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4.

Joint Costs

Let’s tum to the fourth section of your testimony. You have indicated that
modifications to the KUSF should be cost-based. Are you suggesting that
KUSF support should be provided whenever rates for basic local service are
insufficient to recover the entire cost of the facilities used in providing that
service?
No, | am rot. Local service is produced in corjurction with other services, which
share many of the sarre fecilities, includingtheloop and port. Loop and port costs can
properly be classified as “joint” or “common” costs (also referred to as “shared” costs).
There are many different sources of revenue which help recover these costs, besides
local rates. Hence, ore woudn’t expect any singe service to provide enoughrevenue
to recover the ertirety of these shared costs.

However, there may be specific groups of customers, or geographic markets
(e.g., rural communities) where the revenue gererated fromall the services provided
usingatypical loop and port isirsufficiert to recover the cost of thet loop and port. In
those specific markets, where total reverues arerit sufficient to cover the shared costs,
KUSF support may be justified. However, in determiningwhether and to whet extent
support is warranted, one reeds to be very careful to deal appropriately with the joint
and comnon codts. |f revenues are not correctly metched with cogts, an inappropriate
inpression may be created concerning whether, or to what extent, high cost support is
needed.

It is sometimes argued that residential basic local serviceis priced so low it is
being subsdized by other senvices. However, this argunent is typically based upon
falacious reasoning, which incorrectly includes all, or nearly all, of the joirt and



© 00 N o o B~ w NP

NN NN NN R B R R R R R R R
g & W N B O © 00 N o 01 M W N R O

Direct Testimony of Ben Johnson, Ph.D.
On Behalf of the Kansas Corporation Commission Staff, Docket No. 99GMT-326-G T

common costs, yet it includes just a fraction of therelevart revenues which are derived
fromthe joirt and common production function. No one service can be expected to
recover the entirety of the shared costs which are incured in providing multiple
services. It is clearly unreasonable to expect 100% of the shared costs to be recovered
from just one service out of the half-dozen or 2 services thet benefit from, and heve
historically helped support, a carrier’ s shered costs. For instance, the list of revenue
sources which rely yoon, or directly relate to, the loop and port include intralL ATA toll,
intrastate switched access, interstate switched access, call waiting, call forwarding, and
caller ID, as well as various unreguated services, including billingand collection

sarvices, directory publishirg, insde wire meirtenance, and nmore).

Given the problems with shared costs, is it e ven possible to compare costs with
reve nues in a meaningful manner?

Yesitis. While shared costs can be confusing, they do ot pose anintractable
problem There are at least three ways in which reverues ard costs can appropriately
be matched in a cortext where shared costs loom large

Fird, a pure incremental cost approach can be wsed: the direct cog of a

particular service (or group of services) is compared to the revenues fromthat service
or group. Costs that are shared with other services are excluded fromthe andysis. A
calculation is then performed to determine the megritude of the contribution generated
by that service (or family of services). This contribution is available to help cover the
joint and comnon costs (whichwere excluded from the analysis). The resulting
contribution canbe evduated, to see how large it is, relative to the contribution
provided by other services. Inother words, the magnitude of the contribution from
each service (in absolute or percentage terms) can be evaluated, to judge its relative
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profitability, but one would not expect any singe srvice, or limited group of sernvices
to recover the ertire amourt of shared costs.

Second, an dlocated share of the shared costs can be added to the direct costs

of the service (or group of services) in question, to arrive at a reasoreble cost anourt
for comparison with the revenues fromthe service (or family of services) in question.
Ths method differs fromthe first approach because it includesan alocated share of
shared costs in the analysis.

Third, all of the shared costs can be included in the aralysis, alongwith all of
the relevant costsand revenues associated with all of the services involved with these
shared costs. For instance, the arelyst could look at the entire family of services that
benefit fromtheloop and port. By expanding theanalysis to include revenues
associated with this entire family of services, it becomes legitimete to include all of the
loop ard port costs, since these are metched with all of the associated reverue streams

Would you please elaborate on the s econd method, particularly with regard to
the allocation of loop and port costs?
Certainly. Thereis no universally accepted method for allocating these cogts, and the
differences in method canresult in very signficart differences in the cost study resuts.
One of thedifficulties with the secord method is that the resuits are highy dependent
uponthe particuar alocation approach that is selected, and there is no corsensus
concer ning the “right” way to alocate loop and port costs. A category which is shown
to have avery low retum in ore study canshow avery hghreturnin arother study,
depending uponthe allocation approach that is used.

