EX PARTE OR LATE FILED

Richard M. Sbaratta BellSouth Corporation
General Attorney Legal Department - Suite 1700
1155 Peachtree Street, N.E.

Atlanta, Georgia 30309

Telephone: 404-249-3386

Facsimile: 404-249-2118

December 16, 1998

RECEIVED

EX PARTE

Ms. Magalie Roman Salas DEC 16 1998
Secretary NS
Federal Communications Commission OPICE OF THE SECREWRY

TW-A325
445 Twelfth Street, S.W.
Washington, D.C. 20554

/
Re: CC Docket Nos. 96-45 and 97-160 — FCC Workshop held on December 1,
1998

Dear Ms. Salas:

On November 25, 1998, the Common Carrier Bureau (“CCB”) of the Federal
Communications Commission (“FCC”) issued a Public Notice announcing that it would be
holding public workshops on the input values to be associated with the forward-looking
economic cost model platform adopted by the FCC on October 28, 1998.! On December 1,
1998, the CCB held it’s first workshop which discussed issues relating to customer operations
expenses, corporate operations expenses and switching investment. During the workshop, the
CCB encouraged participants to file comments on the materials presented during the workshop
proceeding. BellSouth Telecommunications, Inc. (“BellSouth”), as a participant in the
workshop, hereby files these comments with the Secretary of the FCC.

One concern BellSouth has regarding expense inputs is the absence of marketing
expenses. The FCC appears to believe that marketing expenses are not supportable through
universal service. This belief overlooks the fact that Section 214(e) requires that a carrier that is
designated as an eligible telecommunications carrier must advertise the availability of services
supported by the federal universal service fund in order to receive support. Therefore, marketing
expenses are directly related to the provision of universal service and should be accounted for in
the model.

: Common Carrier Bureau to Hold Three Workshops on Input Values to be Used to

Estimate Forward-Looking Economic Costs For Purposes of Universal Service Support, CC
Docket Nos. 96-45 and 97-160, Public Notice, DA 98-2406, release November 25, 1998.
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Another apparent omission from the FCC proposed expenses is Uncollectibles.
Uncollectibles must be recognized as a cost of providing service. In determining universal
service high cost support levels, Uncollectibles should be addressed as an expense.

BellSouth’s estimate of its 1998 — 2000 customer operations and corporate operations
expenses fall slightly above the FCC “High” estimates. BellSouth’s estimates already reflect the
forward-looking environment including exclusion of one-time events such as re-engineering,
exclusion of service order related activities, exclusion of non-supported services, as well as
projected productivity gains and inflationary impacts. Any additional reductions in the FCC
values will result in forward-looking expenses that are simply unattainable. For example, if the
FCC were to reduce their values to reflect additional productivity gains, the exclusion of “non-
supported services,” nonrecurring expenses, and one-time events, then even the FCC’s “High”
estimates would yield results that are much too low to represent realistic forward-looking
expenses of an efficient carrier.

With respect to switching investment, the preliminary FCC estimate is based on data used
by Messrs. Gabel and Kennedy in preparing a 1998 NRRI publication, NRRI 98-09, Estimating
the Cost of Switching and Cables Based on Publicly Available Data (“NRRI 98-097). It is
therefore reasonable to compare the switch curve inputs that are being presented now to those
that were considered appropriate only six short months ago and which were derived from the
same data. The table, attached to the end of these comments, indicates that the study prepared
for the preliminary FCC estimate produces a dramatically lower cost curve than the one for
NRRI 98-09. The table also compares the preliminary FCC estimate to (i) the HAI R5.0a
Default, and (ii) the HAI curve input, averaged across each of BellSouth’s nine states, developed
by Georgetown Consulting Group, Inc. (“GCG”) based on BellSouth-specific data for recent
switch additions.

The table shows that the preliminary FCC curve estimate is:
1. 20% to 30% below the switch cost projected by the NRRI 98-09 study.

2. For the large switches most often implemented in the proxy cost models for
BellSouth, the preliminary FCC estimate is essentially identical to the default
curve used in HAI R5.0a. As compared to the HAI R5.0a default curve, the
preliminary FCC estimates are:

a. above the HAI R5.0a default for smaller switches up to about 20,000 lines;

b. very close to but below the HAI R5.0a default for switches from 20,000 to
40,000 lines; and

C. above the HAI R5.0a default curve for switches above 42,000 lines.

3. The preliminary FCC estimate produces switch costs that exceed the average
switching curve based on inputs developed by GCG for small switches, but are
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generally 25% below the GCG inputs for the larger switches normally

implemented in BellSouth’s territory. As compared to the average 9-state GCG

values for HAI R5.0a, the preliminary FCC estimates are:

a. above the GCG curve for small switches up to 6,200 lines; and

b. below the GCG curve for all other switch sizes. For switches from 15,000
to 60,000 lines, the preliminary FCC estimate is approximately 25% below
the GCG curve, which is based on BellSouth data.

