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1. INTRODUCTION, SUMMARY AND CONCLUSIONS

N D (8]

House Bill 4785 requires the Commission to study and report on existing relationships
among the costs and charges for various telephone services and to also report on conclusions as
to fair and reasonable local exchange rates. Indeed, this is not the first instance in which the
Commission has addressed this set of questions. It can be argued that this commission has
addressed these questions in every rate case. However, the industry landscape today is different,
or at lea:t hopefully so, from what it was just several years ago. Enormous efforts are now being
asserted to open the market for communications services so that, hopefully, competition will be
the norm rather than the exception. Consequently, public policy questions with regard to
universal service have to be addressed in a manner consistent with the competitive market rather

than with one dominated by monopoly and regulation

As indicated, the question raised by the legislature is 1o identify a set of rates for local
exchange services that are “fair and reasonable. " We define a fair and reasonable rate structure as
one that is “subsidy-free.” It follows from economic theory and common sense that a rate
structure is subsidy-free and, therefore, fair and reasonable, if all rates are above their respective

incremental costs and below their stand-alone costs,




*  Ifrates charged are above incremental cost, then prices are established 1o fully
recover all additivual cost incurred due to the provision of that service. Moreover,
if the firm is recovering all forward-looking costs, including shared a:d common,
prices above incremental cost mean that no service (or group of services) is
receiving revenue support from any other,

*  Stand-alone cost (SAC) is the maximum price that can be expected to exist in a
competitive market. Any price in excess of stand-alone cost would simply invite
entry of less efficient firms. I: a monopoly environment with entry barred, price is
limited to stand-alone costs. Thus, price set no higher than SAC provides the
potential for a competitive outcome. Since a multiproduct firm realizes benefits
from joint production process, pricing below SAC results in these benefits from
joint production being reflected in the product price.

For a rate structure to be subsidy free, the prices or rates set for each service must be high
enough to fully recover all additional cost incurred and must also be low cnough to allow benefits

to accrue from the joint production process. It is for this reason that we consider rates to be fair

and ruasonable if the structure is subsidy free !

In undertaking this investigation, we are mindful that this Commission has already
addressed the question of the reasonablenes. of a rate structure and the appropriateness of the
stand-alone cost methodology in that context. Specifically, in Docket No. 860984-TP, the
Commission investigated the reascnableness of local exchange, intrastate toll and intrastate access
rates, from a fair and reasonable perspective. In that proceeding, the Commission concluded that

there was no cost justification for a rebalancing of rates, but that instead the existing rate structure

"We use the subsidy free requirement recognizing that there may be instances where
subsidies are necessary for rates to be just and reasonable. For instance, the Telecommunications
Act of 1996 requires that rates for services in high cost and insular areas be set no higher than the
price for such services in more densely populated, lower cost, urban arcas Meeting the
requirements of the Act may require a subsidy (universal service support), but that does nol
negate the just and reasonable conclusion that may follow.
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offers an analysis of the trends found in the stand-alone cost study. Finally, Chapter § consists of

a summary and our conclusions.

The stand-alone cost study provided in Chapter 3 is based on BellSouth's most current
data. This study draws upon cost information contained in the BellSouth separations data base.
Since embedded costs are generally higher than incremental costs, using the separations data base
results in very conservative estimates of incremental costs. As expected, the results obtained are
consistent with the results from the analysis that the Commission relied upon carlier, based upon

the trend analysis presented in Chapter 3. The results of the stand-alone study are summarized in

Table 1-1.

