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By Electronic Delivery

Marlene H. Dortch
Secretary
Federal Communications Commission
445 12th Street, S.W.
Washington, D.C. 20554

REDACTED - FOR PUBLIC INSPECTION

Re: Joint Application by BellSouth Corporation, BellSouth
Telecommunications, Inc., andBellSouth Long Distance, Inc. for
Provision ofIn-Region, InterLATA Services in Florida and Tennessee,
WC Docket No. 02-307

Dear Ms. Dortch:

At the request of the Commission Staff, we are submitting AT&T's calculation of
the effect of the double count of inflation by BellSouth and the Florida Public Service
Commission, which is set forth in the attached Supplemental Declaration of John C. Klick and
Brian F. Pitkin. As stated in Attachment JKlBP-6 to the Supplemental Declaration, the double
count improperly raises UNE rates by approximately 1%-5%. This analysis supercedes the
preliminary calculations presented in the November 13, 2002 ex parte letter submitted by the
undersigned.

The Supplemental Declaration also responds to the claims by BellSouth witness
Randall Billingsley included in BellSouth's Reply comments and in a November 8,2002 ex
parte letter submitted by Sean Lev on behalf ofBellSouth to the Commission. In short, Dr.
Billingsley's conclusions are in error due to his focus on cost incurrence rather than cost
recovery. As an example, taking an asset that costs $1 million with a 10-year life, BellSouth and
Dr. Billingsley seek to recover the effects of inflation twice during that 10 year period - once as
part of the nominal cost of capital that it employs and again by inflating the $1 million initial
investment as though BellSouth were actually going to experience a cash flow incurrence in
another two years. However, because BellSouth will not actually experience another cash flow
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until the end of year 10, and because the nominal cost of capital compensates BellSouth for the
inflation that will occur during the first 10 years, BellSouth does not need to be compensated
again for inflation by increasing the starting investment as BellSouth does from $1 million to
$1.0816 million. This mathematical point is clearly demonstrated in Exhibit 1 to the KlicklPitkin
Reply Declaration, which sets forth various appropriate cost recovery methods and BellSouth's
overstated cost recovery scheme. For convenience, Exhibit 1 is attached to the Supplemental
Declaration as well.

Copies of the KlicklPitkin Supplemental Declaration and attachments have been
provided to Jeff Dygert and Josh Swift of the Commission staff.

In accordance with Commission Rule 1.1206, I am filing this document
electronically and ask that you place it in the record of the proceeding listed above. Thank you
for your consideration in this matter.

Yours sincerely,

/s/ Alan C. Geolot

Alan C. Geolot

cc: 1. Dygert
1. Swift

Del 602346vl
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In the Matter of

Application by BellSouth Corporation,
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)
)
)
)
)
)

WC Docket No. 02-307

SUPPLEMENTAL DECLARATION OF JOHN C. KLICK AND BRIAN F. PITKIN
ON BEHALF OF AT&T CORP.

I. QUALIFICATIONS AND SUMMARY

1. Our names are John C. Klick and Brian F. Pitkin. We are the same John C. Klick and

Brian F. Pitkin that filed declarations in this proceeding on October 10, 2002 and November 1,

2002.

2. In our prior declarations, we demonstrated that BellSouth's approach of using both

the nominal cost of capital and inflating the value of the assets over a three-year period double-

counts the effects of inflation and permits BellSouth to over recover its capital costs.

3. In response, BellSouth filed two documents authored by Randall S. Billingsley, a

finance professor at Virginia Polytechnic Institute and State University - who takes exception to

our views. On November 1, 2002, Dr. Billingsley filed what is styled as a "Reply Affidavit"

("Billingsley Affidavit"). On November 8, 2002 he filed a letter, included as Attachment B to a

letter from Sean A. Lev to Marlene H. Dortch, of the Federal Communications Commission

("Billingsley Letter").



