BEFORE THE PUBLIC UTILITY COMMISSION
OF OREGON

In the Matter of
Docket No. UM 1481

gggggl\[]j TILITY COMMISSION OF INITIAL COMMENTS OF COMCAST
PHONE OF OREGON, LLC

Staff investigation of the Oregon Universal
Service Fund

INTRODUCTION

Comcast Phone of Oregon, LLC (“Comcast”) submits these initial comments to the
Public Utility Commission of Oregon (“Commission”) concerning the Staff investigation of the
Oregon Universal Service Fund (“OUSF”). Given the number of questions before the
Commission, Comcast urges the Commission to exercise care in separating the two central
issues: (1) assessing whether the OUSF remains necessary to support narrowband services; and
(2) assessing whether or not Oregon may need an intrastate funding mechanism for broadband
services to complement the forthcoming federal support mechanisms being developed consistent
with the Federal Communications Commission’s (“FCC”) National Broadband Plan. By
separating these narrowband and broadband issues, the Commission can address the narrowband
questions in the near term — and then revisit the broadband issues, including whether Oregon
consumers should fund additional broadband deployment, once the FCC’s reforms under the

National Broadband Plan are known.
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COMMENTS

A. The multitude of complex questions in this proceeding essentially concern
two distinct issues, namely, narrowband and broadband funding.

At the outset, Comcast notes the multiplicity of questions raised by Staff and the parties
in this matter. Staff’s original list of seven questions has exploded into a list of seventy-eight
distinct questions, divided into fourteen topics, ranging from the need for an OUSF to the status
of Tribally-owned providers. These questions involve complicated matters that would require
considerable time and effort for the Commission to resolve. Nonetheless, Comcast believes that
the majority of the questions essentially concern two major issues.

The first major issue is whether the OUSF is an effective mechanism for its intended
purpose — supporting narrowband telecommunications service in high-cost and rural areas.
Subsidiary questions concerning this first issue — the narrowband issue — include examining how
OUSF money has been invested and analyzing whether the OUSF, or a reformed OUSF, remains
necessary to support incumbent local exchange company (“ILEC”) provision of narrowband
service, particularly in light of numerous other revenue streams that support the same ILEC
networks and the likelihood that the narrowband network has already been fully paid for.
Resolving the narrowband issue involves measuring the existing OUSF against its original goals
and deciding whether it remains a good fit. The information necessary to make that
determination is either available to the Commission today or could be provided readily by the
recipients.

A distinct, second, major issue is whether Oregon should create an intrastate mechanism
to support the deployment of broadband services in unserved and underserved areas. Subsidiary
questions concerning this issue — the broadband issue — include how should such a fund be

financed, how contributions from a broadband fund should be allocated, and what relationship, if
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any, the OUSF might have with a new broadband funding mechanism. Resolving the broadband
issue requires defining objectives for broadband service, understanding which objectives will be
met by the FCC’s universal service reforms under the National Broadband Plan, determining if a
supplemental state mechanism is needed to meet the objectives, and, if so, designing a
competitively-neutral mechanism that is appropriately tailored to the new technologies of the
broadband world. The data needed to address the broadband issue is not yet available to the
Commission because the FCC’s National Broadband Plan proceedings are ongoing. Until the
FCC process is complete, Oregon cannot know if an intrastate fund, which.is ultimately
financially supported by Oregon citizens, is justified, and certainly cannot intelligently craft a
mechanism to supplement the not-yet-available FCC fund.

Without distinguishing between these two major issues, there is no way to adequately
address each. One turns on data available today, the other on ongoing FCC proceedings. Each
involves distinct market factors and technological issues (e.g., the different infrastructure needed
to provide centrally-switched, voice-grade narrowband service versus packet-switched
broadband service). The OUSF was designed and its funding justified in support of certain
narrowband goals. The Commission should reject the notion that the OUSF can simply be
shifted to support broadband. Once the FCC broadband funding proceedings are complete, the
Commission will have the information necessary to decide whether additional broadband
funding is necessary, and suggest an approach targeted at complementing the FCC mechanisms.
/1
I
/1

I
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B. On the narrowband issue, the Commission must evaluate the use of OUSF
funds, the changed marketplace for Oregon’s ILECs, and the danger of using
the OUSF as a “make-whole” fund.

“With respect to the narrowband issue, Comcast agrees with the Oregon Cable
Telecommunications Association that, first and foremost, there should be a review of how OUSF
money has been invested and whether the OUSF remains necessary for the support of ILEC
narrowband.services. Moreover, in considering whether the OUSF is still needed, the
Commission must recognize ALL forms of revenue that the rural ILECs derive from their
networks — networks that support both narrowband and broadband services and were funded by a
combination of ratepayers and the OUSF. This includes revenues from broadband Internet
services and video programming services now offered over many OUSF-subsidized ILEC
networks.

First, in considering the ongoing need for OUSF support for narrowband (Issue 2), the
Commission needs to consider the use of OUSF funds and the relative benefits of subsidizing
further rural investment in the public switched telecommunications network (“PTSN”). Whether
attributable to the OUSF or not, Oregon has largely achieved the OUSF’s original goal of
ensuring access to basic telephone service at reasonable rates in the fifteen years since the fund’s
creation. Given that success, the Commission should take a close look at ongoing expenditures
of OUSF funds, and whether such expenditures go beyond the fund’s purpose (Issue 11).

The Commission should also critically examine the diminishing benefits of additional
investment. The importance of the PSTN operated by the ILECs is diminishing over time.
Competition for voice service has increased in size and scope throughout most geographic
markets, as a result of private investments made by cable companies and wireless companies.
These factors increase the importance of continuing to foster voice competition in these markets

in Oregon and diminish any special status or role for the ILECs.
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Despite changes in the marketplace, the OUSF has not been reviewed in the fifteen years
following its inception. Given these changes, there is no demonstrated need to continue the
OUSF for its original purpose, which has largely been achieved (Issues 2 and 5). There have
been proposals by workshop participants, however, to use the OUSF on a going-forward basis as
a make-whole fund for the ILECs’ diminishing access revenues (Issue 14). This should not be
the purpose of a universal service fund. Make-whole is an antiquated concept dating to the era of
monopoly local telephone companies subject to rate-of-return regulation. The OUSF should be
retained only if there is a demonstrated need to continue providing regulated below-cost voice
service to an identified group of citizens in Oregon. In that case, the subsidy should be
competitively-neutral and based on the forward-looking cost of providing service. The OUSF
should not be used as an offset for falling ILEC intrastate access revenues. The ILECs have
many other sources of revenue to offset the costs of improving their network, most of which are
not recognized in their regulatory books of account. It is essential to examine all sources of
revenue and the underlying costs reported by the potential recipients, in order to calibrate the
level of funding actually needed (Issues 29, 38 and 39). Even if the ILECs’ may be unable to
make themselves whole as a result of a decline in demand, it is not the obligation of general
ratepayers or taxpayers to fund these losses.

After fifteen years, the changed marketplace for rural ILECs provides ample revenue for
investment in rural narrowband services — an investment with decreasing public benefits due to
changing technologies. In this context, the Commission must consider carefully whether the
OUSF’s purpose justifies its continued existence. Whatever the Commission’s determination, it
should reject proposals to use the OUSF as a make-whole fund. Such proposals provide no

justification for the fund, but would only subsidize rural ILECs at the expense of fair

Page 5 — INITIAL COMMENTS OF COMCAST PHONE OF OREGON, LLC

DWT 15833763v4 0106080-000145



competition. The dangers of the make-whole approach are examined in great detail in a “white
paper” by Michael D. Pelcovits, Ph.D. of Microeconomic Consulting and Research Associates,
Inc., attached as Exhibit 1 to these Initial Comments.

C. On the broadband issue, Commission (or Legislative) action before knowing

the extent of the FCC’s reforms under the National Broadband Plan would
be premature.

The FCC currently has an active docket considering the National Broadband Plan.' The
National Broadband Plan contains recommendations for the FCC to consider on a variety of
issues relating to broadband adoption and deployment, including the use of USF funds for
broadband. The FCC has initiated a proceeding to begin to consider retargeting Federal USF
funding to support deployment of broadband service to all households in the U.S. The
implementation of the forthcoming National Broadband Plan by the FCC and Congress would
necessarily alter the role of a state broadband fund. The specific impact obviously cannot be
predicted absent final FCC action. Federal USF reform under the National Broadband Plan
might alleviate, or eliminate altogether, the need for Oregon to address broadband through an
intrastate plan. If there is any need for additional funding by Oregon, this would only become
apparent after the FCC determines how it will implement its goals. As a consequence of the
FCC’s initiatives and the continued development of competition in the communications and
information market, the need for regulation and subsidies will recede (Issue 52). Accordingly, it
is too soon to tell if an Oregon intrastate broadband fund is needed (Issue 3). With respect to
broadband, acting before the FCC plan is enacted would be premature (Issue 6).

For the same reasons, it is obviously premature to discuss specific proposals for

contributions, or the size of such a fund (Issue 26). As a general principle, however, it is critical

! A National Broadband Plan for Our Future, GN Docket No. 09-51; see also National Broadband Plan, available at
http://www.broadband.gov/download-plan/.
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that any broadband fund be competitively neutral, a goal that can be advanced by using
procurement auctions (where there will be multiple bidders for the funds). Ideally, the subsidy
should be funded from general tax revenues to draw from a broad base. Any industry-specific
fund would impose a unique burden on the industry and its customers. If, however, a specific
industry is going to be taxed, it is important that the assessment on service providers be as
competitively-neutral as possible. Also, regardless of how the revenues are raised, it is vital that
the funds be well targeted to reach only those individuals who do not have an unsubsidized
competitive option. For a further discussion on how such an option could be implemented at the
federal level, please see a Petition for Rulemaking filed with the FCC on behalf of the National
Cable & Telecommunications Association (“NCTA”), attached as Exhibit 2 to these Initial
Comments.

Because it is not possible, until the National Broadband Plan is enacted, to say whether a
supplemental Oregon plan is needed, it is consequently impossible to set specific coverage
objectives (Issue 48), or to say whether the focus of an intrastate fund should be on middle-mile
or last-mile services (Issue 51). The focus of the National Broadband Plan reforms will
necessarily impact such questions. It would make little sense for Oregon to focus additional
taxpayer or ratepayer funding on areas already adequately supported by féderal funding.

Nor is it possible, absent information on a forthcoming federal funding plan, to determine
today how funding might be tied to specific speed benchmarks (Issues 49 and 50), or to criteria
such as Carrier of Last Resort (“COLR”) obligations. With respect to benchmarks, as a general
principle, recipients of a state broadband fund must commit to provide some measurable level of
services at a reasonable price. The FCC may establish federal speed benchmarks and service

criteria that could be adopted or modified by a supplemental Oregon-specific plan (if one is
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necessary). These are likely to take a different form than the traditional benchmarking of local
service rates. With respect to COLR obligations for broadband support (Issue 47), it is not
possible to define these obligations in a vacuum, but rather they must be determined in
conjunction with the goals of the fund and the method used to distribute the fund (e.g.
procurement auctions). As explained above, the objectives of an intrastate fund can only be
decided once the focus of an FCC plan is known.

Because so many elements of any Oregon intrastate broadband plan — including whether
such a plan is necessary at all — hinge on the FCC’s forthcoming reforms under the National
Broadband Plan, it would be premature for the Commission to devote significant time and
energy to developing such a plan today. Rather, the prudent course is to revisit these issues once
the extent of the FCC’s reforms under the National Broadband Plan is known. Only then will the
Commission (and the Legislature) be in a position to determine the role, if any, for an Oregon-
specific plan.

Dated: October 25, 2010

DAVIS WRIGHT TREMAINE LLP

Aok

MARK{P. TRINCHERO, OSB #883221
Email: marktrinchero@dwt.com
Telephone: (503) 241-2300

Facsimile: (503) 778-5299

Of Attorneys for Comcast
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MICRA Microeconomic Consulting & Research Associates, Inc.

1155 Connecticut Avenue NW, Suite goo
Washington, D.C. 20036

(202) 467-2500

www.micrade.com

Debunking the Make-Whole Myth:
A Common Sense Approach to Reducing Irrational

Telecommunications Subsidies
White Paper #3

Michael D. Pelcovits, Ph.D.
November 17, 2008

This paper, the third in a series of white papers, was commissioned by Comcast. The
methodology, analysis, and conclusions are the author’s own.
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Executive Summary

Intercarrier compensation reform has been on the agenda of policymakers for
many years. Most recently, the FCC issued a Further Notice of Proposed Rulemaking,
which if adopted and accompanied by some key modifications, would make major
strides in reducing the inefficiencies in the current regime. Reform is essential to bring
rationality to the current regimes governing the rates for intercarrier compensation
(ICC). Intrastate and interstate access charges, although much lower than in the past,
are still above cost and not even uniform in many states. Above-cost charges for access
and other intercarrier compensation rates can give some carriers an artificial advantage
over their competitors and perpetuate past regulation-induced inefficiencies.
Furthermore, when ICC rates are not uniform for functionally indistinguishable traffic,
carriers will engage in costly efforts to circumvent the highest charges.

The FCC has proposed as a new cost benchmark for ICC rates, the long-run
incremental cost (LRIC) of terminating calls. This is a good benchmark from a
conceptual standpoint and can be measured without enormous difficulty. From an
economic standpoint, the LRIC standard ensures that no carrier will be imposing the
cost burden of serving its own customers on another carrier. From a practical
standpoint, LRIC can be estimated by analyzing and estimating only the incremental
traffic-sensitive components of a modern-day switch. We can say with great certainty
that LRIC-based rates will be well below the current $.0007/minute mirrored reciprocal
compensation rate.

Many proposals for intercarrier compensation reform, however, are
accompanied by provisions that require ratepayers to make up the losses of revenue
from reductions in intercarrier compensation rates. Further, some proposals include a
make-whole fund to offset revenue losses caused by reductions in access lines and
access usage experienced by the incumbents (either as a result of competitive inroads or
an overall decline in the demand for wireline narrowband service.) The FCC's recent
Notice scales back the make whole approach so that it only applies to rate-of-return
(RoR) regulated ILECs. This.is a major step forward in many respects, although still
flawed in its make-whole approach to subscriber line charge (SLC) increases and in its
treatment of rate-of-return regulated firms.

The “make-whole” paradigm is an anachronism, based solely on the traditional
rate-of-return regulatory model, which no longer applies even to most RoR regulated LECs.
This paradigm ignores the dramatic developments in the telecommunications industry,
which have created a new financial reality for the ILECs. The ILECs’ business model has
evolved substantially in the last several years from the model of a regulated telephone
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company. Their customers are subscribing to high-priced bundles of services, which
include local and long distance telephone service, Internet service, and video service.
The profitability of serving residential customers no longer depends on the revenues
and costs of local exchange service alone. Further, the ILECs’ ability to invest in
infrastructure is not threatened by a potential loss in access revenues. Rather, many of
the ILECs only need to redirect their abundant inflow of cash to investing and away
from acquisitions and stock buy-backs.

Finally, the carrier of last responsibility (COLR) of the ILECs has been raised as a
reason to offset any access reductions with make-whole payment. We believe that the
COLR issue is legitimate, but that its significance is vastly overstated. Importantly, the
potential cost of this obligation is much less than the current sources of explicit and implicit
subsidies now received by the ILECs. Policymakers should increase or redirect explicit
subsidies where the need for COLR support is identified. But in the meantime, there is
no reason to delay an immediate and comprehensive reform of the intercarrier
compensation regime.

ii (
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Debunking the Make-Whole Myth:
A Common Sense Approach to Reducing Irrational
Telecommunications Subsidies

Most incumbent local exchange carriers (ILECs) and other voice providers agree
that above-cost charges for access and other intercarrier compensation (ICC) rates give
some carriers an artificial advantage over their competitors and perpetuate past
regulation-induced inefficiencies. Furthermore, when ICC rates are not uniform for
functionally indistinguishable traffic, carriers will engage in costly efforts to circumvent
the highest charges. ILECs are losing increasing revenues to these so-called “arbitrage”
efforts and are now pressing very hard for reforms that will eliminate or substantially
diminish the incentives for voice service providers to engage in such efforts. This
appears to be providing the impetus to policymakers to finally come to grips with an
issue that until recently was a key issue for competitors only and thus languished for
years in policy purgatory. Recently the FCC issued a Further Notice of Proposed
Rulemaking addressing intercarrier compensation and universal service issues.! The
November Notice represents major strides in reducing the inefficiencies in the current
regime. In this white paper, we will address many of the same topics raised in the
November Notice and comment on the differences between the thesis of this paper and

the path proposed by the FCC.

Recent proposals to reform the seriously-ailing intercarrier compensation regime

adhere to the key principle that charges for call termination should be set uniformly at a

1 FCC, Order on Remand and Report and Order and Further Notice of Proposed Rulemaking, CC
Docket No. 01-92, WC Docket 05-337, CC Docket No. 96-45, etc., November 5, 2008. (Hereafter “November
Notice”)

1 /
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rate no higher than incremental cost, or in the alternative a bill-and-keep regime should
be adopted. We agree with that principle and suggest a simple creed for intercarrier

compensation reform: Intercarrier compensation shall not be a profit center.

Many of the ILECs’ proposals for intercarrier compensation reform, however, come with
“a catch.” They propose that ratepayers (their own and their competitors’) make up any
loss of revenue from reductions in intercarrier compensation rates. Also, some
proposals include a make-whole fund to offset revenue losses caused by reductions in
access lines and access usage experienced by the incumbents (either as a result of
competitive inroads or an overall decline in the demand for wireline narrowband
service.) And although it is hard to put a price tag on the size of the make-whole
guarantee, it could certainly amount to billions of dollars a year, if applied to all ILECs.
Over the expected decade or longer lifetime of a major regulatory decision, this would

amount to tens of billions of dollar.

One example of the “make-whole” feature of the reform plans is the proposal by
OPASTCO to create a supplemental interstate common line support (ICLS) mechanism,
which would be “automatically available for carriers that are currently under rate-of-
return (RoR) regulation in the interstate jurisdiction without any other conditions
applying, particularly those related to the way a carrier is regulated in the state
jurisdiction.”? The supplemental ICLS would have two components. The first would
compensate the RoR ILECs for all revenues lost as a result of mandated reductions in
access charges, not otherwise recoverable from increases in SLCs. The second would
provide compensation for “unrecoverable revenue losses attributable to losses in access

lines and interstate and intrastate minutes of use, using 2008 as a base year.”3

The November Notice does not propose consideration of a similar bailout for the
price cap carriers.# However, as late as September of this year, Verizon and AT&T

proposed the establishment of a “Replacement Mechanism,” which would extend the

2 OPASTCO, Ex Parte Notice, October 29, 2008, CC Docket No. 01-92, WC Docket 05-337, CC Docket
No. 96-45, also included within Appendix D to the November Notice.

31d,at 2.

* The price cap carriers are allowed to increase subscriber line charges (SLCs) to offset reductions
in access charges without demonstrating that these increases are necessary to recover costs or offset
implicit subsidies.
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make whole support to price cap carriers. The purpose of this fund (along with
increases in end-user charges) was “to give providers the opportunity to recover
revenues that they have previously collected through access charges.” Importantly, the
primary cause for this new regulatory bailout does not appear to be any action taken by
the regulatory agencies (as it has been in the past), but rather the “very real threats” to
access revenues posed by the loss of access lines and the “various arbitrage schemes.”
As stated very clearly and succinctly by Verizon, “in the face of these pressures on
access revenues, the Replacement Mechanism is designed to provide carriers with a

more predictable and reliable source of support.”

The “make-whole” mechanism appears as an integral part of the ILECs’
intercarrier compensation reform package as a matter of course, rather than a result of a
clearly expounded policy. “Make whole” appears as part of the natural order of the
telecommunications world, which lamentably it has been. For decades, the ILECs have
never had to justify the “make-whole” concept, in spite of the radical changes in the
regulatory and business environment. The recent November Notice, which restricts the
make-whole provisions to RoR carriers only, is a refreshing change from the attitudes

and practices of the past.