Table 1-1
BELLSOUTH TELECOMMUNICATIONS, INC. - FLORIDA
Stand Alone Cost Study
Summary of Results

($000)

—  localUse __Toll & Access Use
Revenue (1) _ Cost =~ Revenue(l) _  Cost

Stand-Alone 31,580,665 52,349,510 965,554 $1,966,765
Incremental 51,244,507 5618214 $629 3196 $235.470
Moles

{1} Stand alose revesees dfler from incrernental revensees due to the inclusion of shared reverses for end user socess
chasrgen snd directary




Table 1-2 :
BELLSOUTH TELECOMMUNICATIONS, INC. - FLORIDA
BellSouth Price Structure Remains
Subsidy Free
Changes 1988-1997
Local service rates were found 1o exceed
i i , since then,
Local Rates Unchanged
Costs Down 25 percen
Toll rates and access charges were found
below stand-alone costs in 1988, since then,
Toll Rates Down 50 percent
Access Rates Down 60 percent (12¢
to 5¢)

Trends in access charges and toll rates have also trended downward decidedly, and even
more so than have costs. Access and toll charges were found 1o be below stand-alone costs in the
carlier investigation, and that condition holds even more so today. Examining trends in service
prices and BellSouth costs suggests that the Commission finding in its carlier investigation, using
stand-alone costs, is even more compelling today. The Commission finding that rates for local,
access and toll each benefit from the provision of the others, and that no service is the provider of

nor recipient of cross-subsidy, continues to hold today,




direction. All rate rebalancing can be accomplished through rate reductions without IMposing
significant financial harm on the telephone industry. If rebalancing of local, access and toll rate is
viewed as advisable by the Commission, this can be accomplished through reductions in local

business, access and toll rates, with no increases in local residential rates.




Table 2.1 depicts the operation of a multiproduct firm, where there are costs shared by
various services or common 1o its total operation. This table also provides some insight into the
“stand-alone™ operation where only a subset of these services would be produced, and some of
the benefits of joint or shared production arrangements would be lost. The stand-alone cost is the

cost of that type of production arrangement.

Total Cost. At current volumes of output, the total forward-looking cost of this firm is
$47.00, which is the sum of the direct, shared family and shared common costs shown. This cost

is incremental in the sense that it could be avoided if the firm went out of business.

Direct Costs. Direct costs are those that are directly attributable to individual services. 1f
the individual service is provided, these costs are incurred. If the individual service is not
provided, but all other services are, the costs will be avoided. Direct costs may be volume
variable or fixed. If volume variable, the cost level will vary with the volume of output produced
If fixed, the cost will not vary with output levels, but is incremental nonetheless, since it will be

incurred whenever this specific service is produced and avoided if the service is not produced

shared Family Cost. Some costs are attributable to groups or families of services but not
to the individual services in that family. Shared family costs are unique only to the services in the
family. The cost is incremental because it exists if any service in the family of services is

produced, and is avoided if none of the family of services is produced. Thus, this cost is incu red
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not only this $7.00, but also the 5..00 of what is now identified as shared family and
approximately $10.00 of what is identified as shared common. In other words, the total direct
incremental cost of providing Service A on a stand-alone basis would be $26 00 ($7.00 plus $9 00
plus $10.00). Similarly, the stand-alone cost of Service B would be $34 00 Stand-alone costs
can also be calculated for a subset that includes more than only one of the services provided For
instance, Services A and B can be provided on a stand-alone basis, that is, without also providing

Service C. If Services A and B were provided on a stand-alone basis, the stand-alone cost would

be $41.00.

Total Service Long Run Incremental Cost (TSLRIC) In regulatory economics, the total

service long run incremental cost represents the direct cost of a particular service or group of
services. The TSLRIC for each of the services or group of services included in Table 2-1 can be

determined from the information given.

However, information at the level of detail included in Table 2-1 does not often exist  For
instance, there may be disagreement as to whether a particular body of costs should be properly
treated as direct, shared family or even shared common, If that is the case, the stand-alone cost
concept provides insight into how the relevant TSLRIC of individual services or group of services
can be determined, even absent the detail of information included in Table 2-1. What is reeded

are the stand-alone costs of the individual services or group of services in question,
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Consider, as an example, that the issue at hand was the TSLRIC of Service A and
separately of Service B. There was information available that the stand-alone cost of Service A is
$26.00, that the stand-alone cost of Service B is $34.00, and the combined, or total, cost of
producing both Service A and Service B is $41.00. Even with no other information, the TSLRIC

of both Services A and B can be determined.

