
reasonable, and nondiscriminatory in accordance with the tenns and
conditions of the agreement and the requirements ofthis section and
section 252 ...

Section 2S2(d) contains pricing standards for intercoMection and network element charges,
and for charges for transport and tennination oftraffic. The former must be based upon the cost of
providing the intercoMection or network element. The latter must provide for the mutual and
reciprocal recovery by each carrier of costs associated with the transport and termination on each
carrier's network facilities ofaUls that originate on the network facilities ofthe other carrier; and the
terms and conditions must determine such costs on the basis ofa reasonable approximation of the
additional costs of tenninating such calls. These pricing standards, including rules ofconstruction,
are contained in Section 252(dXl) and (2). Section 252(dXl) provides the following pricing standard
for the rates:

Determinations by a State commission ofthe just and reasonable rate
for the intercoMeetion offacilities and equipment for the purposes of
subsection (cX2) ofseetion 251, and the just and reasonable rate for
network elements for purposes ofsubsection (c)(3) ofsuch section--

(A) shall be -
(i) based on the cost (determined without reference to the

rate-of-retum or other rate-based proceeding) ofproviding the
. . . network element .. 'J and

(ii) nondiscriminatory, and
(8) may include a reasonable profit.

The cost-based rates established in this docket will provide closure to the interim rates set in the
Commission's arbitrations under Section 252 ofthe 1996 Act.2 The Commission recognizes that the

".

'.2 The Commission stated in the early Section 252 arbitration dockets (e.g., MFS-BeUSouth, Docket
No. 67S9-U~ ATetT-BeUSouth, Docbt No. 6801-U). as it did in the state-Iaw proceedings on MFS' and MCl's
petitions about BeUSoutb's interconDec:tion rates in Dockets No. 6415-U/6537-U, that the pneric cost study
proc=Jina established in this docket would be necessary in order for the Commission to establish permanent
rara for UDbundled loops and adler aspects ofiuterconnectica aDd UDbuadled network elemeats. The 1996 Act
provides that the Commissioa may direct parties to provide such information as may be necessary for the
Commission to reach a decision OIl unresolved issues in an arbitratioa. Secti0ll252(b)(4)(B). Similarly, the
Georgia Act vests the Commission with authority to obtain iDformatioD necessary to carry out its
~ibilities. These provisiaas supported the Commissioa's procrat;np ill tbis docket.

Tbe permaDaJt rates csrablisbcd in dUs doc:bc wiD also be used ill many iDstaDces as the basis for true­
up mechanisms associated with iar.erim rates (e.g., in the MFS-BeUSouth arbitration, Docket No. 6759-U;
AT&T-BeIlSoutb arbitration, Docket No. 6801-U; MCI·BeUSoutb arbitration, Docket No. 6865-U; and
SpriDt-Bel1Soutb arbitratioD., Docket No. 69S8-U; as well as many ofBeUSoutb's negotiated iDtcrcoDDeCtion
agreements).

The Commission also noted in its pfOCA"'C'ding involving BeUSoutb's Revised Statement ofGenerally
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rates established in this docket will also be applied to BeUSouth's Revised Statement of Generally
Available Terms and Conditions pursuant to the COmnUssion's decision in Docket No. 7253-U.

In addition to its jurisdiction ofthis matter pursuant to Sections 251 and 252 of the federal
Act, the Commission also has general authority and jurisdiction over the subject matter of this
proceeding, conferred upon the Commission by Georgia's Telecommunications and Competition
Development Act of 1995 (the "Georgia Act"), O.C.G.A. §§ 46-5-160 et seq., and generally
a.CG.A §§ 46-1-1 et seq., 46-2-20, 46-2-21, and 46-2-23; and this proceeding shall be conducted
in accordance with any relevant provisions ofthe Georgia Administrative Procedure Act, a.c.G.A.
Ch. 13, Title SO, and the Rules and Regulations ofthe COmnUssion, as such statutes and rules may
be applicable to this proceeding.

The Georgia Act contains several provisions pertaining to interconnection and unbundling.
All local exchange companies are required to permit reasonable intercoMection with other
certificated local exchange companies. This includes all or portions ofsuch services as needed to
provide local exchange services. The rates, terms, and conditions for such intercoMection services
shall not unreasonably discriminate between providers. O.C.G.A. § 46-S-164(a}, (b). In the event
that the parties cannot reach agreement through negotiation, the Commission shall detennine the
reasonable rates, terms, or conditions for the intercoMection services. Jd., subsections (b), (c).
Many interconnection agreements, especiaUy between BeIlSouth and the smaller CLECs, already have
been negotiated, filed with and approved by this Commission under the 1996 Act. In addition, four
arbitrations have been conducted for larger CLECs, and BeIlSouth's proposed Statement ofGeOerally
Available Terms and Conditions in Docket No. 7253-U relied upon the interim rates subject to true­
up according to the cost-based rates established in this docket. Those proceedings demonstrated that
a full, generic review was necessary and invaluable in resolving the cost issues associated with
intercoMection and unbundling. .

The Georgia Actpovides further that interconnection services shall be provided for intrastate
services on an unbundled basis similar to that required by the FCC for services under the FCG'!.
jurisdiction The Conunission also has the authority to require local exchange companies to provide
additional intercoMection services and unbundling. O.C.G.A. § 46-5-164(d}.

The Commission's jurisdiction under the Georgia Act includes the authority. among other
matters, to establish reasonable rules and methodologies for performing cost allocations among the
services provided by a telecommunications complD)'. O.C.G.A. § 46-5-168(bX9}.3

Available Terms IDd Coaditioas (Docket No. 7253-U) that die establisbed raIeI in dais proceeding would
provide the cost-based rates replacing the iDterim rates CClDtaiDed ill that Revised Sweman.

3 The Georgia Act also imposes eenaiD cost and priee-reJated obligations OIl telecommunications
carqJaDies that elect alternative regulation. These iDclude probibitioas against cross-subsidy ofDOlU'egU1ated
or alrcmatively ~"ated services widJ revenue crated by regulated services, aDd agaiDst aDticompetitive aets
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Moreover, pursuant to O.C.G.A. § 46-2-20(a), the Commission has general supervision of
all telephone companies. See also a.C.G.A § 46-2-21(b)(4); Camden Tel. &: Tel Co. v. City ofSt.
Marys, 247 Ga. 687, 279 S.E.2d 200 (1981); City ofDawson v. Dawson Tel Co.• 137 Ga. 62, 72
S.E. 508 (1911). Pursuant to O.C.G.A § 46-2-2O(b). the Commission is also authorized to perform
the duties imposed upon it of its own initiative.

The Commission has access to the books and records oftelecommunications companies as
may be necessary to ensure compliance with the provisions of the Georgia Act and with the
Conunission's rules and regulations, and to carry out its responsibilities under the Georgia Act.
O.C.G.A. § 46-5-168(e). The Commission also has the general authority. pursuant to a.c.G.A.
§ 46-2-20(e), to examine the affairs ofall companies under its supervision and to keep informed as
to their general condition, their capitalization, and other matters, not only with respect to the
adequacy, security, and accommodation afforded by their service to the public and their employees
but also with reference to their compliance with all laws. orders of the Commission, and charter
requirements. Pursuant to subsection (f) ofthat section, the Commission has the power and authority
to examine all books. contracts, records. papers. and documents of any person subject to its
supervision and to compel the production thereof.

c. FCC Buies IDd tilbt Circuit DcdtiQD

The Commission recognizes that certain rulings and decisions at the federal level have some
bearing upon this proceeding. The Federal Communications Commission ("FCC") issued its First
Report and Order (Order No. 96-325, CC Docket No. 96-98) on August 8, 1996. adopting rules that
were to become effective on September 30. 1996 ("First Report and Order"). However. a number
of those rules especially as to pricing were vacated by the Eighth Circuit Court of Appeals.4 The
rules adopted by the FCC associated with its Report and Order remain in place except the fonowing
sections: ..

• Total Element Long Run Incremental Cost (TELRlC) pricing methodology. prCXJ'
prices for unbundled elements and other pricing rules (§§ 51.3 15(b-f), 51.501 through
51.515 (inclusive. except for Section S1.51 S(b) which the Court found to be a
legitimate interim rate for interstate access charges), 51.601-51.611 (inclusive).
S1.701-51.717 (inclusive, except for 51.701. 51.703,51.709(b). 51.711(a)(I),
51.71 5{d). and S1.717. but only as they apply to Commercial Mobile Radio Service
(CMRS) providers»;

or practices sud1 as price squcujng. price discrimiDatioo, predator}" pricing, or tying arraagemeDts. a.C.G.A.
t 46-5·169(4), (5).

4 See Iowa Utilities Board. et al. v. FCC. No. 96-3321 (8t1l Cir.• July 18, 1997), and Iowa Utilities
Boa1'd. et al. V. FCC. Order on Petitions for Rehearing (8111 Cir., Oct. 14. 1997)(vacatiDg FCC Rule
§ 51.315(b-f».
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•
•
•

•

•

•

The "pick and choose" rule (§ 51.809)~

The rural exemptions rule (§ 51.405);
The FCC's authority under Section 208 to review and enforce agreements approved
by state commissions (First Report and Order, ft 121-128);
The rule requiring·preexisting interconnection agreements that were negotiated before
the enactment ofthe Act to be submitted for state commission approval (§ 51.303);
The rule preempting any state policy that conflicts with an FCC regulation
promulgated pursuant to Section 2S I (F"1J'St Report and Order ft 10I-I03, 180); and
Portions of the FCC's unbundling rules (§§ 51.30S(a)(4), S1.31 1(c), SI.31S(c)-(f),
and S1.317, and First Report and Order, ft 278,281 (only to the extent that these
provisions create a presumption that a network element must be unbundled if it is
technically feasible to do so».