The purpose of this white paper is to bring the “make-whole” issue out into the
open and question the unquestionable: Do the ILECs need to be made whole in
response to changes in the market or requirements to set non-discriminatory rates?
Before discussing the make-whole issue, however, we will address the economics of
intercarrier compensation pricing. The November Notice presented a new proposal on
the costing standard for intercarrier compensation, and it is an important issue that we

have studied for many years.

Following this digression on pricing issues, we examine the make-whole issue
from a conceptual and empirical standpoint. Since the make-whole concept is deeply
rooted in “ancient” history we first review that history and then demonstrate that the

make-whole paradigm is an anachronism, which has now become a myth. Following

5 Letter to Chairman Martin and Commissioners by Susanne Guyer, Senior Vice President - Federal
Regulatory Affairs, Verizon, CC Docket No. 96-45, September 12, 2008, at 5.
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this discussion, we analyze the ILECs’ justifications for a new make-whole mechanism.

The three major themes we examine are:

e Make-whole is an entitlement of the regulated ILECs, premised on the need to
keep the monopoly provider financially healthy.

e Make-whole is needed to fund future investments in the infrastructure.

e Make-whole is needed to compensate the ILECs for assuming the carrier-of-last
resort obligation.

1. THE PRICING STANDARD FOR INTERCARRIER COMPENSATION

Interconnection is essential in any communications marketplace where
customers are served by multiple, competing carriers. Without interconnection, one
network’s customers are unable to communicate with another carrier's customers. In
markets where one firm has a disproportionate share of the market, however, the
dominant firm will have the upper-hand in any interconnection negotiation. Indeed,
under the conditions now present in voice markets, the ILECs have the incentive and
ability to raise the price and degrade the quality of interconnection provided to their
competitors. Regulatory authorities must prevent this from happening by requiring the
dominant firms to establish fair and reasonable interconnection policies. This is the
most important role for government in this transition between the old monopoly world

and the competitive market of the future.

Interconnection fees are a cost of doing business for competitive voice service
providers. Therefore, if interconnection fees are set above cost, the voice providers will
have to increase prices to consumers.t This will harm consumers directly and

potentially disrupt the transition to fully effective competition in the voice market.

The most important pricing element of interconnection is the rate charged for call
termination. (And although we will address only this component, it is still critical for

the Commission to regulate transit rates and other interconnection fees to prevent an

8 A voice provider will also receive revenue from an ILEC for terminating traffic originated by the
ILEC’s end users, or a credit to offset termination fee obligations. In some cases, such as when the CLEC
serves a proportionately greater share of residential customers, the net of the two obligations would require
the competitor to pay the incumbent ILEC.

EXHIBIT

PAGE

OF




ILEC’s exercise of market power.) Economic theory dictates that this rate should be set
at the incremental cost imposed on the terminating network by carriage of the
originating carrier’s traffic. As the Commission points out in the November Notice,” the
standard set forth in Section 252 (d)(2)(A) of the Act requires that rates for reciprocal
compensation (i.e., local call termination) should be based on the “additional cost of
terminating such calls.”? The Commission highlights the distinction between Total
Element Long Run Incremental Cost (TELRIC) and the long run incremental cost (LRIC)
of a service provided by a multiproduct firm, noting that LRIC is a better representation
of the statutory standard.?

The TELRIC standard, which was established in 1996, is based on forward
looking costs of the entire quantity of the element provided, including any fixed costs
associated with this element. For example, the TELRIC cost of the switching functions
(non-traffic sensitive plus traffic sensitive) would encompass the cost of the switch
frame, processor, and matrix, along with associated land and building costs. In
addition, the Commission required that the TELRIC cost estimates included an
allocation of the common costs of the firm, even though common costs are not an

identifiable incremental cost of the element.

The alternative measure of cost now proposed by the Commission - LRIC - is
distinctively different from TELRIC in a number of ways. First, as the Commission
points out, LRIC is conceptually a better measure of the lower-bound of a subsidy-free
price, as shown in the analysis developed by Faulhaber, Baumol, and others.1® In other
words, so long as the customers of a multi-product firm’s service pay the incremental
costs that their service adds to the cost of the firm, they will not be subsidized by other
services. Second, LRIC unequivocally removes any of the forward-looking common
costs that were added to TELRIC (and often are assumed to be included in TELRIC).
This is proper, because the common costs, by their very nature, are not incremental to

the call termination service provided by an ILEC or competing carrier. Third, LRIC will

" November Notice, Appendix C 1232.

2 47U..C. §252(0)(2)(A).

° November Notice, Appendix C 7244.

' See, Gerald R. Faulhaber, Cross-Subsidization: Pricing in Public Enterprises, 65 AM. ECON.
REV. 966, 966-77 (1975).
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exclude any of the switch costs that are non-usage sensitive. This will clear up any
confusion that exists under the current TELRIC methodology arising from the need to
allocate switch costs between ftraffic sensitive and non-traffic sensitive elements. With
LRIC the conceptual test for whether to treat a cost as traffic sensitive is whether the

incremental traffic would increase the cost of the switch on a going forward basis.

The LRIC costs of call termination are well below the $.0007 mirroring rate for
reciprocal compensation, which is often used as a proxy for cost-based termination rates.
The more recent estimates provided by the TELRIC models, such as the HAI model, are
well below $.0007 - in the range of $.000295 cents per minute.!? Further, as explained in
the November Notice, it is even questionable whether any of the switch costs are truly
traffic sensitive.l2 And if we look exclusively at forward-looking technology, such as
soft switches, TELRIC costs are likely in the range of zero to a maximum of $.00024 per

minute.13

In sum, reform of intercarrier compensation should lead to reductions in the
rates for most categories of call termination. For most carriers, intrastate access charges
must fall the most, followed by interstate access charges and finally by reciprocal
compensation rates that are above the to-be-determined LRIC of call terminaﬁon.
Finally, as an alternative, many economists regard a “bill-and-keep” regime, whereby
carriers recover all of their costs only from their own customers, as superior to the more

traditional calling-party-network-pays (“CPNP”) regime.14 The basic argument is that

" Minnesota Public Utilities Commission, Staff Briefing Papers, August 7, 2003,
http://www.puc.state.mn.us/docs/briefing_papers/b03-0088.pdf
This document discusses a decision by the Minnesota PUC to set call termination rates at zero based on the
determination that carriers “do not incur usage-based costs for switching.” (at 4) It also reports the call
termination costs on a minute of use basis, derived from the HAI 5.2a cost model. (at 6)

'2 November Notice, Appendix C 1250. Also see, See, Joint Direct Testimony of Joseph Gillan
and Richard Chandler, on behalf of AT&T Communications of the Pacific Northwest, Inc, and WorldCom,
Inc., Before the Washington Utilities and Transportation Commission, Docket No. UT-023003, June 26,
2003.

1 November Notice, Appendix C 252, citing to AT&T October 4, 2008 Ex Parte Letter.

' See, DeGraba, Patrick, 2002, “Central Office Bill and Keep as a Unified Inter-Carrier
Compensation Regime,” Yale Journal on Regulation, 19 (1) pp. 39-84; DeGraba, Patrick, “Efficient
Intercarrier Compensation for Competing Networks When Customers Share the Value of A Call,”
Journal of Economics & Management Strategy, 2003, vol. 12, issue 2, pages 207-230
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the terminating party is in a better position to constrain his or her own carrier from
imposing excessive prices for call termination. Perhaps it is time for the FCC to reopen
its investigation of “bill-and-keep,” which it studied carefully in the past and found that

it offered many significant benefits.?5

2. DEBUNKING THE MYTH THAT MAKE-WHOLE IS AN ENTITLEMENT

Regulated firms are made whole by offsetting decreases in one set of rates with
increases in another set of rates, sufficient to maintain the exact same level of revenues.
The make-whole paradigm originates with traditional rate-of-return regulation practiced
by the state utility commission and the FCC starting in the 1930s. The traditional rate
case conducted by state commissions consisted of two distinct phases.’¢ First, the
commission determined the overall allowed (or targeted) level of total revenues. This
phase was termed a revenue requirements determination, and included analysis of the
operating costs and capital outlays of the firm and a determination of the allowed return
(and depreciation) on the rate base. This was an intensive and adversarial process,
which could last for many months and involved discovery and lengthy hearings. Once
the revenue requirements were determined, the rates for individual services were set to
yield the targeted level of revenue in the “test” year, i.e., the year in which the rates
would be in effect. Hence, the rates for individual services could be adjusted upward or
downward so long as the total revenues that the rates were expected to produce did not
exceed the overall revenue requirement. If a rate for one service was lowered, the rates
for other services would be raised to offset the reduction in revenues from the first
service. This is where the concept of “revenue-neutrality” originated, and the practice

of make-whole ratemaking got its start.

State and Federal regulators have steered very far from traditional rate-of-return
regulation. State commissions have substituted “incentive regulation” for rate-of-return

regulation over the last twenty years. The FCC has substituted price caps for rate-of-

13 Federal Communications Commission, Notice of Proposed Rulemaking, CC Docket No. 01-92,
Released March 3, 2005
16 The FCC has not undertaken a full-fledged rate case for many decades.
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return regulation for ILECs providing service to all but eight percent of telephone
customers.”” Major ILECs have not been subjected to a rate case in decades, and indeed
price caps or price freezes were imposed in most cases without any analysis of the rate

base or expenses of the ILEC.

Given the passage of time since revenue requirements were last established,
therefore, there is no basis for assuming or assigning to ratepayers or competitors an
obligation to make an ILEC whole. During the last two or three decades, the industry
has evolved dramatically. The ILECs’ costs have fallen, the prices of regulated services
have been only loosely constrained, and the revenues received from the ILECs’
customers have increased due to the increased sales of bundles of regulated and
unregulated services. Indeed, the chasm between the revenues received from the ILECs’
local exchange customers (let alone the revenue potential from the new services being
offered) and the revenue requirements of a traditional rate case is so large, as to undermine
any argument that the ILECs are entitled to be made whole, relative to current levels of

revenue from regulated services.

While the make-whole myth should collapse on its own, it appears to have some
life left to it. Therefore, we present statistics on the ILECs’ financial status, which proves
the traditional concept of the revenue requirement no longer applies to today’s ILECs.
First, we examine how the ILECs are shifting increasing amounts of their operations into
non-regulated activities. The ILECs’ success in the non-regulated arena is a direct result
of their historic local exchange monopoly and their continuing relationships with their
local customers. To the extent non-regulated revenues are “offsetting” regulated
revenues, there is no basis for forcing some group of captive ratepayers, taxpayers, or

competitors to make-whole the regulated part of the ILEC.

Second, we analyze how the ILECs have benefited from the lack of meaningful
adjustments to their price caps. Over the past several years, price caps have remained
the same in nominal terms (the same dollar amount). Since inflation has been at record

lows and the ILECs have not been forced to offset productivity gains with price

17 Trends 2008, Table 7.2




reductions, the price caps have been very generous to the ILECs. As a result, the ILECs
have earned supranormal returns on capital, even on their regulated books of account.

Any additional profits earned on non-regulated services are icing on the cake.

The November Notice marks a significant departure from the use of the make-
whole paradigm for price cap carriers. We still believe it is important, however, to
provide information on the price cap carriers’ financial performance. As an initial
matter, the FCC’s proposal has not been adopted by the Commission, and it would be
premature to declare victory on this issue. The make-whole myths are powerful and
will not die easily. Also, lessons from the price cap carriers are instructive for the so-
called rate-of-return carriers. If the FCC were to adopt the OPASTCO proposal and
provide supplemental ICLS to carriers that are RoR regulated in the interstate
jurisdiction, without regard to how they are regulated in the state jurisdiction, then their
intrastate performance may well mirror the experience of the completely price capped

carriers.

The distinction between price cap carriers and RoR carriers is not as clear-cut or
as sharply drawn, as one might expect. Rate of return regulation governs the operations
of many mid-sized companies. As shown in the table below, average schedule
companies - the smallest of the ILECs - account for only 2.1 million of the 11.7 million
loops under interstate RoR. Many of the other loops subject to rate of return regulation
are provided by one of the mid-sized ILEC holding companies. As shown in the table
below, the mid-sized ILEC holding companies must be providing a substantial number
of RoR loops. This can be seen by comparing the “cumulative” column to the total
number of RoR loops. Even if we assign all of the RoR loops in ascending order to the
smallest ILEC holding companies, the total would not be exhausted until we reach the
seventh largest company - Citizens Communications Company. And indeed, it is
factually true that a significant number of local loops provided by mid-sized carriers,

such as CenturyTel and TDS, are subject to interstate rate of return regulation.

o
%
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Holding Companies Loops Cumulative
AT&T Inc. 65,669,563 146,848,926
Verizon Communications Inc. 45,524,091 81,179,363
Qwest Communications International, Inc. 13,066,748 35,655,272
Embarq Corporation 6,603,481 22,588,524
Windstream Corporation 3,014,037 15,985,043
CenturyTel, Inc. 2,065,242 12,971,006
Citizens Communications Company 2,001,652 10,905,764
Cincinnati Bell 814,120 8,904,112
TDS Telecommunications Corporation 619,888 8,089,992
Hawaiian Telecom Communications, Inc. 586,201 7,470,104
Commonwealth Telephone Enterprises, Inc. 298,947 6,883,903
Alaska Communications Systems 240,814 6,584,956
Iowa Network Services, Inc. 240,796 6,344,142
FairPoint Communications, Inc. 239,994 6,103,346
Consolidated Communications, Inc. 219,929 5,863,352
Madison River Telephone Company 164,179 5,643,423
Comporium Communications 139,126 5,479,244
D&E Communications, Inc. 129,313 5,340,118
Surewest Communications 121,615 5,210,805
CT Communications, Inc. 107,989 5,089,190
North State Communications Corporation 107,530 4,981,201
Horry Telephone Cooperative, Inc. 93,706 4,873,671
Hargray Communications Group, Inc. 75,384 4,779,965
Virgin Island Telephone Company 68,130 4,704,581
North Pittsburgh Telephone Company 65,270 4,636,451
Guam Telephone Authority 62,640 4,571,181
Matanuska Telephone Association, Inc. 61,203 4,508,541
Famers Telephone Cooperative, Inc. (SC) 55,089 4,447,338
Pioneer Telephone Cooperative (OK) 52,666 4,392,249
Hickory Tech Corporation 51,788 4,339,583
Lynch Interactive Corporation 51,715 4,287,795
Ntelos, Inc. 43,485 4,236,080
Atlantic Telephone Membership Corporation 42,813 4,192,595
Golden West Telecommunications Cooperative, Inc. 41,977 4,149,782
Guadalupe Valley Telephone Cooperative, Inc. 41,961 4,107,805
Twin Lake Telephone Cooperative Corporation 37,607 4,065,844
SRT Services Corporation 37,605 4,028,237
Skyline Telephone Membership Corporation 36,153 3,990,632
East Ascension Telephone Company, LLC 35,933 3,954,479
All Other Companies 3,918,546 3,918,546
Total 146,848,926
Average Schedule 2,135,935
Other Rate of Return 9,514,224
Total Non-Price Cap Loops 11,650,159
Total Price Cap Loops 135,198,767
Source: Trends 2008, Tables 7.2 and 7.3
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Rapid Growth in the ILECs’ Unregulated Revenues

The ILECs’ revenues from unregulated services and newly provided regulated
services have increased substantially since the inception of price caps in 1991. The
growth has come from data services, video services, and long distance services - often
provided as a bundle to their subscribers. The large ILECs report significant revenues
from the provision of these non-traditional and non-regulated services to residential
customers. AT&T, for example, reports that in California only 10.8% of its billed
residential revenues were for basic service without additional bundled services from
AT&T or its affiliate.’® Verizon reports a year-over-year 53% increase in broadband and
video revenues, which are reflected in average revenue per user (“ARPU”) of $63.76.19
The ARPU among FiOS customers is more than $130 per month. FiOS TV and Internet
have been growing rapidly and are poised to grow even more as Verizon has increased

its triple play coverage from 22% to 60% over last year.20

Interestingly, the large ILECs’ financial reports to the FCC show little evidence of
this rapid growth in unregulated revenues - even though these services are provided
over the same local exchange facilities as the traditional services and are usually sold on
a bundled basis with local exchange service. The large ILECs - Verizon, AT&T, and
Qwest - report low growth in unregulated revenues over the last few years.
Unregulated revenues were 6.5% of total ILEC revenues in 2004 and only 9.2% in 2007.
These data do not reflect the extent of unregulated activities of these companies.
Regulatory accounting (USOA) requires companies to report revenues and costs only for
unregulated activities operated by the ILEC entity. Most of the large ILECs” unregulated
activities, however, are run outside of the ILEC corporate entity. There is no formal
reporting to regulatory authorities of the revenues and costs of these unregulated
operations, despite the fact that the unregulated services are often sold in bundles

together with regulated phone service. As a result, regulators typically do not examine a

18 Interim Opinion Adopting Reforms to the High Cost Fund-B Mechanism, Public Utilities
Commission of the State of California, Decision 07-09-020 September 6, 2007, at 37 (citing to AT&T
Comments of 4/27/07 at 3)

19 Verizon, 2nd Quarter 2008 Earnings Conference Call,
http:/ /investor.verizon.com/news/20080728 /20080728.pdf

201d.
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complete picture of the ILECs’ financials when they consider whether the implicit or
explicit subsidies for “universal services” are really necessary to enable customers to
receive telephone service at reasonable rates. As we shall explain below, the increase in
revenues from unregulated services has reduced the need for subsidies of any sort to

ensure that telephone service will be available at reasonable rates.

Although it is impossible to determine the precise size of these unregulated
operations, it is possible to glean some information by comparing the USOA books of
account to the books of account reported by the parent corporations to the Securities and
Exchange Commission. Verizon Corporation reports results separately for its wireline
and wireless segments. The wireline segment includes voice, Internet access, broadband
video and data, next generation IP services, network access, and long distance. These
services are provided to consumers, businesses, and government, both domestic and
international. Total revenues, net plan, and investment in new plant and equipment for
the last two years are shown in the table below for the entire wireline segment of the

corporation, and then separately for the regulated Verizon and the unregulated entities.
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Verizon Financial Results

Corporate Regulated Unregulated
All Wireline Entities Subsidiaries
2007
Revenues $50.3 $29.6 $20.7
Net Plant $58.7 $34.3 $24.4
Annual Investment $11.0 $4.6 $6.4
2006
Revenues $50.7 $31.5 $19.2
Net Plant $57.0 $41.0 $16.0
Annual Investment $10.3 $7.1 $3.2

Note:

Amounts are in billions of dollars

Sources:

Verizon wireline data from 10K Reports

Regulated revenue from ARMIS 43-01

All other regulated data from ARMIS 43-02, Table B-6

What emerges from the Verizon financial data is that its unregulated activities
are the growth business of the company. The regulated subsidiaries of Verizon account
for 60% of Verizon's total wireline revenue and 30% of total corporate revenue (since
wireless revenues account for about 50% of total corporate revenue). The size of the
regulated rate base is shrinking rapidly and investments are shifting markedly toward
the unregulated operations. In 2007, of the $11 billion of new investment, only $4.6
billion (42%) went to the regulated entities. As we point out later on, the ILECs’ appetite
for new investment in traditional local exchange service has diminished - and is more

than amply funded by their cash flow from regulated services.

The mid-sized carriers (e.g, Embarg, CenturyTel, Windstream, and Citizens
Communications) provide more unregulated services through their ILEC entities than

the large ILECs. This is reflected in their ARMIS reports, which show unregulated
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revenues growing from 11% of total revenues in 2004 to 18% of total revenues in 2007.
The same trend can be seen in the revenues earned by the large RoR companies. TDS
reports almost 17% of its ILEC revenues come from the category of “miscellaneous
services,” which appears to correspond to unregulated activities.?? The trend in
unregulated revenues is shown in the chart below. These companies also earn additional
revenue from unregulated services offered by their affiliates. For many ILECs the

growth in unregulated revenues has more than offset reductions in regulated revenue.