The incremental cost of any service is simply the addition to the total cost of the firm that
results from producing that service, given the existence of the other. The TLLRIC of Service A
can be determined by simply comparing the stand-alone cost of Service B ($34.00) with the total
cost of producing both Services A and B ($41.00). In this manner, the TSLRIC of Service A is
found to be $7.00. Similarly, the TSLRIC of Service B can be found by comparing the stand-
alone cost of Service A ($26.00) and the total cost of combined operations of Services A and B
($41.00). The TSLRIC of Service B is $15.00. From this, the volume of costs that is shared,
cither as shared family or as shared common by Services A and B, can also be determined  The
difference between the stand-alone cost of Service A (526 00) and its TSLRIC ($7.00) is the sum
of the shared family and shared common costs associated with its production, or $19 00
Similarly, the difference between the stand-alone cost of Service B (%34 00) and its TSLRIC

(315.00) identifies the same $19.00 figure as the shared femily and shared cost associated with its

production
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We define a fair and reasonable rate structure as one that is “subsidy free. " It follows
from economic theory and common sense that a rate structure is subsidy free and, therefore, fair
and reasonable, if the rates for all services are above tueir respective incremental costs and below

their stand-alone costs.

If rates cover he incremental costs involved, then the prices charged are designed to fully
recover all additional costs that result from the provision of the service in question. Clearly a rate
any lower than this is not fair and reasonable, as it requires support in some measure from other

services.” Thus, the incremental cost of a service pruvides the lower bound for a fair and

reasonable test.

As illustrated by Table 2-1, the typical multiproduct firm realizes shared family and/or
shared cominon costs. In fact, the existence of shared family and shared common costs provides a
significant justification for multiproduct firms. 1f the firm is to remain financially viable, the
revenue received must result in the recovery not only of the TSLRIC of the individual products
and services, but also of the shared costs incurred. Thus, even if no service is priced below its
TSLRIC, it follows that at least some of the services must be priced at a markup over TSLRIC
That is, pricing above TSLRIC does not indicate a subsidy. This markup does, however, lead to

the question of the upper bound of fair and reasonable rates

“It is conceivable that various public policy considerations may suggest that a price below
incremental cost is indeed both fair and reasonable. While this is possible, we do not introduce
this case into the analysis presented here,
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This upper bound is the stand-alone cost level, As noted above, the stard-alone cost level
15 the cost incurred when producing a service on a stand-alone basis, i ¢, absent the benefits of
using shared production processes. In this sense, the stand-alone cost level represents the
maximum resource requirement for a firm to enter this market. In that same sense, the stand-
alone cost level represents the maximum price that can be expected in a competitive market
situation. Any price in excess of stand-alone costs would attract the entry of less eficient firms.
The stand-alone cost level can be exceeded, however, in a monopoly environment. Indeed, in a
monopoly environment, costs do not serve as a price ceiling. Thus, since the stand-alone cost
level represents the maximum price to be expected in a competitive environment, it represents an

efficient and a common sense upper bound for fair and reasonable prices

In what follows, we use the fair and reasonable price bounds of incremental costs and

stand-alone costs to test the reasonableness of BellSouth's current structure of rates for the

services it offers today.
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3. STAND-ALONE COST STUDY

In this chapter, we describe the stand-alone cost study prepared to evaluate the costs of
the Company's local and toll/access operations. This study was developed based on per books
expenses and investment reported by BellSouth-Florida for the year 1997 The data necessary to
prepare this study were obtained from several sources including: BellSouth-Florida's ARMIS
Reports for 1997, the Company's 1997 Annual Report filed with the FPSC; and cost of capital

and tax data provided in response 1o discovery requests

While the Company's books serve as the basis for the cost study, it must be recognized
that a stand-alone cost study is not a mere allocation of these costs to the various service levels.
There are two very important differences that must be recognized. First, the stand-alone cost of a
service should be based upon the technological requirements of providing that service, and not the
technological requirement associated with other services. Consider, as an example, the provision
of outside plant, both interoffice and loop facilities. BellSouth and other LECs are in the process
of deploying fiber facilities on a widespread basis in order o reduce the incremental cost of data
transmission services. The cost of these fiber facilities would be found on the books of the
Company -- and would also be included in the incremental cost analysis that BellSouth would
produce for its individual services. In contrast, in the cost studies BellSouth produced during the
arbitrations and generic investigations into UNE costs, Bell structured the unbundled loop as
being made up of only copper facility, except where distance dictated the use of fiber and digital

line carrier. Thus, widespread deployment of fiber is not necessary, even by BellSouth's own
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engincering standards, for the provision of local service In a properly structured stand -alone cost

study of local service, the fiber costs should be removed from the Company's books and from its

incremental cost studies.

