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INTRODUCTION

1. The Telecommunications Act of 1996 (1996 Act)* fundamentally changes
telecommunications regulation. It replaces the paradigm of government-encouraged monopolies
with one in which federal and state governments work in concert to promote efficient competition
and to remove outdated entry barriers and regulations that protect monopolies.? At the same
time, the statute directs the Commission and the states to work together to preserve and advance
universal service, in ways consistent with the new, competitive paradigm. The statute directed the
Commission to convene this Federal-State Joint Board to recommend changes to the
Commission's existing universal service support mechanisms.® In particular, Congress directed the
Joint Board to recommend, and the Commission to adopt, a new set of universal service support
mechanisms that are explicit and sufficient to advance the universal service principles enumerated
in the statute and such other principles as the Joint Board and the Commission believe are
necessary and appropriate for the protection of the public interest, convenience and necessity, and
are consistent with the 1996 Act.

2. In this Recommended Decision, we propose rules and policies that will create such
an effective universal service support system to "ensure that the goals of affordable service and
access to advanced services are met by means that enhance, rather than distort, competition."
We recommend replacing or modifying existing support mechanisms that are inconsistent with the
pro-competitive, deregulatory spirit of the 1996 Act, substantially reshaping virtually all remaining
mechanisms, and adopting certain new support mechanisms. Our recommendations are fashioned
to ensure quality telecommunications services at affordable rates to consumers, including low-
income consumers, in al regions of the nation, including rural, insular, and high cost areas. Rural

1 1996 Act, Pub. L. No. 104-104, 110 Stat. 56. The 1996 Act amends the Communications Act of 1934, 47
U.S.C. 88 151 et. seq. Hereinafter, al citations to the 1996 Act will be to the relevant sections of the United States
Code unless otherwise noted.

2 |mplementation of the Local Competition Provisions in the Telecommunications Act of 1996, CC Docket No.
96-98, Interconnection between Local Exchange Carriers and Commercial Mobile Radio Service Providers, CC
Docket No. 95-185, First Report and Order, FCC 96-235 (rel. Aug. 29, 1996) (Local Competition Order) at para.
5. On October 15, 1996, the 8th Circuit issued an order staying the pricing provisions and the "pick and choose"
rule of the Local Competition Order. See lowa Utilities Board v. FCC, 1996 WL 589204 (8th Cir. 1996). The
FCC'sinitial appeal of the 8th Circuit's decision was denied. Acting on amotion filed by AirTouch, the 8th
Circuit lifted a small portion of its stay on November 1, 1996. The 8th Circuit reinstated the FCC's "reciprocal
compensation” regquirements, which dictate how LECs and wireless carriers are compensated for transporting and
terminating each other's traffic.

3 47 U.S.C. 8§ 254(9)(1). Inthe Joint Explanatory Statement, the Joint Board was directed to "thoroughly
review the existing system of federal universal service support.” S. Rep. No. 230, 104th Cong., 2d Sess. 131
(1996) (Joint Explanatory Statement).

4 Local Competition Order at para. 7.
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health care providers should have access to telecommunications services at rates comparable to
those in urban areas. Libraries and elementary and secondary schools will be able to purchase
telecommunications services at discounted rates. Asrequired by the 1996 Act, these universal
service mechanisms will be explicit, specific, predictable and sufficient to preserve and advance
universal service and will be supported by equitable and nondiscriminatory contributions by all
telecommunications carriers that provide interstate telecommunications services.

. EXECUTIVE SUMMARY
A. Principles

3. Section 254(b) sets forth the principles that are to guide this Joint Board and the
Commission in establishing policies for the preservation of universal service. These principles
include quality and rates, access to advanced services, access in rural and high cost areas,
equitable and nondiscriminatory contributions, specific and predictable support mechanisms, and
access to advanced telecommunications services for schools, health care, and libraries® In
addition, the Joint Board and Commission may consider such "additional principles' asare
necessary and appropriate for the protection of the public interest, convenience and necessity and
are consistent with the 1996 Act.® In addition to the principles specified in section 254(b), the
Joint Board recommends that the Commission aso be guided by the principle of "competitive
neutrality” in that universal service support mechanisms and rules should be applied in a
competitively neutral manner.

B. Definition of Universal Service

4. Section 254(c)(1) requires the Joint Board to recommend a definition of
telecommunications services that will be supported by universal service support mechanisms. The
Joint Board recommends that the definition of supportable servicesinclude: voice grade access to
the public switched network, with the ability to place and receive calls; touch-tone or dual tone
multi-frequency signalling (DTMF) or its functional equivalent; single-party service; access to
emergency services; access to operator services; access to interexchange services; and access to
directory assistance. In addition, the Joint Board recommends that eligible carriers receive
support for the provision of toll blocking and limitation services for low income consumers and
access to enhanced 911, to the extent carriers are capable of providing such access, and, with
respect to enhanced 911, where local communities request such access. The Joint Board suggests
that service to theinitia primary residence connection should be fully supported by universal
service support mechanisms and that service to single-connection businesses should be supported

5 47 U.S.C. § 254(b).

5 47 U.S.C. § 254(h)(7).



Federal Communications Commission FCC 9633

at areduced rate. The Joint Board, pursuant to section 214(e)(1), a'so recommends that only
carriers that provide all of the services within the definition of universal service be eligible to
receive support, with avery limited and temporary exception for carriers that are not currently
providing single-party service.

C. Affordability

5. The Joint Board recommends that states monitor rates and non-rate factors, such
as subscribership levels, to ensure affordability. The Joint Board finds that there is a correlation
between affordability and subscribership and recommends further joint examination by the
Commission and the states of the factors that may contribute to low penetration rates in states
where the subscribership levels are particularly low.

D. CarriersEligible for Universal Service Support

6. The Joint Board recommends that the statutory criteria set out in section 214(e) be
used to determine which carriers are designated dligible telecommunications carriers. Pursuant to
section 214(e), carriers must offer all the services supported by the federal universal service
support mechanism throughout their service areas to be eligible for universal service support.
Specifically, section 214(e) requires that, throughout its designated service area, an eligible carrier
shall: (1) offer al of the services that are supported by the federa universal service mechanism;
(2) offer such services using its own facilities or a combination of its own facilities and resale of
another carrier's services,; and (3) advertise the availability and charges for such services. In the
case of areas served by rura telephone companies, we recommend that such a company's existing
study area be used as the designated service area. With respect to areas served by non-rural
carriers, the states have primary responsibility for designating the service area. We recommend,
however, that the service areas chosen by the states should not be unreasonably large.

E. High Cost Support

7. The Joint Board recommends a bifurcated system for determining the level of
universal service support for telecommunications carriers. For non-rural telecommunications
carriers, the level of support will be based on a proxy cost model, which calculates the cost of
providing the supported servicesin a particular geographic area. Support for "rural telephone
companies,” as defined in section 153(37),” however, will initialy be based on embedded costs.

" Theterm "rural telephone company" means alocal 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 the Census as of August 10, 1993; (B) provides telephone exchange
service, including exchange access, to fewer than 50,000 access lines; (C) provides tel ephone exchange service to

6
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Rural telephone companies will be permitted to calculate support levels using embedded costs for
three years after large companies begin to use proxy cost models. Rural companies serving
Alaska and insular areas® will be permitted to employ embedded costs until further review. The
level of support for non-rural carriers will be based on the difference between a benchmark
amount and the cost of service determined by the proxy model. For rural companies, high cost
assistance, Dial Equipment Minute (DEM) weighting and Long Term Support (LTS) benefits will
be frozen on historical per-line amounts. The payment to the carrier may vary if the number of
lines in service changes, but the per-line support will remain constant during the transition. The
rural companies will then have a three-year transition period to shift to proxy cost models. In
addition, the Joint Board recommends that the Commission, with state commission participation,
further analyze the proxy cost models, currently in the record, so that a model can be created or
adopted to determine universal service support.

F. Support for Low-Income Consumers

8. The Joint Board recommends that the Commission modify the Lifeline and Link
Up programs to further competitive and technological neutrality. To that end, the Lifeline
program should be de-linked from the subscriber line charge (SLC),° and both programs should be
funded through a mechanism consistent with sections 254(d) and (e). We further recommend that
the Commission extend the Lifeline and Link Up programs nationwide, including insular aress,
and modify the state matching requirement. The Joint Board also recommends that low-income
consumers have access to al of the designated services supported by universal service. We
recommend prohibiting the disconnection of local service for non-payment of charges incurred for
toll calls and providing support for voluntary toll blocking and toll limitation for Lifeline
consumers. We also recommend that carriers be prohibited from requiring service deposits from
Lifeline customers who elect toll-blocking services. We recognize that, although section 254(j)
states "[n]othing in this section shall affect the collection, distribution, or administration of the
Lifeline Assistance Program,” the recommended changes to the Lifeline and LinkUp programs are
necessary to make the programs consistent with certain specific provisions and the overall goals
of the 1996 Act.

G. Support for Schoolsand Libraries

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.
47 U.S.C. 8 153(37).

8 The 1996 Act does not specifically define "insular areas," but Congress stated that insular areas would include
areas such as the Pecific Island territories. Joint Explanatory Statement at 131.

° For adescription of the SLC, see section XII infra.
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9. The Joint Board recommends that, consistent with section 254(h), all eligible
schools and libraries should receive discounts of between 20 and 90 percent on al
telecommunications services, Internet access, and internal connections, subject to a $2.25 billion
annual cap. In addition, any funds that are not disbursed in a given year may be carried forward
and may be disbursed in subsequent years without regard to the cap. We find that this
recommendation provides schools and libraries with the maximum flexibility to purchase the
package of services they believe will meet their communications needs most effectively. We also
conclude that economically disadvantaged schools and libraries, as well as schools and libraries
located in high cost areas, should receive greater discounts to ensure that they have affordable
access to telecommunications and information services. Further, we recommend that schools and
libraries be required to comply with several self-certification requirements, designed to ensure that
only eligible entities receive universal support and that they have adopted plans for securing
access to al of the necessary supporting technologies needed to use the services purchased under
section 254(h).

H. Support for Health Care Providers

10.  Sections 254(c) and 254(h) add health care providers serving rural areasto the list
of entities that may benefit from universal service support. The Joint Board finds insufficient
information on the record to make a recommendation on the exact scope of services that should
be supported for the benefit of rural health care providers and accordingly recommends that the
Commission seek additional information on this subject prior to issuing fina rules. The Joint
Board further recommends that the Commission seek additional information on the costs that
would be incurred in including distance-based charges, toll-free Internet access and public
switched network upgrades in the list of services digible for support. We also recommend that
non-profit and public health care providers located in rural areas be able to obtain the
telecommunications services that the Commission ultimately designates as eligible. Carriers
providing a telecommunications service to a health care provider at a reduced rate should be
entitled to treat the amount that the rate falls short of the average rates for identical or similar
services in the same rural area as a part of their universal service obligation. Alternatively, if the
service is not offered in the area, carriers should be able to submit a cost-based rate for the service
to the state commission for approval.

l. Inter state Subscriber Line Charges/Carrier Common Line Charges

11.  Section 254(e) requires that universal service support be explicit. To further this
objective, the Joint Board recommends removing LTS from Carrier Common Line (CCL) charges
and making similar payments to current LTS recipients out of the new universal service support
mechanism. We recommend that the current SLC cap not be increased. In the event that the
Commission determines that the revenue base for assessing contributions to the new national
universal service support mechanism by interstate telecommunications carriers should include all
telecommunications revenue, including intrastate revenue, then we recommend that the

8
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Commission implement a downward adjustment in the SLC cap for primary residential and single-
line business lines. If such adownward adjustment is made, we recommend that the reductionsin
CCL charges resulting from recovering LTS and pay telephone costs from other sources be
apportioned equally between primary residential and single-line business subscribers, on the one
hand, in lower SLCs, and interstate toll users, on the other, through lower CCL charges. The
Joint Board makes no recommendation with respect to the CCL charge but recognizes that,
whether or not the present usage-sensitive CCL charge represents universal service support, it is
an inefficient mechanism for recovering incumbent local exchange carriers (LECS) loop costs.
One promising alternative would be to allow LECsto recover CCL charges from interexchange
carriers (IXCs) on a non-traffic-sengitive, per-line basis from the presubscribed inter-LATA
carrier (PIC). The charge could be billed directly to end users who choose not to select a PIC.

J. Administration

12.  Section 254(d) states that all carriersthat provide interstate telecommunications
services must contribute to universal service support mechanisms. The Joint Board recommends
that section 254(d) be codified into Commission rules and that the Commission issue alist of
examples of interstate telecommunications services. The Joint Board recommends that
contributions be based on carriers gross telecommunications revenues net of payments to other
carriers. The Joint Board recommends that support for schools, libraries and rural health care
providers be based on both interstate and intrastate telecommunications revenues. We do not
make a recommendation on the revenues base for support for high cost areas and low income
consumers, but recommend that the Commission seek additional information and parties
comments regarding the funding base for these support programs. The Joint Board recommends
that carriers whose contribution would be less than the cost of collecting the contribution be
exempt from contribution under the de minimis exemption contained in section 254(d). The Joint
Board also recommends that the Commission create a universal service advisory board to appoint
and oversee a neutral, third party administrator of the universal support mechanism.

[1l. PRINCIPLES
A. Overview
13.  Section 254(b) of the 1996 Act requires that:

The Joint Board and the Commission shall base policies for the
preservation and advancement of universal service on the following
principles:

(1) QUALITY AND RATES. -- Quality services should be
available at just, reasonable and affordable rates.

9
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(2) ACCESSTO ADVANCED SERVICES. -- Accessto
advanced telecommunications and information services should be
provided in all regions of the Nation.

(3 ACCESSIN RURAL AND HIGH COST AREAS. --
Consumersin all regions of the Nation, including low-income
consumers and those in rural, insular, and high cost areas, should
have access to telecommunications and information services,
including interexchange services and advanced telecommunications
and information services, that are reasonably comparable to those
services provided in urban areas and that are available at rates that
are reasonably comparable to rates charged for similar servicesin
urban aress.

(4) EQUITABLE AND NONDISCRIMINATORY
CONTRIBUTIONS. -- All providers of telecommunications
services should make an equitable and nondiscriminatory
contribution to the preservation and advancement of universal
service.

(5 SPECIFIC AND PREDICTABLE SUPPORT
MECHANISMS. -- There should be specific, predictable and
sufficient Federal and State mechanisms to preserve and advance
universal service.

(6) ACCESSTO ADVANCED TELECOMMUNICATIONS
SERVICES FOR SCHOOLS, HEALTH CARE, AND
LIBRARIES. -- Elementary and secondary schools and
classrooms, hedlth care providers, and libraries should have access
to advanced telecommunications services as described in subsection

(h).

(7) ADDITIONAL PRINCIPLES. -- Such other principles as the
Joint Board and the Commission determine are necessary and
appropriate for the protection of the public interest, convenience,
and necessity and are consistent with this Act.*

In light of section 254(b)(7), the NPRM invited interested parties to propose additional principles

10 47 U.S.C. § 254(b).

10



Federal Communications Commission FCC 9633

relevant to the choice of services that receive universal service support.™
B. Comments

14. 1996 Act Principles. Commenters generally support the seven guiding principles
identified under the Act, with some commenters stating various preferences for prioritization of
those goals.*?> New Y ork DPS and others stress the goal of providing quality service at
reasonable rates during the transition to a competitive market.”* MFS contends that support must
be explicit, specific, predictable, sufficient, and competitively neutral.* Others emphasize those
goals related to access to services.

15. In addition to the goals previoudly identified, numerous comments were filed
regarding additional principles that should guide the Commission when addressing universal
service issues.’®

16.  Competitive Neutrality. A large number of commenters addressing thisissue
advocate adopting competitively neutral distribution of universal service support as a principle.’
They cite congressional intent to promote competition in the advancement of telecommunications
services.’® Many commenters aso refer to the increased economic efficiency and decreased
regulatory burden that stem from a competitive marketplace.™ Information Industry Assn argues

" NPRM at paras. 4, 8.

2 Farmers Tel. comments at 1; Ft. Mojave Telecom. comments at 2; GVNW comments at 18; Montana PSC
comments at 2. All references in this Recommended Decision to commenters names are abbreviated. For alist of
all commenters' full names, see Appendices A-E.

1B Farmers Tel. comments at 1; New Y ork DPS comments at 1; OPC-DC comments at 10-11; Texas OPUC
comments at 2-4.

14 See CompTel comments at 8 (discussing the need for explicit funding); MFS comments at 2.

5 CWA comments at 2; Farmers Tel. comments at 1; GVNW comments at 18 (discussing access to servicesin
rural and high cost areas); Oklahoma CC comments at 4; People For comments at 2-3.

6 See 47 U.S.C. § 254(b)(7) regarding additional principles.

7 GSA comments at 3; MCI comments at 9-10; Oregon PUC comments at 4; Alaska Tel. reply comments at 6;
NCTA reply comments at 4-6.

8 Joint Explanatory Statement at 113.

¥ CompuServe comments at 4-5; GSA comments at 3; Information Industry Assn comments at 2; Washington
UTC comments at 5.

11
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that the 1996 Act mandates competitively neutral universal service support mechanisms that are
more "competitive, explicit, and efficient” than those currently in place.® Several commenters
advocate inclusion of technological neutrality as a concept related to the principle of competitive
neutrality.? They contend that the Commission should avoid defining any particular service or
technology that must be available and supported by universal service support mechanisms and
alow the marketplace to direct development of technology.?

17.  Those opposed to establishing a principle of competitive neutrality contend that
Congress also recognized that competitive neutrality is not always in the public interest.® They
assert that competition has not always benefited those segments of society that universal serviceis
intended to support, particularly in rural areas where there may be only one carrier.® Telec
Consulting expresses concern that, by encouraging new entry, competitive neutrality could create
"competition for competition's sake" that would require local markets to support the
infrastructure of competing companies when such investment may be duplicative and inefficient.®
Fred Williamson states that regulators should respect the "social contract” whereby regulators and
legislators encouraged or ordered network and infrastructure improvements under the promise of
fair, equitable, stable and predictable recovery of investment and related costs. Those who
invested in the public switched telephone network and infrastructure, they argue, did so in the
expectation that they would recover a reasonable rate of return on that investment, and nothing in
the 1996 Act revokes those regulatory or capital recovery principles.®® They express concern that
aprinciple establishing competitively neutral distribution would prevent carriers from recovering
such investments.

18.  Americans with Disabilities. Some commenters urge the Commission to address
explicitly the issues faced by Americans with disabilities within the provisions of section
254(b)(7).?” They contend that the 1996 Act intended the special needs of individuals with
disabilities be addressed and the public interest be served by inclusion of arecognition of those

2 |nformation Industry Assn comments at 5.

2 CWA comments at 2; ARC reply comments at 2; NPTN reply comments at 2, 7.
2 Ameritech comments at 15; Netscape comments at 22.

3 RTC comments at 4-5.

2 |TC comments at 2; RTC comments at 5; SDITC reply comments at 9-10.

% Telec Consulting comments at 11.

% Fred Williamson comments at 3, 5, 9-10, 23-24.

N

7 Council of Organizational Representatives reply comments at 3-6; NAD reply comments at iv and 4-8.

12
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with special needs within the principles of universal service® Commenters contend that
individuals with disabilities are often among the lowest income groups and require specia
equipment to gain access to telecommunications services at home and in classrooms, often at
substantial additional expense.® NAD states that access to telecommunications equipment and
services is often a necessity for Americans with disabilities in their employment and education
activities® NAD further contends that, while individuals with disabilities are covered by section
255, that in no way lessens the responsibility of the Joint Board and the Commission to ensure
that individuals with disabilities benefit from universal service provisions® NAD cites a history of
federal legidation, such as the Americans with Disabilities Act, as evidence of congressional intent
to ensure that persons with disabilities receive access to telecommunications services.*

19.  Additional Protection for Specific Groups. West Virginia Consumer Advocate
contends that concern for, and protection of, low-income consumers and those in rural, insular,
and high cost areas should be explicitly set forth as a basic principle of universal service.®
Catholic Conference contends that the homeless and migrant workers should be given special
consideration because they have no access to residential telephones.* Some commenters, while
supportive of universal service support to low-income consumers, contend that the universal
service fund is amethod of advancing public policy goals and disbursement should not be limited
solely to economically disadvantaged individuals.* They argue the relevant underlying principle is
that rates for all subscribers should be just, reasonable and affordable*® Benton suggests that, as
an additional principle, the Joint Board and the Commission should "recognize the cost of not
getting all citizens connected” with telecommunications services as they develop universal service
policies®

% NAD reply comments at 4.

# Council for Organizational Representatives reply comments at 6-9; NAD reply comments at 8-9; United
Cerebral Palsy Assn reply comments at 3.

% NAD reply comments at iv.

% NAD reply comments at 4.

% NAD reply comments at 4-8.

% West Virginia Consumer Advocate comments at 6.

% Catholic Conference comments at 21.

% | ouisiana PSC comments at 6; United Church of Christ comments at 8.
% AARP comments at 14.

3 Benton comments at 2.

13
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20.  Schoolsand Libraries. LaRaza suggests that allowing community-based
organizations providing educational, health, and literary services to receive the same full and equal
access to advanced services as libraries and schools should be a principle that stems from either
section 254(b)(6) or (b)(7).%®

21.  Other Suggested Principles. Oregon PUC contends that "administrative smplicity”
should be an additional principle.®* PUL P suggests recognition of an additional principle that
permits users to subscribe to a bundle of basic "core" network services that cannot be tied to
other services® Bar of New Y ork, arguing that the provision in the 1996 Act regarding access to
advanced services istoo general, advocates an additional principle that is expressy supportive of
access to interactive services* CSE Foundation suggests that the Commission adopt principles
stating that "all subsidies should be simple, direct and explicit" and "contributions should be
clearly specified and apparent to consumers."*?

C. Discussion

22. Werecommend that policy on universal service should be afair and reasonable
balance of all of those principles identified in section 254(b) and the additiona principle we
identify in this section. We recognize, however, that our primary responsibility on this matter is
to ensure that consumers throughout the Nation are not harmed and are benefited under our
recommendation. To this end, we agree with the New Y ork DPS and others that promotion of
any one goal or principle in this proceeding should be tempered by a commitment to ensure
quality services at just, reasonable, and affordable ratesin all areas of the Nation, for those
services that meet the section 254(c)(1) criteria.

23. Werecommend that the Commission also establish "competitive neutrality” as an
additional principle upon which it shall base policies for the preservation and advancement of
universal service, pursuant to section 254(b)(7). We ask that the Commission define the principle
in the context of determining universal service support, as.

"COMPETITIVE NEUTRALITY -- Universal service support mechanisms and rules
should be applied in a competitively neutral manner."

% LaRazareply comments at 8-9.
% Oregon PUC comments at 5.

“ PULP comments at 4.

“ Bar of New York comments at 2.

