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Please e xplain your first point of contrast. How are the TELRIC and stand-
alone methodologies different?

The TELRIC approach is essentilly a long run total costing approach, in which the
total cost of a network i disaggregated into categories (e.g., loops, switching), and then
divided by the relevarnt levelof demand, n order to derive total cost per unt for various
network elements. This costing approach canpotentially be used n developing and
maintaining a USF mechansm. However, this is not the only option.

There are at least three other types of long run economic cost which can be
considered by the Commssion, and which may provide some useful insights into
universal service questions. The first alternative is stand-alone cost. Stand-alone cost is
defined as the total cost to provide a particular tem (e.g., service) i a separate
production process, without the benefit of economies of scope. The costs of producing
several products withina singe firmmay be less than the sum ofthe analogous costs
that would be incurred if each ofthe products were produced separately. The savings
obtained n this manrer (through jont or common production processes) are known as
economies of scope.

A stand-alone cost study focuses on a specified group ofservices, chss of
customers, or geographic area. The study nodels a network that s designed to serve
the specified group, class or area n solation (none of'the facilities are shared wih other
services, customers or geographr areas).

For example, the stand-alone cost of providing single-lne service to customers
would involve modeling a network which does not inclnde nukiple lines, thereby
estimating the cost of providing a single line to every customer without the economies of
scale and scope that arse when mukiple lines are provided over the same network.
Analogously, the stand-alone cost of serving a high cost rural area would be estimated
by modeling a network that only serves that area, and which does not serve lower cost

urban areas.
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Not surprisingly, stand-alone costs per unit tend to be higher than TELRIC,
because the specified group, class, or area bears the entire burden of the cost of the
network mnfrastructure that is needed to serve that area, chss, or group. Jont and
comnon costs, whichare spread or allocated across multipk groups or areas in a
TELRIC study, are borne entirely by the specific growp, class, or area that is the focus
of the stand-alone study.

How do incremental coststudies differ fromstand-alone cost studies?
Incremental cost s the change in total cost resulting from a specifed increase or
decrease in the quantty of output (the ncrement). That 1, total cost is measured with
and without the subject ncrement, and the diference is the incremental cost.
Depending on the goals of the study, the ncrement can be as large as the entire output
(in which case it is the same as total cost), or as small as a singe unit of output (in which
case it roughly comresponds to marginal cost).

It can be seen that ncremental cost will tend to be less than total cost, and per-
unit ncremental cost will ako tend to be less than per-unit total cost (e.g. TELRIC),
since various fixed costs of production wilbe excluded from the ncremental cost
calcuhltions. Simikrly, incremental costs tend to be less than stand alone costs. In the
long run, it’s usually cheaper to add an increment of X units to a production process
than to produce that same X number of units on a stand alone basis. In the
telecommuntations industry, this is generally true where an additional increment of the
same service is being produced, due to economies of scale and/or economies of
density, and t may ako be true where a diferent product or service is being produced,

if economies of'scope apply.
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How do incremental costs relate to the s tand-alone costs discussed earlier?

A comparison of stand-alone cost estimates in conjunction with a total cost estimate
(where the firmis producing all relevant products or services) provides a means for
estimating the total service long run ncremental cost (TSLRIC) of'the service or group
of services that is excluded ffom the stand alone cost estimate.

The TSLRIC of a service is equal to the firnis total cost of producing al ts
services ncliding the service in question, mnus the firm's total stand-alone cost of
producing allits services except the service in question. In such a comparison, the
service in question s treated as incremental to the firm’s other services, which one
assunmes would be produced n any event. The implications ofths incremental treatment
can be profound, and sometimes surprising. The TSLRIC of a specific service wil
typrally nclude few, if any, ofthe frm’s joint and common costs (e.g,, general
overhead and admnstrative expenses), because most of these costs would be incurred
regardless of whether or not the incremental service is produced. And thus, ncremental
cost estimates tend to be lower than total or stand alone cost estimates. To the extent
that the addition of a new service (or class of customers, or geographic area) allows the
frm to enjoy increased economies of scope, the benefis of those economies accrue
entirely to the new (incremental) service in such ananalyss.

By contrast, the FCC’s TELRIC approach, used by the Commission in the
UNE proceedings, tends to spread the benefits of economies of scale, densty and
scope across the entire network, ncluding both bundked services and unbundled
elements. Ths follows directly from the fact that under the TELRIC approach, the cost
of anunbundled element is calcuhted based upon the entire volunre of that element
(inchhding the quantity needed to provide bundled wholesale and retail services), and
the fact that the FCC requres costs that are common to more than ore element be

allcated to allsuch elements. At least n this regard, it is far to say that the FCC’s



O© o0 I O »n B~ W =

NN N N NN N N e e e e e e e e
N AN kA WD = O 00NN S WD = O

TELRIC approach is essentially an average or total cost approach, rather than a truly

mncremental cost approach.

Is it also possible to apply incremental cost principles to the is sues in this
proceeding?

Yes. Incremental cost principles can be wsed to compute the addtional cost incurred
when a network s expanded (or contracted) to serve (or not serve) virtually any
specified block of customers, geographic area or zone, or specific service. At least in
theory, incremental costing concepts can be applied to virtually any conbination of
specifc customers, geographic areas, and services. Thus, ncremental cost studies can
potentially target whatever portion ofthe overal telephone network i of particubr
mterest, rangng all the way down to a contract service arrangenent provided to a
single customer at ore or two specific geographic locations.

Assuming adequate modeling tools are available, it s feasibk to analyz the
incremental cost of serving “high cost” (e.g. rural) areas, and/or singe line service, or
whatever group of customers or services are the focus of a USF mnquiry.

Although the guidelines established by the Commission do not require filing of
any incremental cost studies, they do require filing of both totaland stand alone cost
studies. In conmbination, these can be used to develop estimates of the ncremental cost
of servngthose customers and/or services that are ncluded n the total cost study and
which are excluded from the stand alone cost study.

For exanple, t is possibk to model a network that includes all ires (the frst
type ofstudy required by the Commission) and compare it to a network that includes
only special access lines plus second and subsequent lines (the second type of study
required by the Commission.) The resulting difference is the incremental cost of
providing jwst single line service (given that special access and multiple line service

would be provided in any event). Assuming all of the studies are properly dewveloped,
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the resukting TSLRIC estimate for sngle line service willbe lower than the total cost
estimates (derved from the frst type of study) or the stand alone cost estimates
(derived from the second type of study).

Similarly, t is possble to determine the TSLRIC of serving the most rural, high
cost portions ofthe state by modelng two networks—one that provides services to all
subscribers and one that provides services to all subscribers except those in the
specified rural, “high cost” areas. The cost difference between these two represents the
incremental direct costs of expanding the network to encompass these high cost areas.

TSLRIC estimates canbe useful in public policy and pricing decisions. For
exanple, any exammnation of “subsidies” as economists use this termshould
appropriately nclide consideration of one or more TSLRIC studies. TSLRIC estimates
can ndiate the presence or absence of subsidies for a specific service or a group of
customers in the aggregate. Similarly, ncremental costs canbe usefulin developing or
examining regubtory or pricing policies applicable to a particubr service or group of
customers. Of course, care should be used n nterpretng TSLRIC results: joint and
commnon costs tend to be excluded from TSLRIC estimates, yet these costs must ako

be considered in the pricing process, if total costs are be recovered.