Mid-Sized ILECs

Unregulated Revenues, 2004-2007
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This evidence supports the concept behind the FCC’s proposal that the price cap

ILECs must disclose their unregulated revenues and costs when seeking universal

21 Telephone and Data Systems, Inc., Annual Report to Shareholders for the Year Ended December
31, 2007, at 23-24. The report defines miscellaneous revenues as “charges for providing Internet services;
selling, installing and maintaining customer premise equipment; providing billing and collection services;
and selling of direct broadcast satellite service and other miscellaneous services.”
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service funding.22 The November Notice endorses the policy principle adopted here not
to make the ILECs’ whole, stating: “Thus, rather than guaranteeing revenue neutrality,
as some commenters propose, we take steps here to ensure that any new universal
service subsidies are targeted carefully to situations where they are crucially needed.”23
Admittedly, it will be difficult to turn this goal into reality and assign credit to
ratepayers for the profits earned from unregulated activities. Nevertheless, the
alternative of ignoring this “500 pound gorilla in the room”2 is an invitation to putting

an unfair and unnecessary tax on ratepayers.

Our discussion of the ILECs’ unregulated activities also highlighted the growth
being experienced by ILECs at least partially subject to rate of return regulation. We
disagree on policy grounds with the Commission’s proposal to treat the interstate rate-
of-return carriers as a “special situation.”? The issue of whether USF funds or a new
revenue replacement mechanism is necessary must take into consideration the potential
that a large number of customers in rural areas spend well upward of $60 for bundles of
regulated and unregulated services provided by their ILEC. Unless the revenues and
costs of these activities were subjected to a full rate-case type of analysis, there will be no
accountability for the need and use of the subsidies. This will exacerbate the problems --
identified by the General Accountability Office -- that were created by the absence of
performance goals and measures needed “to make informed decisions about the future

of the high-cost program.” 2
Low inflation benefits the ILECs

As explained above, price caps on interstate services and price controls on
intrastate services have not been adjusted properly for productivity gains over the past

several years or even longer. The price cap plan on interstate services originally

22 November Notice, Appendix C, §309.

#1d., 1308.

24 1d.,, citing Free Press October 13, 2008 Ex Parte Letter at 6.

»1d,, 9312

% United States Government Accountability Office, FCC Needs to Improve Performance Management
and Strengthen Oversight of the High-Cost Program, Report to Congressional Committees, June 2008.
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included an explicit productivity offset of as much as 6.5%.2 Price cap-regulated rates
were forced down over time by the amount of the productivity (or X-) factor minus the
level of inflation. Thus, if the X-factor was set at 6.5% and inflation was 2.5%, then
nominal rate cap was reduced by 4.0% a year. Under the CALLS plan, the mechanism
for adjusting the price caps was changed.2 During a transition period, switched access
rates were lowered to either 0.55¢/minute for the RBOCs, 0.65¢/minute for other price
cap carriers and 0.95¢ for “primarily rural” price cap carriers.?? Once these rate levels
were reached, the rates were frozen in nominal terms. Special access rate caps were also
frozen in nominal terms, beginning in 2003. The effect of this freeze in nominal rates
was to allow rates to increase in real terms, ie., inflation-adjusted, to the extent that
inflation was less than the underlying productivity improvements achieved by the
ILECs. The FCC did not say that the actual productivity gains of the ILECs would equal
the inflation rate, but rather washed its hands of the matter, claiming that “we believe
that increased competition will serve to constrain access rates in the later years of the

CALLS Proposal...”30

The benefit to the ILECs of the FCC’s price cap regime is most pronounced for
special access services. ILEC sales of special access service have grown very rapidly
over the last several years for two reasons. First, market demand for special access has
grown because of its use for business customers’ data services. Second, competition in
the special access market has failed to materialize, as the FCC predicted in 2000.
Considering the technological advances in these highly capital-intensive services and the
substantial economies of scale realized by the ILECs, the nominal price caps on special
access are a particularly good deal. As shown below, special access revenues of the
large ILECs have more than tripled over the last ten years. Special access has become a
bigger source of revenue for these ILECs than switched access services from interstate

and intrastate jurisdictions, and has more than offset any decline in switched access

271997 Price Cap Review Order, 5 FCC Red at 6789. The 6.5% factor was challenged in the courts
and vacated. Nevertheless, since the CALLS plan obviated any further analysis of this issue, we are using
the FCC's prior analysis to estimate the potential effects of a nominal price freeze.

2 Sixth Report and Order in CC Docket Nos. 96-262 and 94-1, May 31, 2000.

1d, 1162.

30 Id. q166.
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service revenues3! Hence, the large ILECs have achieved a “make-whole” outcome

even without accounting for unregulated services’ revenue.

Special and Switched Access Revenues
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Incentive regulation plans adopted by the state commission often did not include
productivity factor adjustments. In many cases, local rates were frozen in nominal terms |
for an extended period of time. This, too, had the effect of allowing rates to increase in
real terms to the extent the underlying productivity improvements achieved by the

ILECs in local exchange markets exceeded the inflation rate.

The past and present benefit to the ILECs from nominal price caps can be gauged
by comparing the inflation rate for the last several years to a 6.5% productivity factor.
The chart below shows how much nominal price caps would have to fall to offset

productivity gains during a period of low inflation. For example, over the course of six

31 This measure of switched access charge revenues excludes the end user common line charge,
which is not paid by carriers.
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years, with inflation running at 2.5% a year, price caps should have fallen by 20% to

offset the gains in productivity.
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Regulated returns exceed the cost-of-capital

We also evaluate the ILECs” demand to be made whole using a traditional, and
somewhat out-dated, regulatory tool. In an actual rate case, an ILEC would not be
entitled to offset revenue declines in one service with rate increases for other services,
unless its total revenues from regulated services would be insufficient to yield an
expected rate of return that would fall below the cost of capital. This old paradigm does
not fit today’s circumstances, as explained in the prior sections. ILECs are not rate-of-
return regulated for the most part, and regulatory accounts do not capture important
financial characteristics of the firms (such as their unregulated activities). Therefore, low
rates of return on regulated assets, by themselves, should not justify a make-whole
payment. Nevertheless, it is hard to justify make-whole payments to ILECs whose
regulated rates of return are far above their cost of capital. There should be some
threshold level of return above which the ILECs’ claim to be made-whole would lose

any traction.
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Interstate rate of return for all but one of the major RBOC operating regions
exceeded 20% in 2007, as shown in the figure below. This is substantially larger than the
11.25% rate of return last set by the FCC in 1990 and even more out of line with more

recent determinations of the cost of capital.32
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Rates of return for some companies in the intrastate jurisdictions are lower.
However, many ILECs’ unseparated (combined interstate and intrastate) rates of return
are well above the cost of capital. For example, AT&T’s rate of return nationwide from
its regulated activities was 17.8% in 2007. This is approximately twice as high as the cost
of capital set by state commissions in the last few years. The California PUC, for
example, recently determined that the cost of capital for AT&T was 9.44%. We can
demonstrate (as shown in the chart below) that AT&T would have to cut rates across-
the-board by 13% if it were forced to meet a targeted 9.44% rate of return. This
indicates that AT&T could lose substantial intercarrier compensation without triggering

an offsetting rate increase in a traditional rate-of-return case.

32 See, Before the Public Utilities Commission of the State of California, Decision 04-09-063m
September 23, 2004, which set a combined cost of capital of 9.44%.
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AT&T Total Company - 2007

Earned ROR = 17.83%

If Targeted Cost of Capital = 9.44%
Excessive return = 8.39%

Average Net Investment = $37.4 billion
Excessive Earnings = $3.1 Billion

Excessive Earnings and Taxes = $5.2 Billion
Implies that Revenues Could be 13% Lower

The large ILECs are not the only local exchange providers with high reported
regulatory earnings. Century Telephone for example, which operates in many rural
areas, reports in 2007 rates of return by study area ranging between 12.5% and 31%.
Again, while this is not the end of the story, because many accounting rules affect
calculations of the regulated rate of return, to the extent the ILECs appeal to a make

whole doctrine this should be seen in the context of their reported rates of return.
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3. DEBUNKING THE MYTH THAT CASH IS NEEDED TO FUND INVESTMENT IN

INFRASTRUCTURE

One of the major rationales relied on by the ILECs to justify the excessive rates
for intercarrier compensation and the need for a “make-whole” mechanism to offset any
losses in access charges is the claim that in the absence of adequate funding they will be
unable to continue investing in the telecommunications infrastructure. For example, the
ITTA in its recent ex parte presentation entitled “Proper Compensation and Support for
Networks Serving Rural America,” highlights how their proposal, which sets higher
rates for call termination than the large ILECs and imposes higher rates on IP-traffic,

“promotes infrastructure investment and maintenance.”33

It is instructive to see how the rhetoric about infrastructure investment compares
to the facts. The balance sheets of the regulated ILECs have never been stronger.
Changes in the accounting rules made in the mid-1980s permitted the ILECs to
accelerate depreciation of their network. As a result, the ILECs were allowed to recover
sooner a much larger portion of the costs of building their network from their
ratepayers. As we show in the two graphs below, after nearly two decades of stepped-
up depreciation, the large and mid-sized ILECs have recovered nearly 75% of the total

cost of their networks now in service.

33 Independent Telephone & Telecommunications Alliance, Ex Parte Presentation, CC Docket No.
01-92, September 2008
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Ratio of Accumulated Depreciation and Amortization to Total Plant
in Service
Large- and Mid-Sized ILECs, 1990-2007
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The large ILECs’ customers have already paid for the lion’s share ($270 billion) of
the $370 billion in network investment. As a result, the net investment (the network not
yet paid for) has declined to less than $100 billion, compared to over $150 billion only
five years ago. This means that the ILECs have substantial accounting reserves to fund
new investment, and could replace or add to their existing network, without increasing

rates to customers, or obtaining new funding from make-whole subsidies.

We can also see the surfeit of funds for infrastructure investment by looking at
the ILECs’ cash flow. The ILECs generate internally far more cash than they need to
fund their current level of network investment. The first source of this cash is the
depreciation accruals, which represent about 25% of the total costs that are passed
through each year to ratepayers. Over the last six years, the large ILECs have spent
about 60% of these accruals on plant investment. The remaining 40% is used by the

ILECs for other purposes. By comparison, during each year between 1998 and 2001, the
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level of investment exceeded depreciation accruals. We show the pattern of use of the

depreciation accruals over the last decade in the graph below.

Depreciation and Investment by Large ILECs, 1998 - 2007
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Annual depreciation accruals are not the only source of cash for the telephone
companies. Profits (i.e., net income) are a major source for funding investment for most
corporations. Considering that profits are about ten cents of every dollar of revenue for
the large and mid-sized ILECs, this would seem to be a good source of funding for

investment in infrastructure.

If the ILECs’ investments have not even reached the level of depreciation
accruals, there has been no need to tap any of their profits. This brings us to an
interesting question of where is the cash earned by the ILECs going. To pick one mid-
sized ILEC holding company as an example, we look at Century Telecom. Even prior to
its proposed acquisition of Embarq, CenturyTel is the seventh-largest ILEC in the

country and provides over two million access lines, primarily in rural areas and small to
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mid-size cities in 24 states.3¢ In 2007, CenturyTel had operating revenues of $2.66 billion;
more than 12% of its revenues ($336 million) came from Federal and State support

programs.3s

CenturyTel’s use of the cash flow from depreciation accruals and profits in 2007
tells a very different story than the rhetoric of the “risk to infrastructure” would have us
believe. As shown in the table below, about $1 billion in cash came in from two major
sources, net income and depreciation. In other words, CenturyTel’s revenue was
sufficient to cover all current cash expenses, add $536 million to depreciation reserves,

and generate $418 million in income after taxes.

CenturyTel Inc - 2007: Cash inflow

Net Income = $418 million
Depreciation = $536 million

Other Cash = $75 million

Total Cash = $1,030,000,000

The question we are seeking to answer is whether cash flow was a constraint on
CenturyTel’s ability to invest in new infrastructure. If it was facing a cash flow crunch,
then their argument about the vulnerability of their investment to a decline in revenues
could raise policy concerns and may influence the debate on intercarrier compensation.
The facts tell a different story. CenturyTel was not facing a cash flow crunch in 2007.
Rather, it had sufficient cash to engage in two major financial transactions, the
acquisition of Madison River, and the buyback of almost one-half billion dollars of their
stock. As shown in the table below, CenturyTel used only about one-third of their
available cash to invest in the network! The only constraints on their ability to invest in
the network, therefore, were the transactional and financial activities designed to serve
their stockholders’ interests. While there is nothing wrong with a corporation engaging

in these activities, it does and should undermine their claim that competition or

34 CenturyTel Inc., Form 10-K, Filed February 29, 2008.
35 Id., Federal support programs generated $300 million; state support programs generated $35.6
million.
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insufficient intercarrier compensation constitutes the major threat to their continued

ability to serve their local telephone customers.

CenturyTel - 2007: Cash Outflow

$1,030,000,000 in available cash
$307,000,000 acquisition of Madison River
$461,000,000 stock buyback

$326,000,000 invested in network

4, DEBUNKING THE MYTH THAT THE CARRIER OF LAST RESORT OBLIGATION

REQUIRES A MAKE-WHOLE MECHANISM

Perhaps because of the weakness of the aforementioned arguments, the ILECs
are increasingly relying on their carrier of last resort (COLR) “obligation” as the
rationale for make-whole payments. For example, ILECs have called for maintaining the
level of support payments for existing providers of last resort. Reform of subsidies, in
the ILEC view, must be based on a recognition that “the system must recognize that it is
funding network infrastructure development and that stability is the supreme interest
for rural carriers seeking funding from shareholders and creditors alike. To achieve this
stability, however, a number of small tweaks are required.”* In other words, even
though telecommunications markets are undergoing major changes, which are affecting
the revenues and costs of all carriers, the ILECs’ subsidy - the make-whole payment -- is

sacrosanct.

The carrier of last resort defense must be dissected to facilitate reform of
intercarrier compensation. We believe that the COLR issue is legitimate, but that its
significance is vastly overstated. Importantly, the potential cost of this obligation is much

less than the current sources of explicit and implicit subsidies now received by the ILECs.

36 Comments of CenturyTel Inc, WC Docket No. 05-337, April 17, 2008, at iv
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The ILECs’ ability to fulfill their long-standing COLR obligation at relatively low cost
stems from their historic monopoly in the local exchange. Their incumbency came with
many benefits, along with obligations that imposed certain costs, and it is wrong to
consider only the costs of incumbency and ignore the benefits. Further, it should not be
assumed that the obligation to provide local exchange service to all customers
outweighs all other policy considerations in reforming intercarrier compensation.
Rather, the burden of proof should be shifted to the ILECs, and upon reform of ICC,
they should be able to apply for COLR subsidies as needed to cover any demonstrated

costs of remaining ready to serve customers now passed by their existing facilities.

Before examining the cost of the COLR obligation, we present a set of principles
defining the obligation and circumscribing the costs that legitimately may be eligible for

subsidy.

1. COLR should be restricted to the provision of traditional narrow-band
services. The proposal in the November Notice to maintain current levels of
USF funding, but link them to a requirement that the receiving ILECs deploy
broadband service, ignores the fact that current subsidy levels are already

well in excess of the cost of the COLR obligation.

2. COLR subsidies should be restricted to serving customer locations already
served by the ILECs. Since many ILECs impose surcharges (i.e., special
construction tariffs) where they must extend service, they should not be able
to double-bill the general ratepayer for deploying lines to new customer

locations.

3. COLR subsidies should cover the difference between the forward-looking
cost of serving a particular high-cost area and the entire pool of revenues
generated by the customers in that area, including any margins earned on
unregulated services. Simply put, there is no reason to subsidize an ILEC to
serve an area where revenue from voice, data and video service is sufficient
to offset the costs of providing service. Further, even if some customers are

not “average,” the carrier of last resort subsidy should be based on overall
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revenues and costs of serving a defined geographic area. The ILEC does not
need a subsidy to cover the very low incremental cost of serving any

individual customer.

COLR Subsidy Template

We now estimate the potential size of a properly calculated COLR subsidy and
compare this estimate to current USF subsidies and the above-cost access revenues now
received by the ILEC. The purpose is to demonstrate that the subsidy needed by a
number of rural ILECs is well in excess of the total subsidies now available from explicit
and implicit sources. In most cases, switched access charges could be reduced to
forward-looking economic cost without jeopardizing universal service, since the USF
explicit subsidies are sufficient to cover the highest cost serving areas. Furthermore,
even where explicit subsidies would have to be increased to provide all the support
needed, the amounts needed would be substantially below the above-cost revenues now

earned from switched access charges.

The revenue benchmark used to estimate the need for the subsidy should be
based on the average revenue per subscriber from regulated and unregulated services.
This is necessary to ensure that subsidies are not provided where the carrier already
recovers its costs directly from the subscriber. This is also consistent with the proposal
in the November Notice, at least with respect to the price cap carriers. As reported
above, Verizon reports $67 of revenue per month. AT&T reported revenue in 2007 per
residential customer in the upper $50s and projects more than $70 per customer by
2010.37 There is every reason to believe that the mid-sized ILECs, which are aggressively
rolling out their own triple-play packages, can expect revenues to reach the same levels.
Indeed, Sprint’s recent filing on this subject reports much higher bundle prices for the
mid-sized and smaller ILECs than those charged by the large ILECs. For example, TDS
charges $98.14 per month in California for the DSL plus unlimited calling bundle.3® To

37 Presentation by John Stankey, Group President-Telecom Operations, AT&T Inc., delivered to
2007 Analyst Conference, December 11,2007, at 12

38 Sprint, Written Ex Parte Communications, CC Docket No. 01-92, WC Docket No. 04-36, CC Docket
No. 9645, October 7, 2008.
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err on the conservative side, however, we will estimate the potential COLR subsidy

based on $60/ month revenue benchmark.

Accurate estimates of the cost of serving rural areas are hard to obtain. Many of
the subsidy payments are based on aggregate measures of embedded costs. However,
the FCC’s High Cost Loop support for price cap ILECs is based on a forward-looking
cost model. The results of this model from 2000 are available from the FCC.#* The
results are disaggregated by wire center, which provides a reasonable upper-bound
estimate of the level of subsidy needed for a carrier of last resort that is obligated to

serve all of the customers in the wire center serving area.

We have estimated the total subsidy needed for four geographic areas: Northern
Alabama (CenturyTel); Alabama South (CenturyTel); Oklahoma (Windstream); Missouri
(CenturyTel).4#0 The subsidy is calculated as the difference between the revenue
benchmark of $60 and the forward looking cost on a wire center basis. The size of the

annual subsidy for these four geographic areas is shown in the table below.41

Estimate of Needed Subsidy Versus Current Revenue

Southern Northern . .
COSA Alabama | Alabama (V?ii?s};:g;) (I‘C'I;St‘;‘fy‘)
(Century) (Century)
Subsidy at $60
Benchmark $8,034,410 $5,426,229 $2,424,326 | $29,144,816
Revenues:
Non-Regulated $6,029,000 | $4,512,000 $ 7,090,000 | $ 12,127,000
State Access $ 15,053,000 | $ 11,669,000 $ 7,073,000 | $ 73,399,000
Special Access $ 14,600,000 | $ 7,373,000 $ 7,624,000 | $ 25,498,000
Federal USF $8,022,434 | $ 10,266,557 $9,913,686 | $5,813,532

We compare the size of this potential need for a COLR subsidy to the ILEC's
revenue from the highly-profitable “subsidizing” services. For three of the four COSAs,

the amount of the subsidy needed that we computed from the model is less than (or

39 The model was also run in 2004, but the wire center-specific results are not publicly available.
We adjust the detailed wire center results from 2000 based on the ratio of the statewide results for 2004
relative to the statewide results for 2000.

40 Missouri represents the combined results for four study areas. It was necessary to combine these
study areas to enable comparison with the results of the High Cost Loop Model.