The Court did not vacate the FCC Order in its entirety, and those portions ofthe FCC Order
and rules that have not been vacated remain in force as valid regulations. In addition, the Eighth
Circuit issued a subsequent Order on Petitions for Rehearing on October 14, 1997 clarifYing its
decision regarding the recombination or rebundling of unbundled network elements (which
specifically vacated FCC Rule § S1.3IS(b-f».

D. Statement of Prpcccdinp

The Commission initiated this case in December 1996 in order to fully examine the costs for
purposes of establishing rates associated with interconnection and unbundling of Be1ISouth's
telecommunications services. BeI1South, AT&T and MCI submitted cost studies, and they and other
parties submitted direct testimony, on April 30, 1997. Several prehearing conferences and workshops
were conducted, and numerous data requests were served and answered by various parties. The
Commission's Adversary Staff participated in the prehearing conferences and workshops and
propounded several sets" ofdata requests. Additionally, the parties were given the opportunity to
conduct discovery depositions and availed themselves ofthat opportunity. . .•. .

Supplemental, rebuttal, and surrebuttal testimony as weD as revised and updated cost models
and cost studies were subsequently submitted in this docket. The Commission conducted hearings
September 15-19, 1997.. All parties were given an opponunity to present testimony and cross­
examine witnesses. Additionally. the prefiled testimony of several witnesses was admitted into
evidence by stipulation ofthe parties. AU the evidence ofrecord and arguments have been reviewed
and examined in detail.5

, Certain documents aad other iDformatiOD filed in this case were coasidered by the source of the
information to be a "trade secret" UDder Gecqia law, a.C.G.A. § 10-1-761(4), IDd were treated in
conformance with the Rules of tile CommissiOllloverDiaa such iDformanOD. Se, Rule SIS-3-1-.11 Trade
Secrets (coataiDiDg rules for assertiDa trade secret swus, filiDg both UDder seallDd with public disclosure
versions, use of protective agreements, petitioaiDg ror access, and procedures for cbalIeagiag trade secret
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n UNBUNDLED NETWORK ELEMENTS

A. Cost Study MclhodQlolY and Major Allumadops

The Conunission stated in its initial Procedural and Scheduling Order that it would presume
that the cost study methodology should be forward-looking, consistent with the Total Element Long
Run Incremental Cost (ItTELRIC") approach previously approved by this Commission in Dockets
No. 6415-U/6537-U.' Therefore BeUSouth was required to submit its filing using a TELRIC
methodology. The Commission also recognized and stated that BeUSouth (or any other party) may
also submit - and was free to advocate - a dift'erent set ofcost studies using a methodology different
from TELRIC. BeUSouth chose to submit one cost study (with several revisions and updates) that
it labeled as using a TELRIC methodology.'

The only other cost study model submitted in the docket was the Hatfield model sponsored
by AT&T and MCI, also Iabe1ed as using a TELRIC methodology. The prinwy difference between
the two cost models was that BeUSouth assumed its existing network configuration, while the
Hatfield model uses a "scorched node" approach that assumes existing central (end) offices but
essentially rebuilds the network .using fully forward-looking configurations and assumptions. The
second most substantial difference between the BeUSouth cost study and the Hatfield model was
Be1lSouth's application ofa ''Residual Recovery Requirement" ("RRR") factor to the unbundled loop
and unbundled port rates. These two substantial differences between BeUSouth and the Hatfield
approach are discussed in subsequent subsections.

Generally, BeUSouth performed cost studies for the foUowing unbundled network elements:
(1) unbundled local loops; (2) sub-loop unbundling; (3) unbundled local and tandem switching
capabilities and local interconnection; (4) unbundled transport (interoffice and local channels,
including shared transport and dedicated interoffice facilities) and local interconnection; (5) signaling

•

designations).

6 See Order. December 6, 1996, Docket No. 7061-U, at 3 of 9.

7 Tbc CommissiOl1 also required that any party submittiDg a cost study sball provide comprehensive
IDd complete work papers dIIt fiIDy disclose IDd documeDt the process underlying the deve10pment ofeach of
its ClCOIICIIIic cosrs, iDc1udiDg the cb:uraeDtatioD ofall judpleats IIICI methods used to establish lWerY specific
assumptioa employed ill elICh cost study. The work papers must clearly and logically present all data used in
dcvelopiDg each cost estimate, IIICI must be so comprebeDsive as to allow ochers iDitially un&miliar with the
studies to replicar.e the metbodoJOIY and calculate equivaleut or altemative results usiDa equivalent or
alternative assumptioas. The work papers must be orpniml ill such II1IDDef as to clearly ideDtify and
doc:umeat all source data aad assumptioas, indudiDs iDvestmeat, expease, IIId dcmaad data IDd assumptiOas.

In additi<lo, for eadl cost SIUdy, the party submiUiDg the cost study was requiRd to provide SCIISitivity
lDaIyscs ofstudy outputs to a1terDative input assumptioas reprdiDg the economic depreciation offacilities,
the cost ofcapital. and fill factors and utilizatioa asswnptioas.
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network (common channel signaling - CCS7); (6) call-related databases and service management
systems; (7) operations support systems ("OSS") functions; (8) operator functions; (9) directory
assistance; (10) physical and virtual coUocation; (11) service provider number portability (interim
solutions); (12) dark fiber; and (13) access to poles, duets, conduit, and rights-of-way. (larakas, Tr.
371.)

1. EJistin. Ncnyork Conli.uration y. "Scprched Npde"

BellSouth's cost studies assumed the existence of its current wire centers and parts of its
infrastructure, based on the premise that new telephone cables will be laid along the same roads and
in the same rights-of-way as the current facilities are loeated. BeUSouth then assumed the
implementation ofnew technology, given this existing network configuration. (Caldwell, Tr. 442.)
BeJlSouth modeled the network elements and used inputs from: (1) the Switching Cost Infonnation
System ("SCIS") model developed by Bell Communications Research, Inc. ("Bellcore") to establish
switching costs; (2) various specialized price calculators; (3) a statistical sample ofloops within the
state; and (4) subject-matter experts with extensive expertise and knowledge about
telecommunications in general and BelISouth's operations in particular. (CaldweWZarakas, Tr. 376­
410.) The inputs from the various sources were used by BeUSouth's "TELRIC Calcu1atorC" to
compute the cost of the UNEs.

The Hatfield model championed by AT&T and MCI uses a "scorched node" approach that
assumes existing central (end) offices but essentially rebuilds the network using fully forward-looking
configurations and assumptions. AT&TIMCI witness Wood argued that the scorched node approach
is consistent with a forward-looking, long-run incremental cost methodology because in the long ron,
the networlc should be considered avoidable. In particular, AT&T and MCI argued that the structure
ofand inputs to the Hatfield Model 4.0 are appropriate because they adhere to four essential criteria:
costs must be (I) long-run; (2) based on efficient use of least-cost, forward-looking technology
currently available; (3) ealculated assuming demand for the total quantity of the element being
studied; and (4) based on the principle ofcost-causation. (Wood, SupplementallRebuttal at 11.>' •

- .
The Georgia Public Communications Association, Inc. ("GPCA") supported the use ofthe

Hatfield Model Release 4.0, and urged rfjection ofthe BeUSouth model. The GPCA contended that
BellSouth applied a distorted version ofthe FCC's TELlUC methodology in order to justify higher
costs, primarily by allocating historic levels ofoverhead costs to its TELRlC results. By contrast,
GPCA argued, Release 4.0 ofthe Hatfield Model satisfies the requirements for cost-based pricing in
a competitive environment, using forward-looking methodology based on publicly available data. The
GPCA added that its methodology creates competitively neutral and nondiscriminatory prices, and
ensures that the UNEs are not subsidized by other service offerings or other customers of the
incumbent LEC. (GPCA Briefat 1, 3.)

AT&T and Mel argued that the underlying logic of Hatfield Model 4.0 remains
straightforward and understandable; that it applies generalJy-accepted engineering principles to
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determine the amount ofvarious network components required to meet a specified level and location
of demand. The model assumes the location ofexisting wire centers, but otherwise calculates the
least-cost, forward-looking cost of feeder, distribution, and other facilities (the "scorched node"
approach). Applying user-adjustable cost data inputs, the model calculates a required level of
investment. The level of investment is used to determine capital carrying costs and many operating
expenses. It also contains a module that can be used to develop costs for universal service purposes.
The net result is forward-looking prices for unbundled network elements intended to reflect lhe costs
that an efficient provider which faces competition would incur to provide telecommunications services
in the Georgia market. (AT&T Proposed Order at 11, citing Wood Direct at 29.)