2 CSE Foundation reply comments at 2-3.

14
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We believe this recommendation is consistent with the concept of competitive neutral contribution
embodied in section 254(b)(4) and the explicit requirement of equitable and nondiscriminatory
contributions in section 254(d), where Congress clearly articulated that all providers of interstate
telecommunications shall contribute on an "equitable and nondiscriminatory” basis to universal
service support mechanisms. We also note that section 254(h)(2) requires the Commission to
establish competitively neutral rules relating to access to advanced telecommunications and
information services for schools, health care providers and libraries. Competitive neutrality isaso
embodied in section 254(e)'s requirement that universal service support be explicit, section
254(f)'s requirement that state universal service contributions be equitable and nondiscriminatory
and section 214(e)'s requirement that any carrier can be an eligible telecommunications carrier
provided that it meets certain statutory criteria. We also believe that the principle of competitive
neutrality encompasses the concept of technologica neutrality by allowing the marketplace to
direct the development and growth of technology and avoiding endorsement of potentially
obsolete services. In recognizing the concept of technological neutrality, we are not guaranteeing
the success of any technology for all purposes supported through universal service support
mechanisms but merely stating that universal service support should not be biased toward any
particular technologies. We further believe that the principle of competitive neutrality should be
applied to each and every recipient and contributor to the universal service support mechanisms,
regardless of size, status or geographic location. We find that the competitively neutral collection
and distribution of funds and determination of eligibility in the universal service support
mechanism is consistent with congressional intent "to provide for a pro-competitive, de-regulatory
national policy framework."*

24.  Given the provisions elsewhere in the law that require access to
telecommunications equipment and services by people with disabilities, we recommend that the
Commission not adopt specific principles related to telecommunications users with disabilitiesin
this universa service proceeding.** We note that persons with disabilities who qualify under the
low-income provisions of section 254(b)(3) will benefit from universal service support to low-
income consumers. We recognize that access to health care and education is vital for this
population, and we believe that individuals with disabilities will be anong those who will benefit
from the provisions of section 254 regarding these services. We agree with NAD that it is evident
that Congress intended to ensure that individuals with disabilities have access to
telecommunications services. We note that Congress specifically adopted section 255, which
requires all providers of telecommunications services and manufacturers of telecommunications
equipment and customer premises equipment (CPE) to ensure that their equipment and services
are accessible to individuals with disabilities, if readily achievable.® We also note that interstate

4 Joint Explanatory Statement at 113.
“ 47 U.S.C. 88 225, 255.
% 47 U.S.C. § 25(b) - ().
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telecommunications relay service (TRS),* which alows persons with hearing or speech
disabilities to communicate with persons who do not have such impairments through the use of a
text telephone (TTY), is funded separately from universal service mechanisms. We conclude that
there is no need to recommend additional universal service principles for this population at this
time.

25.  With respect to the requests for additional principles designed to promote the
welfare of other specific groups such as subscribersin rura areas and customers with low
incomes, we do not recommend the establishment of any additional principles. Section 254(b)(3)
explicitly provides that customers in rural, insular and high cost areas should have access to
telecommunications services that are reasonably comparable to those services provided in urban
areas and at similar rates to those charge in urban areas.*’ Thereis no evidence that Congress
intended this Joint Board and the Commission to take additional steps to segment consumers into
additional categories. We agree with those commenters that point to the underlying principle
requiring "just, reasonable and affordable rates’ is applicable to all consumers.

26.  Wedo not agree with La Raza that community-oriented organizations that provide
services similar to those provided by schools and libraries should receive the discounts and
benefits statutorily accorded to schools and libraries. The 1996 Act specifically defines the
categories of institutions that are eligible for discounted telecommunications and information
services, and we find no evidence that Congress intended this Joint Board or the Commission to
supplement the 1996 Act's definition.*®

27. Finally, although this Joint Board supports the concept of administrative smplicity,
we do not recommend that the Commission formally adopt this concept as a principle. Section
254(b)(5) provides that support mechanisms should be "[s]pecific and predictable."*® We find
that this principle encompasses administrative simplicity. In addition, we decline to recommend
that access to the select services commenters have proposed become guiding principles for the
Commission's universal service policies. Instead, we consider whether these services, consistent
with the principles of the 1996 Act, should be included in the definition of universal service® In
particular, we disagree with the Bar of New Y ork's proposal that universal service definition be
altered to include access to interactive services as a principle. We recommend that this concept

% 47 U.S.C. § 225.

47 U.S.C. § 254(b)(3).

“® See 47 U.S.C. § 254(h)(5)(C).

® 47 U.S.C. 254(b)(5) (emphasis added).

0 Seeinfra section IV.
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should not become a principle. Section 254(c)(1)(A)-(D) set forth the specific principles that
Congress intends this Joint Board and the Commission to take into consideration when defining
universal service and we believe the definition we recommend herein is consistent with these
standards. Accordingly, we decline to recommend the additional principles suggested by these
commenters.

V. DEFINITION OF UNIVERSAL SERVICE: WHAT SERVICES TO SUPPORT
A. Overview

28.  Section 254(c) requires the Commission and the Joint Board to define the set of
services that should be supported by federa universal service support mechanisms. In this
section, taking into consideration all of the goals and principles embodied in section 254 and the
1996 Act, we recommend the services that should be included in the general definition of
universal service, and also recommend certain services to be supported for low-income
consumers. We aso consider the funding implications for carriers who are unable to provide one
or more of the designated services. In addition, this section contains our recommendation
regarding whether universal service support should be limited to designated services provided to
identified classes of customersin high cost areas or whether it should cover designated services
provided to all residential and business customersin high cost areas. Because the 1996 Act
specifies that "quality services' must be available, we examine the ways to ensure the quality of
services provided by eligible carriers, and provide our recommendation on how the Commission
should undertake this responsibility. Finally, in this section, we provide our recommendation
regarding the frequency with which the Commission should revisit the definition of universal
service in order to keep pace with advances in technology.

B. Services Proposed in the NPRM
1. Background

29.  Section 254(c)(1) describes "[u]niversal service [as] an evolving level of
telecommunications services that the Commission shall establish periodically under this section,
taking into account advances in telecommunications and information technologies and services'.™
In addition, section 254(c)(2) states that "[t]he Joint Board may, from time to time, recommend
to the Commission modifications in the definition of the services that are supported by Federd
universal service support mechanisms.">> Moreover, the 1996 Act's legidlative history provides:
"[t]he Commission is given specific authority to ater the definition from time to time" in order to

5L 47 U.S.C. § 254(c)(1).

% 47 U.S.C. § 254(c)(2).
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"take into account advances in telecommunications and information technology.">* Accordingly,
the NPRM recognized that the definition of services adopted in this proceeding will be reviewed
periodically.>

30.  Section 254(c)(1)(A)-(D) requires the Joint Board and Commission to "consider
the extent to which . . . telecommunications services' included in the definition of universal
service:

D are essential to education, public hedlth, or public safety;

2 have, through the operation of market choices by customers, been
subscribed to by a substantial majority of residential customers,

(©)) are being deployed in public telecommunications networks by
telecommunications carriers; and

(4)  areconsistent with the public interest, convenience and necessity.>

The legidative history of this section instructs that "[t]he definition . . . should be based on a
consideration of the four criteria set forth in the subsection."*® Thus, in the NPRM, the
Commission interpreted the language of section 254(c)(1)(A)-(D) as manifesting congressional
intent that the Joint Board and the Commission consider all four criteria when deciding what
services to support. Moreover, in the NPRM, the Commission aso interpreted this language --
particularly the use of the word "consider” -- to alow the Joint Board and the Commission to
include services that do not necessarily meet all four criteria® The Commission asked for
comment and the Joint Board's recommendation on these interpretations.™

31.  Section 254(b) establishes the principle that "consumersin all regions of the
Nation . . . should have access to telecommunications and information services, including
interexchange services and advanced telecommunications and information services, that are

% Joint Explanatory Statement at 131.
% NPRM at para. 2.

% 47 U.S.C. § 254(c)(1)(A)-(D).

% Joint Explanatory Statement at 131.
5 NPRM at para. 9.

*1d.
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reasonably comparable to those services provided in urban areas. . . ."* Inthe NPRM, the
Commission sought comment on whether the following services should be designated for
universal service support: voice grade access to the public switched network, with the ability to
place and receive cals; touch-tone; single-party service; access to emergency services, and access
to operator services.®® The NPRM also asked whether providing universal service support for
these services will promote competitive and technological neutrality and further the principles set
forth in sections 254(b) and 254(c)(1).%*

2. Comments

32.  General Comments. Asapreliminary matter, we note that several commenters
agree that a service need not meet all four criteriain order to be supported through universal
service support mechanisms.® For instance, Florida PSC strongly endorses the FCC's
interpretation that the use of the verb "consider” allows selection of services for support that do
not meet al four criteria® In addition, RTC argues that "a service need not satisfy all four
criteria’ for inclusion in the federal universal service definition.** Some parties, however,
disagree.®® Georgia PSC argues that all four principles must be met before designating a service
for support, and that a failure to do so could be "an abuse of discretion by the Commission,
arbitrary and capricious, and aviolation of the intent of Congress."® NCTA, USTA and Florida
Cable maintain that the use of the conjunction "and," rather than the disunctive word "or,"
indicates a service must meet each and al of the statutory criteria to be included within the
definition of universal service.”” Florida Cable argues that, at aminimum, all of the criteria must

% 47 U.S.C. § 254(b).

© NPRM at paras. 16, 18-22.

® |d. at paras. 15, 17.

2 See, e.g., Florida PSC comments at 4; LINCT Coalition comments at 2 (stating "all four goals need not be
met"); Oregon PUC comments at 5 (urging the FCC and the Joint Board to interpret the four criteriain away that
does not require that every criterion be met before a service can be included in the definition of universal service);
RTC comments at 7-8.

% Florida PSC comments at 4.

% RTC comments at 7-8.

% See Florida Cable comments at 5; Georgia PSC comments at 6; NCTA comments at 4; USTA comments at

3

Georgia PSC comments at 6.

[=2]

" Florida Cable comments at 5; NCTA comments at 4, USTA comments at 5.
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be considered when determining whether access to a service should be guaranteed.®®

33.  Onanother matter of statutory interpretation, afew commenters argue that the
1996 Act's statutory language and legidative history indicate that section 254(c)(1) does not
permit universal service support for information services, but expressly limits support to
telecommunications services.”® Specifically, these parties construe the 1996 Act's definition of
"telecommunications’ as excluding those services that "change . . . the form or content of the
information as sent and received."” Further, these parties cite legidative history to bolster their
arguments that universal service support must be limited to telecommunications services.”

34.  Defining Universal Service. Some commenters disagree with the NPRM's
approach to defining universal service.”” Washington UTC, for example, argues that listing
specific services to support "freeze[s] universal service policy in the technology and services of
1996."™ Washington UTC proposes instead that a description of functionalities and access, rather
than services, be used to define universal service.” Alliance for Public Technology also asserts
that defining universal service in terms of specific servicesis unworkable.” Instead, Alliance for
Public Technology recommends that carriers choose the amount of bandwidth they will offer.”
Carriers would then earn 100 percent of the maximum support available for maximum bandwidth
and lesser percentages for lesser bandwidth offerings.”” Other parties argue that access to

% Florida Cable comments at 5.
% I TA/EMA comments at 5-10; TCl comments at 5-6.

™ ITA/EMA comments at 6 (citing 47 U.S.C. § 153(43)). See also TCI comments at 5-6 (citing 47 U.S.C. §
153(43)).

" ITA/IEMA comments at 6-7 (noting that Congress adopted the Senate's definition of "telecommunications”
which excludes information services and citing H.R. Conf. Rep. No. 458, 104th Cong., 2d Sess. 116 (1996)); TCI
comments at 6-7 (noting that Congress rejected an earlier version of a Senate bill which included information
services within the description of universal service and citing S. 1822, 103d Cong. 2d Sess. § 102(a) (1994)).

2 See, e.g., Georgia PSC comments at 5; Washington UTC comments at 7; Alliance for Public Technology
further comments at 4.

# Washington UTC comments at 7.

" 1d.

= Alliance for Public Technology further comments at 4.
" 1d.

7 1d.
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services, but not any service itself, should be eligible for support.™

35. A cross-section of commenters -- and most of the commenters that addressed this
issue -- including LECs, I XCs, consumer groups and state PUCs, favor designating all five
services for federal universa service support for purposes of section 254(c)(1).” Alaska PUC,
for example, argues that a substantial mgjority of customers subscribe to each of these and they
are commonly deployed in the public telecommunications network.® Washington UTC, however,
advises the Joint Board to alow the market to determine the definition of universal service in
order to avoid creating barriers to entry by requiring the provision of certain services® Similarly,
Western opposes requiring dialtone, which, it states, effectively discriminates against wireless
carriers.®? In contrast, some commenters submit that each of these services can be offered by
cellular providers and, thus, they do not provide a barrier to entry for cellular carriers.®

36.  Voice Grade Accessto the Public Switched Network. Parties that address this
issue overwhelmingly favor supporting voice grade access to the public switched network with
the ability to place and receive calls® Georgia PSC, however, argues that voice grade accessis a
group of services rather than one service, and that some of these services will qualify for support
while others will not.®

37.  Severa commenters argue that usage of, and not merely access to, the local

8 See, e.g., Georgia PSC comments at 5; CompTel further comments at 8-9.

" See, e.g., 360 comments at 3; Ameritech comments at 6; Florida PSC comments at 6; GTE comments at 2;
ITA/EMA comments at 4; Michigan Consumer Federation comments at 20; NCTA comments at 5; PULP
comments at 9; SBA comments at 5; SWBT comments at 8; Sprint comments at 6; Time Warner comments at 4; U
S West comments at 5; Western comments at 7.

% Alaska PUC comments at 2.

8 Washington UTC comments at 9.

& Western comments at 8 (describing dial tone as "afrequency tone audible to acaller").

8 See, e.g., Commnet Cellular reply comments at 8. See also 360 comments at 4.

8 See, e.g., Bell South comments at 5; Florida PSC comments at 6; MCI comments at 3; Michigan Consumer
Federation comments at 20; North Dakota PSC comments at 1; Rural lowa Indep. Tel. Assn comments at 2;
SWBT commentsat 8; AT&T reply commentsat 17; NTIA reply comments at 7.

& Georgia PSC comments at 7 (arguing that single party wireline service qualifies for universal service
support, but the Commission is prohibited from providing universal service support for cellular service).
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network should be supported.® For example, Time Warner states that a basic level of local usage
should be included within the definition of universal service because, it argues, the ability to place
callsis equaly, if not more, important than the ability to receive calls® Pennsylvania PUC
interprets the "single-party service" component of the NPRM's proposed core services to include
local service usage.®® Illinois CC, in contrast, opposes universal service support for local usage.®®

38. In addition, Florida PSC proposes supporting flat-rate service and unlimited calling
within a subscriber's local calling area® Some parties note that a large number of consumers
consistently choose flat-rate service over measured-rate service.” California PUC advocates a
support mechanism that would allow consumers to choose between flat- or measured-rate
service? CSE Foundation, in contrast, states that mandating flat-rate service for all subscribers
restricts their options, because, it argues, some consumers may desire more limited service at a
price lower than that of flat-rate service.”

39.  Some parties favor using universal service funding to ensure that consumers may
access their "community of interest” or areain which essentia public services are located, by
placing loca calls* Various commenters note that subscribersin rural areas must often place toll
callsin order to access essential services such as schools, health care providers and local
government offices.®

% AARP comments at 9; Edgemont comments at 12; Florida PSC comments at 6; LINCT Coalition comments
at 3-4; MCI comments at 3; People For comments at 11; Texas PSC comments at 8; Time Warner comments at 4;
CPI reply comments at 5 n.10; NTIA reply comments at 7 n.14; Ohio Consumers Council reply comments at 12-
13; Pennsylvania PUC reply comments at 6; Citizens Utilities further comments at 5.

8 Time Warner further comments at 12.

8 Pennsylvania PUC reply comments at 3-4.

o]

° Illinois CC comments at 4. See also CSE Foundation reply comments at 4; AirTouch further comments at 5.

8

Florida PSC comments at 6. See also Texas OPUC comments at 16.

% AARP comments at 9; Georgia PSC comments at 8-9; Ohio Consumers Council comments at 13.

©o

2 California PUC comments at 6.

% CSE Foundation reply comments at 4.

% See, e.g., Colorado PUC comments at 3; Louisiana PSC comments at 3; Michigan Consumer Federation
comments at 20; Montana PSC comments at 4; New Jersey Advocate comments at 8; OITA-WITA comments at 3-
5.

% See, e.g., AARP comments at 18; Century comments at 4-6; Keystone comments at 8; Montana PSC
comments at 4; Rural lowa Indep. Tel. Coalition comments at 3; Telec Consulting comments at 5; Minnesota
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40. Touch-Tone.* Parties express widespread support for providing universal service
support for touch tone service.”” SBA, for example, maintains that touch-tone service plays an
important role in allowing customers to connect to a variety of voice mail systems, information
services, and product-ordering services.® In addition, Citizens Utilities contends that touch-tone
service meets the statutory criteria of section 254(c)(1)(B), (C) and (D). Bell Atlantic, however,
argues that the decision to provide support for touch-tone service is a matter that should be left to
the states.'®

41.  Single-Party Service. Many parties support including single-party service in the
definition of universal service.’® Bell Atlantic, for example, argues that single-party service meets
all four of the criteria of section 254(c)(1).1% Bar of New Y ork argues that single-party serviceis
essential because it is recognized to be a prerequisite for Internet access.!® SWBT contends that
atransition period is required to permit upgrades that transform multi-party service to single-party
service.!® Washington UTC, however, states that in some cases, converting to single-party
service might be cost-prohibitive.’®®

42.  Accessto Emergency Service. Severa commenters favor providing universa
service support for access to emergency services, where the actual service, i.e., Public Safety

Indep. Coalition reply comments at 3-4; Alaska Tel. further comments at 5; CFA further comments at 2-3;
Western Alliance further comments at 2.

% Forida PSC suggests the Joint Board refer to this function as "dual tone multi-frequency” (DTMF) 116
rather than touch-tone. Florida PSC comments at 6.

9 See, e.g., Bell Atlantic comments at 7; Farmers Tel. comments at 2; Michigan Consumer Federation
comments at 20; Missouri PSC comments at 4; TCA comments at 5; NENA reply comments at 1; NTIA reply
comments at 7.

% SBA comments at 5-6.

% Citizens Utilities comments at 6 (citing 47 U.S.C. § 254(c)(1)(B)-(D)).

10 Bell Atlantic comments at 8.

01 See, e.g., Bell Atlantic comments at 7; Florida PSC comments at 6; Frontier comments at 2; Georgia PSC
comments at 7; NASUCA comments at 17-18; CPI reply comments at 6.

12 Bell Atlantic comments at 7 (citing 47 U.S.C. § 254(c)(1)).
108 Bar of New Y ork comments at 14.
1% SWBT comments at 8.

1% Washington UTC comments at 8.
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Answering Point (PSAP), is provided by local authorities!® Wisconsin PSC recommends that the
Joint Board and Commission carefully define "access to emergency services' to indicate whether
this term means the ability to place calls to these numbers or whether it includes the specialized
call routing network that delivers calls to the designated government-chosen PSAP.X%" Michigan
Consumer Federation argues that emergency services, and not merely access to emergency
services such as 911, should be offered at no cost.’® Some parties assert that carriers should not
receive universal service support for 911 service if existing state funding mechanisms aready
provide support.'® Texas Emergency suggests that carriers seeking support should certify that
911 serviceis being provided by the local government in geographic areas they serve and that
network costs are not already being recovered by the rates paid by local government authorities
for 911 service.™® Georgia PSC believes that access to emergency services should be delegated
to the states.**

43.  Some commenters recommend supporting enhanced 911 (E911) service.**?
Alabama-Mississippi Tel. Assn, however, contends that most states have their own separate
funding mechanisms for E911 and, therefore, E911 should not be supported by the universal
service fund at thistime.*** Commnet Cellular asserts that consideration of support for E911
should wait until the Commission concludes its existing public safety proceeding to determine

1% Oregon PUC comments at 5; SWBT comments at 8; Texas Emergency reply comments at 1-2.
97 Wisconsin PSC comments at 8.
1%8 Michigan Consumer Federation comments at 20.

1% See Ameritech comments at 7 (stating that support should be provided for the transmission facility that
connects a subscriber to the location manned by public safety personnel, but not for the equipment used by those
personnel or their training, as these costs are generally supported by tax revenues); Missouri PSC comments at 4-5
(noting that the Commission must distinguish between the cost of the switch necessary for E-911 and the cost of
the service itself because Missourians already pay taxes to cover the cost of the service).

10 Texas Emergency reply comments at 3.
M Georgia PSC comments at 7.

12 Michigan Consumer Federation comments at 20; NENA comments at 2. E911 is a system wherein, when a
wireline 911 call is placed in aregion with E911 capability, the telephone number of the telephone from which the
911 call ismade is passed to the LEC central office at which a database, usually maintained by the LEC, is then
used to route the call to the most appropriate PSAP. The caller's telephone number and other information are
transmitted to the PSAP along with the location of the telephone, as determined from LEC records. See Revision
of the Commission’s Rules to Ensure Compatibility with Enhanced 911 Emergency Calling Systems, CC Docket
No. 94-102, Report and Order and Further Notice of Proposed Rulemaking, FCC 96-264 (rel. July 26, 1996).

3 Alabama-Mississippi Tel. Assn comments at 3.
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whether to impose E911 requirements on wireless carriers.*

44,  Accessto Operator Service. Various parties favor supporting access to operator
services™™ Béll Atlantic, for example, contends that access to operator service meets each of the
criteria set forth in section 254(c)(1), and therefore, it argues, should be supported through
universal service mechanisms.**® Georgia PSC, in contrast, submits that access to operator
services is competitive in Georgia and does not require federal universal service support.**’

3. Discussion

45.  Aspreviously mentioned, the 1996 Act defines "telecommunications services' as
"the offering of telecommunications for afee directly to the public . . . regardless of the facilities
used."® With the exception of single-party service and touch-tone dialing, the core services
proposed in the NPRM represent functionalities or applications associated with the provision of
access to the public network, rather than tariffed services. The Joint Board concludes that
defining telecommunications services in afunctiona sense, rather than on the basis of tariffed
services alone, is consistent with the intent of section 254(c)(1). First, afunctionalities approach
to defining universal service will be more flexible than a services-only approach, particularly with
respect to anticipated technological and marketplace changes and evolutions. Second, a
functionalities approach is consistent with the overarching goal of the 1996 Act of encouraging
competition, since it is technology neutral. Thus, we recommend that for purposes of defining
universal service, "telecommunications services' should not be limited to tariffed services, but
instead aso should include functionalities and applications associated with the provision of
services.™?