Second, to properly identify the costs that would be incurred in the independent provision
of any one or group of BellSouth services, it is necessary to examine and consider the demand
characteristics of the individual service category. For instance, in a stand-alone cost study for toll
service, the facilities provided should not simply be an allocation of those in place or found on the
Company's books, but would need to be sufficient to meet the busy hour demand of that toll
service offering. Similarly, a stand-alone study for local service would have to include all facilities
necessary 15 meet the busy hour demand of that service. Note, however, that the busy hour for
toll services and that for local services are, in all probability, not the same. This diversity
contributes to the economies of the joint use of these facilities and results in lower total costs that
would be incurred to provide both services individually. Stated differently, the stand-alone cost of
lacal service, and the stand-alone cost of toll service should exceed the total cost of providing the

services jointly. This is the casc whether the analysis were to be based on embedded or on current

cost levels,

Study Results
Table 3.1 summarizes the results of this analysis. Line 1 of Table 3-1 provides the total

1997 embedded cost for the joint provision of local toll and access service Lines 2 and 3 provide

the stand-alone costs of local and toll/access service,
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15 simply the difference between the total co... shown on line 1 and the additional cost of toll and

access service shown on line 3,

Line 6 of Table 3-1 shows the costs found to be common to the provision of both local
and toll service. Arithmetically, these costs are calculated as the difference between the total cost
of joint production and the sum of the incremental costs This is the same result reached by
comparing the total of the costs of providing both local and toll/access service on a stand-alone
basis to the total cost of providing these services jointly, These costs are necessary ior the
provision of either local or toll on a stand-alone basis; but their total volume is not a” ccted by the

additional provision of either service.

Study Procedure

The first step in the study is to identify the investment associated with the provision of
message services. To obtain the necessary information regarding the total amounts (as opposed
to the amounts allocable to specific services) of investment associated with the provision of
message services, we relied on the Company's ARMIS 43-04 Report for 1997 From this report,
we separately identified the investment in tandem switching, local switching, trunking and

subscriber loop facilities. Trunking and subscriber loop facilities included both central office

circuit and outside plant (cable and wire facilities) investment

To determine the costs associated with these facilities, we developed cost factors which

included maintenance, depreciation, property taxes, return and income taxes, as well as loadings
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Table 3-2

BELLSOUTH TELECOMMUNICATIONS, INC. - FLORIDA

Detailed Results of
1997 Stand-Alone Cost Study
Message Telecommunications Services
($000)
Tolal Local Use — Toll & Access Ulse
—Cost Pereent (1) —Cogt_ Pereemt (1) __Cost
Local Switching £ 436947 B991% § 3928w 18 14% § 79219
Trunking
Exchange Trunk Cireuit 29387 T79.04% 23,226 2593% 1619
Interexchange Circuit 50,913 0.00% ] 100 00 50921
HostRemote Crrouit 17136 89.91% 3359 8 14% 678
Exchange Trunk C&WF 4984 79.04% 1919 1593% 129
Interexchange CAWF 7,072 0.00% 0 100 00% 1072
HostRemaote CEWF 1988 8991% L7487 18 14% 6]
Total Trunking $ 98,09 s a2 $ 67,945
Tandem Switching $ 15460 J05% 3§ 4 800 H.44% £ 13982
Custoamier Operalions Exp. £ 268430 $ 171885 $ 06545
Comnon Costs $ _BLMGO S 62982 $ 2430
Total Usage Costs $ 900,287 3 04817 5 28207}
Subsenber Access
Exchanpe Line Circuit 157,565 100 004 157,565 100 0% 357.56%
Exchange Line C&WF LOB4.629 100 O LOg4 629 1 00 00 1084 6359
Subtotal Sub. Access 51,442,154 £ 1,442,194 $1.442,194
Common Costs $ _242.499 10000% § 242499 100 D% § 242499
Total Sub. Access Costs $1,684,69) £ 1,684,093 £1,684.691
Stand-Alone Cost $2.584 980 % 2,349,510 £1.966.765
Incremental Cost £ 618214 § 235470

