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Cost /Revenue Comparisons

Please turn to your studies concerning the relationship betwee n reve nues and
cost for the four rate groups in New jersey. Are existing revenues sufficient to
cover these costs for most customers?

Yes. For the mpjorty of Bell’s customers, the exsting basic local exchange rate pls
the touch tone charge and the FCC’s subscriber Ine charge colkctively covers the
Total Service Long Run Incremental Cost (TSLRIC) of providing basi local exchange
service. This is true both r a “pure” approach ©ocusng only on the direct costs, as
well as an approach wich corsiders an allocated share ofthe joint costs. In fact, for
many ofthese customers, ths comparson shows a substantal surplus ofrevenues n
excess of TSLRIC.

In order to provide the Board wth detailed information concerning the revenue
to cost rehtionships, and the related question of whether and to what extent subsidies
exst under the current rate structure, [ have prepared a seres of different analyses
comparng costs with revenues, for the four rate groups. I studied each rate group using
three different approaches to jont costs and three different TSLRIC studies (each
focwsing on a different increment). As discussed previously, these approaches differ

primarily i terms of how joint and common costs are treated.

(1) A “pure” TSLRIC approach: This analysis excludes joint costs. To the
extent direct revenues exceed direct costs, this analysis measures the
surplus that is availabk as a contrbution to jont and common costs.

(2)  An‘“alocation” approach: This analyss incudes an alocated share of

joint costs (using an allocation factor of 50%).
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3) A “muliple service” approach: This analyss includes 100% of'the joint
costs, together with the revenues and direct costs ofthe entire family of

switched services, as well as certain other closelyrelated servies.

Comparsons were prepared for the three defintions of TSLRIC discussed
earlier n my testimony: i.e., the incremental cost ofadding residential customers to a
network that would otherwse include just busness customers, the incremental cost of
adding business customers to a network that would otherwise inclide just residental
customers, and the ncremental cost of adding the remaining 20% of residental
customers to a network that would otherwise include 100% of the business customers
and just 80% of the resdentil customers. Schedule 6 shows the results of these

revenue/cost comparisons.

Would you please summarize the results of your revenue to cost comparisons
using a “pure” TSLRIC analysis, and tell us whether a subsidy exists?

As economsts use the term subsidies are relatively rare. Unkss the “pure” TSLRIC
costs are kss than the corresponding revenues, the service is not being “subsidized” as
economists use this terminology. Page 1 of schedule 6 shows this analysis, in which the
revenues are derived entirely fromthe components of basic local exchange service. No
revenwes from ancilary services like custom calling and bng distance are corsidered.
Set against these revenues are the direct costs of providing basi local exchange
service, including an allowance for the portion of common costs whih is directly
attributable to this service. As shown, the revenues from basic local service consistently
exceed the direct cost, kavinga substantial margn of contribution towards jont and

common costs. Ths is true regardless ofthe rate group, or the increment being studied.
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Where the increment is 100% ofthe residential customers, the contribution ranges from
**Begin Proprietary** **End Proprietary** for Rate Group A, to **Begin
Proprietary** **End Proprietary** for Rate Group D. For easy reference, |
have presented the overall statewide revenue, cost and contribution estimates in the

summary table below. **Begin Proprietary**

Tabk 5
Local Local
Drirect Drrect Comnon
Revenues Costs Costs Contrbution

TSLRIC of Residential
Service

TSLRIC of Business
Service

TSLRIC of Universal
Service

**End Proprietary**

Q. Let’s turn to your second approach to joint costs. Unlike many embedded cost
studies, most economic cost studies do notinvolve any allocation of joint costs.
Why have you provided the Board with a set of cost es timates that allocates
50% of these costs to basic local exchange service?