41 These geographic areas were chosen because they demonstrate among the highest cost per line
served of any of the independent LEC areas reported by the Model.
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nearly identical) to the current level of support from the USF. This implies that none of
the implicit subsidies are needed to offset the incumbent’s COLR responsibilities. In the
remaining COSA, which is CenturyTel/Missouri the needed subsidy is larger than the
USF credit. However, Century receives substantial revenues from highly-profitable
services, such as state access and special access. Even if some of the profits from these
services are now subéidizing Century’s below-cost local exchanges, the level of available
“subsidy” is much larger than the needed subsidy. This implies that access charges can
be reduced substantially before it would cut into the margins that are needed to satisfy

COLR obligations.

This analysis is not intended to substitute for a comprehensive review of the
COLR issue. The ILECs serve some very high-cost areas, including some pockets within
wire center serving areas. To the extent the cost estimate for a wire center averages costs
across geographic areas with different cost characteristics, it is possible that the size of
the total COLR subsidy may be higher than we can tell from the FCC’s cost model.
Notwithstanding any limitations with the analysis presented here, however, we are
confident that the size of any explicit COLR subsidy would be much smaller than the
amount by which the ILECs revenues would fall if all intercarrier compensation rates
were set at cost. It is absolutely vital that any explicit COLR subsidy be carefully
targeted and available to competitors that are willing to stand ready to serve all local
exchange customers in a designated geographic area. It may take time to iron out the
details and create such a fund, but there is no reason to hold ICC reform hostage. The
make-whole model does not apply anymore and there is no evidence that failure to
apply this model will sacrifice customer welfare or limit the ability of the ILECs to invest

in new infrastructure. Itis time for reform -- and a reform without apology.
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5. CONCLUSION

Policymakers are confronting a major challenge to rationalize intercarrier
compensation and universal service policy. The goal of this white paper is to provide a
conceptual template, bolstered by empirical support, to assist Federal and State
policymakers in meeting this challenge. We believe that the following principles and

factors should guide policy setting on these issues:

= Interconnection is vital to the future of the competitive telecommunications
marketplace. In light of the incentive and ability of dominant ILECs to impose
artificial costs on their competitors it is vital for regulatory authorities to require

dominant firms to provide non-discriminatory, cost-based interconnection.

* The correct economic standard for setting intercarrier compensation is long run
incremental cost (LRIC). Local exchange carriers should not be allowed to
impose any charges in excess of the additional cost of transporting and
terminating the originating carriers’ traffic. Ideally, the ICC regime should

evolve to bill-and-keep.

» The “make-whole” paradigm is an anachronism, based solely on the traditional
rate-of-return regulatory model, which no longer applies even fo most RoR

regulated LECs.

* The ILECs business model has evolved significantly in the last several years from
the model of a regulated telephone company. Their customers are subscribing to
high-priced bundles of services, which include local and long distance telephone
service, Internet service, and video service. The profitability of serving
residential customers no longer depends on the revenues and costs of local

exchange service alone.

» The ILECs’ ability to invest in infrastructure is not threatened by a potential loss

in access revenues. Rather, many of the ILECs only need to redirect their
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abundant inflow of cash to investing and away from acquisitions and stock buy-

backs.

The carrier of last resort responsibility imposes high costs on some ILECs that
need to be subsidized by other ratepayers. However, the amount of subsidies
that is needed is a fraction of the total implicit and explicit subsidies currently
being generated. Therefore, policymakers should proceed immediately to reduce
access charges to cost and increase or redirect explicit subsidies where the need

can be proven.
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EXECUTIVE SUMMARY

In this petition for rulemaking, the National Cable & Telecommunications Association
(NCTA) proposes that the Commission establish procedures to reduce the amount of universal
service support provided to carriers in those areas of the country where there is extensive,
unsubsidized facilities-based voice competition and where government subsidies no longer are
needed to ensure that service will be made available to consumers. The Commission’s high-cost
support mechanisms are premised on the assumption that a particular location would not have
affordable service available but for the support provided by the program. But in markets with
extensive facilities-based competition, that assumption no longer holds true. The presence of
one or more unsubsidized wireline competitors generally should be sufficient to ensure that
consumers will have access to reasonably priced service even if government subsidies are
reduced or eliminated.

Under NCTA’s proposal, the Commission would establish a two-step process by which
any party may request that the Commission reassess the level of support provided to a particular
geographic area. In the first step, the burden would be on the petitioner to demonstrate that the
area meets one of two competition-based triggers. Specifically, the petitioner would be required
to demonstrate either (1) that unsubsidized wireline competitors offer service to more than 75
percent of the customers in an area without support or (2) that the state has found sufficient
competition to substantially deregulate the retail rates charged by an incumbent local exchange
carrier (ILEC).

If one or both of those triggers is satisfied, the Commission would initiate the second step
of the proceeding. In that step, the burden would be on a USF recipient to demonstrate the
minimum amount of support necessary to ensure that non-competitive portions of the area will

continue to be served. In this stage of the process, the Commission would identify any ILEC
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costs, including costs attributable to any provider of last resort obligations imposed under state
law, that cannot be recovered through any of the services (regulated or unregulated) provided
over the network in the portion of the study area without competition.

NCTA’s proposal is a modest first step on the road to USF reform. In particular, it
recognizes that the competitive situation in each market is different and that a one-size-fits-all
solution may not be feasible. Rather, NCTA is proposing a fact-based approach that
appropriately reflects marketplace realities. The initial screen we propose is intended to ensure.
that only areas with extensive unsubsidized wireline competition will be subject to review, while
the second step of the proposed process will provide USF recipients a full opportunity to
demonstrate any continued need for high-cost support.

As explained in the attached report by Dr. Jeffrey Eisenach, over $1 billion in high-cost
support goes to rural LECs and competitive eligible telecommunications carriers (CETCs) in
areas experiencing extensive facilities-based competition. Non-rural LECs and CETCs in states
that have deregulated retail rates receive support totaling almost another $1 billion. With the
USF contribution factor continuing to escalate at a dramatic pace, reducing these funding levels
in areas where support no longer is needed is critically important. Taking steps to reduce the
contribution factor and control the size of the existing high-cost fund will enable the Commission
to begin considering whether, and how, it may be able to use USF funding to provide additional

targeted subsidies that can more efficiently help to meet the Nation’s broadband policy goals.
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Before the
FEDERAL COMMUNICATIONS COMMISSION
Washington, DC 20554

Reducing Universal Service Support RM-
In Geographic Areas That Are
Experiencing Unsupported

Facilities-Based Competition

PETITION FOR RULEMAKING

Pursuant to 47 C.F.R. § 1.401, the National Cable & Telecommunications Association
(NCTA) submits this petition seeking new rules to expedite the transition of the federal high-cost
fund away from a monopoly-era support program and toward a more modern, neutral, and
pragmatic mechanism.! In particular, we propose that the Commission establish procedures to
reduce the amount of high-cost support provided to carriers in those areas of the country where
unsupported facilities-based voice competition is flourishing and where government subsidies no
longer are needed to ensure that service will be made available to consumers.” As explained
below, the continuing need for almost $2 billion in funding should be reassessed by the
Commission pursuant to the procedures proposed in this petition. With the contribution factor

continuing to escalate at a rapid pace,’ reducing wasteful spending in areas that are experiencing

' Attachment A to this petition includes a set of proposed rules as required under 47 C.F.R. § 1.401(c).

> NCTA’s proposal would not affect support received under the Lifeline or LinkUp programs. The proposal also

would not affect high cost support to tribal lands. See infran.32. As aresult, NCTA’s proposal ensures
continued support to those most in need of universal service support to ensure that basic telecommunications
service needs are met.

3 Seel effrey A. Eisenach, Universal Service Subsidies To Areas Served By Cable Telephony at 29 (November

2009) (attached as Attachment B) (Report or Eisenach Report) (documenting contribution factor changes from
2000 — 2009); see also Universal Service Administrative Company, Federal Universal Service Support
Mechanisms Fund Size Projections for First Quarter 2010, Appendix M02, available at
http://www.usac.org/about/governance/fec-filings/2010/Q 1/M02%20-
%20Fund%20Size%20Projection%20for%20102010.xls (projecting over $2 billion in USF funding needed for
the 1** quarter of 2010). The precise contribution factor for next quarter will depend on the revenue base that
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robust facilities-based voice competition from wireline providers that do not receive funding is
critically important. Reducing the contribution factor and controlling the size of the existing
high-cost program also creates an opportunity for the Commission to consider whether, and how,
it might establish targeted programs that promote broadband deployment and adoption.

INTRODUCTION

NCTA is the principal trade association for the U.S. cable industry, representing cable
operators serving more than 90 percent of the nation's cable television households and more than
200 cable program networks. The cable industry is the nation’s largest provider of high-speed
Internet access (“broadband”) after investing over $145 billion since 1996 to build two-way
interactive networks with fiber optic technology.

When Congress directed the FCC to create the USF program in 1996,* incumbent local
exchange carriers (ILECs) possessed a monopoly in the local exchange market, interexchange
carriers were the only companies providing long distance service, wireless was a nascent service
generally considered to be a luxury, and broadband Internet access was virtually nonexistent.
Thirteen years later, “the communications landscape has undergone many fundamental changes
that were scarcely anticipated when the 1996 Act was adopted.” With respect to telephony,

cable operators today provide voice service to over 20 million customers, often offering it in

will be assessed for purposes of collecting this $2 billion, but some analysts believe it will exceed 14 percent,
which would be the highest level ever. See Stifel Nicolaus, Industry Assessments Expected to Jump, Up
Pressure for USF/Intercarrier Reform (Nov. 3, 2009).

4 47U.8.C. § 254(a)(2).

5 High-Cost Universal Service Support, WC Docket No. 05-337, et al, Order on Remand and Report and Order
and Further Notice of Proposed Rulemaking, 24 FCC Red 6475, 6493, § 39 (2008) (Comprehensive Reform

FNPRM).
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rural areas throughout the country.® Already, cable’s entry into the voice market has produced
tens of billions of dollars in consumer benefit and promises even greater benefits in the future.”

No less striking has been the rapid expansion of cable broadband services. Cable
operators have built, with private capital, broadband infrastructure that today is available to 92
percent of U.S. households. In 1996, cable operators counted less than a million broadband
subscribers, but today cable provides broadband service to an estimated 40 million subscribers.
In most areas, cable operators are providing these services in competition with services offered
by an ILEC, as well as multiple wireless providers and, in some cases, satellite providers.

Notwithstanding these fundamental marketplace changes, however, the USF program
operates as if nothing has changed since 1996. Even as millions of Americans take service from
facilities-based wireline competitors, and millions more decide they no longer need wireline
voice services at all,® the Commission continues to provide billions of dollars of support for
wireline voice services provided by ILECs. And because of structural flaws in the USF program,
new entry by facilities-based competitors often has the perverse effect of increasing the subsidy
a geographic area receives.” As a result, the total size of the federal USF program, and the

resulting burden on consumers, continues to escalate at a staggering rate.'”

Many cable operators offer these services at national rates that are the same in rural areas as they are in urban
areas. See Comments of the National Cable & Telecommunications Association, WC Docket No. 05-337 (filed
May 8, 2009) (NCTA NOI Comments) at 8-9. Cable voice services generally are available on a stand-alone
basis or as part of a bundle with high-speed Internet service and/or multichannel video service.

Michael Pelcovits and Daniel Haar, Consumer Benefits from Cable-Telco Competition (updated Nov. 2007),
available at http://www.micradc.com/news/publications/pdfs/Updated MiCRA_Report FINAL.pdf.

As reported by the Centers for Disease Control, over 20 percent of American households now rely exclusively on
wireless service for their telecommunications needs and another 15 percent purchase wireline service but receive
all or virtually all of their calls on a wireless phone. Blumberg and Luke, Wireless Substitution: Early Release
of Estimates From the National Health Interview Survey, July-December 2008 (rel. May 6, 2009), available at
http://'www.cdc.gov/nchs/data/nhis/earlyrelease/wireless200905.pdf.

The Commission has addressed this issue on a temporary basis by adopting an interim cap on CETC support.
High-Cost Universal Service Support, WC Docket No. 05-337, Order, 23 FCC Red 8834 (2008) (Interim Cap
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Compounding these concerns is the near universal recognition that some level of
government subsidy will be needed to achieve the congressional goal of providing all Americans
with access to broadband capability. As NCTA has explained previously, with contribution rates
now exceeding 12 percent (and expected to climb even higher), simply extending the existing
USF program to cover broadband services and facilities is not a viable option for the
Commission.!! Rather, any effort to use the USF program to subsidize broadband must be
preceded by actions to control the size of the existing mechanisms and to more carefully target
any future subsidy.

In this petition, NCTA offers a fresh approach to calculating the level of high-cost
support in study areas that are experiencing facilities-based wireline voice competition. The
basic premise underlying this proposal is that the amount of high-cost support should be
substantially reduced, if not eliminated completely, in geographic areas where deregulatory
actions by the state or other marketplace evidence suggests that facilities-based competition from
unsubsidized entrants is extensive. As Commissioner McDowell recently explained, “a
Universal Service system should not reward companies for losing customers to competitors.”'?

The Commission’s high-cost mechanisms are based on the assumption that a particular

location would not have affordable voice service available but for the support provided by the

Order). To the extent it would reduce support to all providers in areas experiencing unsubsidized competition,
NCTA’s proposal represents a more comprehensive approach to addressing this issue.

See n.3 supra; see also Comprehensive Reform FNPRM at § 39; Presentation of the Omnibus Broadband
Initiative team to the Federal Communications Commission, Slide 48 (Sept. 29, 2009), available at
http://hraunfoss.fce.gov/edocs _public/attachmatch/DOC-293742A1.pdf.

NCTA NOI Comments at 5 (“it would be irresponsible for the Commission to focus on broadband without first
fixing the current USF mechanism to avoid unnecessary and wasteful payments™).

12 High-Cost Universal Service Support, WC Docket No. 05-337, Order and Notice of Proposed Rulemaking, FCC
09-89, Concurring Statement of Commissioner Robert M. McDowell (rel. Oct. 9, 2009).
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program.’® But in markets with extensive facilities-based competition, that assumption no longer
holds true. The presence of one or more unsubsidized wireline competitors should be sufficient
to ensure that consumers will have access to reasonably priced service even if government
subsidies are reduced or eliminated.

Under NCTA’s proposal, the Commission would establish a two-step process by which
any party may request that the Commission reassess the level of support distributed to providers
to a particular study area. In the first step, the burden would be on the petitioner to demonstrate
that the area meets one of two competition-based triggers. Specifically, the petitioner would be
required to demonstrate either (1) that wireline competitors offer service to more than 75 percent
of the customers in an area without support or (2) that the state has found sufficient competition
to substantially deregulate an ILEC’s retail rates. If one or both of those triggers is satisfied, the
Commission would initiate the second step of the proceeding. In that step, the burden would be
on a USF recipient to demonstrate the minimum amount of support necessary to ensure that non-
competitive portions of the area will continue to be served. As explained below, this process
would identify those ILEC costs that cannot be recovered through any of the services (regulated
and unregulated)'* provided in the non-competitive portion of the study area, including costs
associated with any applicable provider of last resort (POLR) obligations.

As explained in the attached report by Dr. Jeffrey Eisenach, over $1 billion in high-cost

support goes to rural LECs and CETCs in areas experiencing extensive facilities-based

B Federal-State Joint Board on Universal Service, CC Docket No. 96-45, Fourteenth Report and Order, Twenty-
Second Order on Reconsideration and Further Notice of Proposed Rulemaking, 16 FCC Red 11244, 11251, 7 13
(2001).

Michael D. Pelcovits, Debunking the Make-Whole Myth: A Common Sense Approach to Reducing Irrational
Telecommunications Subsidies, White Paper #3 (Nov. 17, 2008) (Pelcovits Subsidy Paper) at 26 (“Simply put,
there is no reason to subsidize an ILEC to serve an area where revenue from voice, data and video service is
sufficient to offset the costs of providing service.”), available at
http://www.micradc.com/news/publications/pdfs/MP/White Paper 3_FINAL.pdf.
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competition.'> Non-rural LECs and CETCs in states that have deregulated retail rates receive
support totaling almost another $1 billion. Reducing these funding levels in areas where support
no longer is needed is critical to bringing the USF contribution factor back to more reasonable
levels and is an essential prerequisite to considering whether, and how, USF funding could be
used to provide additional targeted subsidies that can more efficiently help to meet the Nation’s
broadband policy goals.'®

L THE CURRENT USF PROGRAM HAS NOT BEEN UPDATED TO REFLECT

IMPROVED TECHNOLOGY AND INCREASED FACILITIES-BASED
WIRELINE COMPETITION

A. Competitive Developments Have Reduced The Need For Support In
Many Areas Of The Country

Since the USF program was established, the communications marketplace has witnessed
significant improvements in technology, particularly the transition to IP-based equipment and
services. These advancements have made it possible for some cable operators and other
facilities-based competitors to enter areas without support where competitive entry may have
been economically prohibitive in the past and to offer a wider array of services.

While cable voice services initially were introduced in urban areas, today cable operators
provide competitive voice service in hundreds of rural areas across the country. The Eisenach
Report documents the extensive scope of cable voice services in areas served by rural ILECs.

The report finds that cable voice service is available to approximately 80 percent of U.S.

15 Report at 2.

1 Because this process will take time, NCTA continues to support the adoption of a cap on the total size of the

high-cost program. NCTA NOI Comments at 5 (“[TThe first step in any USF reform effort should be for the
Commission to cap the total size of the high-cost fund.”). Capping the fund is the only way to guard against
continued escalation in the amount consumers are paying for this program while the Commission considers how
to transition to a more rational approach.
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households."” In rural LEC study areas, the report finds that over 6.6 million households, or 43
percént, have access to cable voice services.'®

The Eisenach Report’s documentation of the extent of cable voice service in rural areas is
echoed by numerous ILECs, who routinely point to the existence of such competition as the basis
for their own regulatory relief. For example, in a filing last year, Embarq (now part of
CenturyLink) stated that it faced competition from cable operators for 70 percent of the
households in its largely rural service area.'” Other ILECs also have acknowledged that they
face extensivé competition in rural areas.”

The Eisenach Report also confirms that cable operators are not merely “cherry picking”
low-cost customers and leaving rural LECs to serve the highest-cost customers. In many areas,
cable operators offer service to more than 75 percent of households, and in some cases they offer

service to 90-100 percent of households in the ILEC’s study area.>’ Moreover, as the Eisenach

Report demonstrates, there are numerous areas where the portion of a study area that is not

As discussed in the report, estimates vary on the extent of cable voice coverage. Kagan estimates the availability
figure at 84 percent, while Warren estimates it at 74 percent. Report at 15. The Commission first required VoIP
providers to report subscriber data in March 2009. When that data is published by the Commission, it should

provide an accurate estimate of the availability of cable VoIP services, on a census tract basis, for year-end 2008.

'8 Report at 16. That figure would be even higher were it not for the continuing efforts of some rural LECs to

refuse to interconnect with cable operators and the wholesale providers they work with. For example, Comcast
requested interconnection with Telephone and Data Systems, Inc. (TDS) affiliates in six different states between
April and July of 2008. Eighteen months later, Comcast is just completing arbitrations where the sole issue
raised by TDS was whether Comcast was entitled to interconnection. During 2008, TDS and its affiliates
received over $231 million in federal USF support. Time Warner Cable has encountered similar resistance to its
entry by a number of rural ILECs. See Letter from Matthew A. Brill, Counsel for Time Warner Cable, to
Marlene H. Dortch, Secretary, Federal Communications Commission, WC Docket No. 09-51 (filed Oct. 21,
2009).

19 Petition for Waiver of Embarq Local Operating Companies, WC Docket No. 08-160 (filed Aug. 1, 2008) at 14
(“Moreover, the potential competition that VoIP actually represents is even greater than it appears, given that
cable-based telephony, which nearly always also provides a broadband connection into households, is available
to more than 70 percent of customers in Embarq's service territories-a percentage that continues to grow.”).