The data establish that the preliminary FCC estimate produces switch cost estimates that
are lower than BellSouth’s actual recent costs, and also below the costs projected from the same
data six months ago. The sharp reduction in switch cost based on the same data must be
explained.

How can data that was used six months ago produce an estimate that is approximately
40% higher than a new study using the same data? This raises serious questions about the
validity of the study used to prepare the preliminary FCC estimate.

BellSouth has attempted to replicate the regression results and computations used to
derive the preliminary FCC estimate. For the states in which it operates, BellSouth also has
performed a preliminary comparison of the switch cost input data obtained from the files used by
Gabel and Kennedy to prepare NRRI 98-09 to BellSouth’s switch cost data. While significant
discrepancies have been noted, our analysis in that area is not yet complete. We request the right
to file additional comments when these issues have been addressed.

BellSouth has not been provided either the precise data sets or details of adjustments
made to those data sets to prepare the preliminary FCC estimate. This is particularly important,
since BellSouth, in a communication dated December 2, 1998, from Daniel Fancher to Jim
Zolnier and Jim Eisner of the FCC Staff, requested:

I would appreciate a copy of the switching and expense data sets as
described in yesterday’s workshops.

In response, BellSouth received a small data file containing a listing of chain type price
indices and the filing year, by state, for data that was used. In addition, Mr. Eisner indicated:

The data used in our analysis is available on the NRRI web site
(www.nrri.ohio-state.edu). The information is located under the
category “publications” with the heading 98-09 Estimating the Cost
of Switching and Cables Based on Publicly Available Data by David
Gabel. I refer you to David Gabel’s paper for an explanation of the
data set. The NRRI data set will contain all of the data used in our
analysis with the exceptions of the data we have provided in the
attached file. Many of our variables were created as run-time




Ms. Magalie Roman Salas
December 16, 1998
Page 4 of 6

variables. However, they can be reproduced given the data we have
provided.

Notwithstanding the claims in the above paragraph, it has not been possible to develop
data sets that are the same as those used in preparing the preliminary FCC estimate, and therefore
it has not been possible to determine why, for example, the preliminary FCC estimate parameters
produce switch cost estimates that are 30% below those resulting from the Gabel and Kennedy
estimate published in NRRI 98-09.

The FCC and a number of states have held that cost proxy models and all data and
computations utilized in the implementation of such models should be open and available to all.
Consistent with that mandate, it is reasonable to expect that the computations used to develop the
preliminary FCC estimates would be made available to the parties for analysis at the time the
parties are requested to comment on the preliminary FCC estimates. However, that is not so at
this time. In order for BellSouth to have a full opportunity to comment, BellSouth requires the
specific observations and a listing of all computations or adjustments made to these observations.
BellSouth reserves the right to make additional comments, as appropriate, after this data has been
made available and analyzed.

Page 5 of the December 1, 1998 FCC Workshop handout indicates that the merged data
set consists of elements from two data files, “depreciation” and “RUS.” For each of those data
sets, page 4 of the handout includes the caption, “Same data used by Gabel.” Thus, it appears
that the Gabel data used in preparing NRRI 98-09 is the starting point for the preliminary FCC
estimate. However, the preliminary FCC estimate is not based on the “same data” because of
adjustments and exclusions of data used to produce the FCC data set.

Neither the RUS data or the depreciation data used to prepare NRRI 98-09 reflects
precisely the same data set that was utilized by the FCC Staff to develop the preliminary FCC
estimate. Moreover, it is unknown how those data sets were (1) combined and (2) edited to
produce the data set utilized to develop the preliminary FCC estimate. It also has not been
possible to replicate the preliminary FCC estimate, which is based on an edited combined
version of the data. While it has been possible to replicate some of the regression results
reflected in NRRI 98-09, it is not so for the preliminary FCC estimate.