A. Ideally, aneconomic cost study for basic local exchange service will entirely exclude
joint costs. However, it has been my experience that some regulatory commissions are

not comfortable with this “pure” economic approach, or they wart to also have the
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opportunity to look at studies in which a reasonable share of the loop costs are
allocated to basic local exchange service. For example, on August 31, 1995, the
Pennsylvania Public Utility Commission, in a proceeding to update the state’s universal

service polices, stated:

We agree with the PTA and the OCA that local loop costs are joint or
shared c osts since the local loop is jointly utilized to provide a wide array
of telecommunications services, among which are basic universal
service. [Order, Docket No. 1-00940035, at 12].

Yet, havingacceptng this theoretical point, the Pennsylvania Commission
newertheless warted to revew studies in which some of'the loop costs were inclided.
Accordingly, the Commssion required that al studies fled n that investigation assign
"an appropriate portion ofloop costs" to basic universal service. I am providing an
exanple of ths “allocation” approach, n case the Board finds ths to be of some value.
Under an allocation approach, the pivotal question becomes one of the appropriate
share of joint costs to be allocated to basic exchange service. The results I am
presenting use a flat percentage allocator of 50% of these joirt costs to basic service.
Ths approach assumes that upwards to 25% of the joirt costs are allocated to the
interstate bng distance carriers (consistent with current separations practice) and that
the remaining fraction s allocated to ntraL ATA toll, irtrastate inter LATA switched

access, cuistom calling, and miscellaneos intrastate services.

Would you please provide a further explanation of your 50% allocation factor?
Yes. As Ihawe said, joint costs are required for the provsion oflocal exchange,
custom calling, switched access, and toll service. There is no wniversally accepted
method of allocating these costs, and diferences in the alocation percentage or method

can result in very signifcant diferences i the cost study results. For that reason, I

4
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believe thatto the extent the Board wants to review a bast local exchange cost study
that ncludes a share of jont costs, the Board i best served by a relatively smple
allocation approach that s also fully stable. Clearly, a uniform 50% factor meets both
criterm.

Ths 50% factor is simihr to the percentage allocation that would be assigned to
basic local service under other, more sophsticated allocation approaches, suchas
revenue-based methods, usage-based methods, and direct cost-based methods. For
exampk, the Washington Commission in Docket N o. U-85-23 assigned loop costs
25% to mterstate toll, 16.95% to ntrastate toll, and 58.05% to local services (nciding
optional services). [See reference n WUTC Order n Docket No. UT-950200, p. 79.]

Revenue-based allocations assign shares ofjomt costs based upon the services'
percentages of total revenues. For exanple, if basic service accounts for 45% of'total
revenwes, it might be allocated 45% percent of the joint costs. Usage-based allocations
assign shares of joint costs by relative minutes of use, perhaps weighted in some way to
distingush toll from local and/or peak from offpeak, etc. Finaly, the joint costs of

switched services could be allocated in proportion to the direct costs ofthese services.

Why do you prefer a flat 50% allocation, rather than a revenue-based
allocation method?

Revenues reflect the manner n which the cost of service is already being recovered.
However, in a regulated industry a problem arises, because revenues are essentially a
functon of pricing, and prichg may change, depending upon the outcome of the cost
analyss, and the resulting pricing decisions. Where revenwe based allocations are used,
the cost study will reflect the exsting pricing philosophy. To the extent the pricing

approach changes, the allocations will also change, and thus a problem of crcuhbr
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reasoning may arise. (Prices may be increased, which ncreases the revenue-based
albcation of costs, which creates the appearance that prices must increase even further)
Givenths potential problem with circuhbrity, I prefer to use a uniform fht percentage

approach--in ths case, 50%.

Q. You also refer to usage-based allocation methods. What are they?

A. The two most famiar are the use ofa Subscrber Line Usage (SLU) factor and the use
of a Subscriber Plant Factor (SPF). Both SLU and SPF refkct diffrences in usage;
however, SLU factors simply reflect the relative minutes of use for the various services
(for mstance, an ntrastate toll SLU factor s calcuhted by dividing the intrastate toll
minutes of use, orgnating and terminating, by total minutes ofuse for the service area in
question). On the other hand, the SPF is more complex. It relies on SLU data, but it
mtroduces weighting into the conputations, the effect of which & to put greater
emphasis on toll wsage than on localusage, inorder to reflect certain demand factors,

such as distance, and the repression effect from attaching a price tag to tollmnutes.