46.  Based on the overwhelming support in the record, the Joint Board recommends
that the services proposed in the NPRM should be included in the general definition of services
supported under section 254(c)(1). We conclude that providing universal service support for
each of these services, or access to the services, where applicable, is consistent with the statutory
guidelines set forth in the 1996 Act. We reject the arguments of commenters that a service must

14 Comnet Cellular reply comments at 8 (citing Commission Docket No. 94-102).

5 See, e.g., AT&T comments at 12; BellSouth comments at 5; Florida PSC comments at 6; Michigan
Consumer Federation comments at 20; Cincinnati Bell reply comments at 3; LDDS reply comments at 7.

15 Bell Atlantic comments at 7 (citing 47 U.S.C. § 254(c)(1)(A)-(D)).
17 Georgia PSC comments at 7.
18 47 U.S.C. § 153(46).

19 For discussion purposes, we hereafter refer to these functionalities and applications as "services."
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meet al of the statutory criteria of section 254(c)(1)(A)-(D) before it may be included within the
definition of universal service.’® Instead, we conclude that while the Joint Board must consider
all four criteria before determining that a service or functionality should be included, we need not
find that a particular service meets each of the four criteria. Accordingly, we recommend that
single-party service, voice grade access to the public switched telephone network (PTSN), DTMF
or its functional digital equivalent,'*! access to emergency services and access to operator services
be designated for universal service support pursuant to section 254(c)(1).

47.  We conclude that single-party service iswidely available and subscribed to by a
majority of residential customers. In addition, we find that single-party service is essential to
public health and safety in that it, among other things, allows access to emergency services
without delay. Furthermore, single-party service is consistent with the public interest,
convenience and necessity. Therefore, the Joint Board recommends that single-party service
should receive universal service support. We further find that single-party service means that only
one customer will be served by each subscriber loop or access line, although carriers may offer
consumers the choice of multi-party service in addition to single-party service and remain eligible
for universal service support. In addition, to the extent that wireless providers use spectrum
shared among users to provide service, we find that wireless carriers provide the equivalent of
single-party service since users are given a dedicated channel for each transmission.*”? Moreover,
we recommend permitting a transition period for carriers to make upgrades to provide single-
party service, but only to the extent carriers can meet a heavy burden that such a transition period
is necessary and in the public interest. Since state commissions will be responsible for designating
carriers as dligible for purpose of receiving federal universal service support,'* we recommend
that states make the determination as to the need for atransition period for a particular carrier.

48.  Wefind that the record provides ample support for our conclusion that voice grade
access, an essential element to telephone service, is subscribed to by a substantial majority of
residential customers and its being deployed in public telecommunications networks by
telecommunications carriers. In addition, we find that voice grade access should occur in the
frequency range between approximately 500 Hertz and 4,000 Hertz, for a bandwidth of
approximately 3,500 Hertz. Because we find that voice grade access should be defined within this
range, we decline to adopt the diding scale approach, which would base an dligible carrier's

120 See, e.g., Georgia PSC comments at 6; NCTA comments at 4, USTA comments at 5.

21 Seeinfra para. 23.

22 Wireless carriers are not, however, required to provide a single channel dedicated to a particular user at all
times; awireless carrier provides the equivalent of single-party service when it provides a dedicated message path

for the length of a user's particular transmission.

123 Seeinfra section VI for adiscussion of carriers eligible for universal service support.
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support amount on the bandwidth offered by the carrier, as advocated by Alliance for Public
Technology. Voice grade access should also include the ability to place calls, including the ability
to signal the network that the caller wishesto place a call, and the ability to receive cals,
including the ability to signal the called party that there is an incoming call .***

49.  Based on strong support in the record, we also recommend including a local usage
component within the definition of voice grade access. The record suggests that local usageis
essential to realizing the full benefits of voice grade access. We conclude that the states are best
positioned to determine the local usage component that represents affordable service within their
jurisdictions.*”® Nonetheless, for purposes of determining the amount of federal universal service
support, we recommend that the Commission determine alevel of local usage.

50.  We agree with commenters who argue that "touch-tone" is more appropriately
termed DTMF signaling. DTMF facilitates the transportation of signaling through the network.
DTMF also accelerates call set-up time. As noted in the NPRM, other methods of signaling, such
as digital signaling, can provide network benefits equivalent to that of DTMF.**® Therefore, we
recommend that DTMF or its functional digital equivalent (hereinafter referred to as"DTMF") be
supported under section 254(c)(1). We find that the network benefits that emanate from DTMF
or its equivalent, particularly rapid call set-up time, are essential to a modern telecommunications
system. In addition, we find that supporting DTMF is competitively neutral, consistent with our
recommended principle. We note that various wireless carriers favor inclusion of "touch-tone"
within the general definition of universal service.?’

51. Like the other core services, access to emergency service is afunctionality that is
widely deployed and subscribed to by a maority of residential subscribers. Further, accessto
emergency service iswidely recognized as "essentia to . . . public safety." In defining access, the
record supports the inclusion of accessto 911. Nearly 90 percent of lines today have accessto
911 capability. In addition, we recommend access to E911 service, where the locality has chosen
to implement that service, be included in the definition of universal service. We do not
recommend providing universal service support, however, for E911 serviceitself. Asin the case
of regular 911 service, the telecommunications network is only one component of E911 service;

24 We explicitly do not include call waiting within this definition.

% Seeinfra section V for adiscussion of affordability.

126 NPRM at para. 19 n.53.

27 See, e.g., PCIA comments at 14 n.38 (stating "PCIA [concurs] with the Commission's assessment that touch
tone service is one of the elements that should be supported by the universal service plan. The Commission
correctly points out that touch tone is increasingly essential to completing telecommunications transactions. This

is certainly true in connection with the delivery of messages to a messaging service subscriber."); 360 comments at
3; Comnet Cellular reply comments at 8.
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local governments provide the PSAP. E911 facilitates the determination of the location of the
calling party, but wireless carriers are not currently capable of providing E911 service. The
Commission has directed cellular, broadband Personal Communications Service (PCS) and certain
Specialized Mobile Radio (SMR) carriers to provide E911 service, but the requirement will not be
effective for five years because such a requirement will compel these wireless carriers to make
technical upgrades before they will be able to offer E911.*® Therefore, requiring carriers to
provide E911 would presently exclude all wireless carriers from eligibility to be "eligible
telecommunications carriers,"'? contrary to the principle that universal service be competitively
neutral. Accordingly, we recommend not including E911 service within the definition of services
to be supported at this time, but may recommend its consideration when the definition is revisited,
as anticipated by section 254(c)(2). Nevertheless, we recommend supporting access to E911, in
addition to access to 911 and other emergency services, when aloca community requests that a
carrier provide such access.**

52.  Therecord provides support for our conclusion that access to operator serviceis
widely deployed and used by a mgjority of residential customers. Access to operator serviceis
essential in public health and safety emergencies. In supporting this functionality, we recommend
that the Commission adopt the definition of operator services it implemented for purposes of
section 251(b)(3), namely, "any automatic or live assistance to a consumer to arrange for billing
or completion, or both, of atelephone call."** We note that the Commission has recently
implemented rules to ensure that LECs permit nondiscriminatory access to operator services by
competing providers.**

53.  Thereisno evidence in the record to suggest that any one of these services will
create a barrier to entry for potential new competing carriersif it isincluded in the definition of
universal service. One of the explicit goals of the 1996 Act is a"pro-competitive" national

18 See Revision of the Commission's Rules to Ensure Compatibility with Enhanced 911 Emergency Calling
Systems, CC Docket No. 94-102, Report and Order and Further Notice of Proposed Rulemaking, FCC 96-264 (rel.
July 26, 1996).

29 Seeinfra section VI for adiscussion of digibility.

1% See discussion of services supported but not mandated, infra.

131 Implementation of the Local Competition Provisions of the Telecommunications Act of 1996, CC Docket
No. 96-98, Interconnection Between Local Exchange Carriers and Commercial Maobile Radio Service Providers,
CC Docket No. 95-185, Second Report and Order and Memorandum Opinion and Order, FCC 96-333 (rel. Sept. 6,
1996) (Local Competition Second Report and Order).

%2 1d. at paras. 114-137.
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telecommunications policy.** We find that including these services within the definition of
universal service will not erect technical barriers that would prevent wireless and other
telecommunications carriers from competing. In fact, two wireless providers, Commnet Cellular
and 360, assert that each of the services proposed in the NPRM can be provided by wireless
carriers. We find Western's argument regarding wireless carriers inability to provide dialtone to
be immaterial because, as discussed infra, we recommend that the definition of voice grade access
not require the provision of dialtone. Further, we find no merit in Georgia PUC's assertion that
the Commission is prohibited from providing universal service support for cellular service, asthis
prohibition is neither a provision of the 1996 Act, nor consistent with the 1996 Act's pro-
competitive principle. Indeed, cellular service falls within the definition of telecommunications
services™ and section 254(c)(1) specifically requires this Joint Board to recommend
telecommunications services for which support will be provided.**

C. Other Services
1. Background

54.  The NPRM asked whether, consistent with the criteria enumerated in section
254(c)(1), support should be available for services besides those proposed in the NPRM .2
Specifically, the NPRM, noting the directive of section 254(b)(3) relating to "accessto. . .
interexchange services," sought comment on whether access to interexchange service, i.e., the
ability to originate and receive toll calls, should be supported.** The NPRM also requested
comment on whether services such asrelay services, directory listings, and equal access to
interexchange carriers, i.e., the ability to access the long distance carrier to which a customer is
presubscribed by dialing a 1+ number, should be supported.*® In addition, the NPRM requested
comment on whether advanced services, for example Internet access, data transmission capability,
optional SS7 features or blocking of such features, enhanced services, and broadband services
warrant inclusion, now or in the future, in the list of services supported by the federa universal

13 Joint Explanatory Statement at 113.

13 47 U.S.C. § 153(46) (stating that "[t]he term 'telecommunications service' means the offering of
telecommunications for afee directly to the public, or to such classes of users as to be effectively available directly
to the public, regardless of the facilities used").

1% See 47 U.S.C. § 254(c)(D).

1% NPRM at paras. 17, 23.

37 NPRM at para. 23.

18 1d.
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service fund.**®
2. Comments

55. Expanding the Definition of Universal Service. Several commenters oppose
expanding the definition of services to be supported under section 254(c)(1) beyond those
services proposed in the NPRM.**° A few parties advocate permitting the selection of services by
consumers in the marketplace to dictate whether and when the definition of universal service
evolves to include additional services Some parties cite as arguments against expanding
supported services beyond the services proposed in the NPRM the goals of limiting the amount of
contribution needed to support universal service** and ensuring the quality and availability of
services currently offered.’** Ad Hoc Telecom. Users maintains that advanced services should not
be supported because they are neither subscribed to by a majority of subscribers nor necessary for
health or safety.’** MCI asserts that other services should be supported only if, after analyzing the
cost of the service and the effect of the support on the demand for the service, the subscribership
benefit of the service exceeds the cost of the reduced subscribership of the subsidizing service.™*
NARUC contends that the definition of supported services should evolve over time to meet
expanding needs and that states must be able to develop and refine universal service policiesto
meet the needs of subscribers within their jurisdictions.**

56.  Asdiscussed in the following paragraphs, many parties, however, recommend
expanding the definition of services to be supported beyond the services proposed in the NPRM

139 1d.

0 See, e.g., CSE Foundation comments at 6; DCA comments at 22; ITA/EMA comments at 5; MCl comments
at 9; Sprint comments at 7-8; Citizens Utilities further comments at 5.

1 AARP comments at 11; SWBT comments at 9 (asserting that customer demand, marketplace acceptance
and deployment of costs should be considered); U S West comments at 6 (urging that "high-market-penetration
level" and "a net benefit to society from providing the service universally" should determine whether additional
service are supported).

142 See, e.g., Washington UTC comments at 9; CSE Foundation reply comments at 4.

¥ Nat'l Retail Fed. comments at 2.

¥ Ad Hoc Telecom. Users comments at 4.

145 MCI comments at 8-9.

146 NARUC comments at 11.
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and suggest a wide range of other services.™*” According to GVNW, the services proposed in the

NPRM will provide nothing more than "plain old telephone service."** In addition, Wyoming
PSC asserts that providing universal service support for additional services will enhance the
viability of rural states which, it states, have become "increasingly reliant on the deployment of
modern telecommunications technology for economic growth."*4°

57.  Accessto Interexchange Service. Many commenters favor providing support for
access to interexchange service.™ West Virginia Consumer Advocate, for example, argues that
consumers who livein rural areas and must place toll calls to obtain essential services especially
require access to interexchange service.™ AirTouch, however, contends that universal service
suppresses interexchange usage because, it argues, long distance rates rise as aresult of IXCs
contributions to universal service.**?

58.  Equal Accessto IXCs. Some parties favor supporting equal access to long
distance service, i.e., the ability to access the long distance carrier to which a customer is
presubscribed by dialing a 1+ number.™>* Ohio Consumers' Council asserts that consumers should
have access to all available long distance carriers, but questions whether universal service support
is required to provide access.™ 360 argues that requiring eligible carriers to provide equal access
to IXCswould preclude CMRS providers from receiving universal service support and would be
contrary to congressional intent.**®

1 See, e.g., AARP comments at 10; Cincinnati Bell comments at 4; Farmers Tel. comments at 2-3; Michigan
Consumer Federation comments at 20-21; Minnesota Indep. Coalition comments at 9.

18 GVNW reply comments at 7-8.
9 Wyoming PSC comments at 8. See also Alaska PSC comments at 3-6.

%0 See, e.g., Florida PSC comments at 7; New Hope Tel. comments at 2-3; OITA-WITA comments at 3-5; Fred
Williamson comments at 10-11.

51 West Virginia Consumer Advocate comments at 7. The arguments of commenters who favor providing
universal service support for toll usage are discussed infra.

12 AirTouch comments at 13-14.

% See, e.g., AT&T comments at 12; Ardmore Tel. comments at 2; Bledsoe Tel. comments at 3; Bloutsville
Tel. comments at 2; LDDS comments at 8; Minnesota Indep. Coalition comments at 9; Missouri PSC comments at
6; TCA comments at 5; Wyoming PSC comments at 7.

> Ohio Consumers Council comments at 13.

%360 reply comments at 2, citing 47 U.S.C. § 332(c)(8) ("A person engaged in the provision of commercial

mobile services.. . . shall not be required to provide equal access to common carriers for the provision of telephone
toll services.").
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59. TRS. Many commenters favor universal service support for TRS,**® while others
argue that support should be limited to access to TRS.**" Some parties recognize that TRS is
currently supported through a separate TRS fund.*®

60.  White Page Directories and Listings. Many commenters favor including a standard
white page directory listing and directory assistance among supported services.™™ Florida PSC
argues, however, that eligible telecommunications carriers should be required to provide their
subscribers with white page listings, but should not recover the cost from universal service
support mechanisms.® Instead, Florida PSC suggests that telecommunications providers can sell
"designer" white page listings to pay for the cost of producing directories.**

61. Directory Assistance. Some parties recommend that access to directory assistance
be supported.®> New Y ork CPB, for example, asserts that directory listings and services are
widely deployed by telecommunications providers, are used by "virtually all telephone
subscribers," are essentia for access to the network, and provide public safety and health benefits,
especialy to users away from home.'®®

62.  Blocking Services. A few parties propose supporting 900 number blocking
through universal service mechanisms.*®* Other parties favor providing universal service support

1% See, e.g., Alaska PUC comments at 6; Michigan Consumer Federation comments at 21; Minnesota I ndep.
Coalition comments at 9; New Y ork CPB comments at 6; Telec Consulting comments at 4.

7 See, e.g., California PUC comments at 6; Cincinnati Bell comments at 4; Louisiana PSC comments at 3;
Pennsylvania PUC comments at 6.

%8 See, e.g., AT&T commentsat 13 n.17; NYNEX commentsat 11 n.21.

1% See, e.g., AARP comments at 10; Blountsville Tel. comments at 2, Michigan Consumer Federation
comments at 21; NTIA reply comments at 7; New Y ork DPS comments at 12-13; Rural lowa Indep. Tel. Assn
comments at 2; SWBT comments at 8; Wyoming PSC comments at 7.

10 Florida PSC comments at 7-8.

161 Id

162 See, e.g., AARP comments at 10; Michigan Consumer Federation comments at 21; NTIA reply comments at
7, New York DPS comments at 12-13; SWBT comments at 8.

188 New York CPB comments at 6.

18 AARP comments at 10; Alaska PUC comments at 6; New Y ork CPB comments at 6-7; Wyoming PSC
comments at 7.
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for toll blocking or toll control'® services.® Missouri PSC argues that toll blocking might

increase subscribership levels by permitting those who have been disconnected due to unpaid toll
bills to regain basic telephone service that would enable them to make and receive local calls and
to receive toll calls.®” Missouri PSC cites studies that, it argues, suggest that a large number of
individuals currently without phone service were disconnected due to unpaid toll bills.®®

63.  Accessto the Internet. Severa parties argue that Internet access should be
supported.’®® Other commenters, however, oppose allocating universal service support for
Internet access.’™® Some parties advocate providing universal service support for local-dial up
access to the Internet, so that consumersin rura areas do not have to pay for atoll call for
access.™  Some parties, however, oppose providing support for services like Internet access,
because, they contend, doing so would be contrary to congressional intent that only
"telecommunications services' may be included in the definition of universal service.!”

1% With toll blocking, a subscriber voluntarily surrenders his ability to place toll calls over his subscriber loop.
With toll control, a subscriber's long distance usage is capped at a certain dollar or minute-of-use amount per
month. Both mechanisms are designed to enable subscribers to control their long distance service bills.

1% See, e.g., Alaska PUC comments at 6; Benton comments at 2; GSA comments at 8; Indiana URC comments
at 2-3; LDDS comments at 8-9; Missouri PSC comments at 6; PULP comments at 16-17 (noting that NY NEX
currently provides voluntary toll blocking to all residents at no charge); RUS comments at 11.

167 Missouri PSC comments at 6-7.

188 Missouri PSC comments at 6-7 (citing Field Research Corp., Affordability of Telephone Service S-7, S-19 to
S20 (1993); Milton Mueller and Jorge Reina Schement, Rutgers University Project on Information Palicy,
Universal Service from the Bottom Up: A Profile of Telecommunications Access in Camden, New Jersey (1995);
Chesapeake & Potomac Telephone Company, Submission of Telephone Penetration Studies in Formal Case No.
850 (D.C. PSC, Oct. 1, 1993)).

1% See, e.g., American Foundation for the Blind comments at 5; Bar of New Y ork comments at 9-14;
Community Colleges comments at 11; lowa Utilities Board comments at 2; Michigan Consumer Federation
comments at 20-21.

0 See, e.g., MCI comments at 9; NYNEX comments at 12; LDDS reply comments at 9.
1 Alaska PSC comments at 5; lowa Utilities Board comments at 2; Missouri PSC comments at 6.

72 ITA/EMA comments at 3, 5-10; Information Technology Industry Council comments at 4, 6-7, citing 47
U.S.C. 8§ 254(c)(1) (universal serviceis"an evolving level of telecommunications services that the Commission
shall establish periodically under this section, taking into account advances in telecommunications and information
technologies and services.") (emphasis added). In addition, both ITA/EMA and ITI cite 47 U.S.C. sections
153(48) [sic] and 153(51) [sic] for the definitions of "telecommunications” and "telecommunications services."”
Because the new provisions were codified, these definitions are now found at 47 U.S.C. 88 153(43) and 153(46),
respectively.
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64.  Other services and functionalities. Commenters suggest providing universal
service funding for the following services and functionalities: accessto basic local directory
assistance;'” call tracing;'™ call waiting;*" interoffice digital facilities;*”® equal accessto SS7
functionalities;*”” ISDN services;'” interconnection among carriers;*” reasonable toll usage;**°
carrier-provided customer support services;*® adequate line quality for facsimile and data
transmission;*¥* end-to-end digital service;*®® telecommunications services for handicapped and
disabled students and employees;*® guaranteed functional performance requirements;*®
guaranteed continued power for telephone service in the event of a power outage;*®®

no-cost

3 See, e.g., Governor of Guam comments at 9-10; Information Technology Industry Council comments at 3-4;
Ohio Consumers Council comments at 11-12; SWBT comments at 8; TCA commentsat 5; AT& T reply comments
at 18.

74 AARP comments at 10; Minnesota Indep. Coalition comments at 9.

% Texas OPUC comments at 16.

7% AARP comments at 10.

77 AARP comments at 10; Blountsville Tel. comments at 3; NorTel reply comments at 2, 5-6.

%8 Alaska Tel. comments at 2-4 (arguing that supporting alower level of functionality than ISDN would create
atwo-tiered telecommunications system that would separate those with access to data capabilities from those
without such access); Matanuska Tel. Assn comments at 2; Southwest Virginia Future comments at 1; Dell Tel.
reply comments at 4.

% AARP comments at 10.

18 Michigan Consumer Federation comments at 20.

181 | ouisiana PSC comments at 3 (supporting access to customer support services, including billing); Michigan
Consumer Federation comments at 21 (advocating free calls to a carrier's office for requesting repairs, making
billing inquiries and obtaining information about programs such as Lifeline).

182 See, e.g., Colorado PUC comments at 2; Michigan Library Assn comments at 6; RUS comments at 10
(asserting that voice grade service should allow data transmission at 28.8 kbps rates through modems); Wyoming
PSC comments at 7.

18 Wyoming PSC comments at 7.

8 ACE comments at 6.

185 Alaska Health comments at 2 (supporting "voice grade access to dial-up lines on the public switched
network, with the ability to place and receive calls with a guaranteed functional transmission rate of 14.4 Kbpsvia

modem™).

18 Colorado PUC comments at 2-4.
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repair of the network on the provider's side of the network demarcation point;*®” and number
portability .1

3. Discussion

65. In addition to the services proposed to be included within the general definition of
universal service by the NPRM, the Joint Board recommends that access to interexchange service
be included. We find that Congress was unequivocal in its intent that the Commission should
include access to interexchange services when it provided "customersin al regions of the nation .
.. should have access to telecommunications and information services, including interexchange
services."*¥ |n addition, we find that the majority of residentia subscribers currently have access
to interexchange service, consistent with the criterion of section 254(c)(1)(B). Moreover, the
record in this proceeding supports our finding that access to interexchange service is essential for
education, public health and public safety.!*® Customers who livein rural areas, especially, require
access to interexchange service to reach medical and emergency services, schools, and local
government. Although access may more properly be characterized as a functionality of the loop
rather than a service, the record also supports the conclusion that access to interexchange service
is demanded by a substantial majority of residential customers and is generally available.***
Further, we find that access to interexchange service is consistent with the public interest.™
Based on these considerations, and the strong support in the record, we recommend that access to
interexchange service -- meaning the ability of a subscriber to place and receive interexchange
calls -- be included as a supported service. '

66.  The Joint Board, however, recommends that access to interexchange service
should not be defined, at this time, to include equal access to interexchange carriers. We
acknowledge the importance of equal access to interexchange service in a competitive
environment, but we conclude that equal access should not be supported because of the potential
costs to wireless carriers involved in upgrading facilities and because wireless carriers are not

87 New Jersey BPU comments at 2.

88 AT&T reply comments at 18.

18 47 U.S.C. § 254(b)(3).