4. This declaration addresses several issues raised in the Billingsley Affidavit and the

Billingsley Letter. Ironically, there is much that we agree with in both documents but, as we

demonstrate below, Dr. Billingsley confuses the issue by focusing on cost incurrence rather than

cost recovery and thus draws the wrong conclusion in the end. The fact of the matter is that

BellSouth's approach - which was adopted by the Florida Commission - permits BellSouth to

establish UNE rates that over-recover capital investment by double-counting the effects of

inflation. This error is demonstrably shown in the mathematical calculations set forth in Exhibit 1

to our Reply Declaration (a copy of which is also attached hereto), which neither BellSouth nor

Dr. Billingsley have rebutted. This clear error by BellSouth and the Florida Commission cannot

be consistent with TELRIC principles.

II. POINTS OF AGREEMENT

5. A useful first step in our analysis is to highlight certain points upon which Dr.

Billingsley and we agree. First, we agree with the following statement from page 4 of the

Billingsley Affidavit:

While a telecommunications network consists of many assets that generate

a complicated profile of both cash inflows and outflows, a

telecommunications network may be viewed essentially as the result of a

series of capital budgeting decisions. BST obtains funds from debt and

equity investors to finance the purchase and ongoing operation of network

assets. For the use of those funds BST must offer a competitive expected

rate of return that compensates its investors for both the risk of the

investment as well as for anticipated inflation.
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This statement is important for two reasons. First, it establishes that the nominal cost of capital

relied upon by BellSouth compensates investors for inflation. Second, it confirms that the double­

count issue can be analyzed by relying on simplified examples that examine a single investment

decision. In fact, both the Billingsley Affidavit and the Billingsley Letter use simplified examples

similar to those we relied upon in our two declarations to examine the economic issues that are

relevant to our claim.

6. Second, page 6 of the Billingsley Affidavit states:

The above result indicates that an investment in the network asset would

allow the firm to just meet the required rate of return of 12 percent, which

reflects the cost of the firm meeting return requirements of its debt and

equity investors given the capital structure of the firm. As noted above, in

an efficient, competitive market we would expect the equilibrium price of

the asset to drive the NPV to zero.

7. We also agree with this statement. We believe that TELRIC-based prices for UNEs

are designed to replicate prices that would be observed in "efficient, competitive" markets, and

this statement by Dr. Billingsley confirms our view that in such markets UNE prices would permit

BellSouth to just recover its weighted average cost of capital. Any recovery in excess of the cost

of capital (i. e., an NPV in excess of zero) would therefore be inconsistent with TELRIC.

8. Finally, we agree with certain statements that Dr. Billingsley sprinkled throughout the

Billingsley Affidavit. In particular, it is worth repeating the one that Dr. Billingsley notes was

"written by one of the authors (Stewart C. Myers) of the two articles cited by Mr. Klick and Mr.

Pitkin":
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If the discount rate is stated in nominal terms, then consistency requires

that cash flows be estimated in nominal terms, taking account of the trends

in selling price, labor and materials, cost, etc. This calls for more than

simply applying a single assumed inflation rate to all components of cash

flow. Labor cost per hour of work, for example, normally increases at a

faster rate than the consumer price index because of improvements in

productivity and increasing real wages throughout the economy. Tax

shields on depreciation do not increase with inflation; they are constant in

nominal terms because tax law in the United States allows only the original

cost of assets to be depreciated.

Of course, there is nothing wrong with discounting real cash flows at a real

discount rate, although this is not commonly done.

The message of all this is quite simple. Discount nominal cash flows at a

nominal discount rate. Discount real cash flows at a real rate. Obvious as

this rule is, it is sometimes violated.

As we will demonstrate below, it is Dr. Billingsley and BellSouth who have violated this rule. In

doing so, we will rely upon the Exhibit 1 that was attached to our Reply declaration.

llI. TELRIC CALCULATIONS ARE A FORM OF RATE OF RETURN
REGULATION

9. TELRIC rates are established based on a cost of capital that the Florida Commission

determined was reasonable for compensating BellSouth's investors. This provides both a return

on and a return of investment. As we previously explained in detail, this cost of capital also
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provides a return that, among other things, is sufficient to compensate investors for inflation. As

noted above, in paragraph 5, Dr. Billingsley agrees.