| Mol

(1) Reflects estimated local or toll/sccess busy hour vs system busy hour
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basis as local switching investment related costs. The costs of exchange trunks, which carry both
local and toll/access traffic, were assigned to each service based on the estimated busy hour
minutes of use which must be transported for each service individually in comparison to the

combined busy hour level of such use. Interexchange trunks were assigned to toll/access service

Tandem switching costs represent the costs of central office equipment other than these
associated with switching of the call at the local end office to which the customer is connected.
These costs have Seen assigned based on the estimated busy hour demand which local and toll

services individually place on those facilities, compared to the system busy hour demand.

Subscriver access costs include the costs of both the central office circuit equipment and
outside plant used to provide dial tone lines. Since a dial tone line is required to place either a

local or a toll call, 100 percent of the costs have been assigned 1o both local and tell service

Table 3-3 shows the development of the investment related costs associated with the
varous categories of equipment and facilities used to provide message telecommunications
services and included on Table 3-2. As shown on Table 3-3, these costs include return, income
taxes, depreciation, plant specific maintenance, plant non-specific maintenance, and ad valorem
taxes As indicated on this table, the portion of right-1o-use (R'TU) fees associated with providing
special features and enhanced services have been excluded from the central office switchin g plant

specific costs attributable to providing local, toll and access service. However,
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Table }-3
BELLSOUTH TELECOMMUNICATIONS, ISC -FLORIDA
Determunation of [avestment Related Cosn
1997 Stand-Alone Cout Study
Mestage Telecommunmcations Services
{53000}
Allocyuon of GIF
s Elemensee  PFlagt Moa-Ipepfieil) aveasmen COE i
Flant i Aocumslided ket Lt bk wn o B suamt Speuilie RTU Fae  Cuber Keotwork  Ad Viledem Retuned Landh  Geseral  Adjssed
ool Depecgiation il Bl ADITAD [ovemmen Deppmeatil) Dandd) Doepsgee(ll QAMIL  Eoe=o B Opcouess  Ineodd) e Oeldon  Sween Tewi
Lundems ety FEI N 11900 29040 LTI S20uce Bils bl ST LR T} 1 b owe L] LIRE L) BLIAY BLAlE HIERT
Locsd Swackang I 393 Bl BN Al 24073 e R LB TE) mnm [y &5 | LR (ILIET) a3 nin 1.5 M Jal 1L S AME T
Enshangs Trask Coouat [T L oL 1% TLes  NLATT LM% 4324 Loy 17 I a 1o 10 L#a Tl a2 113 L T
Lactange Line Ciroet [RTEE Y Y L OFT 1309 0504 2m HE T [EAN & i L} L I% Jaray 12291 b} s | it bR
lsagrrachamge Al MM 114,834 LI 19,348 TLYS 1AW LW 0 L4t a " LR L75 L a0 1811 u._-n.-_
1ot Wiy C ool 1108 LAl sl [ ] ¥ i) L 13 jRS = i a i }ad 121 1049 by | | LT
lnfarmuteon Mg Tem 131 0%a 11&089 17008 (.0 1n4Ll 1909 "l 1.13% N1 o 12 1o 1113 $7.833 ¢ laa
Fuchunge Lise CRWF 4839 L4178 LIIDATY  [A3AM 2043070 Nyim W 133,191 A o 4 Theoaw AL043 009 O NTaR 108
Eschange Trunk CAWF L 12029 10159 T 19 L] 438 1,141 Lia [} 1 113 ] 5 A4 [ ] 40 4584
letrrnchange CAWF FIRTE] 17.06% FER AL 1,040 11337 JETL) -7 e 1.4 L] 1 e L) b (& ] b 1012
ety W prmece T '&F s 4T LIl 3 3 un [LH b o o i 0y n 1772 é HE &
Sopport Facllioss L I0T01 vy BN i Hiw eyl Dy Bids  aMe 3 uw 39 lovee  MasT (AN QOTIEN M)
FRENET) SA0MFTT BATHR1AE STIIMD 34507050 HITAN L1919 SAATE BT (TILBOD) [ LL I e ikt Rillwa b 5] = ﬂ._H-.IJ
Dl
LAD-COE P QR EFTLL] § BT LM MM DT 4,377 12400 .0k pIELL] b1 ] ¥l LT3
LA Bk HALIL, 2 I sl MDY A1 LLER 1.8 1 P ' b Bl PRI
Sabuounl § molwm §fIDIT 8 STLHEIE .76 S 312 P T T 5 wm i sl T | a FAis §F aTAe
ey b7 Wi TR el X TR - Nr S TEN &) o TR LH ] pIRES AL ] AT Mg
Total | LA §OAIRIME B BATAT) BIDOASOR TiAEd $ 4T 5 MTIS L T RE O Rl iz s ] FI080 5 MasTl
frismea.
(1) Per ARMIS Repori Mo 4304
(31 Refocts coptal serectary wnd cosl rses por FFSC SaTs Firm Dueas R, fem T8 Com fros caputal has bom sccowsted for 1 4 dodecion Bom mo plant W allow rorogeios of & Merongey i the bevrd of ADIT susocsased wah & Terems casegoney of g
(3} Miefiocts componse . i of 11375 por FPSC ST Firm Raguen, bem 20 spplied 15 e egeiry component of eapial mrucsure, chafag DICL
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with the exception of this adjustment, the study was prepared assuming that all investment related
costs applied equally to local and toll/access services, That is, it was not possible to segregate
costs which are exclusively attributable to local or toll/access service or to other enhanced or