20 See, e. g., Centurytel Petition for Conversion to Price Cap Regulation and For Limited Waiver Relief, WC

Docket No. 08-191 (filed Aug. 29, 2008) at 10; Windstream Petition for Conversion to Price Cap Regulation and
For Limited Waiver Relief, WC Docket No. 07-171 (filed Aug. 6, 2007).

2] Report at 20.
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served by cable appears to be no more expensive to serve than the area that is covered, which
suggests that support may bé unnecessary even in the noncompetitive portion of the study area.”?
As the Commission previously has recognized, cable franchise areas often do not have the same
boundaries as ILEC study areas.” The Eisenach Report demonstrates that in many cases the
portion of a study area not served by a cable operator has the same density and topography as the
area that is served. Because these factors, particularly density, are strongly correlated with the
cost of building facilities, high-cost support may be unnecessary in these circumstances.®*

Significantly, cable operators generally have entered these areas without any federal high
cost support. The extensive availability of unsubsidized cable voice services in rural America
makes clear that the Commission can dramatically reduce the amount of support that is provided
to many areas of the country without any reduction in the quality of service available to
consumers living in those areas.”> The Commission should seize the opportunity to establish a
process that makes such reductions a reality.

B. Flaws In The Current USF System Result In Increased Support For
Areas That Should Receive Less Support

As the Commission recognized last year, the current support mechanisms do not reflect

the significant marketplace changes described in the previous section.”® While the rural and non-

2 Report at 21-24.

B Federal-State Joint Board on Universal Service, WC Docket No. 05-337, Notice of Proposed Rulemaking, 23
FCC Red 1495, 1503, 9 19 (2008).

For example, in proceedings in Maine, Time Warner Cable demonstrated that its proposed service area had cost
characteristics similar to the areas served by the rural ILECs that were attempting to block its entry. See Direct
Testimony of Dr. August H. Ankum on Behalf of CRC Communications of Maine at 59-72, Maine PUC Docket
Nos. 2009-40, 41, 42, 43, 44 (filed Oct. 9, 2009).

Press Release, J.D. Power and Associates Reports: Overall Consumer Satisfaction with Residential Telephone
Services Increases Considerably (Sept. 16, 2009) (“The 2009 study marks the third consecutive year that
traditional cable television providers have achieved the highest rankings in all regions included in the study.”),
available at http://www jdpower.com/corporate/news/releases/pressrelease.aspx?1D=2009199.

24

25

% Comprehensive Reform FNPRM at | 39 (“The communications landscape has undergone many fundamental

changes that were scarcely anticipated when the 1996 Act was adopted. . . . these developments have challenged
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rural high-cost programs have enabled some companies to build networks to serve areas that
otherwise might have been uneconomic to serve, they provide far more support, for a far longer
time, than is necessary to ensure the availability of service in some areas. This is especially true
as many ILECs have accumulated very large depreciation reserves on their embedded plant,
thereby reducing substantially the size of their regulated rate base.”’

One reason for this situation is that neither program contains a mechanism for reassessing
whether the need for support to a particular location or carrier has changed due to changing
conditions in the marketplace. The Commission’s initial decision that an area is “high cost” —
and therefore needs USF support — implicitly assumes that these high costs preclude entry by
unsubsidized competitors. But there is no mechanism for revisiting whether a particular area
should receive high-cost support, even where evidence demonstrates that facilities-based
competitors have entered the market and are offering affordable voice service without subsidies.
As aresult, the Commission is providing hundreds of millions of dollars every year to LECs and
CETCs that are serving areas that no longer need to be subsidized.

Not only does the current USF program not reassess whether support is still needed in a
particular area, or whether it is needed at current levels, but the rural LEC program includes
features that lead to ever-increasing growth in the amount of support once competitive entry
occurs. Under the program for rural LECs, as competitors enter a market and win customers
from the incumbent, the amount of per-line support provided to a rural LEC increases because of

Commission rules that average all fixed costs across the number of lines served.?® As the Joint

the outdated regulatory assumptions underlying our universal service and intercarrier compensation regimes,
forcing us to reassess our existing approaches.”).

77 Pelcovits Subsidy Paper at 21-25.

2 See In the Matter of Federal-State Joint Board on Universal Service; Multi-Association Group (MAG) Plan for
Regulation of Interstate Services of Non-Price Cap Incumbent Local Exchange Carriers and Interexchange
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Board has explained, “most of the existing mechanisms were introduced before local exchange
competition became a reality, and may not appropriately adjust support to reflect line losses due
to competition.”” Before the Commission adopted the interim cap on CETC support, the
increased amount of per-line support served to attract additional CETC applications, which in
turn resulted in further increases in per-line support. In short, were it not for the interim cap, the
rules operate so that a competitor’s market-based decision to serve a particular area without
receiving support not only fails to reduce the amount of the subsidy provided to the incumbent,
but it in fact creates an incentive for other providers to seek support.®

Providing increased government support to areas benefiting from private investment and
competitive entry is exactly the opposite of what should occur under a well-structured program.
When circumstances have changed to the point where competitive entry becomes economic
without any subsidy, the appropriate question should be whether, and by how much, to decrease
support. But the current regime never asks that question and has no procedure by which it can be

raised. In the next section, NCTA offers a proposed solution to these problems.

Carriers, Fourteenth Report And Order, Twenty-Second Order On Reconsideration, and Further Notice Of
Proposed Rulemaking In CC Docket No. 96-45, and Report And Order In CC Docket No. 00-256, 16 FCC Red
11244, 11294-95, § 125 (MAG Order) (“If the incumbent's lines decreased while its fixed costs remained
roughly the same, its per-line costs would increase. Consequently, the incumbent would be entitled to higher
support per line.”).

¥ High-Cost Universal Service Support, WC Docket No. 05-337, Recommended Decision, 22 FCC Red 20477,
20483, 122 (2007).

* For non-rural LECs, the Commission uses a forward-looking cost model to determine which “high cost” areas

receive support. See High-Cost Universal Service Support, WC Docket No. 05-337, CC Docket No. 96-45,
Notice of Inquiry, 24 FCC Rcd 4281, 4283, 9 4 (rel. Apr. 8, 2009) (Qwest Remand NOI). The amount of support
a particular study area receives is not affected by competitive entry the way it is for rural LECs. But as NCTA
has explained previously, the non-rural fund suffers from many other problems, such as a lack of any reliable
method of ascertaining a non-rural LEC’s costs. NCTA NOI Comments at 10-11.
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II. THE COMMISSION SHOULD CONDUCT A PROCEEDING TO REASSESS
SUPPORT LEVELS IF ONE OR MORE COMPETITION-BASED TRIGGERS IS
SATISFIED

The presence of an unsubsidized facilities-based provider in a study area where one or
more providers is receiving support is evidence that the high cost program is not working as it
should, or rather, that it is working harder than is necessary given marketplace developments. In
the past, the Commission has focused on ways to potentially reduce the support that is provided
to CETCs in this type of scenario.®’ The decision to cap support to CETCs was at least a
recognition of the need to control the size of the high-cost program, but it fails to address the full
scope of the problem with the current regime. Where additional unsubsidized providers have
invested in networks, the fundamental reason for providing USF support may no longer exist,
and the Commission must look at whether it is possible to reduce the total amount of government
support that is made available to the minimum level necessary to ensure that all customers
continue to have service.

One challenge facing the Commission in reforming the current high-cost program is that
competitive conditions vary from area to area and a one-size-fits-all approach may not be
feasible. To address the problems identified above in a manner that reflects these marketplace
realities, NCTA proposes that the Commission develop a fact-based procedure to reassess the
amount of support made available to a particular location where there is evidence the market is

working to make service available without subsidies.*

' Interim Cap Order, 23 FCC Red at 8834, § 1.

2 NICTA proposes that tribal areas, including Alaska, be excluded from the scope of this petition. Tribal areas face

special economic challenges in bringing even basic services to consumers and support to those locations should
be left undisturbed. The Commission’s universal service policies have long recognized the special
telecommunications challenges for tribal lands, which persistently report the lowest telephone subscribership in
the country. See, e.g., High-Cost Universal Service Support, Federal-State Joint Board on Universal Service,
WC Docket No. 05-337, CC Docket No. 96-45, Order, 24 FCC Red 3369, 3372, 9 9 (2009); Interim Cap Order,
23 FCC Rcd at 8848, § 32 (2008); Federal-State Joint Board on Universal Service; Promoting Deployment and
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Specifically, NCTA proposes a two-step process. In the first step, any party may file a
petition seeking a review of the amount of support that is distributed to a particular study area.
The burden would be on the petitioner to demonstrate that one of the two competition-based
triggers described below has been satisfied in that area. This initial screen is designed to focus
the efforts of the Commission and other parties on the subset of study areas where competition is
most advanced, while leaving support unaffected in areas that are less competitive. Where a
petitioner makes the required showing, the Commission would proceed to the second step. In
that step, the Commission would determine the minimum amount of support needed to ensure
the continued provision of service to all customers, including the cost associated with complying
with applicable provider of last resort obligations in that state. In the second step, the burden
would be on a USF recipient to demonstrate the continued need for support.

A. Step 1 — Does The Geographic Area Satisfy One Of Two Triggers?

Trigger #1 — Extensive Coverage By Unsubsidized Wireline Competitors.
NCTA proposes that the Commission initiate a proceeding to reduce high cost support
(Step 2 below) in any study area where it can be demonstrated that competitive wireline voice
service from a provider that does not receive high-cost support is available to at least 75 percent
of the households in the study area. Where a significant majority of customers in a study area
have competitive alternatives available from an unsubsidized provider, the Commission can be
confident that reducing suppbrt to any subsidized providers will not jeopardize the availability of

reasonably priced service in that area. Establishing a threshold at the 75 percent level makes it

Subscribership in Unserved and Underserved Areas, Including Tribal and Insular Areas, CC Docket No. 96-45,
Twelfth Report and Order, Memorandum Report and Order, and Further Notice of Proposed Rulemaking, 15
FCC Red 12208, 12211-12, § 2 (2000) (concluding that “existing universal service support mechanisms are not
adequate to sustain telephone subscribership on tribal lands.”).
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less likely that the Commission will be presented with proposals to reduce support in situations
where a competitor only serves the low-cost portion of the study area.

Even where a petitioner cannot demonstrate that an area meets the 75 percent threshold,
the Commission also should advance to Step 2 upon a showing that competitive wireline service
froma I;rovider that does not receive high-cost support is available to at least 50 percent of the
households in the study area and that the portion of the study area with no wireline competition
has cost characteristics that are comparable to the covered portion (e.g., similar terrain and
population density). As explained in the Eisenach Report, a study area may have relatively
uniform cost characteristics, but a cable operator may serve only a portion of that study area
because its franchise boundaries do not match the boundaries of the ILEC study area.”® The
Commission should reassess the level of support provided in those cases just as it should in cases
where the 75 percent threshold is satisfied.

The competition-based trigger described above is an extremely conservative first step
toward meaningful USF reform. As shown in the Eisenach Report, at present the majority of
rural LEC study areas would not currently qualify under this trigger and therefore would not
experience any change in the level of high cost support they receive. And providers in those
areas that do qualify would not automatically lose support, but instead would have the
opportunity to demonstrate the level of support that is needed to ensure continued provision of
service to all consumers in the area.

Moreover, for purposes of this element of NCTA’s proposal, only facilities-based
wireline providers that do not receive support would be considered in determining whether the

coverage trigger is satisfied. Although there is growing evidence that consumers consider

3 Report at 17-18.

N TP
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wireless voice service to be a complete substitute for wireline voice service, the Commission has
yet to make such a finding and we recognize that including wireless providers in this analysis
would add complexity. Similarly, although millions of households that do not have access to
cable voice services may have the ability to use over-the-top VoIP services through cable
broadband connections, the availability of such services also would not be counted for purpbses
of the coverage trigger. While both wireless and over-the-top providers certainly offer
competition to facilities-based wireline providers, and new options for consumers, the
Commission might want to consider starting with a more conservative approach that focuses on
the easiest cases for reducing support.

Trigger #2 — ILEC Deregulation.

As explained above, the premise underlying the high cost fund is that, absent financial
support from the federal government, market forces would not be sufficient to ensure that
services are provided in the supported location at reasonable rates. By contrast, a decision by a
state commission or state legislature that an ILEC’s rates no longer need to be regulated is
premised on the opposite conclusion, i.e., that market forces should be sufficient to ensure that
service in the deregulated area will be provided at reasonable rates. Where a state has made such
a finding and deregulated local exchange service provided by the ILEC (whether provided on
stand-alone basis or as part of a bundled offering), the fundamental premise for providing a
government subsidy is thrown into doubt and a process for reducing, if not eliminating

completely, high cost support for the ILEC should be initiated.**

* NCTA’s proposal is focused on situations where unsubsidized wireline competition exists in a particular study

area. Areas with two or more subsidized wireline competitors present different, more complicated, issues.
Given that such situations are relatively unusual, we have not included a specific proposal for how they should
be addressed.
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The record in the Commission’s existing docket on USF reform already contains
evidence of this phenomenon. Mississippi, for example, receives more non-rural support than
any other state. As explained by the Mississippi Cable Telecommunications Association,
“Mississippi is the ‘poster child’ for how far the USF system, particularly those portions
supporting non-rural LECs, has strayed from whatever rational bounds may have existed.”” The
local rates of the largest ILEC in Mississippi (AT&T) have been substantially deregulated since
2006.>® The decision by the Mississippi legislature to deregulate rates reflects its conclusion that
market forces are more than adequate to ensure that service will be made available at reasonable
rates. Given that finding by the state legislature, the Commission should revisit whether it is
necessary to continue providing hundreds of millions of dollars to non-rural LECs in
Mississippi.”’

Many other states have been deregulating local rates, including some of the largest
recipients of non-rural support. Some states have completely stopped regulating rates. The Iowa
Utilities Board, for example, stopped regulating local rates in 2008.%® The Indiana Utilities
Regulatory Commission lost its ratemaking authority earlier this year.” The Alabama Public

Service Commission will lose authority to regulate basic rates in 201 1.9

3 Comments of the Mississippi Cable Telecommunications Association, WC Docket No. 05-337 (filed June 9,

2009) at 3 (MCTA NOI Comments).

3¢ Id. at 2-3, citing Miss. Code Ann. § 77-3-35(4)(a). (“[TThe legislature has determined that, in the provision of all
services other than switched access service and single-line flat rate voice communications service, competition
or other market forces adequately protect the public interest.”)

37 MCTA NOI Comments at 3-4.

3% Jowa Code § 476.1D (“Effective July 1, 2008, the retail rate jurisdiction of the board shall not be applicable to
single line flat-rated residential and business service rates.”).

% Ind. Code 8-1-2.6-13 (“After June 30, 2009, the commission does not have jurisdiction over any of the following

with respect to a communications service provider: (1) Rates and charges for communications service...”).

0 Ala. Code 1975 § 37-2A-8(b)(1)(c) (“Beginning January 1, 2011, the commission shall not have any jurisdiction,

right, power, authority, or duty to regulate, supervise, control, oversee, or monitor, directly or indirectly, the
costs, rates, charges, terms, or conditions for basic telephone service.”).

2
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Other states have taken a slightly different approach, deregulating rates if an incumbent
LEC can show that a threshold level of competition exists. Virginia, for example, will deregulate
if an ILEC demonstrates that 75 percent of households can receive service from a competitive
provider,* essentially the test NCTA proposes in Trigger #1 above. Along the same lines, Texas
deregulates rates in any area with three providers, including wireless carriers.*?

For purposes of this proposal, the deregulation trigger may be satisfied even in states that
continue to require a stand-alone local service at regulated rates. Where an ILEC is authorized to
provide local service as part of a deregulated bundle, all components of the bundle essentially are
deregulated because there is no regulation of the bundled price. Given the popularity of bundled
offerings, a continuing obligation to provide stand-alone local service at a regulated rate has little
practical effect on the rates consumers pay for service. For the same reason, providing a subsidy
to a service that is provided as part of a bundle has the effect of subsidizing the provision of each
service in the bundle. In areas where unsubsidized providers are offering similar bundles, such
an approach is an irresponsible use of government funding.*

While the details of deregulation vary, in all of these cases the decision by a state to
deregulate retail rates severs the connection between the receipt of universal service funding and
the reasonableness of a provider’s rates.** At that point, with multiple providers offering service

to consumers at unregulated rates, continuing to provide government support is wasteful and

1 Va. Code § 56-235.5 1.
2 Tex Util. Cod. Ann. 26.134, 26.211, and 26.230.

“ While a continuing obligation to offer stand-alone local exchange service at a regulated rate should not preclude
a finding that Trigger 2 is satisfied, it should be considered in assessing the revenue potential of a particular area
as part of the Step 2 process for determining how much support a carrier needs.

* Because the details of deregulation vary in each state, there may be study areas that satisfy Trigger 2 but not
Trigger 1, e.g., if a state considers wireless competition, which is not considered in Trigger 1, as a basis for
deregulating ILEC rates. As long as one of the two triggers is satisfied, the Commission can be confident that a
study area is sufficiently competitive that consideration of USF reductions in Step is warranted.
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unnecessary and simply serves to skew the marketplace by providing funding to an incumbent
carrier but not to its competitors.

B. Step 2 — What Is The Minimum Support Needed To Serve A
Particular Area?

If the Commission finds a petition demonstrates that one or both triggers are satisfied, it
should proceed to a review of the support situation in that study area. Such a proceeding would
give the agency an opportunity to consider all of the relevant facts as to how competition has
developed in that area, the prices that competitors are charging for regulated and unregulated
services, and the effect on all providers, and on consumers, if high-cost support were reduced or
eliminated. The goal of the proceeding should be to identify the limited subset of ILEC costs
that (1) would not be incurred but for the provision of service to customers that do not have a
competitive option and (2) cannot be recovered through rates for the services (regulated and
unregulated) provided over the network in the portion of the study area with no competition.

This is a very different inquiry than takes place under the current system. For rural
LECs, the current rules consider virtually all of a LEC’s network costs and divide that amount by
the number of lines served. As a rural LEC loses access lines, its average cost per line increases
and it receives more support for each line.*’ As noted above, for non-rural LECs, the
Commission uses a forward-looking cost model to determine which “high cost” areas receive
support, and providers receive support for costs above a certain threshold.*

In contrast to either of these current approaches, the new approach proposed by NCTA
starts from the premise that the costs of operating in the portion of the study area served by an

unsupported provider should not be subsidized at all (i.e., they should be recovered from

S MAG Order, 16 FCC Red at 11294-95, § 125.
" Owest Remand NOI, 24 FCC Red at 4283, 4.
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customers of the services provided over the network) and that the subsidy, if any, should be
limited to those additional ILEC costs that are solely attributable to bringing service to the non-
competitive portion of the study area and that cannot be recovered through these services. The
burden should be on the ILEC to demonstrate that the total cost of serving areas where it is the
sole provider is greater than the total revenues that it potentially can generate from services sold
to customers in that area.*” In cases where the ILEC’s rates have been deregulated, any claim
that costs cannot be recovered should be subject to particular scrutiny.

Focusing on identifying costs that cannot be recovered from services provided in the non-
competitive portion of the study area should enable the Commission to eliminate completely
certain categories of costs that currently are subsidized and to reduce many other categories.
With respect to plant costs, for example, support generally should be limited to a portion of the
loop costs associated with customers in the non-competitive portion of the study area because
costs in remote areas may be so high that they cannot be recovered from customers. Conversely,
support for switching costs should be reduced substantially, if not eliminated completely in most
cases. Switching support is premised on the theory that an ILEC’s small customer base cannot
support the costs of a switch, but the deployment of a competing switching facility by an
unsubsidized competitor demonstrates the economic feasibility of operating a switch in that
location without support.*® Although the ILEC’s switching equipment obviously will continue to

be used in serving customers in the noncompetitive portion of the study area, the Commission

7" The amount of high-cost support going to wireless CETCs in these study areas also should be reduced, if not

eliminated entirely. Where a wireless CETC does not serve the portion of the study area for which the ILEC will
be receiving support, it should no longer receive support. The situation is more complex where one or more
wireless CETCs serve the portion of the study area for which the ILEC will be receiving support. The
Commission has a number of options it may want to consider including requiring a cost showing comparable to
that made by the ILEC or using competitive bidding to select one supported wireless provider in such areas.