10. Thus, TELRIC-based prices are a function of the rate of return. l They are not prices

independently established in a workably competitive market, because BellSouth and the other

ILECs have a monopoly on the provision of UNEs. In other words, TELRIC-based UNE rates

are established to recover - and just recover - the cost of capital adopted by the Florida

Commission. Because the TELRIC rates are determined by a rate of return that includes inflation,

the resulting rates are sufficient to compensate investors for inflation.

IV. THE CRITICISMS IN DR. BILLINGSLY'S DECLARATION ARE NOT VALID

11. Because we and Dr. Billingsley agree on much of the theoretical framework for

analysing this issue, the obvious question is which one of us has gone wrong, and how? Using

Exhibit 1, we will demonstrate that it is Dr. Billingsley who has failed to analyze the issue

correctly.

12. The Billingsley Affidavit argues repeatedly that one should use a nominal discount rate

when analysing nominal cash flows. We agree with this statement. The flaw in Dr. Billingsley's

analysis is that it fails to distinguish between cost incurrence - which involves the actual cash

flows that BellSouth experiences - and cost recovery - which involves the establishment of

TELRIC-based UNE rates.

13. Exhibit 1 relies on a hypothetical investment in an asset that has a current cost of

$1,000,000, an economic life of 10 years, a nominal cost of capital of 10%, an anticipated rate of

1 Another way of looking at this is that the TELRIC rates are entirely dependent on the cost of
capital. Thus, a nominal cost of capital necessarily produces nominal returns and a real cost of
capital necessarily produces real returns.
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inflation of 4%, and a real cost of capital of 5.77% «1.10/1.04)-1). To illustrate how the issue

unfolds over time, Exhibit 1 covered a 50-year time frame, i.e., the initial investment and four 10­

year replacement cycles. In our Reply declaration, we noted that the most straight-forward

approach would be for BellSouth's customers to pay BellSouth immediately each time it had to

spend money to replace the asset, which we noted is the functional equivalent of BellSouth's

customers making the investments directly themselves. This alternative, which is shown as

Method 1 on Exhibit 1, represents the cash flow BellSouth actually incurs periodically to replace

the asset. Note that these prices (or cash flows) inflate, and note that the cash flows in Method 1

are discounted by the nominal cost of capital - all just as the Billingsley Affidavit argues is

appropriate. Based on this Method 1 approach, we demonstrate that BellSouth must spend a

total present value of $2,188,347 to make the initial investment and the four subsequent

replacements (the latter all at properly-inflated prices). Thus, revenues with a present value of

$2,188,347 over 50 years from cost-based UNE prices are all that would be required to generate

a NPV of zero - which Dr. Billingsley agrees is the appropriate standard. Prices that permit

BellSouth to recover more than this amount would permit BellSouth to over-recover, and would

therefore exceed the appropriate TELRIC standard.

14. The principle underlying the development of UNE pnces IS not to compensate

BellSouth each time it actually goes out and invests in or replaces an asset. Because these assets

generally have long lives, the TELRIC approach seeks to recover the costs of these lumpy

investments evenly over all years and all activities that generate the need for the assets in the first

place. In other words, TELRIC-based pricing is an issue of cost recovery, not merely one of cost

incurrence. Prices that would permit cost recovery with a present value in excess of the present

value of cost incurrence would be inappropriate. And, to reiterate, the standard by which we
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established the present value of cost incurrence - and, therefore, the standard by which we will

judge various designs for cost recovery - displays the features Dr. Billingsley demands, i.e.,

nominal cash flows are discounted by the nominal cost of capital.

15. In our Reply declaration, we demonstrated three cost recovery methods that are

consistent with TELRIC, because they generate revenue streams that have present values that are

exactly identical to the present value of the nominal investment cash flows that BellSouth must

make. The computational derivation of each of these cost recovery approaches, which were

designated Method 2, Method 3 and Method 4, are described in detail in ol.}r Reply declaration.