vertical services due to design requirements or standards.

In addition to direct investment related costs, customer operations and common costs
have also been included in the development of the total and stand-alone costs of providing
message telecommunications services on Table 3-2. Customer operations costs include the costs
of operator services, service ordering, message processing billing £ J collection, etc , associated
with providing message services. The details of these costs are shown un Table 3-4. As indicated
there, costs directly associated with local, (oll and access service have been assigned 10 thoss
services. To be conservative, costs associated with the establishment and maintenance of service
to the Company's customers have been assigned entirely to local service . Since these costs are
necessary for a customer to receive any service, some portion of these costs could properly have

been treated as shared and thereby included in the stand-alone costs of both local and tollaccess

service

Common costs are corporate operations related expenses. As shown on Table 3-5, the
common costs associated with the provision of message telecommunications service have been
determined by treating corporate overheads as a loading on investment  The amount of these
costs included in the stand-alone costs of local and toll/access service have been determined by
assigning these costs in the same manner as investment,
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Table 3-5
BELLSOUTH TELECOMMUNICATIONS, INC. - FLORIDA
De relopment of Common Costs

1997 Stand-Alone Cost Study
Message Telecommunications Services

(S000)
Total Comemon Local Use Toll & Access Use
Investment Costs(1) Pereent (2] __ Cost Bercent (2) Cosl
Local Switching $1644592 § 631,560 8991% § 37,144 18 14% $ 11,512
Trunking
Exchange Trunk Circuit 118,840 4593 79.04% 1630 15918 1,191
Imerexchange Circuit 205,532 7,059 0 00 0 100 (0% 7,959
HostHemate Cireuit 15,108 584 £9.91% 525 18 14% 106
Exchange Trunk C&WF 22,188 Hig 79.04% 678 2593% 12
Irterexchange CAWF 31485 1,217 0 00%% 0 100 (%% 1,217
HostRemole CAWF 5849  _ 342 89 91% 207 18 4% — 62
Total Trunking £ 402402 § 15,552 £ 51040 $ 10,787
Tandem Switching $ 58187 % 2249 JI05% § 698 90 44% $ 200
Total Usage $2,105,18) $ 81360 $ 62942 £ 2432
Subscriber Access
Exchange Line Circuit 1,44599% 55,584 100 00%s 55884 100 G0 55 KN4
Exchange Line CEWF 482859] 1865614 100 (M JRGA1S LEERL 156,6]4
Subtotal Sub, Access $6,274,587 § 242,499 $ 242,499 £242.499