8 This assumes that an ILEC’s switch is located in the competitive portion of the study area. In some
circumstances, switching facilities located in the non-competitive portion of a study area may still warrant some

support.
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should presume that an ILEC will be able to recover those costs from its customers, just as they
are in the competitive portion of the study area. The same is true for interoffice transport costs
absent some demonstration to the contrary.

Similarly, the Commission should be able to reduce or eliminate support for most of the
overhead costs associated with providing service. For example, there is no justification for
subsidizing management salaries and many other corporate expenses when an unsubsidized
competitor is providing service in the same study area and recovering those costs from its
customers. Likewise, support distributed through Interstate Common Line Support (ICLS) and
Interstate Access Support (IAS), which is not tied to any specific network costs, should be
reduced significantly, if not eliminated entirely. In general, only costs associated with
installation and maintenance of loop plant would continue to warrant subsidies and only if they
would not otherwise be recovered through the provision of services over the network.

We anticipate that some ILECs will oppose these proposals on the grounds that they

continue to need support even in competitive portions of a study area because they remain

subject to POLR obligations. As a general rule, the Commission should reject these arguments.

It is important to distinguish between the costs attributable to POLR requirements and the costs
of operating in a competitive marketplace. In an area where a cable operator or other
unsubsidized wireline competitor has built facilities and offers voice services, each providers’

cost of operating and maintaining facilities is a cost attributable to competition. For example,

any suggestion that the only reason an ILEC would maintain its facilities in a competitive area is

because of a POLR obligation is based on a warped view of how competitive markets operate.

One of the great benefits of facilities-based competition is that both incumbents and entrants
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have strong incentives to act in ways that will help attract and retain customers, e.g., by
maintaining their plant in good condition, independent of any legal obligations to do s0.*

In considering which costs an ILEC should be able to recover through the provision of
network services, the Commission should consider revenues from both regulated and unregulated
services that are provided in the non-competitive portion of the study area. Even in high-cost
rural areas, companies provide multiple services over a single network because it is more
efficient than building stand-alone networks for each service they provide. There is no reason
for the Commission to ignore those efficiencies and look solely at the costs and revenues
attributable to voice services. As explained in a paper by Dr. Michael Pelcovits, “there is no
reason to subsidize an ILEC to serve an area where revenue from voice, data and video service is -
sufficient to offset the costs of providing service.”*

The Step 2 review process proposed here is a rigorous, fact-based process, as should be
the case whenever an entity asks the federal government to subsidize its commercial activities.
That said, NCTA encourages the Commission to seek comment on whether there are proxies that
could be used to streamline the process. For example, the Commission could consider
establishing a sliding scale that would reduce support by a certain percenfage that varies with the
level of competition in the area, i.e., ILECs in areas with more extensive unsubsidized

competition would see larger reductions in their high-cost support than ILECs in areas with less

extensive unsubsidized competition.

* Once facilities-based competition is established in a particular area, there is no reason to think that either the

incumbent or any new entrants will abandon the market. The reason for this is that the incremental cost of
maintaining existing plant in order to stand ready to serve a customer that switches to a competitor is very low
relative to the incremental revenue that could be earned if that customer switches back. But to err on the side of
caution, the Commission may want to solicit comment on whether any safeguards are needed, beyond the
existing Section 214 discontinuance process, in the unlikely event that one provider decides to leave the market
following a Commission decision to reduce high-cost support.

% Pelcovits Subsidy Paper at 26.
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III. ESTABLISHING THE PROCESS PROPOSED IN THIS PETITION WILL
ENABLE THE COMMISSION TO CONSIDER WHETHER, AND HOW, TO
FUND TARGETED BROADBAND PROGRAMS

Reducing unnecessary and wasteful high-cost support is a worthy goal for the
Commission to pursue in its own right. In difficult economic times, reducing the USF
assessment that appears on consumers’ bills every month certainly would be welcome. As the
contribution factor continues to escalate, it is more important than ever that the Commission
begin to eliminate support where it no longer is needed.

But reducing the USF burden on consumers is not the only option available to the
Commission. As the record in the National Broadband Plan proceeding demonstrates, achieving
the congressional goal of universal access to broadband capability will be difficult to achieve
without government programs dedicated to deploying facilities in unserved areas and promoting
adoption by underserved populations. As the Commission considers NCTA’s proposal to reduce
support where it no longer is needed, it separately should consider whether, and how, it could
redirect any savings from NCTA’s proposal to provide targeted funding to programs that
-promote broadband deployment and adoption.

CONCLUSION

As described in this petition and the attached Eisenach Report, there is extensive wireline
competition in many rural areas that are receiving federal high-cost support. Adoption of
NCTA’s proposal would provide a mechanism to reduce, and in some cases eliminate,
unnecessary federal support to those areas where facilities-based competitors are able to offer
service without support. While adoption of this proposal could have a significant revenue effect
on ILECs and CETCs that are operating in these competitive study areas, this reckoning to
account for competitive entry is long overdue and fully warranted by the technological and

competitive developments described above. Simply put, where there is extensive unsubsidized

se . 45

£33
N

e

21 EMEIETT s >

b A A AT S X



wireline competition in a study area, it would be irresponsible for the Commission not to scale
back support to the minimum level necessary to ensure continued provision of service.
Accordingly, the Commission should move expeditiously to adopt NCTA’s proposals for
reducing support to ILECs and CETCs in areas experiencing facilities-based wireline voice
competition so that it can reduce the contribution factor and start considering whether, and how,
to direct support to more carefully targeted programs that will accelerate the deployment and
adoption of broadband.

Respectfully submitted,

/s/ Neal M. Goldberg

Neal M. Goldberg

Steven F. Morris

National Cable &

Telecommunications Association
25 Massachusetts Avenue, N.W. — Suite 100

Washington, D.C. 20001-1431
November 5, 2009
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PROPOSED RULE

54.317 Petitions to reduce support in areas with extensive facilities-based competition
(a) Petitions to reduce support

(1) Any party may submit a petition requesting that the Commission reduce the amount
of support that otherwise would be made available to an eligible telecommunications carrier in a
particular study area pursuant to Subpart D (High-Cost Fund), Subpart J (IAS), or Subpart K
(ICLS) of this chapter.

(2) Petitioner shall bear the burden of demonstrating that, in the study area covered by the
petition, (A) there is extensive facilities-based competition from one or more competing wireline
providers that do not receive such support, or (B) the state government has substantially
deregulated the local exchange rates charged by the incumbent local exchange carrier in that
study area.

(A) Extensive facilities-based competition. The petitioner shall demonstrate that
at least 75 percent of the households in the study area have the ability to purchase voice services
from a competitive facilities-based wireline provider or that at least 50 percent of households
have such an option and that the cost characteristics (e.g., population density) of the portion of
the study area not served by such competitors are similar to those in the competitive portion of
the study area.

(B) Substantial state deregulation. The petitioner shall demonstrate that the
retail rates for local exchange service offered by the incumbent local exchange carrier in the
relevant study area have been deregulated throughout the relevant area. For purposes of this test,

rates will be considered deregulated if there is no regulation of the rate charged for local
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exchange service offered on a stand-alone basis or if the carrier is authorized to provide local
exchange service in a bundle of services for which the total rate of the bundle is not regulated.
(b) Review of support levels

(1) If the Commission finds that a petitioner satisfies one or both of the requirements in
section (a)(2), the burden shall shift to recipients of support to demonstrate the level of support,
if any, that is necessary to continue to provide universal service, as defined in 54.101, to
consumers in the portions of the study area where service is not provided by any competing
facilities-based wireline provider.

(2) In deciding the necessary level of support for a particular carrier in a particular study
area, the Commission shall consider the ability of the carrier to recover network costs through
the provision of both regulated and unregulated services provided over the carrier’s network in
the non-competitive portion of the study area. The Commission also shall consider whether a
carrier incurs costs in the relevant area that would not be incurred but for existence of an

obligation to operate as a provider of last resort in that area.
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UNIVERSAL SERVICE SUBSIDIES TO AREAS
SERVED BY CABLE TELEPHONY

JEFFREY A. EISENACH, PH.D.
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+ Chairman and Managing Partner, Empiris LLC and Adjunct Professor, George Mason University Law School. 1
am grateful to Kevin Caves and Andrew Card for research assistance, and to several commenters for helpful
suggestions. Any remaining errors are my own. Support for this paper was provided by the National Cable and
Telecommunications Association.
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I. INTRODUCTION

In 2008, the Federal Universal Service Fund (USF) paid out more than $4.4 billion to
ensure the availability of “reasonably affordable” telephone service in “high cost” areas of rural
America, the majority of which ($2.4 billion) went to rural wireline telephone companies. When
the high-cost USF program was created roughly a decade ago, these companies were the only
facilities-based providers of wireline telephone service to much of rural America.

In recent years, however, cable television companies have begun offering voice service.
Initially, cable voice service was offered mainly in urban areas, but by 2008 Kagan Research
reported it was available to 84 percent of U.S. households. And, despite the fact that cable
companies receive virtually no USF support,1 cable telephone service is now available to
millions of the same rural households for which rural phone companies receive subsidies. The
existence of unsubsidized cable telephony in these areas is prima facie evidence that a significant
portion of the subsidies paid to rural telephone companies are no longer necessary to meet the
goal of reasonably affordable service.

This study analyzes the extent, and estimates the amount, of such excess subsidies, taking
into account the fact that cable voice is often available to only a portion of a rural company’s
service territory. The evidence presented below demonstrates that approximately $1.6 billion
was spent in 2008 to subsidize rural telephone companies in the hundreds of rural service
territories where cable companies now offer voice service to at least some households. Rural

telephone companies claim these subsidies are still needed, because cable companies and other

! A small number of cable operators in rural areas have been designated as Competitive Eligible

Telecommunications Carriers (CETCs), and receive some USF support as a result of this designation. USF
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competitors often serve only the most densely populated, and hence least expensive to serve,
portions of their study areas. The analysis here, however, shows that this argument is often
incorrect: Based on an analysis of population density and topography (the two factors that most
heavily affect the costs of providing wireline telecommunications services), cable companies
often serve portions of study areas which are no less céstly, or even more costly, to serve than
the overall study area. Indeed, depending upon which cost measure is used, rural companies are
receiving between $434 million and $769 million annually for serving such study areas.
Moreover, the USF pays additional funds to competitive carriers (CETCs) operating in these
areas: When payments to CETCs are included, the potential savings to the USF from eliminating
these unnecessary subsidies is between $591 million and $1 billion, or between 13 percent and
24 percent of the HCF’s total 2008 outlay of $4.4 billion.

The remainder of this paper is organized as follows. Section II briefly summarizes the
USF program as it applies to local telephone companies, cable companies, and other
telecommunications carriers, and summarizes recent debates about the need to control the size of
the fund. Section III presents an analysis of the extent to which rural telephone companies are
receiving funds for providing service in areas served by unsubsidized cable companies, and
provides estimates of the amount of excess subsidies being paid. Section IV explains how excess
USF subsidies distort the marketplace and waste taxpayer money. Section V presents some

suggestions for USF reform. Section VI contains a summary and conclusions.

subsidy payments to these rural cable CETCs are trivial when compared with subsidies received by RLECs, and
came to less than $324,000 nationwide in 2008.
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II. THE UNIVERSAL SERVICE FUND AND THE EMERGENCE OF COMPETITION

The concept of universal service can be traced back to the 1907 annual report of AT&T
(the old “Ma Bell”), which introduced the idea of a single “universal” telephone system in order
to justify its attempts to achieve a statutory monopoly.2 Today, however, universal service is
associated with the idea, embodied in the preamble to the Communications Act of 1934, that one
goal of communications policy is to make telecommunications services available to “all the

3 Under the AT&T monopoly, this meant

people of the United States™ at “reasonable charges.
setting rates so as to cross-subsidize some customers at the expense of others. The emergence of
competition — first for equipment and long-distance services and then, with passage of the
Telecommunications Act of 1996, in local markets as well — made implicit cross-subsidies
unworkable. However, efforts to replace implicit cross subsidies with explicit ones have met
with only partial success, especially with respect to rural carriers, which continue to receive
subsidies based on anachronistic definitions and formulas. As a result, rural subsidies are higher

than necessary, investment incentives are distorted, and consumers ultimately are not served by

the most efficient technologies and carriers.

2 For a brief history of universal service policies in the U.S., see Robert W. Crandall and Leonard Waverman, Who

Pays for Universal Service? (Washington, DC: Brookings Institution, 2000) at 5-11.

3 See Communications Act of 1934, as amended, 47 U.S.C.A. § 151 (stating the law is enacted “for the purpose of

regulating interstate and foreign commerce in communication by wire and radio so as to make available, so far as
possible, to all the people of the United States, a rapid, efficient, Nation-wide, and world-wide wire and radio
communication service with adequate facilities at reasonable charges.”) See also, 47 U.S.C. 254 (b)
(enumerating statutory principles for universal service programs),and Federal Communications Commission,
Fourteenth Report and Order, Twenty-Second Order on Reconsideration, and Further Notice of Proposed
Rulemaking in CC Docket No. 96-45, and Report and Order in CC Docket No. 00-256 (May 23, 2001) (hereafier
Rural Task Force Order) at 13. (“The purpose of high-cost universal service support is to help provide access to
telecommunications service in areas where the cost of such service otherwise might be prohibitively expensive.”)
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A. Universal Service and the Telecom Act of 1996

For most of the 20™ Century, universal service policy in practice consisted of implicit
cross-subsidies imposed on monopoly telephone companies by the Federal Communications
Commission (FCC or “Commission”) and state public utilities commissions, primarily through
retail price controls (for example, setting urban and business rates above cost in order to support
below-cost rural and residential rates) and long-distance access charges (i.e., setting the prices
paid by long distance carriers to terminate traffic on local carriers’ networks above cost).

By introducing competition into local telephone markets, the 1996 Telecommunications
Act (“the Act”) effectively made implicit cross-subsidies unsustainable. As the Federal
Communications Commission (FCC) explained in its 1997 order adopting new universal service
policies:

Implicit subsidies were sustainable in the monopoly -environment because some

consumers (such as urban business customers) could be charged rates for local

exchange and exchange access service that significantly exceeded the cost of
providing service, and the rates paid by those customers would implicitly

subsidize service provided by the same carrier to others. By adoption of the 1996

Act, Congress has provided for the development of competition in all telephone

markets. In a competitive market, a carrier that attempts to charge rates

significantly above cost to a class of customers will lose many of those customers

to a competitor.*

Accordingly, the Act called for a system of explicit subsidies, funded by assessments on

long distance (i.e., interstate and international) telecommunications services.” In addition, to

See Federal Communications Commission, In the Matter of Federal-State Joint Board on Universal Service,
Report and Order, CC Docket No. 96-45 (May 8, 1997) at §17 (hereafter First Report and Order).

The Commission subsequently extended this requirement to VoIP services, including those provided by cable
operators.
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ensure that USF subsidies did not discriminate against new entrants, it made competitive carriers
eligible for USF support.®

Implementing the Act’s universal service provisions has proven to be a vexing challenge.
The Commission’s first USF proceeding, CC Docket No. 96-45, was opened in May 1996, and
continues to this day. During its 13-year (and counting) lifespan, the docket has (according to
the Commission’s Electronic Comment Filing System) collected over 228,000 individual filings
— many of them hundreds of pages in length. Yet, despite these efforts, the FCC itself admits
that the USF program continues to be based on “outdated regulatory assumptions.”” One of the
consequences of the FCC’s inability to come to grips with universal service is that, despite
Congress’ expectation that “competition and new technologies would reduce, not increase, the
overall need for universal service support by lowering costs,”® USF subsidies, and the
“contributions” required to support them, have grown dramatically.

B. USF Subsidies to Rural Telephone Companies

Rural telephone companies (RLECs) are defined in the Telecommunications Act.’ While

the law treats them differently in certain respects,'® with respect to universal service they are

¢ See47U.S.C.214 (e).

See Federal Communications Commission, Order on Remand and Report and Order and Further Notice of
Proposed Rulemaking, CC Docket 96-45 (November 5, 2008) at §39 (hereafter November 2008 NOI).

See Federal-State Board on Universal Service, In the Matter of Federal State Board on Universal Service, CC
Docket 96-45, Recommended Decision (February 27, 2004) at §65, n. 80 (citing S. Rep. No. 23, 104th Cong.,
Ist Sess. 26: “The Committee expects that competition and new technologies will greatly reduce the actual cost
of providing universal service over time, thus reducing or eliminating the need for universal service support
mechanisms as actual costs drop to a level that is at or below the affordable rate for such service in an area.”)
(hereafter Jt. Board 2004 Recommended Decision).

As defined in the Telecommunications Act, “[t]he term ‘rural telephone company’ means a local exchange
carrier operating entity to the extent that such entity -- (A) provides common carrier service to any local
exchange carrier study area that does not include either -- (i) any incorporated place of 10,000 inhabitants or
more, or any part thereof, based on the most recently available population statistics of the Bureau of the Census;
or (ii) any territory, incorporated or unincorporated, included in an urbanized area, as defined by the Bureau of
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governed by the same basic statutory principles as non-rural carriers: The Act instructs the
Commission to pursue policies designed to ensure that rural areas receive services that are
“reasonably comparable” to those in urban areas and that are made available at “just, reasonable
and affordable rates.”"!

The USF is comprised of four major funds, which in 2008 spent a total of $7.6 billion.
The largest of the four is the High Cost Fund ("HCF"), which is targeted at rural and other high
cost areas.’> In 2008, the HCF spent approximately $4.4 billion, or 58 percent of total USF
expenditures. The other USF programs provide subsidies for Low Income customers, Rural

Health Care, and Schools and Libraries. Figure 1 shows the major components of USF spending

from 2000 through 2008.

the Census as of August 10, 1993; (B) provides telephone exchange service, including exchange access, to fewer
than 50,000 access lines; (C) provides telephone exchange service to any local exchange carrier study area with
fewer than 100,000 access lines; or (D) has less than 15 percent of its access lines in communities of more than
50,000 on the date of enactment of the Telecommunications Act of 1996.” See 47 U.S.C. § 3(a).

Most notably: (1) Rural telephone companies are presumptively exempt from the Act’s aggressive resale and
unbundling requirements [See 47 U.S.C. § 251(f)(1)]; and, (2) the process by which competitive carriers can
become certified to receive USF subsidies in rural service territories requires an affirmative finding by the state

PUC that the certification is in the public interest [See 47 U.S.C. 214(e)2].
' See 47 U.S.C. 254 (b) (enumerating statutory principles for universal service programs).

See Federal-State Joint Board on Universal Service, Universal Service Monitoring Report (2008) (available at

http://www.fcc.gov/web/iatd/monitor.html), at 3-1 (hereafter Monitoring Report).
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Figure 1:

USF Funding by Program, 2000-2008 ($mil.) "°
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2000 2003 2004 2005 2006
# Schoolsand Libraries 17025 21383 2227.6 2184.0 1664.3 2171.8 2089.1 2024.5 22127
& Rural Health Care 9.4 114 273 28.0 389 332 44.9 148.0 174.7
® Low Income 536.7 577.4 680.6 7129 765.3 813.2 818.6 765.4 805.4
® High Cost 1952.8 2740.9 2926.8 3261.1 3449.7 3864.5 3928.9 4344.0 4427.8

As shown in Table 1, the HCF is comprised of seven principal programs, five of which

provide subsidies primarily to rural carriers: High Cost Loop Support (HCLS); Interstate

Common Line Support (ICLS); Local Switching Support (LSS); Safety Net Additive Support

(SNAS); and Safety Valve Support (SVS). In 2008, these five programs spent about $3.4 billion,

or, as noted above, about 77 percent of all HCF subsidies.'*

13

Source: Monitoring Report (various years). Expenditures for 2008 are extrapolated based on the first three

calendar quarters reported in Table 1.10 of the 2008 Moritoring Report, except for High Cost Fund expenditures,

which are obtained from Table 3.30 of the 2008 Mowitoring Report.