MCI argued that the rates put forward by it and AT&T reflect truly forward-looking
economic costs without reference to past Commission proceedings and thus are consistent with the
1996 Act and the FCC rules upheld by the Eighth Circuit, and will facilitate competition in Georgia's
local exchange market. By contrast, MCI argued, BeUSouth's rates are based on theories and cost
models that incorporate embedded costs and rely on rate ofreturn principles, and would continue the
inefficiencies which result from monopoly markets. (MCI Reply Briefat 1-2.) MCI explained that
the Hatfield Model used inputs that were highly specific to BeUSouth's operating territory in Georgia,
but were appropriately independent ofBeUSouth's embedded network and operations. MCI criticized
BeIISouth's cost studies as beginning with embedded or historical investments and network design,
carrying forward the embedded characteristics of the network. MCI noted that BellSouth agreed
during the hearings that in a valid long-run study, aU costs are avoidable (Tr. 380-384), and argued
that the BenSouth studies inappropriately applied a short-run assumption in which many embedded
systems and work activity characteristics act as cost constraints. (MCI Brief& Proposed Order at
12.)

MCI also argued that the Hatfield Model is a fully "open" model which permits review and
verification. MCI urged the Commission to base its decision on information that is part ofthe public
record. MCI argued that the Hatfield Model's openness directly enIw1ces the credibility ofthe model.
The Hatfield Model has been subject to thorough cross examination in numerous regulator;
proceedings~ all detailed geographic and demographic data that the model uses can be viewed directly
by the user~ and it contains over 1,200 user-adjustable inputs that can be changed easily through a
user interface. (MCI Brief& Proposed Order at 18, citing Wood, Tr. 1309.) Each ofthe inputs to
the model and the basis for selecting the defaUlt values were described in the Hatfield Model Inputs
Portfolio, attached to Mr. Wood's Direct Testimony as AT&TIMCI Joint Hearing Exhibit 3. Its
results can be reproduced, aU inputs and calculations can be directly reviewed by the user, and
complete documentation was provided describing the basis for the model inputs. (MCl Briefat 35.)

MCI and several other intervenors criticized BeUSouth's cost studies because they rely upon
cost models that proprietary, in whole or in part, and thus not open to public sautiny. This means,
among other things, that a person reviewing the model ClMot reproduce the results. (Wood
testimony, Tr. 1359.) As a result, MCI pointed out, it is impossible to test the BellSouth loop model
or to conduct a sensitivity analysis of its primary inputs. (Mel Brief at 33.) BeUSouth's
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methodology also relied upon the Switched Network Calculator ("SNC") and Switching Cost
Information System ("SCIS"), which are intertwined so that they relate directly to one another; ifone
produces wrong results, so will the other. (MCI Briefat 33, citing Tr. 674-75.) These switching
models are "closed" even tighter than the loop model, on the basis of protecting vendor proprietary
information and the value ofthe model to BeUCore for licensing purposes. The calculations and the
important inputs and assumptions are hidden from the user. A proprietary version ofBeUSouth's
SNC model, used to calculate its switching costs, does not allow the user to change key inputs. MCI
stated that asimilar situation was present in BeUSouth's shared and common cost model, that key
inputs were locked and could not be changed. (MCI Briefat 33-34.)

BellSouth cited a report by Arthur Anderson et Company to support the accuracy of the
switching models it used. BeUSouth witness Zarakas of Theodore Barry et Associates testified
regarding his finn's review ofBeUSouth's application ofSNC and SCIS in this case. MCI charged,
however, that Mr. zarakas relied heavily on the Arthur Anderson report for his evaluation, and that
Arthur Anderson's work did not constitute an "audit." Nor was it a technical engineering review of
equipment prices or capabilities. (MCI Briefat 34, citing Tr. 677-79, 681.) BeUSouth did not submit
the Arthur Anderson report· as evidence in the record of this case.

Low Tech Designs, Inc. ("tTD") charged that the BeUSouth cost studies failed to meet
appropriate requirements because certain assumptions were "deeply embedded" in the cost study and
not susceptible to easy modification. Consequently, LTD argued, the parties were not able to analyze
adequately BeUSouth's Advanced Intelligent Network ("AIN") cost studies. LID stated that AIN
capabilities are critical to differentiation of telecommunications services between carriers, and
criticized BeUSouth as not offering LTD the ability, via mediation, to interconnect third-party AIN
SCPs or Intelligent Peripherals. LTD particularly recommended adoption of the AIN query cost
proposed by AT&T witness Wayne Ellison. (LTD Briefat 2-3.)

BellSouth witnesSVameraiticized the Hatfield Model's scorched node assumption as a "start
from scratch" approach that assumes technology never changes, no uncertainty exists, and no firJlr
ever makes an investment without correctly predicting the future. According to Mr. Varner, basing
prices on a hypothetical, idealized network would mean that every time a new cost-reducing
technology is developed. BellSouth must reduce its price to that level even though its existing
network isn't being modified to use it. (Varner Rebuttal at 11.)

BellSouth argued that the Hatfield cost studies bear no relationship to BeUSouth's existing
netWorlc, forward-looking or otherwise. According to BeIISouth, because it is a hypothetical network
belonging to a hypothetical carrier, the Hatfield Model severely underestimates the costs BeUSouth
will incur to provide service, no matter how efficiently it operates. BellSouth then questioned
whether any savings fi'orn artificially low UNE prices would be passed on to the CLECs' customers.
BellSouth concluded that setting UNE and interconnection prices below BeUSouth's costs of
providing service on a "going forward basis" would be unsound u a matter ofpublic policy because
it would: (1) provide an unwarranted subsidy to BellSouth's competitors; (2) destroy an incentive
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for facilities-based competition; and (3) impose unwarranted business risks on BellSouth without
offering any corresponding compensation. According to BeUSouth, aD ofthese factors weigh in favor
of setting rates for UNEs and intercoMection that fairly compensate BellSouth for the reasonable
costs it will actually incur in providing service to CLECs, and this is consistent with the Commission's
duty to ensure just and reasonable rates. (BeIlSouth Briefat 4-6, 23-26.) BellSouth also argued that
Section 252(d)(I)(A)(li) prohibits certain ratemaking methods, i.e., traditional rate-of-return or rate
base proceedings, but that it does not prohibit consideration of a company's actual or embedded
costs. (BeUSouth Briefat 9-11.)

BellSouth submitted various criticisms of the Hatfield Model relating to its data inputs,
assumptions, methodological approach, differing versions, and results. (BellSouth Briefat 14-17.)
BeUSouth also criticized the intervenors' cost studies to the extent that they are premised upon
BellSouth providing loop-port combinations that should be recognized as resale. (BeUSouth Brief
at 17-21.) BeUSouth further repeated its criticism that the Hatfield Model determines the cost of
UNEs and intercoMection with little regard to the real-world experience ofan efficient provider in
the local exchange market. As BellSouth put it. the Hatfield Model's hypothetical provider comes
into existence in a"snapshot" fashion with little history, and is assumed to be able to serve the entire
current volume ofdemand for a network element even though no separate market for it exists today.
With this level ofdemand, the Hatfield Model attempts to construct a network that recognizes current
wire center locations but builds essentially every other aspect ofthe network from scratch, in one feU
swoop. (BellSouth Briefat 21.)

MFS Conununieations Company, Inc. and WorldCom.lnc. (collectively "WorldCom") urged
the Commission to reject BellSouth's loop cost study, and instead price loops with the same cost
model that the Commission will use to establish Georgia's eligibility for federal universal service
support, under rules ofthe FCC. (WoridCom Briefat 1,2-5.) WorJdCom premised its position on
asserted inadequacies ofBeUSouth's study and the need to deal with loop costs, among other costs,
in upcoming universal ~ce proceedings. WorldCom stated that embedded costs which were
incurred piecemeal do not recognize the kind of volume discount to which BellSouth would ~t

entitled if it were reconstructing its network with a "scorched node" approach, which it asserie!
TELRIC~ and added that BeIlSouth's embedded cable costs in the study and in the proposed
RRR charge were based on purchasing much smaller size cable, for piecemeal installation, than
BeUSouth would buy when reconstrUcting its network. rmally, WorJdCom stated that Bc1JSouth's
embedded costs do not reSect modem network design principles that tend to emphasize cost-saving
techniques. (WorldCom Brimat S, 7-10.)

The Stafi'recommended the adoption ofBellSouth's approach ofusing the existing network
configuration and making adjustments to reflect the costs of forward-looking technology. This
approach recognizes BellSouth's existing network configuration, while recalculating the associated
costs in order to reflect forward-looking costs. While the Staff'recommended other adjustments to
BeJISouth's cost studies, the Staffagreed with BeJISouth regarding this major assumption ofthe cost
model methodology. The Staffalso noted that the Hatfield model assumes the ability ofCLECs to

Docket No. 7061-U
Page IS of65



recombine unbundled network elements in a manner that contradicts the Commission's previously
decided policy, although the primary basis. for the Staff's recommendation was that it is more
reasonable to accept BellSouth's existing network configuration than to rebuild the network
essentially overnight. The populations to be served grew over time u did BelISouth's network. Thus
the Staffaccepted the existing configuration, but repriced its costs in order to be forward-looking.'

DilcHssion

The Conunission finds and concludes that the Staff's reconunendation is reasonable. This will
result in use ofBeUSouth's existing network configuration, while repricing its costs in order to be
forward-looking. The Hatfield Model, by contrast with BeUSouth's approach, ignores that
BeUSouth's network typically grows in discrete inaements to meet demand growth as it materializes.
The Commission is sensitive to the need for open models subject to public scrutiny, and does not
intend to endorse the proprietary nature ofBellSouth's models. The Commission adopts the Staffs
recommendation because it is a reasonable approach that will result in reasonable rates.