Perhaps the simplest and mog stable approach is for the Comimission to sdect
one or nore unfom percentage allocation factors. This is the approach curertly used
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by the FCC in dlocating loop costs between the federd and state jurisdiction-the
interstate share is a uniform 25%, regardless of the specific circumstances applyingto a
particular carrier. Other options include revenue-based methods and usage-based
methods. Revenue-based allocations assign shares of joint costs based upon the
services' percertages of total revenues. For exanple, if basic local service accounts for
35 percent of total revenues, it might be allocated 35% percert of loop costs. Usage-
based allocations assign shares of joint costs by relative mnues of use perheps
weighted in some way to distinguish toll from local and/or peak from off-peak, etc.

Have other jurisdictions recently addressed this allocation issue?

Yes. For irstance, the Indiana Utility Regulatory Commission recently addressed this
issLe inan ongoing generic universal service proceeding. [Cause No. 40785]. As part
of that proceeding, the Indiana Commission was concemed with the proper

inerpretation of paragraph 254(k) of the 1996 Federal Act, which providesin part:

The Commission, with respect to interstate senvices and the States,
with respect to intrastate services shall edablish any necessary cost
alocation rues, accourting safeguards, and gudelines to ensure that
services included in the definition of universal service bear no more than
areasonable share of thejoint and common costs of facilities used to
provide those services

In its discussion of joint and comnon costs, the Indiana Commission rejected the

principleof “cost causation”, stating that

It seens reasorable thet if two or nore senvices require the preserce of
a particular facility in order to for each of the services to furction, then
this particular facility woud be common or joint to each of the services.

4
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Evenifit were true that one of the services may have intidly caused the
cog, it does not ater the fact that each of the services requires the
availability and use of thet facility and therefore each service benefits
fromthe existence of the facility. [Id., October 28, 1998 Order, p. 36].

The Indiana Commission futher held that loop costs are properly included in the
definition of joint and common cogts. [1d., p. 39].

Did the Indiana Commission consider a uniform percentage allocation
approach?

Yes, it did. The Indiana Commission roted thet under the federal Part 36 separations
procedures, 25 percent of loop costs are allocated to the interstate jurisdiction. [Id., p.
38]. Withregard to alocation of the remaining 75 percert, the Indiana Commission
beganby identifyingthree groups of intrastate services: those included in the definition
of wniversal service, those not included in the definition of unversal service, and those
not subject to itsjurisdiction [1d., p. 42]. The Indiara Commission discussed using
fixed allocators and moving alocators, and concluded that if afixed alocator were
used, anappropriate approachwoud be to allocate ore third of theintrastate joirt and
common costs to each group of services. [Id., p. 44]. This approach would result in
the dlocation of 25% of total joint and comnon costs to the services included in the
definition of universal service, 25% to other services subject to intrastate regulation,
25% to services within the FCC jurisdiction, ard 25% to unreguated services.
Another approachit corsidered woud have alocated 37.5% of total joint and common
costs to the services included in the definition of unversal service, 18.75% to other
services subject to intrastate regulation, 25% to services within the FCC jurisdiction,
and 18.75% to urreguated services.
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Thus, the Indiana Commission corsidered use of a uniform percentage
allocation factor for basic unversal service of rangingfrom 25% to 37.5%. However, it
was reluctart to settle upon a unform fixed percentage, Since it recognized that “if the
services in a particular category were to be dramretically reduced at some future time,
such a fixed alocator might not continue to be a fair and reasorable method of
allocating common ard joint costs” [Id.]. Accordingdy, the Indiana Conmission
indicated a preference for a moving allocator, which coud vary over time, as
circumstances changed. It discussed the possibility of using several differert moving
dlocators, including revenues, minutes of use, nunber of users, and investment, but it
found flaws with each of these approaches, and thus decided to let the parties presert
evidence on anappropriate noving allocator in a later phese of the Indiana proceeding

[1d., p. 47].

What are the pros and cons related to revenue-based allocation methods?
One advantage is that reverues are a comnmon denomiretor which appliesto every
senvice. Incontrast, a usage-based approach canrot readily be applied to custom
caling Caller ID ard similar services which generate revenues, but do not have
associated minutes of use. Also, revenues tend to reflect the status quo regardingthe
mamer in whichshared costs are currently being recovered (services generating large
revenwes terd to contribute more to the shared costs than services generating low
reventes).

One disadvartage is that revenues are essertially a furction of pricing and
pricing maey change, depending upon the outcome of the cost anadlyss, and the resulting
pricing decisions. The allocations reflect existing prices. To the extent prices changg,

the allocations will also change, and thus a problem of drcuar reasoning may arise.
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(Prices are increased, which increases the revenue-based allocation of costs, whch
creates the appearance that prices must increase even further) Giventhis potertial
problemwith circuarity, | prefer to use a uniformflat percentage goproach, although
some consideration of revente relationships may be usefu in establishing the uniform
percentage factors.

What are the major usage-based allocation methods?