% The remaining programs, Interstate Access Support (IAS) and High Cost Model (HCM) are available to larger
phone companies, and account for approximately 23 percent of the total.
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Table 1:
Summary of High Cost Fund Components15
Share of 2008
High Cost
Fund 2008 Subsidies Fund
High Cost Loop Support (HCLS) $1,401,874,452 31.66%
Interstate Common Line Support (ICLS) | $1,532,859,504 34.62%
Interstate Access Support (IAS) $647,465,838 14.62%
Local Switching Support (L.SS) $451,039,281 10.19%
High Cost Model Support (HCMS) $351,389,587 7.94%
Safety Net Additive Support (SNAS) $42,549,171 0.96%
Safety Valve Support (SVS) $580,932 0.01%

Each HCF program has its own complex eligibility criteria and formula for calculating

support levels, as briefly described below.'®

High-Cost Loop Support (HCLS): HCLS provides subsidies for the local portion (arbitrarily
set at 75 percent) of rural carriers’ non-traffic sensitive ("NTS") costs (e.g., telephone wires,
poles, and other facilities used to connect customer premises to the public switched telephone
network). Carriers whose NTS costs exceed 115 percent of a national benchmark rate receive
subsidies ranging from 10 percent to 75 percent of the excess; depending on their size (rural
carriers with more than 200,000 lines receive a lower proportion than those with 200,000
loops or less). The national benchmark rate was set in 2001 at $240 per loop per year,
though it is recalibrated each year so that total HCLS spending does not exceed an FCC-
imposed cap.!”” The cap, in turn, varies with inflation and with the total number of loops
served by rural carriers.

Interstate Common Line Support (ICLS): ICLS is available only to rate-of-return (i.e., rural)
carriers, and provides compensation for the reduction in interstate access charges imposed by

Source: 2008 Monitoring Report.
For a more complete description of each HCF program, see 2008 Monitoring Report at 3-1 —3-13.

See Rural Task Force Order at 154-59.
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19

20

the Commission in the 2001 MAG Order.'® ICLS is intended to allow a carrier to recover its
common line revenue requirement (as established through the rate of return process) if
revenues from the Subscriber Line Charge (SLC) (which is capped by the Commission) are
insufficient to do so. ICLS payments are based on projected data submitted by incumbent
carriers, and are subject to an annual true-up process (to the extent that projections differ
from finalized figures). There is no cap on spending under ICLS.

Local Switching Support (I.SS): LSS is available to rural carriers with fewer than 50,000
lines, and is premised on the notion (no longer accurate) that there are significant economies
of scale in switching (i.e., that the smallest efficient switch will serve 50,000 customers).
Payments are determined by the “LSS factor,” which is multiplied by carrier's annual un-
separated local switching revenue requirement to arrive at total subsidy payments. The LSS
factor, in turn, depends on two highly dated statistics known as dial equipment module
(DEM) factors. The DEM factors are derived from the ratio of interstate minutes to total dial
equipment minutes as of 1996. The LSS factor is the difference between (1) the 1996
weighted DEM factor; and (2) the 1996 unweighted DEM factor. The weighted DEM factor
depends on the number of access lines, such that study areas with fewer lines qualify for
higher subsidies.

Safety Net Additive Support (SNAS) and Safety Valve Support (SVS): These two relatively
small programs are also restricted to rural carriers, and account approximately $43 million in
USF subsidies in 2008 (or one percent of the HFC). Both are designed to reimburse carriers
for making investments in rural telecommunications infrastructure in cases where subsidies

- would otherwise not be available due to the cap on high cost subsidies."”

High Cost Model Support (HCM) and Interstate Access Support (IAS): HCM and IAS are
the non-rural carrier analogs of the HCLS and ICLS, providing support for local costs in high
cost areas and compensation for foregone interstate access revenues, respectively. However,
unlike HCLS, HCM is calculated at a statewide level and is based on forward looking costs.
Non-rural carriers are eligible for HCM only in states where forward looking costs are more
than two standard deviations above the national average. IAS is similar to ICLS, except it is
subject to a $650 million annual cap. Together, HCM and IAS account for approximately 23
percent of the HFC.?

See Federal Communications Commission, Second Report and Order and Further Notice of Proposed
Rulemaking in CC Docket No. 00-256, Fifteenth Report and Order in CC Docket No. 96-45, and Report and
Order in CC Docket Nos. 98-77 and 98-166 (Released November 8, 2001).

See Universal Service Administrative Company website (available at: http://www.universalservice.org); and
2008 Monitoring Report.

The courts have twice overturned the Commission’s regulations implementing the HCM program, most recently
in 2005. In April 2009, the Commission issued a Notice of Inquiry seeking comments to “refresh the record” in
the ongoing remand proceeding. See Federal Communications Commission, In the Matter of High-Cost
Universal Service Support, Notice of Inquiry WC Docket Nos. 05-337 and 96-45 (April 8, 2009).
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As the descriptions above suggest, the rules under which the HFC program operates are
extraordinarily complex, a fact that has contributed to both administrative laxity and waste.”’
From an economic perspective, there are at least four fundamental defects in the way subsidies
for RLECs are determined.

First, the definition of “rural telephone company” is based, in part, on demographic
information as of 1996 — more than 13 years ago. Specifically, one of the four criteria that define
a rural telephone company is that the company had “less than 15 percent of its access lines in
communities of more than 50,000 on the date of enactment of the Telecommunications Act of
1996.7%* Hence, carriers are considered “rural” even if their study areas have blossomed into ex-
urban meccas complete with shopping malls and tightly-packed town homes.

Second, the metrics used to determine USF subsidies are antiquated and arbitrary. There
is simply no reason, for example, to believe that the national average loop cost in rural areas is
$240 per year, that the HCLS allocation factor (which attributes 25 percent of costs to interstate

services) accurately measures interstate versus intrastate costs,” that the minimum efficient scale

2t See, e.g., Congressional Budget Office, Factors That May Increase Future Spending from the Universal Service

Fund (June 2006) at 27 (“In the past, the Universal Service Administrative Company and the FCC have been
fairly liberal about approving investments that carriers claim will further the cause of universal service.”)
(hereafter CBO); and Federal Communications Commission, Office of the Inspector General, The High Cost
Program: Initial Statistical Analysis of Data from the 2007/2008 Compliances Attestation Examinations
(November 26, 2008) (available at http://hraunfoss.fcc.gov/edocs_public/attachmatch/DOC-286971A1.pdf)
(finding an error rate of 23 percent in program disbursements and annual overpayments of $970 million).

22 See 47 U.S.C. § 3(a) (emphasis added).

23

More broadly, there is no basis for attributing all of the costs of network elements which are used to produce
both supported services (i.e., voice telephony) and unsupported services (e.g., data and video services) to
supported services. See, e.g., First Report and Order at 1261 (“Revenues from services in addition to the
supported services should, and do, contribute to the joint and common costs they share with the supported
services. Moreover, the former services also use the same facilities as the supported services, and it is often
impractical, if not impossible, to allocate the costs of facilities between the supported services and other services.
For example, the same switch is used to provide both supported services and discretionary services.
Consequently, in modeling the network, the BCPM and the Hatfield 3.1 models use digital switches capable of
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for a switch is 50,000 customers, or that cost factors derived from dial equipment minute ratios
as of the mid-1990s are accurate (or even meaningful) in 2009. In short, there is simply no basis
for believing that subsidies paid to RLECs bear any relationship to the amount of assistance that
is required to provide “reasonably comparable” services at “just, reasonable and affordable
rates.”

Third, rural carriers receive subsidies based on embedded costs rather than forward-
looking costs, producing excessive subsidies to RLECs and discouraging investment by
competitors. Both the FCC and the Joint Board on Universal Service have recognized these
problems since 1997, when the first USF Order was issued. As the Commission said then,

The use of embedded cost would discourage prudent investment planning because

carriers could receive support for inefficient as well as efficient investments. The

Joint Board explained that when “embedded costs are above forward-looking costs,

support of embedded costs would direct carriers to make inefficient investments that

may not be financially viable when there is competitive entry....” We also agree ...

that the use of embedded cost to calculate universal service support would lead

to subsidization of inefficient carriers at the expense of efficient carriers and

could create disincentives for carriers to operate efficiently **

Based on this finding, USF subsidies for non-rural carriers have been based on forward-looking
costs since the High Cost Model program was first established. For rural carriers, however, the
FCC concluded that it did not have sufficient information to estimate forward looking costs, and
so left the embedded cost methodology in place on a temporary basis, and committed to move

RLEC:s to a forward-looking approach by 2001. When the time arrived to do so, however, the

Commission again demurred, and RLECs continue to receive USF support based on embedded

providing both supported services and discretionary services. Therefore, it would be difficult for the models to
extract the costs of the switch allocated to the provision of discretionary services.”)

M See First Report and Order at §228 (emphasis added).
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12

costs.”> One consequence of continued reliance on embedded costs — which are primarily
“fixed” in nature — is that RLECs that lose lines to competitors experience little or no reduction
in subsidies: Indeed, the subsidy per line actually increases.

Fourth, and relatedly, HCF rules have permitted rural carriers to use their generous HCF
subsidies to upgrade their infrastructures to provide broadband and even video services. As the
Congressional Budget office explained in a 2006 report, the HCF

...does not explicitly fund investment in broadband, but many of the investments

that it does support allow carriers to deliver both conventional telephone and

broadband service. Like carriers everywhere, rural companies are improving their

older local loops and running more high-capacity and high-quality fiber-optic

cable closer to their customers. Those upgrades are included in the historical costs

that serve as the basis for high-cost loop sup?ort; thus, current policy implicitly

provides funds for broadband in rural areas.... 6

Thus, generous USF subsidies have been used by RLECs to aggressively deploy
broadband and video services. The NECA, for example, reports that “Overall broadband
availability to customers served by TS pool members [i.e., RLECs] reached 92 percent in
2008.7% Similarly, the National Telecommunications Cooperative Association, which consists

primarily of carriers serving study areas of 1,000-5,000 lines, reports that 99 percent of members

responding to a recent survey were offering DSL service, and 44 percent were offering fiber-to-

3 See e.g., Rural Task Force Order at 3 (“As the Joint Board suggested, we intend to develop over the next few

years a long-term universal service plan for rural carriers that is better coordinated with the non-rural
mechanism. In particular, we intend to develop a long-term plan that better targets support to carriers serving
high-cost areas, while at the same time recognizing the significant differences among rural carriers, and between
rural and non-rural carriers.”)

% See CBO at 25 (emphasis added). See also CBO at 26 (“Recent surveys of investment patterns among rural

carriers offer more-direct evidence of the dual purpose of such investments. In a survey of its rural members, the
National Telecommunications Cooperative Association found that 81 percent of respondents were using their
investment in fiber loop to extend the reach of DSL service. Furthermore, much of that investment was devoted
to speeding up potential connections rather than simply establishing basic broadband connections.”)(references
omitted).
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the-home (FTTH) or fiber-to-the-curb (FTTC) service, as of mid-2008; and, that 71 percent of
respondents expected to offer FTTH/FTTC services to more than three-quarters of their
customers by year-end 2009.%

While RLECs tout these figures as evidence of the effectiveness and continued need for
USF subsidies, the evidence below demonstrates that the subsidies in many cases are being used
to subsidize the rollout of data and video services in areas already served by unsubsidized private
competitors — that is, to subsidize duplicative services. Moreover, the USF program — which
calculates subsidies based solely on costs — lacks any mechanism for reducing subsidies to reflect
the increased RLEC revenues generated by these services. Thus, the USF program has allowed
RLECs to use government subsidies to finance the rollout and operation of new products, and
services, while keeping 100 percent of the returns on those investments for their shareholders.”

In summary, USF subsidies to RLECs are based on historical rules which bear little or no
relationship to modern economic realities: While costs have declined, revenues have increased,
and service territories have evolved and grown less “rural,” RLECs have largely been able
maintain a level of subsidies based on decades-old assumptions.

III. SUBSIDIES TO AREAS SERVED BY CABLE TELEPHONY

Cable companies have expanded cable telephony coverage into literally hundreds of
RLEC service territories, where they are serving millions of customers. The very existence of

unsubsidized cable telephony in these areas — offered at prices sufficiently low to win customers

" National Exchange Carrier Association, Trends 2008: A Report on Rural Telecom Technology (January 2009) at
3.

? National Telecommunications Cooperative Association, 2008 Broadband/Internet Availability Survey Report
(October 2008) at 7, 14.
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away from the subsidized incumbents — is prima facie evidence that RLECs in these areas should
no longer receive USF support. Yet, as the analysis in the first section below demonstrates,
RLECs received approximately $1.6 billion dollars in 2008 to serve customers in study areas
where unsubsidized cable telephony is available.

Rural telephone companies acknowledge the growing presence of competition in their
service territories, but argue that “competition is concentrated in the more densely populated
portions of rural service areas.”>® The data presented below directly contradicts this contention,
showing that there are hundreds of study areas where the service territories of cable voice
providers are comparable to those of their subsidized RLEC competitors.

A. There Is Extensive Cable Voice Coverage in RLEC Territories

Cox Communications deployed the first circuit-switched cable telephone system in 1997,
in Orange County, California,”’ but cable telephony did not really take off until the mid-2000s,
when Voice Over Internet Protocol technology (VoIP) dramatically reduced the cost of
deploying telephone service on digital cable infrastructures.®® According to SNL Kagan, as
recently as 2004 VoIP telephony was available to only 21 percent of homes passed by cable

systems, and more than 80 percent of the 3.6 million cable telephony subscribers were using

»  As noted above, because of its reliance on embedded costs, the program does not even re-calculate allowable
costs to reflect the fact that the underlying infrastructure is being used to provide multiple services.

*® National Exchange Carrier Association, Trends 2008: A Report on Rural Telecom Technology (hereafter Rural
Trends) at 4-5. (“For Traffic Sensitive pool members, competition contributed to a decline of 278,514 access
lines, a 5 percent drop over last year. This downward trend is part of an industry-wide decline in access lines
attributable to competition from cable operators offering Voice over Internet Protocol (VoIP) as well as
customers replacing land lines with mobile service. More than three-fourths of TS pool members report some
competition in their service area. This is up from two-thirds in 2007. Typically, this competition is concentrated
in the more densely populated portions of rural service areas.”)

31 See, e.g., “Cox Cable Wants to Be Your Phone Company,” Business Week (May 24, 1999) (available at
http://www.businessweek,com/1999/99 21/b3630136.htm).
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circuit-switched technology.” Just four years later, Kagan reported that cable telephony was
available to approximately 84 percent of U.S. cable-passed households; and analysts estimate
that as of year-end 2008 there were more than 20 million cable telephony subscribers in the
U.s.*

The analysis of the spread of cable telephony in rural America discussed below is based
on data from Warren’s Cable Factbook, which provides detailed information for each cable
system in the U.S., including (since 2005) the availability of cable telephony. The Factbook
information is provided in a Geographic Information System (GIS) format, which allows cable
system boundaries to be matched with the study area boundaries that define ILEC service
territories, and also with a wide variety of demographic and geographic information. The
analysis in this section is based on matching cable system service territories® with the 1,314

RLEC study area boundaries using GIS software.

2 See e.g., InStat, The Worldwide Market for Cable Telephony Services (April 2007) at 18-19.
B Kagan Research, Cable Futurecast (May 2006) at 8-9.

3 SNL Kagan, 2008 Broadband Cable Financial Databook; see also Jeff Wlodarczak, “Equity Research: U.S.
Q1'08 Video/Data/Phone Trends,” Wachovia Capital Markets LLC (May 15, 2008) (hereafter Wachovia
Research Report) at 9.

% Warrens provides detailed information on the location (i.e., cities, towns, etc.) of each cable operator’s service

territory, but does not provide detailed, street-by-street maps of cable infrastructure, which in principle could
result in either overstating or understating actual coverage. Mapping the 2008 Warrens boundaries onto census-
block level data on household locations shows that 74 percent of U.S. households are passed by cable voice.
This is 10 percentage points less than the SNL Kagan estimate of 84 percent, suggesting that the cable coverage
estimates used here are conservative, i.e., that in total they understate rather than overstate actual cable coverage.
The estimate for any particular study area may be understated or overstated.

3 The Monitoring Report contains information for 2,006 study area codes, of which 1,438 are ILEC study areas

and 568 are CETC study areas. (CETC study areas typically encompass all areas served by a CETC within each
state, and frequently overlap multiple ILEC study areas. The FCC often creates a CETC study area code before
subsidies are actually disbursed: Of the 568 CETC study area codes, only 339 received USF subsidies in 2008.)
Of the 1,438 ILEC study areas, 1,404 are located in the lower 48 states, which are the focus of the analysis here.
Of these 1,404, 10 study areas were excluded or combined with other study areas due to constraints on data
availability and/or changes in study area definitions over time, bringing the total 1,394, Of these, 1,314 are rural
study areas, and the remaining 80 are non-rural.
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Figure 3 below shows the number of rural’’ households passed by cable telephony*®
based on this analysis. As the figure shows, the number of rural households with cable voice has
more than quadrupled in less than four years, rising from 1.5 million in April 2005 to over 6.6
million in December 2008, or 43 percent of the households in RLEC study areas.

Figure 3:
Rural Households with Cable Telephony Coverage, 2005-2008
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April 2005 March 2006 Oct. 2006 Jan 2007 Oct 2007 Aug 2008 Dec 2008
|l HHs Passed| 1,479,084 2,613,960 3,270,858 3,613,434 4,061,623 6,074,088 6,628,261

Source: Warrens Cable Fact Book;, Empiris LLC

Figure 4 shows the geographic spread of cable telephony over the same period. The map
shows rural study areas with at least some cable telephony availability in each period; the data

table shows that, between 2005 and 2008, the proportion of rural study areas with cable

*7 For this purpose, a “rural” area as defined here is an area that lies within a census block inside an RLEC study

area. The National Exchange Carrier Association classifies study areas as rural or non-rural in Appendix E of its
2008 USF Data Submission (available at http://www.neca.org/). As demonstrated below, “rural” study areas are
often not rural as the term is generally understood.

% The Warrens data identifies 56 study areas where cable telephony is provided by the RLEC or by the RLEC’s
holding company. Because this analysis is focused on competitive cable telephony offerings, it counts a

EmMPIRIS LLC

BT oS e
-~
e X w$

e X "




17

telephony increased from 14 percent to 57 percent, and that, by 2008, cable telephony was
available in 743 of 1,314 rural study areas. Together, these study areas accounted for 87 percent

of the rural population.

Figure 4:
Rural Cable Telephony Coverage, by Study Area, 2005-2008

Rural Cable Telephony
Avaitability By Study Area

Not Avaitable
; Non-Rural Area

Percentage of Rural
Rural Study Areas Population in
with Cable Voice Percentage of Rural Covered Study
Availability Study Areas Covered Areas
2005 189 14% 41%
2006 285 22% 61%
2007 396 30% 72%
2008 743 57% 87%

As noted above, cable service territories and RLEC study areas do not overlap

completely: Study areas are essentially legacy service territories of telephone companies dating

household as being passed by cable voice only if that service is offered by a carrier other than the local RLEC (or
its holding company).
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back to the early 20® Century when telephone networks were first constructed, while cable
service territories generally mirror the local (i.e., county or city) government boundaries
associated with cable franchises, which were typically awarded in the 1960s and 1970s. Thus, it
is not uncommon for cable systems to cover multiple RLEC service territories and, conversely,
for there to be multiple cable systems operating within a given RLEC boundary.