10 See 47 U.S.C. § 254(c)(1)(A).

191 See 47 U.S.C. § 254(c)(1)(B)-(C).

%2 See AT& T reply comments at 18. See also 47 U.S.C. § 254(c)(1)(D).

1% We do not recommend, however, support for interstate usage.
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currently required to provide equal access.'*

67.  The Joint Board recommends including access to directory assistance, specifically,
the ability to place a call to directory assistance, be included in the definition of universal service.
Like access to interexchange service, access to directory service is afunctionality of the loop. We
are recommending support be provided for access to directory assistance, not the service itself.
We agree with the numerous commenters who favor providing universal service support for
access to directory assistance because it is a necessity for consumers to access
"telecommunications and information services." Directory assistance provides consumers access
to necessary information, such as government, business, and customer listings. Indeed, we believe
that without the ability to access directory assistance, consumers access to other
telecommunications and information services is greatly diminished. In considering the statutory
factors contained in section 254(c)(1), we find access to directory assistance is essentia for
education, public health and safety. Although not a service per se, directory assistance is used by
a substantial majority of residential customers, iswidely available, and is consistent with the public
interest, convenience and necessity.'® The Joint Board, therefore, recommends that access to
directory assistance be included in the definition of universal service, pursuant to section
254(c)(1). Therefore, we will refer to voice grade access to the public switched network, DTMF
or touch-tone, single-party service, access to emergency service, access to operator service,
access to interexchange service, and access to directory assistance as the "designated” or "core"
services for universal service for purposes of section 254(c)(1).

68.  Although the provision of "white page listings' received significant record support,
we do not recommend that it be included it within the general definition of universal service.
While we agree with the commenters that suggest that this is an important service that facilitates
access to the telecommunications network, we do not consider white page listings to be within the
1996 Act's definition of "telecommunication services."'* Therefore, white page listings should
not receive universal service support. We agree with the Florida PSC that carriers have at their
disposal the meansto recover the costs of these services. Although we find that white page
listings should not be included in the definition of universal service support, we strongly
recommend that the states take the necessary and appropriate steps to ensure the continued
availability of this fundamentally important offering.

69.  Werecommend that no additional services be included in the general definition of

¥ See 47 U.S.C. § 332(c)(8) ("aperson engaged in the provision of commercial mobile services. . . shal not
be required to provide equal accessto common carriers for the provision of telephone toll services').

1% 47 U.S.C. 8 254(c)(1)(A)-(D). See also Minnesota Indep. Coalition comments at 5.

1% 47 U.S.C. § 153(46).
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universal service at thistime.® For example, although we recognize the integral role of TRSin
the provision of universal telephone service, we agree with the commenters that state that
universal service support is not necessary because the service is already supported through a
separate fund.'® We find that access to the Internet, to the extent that this implies non-toll

access, is provided through voice-grade access to the public switched network. The Joint Board
rejects the position of some commenters that the actual use of Internet services be supported. We
find that the provision of Internet service does not meet the statutory definition of a
"telecommunications service." In addition, we decline to support toll access to Internet providers.
We predict, however, that increasing demand for Internet service will result in broader
accessibility of Internet service providers. This should have the effect of reducing or eliminating
the need for customersin rural areas to place toll calls to obtain Internet service.™

70.  We further conclude that no other services proposed by commenters in the record
substantially meet the criteria stated in section 254(c)(1). Moreover, we find that an overly broad
definition of universal service might have the unintended effect of creating a barrier to entry for
some carriers because, as discussed infra, carriers must provide each of the core servicesin order
to be eligible for universal service support. Because the definition of universal serviceis evolving,
however, we must, as the 1996 Act instructs, consider the definition again in the future.”®

D. Feasibility of Providing Designated Services
1. Background

71.  Section 214(e)(1)(A) requires eligible carriers to "offer the services that are
supported by Federal universa service support mechanisms'.?* On July 3, 1996, the Common
Carrier Bureau released a Public Notice to supplement the NPRM's requests for comment.*? The
Public Notice asked, inter alia, for comment on the effects on competition if a carrier is denied
universal service support because it is technically infeasible for that carrier to provide one or more

97 We do, however, recommend that toll blocking be provided without charge for low income subscribers. For
afurther discussion of this subject and other recommendations regarding services for low income consumers, see
infra section VIII.

% See, e.g., AT&T comments at 13 n.17.

1% See 47 U.S.C. 88 3(46), 254(c)(1). Seealso SWBT reply comments at 4.

2047 U.S.C. § 254(c)(1).

XL 47 U.S.C. § 214(e)(1)(A).

22 pyblic Notice, Common Carrier Bureau Seeks Further Comment on Specific Questionsin Universal Service
Notice of Proposed Rulemaking, DA-96-1078 (rel. July 3, 1996) (Public Notice).
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of the designated services.”®

2. Comments

72.  Carriers Ability to Provide Designated Services. Several commenters representing
various sections of the telecommunications industry maintain that the services proposed in the
NPRM are so basic that no telecommunications provider will have difficulty providing them.?*
Florida PSC, for example, maintains that requiring carriers to provide the core services, or even
additional services, would not be unduly burdensome or adversely affect competition.?® Some
parties assert that because the 1996 Act permits carriers to provide services by resale, carriers are
able to provide even those services that their facilities do not support.*®

73.  Some parties contend, however, that expanding the list of services might stifle
competition if carriers generaly are unable to provide services designated for universal service.®”
Various parties argue, therefore, that universal service should be defined as narrowly as
possible.”® Teleport contends that, by limiting the definition of universal service to those services
that "have. . . been subscribed to by a substantial mgjority of residential customers' and "are
being deployed in public telecommunications networks by telecommunications carriers,” Congress
has attempted to ensure that the definition of universal service remains competitively and
technologically neutral®® Vanguard argues that a narrow definition of services will promote
competition because support will not be limited to only those carriers that can provide extensive

23 pyblic Notice at question 4.

24 See, e.g., BellSouth further comments at 7; Bell Atlantic further comments at 2; MFS further comments at
12; NCTA further comments at 2; VVanguard further comments at 3.

25 Florida PSC further comments at 7.

26 Century further comments at 9; NECA further comments at 4; NYNEX further comments at 5; Puerto Rico
Tel. Co. further comments at 5; TCI further comments at 10; U S West further comments at 4-5. See also
CompTé further comments at 8 (asserting that "the Joint Board should make clear that eligibility may not be
denied simply because, for technical and economic reasons, the CLEC purchases ILEC elements necessary to
provide core services."). Determining which carriers are eligible for universal service support is discussed further
in section VI, infra.

27 See, e.g., Ameritech further comments at 10; MCI further comments at 3; Time Warner further comments at
13-14.

28 See, e.g., GCI further comments at 3; GTE further comments at 10; MCl further comments at 3; Time
Warner further comments at 12; VVanguard further comments at 3.

2 Teleport further comments at 3 (citing 47 U.S.C. § 254(c)(1)(B) - (C)).
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services?® Vanguard asserts that a narrow definition of universal service will facilitate the
addition of other services at alater time.?*

74. Effect of Interconnection and Unbundled Elements Requirements. Some parties,
including AT&T and ALTS, link the ability of competitive carriers to provide core services with
the implementation of the 1996 Act's requirements related to interconnection®? and access to
unbundled elements.?®  Specifically, Citizens Utilities argues that competitive carriers have the
right to acquire any or all of the network elements they need, at cost-based rates, from the
incumbent LEC.?** ALTS contends that, if the cost of access to the databases necessary for the
provision of emergency services were set at rates that make it economically infeasible for
competitive carriers to use the incumbent LEC's databases, then competitive carriers would be
unable to provide access to emergency services?® Similarly, some parties argue that, if
incumbent LECs deny new entrants access to unbundled elements, it may be technically infeasible
for anew entrant to provide one or more of the core services.?®

75. Provision of Core Services and Eligibility. Some commenters argue that carriers
that are unable to provide one or more of the core services should be indligible to receive
universal service support.?’ SWBT argues that Congress intended to limit universal service
funding to "dligible telecommunications carriers' that are required to "offer the services supported
by the Federal universal service support mechanisms. . . ."*® Thus, SWBT contends, providing
support for a carrier that does not offer all of the core services would be contrary to the language

20 vanguard further comments at 4.

2 d.

22 47 U.S.C. § 251.

31d. See ALTS further comments at 1-2; AT& T further comments at 5.

24 Citizens Utilities further comments at 4 (citing 47 U.S.C. 88 251(c)(3), 252(d)(1)).

A5 ALTS further comments at 2.

A8 AT&T further comments at 5; MCI further comments at 3; MFS further comments at 12.

27 See, e.g., Ameritech further comments at 10; I TC further comments at 3; New Y ork DOE further comments
at 5; Puerto Rico Tel. Co. further comments at 5; RUS further comments at 4; SWBT further comments at 3;
Sprint further comments at 3; Teleport further comments at 4; Time Warner further comments at 13; Vitelco

further comments at 3; Washington UTC further comments at 5.

28 QWBT further comments at 3 (citing 47 U.S.C. 88 254(e), 214(e)(1)(A)).
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of the statute which, SWBT argues, clearly expresses the intent of Congress.*® In addition,
Ameritech asserts that competition would be harmed if a carrier that did not provide one or more
core service was still eligible for support intended for core services, particularly when that carrier
is competing with others that are providing core services "in accordance with the rules."?°
Similarly, Minnesota Indep. Coalition contends that providing universal service support for a
"partial provider" might raise the cost of full service providers by reducing their revenue bases.
BellSouth argues that "niche" providers might choose not to provide all of the core servicesin a
given area, and that these carriers should not be eligible for support.?? ITC maintains that the
impact on consumers who might be denied core services should serve as areason against
providing support for carriers that do not provide all the core services.*

221

76. Waves. A few commentsfavor permitting carriers that are unable to provide one
or more of the core services to apply for waivers in order to receive universal service support.?*
For example, NENA argues that waivers should be granted so that a carrier's failure to offer a
service that would be technically infeasible for that carrier to provide would not make the carrier
ineligible for universa service support.> NENA contends that, in the case of 911, infeasibility of
providing access to emergency service could arise from a political determination that an
emergency calling system is not needed or wanted in a particular area.®® In such an area, NENA
argues, access to 911 should not be considered a core service.””” Similarly, PacTel asserts that
carriers should be able to apply for walvers based on specific facts and circumstances that make it
unable to provide one or more core service.”®

77.  PacTel aso argues that geographic circumstances might prevent carriers serving a

29 d.

20 Ameritech further comments at 10.

#1 Minnesota Indep. Coalition further comments at 7.

22 BellSouth further comments at 7.

23 |TC further comments at 3. See also Sprint further comments at 3.

24 See, e.g., NENA further comments at 3; PacTel further comments at 12.
5 NENA further comments at 3.

2 d.

27 d.

28 PacTel further comments at 12.
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particular area from providing a core service?® Accordingly, PacTel contends that the
Commission could issue different standards relating to the provision of core services for different
geographic areas.”® PacTel, however, asserts that, to receive support, every company serving a
particular geographic area should be required to provide the same core services®' Similarly,
Maine PSC contends that, because E911 is not available everywhere, its absence should not
disqualify carriers serving a particular area from receiving support.?*

78.  Trangtion Period. Some parties favor implementing a transition period to enable
carriers to meet the universal service requirements and provide the core services within a
reasonable time period.”* For example, GTE maintains that a transition period is necessary to
permit some incumbent LECs to provide single-party service.® Further, RTC argues that the
1996 Act requires the definition of universal service to evolve and, thus, at some timein the
future, the definition of core servicesis likely to extend beyond the services carriers are capable of
providing.?* RTC recommends that state agencies, in their capacity to determine eligible carriers
under section 214(e), should determine whether carriers continue to receive high cost support
while they are upgrading their networks in order to provide al universal servicesin an entire
service area.

3. Discussion

79.  Wegeneraly agree with those commenters that argue that carriers designated as
eligible telecommunications service providers must provide each of the services designated for
support subject to certain exemptions as discussed below. We recommend that
telecommunications carriers that are unable to provide one or more of these services should not

= d.

2 d.

A .

%2 Maine PSC further comments at 6.

8 See, e.g., Century further comments at 9-10; GTE further comments at 10; SWBT further comments at 4.
See also USTA further comments at 7 (arguing that incumbent carriers should be given additional time to provide
core services without losing universal service support, but that competing carriers must provide all core services
before they are eligible for support).

%4 GTE further comments at 10. See also SWBT comments at 8.

% RTC further comments at 9-10.

6 d.
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receive universal service support unless exceptional circumstances exist.?” We conclude that
conditioning a carrier's igibility for support upon its provision of the core services will not
impose an anti-competitive barrier to entry, as discussed supra.?® We agree with Teleport that
the statutory principles for defining universal service are designed to ensure competitive and
technological neutrality. There is no compelling evidence in the record that demonstrates that
requiring eligible carriers to provide these services would unduly burden new competitors or non-
wireline carriers. In addition, we agree with commenters observing that the 1996 Act facilitates
the provision of services because it permits a telecommunications carrier to provide the supported
services by using its own facilities in combination with resale of another carrier's services.”®

80. A few commenters argue that it may not be feasible for competitive carriersto
provide the designated services because incumbent LECs may set exorbitant rates for network
elements or deny access to unbundled elements. We believe that these arguments are speculative
given that section 252 requires network element charges to be based on cost and to be
nondiscriminatory®* and section 251 requires incumbent L ECs to provide requesting carriers
"nondiscriminatory access to network elements on an unbundled basis.. . . on rates, terms and
conditions that are just, reasonable, and nondiscriminatory."#*

8l. Werecommend that the Commission not implement the genera transition
proposed by GTE, RTC, and others that would alow carriers to draw support from the universa
service fund but provide only some of the services designated for universal service support.?*
Such atransition period would appear to be inconsistent with section 254(e) which states that
"[a]fter the date on which Commission regulations implementing this section take effect, only an
eligible telecommunications carrier . . . shall be eligible to receive" Federa universal service
support.?*®* Moreover, we find that requiring some carriers to provide services while not imposing
the same requirements on other carriers would be inconsistent with our recommended principle of
competitive neutrality. We find little in the record that indicates that telecommunications carriers

1 As stated supra, we recommend that states have the discretion to provide for atransition period, for good
cause, to alow carriers to make upgrades to provide single-party service.

28 See suipra section IV.A 3.

2 47 U.SC. § 214(&)(1)(A).

20 47 U.S.C. § 252(d)(1)(A)(i)-(ii).
1 47 U.S.C. § 251(0)(3).

%2 \We note, however, that there will be a transition period leading up to the time the Commission's universa
service rules take effect. Seeinfra section VII.E.

%3 47 U.S.C. § 254(e).
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are generaly unable to provide one or more of the recommended core services. A few
commenters, however, maintain that some incumbent LECs are currently unable to provide single-
party service. Although we find that single-party serviceis essential to modern life and to a
modern telecommunications system, we recognize that exceptional circumstances may prevent
some carriers from offering single-party service initially. Accordingly, as discussed supra, we
recommend that state commissions, in their capacity to designate telecommunications providers
that are eligible to receive universal service support, be permitted to grant an eligible carrier's
request for atransition period after which the carrier must offer single-party service. Such a
request will be granted only if the state commission finds exceptional circumstances warrant an
exemption from this requirement.

82. In addition to our general conclusion that carriers must provide each of the
designated services in order to receive support, we find that universal service support should be
available in limited instances where a carrier is unable to provide afew specific services. For
example, based on our analysis of E911, discussed supra, we conclude that access to E911 should
be among those services supported by universal service mechanisms because, for example, it is
"essential to . . . public safety” consistent with section 254(c)(1)(A). We redlize, however, that
not all carriers are currently capable of providing accessto E911 and, in fact, as noted by NENA,
not all communities have the facilities in place to provide E911 service. Nevertheless, we
conclude that access to E911 should be supported to the extent that carriers are providing such
access. Similarly, as discussed infra, we find that toll blocking or control services should be
supported when provided to qualifying low-income consumers, to the extent that eligible carriers
are technically capable of providing these services. Thus, we recommend that eligible carriers be
required to provide all of those services we characterize as "designated” services, but we also
recommend that the Commission support additional services such as E911 and toll limitation, to
the extent eligible carriers are providing these important services.

83. Finaly, we conclude that waivers should not generally be available to carriers that
do not provide one or more of the designated services. Nevertheless, as discussed supra, the
record supports the contention that some carriers may currently be unable to offer single-party
service. Because section 214(e) requires eligible carriers to "offer the services that are supported
by Federal universal service support mechanisms under section 254," we are unwilling to
recommend that telecommunications providers be permitted to receive broad waivers from the
requirement to provide the services we recommend designating for universal service support. As
discussed supra, however, we recommend that state commission be permitted to grant a request
for atransition to carriers that cannot currently provide single-party service if the circumstances
warrant such atransition period.

E. Extent of Universal Service Support

1. Background
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84. The 1996 Act states that "[c]onsumersin. . . high cost areas, should have access to
telecommunications and information services. . . ."** The NPRM asks for comment regarding
whether universal service support should be limited to carriers providing designated services to
residential users or residential and single-line business users, or whether support should be
provided for designated services provided to all usersin high cost areas.**

2. Comments

85.  Support for Single Residential Connections. Those commenters that addressed the
issue of the extent of universal service generaly favor limiting universal service support to
designated services carried on the initial line to residences.®*® Washington UTC, for example,
opposes supporting two or more single-party lines per residence.*” NTIA contends that federal
universal service support should be targeted toward single-line residential service.®® GTE argues
that a definition of "household" must be established if support is limited to primary residential
lines so that carriers are not required to determine whether a customer sharing a house or
apartment is a separate househol d.?*

86.  Support for Services Carried to Additional Residences. GTE opposes any attempt
to restrict universal service support to designated services carried on lines to primary
residences.®® According to GTE, it would be impractical to make such a distinction and, further,
the record does not support this approach.?*

87.  Support for Designated Services Carried to Businesses. Some commenters favor
extending support to connections to businesses in high cost areas.®? For example, Nat'l Assn of
Dev. Orgs. argues that rural economic viability depends upon access to communications services;

24 47 U.S.C. § 254(b)(3).

% NPRM at para. 24.

6 See, e.g., lllinois CC comments at 5; NCTA comments at 6.

7 See, e.g., Washington UTC comments at 10. See also Ameritech comments at 8.
28 NTIA reply comments at 8-9.

% GTE reply comments at 8-9.

20 GTE reply comments at 8.

= d.

%2 See, e.g., Cincinnati Bell comments at 5; LDDS comments at 9-10; Montana Indep. Telecom. comments at
5; SWBT comments at 7-8; Staurulakis comments at 5; Telec Consulting comments at 4.
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thus, it argues, support should be extended to multiple-connection businesses.®® Citizens Utilities
argues that, if a proven need for support exists for business lines, a national affordability standard

for businesses should be developed that is different from any affordability standard established for

residential service.”*

88.  Severd parties, in contrast, oppose providing universal service support for
designated services carried to businesses.”® Florida PSC argues that the goal of promoting
universal service relates to maximizing the number of households that have telephone service.”®
NTIA maintains that the costs of telephone services are likely to be a small fraction of total
operating costs for most businesses and, thus, affordability of service should not generally be a
problem for business users.®’ Florida PSC and NTIA assert that states should provide
appropriate funding if they determine that businesses need support.>® West Virginia Consumer
Advocate contends support should be limited to designated services provided to residences
because, it asserts, even single-line businesses can take tax deductions for telephone services as a
cost of doing business.®® MCI opposes extending universal service support to businesses,
because, it argues, supporting business lines would cause the level of support to grow
excessively.?®

3. Discussion
89.  Wefind that support for designated services provided to residential customers

should be limited to those services carried on a single connection to a subscriber's principal
residence.”®* We find that supporting one connection per residence is consistent with section

%3 Nat'l Assn of Dev. Orgs. comments at 8-9.

%4 Citizens Utilities comments at 7.

% See, e.g., AT&T comments at 13; Ameritech comments at 8; LCI comments at 3 (stating that "universal
service support has always been limited to baseline, residential services and the 1996 Act provides no indication
that Congress intended otherwise."); Western comments at 9.

%5 Florida PSC comments at 7.

=7 NTIA reply comments at 9.

%8 Horida PSC comments at 7; NTIA reply comments at 9.

%% West Virginia Consumer Advocate comments at 8.

20 MCI comments at 9. See also NTIA reply comments at 9.

%! In light of our recommended principle of competitive neutrality, we will hereinafter refer to "connections'
rather than "lines."
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254(b)(3), which states that access to services for low income consumers and those in rural,
insular and high cost areas should be reasonably comparable to that available in urban areas.*?
We conclude that support for asingle residential connection will permit a household complete
access to telecommunications and information services. All supported services, including access
to emergency services, would be available to a household by providing support for this residential
connection. The Joint Board, however, declines at this time to provide support for other
residential connections beyond the primary residential connection. Support for a second
connection is not necessary for a household to have the required "access' to telecommunications
and information services.”® Moreover, the statutory language does not provide any guidance for
determining what, if any, uses of a second connection are consistent with the goals of universal
service. Nor does the record provide sufficient basis for supporting second residential lines. GTE
contends that carriers will have difficulty determining whether a second connection to a residence
is a household's second connection or whether the residence is shared by two or more households.
It would appear, however, that carriers can use subscriber billing information to determine the
number of households at a given address. Accordingly, we conclude that eligible carriers should
receive support for designated services carried on the initial connection to a customer's primary
residence.

90. Weare unpersuaded that universal service support should be extended to second
residencesin high cost areas. We conclude that the consumer benefits that result from support
should not be extended to second homes, which may not be occupied at all times. Thereisno
evidence that the additional cost of supporting second or vacation residencesis justified in light of
the presumption that owners of these residences can afford to pay rates that accurately reflect the
carrier's costs to provide services carried on connections to second residences.

91.  Wefind that designated services carried to single-connection businessesin rural,
insular and other high cost areas should be supported by universal service mechanisms, although
we find that areduced level of support may be appropriate. We find general similarities between
residential and single-line business customers. Both single-line business and residential
subscribers require access for health, safety and employment reasons. Moreover, like residential
subscribers, most single-line businesses have few or no competitive options for local
telecommunications service. We disagree with Nat'| Assn of Dev. Orgs. that support should be
extended to multiple-connection businesses. We note that the Commission has, in the past,
elected to treat single-line businesses like residential customers, that is, differently from multiple-
line businesses.?®* In one instance, the Commission, finding that small businesses lack the ability

% 47 U.S.C. § 254(b)(3).
%3 1d. Seealso 47 U.S.C. § 254(b)(2) (promoting "access to advanced services').