The two nost familiar are use of a Subscriber Line Usage (SLU) factor ard useof a
Subscriber Plant Factor (SPF). Both SLU and SPF reflect differences in usage;
however, there is a very sigrificant difference in the two allocation approaches, which

will substartially inflLence the resulting costs for the toll and local categories.

What is the diffe rence between SLU and SPF?
SPF has long been used to dlocate non-traffic senstive costs (includingthe cogts of the
loop and port) for jurisdictional and cost recovery puposes. SPF is mathematically
derived from SLU, which are simply traffic factors that reflect the relative minues of
usefor the various services. For instance an intrastate toll SL U fector would be
calculated by dividingthe intrastate toll minutes of use (originatingand terminating) by
total minutes of use (interstate tol|, irtrastate toll and local exchange) for the service
areain quegtion. The SPF is more complex because it introduces weighting into the
computations, the effect of which is to put greater ermphasis on toll usage than onlocal
usage.

The weightingis desigred to reflect certain dermand factors, such as distance,
and the deterrent effect of attachinga price tagto tol minues. Specifically, the SPF
formulais: SPF = (.85 SLU) +(2 SLU * CSR). For the interstate SPF, the Composite
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Station Ratio (CSR) is calculated as the retionwide average interstate 3-minute toll
charge appilicable to the average lengh of hau for interstate calls in the study area
divided by the retionwide average 3- minute toll charge applicable to the average length
of haul for al toll traffic for the total industry. This component of the formua gves more
weight to the toll usage ratio in areas where the price of toll callsis higher then the
average. In the interstate envronment where SPF and SLU were originally developed,
the effect of this formulais to reflect differencesin the average length of haul, and the
associated differences in toll prices. The philosophy is straightforward: the higher vdue
and price tag associated withthe call, the greater the appropriate alocation of cost.

If one assumes that the CSR is equal to 1 (toll calls in the study areahave a
price that is equal to the overall average), the SPF for toll will be 2.85 times SLU.
Similarly, if one assumes that the callsin question have azero price, and thusthe CSRis
equal to zero, then SPF will be equd to .85 SLU.

While the formula is somewhat conplex, the intention is clear: a greater portion
of the costs shoud be allocated to a category in which the usage hes a higher vdue per
minute of use, and a greder portion of costs should be allocated to a category in which
usage volumes have been suppressed due to high prices. Whencomparingtoll and
locdl, it is readily apparent that the average toll mnute has a higher value than the
average local minue (due to the differences in distarce). Itis also apparert thet toll
traffic volurmes are reduced due to thefact that nost toll service is not flat rated. SPF
partially neutralizes the deterrent effect of atoll rate structure which imposes a charge
for individual calls, urlike local service, whch is typically flat rated.

Incontrast, SLU igrores these furdamental differences in the cheracteristics of
toll and local usage. Bear in mind thet the costs which are being allocated are nat traffic
sensttive. Thus, there is no particular reasonwhy the costs should be allocated in strict
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proportion to usage. While usage is obviously relevart, there are other factors which
are aso relevant, such asthe relative value of amirute of toll usage incomparison with
aminute of local usage. In fact, the SPF approach is superior in ths context, because it
reflects differences in value, differences in berefit, and differences in the grergth of
demand for local and toll service. These differences are rot adequetely reflected by
raw usage statistics, but they shoud be consdered in anappropriate allocation process.
Whenallocatingjoint and common costs it is appropriate to simulate to sone degree
the pattern incompetitive merkets, where the recovery of shered codts reflects
differences in demand characteristics. Ths is acconplished muchmore eff ectively by
SPF than by SLU.

What are the pros and cons related to usage-based allocation methods?
Usage-based methods potentially avoid the circular reasoning problem and they are
based uponreadily available statistics. Howewver, there is no singe measure of “usagg”
which appropriately encompasses al of the many services supporting the access line.
The use of cusom calling service, for instance canrot easly be measured in ninutes of
use. If someone has their phore programmed to forward calls to another number all
day, should use of this service be measured for the ertire time it is engaged? Or, jud
during the few seconds while a call is received and forwarded to the other nunber?
Surely, the first alterrative overstates the usage and berefits associated with Call
Forwarding, while the latter measure urderstatesthe benefits. Thus, usage based
allocation factors camot readily deal with the myriad of different services that recover
loop and port costs.
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Q.
A.

How does this discussion of allocation methods relate to the KUSF?

In convertingthe KUSF to a cost-based approach, the Commission caneither include
a conplete array of services in the reverue berchmark, metchingthe conmplete cost of
theloop and port agginst the compl ete set of revenues received by local exchange
carriers, or use a narrower revenue benchmerk, in which case it will be necessary to
apply an appropriate allocation factor to the joirt and comnon costs. The latter
approach sinplifies development of the revenue benchmark, but it forces the
Comnission to reachajudgmert concernirg the appropriate allocation factor(s) to use

indealingwith joirt and common costs.
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