No commentary on the preliminary FCC estimates can be complete without the benefit of
the actual data set utilized in developing that position, along with documentation concerning all
adjustments utilized to produce that data set.
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The following table compares the number of observations in the Gabel/NRRI files to the
number of observations used in preparing the preliminary FCC estimate:

RUS depreciation

Observations utilized 139 1,183
Total observations in file 181 3,521

Note: Observations utilized from page 5 of the December 1, 1998 FCC Workshop
handout.

It therefore is necessary to remove extraneous observations from the data files to produce
the data set utilized in preparing the preliminary FCC estimate. The FCC has not provided a
“road map” to identify the 42 observations deleted from the RUS file or the 2,338 observations
from the larger “depreciation” file. Nor is there any explanation of why almost 2/3rds of the
observations were deleted from the NRRI data set to produce the data set used to develop the
preliminary FCC estimate.

The absence of a “road map” to enable preparation of the same final data set as was used
to develop the preliminary FCC estimate makes it impossible to render any opinion concerning
the validity of the statistical analysis underpinning those estimates.

As a second issue precluding proper analysis of the preliminary FCC estimate, the
“public.xls” data file provided by the FCC to BellSouth contains a “chain type price index.” No
information has been provided concerning how this index was applied, or what adjusted data was
used, in preparing the preliminary FCC estimate.

The significant difference from the parameters produced by the preliminary FCC estimate
to a study, produced only six months ago, from the same data; the inability to determine which of
the almost 2/3rds of observations were deleted in preparing the preliminary FCC estimate, or
why they were deleted; and the lack of an explanation of other information showing how the
chain type price index was developed or applied, call into question the switch costs.
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Accordingly, the preliminary FCC estimate for switch costs inputs should not be adopted, at least
until these and other issues have been resolved.

Respectiilly,

Q%\\w\

Richard M. Sbaratta

cc: Craig Brown
Katie King
Chuck Keller
Bob Loube
Jim Eisner
Mike Cichello
Jeff Prisbrey
Emily Hoffnar
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Cost for number of lines - host
500
2,500
5,000
6,150
10,000
19,400
30,000
40,000
42,000
60,000

500
2,500
5,000
6,150
10,000
19,400
30,000
40,000
42,000
60,000

Cost for number of lines - remote

500
2,500
5,000
6,150
10,000
19,400
30,000

Fixed cost of host

Add’l cost per line - host
Fixed cost of remote

Add’l cost per line - remote

Switch cost

Constant term
Mutliplicative term

Equation form

FCC 12/1/98 meeting, handout, page 26.

Switch Investment Cost Curves
Comparison of Curve Estimates

Preliminary
FCC
Estimate

$ 1997

$ 452,042
600,042
785,042
870,142

1,155,042

1,850,642

2,635,042

3,375,042

3,523,042

4,855,042

$ 136,173
430,173
797,673
966,723

1,532,673

2.914,473

4,472,673

$415.042
74

62,673
147

Gabel &
Kennedy
(NRRI 98-09)
$ 1997

@

$ 567,084

783,084
1,053,084
1,177,284
1,593,084
2,608,284
3,753,084
4,833,084
5,049,084
6,993,084

FCC Preliminary Estimate, Percent of

HAI R5.0a
Default

$ 74,998
314,949
578,182
692,166
1,052,933
1,850,851
2,666,994
3,384,281
3,522,917
4,713,400

GCG
Average
in HM

$89,413
387,024
722,332
869,471
1,341,233
2,410,153
3,531,894
4,537,481
4,733,777
6,443,200

Gabel &
Kennedy
Estimate

80%
77%
75%
74%
73%
1%
70%
70%
70%
69%

$ 248,962
468,962
743,962
870,462

1,293,962

2,327,962

3,493,962

$513,084
108
193,962
110

HAIR5.0a
Estimate

603%
191%
136%
126%
110%
100%

99%
100%
100%
103%

$242.73
(14.922)

-14.922 x
In(lines) +
242.73

(2)FCC 12/1/98 meeting, handout, page 1.

GCG
Average
Estimate

506%
155%
109%
100%
86%
77%
75%
74%
74%
75%

$271.56
(14.922)



CERTIFICATE OF SERVICE

I do hereby certify that I have this 16™ day of December 1998 served the following
parties to this action with a copy of the foregoing RE: CC DOCKET NOS. 96-45 and 97-160 —

FCC WORKSHOP HELD ON DECEMBER 1, 1998 by hand or by placing a true and correct

copy of the same in the United States Mail, postage prepaid, addressed to the parties listed

ﬁ f JuamtaH Lee

below.
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