%4 See In the Matter of MTS and WATS Market Structure, Memorandum Opinion and Order, 101 FCC 2d 1222
(1985) (determining that all single-line subscribers, whether residential or business, should pay the same SLC).
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to use alternatives to the public switched network that are available to large corporations, held
that the customer line charges should be the same for single-line business and residential
customers.?®® We determine that a distinction between single-connection and multiple-connection
businessis likewise appropriate for universal service purposes. The cost of serviceis unlikely to
be afactor that would cause a multiple-connection business not to subscribe to telephone service.
For small, single-connection businesses in high cost areas, however, the price of telephone service
may be prohibitive without support. Therefore, we recommend making universal service support
available for designated services carried to single-connection businesses in high cost areas.

92.  We conclude, however, that designated services carried to businesses subscribing
to only one connection should not receive the full amount of support designated for residential
connections in high cost areas. We agree with Citizens Utilities that, for business connections, a
standard different from that applied to residential connections for determining support should be
established. We recommend initially supporting the designated services carried on business
connections in ahigh cost area a alower level than that provided for residential connectionsin
the same area. As discussed, infra, we recommend that the Commission use a benchmark based
on the revenue generated per line to determine the amount of support carriers should receive.®
Under this recommended approach, eligible carriers would receive less support for serving single-
connection businesses than they would for residential service because business rates are higher
than residential rates.®®” Moreover, we find that providing support for designated services carried
to single-connection businesses in high cost areas at a reduced level is not inconsistent with the
1996 Act. We note that, as competition develops, it may be unnecessary to provide even this
reduced support for services carried on the initial connection of businessesin high cost areas.

F. Quality of Service
1. Background
93. The 1996 Act requires that "quality services should be available at just, reasonable

and affordable rates."*® Accordingly, the NPRM asked for comment on how the Commission can
assess whether quality services are being made available® In particular, the NPRM sought

%5 d.
%6 Seeinfra section VII.C.

%7 Asdiscussed in greater detail in section VI1.C, infra, we recommend that the amount of support be derived
from calculating the difference between the cost of providing service and the benchmark amount.

28 47 U.S.C. § 254(b)(1).

%% NPRM at para. 4.

a7



Federal Communications Commission FCC 9633

comment on the utility of performance-based measurements to evaluate whether this
congressiona objective is being met.?® Further, the NPRM stated that the Commission is
disinclined to prescribe technical standards for telecommunications carriers or other service
providers.?* Rather, the NPRM stated that the Commission preferred to let affected entities
(such as IXCs, LECs, equipment manufacturers, and customers) develop technica and
performance standards without direct intervention from the Commission, unless necessary.?> The
NPRM, expressing the Commission's preference for encouraging existing standard-setting bodies
to discuss and establish relevant technical standards, noted that there are currently several industry
bodies that address standards for various aspects of communications networks.?”

94.  The NPRM also sought comment on whether, in implementing the congressional
mandate to ensure that "quality services' are available, it would be useful to collect and publish
certain basic information regarding technical performance levels of carriers subject to the
Commission's rules?* The NPRM noted that providing customers with easy access to service
quality information could facilitate comparisons between the performance levels of various
telecommunications carriers and could potentially create a market-based incentive for carriersto
provide quality services.?” In addition, noting that competition will probably not develop in a
uniform fashion throughout the Nation, the NPRM sought comment on whether it is necessary to
obtain data that could be used by the public, regulators, and regulated entities to monitor service
quality performance from carriers, particularly those carriers that serve rural areas and are not
currently subject to the Commission's existing service quality monitoring program.?® The NPRM
also emphasized that the collection and publication of these data should entail the least possible
cost to the companies involved and, accordingly, solicited comment on whether industry
organizations or state commissions aready collect the information that should be contained in
these performance reports.?’’ The NPRM also asked whether it would be reasonable to rely upon
such existing information rather than extending the Commission's reporting requirements to all

270 Id
2 NPRM at para. 68.
272 Id

Z3 1d. (referring to the American National Standards Institute Committee T-1, Electronic Industry Association
and Telecommunications Industry Association).

2 NPRM at para. 69.
275 Id
2% |d. (citing 47 C.F.R. §§ 43.21-22).

27 d.
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carriers.?® Commenters were also asked to estimate the potential costs associated with these

various proposals for collecting performance information, in accordance with the 1996 Act's
mandate that support mechanisms should be "specific, predictable and sufficient."?® Finally, the
NPRM sought comment on whether the Commission should take action at some fixed date to
evaluate the need for continuing performance reports.®® The NPRM requested that the Joint
Board address in its recommended decision all of the issues raised in the NPRM with respect to
monitoring of telecommunications services.”®

2. Comments

95.  Assessing Existing Service Quality. Asa preliminary matter, some parties maintain
that high quality services currently exist, largely due to existing universal service support.?®> A
few commenters, however, contend that L ECs operating under price cap formulas are motivated
to reduce costs to the extent that lower service quality often results.® Harris argues that
telephone customer service indicators should continue to be used to assess service quality.?®*
ACTA maintains that the concept of quality of service must incorporate service provided by one
carrier to other carriers, such as underlying service provided by carriersto resellers and by access
carriersto IXCs.®

96.  Quality of Service Standards. Some parties generally support the imposition of
service quality standards on telecommunications providers.?®® GCl, for example, argues that the
Commission should adopt certain quality standards for core services including an evauation of

278 Id

2

N

° |d. (citing 47 U.S.C. § 254(b)(5)).
%0 NPRM at para. 70.

2 d.

*# See, e.g., NECA comments at 3.

%3 See International Communications Assn comments at 2; Michigan Consumer Federation comments at 5;
NASUCA comments at 8.

%4 Harris comments at 17-18 (noting that current methods of evaluating customer service rely on engineering
and customer service objectives such as central office blocking, time to clear out-of-service reports, customer
service call answer times, operator service call answer times, call completion rates, trouble reports and commission
complaints).

% ACTA comments at 2.

%6 See, e.g., CWA comments at 6; GCI comments at 7; NTIA reply comments at 7 n.13.
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valid complaints filed by consumers and customers (such as I XCs) and the amount of time taken
to fill customer service orders.?®” In addition, International Communications Assn recommends
that the Commission impose quality of service rules that measure service availability, errors per
second, mean time to restore outages, and service disruption.?®® Some parties argue that, if
competition comesto rural areas, the Commission should institute sufficient safeguards to assure
that the quality of service is equivalent to the standards met by the incumbent provider.?®* USTA,
in contrast, opposes the implementation of quality of service standards, because, it argues, the
market will provide the best means to enforce quality services in competitive areas.?®

97.  Some commenters provide specific models on which to base quality of service
standards. Wyoming PSC recommends that the Commission adopt on a nationwide basis its
service quality rules, which are based on the National Regulatory Research Institute service
quality framework model.** Michigan Library Assn also recommends the use of the National
Regulatory Research Institute model for a service quality framework.”? Texas PUC cites
NARUC's Modd Telecommunications Service Quality Rules and Telephone Service Quality
Handbook as models for regulators to use to implement quality of service standards.**® Some
parties argue that the Commission should base its service quality standards on existing standards
in the states®® or supplement those state standards.*

98. A few parties argue that the receipt of universal service support should be
contingent on maintaining certain quality of service levels*® For example, CWA argues that any
carrier wishing to receive federa universal service support must meet quality standardsin all four
prior calendar quartersin order to receive support, and that a carrier that does not reach this goa

%7 GCI comments at 7.

%8 |nternational Communications Assn comments at 3-4.

2 GVNW comments at 2; Montana Indep. Telecom. comments at 2.
0 USTA comments at 14.

21 Wyoming PSC comments at 2-3.

22 Michigan Library Assn comments at 5.

%3 Texas PUC comments at 2.

2 NASUCA commentsat 9; Virginia CC comments at 1.

% CWA comments at 9.

¢ See, e.g., CWA comments at 6; GCl comments at 7.
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should be required to pay a penalty in the form of a contribution to universal service.®’

99. State Roles. Several commenters believe state commissions should enforce quality
of service standards.®® A few state public utility commissions argue that the Commission should
defer to the states to monitor service quality.?® Other state commissions submit that quality
standards should be based on existing state standards.>® A few parties maintain that states should
monitor the quality of services provided by incumbent LECs until a competitive market
emerges.®* Taconic Tel. argues that states will have the responsibility to designate which carriers
will be eligible to receive support, and, thus, states should have the responsibility to establish and
monitor service quality levels3®

100. Technical Standards. Some parties propose specific technical standards, such as
transmission rates. For example, Merit argues that carriers should be required to provide voice
grade access to the public switched network capable of supporting high-speed modem access.>®
Michigan Consumer Federation contends that quality standardstied to performance level
requirements are preferable to technical specifications that may become obsolete.®** Michigan
Consumer Federation argues that the Commission must ensure that any technical standard setting
bodies to which it defers include public representation.®* NorTel, in contrast, supports the
Commission's tentative conclusion that it is unnecessary for the Commission to prescribe specific
technical standards to ensure quality telecommunications services.>®

%7 CWA comments at 6.

8 See, e.g., Alabama-Mississippi Tel. Assn comments at 4; Century comments at 9; GTE comments at 7 n.15;
MCI comments at 22; OITA-WITA comments at 16; Pennsylvania PUC comments at 8; Fred Williamson
comments at 6.

2® |daho PUC comments at 6; Oregon PUC comments at 3.

%0 New York DPS comments at 3; Wyoming PUC comments at 2.

%1 | DDS comments at 10; Oregon PUC comments at 3.

%2 Taconic Tel. reply comments at 4.

%3 Merit comments at 2 (proposing an initial definition of "high speed" equal to 28,000 kbps). See also People
For comments at 10.

%4 Michigan Consumer Federation comments at 8.
% Michigan Consumer Federation comments at 7.

%% NorTel reply comments at 4 (also arguing that the industry should focus on the development of standards
specifically adapted to the needs of rural and high costs areas).
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101. Quality of Service Reporting Requirements. Several commenters contend that
imposing reporting requirements would be unduly burdensome to carriers.*”” For example, MClI
argues that new entrants have no incentive to provide lower quality services, and, thus, athough
states should monitor quality of service generaly, they should not burden new entrants with the
cost of collecting and filing service quality data®® USTA contends that efforts to increase
regulatory requirements are contrary to the 1996 Act's intent to provide for a pro-competitive,
deregulatory national policy framework.3® A few state commissions, however, argue that
information that would enable comparisons between the performance levels of various
telecommunications carriers must be available to consumers.3*°

102. Using Publicly-Available Data. A few parties maintain that carriers are already
required to file quality of service reports with state agencies to which the Commission could have
access if necessary.®™ GTE argues that the Commission's ARMIS reporting requirements on
certain price cap carriers aready provide the Commission with service quality information on
mandatory price cap carriers.®? North Dakota PSC, in contrast, states that the Commission
would have to extend its reporting requirements to obtain quality of service information because
many small carriers are currently exempt from its quality of service oversight and from the
Commission's existing reporting requirements.®2 In addition, CWA argues that many states do
not have service standards and that some that do have standards do not make quality information
available to the public.®*

103. Future Evaluation of Continued Monitoring. North Dakota PSC argues that the
Commission should review the need for quality of service reports as local service competition

%7 See, e.g., Alabama-Mississippi Tel. Assn comments at 4; Taconic Tel. reply comments at 4.

%% MCI comments at 22 (also arguing that the Commission and Joint Board should create a higher burden for
any state that seeks to implement reporting requirements on new entrants that are equivalent to those imposed on
incumbents).

38 USTA comments at 14. See also ALTS comments at 20.

310 Florida PSC comments at 18-19; NASUCA comments at 10; North Dakota PSC comments at 3; OPC-DC
comments at 14.

31 Alabama-Mississippi Tel. Assn comments at 4; Pennsylvania PUC reply comments at 17.
%2 GTE comments at 7 n.15.
¥3 North Dakota PSC comments at 3.

34 CWA comments at 6 (referring to a 1992 NARUC publication).
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315

develops.
3. Discussion

104. The 1996 Act enunciates the principle that "quality services' should be available.®*
We refrain from recommending that the Commission require that eligible carriers meet specific
technical standards established by the Commission as a condition to receiving universal service
support. We have already recommended the specific definitions of the services a
telecommunications carrier must provide before receiving support. While we decline to
recommend that the Commission establish federal service quality standards beyond the basic
capabilities that carriers receiving universal service support must provide, we recognize that states
may adopt and enforce service quality rules, on a competitively neutral basis, consistent with
section 253(a), which furthers the congressiona intent of ensuring that all Americans have quality
services at just, reasonable and affordable rates.

105. Werecommend that the Commission, to the extent possible, rely on existing data
to monitor service quality. Because many states aready have adopted service quality
requirements,®'’ we do not recommend that the Commission undertake efforts to collect quality of
service data in addition to those already in place with respect to price cap LECs. In many cases,
additional requirements by the Commission would duplicate the states efforts. Instead, we
recommend that state commissions submit to the Commission the service quality data provided to
them by carriers. We further recommend that the Commission not impose data collection
requirements on carriers at thistime.**® Therefore, we conclude that the Commission should rely

315 North Dakota PSC comments at 4.
6 Spe 47 U.S.C. § 254(b)(1).

%7 See, e.g., National Regulatory Research Institute, Telecommunications Service Quality (March 1996)
(indicating that 32 state regulatory commissions and the District of Columbia have instituted quality of service
standards since the AT& T divestiture).

%8 We note that the Commission already imposes quality reporting requirements on some carriers. For
example, price cap LECs are required to file service quality reports with the Commission. The ARMIS 43-05 and
ARMIS 43-06 reports provide measures of service quality. Specifically, the ARMIS 43-05 report covers service
LECs provide to IXCs (Table ), the provision of local service (Table Il), blockage on common trunk groups
between the LEC wire centers and access tandems (Table 111), LEC switch downtime (Table 1V), and service
quality complaints filed with the Commission and with state commissions (Table V). Tablel of the ARMIS 43-06
report covers subjective measures of customer satisfaction. See Second Report and Order, 5 FCC Rcd 6786 (1990)
and Erratum, 5 FCC Rcd 7664 (1990) (LEC Price Cap Order), modified on recon., 6 FCC Rcd 2637 (1991),
further modified on recon. 6 FCC Rcd 4524 (1991) (ONA Part 69 Order), Second Further Recon. aff'd 7 FCC Rcd.
5235 (1992), upheld on appeal, National Rural Telecom Association v. FCC, 988 F.2d 174 (D.C. Cir. 1993). See
also Policy and Rules Concerning Rates for Dominant Carriers, Memorandum Opinion and Order, 6 FCC Rcd
2974, pet. for recon. denied 6 FCC Rcd 7482 (1991).
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on service quality data collected at the state level in making its determination that "quality
services' are available, consistent with section 254(b)(1).

106. Further, we agree with NECA that competition should ultimately give carriers the
incentive to provide quality services by alowing consumers to choose among various
telecommunications providers. We are unpersuaded by the arguments of GVNW and Montana
Indep. Telecom., which contend that the Commission should institute specific standards to ensure
that competitors provide the same quality service as the incumbent. We believe that most
competitors will strive to attain alevel of service quality at least equal to the level currently
provided by incumbents in order to attract and maintain subscribers. In addition, to the extent
quality is readily observable to potential customers, competitive carriers will have an incentive to
maintain service quality even in the absence of competition.

G. Revisiting the Definition of Universal Service
1. Background

107.  Section 254(c)(2) states that "[t]he Joint Board may, from time to time,
recommend to the Commission modifications in the definition of the services that are supported
by Federal universa service support mechanisms."*** Accordingly, the NPRM provided that the
Commission will periodically review, after obtaining Joint Board recommendations, the definition
of services supported by universal service mechanisms*® The NPRM suggested that the Joint
Board and the Commission may wish to revisit the definition of universal service at fixed intervals
such as five-year periods,** but stated that, contingent upon the information collected in a
Commission proceeding mandated by section 706 of the 1996 Act, the topic may be reconsidered
even sooner.®*? The NPRM stated that, in order to apply the criteria set forth in section
254(c)(1), additional information -- specifically, the extent to which particular services "are being
deployed in public telecommunications networks' and "have been subscribed to . . . by a

9 47 U.S.C. § 254(c)(2).
30 NPRM at para. 2.

%1 NPRM at para. 67 (citing Rulemaking on the Commission's Own Motion into Universal Service and to
Comply with the Mandates of Assembly Bill 3643, R.95-01-020; and Investigation on the Commission's Own
Motion into Universal Service and to Comply with the Mandates of Assembly Bill 3643, 1.95-01-020, Interim
Opinion (Cal. Pub. Utils. Comm'n, filed Jan. 24, 1995)).

%2 NPRM at para. 67 n.147 (citing 47 U.S.C. § 706(b) which states "[t]he Commission shall, within 30 months
after the date of enactment of this Act, and regularly thereafter, initiate a notice of inquiry concerning the
availability of advanced telecommunications capability to all Americans. . .. The Commission shall determine
whether advanced telecommunications capability is being deployed to all Americansin areasonable and timely
fashion.").
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substantial majority of residential customers' -- must be obtained.*”® The NPRM recognized that,
although periodic review could help to ensure that the definition does not remain static, it could
also entail the expenditure of resources on unnecessary proceedings.®** Therefore, the NPRM
proposed to rely on information sources that already exist and to initiate additional data collection
efforts only if existing information is inadequate to assess proposed changes to the definition of
universal service and a cost/benefit analysis demonstrates that the burden of collection would not
outweigh the value of the information requested.®”

2. Comments

108. Periodic Reassessment. GTE proposes adopting the California PUC's plan for
reviewing the definition of universal service.*® Under the California PUC plan, areview is made
no more frequently than every three years.**’ According to GTE, the California plan avoids too-
frequent review, which can entail "unnecessary expenditure of resources'*® and alows igible
carriersto plan their network investments efficiently over time.** GTE and California PUC
propose a system whereby parties wishing to amend the definition can petition the Commission to
add a new element if three years have passed since the last review.*** GTE also recommends that
the Commission could set a maximum interval, such asfive years, after which it would undertake
areview if no petition has been acted upon.®*

109. Harris advocates allowing NARUC to decide when to reconsider the definition of
universal service.*? North Dakota PSC suggests that the list of services supported should be
revisited each year for the first five years after implementation, and, thereafter, considered every

%2 NPRM at para. 67 (citing 47 U.S.C. § 254(c)(1)).

%4 NPRM at para. 67.

%5 NPRM at para. 67.

%6 GTE comments at 3.

%7 Cdlifornia PUC comments at 17; GTE comments at 3.
%8 GTE comments at 3 (citing NPRM at para. 67).

¥ GTE comments at 3.

%0 Cdliifornia PUC comments at 18; GTE comments at 3.
%1 GTE comments at 3.

32 Harris comments at 6.
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two years, with a monitoring report filed during the "off" years.** New Y ork DPS recommends a
triennial review.®* Ohio Consumers Council suggests areview no later than two years after the
Commission's rules are issued and no less often than every two years thereafter.>* USTA
recommends implementing areview at least every five years, but not more frequently than every
three years.*® Telec Consulting recommends a periodic review set at fixed intervals such as every
two or three years.*’" Wisconsin PSC advocates a biennial review, but believes that public
comment and a Joint Board recommendation on the issue of reporting conditions should not be
addressed until after new universal service programs are in place, so that the effectiveness of any
new programs can be measured.>*®

3. Discussion

110. Werecommend that the Commission convene a Joint Board no later than January
1, 2001, to revisit the definition of universal service. We find that the Joint Board's and
Commission's approach to revisiting the definition of universal service must strike a reasonable
balance between too frequent reviews, which could result in an unnecessary expenditure of
resources, and sporadic evauation, which may not produce a definition of universal servicethat is
consistent with the principles enumerated in section 254(b) and reflect the definitional criteria of
section 254(c). In addition, the Commission may institute a review at any time upon its own
motion or in response to petitions by interested parties.®*

111. Wefind the record to be insufficient at this time to support our recommending that
the Commission adopt reporting requirements in order to collect data that may assist the
Commission in reevaluating the definition of universal service. We recognize that, in order to
apply the criteria set forth by Congress in section 254(c)(1), the Commission will need
information regarding, for example, whether a proposed service has "been subscribed to by a
substantial mgjority of residential customers’ and is "being deployed in public telecommunications

%3 North Dakota PSC comments at 3.

% New York DPS comments at 16.

% Ohio Consumers Council comments at 18.

%6 USTA comments at 13.

%7 Telec Consulting comments at 15.

%8 Wisconsin PSC comments at 12-13.

% We note that, in complying with the statutory mandate of section 706(b) of the 1996 Act, the Commission

may take additional steps to determine whether advanced telecommunications capability is being deployed to all
Americans. See 1996 Act, 8 706(b).
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networks by telecommunications carriers." Nevertheless, we recommend that the Commission
base future analyses of the definition of universal service, inter alia, on data derived from the
Commission's existing data collection mechanisms such as those collected through ARMIS.

V. AFFORDABILITY
A. Overview

112. The 1996 Act states that "quality services should be available at just, reasonable,
and affordable rates."3* This section examines the various ways the term "affordable" may be
defined. In addition, it considers what factors should be considered in examining affordability
including subscribership levels and other non-rate factors that may influence a consumer's decision
to subscribe to local telephone service. Finaly, in this section, the Joint Board considers the roles
the Commission and state commissions should play in ensuring rates are affordable.

B. Affordability
1. Background

113.  Section 254(b)(1) provides that "[q]uality services should be available at just,
reasonable and affordable rates."** In addition, section 254(i) requires that "[t]he Commission
and the states should ensure that universal serviceis available at rates that are just, reasonable and
affordable."*** The NPRM, noting that the "affordable" criterion has not previously been
addressed in the context of universal service, requested comment on how the Joint Board can
assess Whether affordable service is being provided to al Americans3*® To facilitate discussion of
the concept of affordability, the NPRM cited a dictionary definition of the term "afford."*** The
NPRM also sought comment proposing standards for evaluating the affordability of al
telecommunications, not merely telephone exchange, services.3* Specifically, the NPRM asked

0 47 U.S.C. § 254(b)(1) (emphasis added).
%L 47 U.S.C. § 254(b)(1).

32 47 U.S.C. § 254(i). Seealso S. Rep. No. 230, 104th Cong., 2d Sess. 134 (1996) (Joint Explanatory
Statement).

%2 NPRM at para. 4.

%4 NPRM at para. 4 (citing Webster's New World Dictionary at 23 (William Collins, Second College ed. 1980)
("afford” is defined as follows: "to have enough or the means for; bear the cost of without serious inconvenience”)).

