
risk that would be incwrecl by a new market entrant, risk: that it not ret1ected in historical costs of

capital.

The DCI'MUIeI ade&uIt cost ofcapital ofroughly 11.4%. This comes fi'om • COlt or
debt at 7.8%,. debt ratio of32.8%, an equity ratio of67.2%ad. cost ofequity or 13.16%.

. f"',

This COlt ofcapital represents the cost incurred by an efticient eatnDt offering basic service in a

competitive nwbt environment. It is consistent with the 11.25% rate ofreturn that has been

supported by the Commission.a

It is also consistent with the cost ofcapital obtained by Dr. James Vander Weid~

Professor ofF'mance, Duke University, when he recently estimated a 7.6% cost ofdebt, a 13.9'1'0

cost ofequity and a weighted average cost ofcapital of 11.8% (when the debt/equity ratio is

32.8%167.201'0).30 The 11.4% used in the BCPM represents a conservative compromise between

the Commission approved 11.25% and the estimated figure of11.8%.

The Hatfield Model versions 2.2.2 and 3.0 both use a 10.01% cost ofcapital. Sprint

believes that this figure is much more reflective ofhistorical capital costs rather than forward-

looking costs. As such, a capital cost figure of 10.01% does not accurately account for the

additional risk: encountered by a new market entrant. Sprint believes that the Commission's

currently prescn'bed interstate rate ofretum represents a reasonable approximation ofthe cost of

capital that should be used in a proxy model.

J9 The Bureau bas releued a Public Notice seekina commcat on whether the Cammission should C011lft1CDCC

a represcriptiOll proewodina. Common Curler Bureau Sets PIeIdiDa Schedule for Preliminary Rate of
lletum1DquUy, Public Notice, DA 96-139,61 Fed. Reg. 6641 (rei. Feb. 21, 1996). But sec,
Intea:CODDCCtion Order, para. 702.

10 Dr. VaDdcr Weide presented this discussion during the workshops conducted by the staffoftbc Federal­
State loint Board on universal service relating to the selection ofa proxy cost model for determining the
cost ofproviding the service supported by the universal service support mechanism used on January 14 and
15,1997.
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R Treatment of10int and Common Costs

The Staff'states that ifproxy models are used to .....te forward-loolciDg economic costs,

the question ofjoint ad common costs must be addressed.II In the cue ofpricins ofunbundled

Detwodc elementa. COlts that lie jointly caused by a set ofnetwork elements can be allocated

8DlOIII the individua1 elements in that set. Common costs indude costs incurred by the company's

operations u a whole. The Staff'notes that given these joint and common costs, setting prices for

individual network elements based on forward-looking incremental costs alone would not recover

the full forward-looking cost ofthe network.

The Staffnotes that ifproxy models are used in determining Universal Service support

payments or in setting cost-based access charges, additional issues are raised in the treatment of

joint and common costs. Each ofthe proxy models addresses these issues differently. The Staff'

notes that BCM2 usumes common costs are equal to 75 percent ofthe ARMIS per-line common

costs and that Hatfield 2.2.2 usumes that corporate overhead expenses vary with the size ofthe

finn, and the model attributes a fixed proportion ofaggregate total cost, set by default at 10

percent, to overhead expenses.

Sprint advocates that Universal Service support calculations should be based on a

benchmark calculation to encourage efficiency. The most appropriate methodology to apply in

the development ofunbundled network elements is to begin with current joint and common costs

aDocated to TELRIC investment on a percentage basis. Sprint advocates an annual productivity

adjustment to joint and common costs to motivate incumbent LECs to harvest cost efficiencies.

Attachment 1 provides a spreadsheet example ofSprint's proposed adjustment to joint and

common costs. The data shown is Sprint Local Telecommunications Division's 1995 unavoided
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costs and reftectl sprint', expectation ofproduetivity pins. (Ia the Attachment "joint" coati are

referred to u"other direct" expenses.) In subsequent years,$priDt proposes that other diJect and

common expenses will be adjusted by the interstate productivity fictor of5.3% oftiet by any

hIcreue in the Grou Domestic Product - Price Index (OOP-PI) and any incremental wholeule

coati appHcable for that year. The attachment provides a simple illuatration ofhow the other

direct and common expenses might decline under a given set ofcircumstances. In this example,

initiIl year other direct and common costs of$13.60 per line per month decline to S11.44 by the

fourth year - a decline ofapproximately 16%.

