, that the discrepancy n hbor cost kvek is largely a fanction of differences
n the loadings which are added to the direct hbor costs—particubrly the overheads which

SWBT mncludes n ts calcultions.
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How do SWBT’s labor rates compare to the analogous labor costs that are incurred by
SWBT when it hires outside contractors?

The loaded labor rates used in SWBT’s studies are quite a bit higher than the amlogous rates
that are being charged by outside plant contractors. Again, t appears that the primary reason
for ths discrepancy is the high kvel ofloadings included in SWBT’s hbor cost development.
The outside plant contractors undoubtedly ncur finge benefit and overhead costs, which are
reflected in the rates they charge. However, it appears that their benefts and/or overheads are
considerably bwer thanthose incurred by SWBT.

During the discovery process, SWBT provided copies of several contracts between the
Company and outside contractors for various work activties related to outside plant
construction (e.g cable mnstallation). [See Response to BJAIR 7.27]. Most of the activities
contemplated by these contracts are priced on a per unit basis. For exampk, the contracts
specified the cost per foot of placing cable under various scemarios. To cakuhte the impled
cost per hour oflabor imvolved in this work, one can divide the contract price per unt by an
estimate of the time t takes to perform the activty.

For exanple, for placing cable n a pre-existing trench, the contract cost per foot ranges
from Begin proprietary*** ***End proprie tary, depending upon the specifc
contractor and the geo graphic location of the work. In its Broad Gauge Report, SWBT
estimates that it takes an average of Begin proprietary*** ***End
proprietary per foot to place cable in an existing trench. Therefore, the contractor rates equate
to a per-hour labor cost for placing cable that ranges from Begin proprietary***

***E nd proprie tary with a midpoint of Begin proprietary*** ***End
roprietary per hour. The contract prices inclide al relevart loadings, incliding the cost of
motor vehrles and other equipment used in phcing the cable. In comparison, the conparable

labor rates used n SWBT’s studies (including all relevant loadings) are noticeably higher:
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Begin proprietary*** ***End proprietary for the Craft 1 category, according to the
Cost Factor Bnder, or approximately Begin proprietary*** ***End proprie tary for

cable placement labor, accordingto the Broad Gauge Report.

Did these contracts containany explicit hourly rates?

Yes. Certan activties in the contracts were priced at an hourly rate. These hourly rates ranged
from Begin proprietary*** ***End proprie tary depending upon the
contractor and the bcation ofthe work. Additional charges would apply for the use of
specialized motor vehiles. Even with ths caveat, however, itis apparent that these hourly rates

are substartially kss thanthe hourly hbor rates used by the Company i is cost studies.

Can you explain why SWBT’s es timated labor rates are so high?

The primary problem seemns to be the loadings used by the Company. While the contractors
obviously ncur various fringe beneft and overhead costs amlogous to those incurred by
SWRBT, the level of these costs is apparently quite a bit lower than the loadings that SWBT is
mncliding it its cost studies. With regard to the Labor Rates developed in the Cost Factor
Support Binder, I am particubrly concerned about the Support Asset and Benefit loading
factors. With regard to the Broad Gauge Report, I am particularly concerned about the

“overhead” loading factor.

Can you explain the problems ass ociated with the support asse t loading factors?

For purposes of calculating its labor rates, SWBT chssifies support assets into three categories:
Gereral Support Assets, Computers, and Autos. General Support Assets nchide hnd,
headquarters, furniture and office equipment. Computers ncludes general purpose computers

(inclidng main frames and personal computers). The category labeled “Autos” nclides motor
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vehicles and garage work equipment. SWBT takes the enbedded level of these support asset
costs and adds them fo its labor rates based upon a percentage factor. The effect is to increase
the direct level of wages and salaries by more than Begin proprietary *** ***End
proprietary %.

There are at kast three problems with ths procedure. First, these costs are beng
treated as ifthey were directly attributable to specific hbor activties, yet they are more
appropritely chssifed as common overheads. Second, the embedded level of common
overheads being ncurred by SWBT may exceed the long run efficient level which &
approprite for inchison n a TELRIC study—particubrly n the context of construction costs for
a new network. Third, to the extent these costs are recovered from competitors who rent
UNEs, there is a risk that they will be inappropriately burdened with common overhead costs
of SWBT which are analogous to, and redundant to, common overhead costs that the CLEC
wil nternally incur. Ths problem can best be avoided if all common costs are dealt with
together, at the end of the study process, where adequate steps can be taken to ensure that the
UNE rates do not inchide anexcessive kvelof common overhead.

Parenthetically, there may be an inconsistency between the manner in which SWBT
develops its support asset labor loading factors and the application of these factors in its
studies. SWBT’s workpapers ndicate that the Company developed separate support asset
factors for different classes of employees. For operator services and drectory assistance
employees, SWBT devebped a factor which only nchides General Support Assets, thereby
exchidng Autos and Computers. For service representatives, SWBT devebped a higher factor
that includes both General Support Assets and Computers. For all other workers, SWBT
devebped an even higher factor which nclides al three categories of support assets. The effect
of ths procedure was to increase the resulting percentage factor for the other workers, thereby

ensuring that, for instance, the cost of Autos is spread across the employees falling outside the
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service representative, operator services and directory assistance categories. However, in
devebping the loaded labor rate for at keast one type of service representative, the Company
used the highest support asset factor rather than the one that exclides Autos. [See, e.g., Cost
Factor Support Binder, Report LBR09, Document 97-SCCC-149-GIT].