Noles,

(1) Based on corporale operations expenses of $367, 166 divided by plant investment (excluding general support facilities) o
$9.500,324,

(2)  Reflects estimated local or loll/access busy hour vs system busy hour
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4. TREND ANALYSIS

As noted earlier, we present a stand-alone cost study in Chapter 3 of this report. Thxt cost
study, like any economic cost analysis, attempts to draw economic inferences from accounting
data. To do that, various assumptions are needed because accounting data do not match perfectly
the requirements of an econcmic study. That immediately raises the possibility that some of the
results may depend critically on some of the assumptions made. In this section, we present an
analysis to demonstrate the reasonableness of the results obtained from the stand-alone cost study.
More specifically, we provide an analysis which attempts to generally update the conclusions
found carlier by the Commission that there was neither subsidy nor support among the local toll
or access services. Our analysis draws extensively on the work done at the FCC and reported in

CC Docket No. 94-1 on trends in telephone company inputs, outputs, productivity and input price

trends

Since the Commission issued its carl xr order on the reasonableness of the structure of local,
toll and access charges, there have been numerous changes 1o rates, charges and costs incurred by

the telephone company. As we indicate below, taken together, these changes point to the results

found earlier to be even more compelling today

First, consider that rates for toll and access have fallen substantially over this period
Intrastate toll rates in Florida for all but the shortest distance calls have been cut, in some

instances, by over one-half. Interstate long distance rates have also fallen, by approximately 50
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nationwide. Factor price increases realized since 1988 averaged only 1 26 percent per year. In
the last five years, the average was 2.3. Considering both the improvements in technology and the
cost increases realized, unit production cost experienced by BellSouth has continued to decline
Since 1988, costs have fallen on an average of 2.5 percent per year, or by about 30 percent
through the end of 1997. In the last five years, they have fallen by almost | percent per year
Stated differently, the cost of serving the average customer in BellSouth Florida today is
approximately 30 percent less than it was in 1988. Whereas the Commission found rates for local
exchange service to exceed incremental costs in its earlier investigation, cost trends point to the

fact that these rates not only remain above incremental costs, but are even further above

incremental costs than they were then.

Table 4-1
BELLSOUTH TELECOMMUNICATIONS, INC. - FLORIDA

Downward Trend in Costs
Annual Rates, 1988-1997

9RB- 7 092-1997
Factor Productivity Growth 3.80% 324%
Factor Price Increases 1.26% 231%
Unit Cost Change -2.54% -0.93%
29




factors in combination, can be determined. 1t is those measures of productivity and inflation that

serve as the basis of our analysis reported above

Table 4-2 shows trends in the various inputs, outputs, and in productivity experienced.
Outputs produced by BellSouth continue to grow over the time period. Access line growth
represents increases in subscriber populations, as well as an increase in demand for second lines
Interstate access minutes grew, in part, because of a continued expansion in the economy, at least
in the post-1990 economy, as well as increases in toll minutes fueled by reductions in interstate
toll rates. State local and toll minutes also grew over the period, fucled as well by expansions in

the economy, lower rates for toll services, and as expanded EAS coverage

Increases in outputs normally require increases in inputs, as well Capital stock increased
over the period, in the form of investments Loth to expand the network and to modernize it
However, levels of employment continued to fall. 1t is significant that the increases in output

outpaced increases in inputs, resulting in the productivity improvements expenenced