The Commission does not reach any decision regarding whether BelISouth's assertions
regarding proprietary aspects of the models are based upon valid trade secret claims as defined in
a.c.G.A. § 10-1-76(4) and thus protectable &om public disclosure under the Georgia Open Records
Act, a.c.G.A. §§ 50-18-7011"" and the Commission's Rule 515-3-1-.11. The Commission has
previously expressed concern (e.g., Order Ruling on Arbitration at 12, November 8, 1996, Docket
No. 6759-U) that cost models used as evidence for Commission decisions should be as open as
possible. When a particular scientific proc:edure or technique is challenged, the decision-making body
makes a determination whether the procedure or technique in question has reached a scientific stage
ofverifiable certainty, based upon evidence, expert testimony, treatises, or the rationale ofcases in
other jurisdictions. Orkin Extenninatina Co y McIntosh. 215 Ga. App. 587,452 S.E.2d 159
(1994).9 At the same tilDe, the Conunission is not bound by the strict rules ofevidence, and may
exercise such discretion·as will facilitate its efforts to ascertain the facts bearing upon the right and
justice of the matters before it. O.C.G.A. § 46-2-51. Although BelISouth's models are not fuIlf
open, BeUSouth has afforded more discovery and review ofvarious aspects ofthem than it previously
afford~ to other parties. At the same time, it remains evident that openness and availability for
public scrutiny can only benefit the process of reviewing cost models and detennining costs. In this
case, the issue of openness of the models is not dispositive and instead, the Commission adopts its
approach on the basis of the fUndamental theoretical dift'erence between "scorched node" and
BellSouth's usumption ofthe existing network configuration.

• Be1IScMh also repriced its DelWGdc to develop f'orwanI-Ioalci CXIIIS, but as discussed later, the Staff
made additiClDll adjusan.a to dewlap 1be most appropriate cost factors whicb this Commissioa bas adopted.

9 See also Hubbard y State. 207 Ga. App. 703,429 S.E.2d 123 (1993); IIId uExitiDg the Twilight
Zouc: CbanJCS in the Standard for Admissibility ofScieatific EvidaJ~ in 0c01Jia." 10 Ga. 51. U. L. Rev.
401 (1994).
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The Commission does not endorse BellSouth's citation oftraditional rate-of-return analysis
in support of the BellSouth cost methodology approach. See, e.g., Federal Pawer Commission v.
Hope Natural Gas Co., 320 U.S. 591, 603 (1949)~ Bluefield Waterworks & Improvement Co. v.
Public Service Commission ofWest Virginia, 262 U.S. 679, 692-693 (1923). While these cases may
provide useful insight into the cost ofcapital to be applied for cost-based rates, as discussed later in
this order, they involved traditional rate-of-return or rate base regulation that has been explicitly
superseded pursuant to Section 2S2(d). While overarching constitutional principles remain in place
to prohibit confiscation, the traditional rate-of-retum analysis must yield to an approach consistent
with a competitive envirorunent. Moreover, BeUSouth has explicitly elected alternative regulation
under the Georgia Act, D.C.G.A. § 46-5-161 et seq., in lieu oftraditionaJ regulation.

The Commission concludes that Section 2S2(d) does not preclude consideration of
BellSouth's existing network configuration. Section 2S2(d) does not prohibit consideration of
BellSouth's aetual costs, and it also does not prohibit repricing the network in order to reflect
forward-looking costs. Indeed, since Section 2S2(d)(I)(A)(ii) proscribes traditional rate-of-retum
or rate base methodologies, it certainly supports moving away from traditional recovery of all
embedded costs. The fundamental BellSouth.approach ofdetermining the actual costs on a going­
forward basis is reasonable under both Section 252(d) and under the Georgia Act, a.c.G.A. §§ 46-5­
161 et seq., 46-5-165. While the Hatfield approach urged by AT&T, MCL and other intervenors may
be sustainable under these statutory provisions, the Commission finds and concludes that the Staff
approach ofusing the BellSouth methodology with further improvements in the cost adjustments is
the most appropriate in this proceeding, will meet the 'Statutory requirements, and will result in just,
reasonable, and nondiscriminatory rates. In this sense, and given that the choice ofinputs has more
impact on the results than the choice ofthe model, the Commission concludes that the end result of
cost-based rates is ultimately more important than strict adherence to a particular methodology.

2. BdlSQuth's PmllgsCd "Hajdu" Bccovca Rcqujmmcat "

BellSouth proposed a "Residual Recovery Requirement" ("RRR") factor as a surcharge 10.
its TELRIC calculated costs for loops and local switching. The purpose of this RRR factor is·ta
recover BenSouth's embedded costs, by adding the surcharge for the difference between forward­
looking and embedded costs. BellSouth witness Caldwell described the RRR as a cost additive to
reflect the differences between the "theoretical cost" and the "actual cost" ofthe unbundled network
element (UNE). (Caldwell Direct (panel) at 42.)

BeliSouth contended that pricing that is completely forward-looking will not provide
BeUSouth with a reasonable opportunity to. recover its investment in the plant and equipment
currently in place and that wiD be used to provide service to customers. Thus BellSouth characterized
the RRR as "the difference between what BellSouth would recover under a pure TELRIC price of
a loop and port and the amount necessuy to allow BellSouth to recover all of its embedded
investment in the loop and port." (BeUSouth Briefat 34.) BellSouth argued that nothing in the 1996
Act prohibits the consideration or recovery of"ern\1edded," "sunk," "stranded" or "actual" costs. (Id.)
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Indeed, BeilSouth argued that not allowing the RRR would be a confiscation ofBellSouth's property
contrary to the Amendments V and XIV ofthe U.S. Constitution and Article I, Section 3, Paragraph
1 ofthe Georgia Constitution; citing also FCC v. Florida Power Corp., 480 U.S. 245, 253, 107 S.Ct.
1107, 94 L.Ed.2d 282 (1987); ProvidentMutual life Ins. Co. v. City ofAtlanta, 864 F. Supp. 1274,
1282 (N.D. Ga. 1994).

The Consumers' Utility Counsel pointed out that BeUSouth approaches this docket from a
seller's perspective, and begs the question: How would a CLEC building its own forward-looking
network incur any historical costs? In addition, BeUSouth's historical costs, when added to the
TELRIC ofUNEs, are such that competition in local exchange service would be unlikely if the total
prices thus proposed were adopted. It does not foDow, contended the CUC, from a policy
perspective that CLEes should pay for BeUSouth's historical costs. (CUC Briefat 10.) The CUC
has always supported the concept oflong-nm incremental cost ("LRIC") and was an early supponer
oftota! services long-run incremental cost ("TSLRIC"), upon which the FCC relied in developing the
concept of TELRIC. Accordingly, the CUC cannot and does not suppon the RRR urged by
Be11South, or any embedded cost characteristics that BeUSouth's models may contain. (CUC Brief
at 10-11.)

AT&T witness Ellison criticized BeIlSouth's RRR proposal, pointing out that in the past and
in other proceedings BeilSouth has advocated the use oflong-run incremental costs ("LRIC") instead
ofembedded costs to define both the price at which BellSouth is fully compensated and the cost that
BellSouth believes should be the basis for intercoMection prices. BellSouth has argued before state
regulators for the ability to establish various service prices, panicularly prices for competitive
services, at or below incremental costs. For example, BeUSouth sponsored a witness (Frank Kolb)
before the Georgia Public Service Commission in Docket No. S2S8-U who supponed the use oflong
run incremental cost as the proper standard in computing a price floor and testing for a subsidy. Mr.
Kolb further testified in~ proceeding that fuDy distributed costs are inappropriate for competitive
pricing and do not reflect the true economic costs associated with the decision to provide a service,
because they do not retlect the current or prospective value ofthe capital investment used to provia~

the service, and are misleading because oQgoing costs (maintenance, administration and othe1
operating expenses) are not fixed at their past levels, nor are the methods ofproduetion unchanging.
BeIlSouth also supponed the use ofLRIC for intercoMection pricing in aMarch 1995 filing with the
European Conunission. Mr. Ellison also criticized BeUSouth's RRR. proposal as being anti­
competitive, and testified that inflating the rates charged to new entrants would assure BeIlSouth of
retaining its monopoly hold on alarge proportion ofGeorgia consumers for years to come. (Ellison
Supplemental-Rebuttal at 42-46.)

AT&T and MCI also sponsored witness Wood who explained that BeUSouth's proposed
Residual Recovery Requirement is a purely embedded cost component. (Wood Supplemental­
Rebuttal at 35.) According to Mr. Wood, the RRR has three meanings in this proceeding: one
conceptual, one practical, and one strategic. IfBeIlSouth's TELRIC figures represent forward­
looking economic costs (which Mr. Wood disputed), the RRR would quantify the amount by which
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BellSouth'5 current costs exceed the costs that would be incurred by an efficient carrier serving the
same geographic area. The practical meaning ofthe RRR is that it automatically ensures that all of
BellSouth's historic costs are recovered (i.e. ensures that BellSouth is "made whole," even though
it is no longer subject to traditional rate-of-retum regulation in the traditional monopoly
environment), and renders moot all oftile loop and switch port cost studies that BeUSouth presented.
For example, BeUSouth's proposed rate including the RRR was 52S.28~ and ifthe TELRIC portion
of this were adjusted downward by 52.00, the RRR would automatically increase by 52.00 to
compensate, so BeUSouth's proposed rate would remain 525.28. (Wood Supplemental-Rebuttal at
36-40.)