% NPRM at para. 14 (citing 47 U.S.C. § 254(c), (i)).
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commenters to identify the criteria or principles that should be used to determine "affordable”
rates, and whether there should be procedures to recalibrate these rates to reflect changes in
inflation or other factors that may make periodic readjustment necessary.**

114.  In addition to seeking public comment in the NPRM, on July 3, 1996 the
Commission's Common Carrier Bureau released a Public Notice to supplement the NPRM's
requests for comment ("Public Notice").3*” The Public Notice asked, inter alia, whether it is
appropriate to assume that current rates for services included within the definition of universal
service are affordable, despite variations among companies and service areas.*® In addition, the
Public Notice requested comment on the extent to which factors other than rate levels, such as
subscribership levels, telephone expenditures as a percentage of income, cost of living, or local
calling area size, should be considered in determining the affordability and reasonable
comparability of rates.3*

2. Comments

115. InGeneral. Asapreliminary matter, afew parties address how the word
"affordable’ should be defined. Texas OPUC, for example, maintains that "affordable” is not
determined by whether one can pay a certain rate, but whether that price causes a serious
detriment, consequence, or inconvenience.®* United Church of Christ opposes defining
"affordability" as "acceptable harm."**! Michigan Consumer Federation argues that the Webster
definition cited in the NPRM is misplaced because, it argues, the concept of affordability "clearly
means rates that are at or below the true and reasonable cost of providing service."** AARP
asserts that the relative concept of affordability, i.e., "to bear the cost of without serious
inconvenience,” must be given equal emphasis as the absolute concept, "to have enough or the
means for."*>* Specifically, AARP avers that the concept of affordability should be defined to

%6 NPRM at para. 25.
%7 Public Notice (DA-96-1078) (rel. July 3, 1996).
%8 public Notice (DA-96-1078) (released July 3, 1996) at question 1.

% public Notice at question 2. The Public Notice also asked for comment on whether a specific national
benchmark rate for core services should be established. Thisissueisdiscussed infrain section V.

30 Texas OPUC comments at 12.
31 United Church of Christ comments at 5.
%2 Michigan Consumer Federation comments at 18.

%3 AARP comments at 6; CPI reply comments at 8; Ohio Consumer's Council reply comments at 10.

58



Federal Communications Commission FCC 9633

mean that people are not forced to pay so much for a necessity that it causes serious
inconvenience or detriment.** America's Carriers warns against defining "affordability" so that it
equates with "free" and creates an entitlement to telecommunications services.®*

116. Current Rates. Many commenters believe it is appropriate to conclude that current
rates are affordable.®*® Time Warner contends that there is a high rate of acceptance of prevailing
prices which indicates that rates are within an affordable range.*®" BellSouth, AirTouch, and TCI
argue that rates could be raised without significantly affecting affordability.®® Other parties
conclude that urban rates may be considered affordable, but that rural rates must be equivalent to
urban rates in order to be deemed affordable®® A few parties argue that the Commission cannot
make a determination that existing rates are affordable without explicitly defining "affordable."3®

117. Several commenters argue that the Commission may not conclude that current
rates are affordable.®*' For example, Maine PUC cites "formidable measurement problems’ that
must be overcome before any conclusion regarding the effect of rates on universal service for a

3 AARP comments at 7.
35 America's Carriers comments at 3.

% See, e.g., AT&T comments at 16; BellSouth comments at 1; MCI comments at 4 n.4; Missouri PSC
comments at 4, NCTA comments at 3-4; Time Warner comments at 6; Sprint comments at 9; West Virginia
Consumer Advocate comments at 8; CPI reply comments at 8; AT& T further comments at 3; AirTouch further
comments at 2; Ameritech further comments at 4; Bell Atlantic further comments at 1; Century further comments
at 6; NYNEX further comments at 1, PacTel further comments at 5-7; Time Warner further comments at 2;
Vanguard further comments at 2-3.

%7 Time Warner further comments at 2.

%8 AirTouch further comments at 2-3; Bell South further comments at 1-2; TCI further comments at 5.
%% Pennsylvania RDC comments at 2; Sprint comments at 9.

%0 See, e.g., Media Access Project further comments at 2.

%! See, e.g., Alliance for Public Technology further comments at 2 (stating that "arate is not affordable unless
it isthe lowest rate that would be possible if the least cost transmission mode were used for that bandwidth"); ITC
further comments at 1 (stating that local rates are often "subject to political considerations, the target of
contributions, the product of ‘value of service' pricing, subject to concurrence in other Exchange Carrier local
tariffs and often [set] absent any knowledge of true costs"); Maine PUC further comments at 1-3 (arguing that rates
set by states are influenced by a variety of factors); Media Access Project further comments at 1 (arguing that
current rates are likely to be artificially high as telecommunications providers are operating in a monopoly
market); Vitelco further comments at 1-2 (stating that a company's existing rates must be measured against service
areas and subscribers income levels); Washington UTC further comments at 2 (arguing that affordability of
current rates depends on the relationship between a serving company's costs and prices and non-rate factors).
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particular area can be made, including differences among state policies on which rates are
based.®? In addition, ITC contends that rates are "far from being usable as a measure of
affordability” because they are often subject to political considerations and other variable
factors.®®

118. Subscribership Levels and Other Non-Rate Factors. Some parties oppose
considering affordability in terms of factors other than rates, such as subscribership and household
income levels*** Ameritech argues that any relationship that may exist between non-rate factors
and affordability has not been established.®** Similarly, Sprint asserts that rates have little to do
with subscribership levels**® Time Warner maintains that, before mandating that non-rate factors
be considered when determining affordability, the Commission should consider whether data
reflecting these non-rate factors are readily available, whether it will be difficult to obtain any
necessary data, and what costs are associated with gathering and processing the requested data
with respect to individual consumers or groups.®*’ United Church of Christ opposes linking
affordability to subscribership levels because, it argues, in some markets consumers have no
choice but to pay rate increases or do without telecommunications services.*® PacTel asserts that
affordability is not necessarily correlated with income because, it argues, "affordability isavery
personal decision based on many different factors for each individual "%

119. Many parties contend that the present subscribership level indicates that current
rates are affordable.®® Vanguard argues that the Commission should take official notice of its

%2 Maine PUC further comments at 2.
38 | TC further comments at 1-2.

%t AT&T further comments at 3; Ameritech further comments at 7; CompTel further comments at 6; GTE
further comments at 5.

%5 Ameritech further comments at 7 (arguing that the Commission should undertake an empirical study on
impediments to subscribership before considering non-rate factors).

%6 Sprint further comments at 2.

%7 Time Warner further comments at 6.

%8 United Church of Christ comments at 6. See also Edgemont reply comments at 3.

%9 PacTel comments at 23.

50 NTIA reply comments at 12; AT&T further comments at 3; Ameritech further comments at 4-6; Citizens
Utilities further comments at 2; GTE further comments at 5; MCI further comments at 1-2; MFS further comments

at 2; Minnesota Indep. Coalition further comments at 1; NECA further comments at 1; NCTA further comments at
2; NYNEX further comments at 1; SWBT further comments at 2; TCI further comments at 5; Teleport further
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own subscribership reports as demonstrating that current rates are sufficiently low to promote
widespread subscribership.>* Ameritech asserts that, even considering the lowest penetration rate
in the various states -- referring to an 85 percent subscribership rate in New Mexico -- it is hot
unreasonable to conclude that telephone services are generally available when at least 85 percent
of households subscribe to "core" services.3

120. Other commenters argue that current subscribership levels demonstrate that rates
are not affordable to all Americans.®” For example, New Mexico AG contends that the difference
in subscribership rates between househol ds with incomes above $50,000.00 and those below that
amount indicate that affordable service is not currently available to all Americans®* Similarly,
Idaho PUC argues that although prices could probably rise without a drastic reduction in
subscribership, this does not mean that rates should be allowed to rise, as affordability isa
question of consumers priorities, not just service prices.>”

121. Some commenters contend that affordability should be linked to subscriber
incomes.*”® For example, some parties view the percentage of a subscriber's income that is spent
on telecommunications expenditures as an appropriate way to assess affordability.3’” SWBT and
USTA support identifying the "affordable rate” for local service as 1 percent of the statewide and
national median household income, respectively.®® AARP, however, arguing that residential rates
would increase because residential customers currently spend less than this amount on basic

comments at 1-2; U S West further comments at 1-2; Vanguard further comments at 2-3.

81 Vanguard further comments at 2 (citing " Telephone Subscribership in the United States,”" Industry Analysis
Division, Common Carrier Bureau, Federal Communications Commission (released June 1996) (estimating that
93.8 percent of all households in the United States have telephone service).

872 Ameritech further comments at 4.

88 Maine PUC comments at 3; Benton further comments at 2; CFA further comments at 1; Puerto Rico Tel.
Co. further comments at 1-2.

34 New Mexico AG comments at 2. See also Benton further comments at 2.

3% |daho PUC comments at 8-9.

%% Ad Hoc Telecom. Users. comments at 20; Cdifornia Dept. of Consumer Affairs comments at 18; Puerto
Rico Tel. Co. comments at 10; SWBT comments at 10; AirTouch further comments at 3; Bell South further
comments at 3. See also GTE comments at 8.

87 See, e.g., CFA further comments at 2.

3 SWBT comments at 10-11; USTA comments at 15 n.21. See also BellSouth further comments at 2.
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services on average, opposes these approaches.*” Other parties favor measuring affordability by

considering consumers disposable income.® U S West, for example, supports comparing
telephone service expenditures to expenditures for cable television services, entertainment
services, other communication services, or other discretionary household expenditures.®*
BellSouth argues that the affordability criteria should be based on what subscribers or households
on the margins of the poverty level, specifically at 125 percent of the poverty level, consider to be
affordable.®*

122. Some commenters argue that the concept of affordability must account for a
consumer's entire telecommunications expenditure, and not just include the cost of local service.
For example, PUL P recommends considering the costs to a consumer of connection charges,
deposits, advanced payments, late payment charges, and other costs needed to obtain or reinstate
service® Similarly, OPC-DC argues that affordability might be measured by the number of
terminations or suspensions for nonpayment.® In addition, ITC argues that underlying costs
such as access charges and wholesale rates for resold services must also be affordable so that
carriers can offer affordable services to end users.®® Several parties argue that calling scope must
be factored into a determination of affordability, as rural consumers must often place toll calls
outside their local calling areas.®®" For example, Rural lowa Indep. Tel. Assn asserts that rural
subscribers may have to place toll calls to reach schools, health care providers, and other
ingtitutions.*® NECA contends that calling scope and total amount of bills should be considered,
but subscribership levels, consumer income, and cost of living should not be presumed to affect

383

5% AARP reply comments at 7-8.

%0 PULP comments at 7; Puerto Rico Tel. Co. comments at 6.
%l U SWest further comments at 2.

%2 BellSouth comments at 31-32.

%8 Century comments at 4-5; Minnesota Indep. Coalition comments at 7-9; USTA comments at 14-15; Virginia
CC reply comments at 2; AirTouch further comments at 3; Minnesota Indep. Coalition further comments at 3.

% PULP comments at 9.

% PULP comments at 8-9; OPC-DC reply comments at 7.

% |1TC comments at 5-6.

%7 See, e.g., AARP comments at 18; Century comments at 4-6; Keystone comments at 8; Rural lowa Indep.
Tel. Assn comments at 3; Telec Consulting Resources comments at 5; Minnesota Indep. Coalition reply comments

at 3-4; Alaska Tel. further comments at 5; CFA further comments at 2-3; Western Alliance further comments at 2.

%8 Rural lowaIndep. Tel. Assn comments at 3.
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affordability .3

123. State and Federal Determination of Affordability. A substantial number of
commenters advocate permitting the states to define affordable rates, because of the unique
circumstances of consumersin each state.®® PacTel argues that states, in their rate-making
capacities, should determine what is affordable* Other parties favor the establishment of a
nationwide affordability rate.* Citizens Utilities suggests that a nationa price affordability
standard be created, but that states be permitted to create their own affordability standards and
create their own support mechanism to fund the difference between federal support levels and
carrier costs that are above the state standard.®* ITC believes that national subscribership goals
should be established and affordability should then be determined at the local level 3

124. Readjustment of Affordability. Texas OPUC opposes recalibrating rates to reflect
changes in inflation because, it argues, the rea cost of providing services is declining.®** Ohio
Consumer's Council argues that any recalibration should be based on the growth or decline in
consumers' incomes, but that declining industry costs should also be considered.*®* Citizens
Utilities argues that periodic adjustments to national price affordability standards are necessary to
account for inflation and pricing changes.®*’ Similarly, GTE supports an automatic adjustment for
inflation to prevent support from being diluted over time and to avoid future concerns regarding

% NECA further comments at 3.

0 See, e.g., AARP comments at 18; California Dept. of Consumer Affairs comments at 17; NARUC comments
at 5; New York DPS comments at 5; Ohio Consumer's Council comments at 11; PacTel comments at 20;
Pennsylvania PUC comments at 9; Texas PUC comments at 5; Washington UTC comments at 7; Fred Williamson
comments at 6, 12; CPI reply comments at 8-9; Virginia CC reply comments at 2; Bell Atlantic further comments
at 1; GTE further comments at 8; NYNEX further comments at 2.

%1 PacTel further comments at 7.

%2 See, e.g., AT&T comments at 17; Time Warner comments at 7. The comments of additiona parties who
advocate a nationwide affordability benchmark for purposes of establishing high cost support are discussed infra,
section VII.C.

%3 Citizens Utilities comments at 11-12.

¥4 1TC further comments at 2.

3% Texas OPUC comments at 14.

3% Ohio Consumer's Council comments at 11.

3

©

7 Citizens Utilities comments at 11.
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the growth of funding levels.*®

3. Discussion

125. Inthe 1996 Act, Congress not only reaffirmed the continued applicability of the
principle of “just and reasonable” rates, but also introduced the concept of “affordability.”
Although we believe an increasingly refined understanding of the term affordability will evolve
over time,*® we find that the Webster Dictionary definition isinstructive in determining how to
interpret the concept for purposes of crafting universal service policies consistent with the
congressional intent underlying section 254. As AARP and other commenters appropriately note,
the definition of affordable contains both an absolute component ("to have enough or the means
for") and arelative component ("to bear the cost of without serious detriment”). Therefore, we
conclude that both the absolute and relative components must be considered in making the
affordability determination required under the statute. We find that an evaluation that considers
price alone does not effectively address either component of affordability.

126. In general, we find that factors other than rates, such aslocal calling area size,
income levels, cost of living, population density, and other socio-economic indicators may affect
affordability.*® Washington UTC and other commenters observe that these other factors may
vary by region. We conclude that the concept of affordability should encompass a consideration
of factors other than rates.

127.  Although subscribership levels can be influenced by many factors,*® we agree with
the many commenters finding a general correlation between subscribership level and affordability.
We find that arelatively high penetration rate suggests, but does not ensure, that rate levels are

%8 GTE comments at 8 n.16.

¥9 47 U.S.C. 88 254(b)(1), 254(i).

40 The principle of “just and reasonable” has been interpreted in numerous judicial and administrative
proceedings. See, e.g., Bluefield Water Works & Improvement Co. v. Public Serv. Comm’'n of West Virginia, 262
U.S. 679, 693 (1923) (finding just and reasonable rate "depends on circumstances, locality and risk"); Federal
Power Commission v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944) (holding "fixing of 'just and reasonable
rates involves a balancing of the investor and the consumer interests’).

4% We note that the specific needs of low income consumers are addressed in section V111, infra.

4% Subscribership levels may also be influenced by such factors as the level of toll charges or service connection
charges.
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affordable*® We further conclude, however, that alow or declining penetration rate may be an
indicator that rate levelsin ajurisdiction are not affordable. In general, we find subscribership
levels provide relevant information addressing the basic question of whether consumers have the
means to subscribe to telephone service. We find monitoring subscribership to be atool in
evaluating the affordability of rates. It should not, however, be the exclusive tool in measuring
affordability.** Subscribership levels do not address the second component of the definition of
affordability, namely, whether paying the rates charged for services imposes a hardship for those
who subscribe.

128. Weaso find, consistent with the arguments of Montana PSC and other parties,
that the scope of the local calling area directly and significantly impacts affordability. The rate
design described by Puerto Rico Tel. Co. illustrates the correlation between scope of calling area
and rate.*® According to Puerto Rico Tel. Co., its rates for unlimited basic residential calling
range from $18.80 in the densely populated San Juan area with access to more than 340,000
access linesto $6.45 in an area with access to 200 or fewer access lines.*® Implicit in the Puerto
Rico Tel. Co. rate design is recognition that, with more limited local calling areas, subscribers may
have to incur greater toll charges to reach an equivalent number of lines. If rates charged for local
service were the only consideration, the $6.45 rate would be considered "more affordable" than
the $18.80 rate. Y et consideration of the scope of the calling area suggests that rates disparate on
their face may in fact be smilarly affordable for a given leve of toll charges. Conversaly, identical
rates may not be equally affordable when the extent of their associated local calling areas differ.
Therefore, the Joint Board concludes that the scope of the local calling area should be considered
as another factor to be weighed when determining the affordability of rates. In addition, we find
that in considering this last factor, examining the number of subscribers to which one has access
for local servicein alocal caling area alone is not sufficient. A determination should be made
that the calling area reflects the pertinent “community of interest,” allowing subscribersto call
hospitals, schools, and other essential services without incurring atoll charge.

129. Customer income level aso is afactor that should be examined when addressing

4% See PULP comments at 6 (arguing that subscription data do not reveal whether a particular service can be
afforded without hardship). As anumber of commenters noted, because telephone serviceis considered a modern
necessity, some consumers subscribe irrespective of whether the rate causes serious inconvenience. See, e.g., CFA
further comments, (App. 1) at 12.

4 See Alaska Tel. further comments at 4.

% Pyerto Rico Tel. Co. comments at 9-10.

“% pyerto Rico Tel. Co. subscribers with access to between 10,000 and 40,000 callersin their local calling area
pay $15.10; with access to 5,001 to 10,000, the rate is $14.00; and with access to 201 to 1,000, the rate is $7.60.

Id. Seealso Alaska Tel. further comments at 5; Minnesota Indep. Coalition further comments at 3-4; RTC further
comments at 7.
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affordability. While a specific rate may be affordable to most customersin an affluent area, the
same rate may not be affordable to lower income customers. We agree with the conclusions of
many commenters regarding the nexus between income level and ability to afford telephone
service®” We rgiect, however, SWBT's proposal to define affordability based on a percentage of
national median income. Such an approach would be inequitable because of the significant
disparity in income levels throughout the country. For example, arate equal to 1 percent of the
national median income level would equal 7 percent of the average annual income level for a
household in Birch Creek, Alaska.*® Therefore, we conclude that per capitaincome of alocal or
regiona area, and not a national median, should be considered in determining affordability. In
addition to income level, we agree with CNMI and other commenters that conclude that the cost
of living in an area may affect the affordability of a given rate.

19.  Wedso agree with Maine PUC when it recognizes that many variations in a state’s
rates reflect “legitimate local variationsin rate design.” Such variations include the proportion of
fixed costs allocated between local services and intrastate toll services; proportions of local
service revenue derived from per-minute charges and monthly recurring charges; and the
imposition of mileage charges to recover additional revenues from customers located a significant
distance from the wire center.*® We find that these factors too should be considered in making
the determination of affordability of rates.

130. Insummary, we find that a determination of affordability must take into
consideration both rates and other factors.*® In addition, we agree with commenters that argue
that scope of local calling area should be considered in determining whether rates are affordable.
We aso find that customer income level and cost of living are factors that should be considered
on aloca rather than nationwide basis in order to accurately capture the effects of local
circumstances on affordability. Finally, we conclude that, because a variety of factors contribute
to the establishment of local rates, these factors should also be considered when determining
whether rates are affordable.

131. Inlight of our conclusions regarding the importance of the particular factors other
than rates identified in the preceding paragraphs, we recommend that the states exercise primary
responsibility, consistent with the standard enumerated above, for determining the affordability of
rates. As many commenters note, the characteristics of each jurisdiction are unique, and the states
possess both the knowledge and expertise to understand and evaluate these factors and to

7 See, e.g., Benton reply comments at 10.
48 Alaska PUC comments at 3-4. See also Florida PSC further comments at 3.
4% Maine PUC comments at 11-12.

40 See supra for alist of those factors.
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determine ultimately how they affect rate affordability. In finding that states should assume the
primary responsibility in ensuring affordability, we expresdy reject the approach favored by some
commenters that the Commission designate a nationwide affordable rate. A nationwide
affordable rate would ignore the vast differences within and between regions that can affect what
constitutes affordable service. Because, as commenters have noted, various factors contribute to
the establishment of rates, we further rgject the assertion that an average of current unadjusted
rates would accurately reflect an affordable rate. To the extent that consumers wish to challenge
whether arateis truly "affordable,” we find the state commissions, in light of their rate-setting
roles, are the appropriate forums for raising such issues. Additionally, we conclude that the
Commission will continue to oversee the development of the concept of affordability, and may
take action to ensure rates are affordable, where necessary and appropriate.

132.  Although we recommend that the states should make the primary determination of
rate affordability, we recognize that Congress, through the 1996 Act, gave the Commission arole
in ensuring universal service affordability. Subscribership levels, while not dispositive on the issue
of affordability, provide an objective criterion to assess the overall success of state and federal
universal service policiesin maintaining affordable rates. Therefore, we recommend that, to the
extent that subscribership levelsfall from the current levels on a statewide basis, the Commission
and affected state work together informally to determine the cause of the decrease and the
implications for rate affordability in that state. 1f necessary and appropriate, the Commission may
open aformal inquiry on such matters and, in concert with the affected state, take such action as
is necessary to fulfill the requirements of section 254. We find that this proposed dua approach
in which both the states and the Commission play roles in ensuring affordable rates is consistent
with the statutory mandate embodied in section 254(i).

133.  Whilewe view local rates as generally affordable throughout the nation based on
subscribership levels, aformal determination that current rates are affordable is unnecessary at this
time given the recommended decisions we reach in the paragraph above. Each state will continue
to have the primary responsibility for making the finding that rates for local service are affordable
based upon its consideration of the ratesin question in light of the above-described non-rate
factors.

VI. CarriersEligiblefor Universal Service Support
A. Overview

134. Inthis section of the Recommended Decision, we discuss which
telecommunications carriers will be éigible to receive support from the federal universal service
support mechanisms. We recommend that the statutory criteria set out in section 214(e) be used
to determine which carriers are designated eligible telecommunications carriers. Pursuant to
section 214(e), carriers must offer all the services supported by the federal universal service
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support mechanism throughout their service areas to be eligible for universal service support,
except that only carriers with the technical capability to offer toll limitation services should be
required to offer such services to qualifying low-income consumers, as discussed infra in section
VIII. Specificaly, section 214(e) requires that, throughout its designated service area, an eligible
carrier: (1) offer all of the services that are supported by the federal universal service mechanism;
(2) offer such services using its own facilities or a combination of its own facilities and resale of
another carrier's services,; and (3) advertise the availability and charges for such services. In the
case of areas served by rura telephone companies, we recommend that such a company's existing
study area be used as the designated service area. With respect to areas served by non-rural
carriers, the states have primary responsibility for designating the service area. We recommend,
however, that the service areas chosen by the states not be unreasonably large.