Sprint advocates that the application ofother direct and common costs should be made on

a percentage basis rather than a fixed amount per line. For example, Sprint allocates its other

direct expenses based on TELRIC investment. Common expenses are allocated based on

TELRIC revenue requirement. Allocations ofa fixed amount per unit send inappropriate price

signals. In the case ofunbundled loops, there are wide geographic differences in loop costs based

primarily on distance and density. Applying the same doUar amount ofmarkup for other direct

and common cost expenses would disproportionately increase the price charged for lower cost

loops. These lower cost loops are those most likely to face immediate facilities-based competition

ifirrational economic price signals are conveyed. As an analogy, retail marketers commonly apply

a percentage markup to their costs to account for overhead costs. It would not be reasonable in

an appliance business to expect that all refrigerators would carry the same dollar markup. The

range in refrigerator prices is too wide, accounting for legitimate differences in size and features

that aff'ect the underlying cost. Sprint urges the Commission to affirm the application ofother

direct and common costs on a percentage markup basis.

81 StaffAnalysis para. 70.
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IV. CONCLUSION

sprint shares Staff's be1ieCtbat proxy models can be ~uable tools in developiDs rules in

acceu reform, interconnection, ad universal service. One model with sufficient flexa"bility could

be UIed in all three situations. While we have not had the opportunity to thorousbly test Hatfield

3. Sprint is convincecI that BCPM is the superior model in buiIdina the kinds ofnetworks that

need to be developed inUniversal Service.

BCPM is much more rigorous in its investment logic; it is much more precise in its

treatment ofvariable conditions (e.g. terrain, soil, density, et aI.); it is much more realistic in its

approach to the cost ofcapital; it is much more flexible; and it is much more granular in its

approach to units ofgeography. Sprint submits that the adoption ofBCPM in these respects is

appropriate and consistent with the guidelines set forth in the StaffAnalysis.

Respectfully submitted,

SPRINT CORPORATION

By{lfilii~!~iMr
1850 M Street N.W.
Suite 1100
Washington, DC 20036-5807
(202) 857-1030

JosephP. Cowin
P. O. Box 11315
Kansas City, MO 64112
(913) 624-8680

Its Attorneys

Febnwy 19, 1997
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A'1'DtCIIBfl' 1

Analysis of Other Direct and Common Costa
FICTITIOUS EXAMPLE

Total
Total UnbcnIed %

UntuKled CostIlhtI of
Comaanent ~ M5IIIb ToCaLIElRlC

Total Embedded Colt (Not Avoided) 5,500,000,000 $ 45.83
TELRIC DIrect Colt 5,000,000,000 $ 41.87 84.03%
Other DIrect 500,000,000 $ 4.17 8.40%
Common 450,000,000 $ 3.75 7.56%
Total TELRIC +0Ih Dir + Common 5,950,000,000 $ 49.58 100.00%
Incr. WhcIIeIale Costa ( 1stYr~ 20,000,000 $ 0.17
Total TELRIC +0Ih Dir + Common + Incr. 5,970,000,000 $ 49.75

Accw Lm AI. GrqwIh product!!" GDP-PI
1st Year 5,970,000,000 $49.75 10,000,000

TELRIC 5,000,000,000 $ 41.67
Other Direct &Common 950,000,000 $ 7.92

2nd Year 6,126,250,000 $49.09 10,400,000 4.00% 5.300% 2.8OCJ%
TELRlC 5,200,000,000 $41.87

Other Direct &Common 926,250,000 $7.42

3ndYear 6,257,241,250 $48.88 10,712,000 3.00% 5.300% 2.100%
TELRIC 5,356,000,000 $41.87

Other Direct &Common 901,241,250 $7.01

4thYe. 6,336,422,771 $48.33 10,926,240 2.00% 5.300% 2.200%
TELRIC 5,483,120,000 $41.67

Other Direct &Common 873,302,771 $6.66
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llSS PeIChtree Street, NE
Suite 1700
Atlanta, GA 30309-3610

Chris FrentNp
MCI TeIecomnBmications Corporation
1101 PenMylvania Avenue, NW
Wuhington, DC 20036

Ma'y McDermott
USTA
1401 H Street, NW
Suite 600
Wuhington, DC 20005

Guy M. Epstein
r .....D.BIer
Michael S. Wroblewski

LathIm " Watkins
1001 Pemsylvania Avenue, NW
Washington, DC 20004

LIrry A. Peck
MidIIel S. Pabian
Amnech
2000 Welt Ameritech Ceater Drive
RDOIIl4H86
Hoftman Estates, n.. 60196-1025

Robert B. McKenna
US West, Inc.
1020 19th Street, NW
Suite 700
Wuhington, DC 20036

Richard N. Clarke
AT"T
295 North Maple Avenue
Room 5462C2
Baking Ridge, NI 07920

Donn T. WonneJl
Pacific Telecom, Inc.
805 Braodway
Vancouver, WA 98660

Robert M. Lynch
Southwestern Bell Telephone Co.
One Bell Center
Suite 3524
St. Louis, MO 63101



....MdCenna
GTE Service Corp.
P.O. Box 152092
IrYinI, TX 7S01S-2092

• Indicates Hand Delivery

Gail L. Polivy
GTE Service Corp.
1ISO M Street, NW
Suite 1200
Wubington, DC 20036