16. In its development of UNE prices in Florida, BellSouth used a version of Method 4,

the nominal annuity. Under the nominal annuity, the UNE prices remain constant each year of an

asset's economic life. If done correctly - as we demonstrate in the Method 4 section of Exhibit 1

- these prices remain constant for the entire 10-year economic life of the asset. At the end of 10

years, they increase by approximately 48% -- reflecting the fact that at the end of year 10,

BellSouth incurs another cash flow to reinvest in a new asset at a much higher price (due to the

accumulated effects of inflation).

17. BellSouth does not implement Method 4 correctly, however. Because it assumes that

UNE rates will remain in effect for three years, it inflates the initial investment of $1,000,000 by

two years' worth of inflation (at 4% per year), to generate an initial investment of $1,081,600,

and then calculates the 10-year annuity. In Exhibit 1, we designated this as the "BellSouth

Method." In Exhibit 1, we assumed that BellSouth would make the same adjustment every 10

years, each time a re-investment takes place. Overall, we show that under this set of assumptions,

BellSouth would generate a present value for revenues (or cost recovery) that is higher than the
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present value of its costs. This means that the UNE prices established using the BellSouth

Method are too high. The question is why?

18. The answer lies in Dr. Billingsley's emphasis on cash flows. BellSouth incurs an initial

cash flow of $1,000,000 - and Method 4 demonstrates that an annual cost recovery of $162,745

is sufficient to permit BellSouth to recover its initial investment and generate a 10 percent

nominal return on that investment - a return that already compensates BellSouth (and its

investors) for inflation that will occur during that lO-year period. This is a fact upon which Dr.

Billingsley and we agree. As Method 4 demonstrates, annual cost recovery remains unchanged

for the first 10 years until BellSouth actually incurs another cash flow to replace the asset at the

end ofyear 10 (at a much higher price). But the BellSouth method seeks to recover the effects of

inflation twice during the first 10 years - once as part of the nominal cost of capital that it

employs and again by inflating the $1,000,000 initial investment as though BellSouth were

actually going to experience a cash flow incurrence in another two years. However, because

BellSouth will not actually experience another cash flow until the end of year 10, and because the

nominal cost of capital compensates BellSouth for the inflation that will occur during the first 10

years, BellSouth does not need to be compensated again for inflation by increasing the starting

investment from $1,000,000 to $1,081,600 - and Exhibit I clearly demonstrates that doing so

over-compensates BellSouth under the standards that even Dr. Billingsley advocates.

19. As noted earlier, the column labeled "BellSouth Method" assumes the initial

investment is inflated by two years' worth of inflation (from $1,000,000 to $1,081,600) under the

assumption that UNE prices would remain fixed for a period of time. However, the cost recovery

reflected under the "BellSouth Method" actually holds this cash flow fixed for 10 years. To be

consistent with BellSouth's logic, UNE prices would either have to be increased every three
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years, or the initial investment of$I,OOO,OOO should be inflated by five years' worth of inflation to

reflect a 10-year planning period instead of a three-year planning period. In either case, by

following the logic of BellSouth' s approach to its logical conclusion, the resulting overstatement

in the present value of the cost recovery would be significantly higher than the 8.2% shown on

Exhibit 1. This is because the amount of the inflation double-count would increase.

20. In the Billingsley Letter, Dr. Billingsley seems to suggest that our criticism cannot be

consistent with TELRIC because UNE rates are set assuming a three-year time horizon, and when

UNE rates are re-established every three years one would naturally adjust the asset prices to

current levels, even when economic lives are much longer than three years. This epitomizes the

triumph of style over substance, in which Dr. Billingsley seeks to assume what he alleges he can

prove. The logic of our argument, above, and the calculations in Exhibit 1 demonstrate that if Dr.

Billingsley's prescription is followed, the resulting UNE prices will permit BellSouth to over-

recover its capital costs, because it will over-recover the effects of inflation.

21. Of course, it is possible to develop an appropriate cost recovery mechanism that

would inflate periodically within the 10-year economic life of the asset and avoid over-recovery.