B. Eligible Telecommunications Carriers
1. Background

135. Section 254(e) provides that, after the effective date of the Commission's
regulations implementing section 254, "only an eligible telecommunications carrier designated
under section 214(e) shall be eligible to receive specific Federal universa service support."#*
Section 254(e) further prescribes that a carrier receiving universal service support "shall use that
support only for the provision, maintenance, and upgrading of facilities and services for which the
support isintended."**? Additionally, section 254(k) prohibits a carrier from using non-
competitive services to subsidize services that are subject to competition.**

136. Section 214(e)(1) of the 1996 Act provides that:

"A common carrier designated as an eligible telecommunications carrier under
paragraph [214(e)(2)] or [214(e)(3)] shall be eligible to receive universa service
support in accordance with section 254 and shall, throughout the service area for
which the designation is received-

(A) offer the services that are supported by Federal universal

service support mechanisms under section 254(c), either using its

own facilities or a combination of its own facilities and resale of

another carrier's services (including the services offered by another

eligible telecommunications carrier); and

(B) advertise the availability of such services and the charges

47 U.S.C. § 254(€).
“2 47 U.S.C. § 254(€).

“3 47 U.S.C. § 254(K).
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therefor using media of general distribution."**

137. Pursuant to section 214(e)(2), state commissions must, either upon their own
motion or upon a carrier's request, designate a common carrier that meets the requirements of
section 214(e)(1) "as an eligible telecommunications carrier for a service area designated by the
State commission."**> Section 214(€)(2) also provides for the designation of more than one
carrier as an eligible telecommunications carrier. It states:

Upon request and consistent with the public interest, convenience, and necessity,
the State commission may, in the case of an area served by arural telephone
company,*® and shall, in the case of all other areas, designate more than one
common carrier as an eligible telecommunications carrier for a service area
designated by the State commission, so long as each additional requesting carrier
meets the requirements of paragraph (1). Before designating an additional eligible
telecommunications carrier for an area served by arura telephone company, the
State commission shall find that the designation is in the public interest.**’

“4 47 U.S.C. § 214(e)(1).
“5 47 U.S.C. § 214(6)(2).

“® The term "rural telephone company"” is defined at 47 U.S.C. § 153(37) asfollows:

"The term "rural telephone company' means alocal 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
(it) any territory, incorporated or unincorporated, included in a urbanized area,
as defined by the Bureau of the Census as of August 10, 1993;
(B) provides telephone exchange service, including exchange access, to fewer
that 50,000 access lines,
(C) provides telephone exchange service to any local exchange carrier study
areawith 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."

47 47 U.S.C. § 214(e)(2). Section 214(e) also contains provisions governing a carrier's relinquishment of its
eligible carrier designation in areas served by more than one eligible carrier. The statute requires states to permit
eligible carriers to relinquish their designation after giving the state notice. The statute requires remaining eligible
carriers to serve the relinquishing carrier's customers and requires the state to give remaining carrierstime to
construct or purchase facilities if necessary. 47 U.S.C. § 214(e)(4). The NPRM noted that section 214(e)(4)
reserves to the states the consideration of requests from designated eligible carriersto relinquish their designation.
The Commission invited commenters to identify any of the Commission's regulations that may be inconsistent with
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138. The NPRM sought comment and the Joint Board's recommendation on various
issues raised by the provisions of sections 214(e) and 254(e). It sought comment regarding the
need for any measures to ensure that universal service support is used for its intended purpose, as
required by section 254(e).*®* The Commission aso invited commenters to propose means to
ensure that al eligible carriers -- and no ineligible carriers-- receive the appropriate amount of
universal service support.*** The Commission sought comment on the need to ensure that
telecommunications carriers do not use services that are not competitive to subsidize competitive
services, which is barred by section 254(k).*® The NPRM further sought comment regarding
standards for compliance with the requirement in section 214(e)(1) that eligible
telecommunications carriers provide universal service using their own facilities or a combination
of their own facilities and resale.*”* The Commission also stated its belief that it may be useful to
develop guidelines defining the steps that would be sufficient to meet the 1996 Act's requirement
that carriers advertise the availability of universal services and the rates charged for those services
throughout the service area. The NPRM invited parties to suggest guidelines for such
advertising.*#

139. InitsPublic Notice seeking further comment in this proceeding, the Common
Carrier Bureau raised specific questions relating to the provision of high cost support to
companies subject to price cap regulation. The Bureau asked whether companies subject to price
cap regulation should be eligible for high cost support, and if not, whether the exclusion of price
cap carriers would be consistent with the provisions of section 214(€).** Alternatively, the
Bureau asked if high cost support should be structured differently for price cap carriers than for
other carriers. The Public Notice also solicited comment on how a price cap company should be
defined, assuming that such companies are treated differently. It asked whether a company
participating in a state, but not a federal price cap plan, should be deemed a price cap company.
Finally, the Bureau asked if there should be a distinction between carriers operating under price
caps and carriers that have agreed, for a specified period of time, to limit increases in some or al

424

that reservation of authority to the states. NPRM at para. 49.
“8 NPRM at para. 41.
“° NPRM at para. 41.
“0 NPRM at para. 41.
“21 NPRM at para. 43.
“2 NPRM at para. 46.
3 Public Notice at 5.

44 pyblic Notice at 5.
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rates as part of a"social contract" regulatory approach.*®
2. Comments

140. Eligibility in generd. Most commenters argue that any telecommunications carrier
that meets the eligibility criteria contained in section 214(e)(1) (e.g., offers and advertises
universal services throughout the service area) should be dligible to receive universal service
support.*® Commenters specifically argue that the definition of eligible carriers must be
technologically neutral, so that CMRS providers, for example, can become eligible for universal
service support, particularly since such companies must contribute to universal service support
mechanisms and can be cost efficient providers of servicesin rural areas.*”” Asdiscussed in
section 1V above, some commenters suggest that carriers should be eligible to receive support
even if they provide only some of the defined core services, at least during a transition period, but
that any such carrier's support would be reduced.*® Bell Atlantic argues that eligibility should be
determined by which states are high cost, not which carriers are high cost. Funds would then be
distributed by eligible states to éligible carriers that provide universal service over their own
loops.*#

141. Some commenters maintain that the Commission should issue guidelines to aid the
states in determining which carriers are digible*® Several commenters assert that such guidelines

4% Public Notice at 5.

“% See, e.g., 360 comments at 4; ALTS comments at 12-13; Colorado PUC comments at 6-7; CompTél
comments at 16; LCl comments at 5; LDDS comments at 4-7; NASUCA comments at 22-23; NCTA comments at
12; PacTel comments at 13; Sprint comments at 15-16; WinStar comments at 10; MFS reply comments at 6; Ohio
Consumers Council reply comments at 17-18. See also California PUC comments at 10 (arguing that all carriers
of last resort, defined as those willing to serve all customers in a census block group either with their own facilities
or on aresale basis, should be dligible.)

1 See, e.g., 360 comments at 3-5; CTIA comments at 3-4; Vanguard comments at 7-8; Western comments at
14; AT&T reply comments at 15-16; Comnet Cellular reply comments at 6; M CI reply comments at 15-16; MFS
reply comments at 6.

“% New Jersey Advocate comments at 16. See also Missouri PSC comments 7-8 (proposing a five-year
transition period during which carriers could offer some, but not al, core services).

42 Bell Atlantic comments at 10.

0 See, e.g., AT&T comments at 21; GTE comments at 6; Pennsylvania PUC comments at 22; CompTel reply
comments at 13; LDDS reply comments at 6.
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should include requiring carriers to provide the core universal services on a stand-alone basis.***
NECA argues that the Commission's rules should emphasize that support would be available only
to carriers who actually serve the entire service area, not simply portions thereof or selected high-
volume customers.**? Some gtates, however, contend that the designation of eligible carriers
should be left entirely to them, perhaps as an adjunct of their certification process.**

142. Other commenters contend that additional requirements must be imposed on
carriers before they may receive universal service support. For example, some commenters argue
that, as a condition of €ligibility, new entrants must meet the same regulatory obligations as are
imposed by the states on the incumbent.*** Certain commenters contend that these requirements
specifically include carrier of last resort (COLR) obligations.** GTE argues that universal service
support can be competitively neutral only if al carriers receiving such support are subject to the
same obligations.*** GTE contends that, without symmetrical regulation of all carriers receiving
universal support, new entrants may offer the core services throughout the service areain theory
only, while in fact targeting low cost customers by quoting them far better prices than it would
charge high cost customers.*®” GTE further maintains that, unless new entrants are subject to the
same exit barriers imposed on incumbents, new entrants would race to flee an area, rather than
become the sole remaining eligible carrier once any other carrier announced its intention to

@ AT&T comments at 21; Lincoln reply comments at 6-7; Ohio Consumers Council reply comments at 18.
See also NASUCA comments at 22-23 (proposing that, to receive funds, carriers must agree to provide basic
telephone service on an unbundled basis at prescribed rates); NYNEX reply comments at 2 (arguing that services
must be provided as a single package).

42 NECA comments at 8. See also SDITC reply comments at 6 (supporting NECA's comments).

% See, e.g., Florida PSC comments at 13; Ohio Consumers Council comments at 6. See also SWBT comments
at 18 (contending that statute expressly leaves to statesto certify eligible carriers and Commission has no rolein
this process).

4 See, e.g., Ameritech comments at 12; BellSouth comments at 14 n.26; GTE comments at 6-7; USTA
comments at 2-3; Tel. Assoc. of Michigan reply comments at 5.

“® See, e.g., Cdifornia PUC comments at 13; Telec Consulting comments at 14. See also ICORE comments at
8-9 (viewing section 214 requirements as establishing carrier of last resort requirement for rural LECs); Ameritech
reply comments at 4-5. GTE definesa COLR as acarrier eligible for universal support that undertakes the
obligations established by a state agency, within federal guidelines, as a condition of receipt of federal universal
service support. GTE commentsat 8 n.19. GTE suggests that such obligations might include a ceiling on the rate
the COLR can charge, terms and conditions of service and quality standards, limits on the carrier's ahility to exit,
and an obligation to serve all customer in the area. GTE further comments at 46-48.

“% See, e.g., GTE reply comments at 4-5.
47 GTE comments at 6-7. See also Tel. Assoc. of Michigan reply comments at 5.
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relinquish its eligibility designation pursuant to section 214(e)(4).**® Ameritech expresses concern
that new entrants that are not required to meet COLR obligations, which it definesas a
requirement to serve all customersin an area and a barrier to exit, could nevertheless receive the
same level of universal service support as the incumbent, which is subject to such obligations.**®
Ameritech argues that such a situation would threaten the incumbent COLR because the new
entrant would receive the same level of compensation but with lesser obligations and therefore a
lower financial burden.**® Commenters also propose that carriers be required to meet service
quality standards as a condition of digibility.** WinStar argues that telecommunications carriers,
to be eligible, must meet the minimum broadband capability standards set forth in the Rura
Electrification Loan Restructuring Act.*?

143.  Some commenters would exclude certain classes of carriers from dligibility.
Certain rural carriers contend that only state-certified carriers should be eligible for support and
that, for the foreseeabl e future, the incumbent LEC will continue to be the carrier of last resort for
rural areas and should be the proper recipient for such support.**® Cincinnati Bell asserts that the
new entrants should not be ligible for support because their decisions to enter new markets
should be based on market forces, not the availability of subsidies, and because new entrants do
not have any of the obligations from past regulatory decisions, such as average pricing, implicit
cross-product subsidies, and depreciation rates that do not reflect a competitive environment.**
Rural lowa Indep. Tel. Assn argues that only private sector entities should receive universal
service support because of Congress's expressed goal of rapidly accelerating private sector
deployment of advanced telecommunications.*” Frontier argues that only small companies --
defined as those with less than 50,000 access linesin a state -- should be eligible for support.**

4% | etter from Whitney Hatch, GTE, to Mr. William Caton, FCC, September 18, 1996, at 4 (GTE ex parte).
“® Ameritech Ex Parte Materials Regarding Competitive Bidding Process, July 31, 1996 at 8-9.

4“0 Ameritech Ex Parte Materials Regarding Competitive Bidding Process, July 31, 1996 at 8-9.

“1 Alaska PUC comments at 17; CWA comments at 6; GTE comments at 7 n.15; Texas PUC comments at 3.
4“2 WinStar reply comments at 4.

“3 See, e.g., Alabama-Mississippi Tel. Assn comments at 6; Farmers Tel. comments at 4; Mon-Cre comments
at 4; New Hope Tel. comments at 4.

44 Cincinnati Bell comments at 10-11.
“% Rural lowa Indep.Tel. Assn comments at 2.
4% Frontier comments at 6. Frontier achieves this result by proposing that, in determining the service areas

that a designated eligible carrier must serve, the states include in that area all of an incumbent LEC's access lines
in the state. Any areathat is served by an incumbent LEC that serves more than 50,000 access lines would not
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Alliance for Public Technology, on the other hand, suggests that small telephone companies
should not receive support because they are ""uneconomic business enterprises."*’ GVNW
responds that excluding small telephone companies from support would discourage the
development of advanced telecommunications since small companies provide advanced services to
consumers that larger companies traditionally have not served well.*®

144. Exclusion of price cap companies. Several commenters argue that carriers subject
to price cap regulation should not be eligible for universal service support.** Time Warner, for
example, asserts that carriers subject to incentive regulation, such as price caps, have flexibility
and increased earnings opportunities and are expected to accept and anticipate risks from which
rate-of-return regulated companies have been insulated. Time Warner argues that price cap
regulated companies, having been given the opportunity for increased earnings, should not have
increased earnings guaranteed through universal service support.**® Teleport maintains that price
cap companies should not be eligible because they have agreed that they have full responsibility
for their costs. It further contends that permitting universal service subsidies would undermine
the incentive of price caps. To retain competitive neutrality, Teleport proposes to exclude any
carrier from receiving support in an area where the incumbent is a price cap carrier and for that
reason is excluded from digibility **

145. Some commenters maintain that, while price cap companies should be digible for
universal service support, such companies should receive different treatment. Some commenters
argue price cap companies should not receive high cost support unless they can demonstrate the
need for such support on a statewide or company-wide basis.**?* ALTS contends that such

qualify for high cost support. Frontier comments at 7.
4“7 Alliance for Public Technology comments at 14 n.11.
“8 GVNW reply comments at 3-4.

“® See, e.g., Time Warner comments at 11-12; Staurulakis comments at 11-12; NCTA further comments at 8;
Teleport further comments at 7-8 .

40 Time Warner comments at 11-12.
“! Teleport further comments at 7-8.

42 ALTS further comments at 7-9 (arguing that carriers subject to price cap regulation should not receive
universal service support unless and until they can show that without an explicit subsidy the company as awhole
will be unable to earn afair return); AirTouch further comments at 21 (arguing that price cap regulated companies
must be required to base claims of high costs on the same level of aggregation as the price cap ceilings, i.e, an
RBOC must show high costs on average over its entire multi-state service area); SNET further comments at 6
(arguing that "[p]rice cap companies should not be eligible for high-cost support unless they meet the high-cost
support test for their entire service area').
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different treatment is entirely reasonable given the flexibility that price cap regulation grants these
companies and that these companies, by agreeing to price cap regulation, have signalled their
ability to manage overall costs and make a reasonable firm-wide profit, even if they operate in
some high cost areas.** CFA argues that companies should be dligible for support only if the
price cap includes an exogenous factor that would allow rates to be adjusted up or down if the
level of high cost support changes.*** CFA further maintains that such an adjustment should not
occur if the carrier's loss of revenue is the result of competition rather than aloss or reduction of
high cost support.**> MCI argues that price cap companies should not be treated differently if
costs are computed using M Cl's proposed methodology but that these companies should not be
eligible for high cost support that is computed based on the carrier's booked costs as this would
dilute the price cap incentives to control costs.*®* NYNEX, while arguing that price cap
companies are eligible to receive support, contends that support should be structured differently
for price cap companies. It maintains that the Commission should use a cost proxy model like the
Benchmark Cost Moddl (BCM) to identify areas served by price cap LECsthat are likely to have
higher-than-average costs. NYNEX argues that carriers subject to rate-of-return regulation,
however, should have universal service support levels based on such company's "actua™ costs
determined on a study area basis.**’

146. Most commenters, however, argue that price cap companies should not be
excluded from receiving universal service support or treated differently from other companies
receiving such support.*® They argue that excluding price cap companies would be contrary to
the statute and that the cost characteristics of a particular area and the obligations that the carrier

48 ALTS further comments at 7-9.

“4 CFA further comments at 13. Maine PUC notes that many state price caps expressly provide for rate
adjustments following changes in high cost assistance levels. Maine PUC further comments at 17 n.12.

45 CFA further comments at 13.

4 MCI further comments at 13-14. See also TCI further comments at 26 (arguing that price cap companies
should not be eligible in areas where they face little or no competition and where the universal service subsidy is
based on booked costs).

7 NYNEX further comments at 20-21, 24-26.

8 See, e.g., AT&T further comments at 26-27; Ameritech further comments at 26-27; Bell South further
comments at 34-35; Bell Atlantic further comments at 10; Citizens Utilities further comments at 8-9; GSA further
comments at 5-6; GTE further comments at 31-33; MFS further comments at 36; Maine PUC further comments at
16-18; NECA further comments at 20-21; PacTel further comments at 30; Puerto Rico Tel. Co. further comments
at 9; RTC further comments at 18-19; SWBT further comments at 24-25; Sprint further comments at 8-9; USTA
further comments at 21-22; U S West further comments at 15. See also ITC further comments at 12-13 (arguing
that, while price cap companies should not be excluded, there may be a need for some special cost allocation rules
or other minor changes in the way they are treated).
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has agreed to undertake, not the carrier's regulatory regime, govern the determination of
digibility.” Alliance for Public Technology asserts that price cap regulation is an important tool
to promote competition and excluding price cap companies from receiving support would
discourage the use of price caps.*® Bell Atlantic contends that excluding price cap companies
would increase the incentive of such companiesto sell high cost exchanges.** Bell Atlantic also
contends that it would be very difficult to define a price cap carrier.*? Citizens Utilities points out
that many smaller companies that serve rural, high cost areas are subject to price cap regulation
and an exclusion of price cap companies would not just affect the large companies.*®® NYNEX
contends that, since the Commission has decided in the Local Competition Order to remove most
of the access charge revenue stream from the rates for unbundled elements, the price cap LECs
will require universal service support to replace the contribution from access charge revenues that
they have used to support affordable service to high cost areas.*®* Sprint argues that excluding
price cap carriers would result in a policy that is not competitively neutral, sSince a non-price cap
competitor could receive a subsidy in a high cost area served by the excluded price cap LEC.*
Sprint also asserts that excluding price cap carriers would violate the statute's directive to make
universal service funding explicit because many price cap carriers today maintain internal, implicit
subsidies between low cost and high cost areas in their regions.**® Washington UTC opposes any
blanket exclusion of price cap companies and contends that the issue should be decided by state
commissions on a case-by-case basis.*®’

“° See, e.g., BellSouth comments at 34-35; Ameritech further comments at 26-27; Bell Atlantic further
comments at 10; Citizens Utilities further comments at 8-9; GTE further comments at 32-33 (arguing that price
cap companies cannot be excluded from eligibility as a matter of law); Maine PUC further comments at 16-18;
PacTel further comments at 30; SWBT further comments at 24-25; Sprint further comments at 8-9; USTA further
comments at 21-22.

40 Alliance for Public Technology further comments at 10-12. See also Maine PUC further comments at 17
(excluding price cap companies would have the perverse effect of discouraging the form of regulation the 1996 Act
encourages). Alliance for Public Technology also argues that the Commission should utilize the universal service
proceeding to address ways to require or ensure that price cap regulation can be used to finance the deployment of
advance telecommunications services. Alliance for Public Technology further comments at 11-12.

“1 Bell Atlantic further comments at 10.

“2 Bell Atlantic further comments at 10. See also Citizens Utilities further comments at 9.

43 Citizens Utilities further comments at 8-9.

%4 NYNEX further comments at 24.

5 Sprint further comments at 8-9.

¢ Sprint further comments at 8-9.

7 Washington UTC further comments at 18.
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147. Those carriers proposing to exclude or vary the treatment of carriers subject to
price cap regulation suggest varying definitions of what would constitute a price cap company for
these purposes. Some argue that a price cap company should be defined as a company subject to
price cap regulation at the federal or state level or pursuant to a social contract.*® Some
commenters also maintain that the definition should include any form of regulation that is, in
substance, similar to price cap regulation.*® ITC contends that only carriers subject to the
Commission's price caps should be considered for these purposes.*”® MCI maintains that only
companies under the price caps at the federal level should be included if the Commission adopts
an interstate-only fund and, if the Commission adopts a unitary fund, then companies under price
caps at the state or federal level would be included.*™* In either case, MCI would include
companies under either explicit price caps or a"social contract” to limit price increases.*? SWBT
maintains that a price cap company should be defined, in both the federal and state jurisdictions,
as one under price cap regulation with no obligation to share earnings above certain levels with its
customers and no price freezes on any of the regulated services.*

148. Ensuring that universal service support is used as intended. In response to the
Commission's question concerning how to ensure that carriers use universal service support for its
intended purposes, several commenters suggest that carriers certify that the funds received will
only be used for their intended purposes,*”* or that carriers must follow accounting standards or
cost alocation rules required by the 1996 Act and be subject to federal or state audits to ensure

“8 See, e.g., AirTouch further comments at 22.

49 ALTS further comments at 9 (companies subject to any plan that gives the carrier sufficient pricing
flexibility to warrant different treatment); AirTouch further comments at 22; (any company subject to any plan in
which rate-of-return review is suspended); NCTA further comments at 8 (any carrier under aform of regulation, at
the federal or state level, that permits it to retain earnings substantially above what it could earn under rate-of-
return regulation); Teleport further comments at 8 ("I it looks like price caps, then it should be treated like price
caps."); Time Warner further comments at 36 (any incentive regulation that offers the incumbent LEC significant
regulatory and pricing flexibility and the ability to increase earnings substantially).

40 | TC further comments at 13-14; SNET further comments at 6 (arguing that, for afedera universal service
mechanism, a price cap company should be defined as one under price cap regulation at the federal level).