Do you have any other concems about the labor cost calculations?

Yes. Dawe Dittemore will testify about some specific problems associated with SWBT’s bereft
factors. In particuhr, he questions the nclison of SWBT’s Transitional Benefit Obligation
expenses in its TELRIC calcuhtions. These are embedded costs incurred by SWBT that are
historic in nature. Removal of these costs from SWBT’s hbor calcuhtions would reduce the
hourly rates, moving them closer to the contractor labor rates I discussed earlier.

I would also note that SWBT treats engineering costs as a loading factor that is added
to its hbor rates. Ths factor alone accounts for Begin proprietary*** ***End
proprietary % of SWBT’s total estimated cost per hour. The inplied costs associated with the
Engireering is significant enough that these functions should be separately and directly
estimated. While engneering is obvously requred to desgn and corstruct a network, “bading’
the craft labor rates with an engineenng factor doesn’t necessarily result in a reasonable
estimate of engineering costs. In particular, I am concerned that the extent of engineering effort
required for various jobs is unlikely to vary n exact proportion to the amournt of craff labor
required for those jobs. Thus, for example, the Company estimates that splicing of aerial cable
takes longer than splicing of buried cable due to the extra time requred to set up aerial
platforms and to tag cable pairs. While this may be true, it doesn’t necessarily follow that the
engneering effort will be greater for aerial cable than for buried cable, in direct proportion to
this diference in craft labor. But that s the implied relationship behind the Company’s method

of “loading” engineering costs in proportion to craff labor requirements.
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What are your recommendations regarding SWBT’s labor rates?
I recommend that they be substantially reduced.

First, with regard to all of its labor rates, I recommend that SWBT remove overtime
and premumtime loadings, as agreed to by SWBT in response to ssue AB-0001. Second,
with regard to the hbor rates developed in SWBT’s Cost Factor Support Binder, |
recommend the rates be recalcuhted to remove all TBO costs and all Support Asset costs.
Having removed the Support Asset costs from the labor rates, it would be reasonable to
include an appropriate portion of these costs in the “common cost” factor de velopment.

Third, with regard to the hbor rates developed in SWBT’s Broad Gauge Report, [
recommend that the TBO costs, if any, be removed, abng with the entire category of
“Overhead” experses. Alermtively, a nore reasonabk cost per hour could be substituted for
the one dewveloped inthe Broad Gauge Report. Based upon the outside contractor rates
mentioned earlier, as well as my general knowledge ofthe industry, I believe a loaded rate of
approximately $40 to 50 per hour would be reasonable. Regardless of which specific approach
is wsed, I recommend that the hourly labor rates be reduced below the levelreflected in the
Company’s cost studies. To the extent the Commission is concerned with ensuring that a
reasonable share of the Company overhead costs are recovered through the UNE rates, this
can most appropriately be accomplshed in the context of the “common cost” factor that is
applied at the end ofthe study process.

Parenthetically, I would note that it is not unreasonable to load motor vehicle and
garage work equipment costs onto the relevant hourly rates. This is the approach used in the
Broad Gauge Report. Similarly, these costs are inclided n the rates paid to outside
contractors. Accordingly, I have treated these differently than the other Support Asset costs,

and do not recommend moving them into the “common” cost category.
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I recommend that the Commission require Engneerning costs be separately estimated n
future cost filings, so that these costs canbe exammned n greater detail. However, for purposes
of this proceeding, I am not recommending any specific changes to the Company’s Engineering

loadings.

Have you quantified the effect of these recommendations on SWBT’s labor rate
calculation?
Yes. I performed some illustrative calcuhtions for one class of employee. Specifcally, I
recalcuhted the hbor rate appearingin SWBT’s Cost Factor Support Binder for its Class 1
worker. As I mentoned earlier, the rate calculated by SWBT is Begin proprietary ***
*** End proprietary After removingall support asset costs except for motor
vehtles and garage work equipment, and excluding TBO costs from the benefit factor, the
loaded labor rate decreases to Begin proprietary *** *** End proprietary
We did not receive the Broad Gauge Report unti very late in our review process, and
SWBT did not provide us with any supporting docunentation for these labor rates or bading
factors. However, once the “Overheads” loading factor s removed, the hourly rates drop o a
more reasonabk lewel. For mstance, the hourly cost assocated with cabk placement 5 Be gin
proprietary *** *** End proprietary per hour including Overheads and MV and
Special Took, which fall within my recommended range. To the extent SWBT is incurring some
additional “overhead” costs that the Commission believes should be reflected n the UNE
prices, itis preferable to deal with these costs in the context of the common cost recovery

factor, rather than adding them to the hbor rates.