Exhibit 1 provided one example, i.e., the cost recovery pattern shown as Method 3 - the "Real

Annuity Method." As shown in Exhibit 1, the cost recovery received each year using Method 3

(this cost recovery amount is displayed under the heading "Total Recovery") inflates each year by

4% -- exactly matching the annual rate ofinflation.2 In order to prevent over-recovery, however,

2 Alternatively, one could use the real cost of capital and then adjust, each year, the investments in
each telecommunications asset category by the appropriate amount of inflation.
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the annual cost recovery starts out much lower than the $162,745 required under the nominal

annuity shown as Method 4 - which remains constant over the 10-year economic life. 3

22. One could also design another cost recovery pattern that would remain constant in

years 1 through 3, inflate in year 4 (and remain the same in years 5 and 6), inflate again in year 7

(and remain the same in years 8 and 9), and so on that would nevertheless generate a present

value, over years 1 through 50, of $2, 188,347 - exactly equal to the present value of the nominal

cash flows that BellSouth actually incur over the 50-year period to initially install and periodically

replace the asset. 4 In short, the fact that UNE prices are to be re-established every three years is

no justification for permitting BellSouth to incorporate a double-count of inflation into its UNE

pnces.

v. CALCULATION OF EFFECT ON BELLSOUTH'S UNE PRICES

23. To remove the double-count of inflation on BellSouth's UNE prices, we made

adjustments to a number of inputs in BellSouth's models. s BellSouth relies principally upon two

models in developing its rates, i.e., the BellSouth Telecommunication's Loop Model ("BSTLM")

which calculates the investment for loop elements, and the BellSouth Cost Calculator which

3 One could also continue using the nominal cost of capital and adjust each of BellSouth's
inflation factors to eliminate the general inflation included in the nominal cost of capital (4% in
our example). This approach will allow BellSouth to incorporate asset-specific cost trends
without double-counting the inflation already in the nominal cost of capital.

4 This approach could be accomplished by using the real cost of capital, but using asset specific
inflation rates intended to cover a planning period -- much like BellSouth proposes. The
difference here is that inflation would need to be removed from the cost of capital.

5 AT&T made a formal discovery request for the inputs used by the Florida staff in its
recommendations regarding the "Investigation into Pricing of Unbundled Network Elements,"
which was filed on August 26, 2002. The Florida Public Service Commission subsequently
adopted staffs recommendations. See PSC-02-1311-FOF-TP, Docket 990649A-TP, dated
September 27,2002. AT&T received these materials in response to the discovery request.
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converts the loop investment of the BSTLM to rates and calculates non-loop rates such as ports,

DUF, etc.

24. We made three changes to the Florida staff's recommended inputs for the BSTLM.

First, we set the inflation factors in the material loading table to 1. These factors are applied to all

material and equipment investments (except electronics) calculated in the model. See Attachment

JKlBP-1. Second, we removed the inflation applied to the engineering factors. In its conclusion

regarding the engineering loading factors, the "Staffrecommend[ed] ... using witness Donovan's

engineering factors adjusted for inflation." We have replaced the staff engineering factors with

those calculated by witness Donovan, which effectively eliminates inflation from those factors. See

Attachment JKlBP-2. Finally, we removed the 10 percent inflation loaded by BellSouth into its

outside plant labor rate, and replaced that rate with a figure of$44.39. See Attachment JKlBP-3.

25. In addition, we made one change to the Florida staff's recommended inputs to the

BellSouth Cost Calculator. The Cost Calculator applies an inflation factor to the electronics

portion of loop investment and to the investment for non-loop elements. We have set these inputs

to 1 to remove the inflation double-count from this model. See Attachment JKlBP-4.

26. Exhibit JKlBP-5 illustrates the effect of these changes on the way inflation is applied

to the investment dollars in the BellSouth Cost Calculator. The results of these changes on the

UNE prices are set forth in Attachment JKlBP-6.