Q. Why have you not used a usage-based allocation in apportioning loop costs?

A. To precisely apply the SPF methodology to New Jersey Bel’s cost data would require
the assemblage of a great deal of data and the ntroduction of considerable compkxity
into the analyss, without producing any signifcant advarntage over the flat 50%
allocation that I have chosen. In my experience, when a SPF approach i used for both
mterstate and ntrastate, the resuking allocation to basc local exchange is typically

somewhere in the vicnity of40% to 60 %.
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Q.

Would you please explain the calculations that showthe cost/reve nue
relationships when 50% of joint costs are allocated to basic local exchange?
In ths analyss, shown onpage 2 of schedule 6, the revenues again are derived entirely
from the components of basic local service. Set against these revenues (colurm a) are
the drrect costs of providing this lewel of service (columnb), 50% of the joint costs,
inchidng the local loop (colunm c), and anallowance for common costs equal to 10%
of the aforementioned direct and joint costs (columnd).

If the increment & all residential customers, for a customer in Rate Group D, the

revenwes from basic local service are $12.68. Fromthis amount, direct costs of

**Begin Proprietary** **End Proprietary** are subtracted, along with jont
costs of **Begin Proprietary** ,¥**End Proprietary** and conmon costs of
**Begin Proprietary** **End Proprietary** This leaves a surplus of **Begin
Proprietary** #*End Proprietary** Stated another way, for the typical

customer i ths rate group the direct, joint and common costs, total to just **Begin
Proprietary** **End Proprietary** per month This totalis below the cumrent
rate paid by most residentil customers in this rate group, which is $12.68 (including the
FCC and touch tore charges). Thus, nstead of beng “subsidizd” as sometimes
alleged, the typical residental basic local exchange customer in this rate group provides

a revenue surplus of about **Begin Proprietary** **End Proprietary**
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Q.

You have nowdiscussed both the “pure” TSLRIC approach and the joint cost
allocation approach. You mentioned that you also used a third approach. Could
you explain this approach, in which you consider 100 percent of the loop costs?
Yes. Since joint and comnon costs are a substantial fraction ofa local exchange
carrier’s overall costs, it is usefulto analyze these costs from a variety of different
perspectives. One approach is to look at an ncremental group of customers, and ask
the question: What incremental revenues will the firm generate if it serves this
group of customers? These incremental revenues would then be matched with the
incremental costs that are required to serve that group of customers.

For any one customer, the ncremental revenue level may vary widely. If the
customer never places or receives a long dstance call, and never uses any of the
optional services that are offered by the firm the incremental revenues may amount to
Ittle more than the revenues from basic local exchange service and the FCC’s
subscriber line charge. Even n this is extreme case, however, some other incremental
revenues wil arise.

For exanple, consder directory publishing revenues. The incumbent bcal
exchange carriers earn very substantial revenues (and profts) from yelow page
advertising These rates vary drectly with the nunber of subscribers ncluded n (and
receiving) the directory. As additonal customers are added to the network, directory
publishing revenues and profts wil expand. These incremental revenues can
appropritely be comsidered n evaluating the impact of policies that encourage, or
require, carriers to maximize the participation rate.

The situation is amlogous to that of many publications. A magazne evaluating
its subscription efforts should consider not just the direct revenues gererated by new

subscriptions, but also all the incremental revenues associted wth those subscriptions.
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New revenues wil cone from the additional ads sold as the circultion base expands,
from the higher advertising rates chargeable as the number of subscnbers increases, and
from the sale to new subscribers ofbooks, videos, or other ancillary products.

In the same way, a local exchange carrier can anticipate ancillary revenue from
the sale of boldfaced white page lstings, which grow more numerous as the directory
becomes bnger. All such incremental revenue streams (net of the incremental costs)
must be considered in a fair evaluation of a program to expand the subscriber base.