Both labor and capital productivity grew over this time period  Labor productivity was
fueled not only by greater efficiencies in the production process, but also by an absolute reduction
in the workforce. Capital productivity was fueled both by increases in scale from increases in
demand, as well as deployment of new technologies. Total factor productivity represents the

ncrease in productivity afler combining the influence of all production factors relative to all

outputs produced
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Table 4-2
BELLSOUTH TELECOMMUNICATIONS, INC. - FLORIDA
Upward Trend in
OQutput and Productivity
Annual Growth 1988-1997
1988-1997 992-
Total Factor Productivity 1.80% 3.24%
Labor Productivity 953% 11.83%
Capital Productivity 1.57% 1.16%
Employees -4.02% -71.06%
Capital Stock 3.93% 3.60%
Access Lines 381% 4.58%
Interstate Access Minutes B41% 7.65%
State Local and Toll Minutes 4.04% 3.42%

Table 4-3 provides the details supporting the data shown in Table 4-2, as well as other
information. Data on individual services, as well as indices for total output, total input, and

for price changes are shown,

While the results shown pertain to the nine-state BellSouth region, they are reasonably
applicable to Florida. Consider input price changes as an example  All BellSouth

employees are covered by a single labor agreement. Consequently, trends in
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Table 4-3
BELLSOUTH TELECOMMUNICATIONS, INC
Arnusi Growth Rates

I988-89 198990 199051 199191 199293 199394 1994.95 199596 1996.97 194897 199257

Total Access Lines Jii% 44T 400% 06T 3% d6th 400% SITH 4T 1% 4.35%
Swiiched Access Minutes ILH% 10.7% 0% T5h o T Ky BOI%  19% B4 LT T.65%
Spesial Accens Liney S0 1790% FRYPNR 319N 1BETN 1AITH ITU0N 319 60T 5.42% 19.81%
= Total Local C:* 4 5% Jae% 6.07% 4% 31I% 526%  140% 439% 1IN 4.84% 437
Inuasiase DEM Ta9% G.60% 213% L60%  -686% LN LITH -078% 10% 253% 0.55%
Total Employees 03 L0 -l0ed% 11BN JDETH JSEFW 5% RTIN 560N -40I% -T.06%
Capital Stock Lal% 5% i 41T L% 1% 1% 112% 4.37% 193% 3.60%
| Total Output Quantity Ladex L63% 461% 1.55% 596% 1% 535% 4481% 315% i1% 551% 4.ThY
Total Input Cuantity [ndex, 495% 1.88% 04T% 0.42% 065% 14% 260%  -1.50% % 170 1 52%
Total Inpat Price Index. A75% 001N 04i% 4% 293%  250M 020%N 651 -0UWN 1.26% 131
Labor Productivity b 664 S71% 2020%  SR4% 105% OSSN 1121%  150é% 1487 9.53% 11.2)%
Capital Productivity LT 0N 1% Livh  035% 143% 126% 22%  DEN 1.5 1.16%
Materials Productivity 1% 541% 421%  1L18% 190% -L70% -540% 64T A% 1I™ 13
Total Factor Productivity L68% 1M B.OE% Ss% 1M 1N 10dk sl 1384 130 324N




labor costs in Florida will be similar to those in all other BeilSouth states. Capital costs are also
expected to be similar across the entire regic.:. Even though material costs (electricity, rent, etc.)

may vary somewhat from state to state, capital and labor expenses make up almost 80 percent of

the total expenditures involved.

Productivity calculations will be affected largely by trends in the quantity of inputs utilized,
as well as the technologies selected. These decisions are likely to be made on a region-wide,
rather than a statewide basis. Decisions with regard to general employment policies, such as
outsourcing and downsizing are regional in nature. Decisions with regard to technology selection
and capital budgeting are, again, regional in nature. Hence, employment trends and productivity

implications from technology seleztion in Florida is likely to be similar to that realized in other

BellSouth states.
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BellSouth’s underlying costs. In general, we found that the trend in rates and costs supported the
results obtained. Specifically, local rates were virtually unchanged while costs declined. Toll
rates and access charges declined even more rapidly than did costs. These facts alone point to the

expectation of a conclusion that the rate structure remains subsidy free.

This analysis was conducted in response to the requirements established by the Legislature in
HB 3475, The results of this study are being presented to the Florida Commission as an input

into its decision making recommendations to the Legislature with regard to the reasonableness of

rates for local exchange services.

AT ik remarka ] wpd

4]




CERTIFICATE OF SERVICE
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