VI. CONCLUSION

27. We have demonstrated, above, that the benchmark that we used in our Reply

declaration to assess BellSouth's approach to establishing UNE rates is fully consistent with the

standards espoused by BellSouth's own witness, Dr. Billingsley, i.e., (1) they reflect the

application of a nominal cost of capital to the nominal cash flows incurred by BellSouth, and (2)
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they ensure that the present value of the resulting revenue (read "cost recovery") flows are exactly

equal to the present value of the nominal cash flows incurred by BellSouth to initially acquire and

periodically replace the asset.

28. Second, we have demonstrated that the BellSouth method violates this benchmark by

permitting BellSouth to recover more, on a present value basis, than is required to compensate

BellSouth for the present value of its nominal cash flows. As Dr. Billingsley himself testifies, such

a result is inconsistent with prices that one would observe in "an efficient, competitive market."

As a result, such a result must also be inconsistent with TELRIC principles - which seek just to

compensate BellSouth and the other ILECs for the long-run, forward-looking costs of an efficient

provider ofUNEs.

29. Third, we have established that the BellSouth method achieves this inappropriate result

by double-counting the effects of inflation. Both parties agree that the cost of capital established

by the Florida Commission includes an amount sufficient to compensate BellSouth's investors for

the effects of inflation over the economic life of the asset (in our hypothetical example, 10 years)

without annually inflating the amount of cost recovery. By also boosting the starting investment

by two years' accumulated inflation, long before BellSouth must actually re-invest in a

replacement asset, the BellSouth method seeks to recover the effects of inflation twice and,

thereby generate UNE rates that exceed TELRIC.
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VERIFICATION PAGE

I declare under penalty of perjury that the foregoing Declaration is true and

correct.

/s/ John C. Klick

John C. Klick

Executed on: November 16,2002

I declare under penalty of perjury that the foregoing Declaration is true and

correct.

/s/ Brian F. Pitkin

Brian F. Pitkin

Executed on: November 16,2002
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)1 3.;]131 , 3.373.'33 o.~\ • 334,340 $~.34G S648,6Itl 0.0521 1 :1:1.19$ ........ , ,:J04Ol) $ 17,4J5 I 453,303 O.l)Sl1 , 23.61. 1527,&48 0·0:»21 " "7,500 , 570,:no !>'0521 s 29.1401.
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2,188,341 52,1&8.341 52,188.341 $2,18U47 12.*,911....

~"I: 1"11



Attachment JK/BP 1-5
Redacted for Public Inspection



Attachment JKlBP-6

COMPARISON OF RESULTS FOR STAFF FILING AND FOR DOUBLE COUNT REMOVAL

% Diffl
Inflation Double
Count Removed

Current
C. IfDtEI.._....._.. ~ --_....._.. _.......__._.. .w ..._._.._-

A.1.1 2-Wire Analog Voice Grade Loop - Service Level 1 $15.21 $14.85 -2.37%
A.4.1 4-Wire Analog Voice Grade Loop $26.86 $26.66 -0.74%
A.13.1 2-Wire Copper Loop - short $11.81 $11.44 -3.13%
A.13.7 2-Wire Copper Loop - long $24.78 $23.56 -4.92%
A.14.1 4-Wire Copper Loop - short $16.82 $16.38 -2.62%
A.14.7 4-Wire Copper Loop - long $44.23 $42.11 -4.79%
B.1.1 Exchange Ports - 2-Wire Analog Line Port (Res., Bus., Centrex, Coin) $1.40 $1.38 -1.43%
0.2.1 Interoffice Transport - Dedicated - 2-Wire Voice Grade - Per Mile $0.0091 $0.0090 -1.10%
B.1.4 Exchange Ports - DOlTS Port $54.95 $54.04 -1.66%
B.1.5 Exchange Ports - 2-Wire ISDN Port $8.83 $8.67 -1.81%
B.1.6 Exchange Ports - 4-Wire ISDN DS1 Port $82.74 $81.32 -1.72%
M.2.1 Optional Dailv UsaQe File: RecordinQ, per MessaQe $0.0000071 $0.0000070 -1.41%