Not least significant, Mr. Wood elCpIained that the strategic aspect ofthe RRR is its proposed
application only to the local loop and port elements <see BeUSouth witness CaldweU Direct at 42).
As Mr. Wood testified, this would make the RRR a tool for developing discriminatory rates in
violation of Section 2S2(d)( I) of the 1996 Act. While BellSouth witness Ms. Caldwell stated that
the loop and switching port elements comprise only 70 percent ofthe costs used to develop the RRR
and the remaining 30 percent was created by other network elements, no part ofthe RRR was applied
to such other network elements. Mr. Wood concluded that allowing the RRR would therefore have
the additional unfortunate impact ofproviding BeUSouth with additional monopoly power to extract
unduly high prices for the essential loop and switch port elements from its competitors. (Wood
Supplemental-Rebuttal at 41-42.)

AT&TIMCI witness Dr. Cabe testified regarding the basic economic underpinnings to the
pricing standards of the Act. He stated that the requirement that the prices be "based on the cost
(determined without reference to a rate-of-retum or other rate-based proceeding)tI should be
interpreted to mean that prices should recover efficient economic costs, and nothing more. MCI
argued that to do otherwise would create a barrier to entry in Georgia for companies who would
compete in the local exchange markets, and that Dr. Cabels testimony on this point was unrebutted.
(MCI Brief&. Proposed'Order at 9, citing Cabe, Tr. 1581.)

-- ,
The GPCA argued that historical costs should not be included in the rates for UNEs, and that

the objective of any methodology should be to determine the rate at which BeUSouth will be
compensated for the costs that would be inalrred by an efficient provider. The GPCA urged that the
goal ofthis docket should not be to make BeUSouth "whole," "whatever that may mean." (GPCA
Briefat 2.) The GPCA stated that rates may be sufficient to recover direct costs, but may not allow
recovery of more than an appropriate level of overhead cOsts or include historical pricing
methodologies. The GPCA concluded that BeDSouth's cost study did nOt satisfY the appropriate cost
criteria, and that BeDSouth should be allowed to recover TELRIC costs and nothing more. (GPCA
Briefat 2.)

WoridCom also criticized the proposed RRR, stating that BeIlSouth should not recover
embedded costs because they do not recognize the generally declining costs oftecbnology that lead
to lower costs offiber optic cable and loop electronics, or forward-looking productivity. WoridCom
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stated that BellSouth should have applied a factor for declining cost characteristics, and a forward­
looking productivity factor. (WorldCom Briefat 5-6, citing Poner Testimony at 5-7)

Consistent with the forward-looking approach, the Staff recommended against allowing
BellSouth's proposed Residual Recovery Requirement (RRR) because the RRR would cause the
forward-looking prices to reven back to historical, embedded-cost prices that are conceptually the
same as rate ofreturn or rate-based prices.

The Commission agrees with the Staff and eenain intervenors that allowing BeUSouth's
proposed Residual Recovery Requirement would run counter to the goal of moving Georgia's
telecommunications marketplace toward competition, and would contravene the directive ofthe 1996
Act at Section 252(d)(l)(A) that UNE prices are to be bued on the cost "determined without
reference to a rate-of-return or other rate-based proceeding." The proscription in Section
252(d)(I)(A)(ii) against traditional rate-of-retum or rate base methodologies certainly suppons, if
not mandates abandoning the traditional method ofestablishing rates to recover all embedded costs.
The Commission's previous Orders in this docket (December 6, 1996) and in Dockets No.
6415-U/6537-U (September 18, 1996) established a presumption that prices should be based upon
TELRlC, as a forward-looking methodology. BeUSouth was afforded in this docket an opportunity
to show otherwise, but the Commission concludes that the forward-looking TELRIC methodology
adopted herein is appropriate under the statutes and reasonable under all the circumstances. lo

The Conunission further concludes that BeUSouth is not entitled to claim the RRR in order
to be "made whole" under state law either, because BeIISouth elected alternative regulation under
the Georgia Act. Moreover, the forces ofcompetition as well as the Georgia Act and 1996 Act have
rendered traditional monopoly guarantees ofembedded cost recovery obsolete. M the U.S. Supreme
Court has stated, even tne Due Process clause is only applied to prevent "governmental destruction
ofexisting economic values. It has not and cannot be applied to insure values or to restore val~·
that have been lost by the operation ofeconomic forces." Market Street Railway Co. v. Railroad
Commission, 324 U.S. 548, 567 (1945). BellSouth's proposed RRR would fluctuate in amount.
depending upon the forward-looking TELRIC calculation, and simply adds to the TELRIC costs the
amount that would resu1t in full recovery ofhistorical, embedded costs. Essentially the RRR would
result in Be1lSouth recovering its embedded costs in a manner consistent with fuUy distributed costs
under traditional rate-of-retum or rate base regulation. The way in which BeIlSouth developed and

10 AT~T's Proposed Order filed October 20, 1997, iDdicatcs that AT~T coosiders the reasonable
al10cabaI offorward-lookiDa joiDt aDd CClI1IDIOII costs to be separate from, ad additioaal to, TELRlC costs.
AT&T Proposed Order at 6-9. AJtbousb the Commission rec:ogaizes the basis of AT&T's view, this
Commission does Dot make such a distiDctioa in this case. AccordiDgly, in adopting a forward-looking
TELRIC approadl, this Commission also endorses the concept ofa reasonable allocatiOl1 offorward-looking
joint and common costs.
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proposed the RRR shows that even BeUSouth does not consider the associated costs to be pan of
the forward-looking or economic cost approach under Section 252(d) for establishing cost-based
rates for UNEs and intercoMection. Thus the RRR falls under the category ofvalues lost by the
operation of market forces under the Market Street Railway analysis.

It should be noted, simiJarly, that BeUSouth's proposed RRR represents only BellSouth's view
of what it would be entitled to recover for its embedded costs. It is a matter ofspeculation as to
whether, had the Commission conducted a traditional rate-of-retum or rate base proceeding, the
Commission would have agreed with the amount of and rate design for any such embedded cost
recovery.

It is a wel1-estab1ished principle ofstatutory construction under both Georgia law and federal
law that words generaDy bear their usual and conunon meaning and that the words in a statute should
be given their ordinary meaning. See Ardestani v.Immigration &- Naturalization Service, 502 U.S.
129, 130 (1991); O.C.G.A. § 1-3-1(b). Although Sections 251 and 252 ofthe Act are clear when
read as a whole, it is equally important for the Commission to consider the intent of Congress in
discharging its responsibilities under the Act. Although the evidence presented in this docket is quite
voluminous, the application of the law to that evidence is not difficult. The pricing standards
contained in the Act require that rates be based on cost, but not on historical or embedded costs. If
set pursuant to this basic standard, such rates will act to promote competition in Georgia's local
exchange market and satisfY the intent of the 1996 Act as well as the pertinent provisions of the
Georgia Act.

The Cormnission does not agree with BeUSouth's attempt to argue confiscation under the U.S.
and Georgia constitutions. Numerous parties raised similar constitutional concerns in the appeal of
the FCC's Interconnection Order. In its opinion on review ofthat Order, the U.S. Court ofAppeals
for the Eighth Circuit noted these concerns, but concluded that such claims were not yet ripe for
review. Iowa Utilities Board, 120 F.2d at 818. There are several reasons why the confiscation
argument does not apply to BeUSouth's RRR. These include the Market Street Railway analysis; lb.
fact that BeliSouth is no longer subject to traditional regulation under the Georgia Act, and under
Section 252(d)~ and not least, the fact that recovery ofeconomic costs in UNE, intercoMection, and
for that matter coUocation rates wiD adequately compensate BeUSouth for the services which it must
provide to CLECs under the Act.

In addition, the proposal ofapplying the DR only to the loop and switch port element would
artificially inflate the price of these elements relative to the price ofother elements in a way that
results in discriminatory rates in violation of Section 2S2(d)(l) ofthe 1996 Act. The Commission
concludes that allowing BeUSouth's RRR (which BeUSouth priced at 55.83 for the loop) would
artificially inflate the prices that consumers must pay for local exchange services, would create a
substantial barrier to entJy, and would be discriminatory, contrary to both the 1996 Act and the
purpose and letter of the Georgia Act.
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B. User-Adjustable Inllgt Assgmlltions

Each cost study includes major assumptions that can be adjusted. The following subsections
ofthis Order contain discussions ofcertain major assumptions that have a significant impact upon the
resulting UNE rates.