As the increment of customers increases, so does the expected revenue stream
from adding customers to the network. Consier, for exanple, what revenues a carrier
can expect as it compares two scenarios: one in which nearly 80% ofall busnesses and
residences have telephone service and one where nearly 100% ofthem have a
telephone. As the number of customers increases in the range from 80% to 100 %, the
LEC can anticipate substantial incremental revenues and profts from numerous different
sources. Directory advertising revenues wilincrease as the directory expands to
include nearly everyone in the community. Circulaton willincrease, and the directory
wil be used more frequently, and become more useful to subscribers. As a result, the
number and size ofads will tend to increase further, as will the rates per colinn inch.

Simibrly, the volume of switched access minutes sold to interexchange carriers
wil ncrease with the number of subscribers, since expansion of the network will
unquestionably transhte into substantially higher volumes of access traffic. N ot only will
the incremental customers place more outgoing toll calls, they will also receve
numerous long distance calls. Furthernore, the value ofswitched access service
clearly will increase as participation rates ncrease, and the LEC may ako find t
feasible to charge higher access rates per mnute as its network grows to include nearly

everyone in the area, resuking in higher incremental revenues.
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Moreover, many of these incremental custoners, once they decide to purchase
basic telephone service, wil ako opt to purchase one or more discretionary services.
For exanple, cal waiting service s very popular. As participation vares between just
the “core group” of residental customers and all of the customers, including the
“margnal’ customers, the carrier can reasonably anticipate that many of the nargnal
customers will purchase call watting service. In fact, incremental call waiting revenues
may ako be generated from within the core group of customers, as the overall volunme
of local calling expands, and customers become more concerned about the possibility
of missingan important call because the line & already in use.

As a fnal example, consider the likelihood that some of the margimal customers
will purchase mside wire maintenance. Whether or not this is a wise purchasing decision
(some consider it greatly overpriced insurance), the carrier may reasonably anticipate
incremental revenues from this ancilry source, as marginal customers are added to the
network--some of whomwill agree to pay a monthly £e i order to have ther nsde
wires maintained.

I have not attempted to analyze allof these incremental revenue streams in
complete detail, nor have I analyzed them on a wire center by wire center basis. The
expected revenue stream will tend to vary somewhat, depending upon the demographic
and other characterstics of each wire center and the group of ncremental customers
being studied. For irstance, in some locations the local calling scope is very small, and
customers are required to place an ntralL ATA toll call in order to reach their
employers, major retailers, the nearest hospital, and the like. In such locations, the
carrier can anticipate a higher volume of ntralLATA toll revenues than n a wire center
where the local calling area encompasses most of the customers’ immediate daily

needs. While I recognize this diversity exists, the data needed to analyze these patterns

10
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in detail were not readiy available. Therefore, I have Pllowed a simplifed approach. I
have estimated a conservative kvelof revenues (and corresponding contribution to joint
and common costs) that I believe canreasonably be anticipated when a typical
customer is added to the network.

On page 3 of schedule 6 I have included this estimate of ancillary revenue
sources in a separate co lumn labeled “Other Drect Revenues.” My estimate of the
corresp onding direct costs is included in the colunm labeled “Other Direct Costs.” By
ircluding these columrs, along wth the direct costs and revenues associated with basic
local service page 3 provides a fairly comprehersive picture of the varous revenues
and costs that a carrer can anticipate as it expands ts network to include the relevant
mncremental group of customers, as well as the core group of customers that would be
present in ether event.

The column labekd “Contribution or Subsidy” shows the extent to which these
incremental customers can be expected to generate incremental revenues suffcient to
cover ther incremental costs, including all of the joirt costs ofthe loops that connect
them to the network, and an allowance of 10% towards common costs. To the extent a
positive figure is shown n the fnal colunm, the customer is generating an addiional

contrbution towards the fiim’s comnon costs.
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