The data in Figure 5 take these partial overlaps into account by showing the extent of
cable voice coverage in rural study areas, as measured by the proportion of households in each
study area to which cable telephony is available. As the figure shows, cable telephony is
available in 57 percent of all rural study areas, encompassing 87 percent of the rural population.
Moreover, there are 277 study areas, encompassing 45 percent of the rural population, where
cable telephony is available to more than 50 percent of households, and 83 study areas where
coverage exceeds 95 percent. By themselves, of course, these data say nothing about whether
the areas served by cable within each study area are relatively dense or rural, or relatively cheap
or costly to serve. However, the analysis in Section III(B) below demonstrates that there are
hundreds of study areas where the portions served by cable companies are /ess densely populated

(and hence presumptively more expensive to serve) than the study area as a whole.
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Figure S:
Cable Voice Coverage in Rural Study Areas, 2008
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Rural Cable
Telephony Coverage
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Non-Rurat Area

Number of Percentage of | Percentage
Rural Study Rural Study of Rural
Areas Areas Population
Total RLEC Study Areas 1,314 100% 100%
Study Areas w/Any Cable Voice Coverage 743 57% 87%
Study Areas w/Cable Voice Coverage > 25% of HHs 418 32% 68%
Study Areas w/Cable Voice Coverage > 50% of HHs 277 21% 45%
Study Areas w/Cable Voice Coverage > 75% of HHs 165 13% 14%
Study Areas w/Cable Voice Coverage > 95% of HHs 83 6% 4%

The amount of USF support paid to RLECs in regions where cable telephony is available
can be assessed based on data on USF subsidy payments for each study area reported in the

FCC's 2008 USF Monitoring Report,”® which contains projections of full-year subsidy payments

39 See 2008 Monitoring Report. Table 3.30 of the 2008 Monitoring Report contains detailed information on USF

subsidies by study area.
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8.% Data from the National Exchange Carrier Association (NECA) were

by study area for 200
also compiled for each incumbent carrier.”! NECA's 2008 USF data submission contains
additional information at the study area level, including loop data, holding company information,
and a rural/non-rural indicator variable.

Combining the USF subsidy data with the data on cable voice availability discussed
above shows that, of the $2.36 billion in HCF support paid to RLECs in 2008, $1.62 billion (or
69 percent) was paid to RLECs serving the 743 study areas with cable voice coverage. As
shown in Table 2, hundreds of millions of dollars in subsidies went to RLECs where cable
coverage was widely available: $504 million went to the 277 study areas where cable voice was

available to more than half of all households; and, $109 million went to study areas where cable

voice availability was virtually ubiquitous (i.e. available to 95 percent of households or more).

Table 2:
USF Subsidies to RLECs Study Areas with Cable Voice Coverage, 2008
Number of Percentage of USF
Rural Study USF Subsidies Payments to
Areas ($millions) RLECs
Total RLEC Study Areas 1,314 $2,358 100%
Study Areas w/Cable Voice Coverage 743 $1,618 69%
Study Areas w/Cable Voice Coverage > 50% of HHs 277 $504 21%
Study Areas w/Cable Voice Coverage > 75% of HHs 165 $229 10%
Study Areas w/Cable Voice Coverage > 95% of HHs 83 $109 5%

B. Cable Voice is Often Available in “High Cost” Areas

As noted above, RLECs argue that, even in areas where other carriers are providing

unsubsidized coverage, USF subsidies are still necessary because other carriers only cover “low-

0 See 2008 Monitoring Report at 3—1.

41 See National Exchange Carrier Association, 2008 USF Data Submission (available at http://www.neca.org/).
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cost” areas, leaving the RLECs to serve the most expensive customers.”> The evidence presented
below demonstrates otherwise.

First, the data presented above show that the RLEC’s “cherry picking” argument is prima
facie invalid for more than 80 study areas: If unsubsidized cable companies are serving 95
percent or more of the households in a study area — meaning that a subsidy can be justified for, at
most, five percent of households —~ it is difficult to understand why the USF should continue
paying subsidies on 100 percent of the RLEC’s lines. Put differently, barring evidence that the
five percent (or less) of homes not passed by cable are significantly more costly to serve than the
other ninety-five percent, it is clear that telephone service can be provided without, subsidy in
such study areas.

Second, a comparison of the portions of study areas covered by cable voice service with
the portions not covered shows that, in many cases, cable companies serve the “high-cost”
portions. If a cable company can provide unsubsidized wireline voice service in the high-cost
portions of an RLEC study area, the RLEC should be able to provide unsubsidized service in the
entire study area; that is, no subsidies should be required.

In the wireline telecommunications business, most of the geographic variation in cost is
the result of some combination of population density and topography: densely populated flat

regions are cheap to serve; sparsely populated mountainous regions are expensive. Comparing

“2 One study that appears to support the RLEC’s position is Michael J. Balhoff, Robert C. Rowe, and Bradley P.
Williams, Universal Service Funding: Realities of Serving Telecom Customers in High-Cost Regions,
Implications for the Texas Universal Service Fund (Summer 2007) (available at
http://www.balhoffrowe.com/pdf/USF%20Funding%20Realities%200f%20Serving%20Telecom%20Customers
%20in%20High%20Cost%20Regions%207-9-07.pdf). The findings below suggest Balhoff e al’s conclusions
(i.e., that cable voice deployments are largely limited to high-density “town center” areas) are incorrect or,
perhaps, simply obsolete, as the Balhoff study appears to rely on data from 2006, when cable voice deployment
was still limited, as shown in Figures 3 and 4 above..
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these variables for the areas with and without cable voice coverage in each RLEC service
territory shows that, in many study areas, the portion of the study area served by cable has lower
population density, more severe topography, and/or lower teledensity than the area served only
by the RLEC.*

Specifically, as shown in Table 3, there are 148 study areas in which the area served by
cable voice has lower population density (and thus is presumptively more costly to serve) than
the area served exclusively by the RLEC. In 2008, as shown in the third column from the left,
RLECs received approximately $276.9 million to provide service in these 148 study areas.
Similarly, RLECs received $226.1 million in 112 study areas in which the severity of the
topography (measured by the difference between maximum and minimum elevation) in the area
not covered by cable voice was less than the severity in the area covered by cable voice. Finally,
based on an alternative measure of density, the average distance from each household to the
nearest wire center,” RLECs received $598.2 million in 332 study areas in which d¢nsity was
lower (distance from the wire center was greater) in the area served by cable voice in than in the

area not served.

“ These are the three main characteristics used in the FCC's Hybrid Cost Proxy Model (HPCM) to estimate the
costs of local telephone service. The HPCM is a bottom-up, engineering/economic model of modern telephone
networks, which takes geo-coded locations, constructs a (theoretically) optimal telecommunications network,
and uses this information to estimate the cost of providing telephone service. In the HCPM, population density,
terrain, and distance to wire center interact with algorithms for loop and network design to produce cost
estimates. See http://www.fcc.gov/web/tapd/hepm/welcome.html. In addition, population density is the
standard relied upon by the FCC for determining whether a CETC is “creamskimming” if it seeks to serve a
subset of a rural study area. See 47 U.S.C. 54.202 (c) (“In instances where an eligible telecommunications
carrier applicant seeks designation below the study area level of a rural telephone company, the Commission
shall also conduct a creamskimming analysis that compares the population density of each wire center in which
the eligible telecommunications carrier applicant seeks designation against that of the wire centers in the study
area in which the eligible telecommunications carrier applicant does not seek designation.”).

* The distance from the population-weighted centroid of each area to the wire center is used to estimate the
average distance from customers to central offices. :
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The table also shows the impact of including study areas in which the difference between
the cost characteristics in the areas served by cable and not served by cable areas is
inconsequential, i.e., less than 10 percent. In those cases, the excess subsidies are even larger,

ranging from $325 million to $660 million.

Table 3:
RLEC Funding in Study Areas Where Cable Voice Serves '"High Cost" Regions
Study RLEC Total Subsidies
Areas Subsidies (RLEC + CETC)
Cable Service Area Population Density
- Less Than Area Not Covered by Cable Voice 148 $276,945,024 $398,013,552
-Within 10% of Area Not Covered by Cable Voice 179 $325,048,800 $453,697,232

Cable Service Area Topography

- More Severe Than Area Not Covered by Cable Voice 112 $226,071,872 $282,858,344
- Within 10% of Area Not Covered by Cable Voice 166 $378,894,016 $516,636,000
Cable Service Area Distance to Wire Center

- Greater Than Area Not Covered by Cable Voice 332 $598,220,288 $808,308,752
- Within 10% of Area Not Covered by Cable Voice 359 $659,623,744 $904,989,408
Note: Study Areas Where Cable Voice Covers 95% 83 $109,299,776 $137.202,878

or More of HHs

Thus, in study areas that account for between $226 million and $598 million in RLEC
subsidies, cable companies are serving what appear to be the more expensive portions of the
study area; and, in study areas that account for between $325 million and $660 million in RLEC
subsidies, there is no significant difference between the characteristics of the area served by

cable voice and the area served only by the RLEC. The fact that the cable company is able to
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provide unsubsidized service in these areas is thus prima facie evidence that no subsidy is
needed throughout the area.

These figures, of course, do not include the $109 million in subsidies flowing to the 83
study areas where cable coverage is ubiquitous (and hence the “overlap” and “non-overlap” areas
are essentially identical). Including these subsidies brings the total amount of unnecessary
subsidies to between $434 million ($325 million + $109 million) and $769 million ($660 million
+ $109 million).

To capture fully the impact of eliminating the unnecessary subsidies on the USF fund, it
is also necessary to account for subsidies to competitive eligible telecommunications carriers
(“CETCs”), which are based on the subsidies paid to incumbents in study areas where the
CETCs operate — hence, eliminating unnecessary subsidies to incumbents would also eliminate
subsidies to CETCs in the same study areas. As shown in the right-hand column of Table 3,9
including these corresponding reductions in CETC subsidies brings the total to between $591
million ($454 million + $137 million) and $1.042 billion ($905 million + $137 million).

C. Examples of Areas Where Cable Voice is Available and Subsidies Appear
Unjustified

The evidence presented above suggests that a combination of economic change (i.e.,
growth in once-rural areas) and technological change (i.e., the spread of cable voice service) has

eliminated or significantly reduced the need for continuing USF subsidies in a significant

#  CETC funding data were derived from Table 3.30 of the 2008 Monitoring Report. CETC study area codes were
matched to ILEC study area codes based on USAC filings from Q4 2008. See USAC FCC Filings, Fourth

Quarter Appendices (2008), file HC18 (available at http://www.usac.org/about/governance/fcc-filings/2008/).

Because CETC study areas sometimes overlap multiple ILEC study areas, CETC funding was allocated across
ILEC study areas based on each CETC's reported lines in each ILEC study area. If a CETC code could not be
matched with an ILEC code based on USAC filings, CETC funding was allocated evenly across ILECs within a
given state.
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number of RLEC study areas. Below are two examples of areas where it is difficult to imagine
that continued subsidies are needed to provide “reasonably comparable” telephone service at
“reasonable” prices — indeed, areas where ubiquitous or nearly ubiquitous telephone service is
available from cable providers which receive no subsidies. Yet, the two RLECs described below
collectively receive over $4 million annually to serve less than 30,000 lines, an average of over
$11 per line per month.
e Centurytel of Lake Dallas, Texas

Study area 442101 (“Lake Dallas™) is located in Denton County, Texas, approximately 30
miles north of downtown Dallas, Texas on Interstate 35. The incumbent telephone company,
CenturyTel, received $1.8 million in 2008 for serving just over 10,000 lines, an average subsidy
of about $181 per line served.

Figure 6:
Cable Voice Coverage in the Lake Dallas, Texas Study Area
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Though once a resort community, Lake Dallas is now a rapidly growing commuter
community for the Dallas-Ft. Worth metroplex, and is part of the Dallas-Ft. Worth-Arlington
Metropolitan Statistical Area. It is part of Denton County, where the census bureau reports the
population grew by nearly 50 percent between 2000 and 2008. The population density in the
Lake Dallas study area is over 900 persons per square mile, and the median household income is
approximately $82,000, well above the U.S. average of about $50,000. Virtually all of the
households in the Lake Dallas study area are served by Charter Communications, and cable
voice service is available throughout the area.

e Concord Telephone Exchange, Tennessee

Study area 209559 (“Concord”) is located approximately 15 miles west of Knoxville,
Tennessee along Interstates 40 and 75. The incumbent telephone company is the Concord
Telephone Exchange, a subsidiary of TDS. In 2008, Concord Telephone received $2.2 million

for serving approximately 18,000 lines, an average of $117 per line.
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The median income in the Concord study area is nearly $92,000, reflecting of the area’s

growth into what its main town, Farragut, describes as an “upscale residential” area with

“beautifully designed parks, great recreation opportunities and lovely residential subdivisions.

346

The population density in the study area is 875 persons per square mile. Virtually all of the

homes in the Concord study area are served by either Charter or Comcast, and cable voice is

available throughout the area.

% See www.townoffarragut.org,
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IV.  EXCESS SUBSIDIES TO RLECS HARM CONSUMERS AND REDUCE ECONOMIC WELFARE
An important consequence of providing excess subsidies to RLECs is the cost of the

sﬁbsidies themselves — that is, the cost, both directly and in terms of deadweight loss, of the taxes

used to support them. These costs are real, despite the fact that the “taxes” are called

“contributions” and do not show up as expenditures in the Federal Budget. As the Congressional

Budget Office explained in 2006,
The benefits provided by the USF’s programs impose a cost on the economy,
regardless of how those programs are treated in the budget. Both consumers’
purchasing decisions and providers’ investment decisions are influenced by the
way the USF collects its receipts and spends its resources.”’

As noted above, USF “contributions” are collected through a pro-rata assessment on interstate

and international telephone services, including those provided by cable operators. As shown in

Figure 6, the “contribution factor” (i.e., tax rate) in long distance telephone bills more than

doubled between 2000 and 2008, and in the last two quarters of 2009 has exceeded 12 percent

for the first time. Both the Federal-State Board on Universal Service and the FCC itself have

stated on multiple occasions that such high levels of taxation threaten the sustainability of the

USF fund.®®

47 See CBO at viii.

48 See, e.g., Federal State Joint Board on Universal Service, Recommended Decision, CC Docket No. 96-45 and
WC Docket No. 05-337 (Released May 1, 2007) at 14 and Federal Communications Commission, Order, CC
Docket No. 96-45 and WC Docket No. 05-337 (Released May 1, 2008) (“We find that the continued growth of
the fund at this rate is not sustainable and would require excessive (and ever growing) contributions from
consumers to pay for this fund growth.”).
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Figure 9:

USF Contribution Factor (2000-2009)*
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Economists have estimated that the welfare costs of such taxes are extremely high: One

study, for example, estimates that economic welfare is reduced by about $1.25 for each $1.00 in

universal service taxes collected.”® Based on the range of estimates developed in Section III for

total excess subsidies (between $420 million and $1 billion), the welfare cost — i.e., the reduced

consumer surplus — associated with excess subsidies to rural LECs is between $525 million and

$1.3 billion.

* Source: Monitoring Report (various years), and FCC Public Notices for various years, available at:

http://www.fcc.gov/omd/contribution-factor.html.

0 See Jerry Hausman, "Taxation by Telecommunications Regulation,” Tax Policy and the Economy 12:1 (1998)
29-38. It also bears emphasis that cable telephony is a relatively new technology, and that taxation of new
products is frequently associated with even higher efficiency losses. For instance, a study on the taxation of
wireless service found that economic welfare was reduced by $1.53 for each $1.00 in revenue generated. See
Jerry Hausman, “Efficiency Effects on the U.S. Economy from Wireless Taxation,” National Tax Journal 53:2

(2000) 733-942.
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V. POLICY IMPLICATIONS AND PROPOSALS FOR REFORM

The analysis above demonstrates hundreds of millions of dollars are being paid to
subsidize rural telephone companies in areas where unsubsidized cable telephony is available, or
where cable operators have demonstrated that subsidies are not necessary to provide affordable
telephone service.

These results provide strong support for the proposition that the High Cost Fund is in dire
need of reform, especially as it relates to subsidies to rural carriers. They also have implications
for broadband policy, including the grant programs recently enacted under the American
Recovery and Reinvestment Act (ARRA).

With respect to the High Cost Fund itself, the results above strongly suggest that the
current approach of treating all “rural telephone companies” as if they were identical is, in
practice, discriminatory, inefficient and wasteful.” While there no doubt remain areas where
subsidies are necessary to provide telephone service at prices reasonably comparable to those in
urban areas, the evidence above demonstrates that there are also hundreds of study areas where,
as a result of population growth, technological change and other factors, subsidies are no longer
needed. Furthermore, the evidence that subsidies are no longer required does not depend on
debates over complex accounting rules or cost allocation formulas: It is apparent from the fact

that unsubsidized wireline telephone service is actually being offered in these areas.

*! The need to recognize diversity among rural carriers has been recognized for many years. See, e.g., Rural Task
Force, The Rural Difference (2000) at 14 (“That is, ‘one-size-fits-all’ national universal service policy is unlikely
to be successful in fulfilling the national universal service principles contained in the 1996 Act. To be
successful, policies and mechanisms ultimately adopted must be flexible enough to accommodate a wide range
of market and operational circumstances faced by telecommunications carriers serving rural populations.”)
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One widely discussed approach to addressing the problems of the High Cost Fund is
reverse auctions, under which potential providers would bid to serve as the provider of last resort
in a given service territory.”> One challenge to a reverse auction approach, however, is how to
define service territories for bidding purposes. As the analysis above suggests, an approach
which defined service territories based on the boundaries of RLEC study areas would be highly
problematic. First, a study-area based approach to reverse auctions would naturally discriminate
against non-incumbents. As the FCC itself has explained, “Basing the geographic area on any
particular carrier’s service area would likely give that carrier an advantage in bidding because

»3  SQecond, the evidence

competing carriers are unlikely to have the same service footprint.
above suggests that a study-area based approach would also be inefficient, as it would fail to
distinguish between areas within study areas where subsidies are not needed (and competition
may already be occurring), on the one hand, and areas where continued subsidies are necessary
(and competition is unlikely).

The challenge of designing and implementing a reverse auction approach to high-cost
support is a daunting one, and such a system is not likely to be implemented in the short run. In
the interim, the Commission should recognize that the presence of significant facilities-based
wireline competition in a study area is a clear signal that subsidies to the incumbent RLEC
should be reduced or eliminated, and it should establish a process for making such reductions.

For example, the Commission could create a rebuttable presumption that any RLEC facing

facilities-based wireline competition for more than a certain percentage of the households in its

52 See e.g., Federal Communications Commission In the Matter of High-Cost Universal Service Support, Federal-
State Joint Board on Universal Service, Notice of Proposed Rulemaking, WC Docket No. 05-337, CC Docket
No. 96-45 (January 29, 2008) (hereafter Reverse Auctions Notice).

EmMPIRIS LLC



32

study area would lose HCF support, unless it can demonstrate that the costs of serving the
remaining households exceed some threshold.

The results above also have significant implications for national broadband policy,
including the grants recently authorized under the ARRA. Most importantly, the analysis here
demonstrates the importance of distinguishing between areas where competition is economically
viable, on the one hand, and areas where it is not, and limiting government support exclusively to
the latter. Again, complex formulas and accounting exercises are not always required to tell the
difference: The presence of an unsubsidized competitor is prima facie evidence that subsidies
are not required; and, the entry of an unsubsidized competitor is prima facie evidence that
subsidies should end.

V1. CONCLUSIONS

Reform of Federal universal service policies has proven to be extraordinarily difficult,
with the FCC promising on numerous occasions that such reform would be forthcoming on an
“expedited” and “timely” basis — and failing to deliver. In fairness, the issues are difficult ones,
and the challenge of finding a solution which is both equitable and economically efficient is
daunting. Comprehensive reform is certainly a desirable goal, but the evidence suggests it will
be difficult to achieve.

The difficulties of achieving comprehensive reform, however, should not prevent the
Commission for addressing obvious and unjustifiable inequities and inefficiencies in the current
system on a case-by-case, issue-by-issue basis. Continuing to pay sﬁbsidies to RLECs which

face unsubsidized competition from facilities-based wireline competitors is both inequitable and

3 Reverse Auctions Notice at 919.
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inefficient, and can easily be addressed in a targeted fashion. With as much as $1 billion

annually at risk, it should do so expeditiously.
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