1. COlt oCCapital

BellSouth must earn a reasonable return on its investment as a part of recovering the
appropriate costs in this proceeding. A reasonable return, often referred to as "profit," should be
considered pan ofthe costs that an ILEC should receive because the cost ofcapital is a necessary
part of making the investment that makes the unbundled netWork elements and other facilities
available. Therefore, aJthough BeUSouth is no longer subject to traditional "rate ofreturn" regulation,
the cost ofcapital is one of the costs.that must be considered in determining cost-bued rates in this
proceeding. The 1996 Act at Section 252(d)(I) provides that the rates for interconnection of
facilities and equipment and for netWork elements shaD be based on the cost, and "may include a
reasonable profit." Classic economic theory holds that the cost ofproviding a good or service must
necessarily include a reasonable return in order to enable the investment necessary to carry on the
business. "[T]he rate of return includes profit (in the traditional sense), as well as interest on debt
capital and dividends on preferred stoCk."11

The Commission must make a determination with respect to the following three items: (1)
what is the proper capital structure; (2) what is the proper cost ofdebt; and (3) what is the proper
cost ofcommon equity. In its analysis ofthe evidence and its determination of the appropriate capital
structure. cost ofdebt and cost ofequity the Commission should be guided by the principles set forth
by the V.S. Supreme Court in Bluefield Water Works and Improvement Co. v. Public Service
Commission ofWest Virginia, 262 U.S. 679 (1923) and FederalPower Commission v. Hope Natural
Gas Company, 320 U.S~ 602 (1944). Essentially, these cases require that the return on common
equity set by the Commission be commensurate with returns on investments and enterprises~
similar risks; that the return is adequate to ensure the confidence of the financial markets; and is
sufficient to allow the Company to maintain its credit worthiness and to allow it to attract capital as
required on reasonable terms.

The V. S. Supreme Court has aftinned these standards in more recent decisions in Federal
Puwer Commission v. Memphis Light, Gas cf Water Division, 411 U.S. 458 (1973); Permian Basin
Rate Cases. 390 U.S. 747 (1969); and most recently in Duquesne Light Company andPennsylvania
Power Company v. Barasch, 109 U.S. 609 (1989). Although this case does not involve traditional
rate-of-retum regulation, these standards remain an appropriate reference for purposes ofdetermining
cost ofcapital as a part ofcost-bued rates.

11 Charles F. PbiJIips, Jr., The Regadtztton o/Public Utilities (31ll Ed., PubJ. Util. Rpts. 1993), at 375-
376.
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In this proceeding, the Conunission received the expen testimony ofthree witnesses relating
to the fair and reasonable rate of return on common equity. BeUSouth's witness, Dr. Billingsly, did
not submit direct testimony but did submit rebuttal testimony to the direct testimony ofthe other two
witnesses, Dr. Cornell on behaJfofAT&TIMCI, and Dr. Legler on behalfofthe Staff. In his rebuttal
testimony, Dr. Billingsly also testified to the reasonableness of the Company's proposed cost of
capital including the cost ofcommon equity, essentially presenting the Company's affirmative showing
in this area. AU ofthese financial experts presented detailed explanations of several methodological
approaches to the determination ofthe cost ofequity.

AD three ofthe expert witnesses applied in various ways the three financial models generally
found acceptable by the Commission over the years. BeUSouth witness Billingsly applied the
Discounted Cash Flow model, the Capital Asset Pricing Model (CAPM), and the Risk Premium
approach. Although Dr. Billingsly set out to confirm the reasonableness ofthe Company's requested
overall return, he concluded that the current cost ofequity capital for BeUSouth is within a range of
14.83% to 15.28%. His estimates included an adjustment for flotation costs. His DCF model results
produced a range from 14.93% to 15.28%~ his CAPM analysis produced a range from 14.83% to
14.93%~ and his risk premium approach produced a range from 14.29010 to 15.15% based on the
overall equity market as measured by the Standard & Poor's 500 Index. (Billingsly Testimony, page
4, lines 10-21)

AT&TIMCI witness Cornell applied the DCF method and the CAPM method. Dr. Cornell
estimated the cost ofequity to be in a range from 10.64% to 11.05%. From this range he selected
the midpoint, 10.85%, as his recommended cost ofequity. His overaIJ range reflects the midpoints
of his estimates of the financial models. The actual DCF range was 8.56% to 11.91%. (Cornell
Testimony, page 14, line 20), and the CAPM range was 10.97010 to 11.14%. The Staft'submits finds
that it would be more accurate to characterize Dr. Cornell's range as from 8.56% to 11.14%,
somewhat broader than he suggests..

Staffwitness Legier utilized a Discounted Cash Flow analysis, a Risk Premium analysis, and.
a Capital Asset Pricing Model analysis. Dr. Legler recommended a cost ofcommon equity of 11.38j~

the midpoint ofhis range of10.3% to 12.2%. Dr. Legler updated his original estimates in his rebuttal
testimony filed on August 29. 1997. In contrast to Dr. Billingsly, Dr. Legler recommended that no
flotation cost adjustment be applied. Dr. Legler applied the financial models to data for BellSouth,
the BeU Regional Holding Companies, and a group ofindependent telecommunication companies.
He reported his results for these groups ofcompanies, and found considerably broader ranges of
estimates than his recommendation would imply.

BellSouth assened that the reference in 47 U.S.C. § 252(dXl)(B) to a "reasonable profit"
means a profit that is over and above the recovery of all costs, including the cost of capital.

. However, BellSouth stated, it has not specifically sought a profit in addition to its cost of capital.
(BellSouth Briefat 52.) BeUSouth stated that it accepted the FCC's "suggestion" at Paragraph 702
ofOrder 96-325 that the CLIITaltly authorized rate ofretum at the federal or state level is a reasonable
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staning point for TELRIC calculations. and thus based its cost studies on the currently authorized
FCC return on investment of 11.25 percent. Based on a capital stnleture of40 percent debt and 60
percent equity, this would translate to a return on equity of 13.42 percent and a cost ofdebt of 8
percent. (BellSouth Briefat 52.)

DiscIssion

The Commission adopts the cost ofcapital presented by Staffwitness Dr. John B. Legler in
this proceeding, including the mid-point ofthe range he presented for the cost ofequity capital. Dr.
Legler's analysis was forward-looking and took account of the changing risks in the increasingly
competitive telecommunications marketplace in Georgia. Dr. Legler's analysis assessed investor
expectations for telecomrrwnieations companies in general, and BellSouth in particular, in the current
environment of increasing deregulation and competition. This market-determined approach
incorporating investor expectations thus reflects investors' forward-looking requirements for return
on equity capital.

The Commission does not accept BellSouth's assertion that the "reasonable profit" referred
to in 47 U.S.C. § 2S2(d)(I)(B) means a profit over and above the costs including cost of capital.
While this point may be moot since BellSouth did not seek such an explicit additional profit, the
Conunission notes that BellSouth's interpretation would run counter to established pricing principles
that the reasonable profit is incorporated within the concept ofcost ofcapital, precisely because that
is the profit expected by investors - the "cost" to be covered - in return for corrunitting capital.

The U. S. Supreme Court has made it clear that the setting of just and reasonable rates
involves a balancing of the interests of investors and ratepayers. Hope, supra, 320 U.S. at 603.
While these standards were established in the days of "traditional" ratemaking, they are stiD
appropriate for a case such as this wherein the Commission must assess the appropriate return as a
part of BellSouth's co$ls. The cost of debt and the cost of equity generally move in the same
direction, though not nec:essarily in lock-step. The financial models employed by the expert witnes~
are helpful in making the necessary determinations, but the results ofthese models must be tempeie8
with reason and informed judgment. In this regard, the Commission must use its own expertise in
judging the credability and reliability oftile testimony presented by the witnesses, and exercise its own
e"pertisc in evaluating the financial climate.

The Cost Q/Common Eg,ujl)!

As the Consumers' Utility Counsel succinctly put it, the question regarding cost ofequity is
how much the company must earn in order to induce investors to hold and to continue to buy its
common stock. Although the Conunission should not adhere to one particular theory or
methodological application to detennine the cost of equity, it should test the estimates and
recommendations presented to it against· the standards discussed above to determine the
reasonableness of the approaches used by the witnesses. With these standards in mind, the
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Conunission may carry out its responsibilities to engage in acareful analysis ofthe evidence regarding
the cost ofequity.

The financial models were applied in different ways. For example, Dr. Cornell used a multi­
stage version of the DCF model. While the multi-stage version ofthe DCF model has an apparent
advantage in the degree ofsophistication, ultimately judgment must be used in selecting the required
growth rates. The Commission finds that this version of the model does not necessarily produce
superior results compared to the more simple version ofthe model, nor is there less subjectivity in
the selection of the growth rates. The Commission also notes that Dr. Billingsly used a version of
the DCF model which takes into consideration the quarterly timing ofdividend payments. Using the
quanerly version of the DCF model will produce higher estimates ofthe cost ofequity. However,
it is not necessaJy for ratepayers, or in this case purchasers ofservices, to be required to provide that
added or incremental return. Shareholders can obtain this increment to the return simply by investing
the dividends they receive.

The Commission finds that Dr. Legler's recommended range is the resuk ofsound judgment
that reflects a forward-looking approach rather than the arithmetic averaging technique favored by
the other witnesses. Having thoroughly reviewed the testimony ofthe witnesses, the Commission
finds that the differences in the recommendations'are based largely on the comparison or proxy
groups chosen by the witnesses in the app6eation ofthe financial models. Dr. Cornell and Dr. Legler
chose to use telephone companies in their analyses. Dr. Billingsly chose to use a group of 20
companies from a population of390 firms in his analysis. Dr. Billingsly used a method known as
cluster analysis to select this group ofcompanies. Dr. Billingsly stated that as a portfolio or group
ofcompanies. he betieved that the group was ofcomparable risk to BeDSouth. He acknowledged that
individual1y the companies were not comparable in riskiness to BeUSouth. But based on the measures
of risk that he chose to use, these were the 20 companies closest in riskiness to BellSouth. No
company could be substituted for one of the twenty and make the group more comparable.
Therefore, these compa6ies must be close to one another's riskiness. Companies comparable in
riskiness should have reasonably comparable expected returns. But as shown on Exhibit No. RSB,~
ofDr. Billingsly's testimony, the individual results for the companies are not comparable or closely
grouped around the averages he reports. The results based on ZACKS growth rates range from
11.61% for Chevron to 20.22% for Motorola. The StaB'agreed with Dr. Cornell's statement that
ifwe "were to accept the results ofhis cluster analysis, then one would have to believe that the risk
ofthe network element leasing business was more similar to the risks faced by Coca Cola, McDonaids
and WalMart stores, as examples, than to the risks ficed by Be1ISouthls parent company BeIISouth
(which owns LEC's and the underlying network elements)." (Cornell, Surrebuttal Testimony, page
2, lines 13-17). The Staffclisasreed with Dr. Billinply's usertion that Dr. Cornell's and Dr. Legler's
SUITOgates or proxies are inappropriate, and submitted in this case that telecommunications companies
are a better comparison group to BeIISouth than the group ofpredominately non-utility companies
used by Dr. Billingsly.
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Some ofthe testimony touched on "flotation cost" as being a factor to include in the cost of
equity calculations. Flotation costs are such items as stock underwriting fees. The Consumers'
Utility Counsel agreed with Staffwitness Legler that ifno new stock is issued, as has been the case
with BeIlSouth since 1984, and none is planned, then no flotation factor is relevant. (CUC Briefat
34, citing Legler Direct at 42.) Further. the CUC pointed out, BeUSouth is planning to eliminate
stock through a billion dollar repurchase, thereby aetualJy reducing the current float; and there is no
reason to suggest than an equity issue will be made in the foreseeable future. (CUC Briefat 34.)

Based on aD ofthe evidence on the record. the Commission adopts the recommendations of
Staffwitness Dr. Legler regarding the cost ofcommon equity for BellSouth. Dr. Legler used two
basic methods to estimate BeUSouth Telecommunication's cost ofequity capital: (1) applications of
finance theory; and (2) the comparable earnings approach. Contrary to the CUe's suggestions (CUC
Briefal33-34), Dr. Legler's approach was inherently forward-looking and did not simply calculate
an embedded or historical equity cost. In performing his analysis, Dr. Legler used three financial
models acceptable to the Conunission: the Discounted Cash Flow method; the Risk Premium method;
and the CAPM. In applying these models. Dr. Legler used financial data for BeUSouth, the BeU
Regional Holding Companies, and a group of independent telephone companies. Based on these
analyses, he recommended a range for the Cost of common equity from 10.3% to 12.2%, with a
midpoint of 11.3%. Dr. Legler recommended that the midpoint be used for purposes ofcalculating
the overall cost ofcapital.

The Commission concludes that as a matter offact, law, and regulatory'policy, the Staff's
recommendations regarding BeUSouth's return on equity capital are reasonable, appropriate, reflect
a forward-looking approach and will allow Bel1South the opportunity to earn a fair, just and
reasonable return on equity for purposes of establishing cost-based rates in this proceeding.
Therefore. the Commission adopts Dr. Legler's reconunended midpoint of 11.3% as the Commission­
authorized return on (i. e., cost of) equity capital for purposes of computing the costs in this
proceeding.

CQstQfDeht
. .

. The Commission finds that the cost ofdebt should be consistent with the capital structure
(discussed below). BellSouth's embedded cost of debt as of June 30, 1997 was 6.44%. The
Consumers' Utility Counsel suggested that a forward-looking analysis should use only the current
or most recent yield for BeUSouth's bonds. rather than the embedded cost ofdebt. (CUC Briefat
32-33.) BeIlSouth claimed that the current forward-looking cost ofdebt would be at least 7.S00.lo.
(Billingsly Testimony. page 5. lines 12-13.)

However, singling out the current or most recent debt wiD not necessarily be the best forecast
for forward-looking debt costs, ,since the cost of debt can be expected to vary over future years.
BeJISouth·s current embedded cost ofdebt reflects a range ofdebt costs over time, so it represents
a reasonable proxy for a range ofdebt costs over fUture years. From another point ofview, it does
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not appear necessary for BeUSouth to issue new long-tenn debt in the amount implied by the adopted
capital structure to finance the subject assets. Accordingly, any cost rate authorized in excess of the
actual embedded cost ofdebt would flow to equity and increase the return to common equity. The
Commission agrees with its Sta1fthat this would not be just or reasonable, and concludes that the
appropriate cost ofdebt to apply in this proceeding is the Company's' current rate of 6.44%. The
Commission notes that BellSouth's witness Dr. Billingsly used this rate in one ofhis tests of the
reasonableness ofthe overall requested return of 11.25%. (Billingsly Testimony, page 5, lines 5-10.)

Cqpital Structure

The Commission recognizes that BellSouth's capital structure has reflected an increasing
equity ratio over the last several years, which generally tends to increase the overall cost ofcapital,
but there is no evidence that BeUSouth has taken explicit actions to effect this change. For example,
BellSouth has not issued additional common equity to increase the ratio represented by equity over
debt. Furthermore, BeUSouth did not seek to have market-based ratios used as a substitute for book
values. The CUC suggested (CUC Briefat 34) that Sta1fwitness Dr. Legler's use ofBeUSouth's
current capital structure was consistent with an embedded cost approach, rather than a forward­
looking approach. However, even if such a contention were theoretical1y valid, there is no clear
evidence of how a forward-looking capital structure would vary from the current capital structure.

Based on the thorough review in this record, the Commission concludes that it is appropriate
to use the most recent available actual capital stlUeture, and finds that this capital structure adequately
reflects what is likely to be a forward-looking capital structure. The Commission therefore adopts
BellSouth's actual capital structure as of June 30, 1997, consisting of41.68% debt and 58.32%
equity, for purposes ofcalculating the weighted average cost ofcapital for this proceeding.

1be Qyerqll Cost Q.fCtlllitai.•
Using the Commission's conclusions, the overall rate ofretum is derived as computed in the.

following table: . - .

OVERAll RATE OF RETURN
Ratio C%) Cost (%) Cost 00

Long-Tenn Debt
Common Equity
Total

41.68%
58.32%

100.00010

6.44%
11.300At

2.68%
6.59%
9.2""

Therefore the overall rate ofreturn for computing costs in this proceeding is 9.27'Aa.12

12 This has the effect, by way of example, of reduciDs BeIlSoutb's proposed 2-win: analog loop
recurring (moathIy) rate by S1.81. Tbese decRases ia rata are: SIaDCkloae adjusuneats. This means that when
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2. Depreciation

Depreciation expense is one of the major costs that must be considered in establishing the
cost-based rates in this proceeding. Both of the cost models presented by the panies contain
assumptions regarding depreciation expense, which in tum is a function of the length of the plant
lives. The longer the plant life, the lower the depreciation rate and the lower the depreciation expense
per year that is factored into the cost methodology.

AT&T and MCI submitted testimony recommending use of the projection lives underlying
the depreciation rates prescribed by the FCC in its 1995 prescription of depreciation lives for
BeUSouth in Georgia. Further, their testimony stated that the FCC required that only forward­
looking costs be used in the setting ofplant lives and the calculation ofcosts must be based upon the
expected economic lives ofnewly placed plUlt. The StafFstated that the FCC used statistical studies
of the most recent prescribed factors and each carrier's most recent retirement patterns, carriers'
plans, and current technological developments and trends. The FCC stafFalways used a forward­
looking approach to setting depreciation rates and rarely uses historical data.

AT&TIMCI witness Majoris reconunended the use ofregionaJ economic lives consistent with
depreciation lives used for public reporting purposes. MCI noted that these financial book lives are
conservatively biased to protect shareholders, not the interest ofratepayers. (MCI Brief&. Proposed
Order at 20, citing Majoris Direct at 12-13.) The Hatfield Model used projection lives and future net
salVage percent prescnbed for BeUSouth in Georgia in 1993 by the FCC. MCI stated that the FCC's
projection lives are of a forward-looking nature as confirmed by empirical tests. (Id.) These
depreciation rates are also specific to Georgia.

BeUSouth proposed depreciation lives consistent with those it uses for public reporting
purposes and regulatory reporting in Georgia. (CaldweWZlrakas Direct at 9.) The proposed lives
used in BeUSouth's TEhllC cost studies were based on BeBSouth's 1995 and 1996 Depreciation
Studies, which contain detailed explanations of methodology, data, and analysis that BellSo~!­

contended support the asset lives and other depreciation parameters presented in the studies.
(BellSouth Brief at SO, citing Cunningham Rebuttal at 6-8 and attached Depreciation Studies.)
BellSouth claimed that the FCC depreciation lives for establishing depreciation rates are too long and
anti-eompetitive beca' '!Ie actual lives are shoner than those prescribed by the FCC and do not allow
BellSouth to recover its investment. BellSouth fi.lrther claimed that the FCC lives are too long
because ofnonnaJ equipment mortality. and that the FCC has not looked forward enough to properly
assess the impact of technological evolution and increasing competition to determine appropriate

each adjUSlmellt is made siasIY (011 a stIDd-Iloae basis) to BellSoudI's study, it bas !be stated effect. H~r.
wbeo all tile adjumr.euts are made, the iaraadive effect results ill a total UDified adjUSUMDt that is dift"eRnt
fran the mere addiDoa ofthe sraDd1Icae adjusImeats. For example, the cost ofcapital adjuSlmeDt itself tends
to reduce the effect ofall otber staDd-aloae adjustmeats beca"Je it reduces the overall return associated with
the capital investment portiOl1 ofcosts.
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forward-looking lives. Fmally BellSouth claimed that because ofthe Georgia Act at D.C.G.A. § 46­
5-169(8), it is able to establish its own depreciation rates. (BeUSouth Briefat 49-52.)

AT&T assened that BeUSouth's depreciation rates are not state-specific, would recover
BeUSouth's investment faster than a competitive market would permit, and thus would be
discriminatory. AT&TIMCI witness Majoros testified that over a decade ago, the FCC directed its
staft'to put less emphasis on historic data in estimating productive lives, and to pay "closer attention
to company plans, technological developments and other future-oriented analyses...13 Recently, he
added, the FCC reaffirmed its forward-looking orientation in connection with the simplification of
its depreciation represcription practices.14 Mr. Majoros also analyzed and presented evidence
showing that the FCC's projection lives for depreciation have been.forward-looking. (Majoros Direct
at 4-7.)

Mr. Majoros also compared BeUSouth-Georgia historical lives and retirement patterns to the
FCC-prescribed lives and retirement patterns for the major accounts. He found that the FCC's
prescribed projection lives are generally much shorter than the recent historical indications.
Additionally, the FCC's prescnbed retirement patterns are much more accelerated than indicated by
recent historical experience. He concluded that the FCC's prescribed lives and retirement patterns
as set forth in the FCC's most recent prescription ofBeUSouth-Georgia's depreciation rates are
forward-looking, and recommended their use in this proceeding. (Majoros Direct at 8-9.) .

The Staffrecommended that for purposes of the assumptions contained in the cost studies in
this proceeding, the Commission use the plant lives and depreciation rates as prescribed by the FCC
for BeIlSouth's operations in Georgia. The Staffstated that these should be appropriate for the cost
study methodology and model assumptions, unless and until such time as the FCC enters into any new
rulemaking on the matter. The FCC is fully aware ofthe increasingly competitive telecommunications
marketplace, as evidenced by the FCC's FII'St Report and Order in the interconnection docket (CC
Docket 96-98) dated August 1996, which foUowed lengthy proceedings. Certainly the 1996 Act.
which was enacted in early 1996, was preceded by lengthy Congressional proceedings and muelr
public discussion which included the FCC. Therefore the depreciation rates developed by the FCC
for its 1995 proceedings included consideration oithe increasingly competitive market. In addition.
the FCC's orders and the evidence presented in this case show that the FCC-prescribed lives and rates
are forward-looking and are reasonable for use in the cost studies in this proceeding. The Staff's
recommendation has the effect of reducing BeUSouth's proposed 2-wire analog loop recurring
(monthly) rate by $0.94.

l3 Report on Telephone llldustry Dep,.,ciattorr, Tar and (AptttJV&perrse Policy. AccountiDg and
Audits Division, FCC (April IS, 1987) ("AAD Reportj at 8.

14 In re Simplification of the Depreciation Prescription Process, CC Docket No. 92-296
("Prescription Simplification" proc«dioS), Third Report aDd Order (Order 95-181, May 4, 1995) at 6.
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DycUPOlI

For purposes of the assumptions contained in the cost studies in this proceeding, the
Conunission will use the plant lives and depreciation rates as prescribed by the FCC for BellSouth's
operations in Georgia. These are appropriate for the cost study methodology and model assumptions,
unless and until such time as the FCC enters into any new ruJemaking on the matter. The FCC is fully
aware ofthe increasingly competitive teleconununications marketplace, as evidenced by many FCC
orders in recent years including the FCC's rU'St Report and Order in the local competition docket (CC
Docket 96-98) dated August 1996, which fonowed lengthy proceedings. Certainly the 1996 Act,
which was enacted in early 1996, was preceded by lengthy Congressional proceedings and much
public discussion which included the FCC. Therefore the depreciation rates developed by the FCC
for its 1995 proceedings included consideration ofthe increasingly competitive market. In addition,
the FCC's orders and the evidence presented in this case show that the FCC-prescribed lives arid rates
are forward-looking and are reasonable for use in the cost studies in this proceeding. This adjustment
has the effect ofreducing BeJISouth's proposed 2-wire analog loop recurring (monthly) rate by $0.94.

While BenSouth is correct that the Georgia Act at O.C.G.A § 46-5-169(8) provides that a
company electing alternative regulation (such as BenSouth) "shall not be required to seek regulatory
approval ofits depreciation rates or schedules," the Georgia Act does provide at O.C.G.A § 46-5­
I68(bX9) that the Commission has the authority to U[e]stablish reasonable rules and methodologies
for performing cost allocations among the services provided by a teIecomnwnieations company.It The
very purpose ofthis docket is not to direct BeUSouth what depreciation rates to use for pricing its
retail business, but instead to establish the appropriate cost methodologies to be incorporated in the
cost models to set unbundled network costs. Therefore O.C.G.A § 46-S-168(b)(9) is the appropriate
statutory reference under the Georgia Act.

Moreover, the statutory purpose in the Georgia Act for BeUSouth not requiring this
Commission's approval"for depreciation schedules is to permit Bel1South the pricing flexibility
afforded by alternative regulation under the Georgia Act for retail services. Alternative regulation.
which BeUSouth elected in July 1995, provides price caps for basic local services (residential ina
single-line business) and pricing flexibility for other local services. The Commission no longer has
direct rate regulatory authority over those rates and therefore need not issue directives to BellSouth
to specify the associated depreciation rates. However, the Georgia Act vests the Commission with
new authority to require BeUSouth to provide intercoMection and unbundling, and ifnecessary (as
in this proceeding) to determine the reasonable rates, terms and conditions. O.C.G.A § 46-5-164(a),
(c), (d) and (g). As a part of this process, the Commission must determine a reasonable cost
methodology. Therefore this cue does not involve BeI1South obtaining regulatory approval of its
depreciation rates or schedules, but does require reasonable assumptions about the depreciation
expenses to be included in the cost studies used for setting the rates subject to the Georgia Act and
the 1996 ~ct.
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Further, this proceeding is primarily conducted under Sections 25 I and 252 of the federal
1996 Act. That Act and the FCC's implementing decision placed the authority and responsibility for
selecting the depreciation lives to be used for cost-based rates under Sections 25 I and 252 with this
Conunission.U

3. Fill Faeton

Feeder and distribution cable fill factors are designed to recover Bel1South's investments in
spare feeder and distnbution &c:ilities. Be1ISouth stated that utilization rates and fill factors mean the
same thing. With respect to a facility that can support multiple users, these tenns refer to the
percentage ofthe facility's total capacity that is being used. The utilization rates and fill factors are
important in cost studies because the cost of a facility is divided among the users. The fewer the
users, the higher the cost per user. Therefore a higher utilization rate yields a lower cost per user,
while a lower utilization rate yields a higher cost per user.

BeUSouth contended that it complied with the FCC's directive in Paragraph 683 ofFCe Order
96-325 that cost studies be based on "a reasonable projection ofaetual total usage.'1 BeUSouth based
its calculations on an average utilization level for materials and equipment required in provisioning
UNEs. (BeUSouth Briefat 46, citing Caldwell, Tr. 37,468-473.) BellSouth criticized intervenors
for ignoring the projected actual usage and basing their studies on fill at relief levels. Fill at relief
levels are the points at which, for engineering planning purposes, that a facility is so fuU that the
company will install another facility. For example, if the fill at relieffor a 1000-user switch is 78
percent, a company will plan to install an additional .switch when the switch has 780 or more users.
BellSouth argued that the fill at relief figures do not represent expected actual usage and should
therefore be rejected. (BeUSouth Briefat 47.)

BeUSouth accounted for such costs in its studies by calculating the direct investment required
to provide the feeder and distnbution portions of the loop and then increasing the feeder and
distribution investments to account for spare, by dividing the calculated direct investment by. a.
utilization factor. For distribution cable., BeUSouth used a factor of 43 percent. The 43 per~.!

factor added an additional SI.33 to each directly identified S1.00 ofdistribution cable investment to
account for spare, unused investment. The resulting investment used to compute costs was thus
equal to 233 percent ofdirectly identified investment.

AT&.T descnbed fill factors as multipliers which increase the investment in transmission
facilities that are in use in order to take into account the fact that some spare capacity is needed in
those facilities for administrative and maintenance purposes. Spare capacity also results from
unavoidable mismatches between demand and available equipment sizes. The greater the spare
capacity, the higher the cost. AT&T qued that BeDSouth's fi]] factors are not forward-looking, are
not consistent with the principle of cost causation, and would permit BeI1South to overcharge in

15 See FCC First Report aDd Order.' 29. '
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