41 MCI further comments at 13-14.
42 MCI further comments at 13-14.
43 SWBT further comments at 26.

44 AT&T comments at 21 n.33; Governor of Guam comments at 12.
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that funds are used properly.*” ALTS contends that the most important thing the Commission

can do to ensure that funds are used as intended is to make support mechanisms explicit.*
Moreover, argues AL TS, to the extent that support is set at the "appropriate level,” there will be
far less ability to use universal service support for inappropriate purposes.*”” GVNW argues that
reimbursing companies on the basis of "actual cost[s]" will ensure that companies have used
universal service support for the intended purpose and that it would be extremely difficult to make
this determination using a proxy model.*”® NCTA suggests that using high cost credits or
customer vouchers given to the service provider could minimize carrier misuse of funding.
MCI suggests that the Commission require recipients of universal service support to provide
specified network features, such as use of digital switches, that will enhance the ability of carriers
to provide more advanced and reliable service.”®® Ohio Consumers Council argues that the states
are best equipped to address whether carriers are misusing funds and no specific, national rules
are necessary.**

479

149. Prohibiting cross-subsidization. Some commenters argue that the prohibition
against cross-subsidization contained in section 254(k) can only be enforced if cost data are
regularly collected and audited.”®* AirTouch maintains that carefully targeting support to only
those groups that need it -- as opposed to subsidizing local services to everyone -- will reduce
cross-subsidization.*®* AirTouch further contends that carriers offering non-competitive services
must put in place accounting methods and other non-structural safeguards to prevent cross-

4% See Alaska Tel. reply comments at 3. See also Alaska PUC comments at 17; Pacific Telecom comments at
3 (proposing that recipients of support should demonstrate annually the source and application of the funds).

46 ALTS comments at 14.

47 ALTS comments at 14.

4% GVNW comments at 14-15. See also Montana Indep. Telecom. comments at 10-11.

4% NCTA comments at 12.

“0 MCI comments at 16-17.

“81Ohio Consumers Council comments at 6-7.

“& Michigan Consumer Federation comments at 14; Michigan Library Assn comments at 10. See also NCTA
comments at 12 (arguing that stringent reporting rules or cost allocations rules are appropriate); Texas PUC
comments at 10 (encouraging further study of incremental costs of telecommunications services and maintaining
current monitoring programs such as ARMIS); NorTel reply comments at 6 n.11 (contending that accounting

safeguards should be sufficient; separate networks or facilities for universal services are unnecessary).

8 AirTouch comments at 7. See also PCIA comments at 14 (suggesting that narrow targeting and limiting of
the size of the fund will prevent cross-subsidization).
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subsidization.”® MCI states that competition will ensure that rates are set at the carrier's cost and
that the Commission must adopt regulations to ensure that result in non-competitive markets.*®
WinStar argues that cross-subsidization can be mitigated by ensuring that universal service
support payments not be used to alow less efficient providers to match the rates charged by more
efficient competitors.*®

150. Ensuring only dligible carriers get support. Few commenters addressed the issue
of how the Commission could ensure that only eligible carriers receive universal service support.
ALTS argues that the Commission's concerns about ingligible carriers obtaining support are
probably unfounded because only carriers found eligible by a state commission would receive
support.®*” MCI contends that, as long as carriers must offer services throughout the service area
and the areathe LEC carrier must serve coincides with the area used to compute support, there
should be no problem with ineligible carriers receiving support.*® Ohio Consumers Council
argues that this issue should be left to the states and that the states can provide the Commission
with alist of companies they find dligible to receive support.*®

151. Useof acarrier's own facilities. Various commenters address the question of
whether the Commission should establish standards concerning compliance with the requirement
in section 214(e)(1) that eligible telecommunications carriers provide universal service using their
own facilities or a combination of their facilities and resdle. Several commenters contend that
"facilities’ should include any unbundled network elements obtained by the carrier and any
network transmission capacity obtained on aleased basis**® CompTel arguesthat acarrier is
using its own facilities when it purchases unbundled elements at cost from the incumbent and
creates alocal service product using them.** AT& T arguesthat any carrier using its own
facilities, using another carrier's network elements, or using any combination of such facilities and

4 AirTouch further comments at 21.

“ MCI comments at 17.

6 WinStar comments at 3-4.

7 ALTS comments at 13.

“8 MCI comments at 18.

9 Ohio Consumers Council comments at 6.

40 CompTel comments at 16; Ohio Consumers Council reply comments at 18. See also LDDS comments at 6-
7 (arguing that the term "facilities’ should not only include facilities constructed and deployed by the carrier, but

also facilities that are leased from incumbent LECs and other carriers).

1 CompTel reply comments at 12-13.
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elements should be eligible**? Sprint asserts that, while carriers may offer servicesin part through

resold facilities, such carriers must also use some of their own facilities.*®* LDDS contends that a
carrier should be eligible aslong as at least some portion of its servicesis not resold service.**

152. TRA arguesthat carriersthat offer service solely through the resale of another
carrier's telecommunications services or through the use of unbundled network elements should
be eligible to receive universal services support.*® TRA asserts that resdllers should be eligible
for universal service support because they have "stepped into the shoes' of the underlying carrier
and, by purchasing services or elements, have guaranteed the underlying carrier areturn on its
investment and thus assumed some of the underlying carrier'srisk. It further contends that
denying resellers universal service support would provide the underlying carrier with a
competitive advantage.*® TRA contends that reading section 214(€) as precluding "pure"
resellers would be unduly narrow, but if that reading is valid, the Commission should exercise its
forbearance authority to allow universal support to such carriers.*”’

153. Other commenters contend that only facilities-based carriers should be digible for
support.*® They argue that, if new entrants are allowed to offer universal service viaresale, new
entrants could disadvantage incumbents by constructing facilities only for the lowest cost
customers in the area and reselling the incumbent's services to serve the high cost customers,
creating a potentially confiscatory situation for incumbents.**® Still others contend that, while
carriers may provide services through a combination of their own facilities and resale, support for
the resold services should go to the underlying carrier providing the facilities since that carrier

42 AT&T comments at 21.

%8 Sprint comments at 15-16.

44 | DDS reply comments at 4.

4% TRA comments at 8-10. See also CompTel reply comments at 12-13.

4% TRA comments at 8-10. But see Colorado Indep.Tel. comments at 5 (maintaining that pure resellers should
not be eligible because they have made no investment in the facilities supported by universal service support
mechanisms).

“7 TRA comments at 9.

“% See, e.g., Alaska Tel. comments at 3; Minnesota Tel. Assn comments at 3; TCA comments at 5; Telec
Consulting comments at 14; United Utilities comments at 1; Siskiyou reply comments at 4. See also Bell Atlantic
comments at 10 (proposing that universal service funds should be distributed to eligible LECs that "provide local
service using their own loop facilities'); RTC comments at 9 (contending that support "must only go to those

carriers that actually own and maintain facilities").

4% Alaska Tel. comments at 3.
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bears the cost of building and maintaining those facilities>® USTA argues that, when eligible
carriers resell the incumbent's universal service package, the incumbent should continue to receive
the support, but when the eligible carrier purchases unbundled network elements "at the market
price" to provide universal service, the new carrier, not the incumbent, should receive the
support.>™® PacTel contendsthat, if the reseller pays the underlying carrier full deaveraged cost
(including some recovery of shared and common costs) and that cost is above the benchmark, the
reseller should get the subsidy; if the reseller purchases a line at rates below full deaveraged cost,
the underlying facilities-based carrier should receive the subsidy.>* CompTe maintains that, if the
new entrant pays economic costs for the unbundled element, the underlying carrier receives full
compensation, and the new entrant, as the retail provider of the services, is entitled to the
universal support payment.>®

154. Guidelines for advertising. Washington UTC urges the Commission to take an
affirmative role and define as narrowly as possible the types and scope of advertising that should
be considered as being required by section 214(e)(1).>* Washington UTC contends that rate-of-
return regulated carriers might seek to justify including in their rates the costs of image-enhancing
advertising just because such advertising may mention universal services>® Governor of Guam
recommends the development of standards that include a minimum of consumer education
through advertising in local media outlets>® New Jersey Advocate argues that adeguate,
understandable information is essential in a competitive market and recommends that the
Commission adopt or strengthen standards relating to truth-in-advertising; the presentation of

0 See, e.g., BellSouth comments at 6 n.8; Colorado Indep .Tel. comments at 5; NECA comments at 8-9; RTC
comments at 8-10; SWBT comments at 21-22; NYNEX reply comments at 2 n.6; TCA reply comments at 3
(arguing that eligible carriers should not receive support for the portion of the service provided through resale).

%1 USTA comments at 17 n.24. See also TCA reply comments at 3 ("If areseller becomes eligible for funding
on afacility that they are leasing from afacilities based carrier, then the rate they pay must be fully cost-based");
TCG reply comments at 7-8 (proposing that universal service support should flow to the reseller when the reseller
pays the facilities-based carrier the full cost, otherwise the underlying carrier should receive the subsidy).

%2 pacTel reply comments at 10. See also WinStar reply comments at 6 (contending that carriers that purchase
unbundled elements at cost should be eligible; pure resellers should be eligible only if they purchase resold service
at or above "actual cost").

%2 CompTel reply comments at 13.

%4 Washington UTC reply comments at 6.

% Washington UTC reply comments at 5-6.

%6 Governor of Guam comments at 12.
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clear, written terms of service and rates; and the provision of bilingual information.®®” Several
commenters propose guidelines that require carriers to publicly post information concerning
available services and rates at appropriate government agencies and libraries and that ensure that
this information is accessible to persons with disabilities or language barriers.>® Florida PSC, on
the other hand, suggests leaving to the states the establishment of any guidelines governing
advertising.®® MCI argues that no standards are necessary because competition will ensure that
L ECs make known the services they will offer to their potential customers.®™®

3. Discussion

155. Determination of eligible carriers. We recommend that the Commission adopt,
without further elaboration, the statutory criteria contained in section 214(e)(1) as the rules for
determining whether a telecommunications carrier is eligible to receive universal service support.
Pursuant to these criteria, a telecommunications carrier would be éligible to receive universal
service support if the carrier is acommon carrier™ and if, throughout the service area for which
the carrier is designated by the state commission as an eligible carrier, the carrier: (1) offersal of
the services that are supported by federal universal service support mechanisms under section
254(c);>*2 (2) offers such services using its own facilities or a combination of its own facilities and
resale of another carrier's services, including the services offered by another eligible
telecommunications carrier; and (3) advertises the availability of and charges for such services
using media of genera distribution. We agree with the majority of commenters who argue that
any carrier that meets these criteriais eligible to receive federal universal service support,

%7 New Jersey Advocate comments at 13.

%% ACE comments at 7; Catholic Conference comments at 22; Michigan Library Assn comments at 10-11;
Benton reply comments at 16; NAD reply comments at 21-22.

% Florida PSC comments at 13-14.
510 MCl comments at 18.

' The Circuit Court for the District of Columbia defines a common carrier as one that undertakes to carry for
all peopleindifferently. National Association of Regulatory Utility Commissionersv. FCC, 525 F.2d 630, 641-42
(D.C. Cir. 1976), cert. denied, 425 U.S. 992 (1976) (NARUC I); National Association of Regulatory Utility
Commissionersv. FCC, 533 F.2d 601, 608 (D.C. Cir. 1976) (NARUC Il). The NARUC | Court established atest to
determine whether a carrier may be regulated as a common carrier. Thistest requires a determination of "whether
there will be alegal compulsion . . . to serve [the public] indifferently, and, if not, ... whether there are reasons
implicit in the nature of . . . [the] operations to expect an indifferent holding out to the eligible user public.”
NARUC 1, 525 F.2d at 642.

2 We recommend, however, that carriers that lack the technical capability to offer toll limitation services not
be required to offer such services to qualifying low-income consumers, as otherwise provided infra in section VIII.
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regardless of the technology used by that carrier.®*® We conclude that this approach best
embodies the pro-competitive, de-regulatory spirit of the 1996 Act and ensures the preservation
and enhancement of universal service.

156. We recommend that the Commission not impose eligibility criteriain addition to
those contained in section 214(e)(1). For example, some commenters argue that the Commission
should require competing telecommunications carriers to meet al the obligations imposed by the
state on the incumbent LEC, such as COLR requirements or rate regulation.®** The proponents of
this point of view argue that such symmetrical regulation is necessary to prevent new entrants
from selectively targeting only the lowest cost customers in an area, and to prevent unfair
treatment of incumbent LECs.>*® We conclude that establishing specific federal rules or guidelines
that would impose symmetrical regulatory obligations on al carriers receiving universal service
support are unnecessary to protect the incumbent and would chill competitive entry into high cost
areas.”'® The statute already conditions eligibility for support on the requirement that
telecommunications carriers be common carriers and offer the defined services "throughout the
service area"*™ The plain meaning of these two requirementsis that eligible carriers must hold
themselves out to provide the specified services to any customer in the service area. We find that
GTE's concern that eligible carriers will fulfill this mandate in theory only and attempt to "cherry
pick" customers by offering differential ratesis misplaced. The 1996 Act requires carriers to
advertise their rates for universal service throughout the service area. Any attempt to "cherry
pick" or "cream skim" customers through differential charges would thus be readily detected.

157. We aso reject arguments that a carrier must be subject to whatever exit barriers

%3 See, e.g., 360 comments at 4; ALTS comments at 12-13; Colorado PUC comments at 6-7; CompTél
comments at 16; LCl comments at 5; LDDS comments at 4-7; NASUCA comments at 22-23; NCTA comments at
12; PacTel comments at 13; Sprint comments at 15-16; WinStar comments at 10; MFS reply comments at 6; Ohio
Consumers Council reply comments at 17-18.

%4 See, e.g., Ameritech comments at 12; Bell South comments at 14 n.26; GTE comments at 6-7; USTA
comments at 2-3; Tel. Assn of Michigan reply comments at 5.

5 See, e.g., GTE comments at 6-7; Tel. Assn of Michigan reply comments at 5; GTE further comments at 47-
48; Ameritech Ex Parte Materials Regarding Competitive Bidding Process, July 31, 1996 at 8-9.

5 We note that, in the Local Competition Order, the Commission concluded that states may not unilaterally
impose on non-incumbent LECs the additional obligations imposed on incumbent LECsin section 251(c). Local
Competition Order at para. 1247-48. The Commission there ruled that it would not anticipate imposing such
additional obligations on non-incumbent LECs absent a clear and convincing showing that the LEC occupies a
position in the telephone exchange market comparable to the position held by an incumbent LEC, has substantially
replaced an incumbent LEC, and that such treatment would serve the public interest, convenience, and necessity
and the purposes of section 251. Local Competition Order at para. 1248.

5747 U.S.C. § 214(e)(1).
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are imposed on the incumbent LEC as a condition of eligibility. The 1996 Act limits the ability of
an eligible carrier to exit a market in which there is more than one eligible carrier. Section
214(e)(4) requires an dligible carrier to notify the state of that carrier's intent to relinquish its
designation as an eligible carrier. Section 214(e)(4) aso requires the state commission, before
permitting the carrier to cease providing service, to ensure that the remaining carriers can serve
the relinquishing carrier's customers.®® The state commission must also ensure sufficient notice to
permit the purchase or construction of adequate facilities by any remaining digible carrier.®® This
obligation to serve the entire service area upon the cessation of service by another carrier or
carriers applies to incumbents and new entrants alike. We find that additional exit restrictions are
unnecessary.

158. We recommend that the Commission reject arguments to disqualify certain classes
of carriersfrom eligibility. Commenters suggest, for example, that only incumbents should be
eligible for universal service support®® or that price cap companies should be excluded from
digibility.>** We believe that any such wholesale exclusion of classes of carriers from digibility is
inconsistent with the plain language of the 1996 Act. Section 214 contemplates that any
telecommunications carrier that meets the eligibility criteria of section 214(e)(1) shall be eligible
to receive universal service support. The statute directs a state commission "upon its own motion
or upon request [to] designate acommon carrier that meets the requirements of [section
214(e)(1)] as an eligible telecommunications carrier for a service area designated by the State
commission."*? Moreover, section 214(e)(2) provides that more than one carrier could be
eligible for universal service support in an area. It requires the designation of multiple eligible
carriersin areas not served by rura telephone companies as long as such carriers meet the
eligibility criteria of section 214(e)(1).>*® Even for areas served by rural telephone companies,
section 214(e)(2) gives state commissions the discretion to designate more than one common
carrier as an dligible carrier, as long as such designation is found by the state commission to be in
the public interest."** Moreover, we recommend against limiting digibility for universal service
support to incumbents. We conclude that restricting universal service support to incumbent local

51847 U.S.C. § 214(e)(4).
519 47 U.S.C. § 214(e)(4).
0 See, e.g., Cincinnati Bell comments at 10-11.

! See, e.g., Staurulakis comments at 11-12; Time Warner comments at 11-12; NCTA further comments at 8;
Teleport further comments at 7-8.

52 47 U.S.C. § 214(e)(2).
52 47 U.S.C. § 214(e)(2).

2447 U.S.C. § 214(€)(2).
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exchange carriers would not be in accord with section 214(e).

159. Inaddition, we recommend that companies subject to price cap regulation be
eligible to receive universal service support. No persuasive rationale has been advanced to
explain why the flexibility and the opportunity for increased earnings that companies obtain when
they are subject or price caps®® should disgualify such companies from receiving universa service
support as long as they otherwise meet the statutory criteriafor eligibility. Rather, we agree with
those commenters that argue that price cap regulation is an important tool to smooth the
transition to competition and that its use should not foreclose price cap companies from receiving
universal service support.>*® Having recommended against the exclusion of price cap companies,
we conclude that we need not address how to define precisely which carriers are subject to price

cap regulation.

160.  Section 214(e)(1) requires that, in order to be eligible for universal service
support, acommon carrier must offer universal service throughout the state-designated service
area either using its own facilities or a combination of its own facilities and the resale of another
carrier's services, including those of another eligible carrier.>?” We find that the plain meaning of
this provision is that a carrier would be éligible for universal service support if it offersall of the
specified services throughout the service area using its own facilities or using its own facilities in
combination with the resale of the specified services purchased from another carrier, including the
incumbent LEC or any other carrier.

161. We recommend that the Commission reject the arguments of TRA and others that
acarrier that offers universal service solely through reselling another carrier's universal service
package should be eligible for universal support.>® We find that the statute precludes such a
result because it plainly states that a carrier shall be eligible for support only if the carrier offers
universal service by using its own facilities and reselling another carrier's services®® Similarly, we
recommend that the Commission reject arguments that only those telecommunications carriers
that offer universal service wholly over their own facilities should be eligible for universa

%% See e.g., Teleport comments at 7-8; Time Warner comments at 11-12. See also ALTS further comments at
7-9 (proposing to treat price cap companies differently).

%% See e.g., Alliance for Public Technology further comments at 10-12; Maine PUC further comments at 17.
27 47 U.S.C. § 214(e)(1).
5% TRA comments at 8-10. See also CompTel reply comments at 12-13.

29 47 U.S.C. § 214(e)(1)(A).
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service.®® The statute precludes this result because section 214 permits a carrier to offer
universal service through a combination of its own facilities and resale and still be eligible for
support.

162. We aso recommend that the Commission reject TRA's request that the
Commission exercise its forbearance authority to permit "pure” resellers to become eligible for
universal service support.>** We find that TRA's pleading does not sufficiently address the
statutory criteria for forbearance. TRA's sole argument in support of forbearanceisthat it is
necessary "to avoid discriminatory treatment that might either discourage competitive entry by
resale carriers . . . or provide incumbent LECs with an unjustified competitive advantage. . . .">*
Y et, in order to exercise its authority under section 160(a) to forbear from applying a provision of
the Act, the Commission must determine that three criteria are met. It must determine that: (1)
enforcement of the provision "is not necessary to ensure that the charges, practices,
classifications, or regulations by, for, or in connection with that telecommunications carrier or
telecommunications service are just and reasonable and are not unjustly or unreasonably
discriminatory;" (2) enforcement of such provision "is not necessary for the protection of
consumers;” and (3) "forbearance from applying such provision . . . is consistent with the public
interest.">* TRA's pleading fails to show that these criteria are met. For example, it failsto
address whether enforcement of the facilities requirement in section 214(e) is not necessary for
the protection of consumers.

163. Other issues related to digibility. The NPRM sought comment on various other
issues related to eligibility. Specifically, it sought comment on whether rules should be developed
to: (1) ensure that universal service support be used as intended (i.e., for the "provision,
maintenance, and upgrading of facilities and services for which the support isintended");>* (2)
ensure that only digible carriers receive support; and (3) set guidelines for advertising. Because
relatively few commenters addressed these issues, there are few detailed proposals in the record

0 See, e.g., Alaska Tel. comments at 3; Minnesota Tel. Assn comments at 3; TCA comments at 5; Telec
Consulting comments at 14; United Utilities comments at 1; Siskiyou reply comments at 4. See also Bell Atlantic
comments at 10; RTC comments at 9.

%1 TRA comments at 9 (citing 47 U.S.C. § 160). In this case, TRA asks the Commission to forbear from the
requirement that, in order to be eligible for universal services support, a carrier must offer the supported services
through its own facilities or its own facilities in combination with resale. TRA requests that the Commission
forbear from applying this provision in order to allow pure resellers to be eligible for support.

%2 TRA comments at 10.

58 47 U.S.C. §160(a). Section 160(b) provides that a Commission determination that forbearance will
promote competition may be the basis for afinding that forbearance isin the public interest. 47 U.S.C. 8§ 160(b).

5 47 U.S.C. § 254(€).
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on how to resolve them. For the first of these issues, developing rules to ensure that universal
service support is used as intended, we believe that concerns about misuse of funds would largely
be alleviated once competition arrives. We find that a competitive market would minimize the
incentives and opportunities to misuse funds. 1n the absence of competition, we find that the
optimal approach to minimizing misuse of fundsis to adopt a mechanism that will set universal
support at levels that reflect the costs of providing universal service efficiently. Should additional
measures be necessary, we recommend that the Commission, to the extent that states monitor
carriers to ensure the provision of the supported services, rely on the states monitoring.>*®* Where
necessary, for example, if the state has insufficient resources to support such monitoring
programs, we recommend that the Commission conduct periodic reviews to ensure that universa
service is being provided. On the question of ensuring that only eligible carriers receive support,
we agree with commenters that additional rules are unnecessary because only carriers found
eligible by the states will receive funding.>** We recommend no additional rules at thistime.

164. We recommend that the Commission not adopt, at this time, any national
guidelines relating to the requirement that carriers advertise throughout the service area the
availability of and rates for universal service using media of genera distribution. We agree with
the Florida PSC that states should, in the first instance, establish guidelines, if needed, to govern
such advertising.>*” Pursuant to the 1996 Act, the states designate eligible carriers, and area-wide
advertising is an explicit condition of eligibility. The states may be in the better position to
monitor the effectiveness of advertising by carriers offering universal service. We also agree with
MCI that competition will help ensure that carriers make known the services they offer.>®

C. Definition of Service Areas
1. Background
165. Section 214(e)(5) defines the term "service area’ as "a geographic area established

by a State commission for the purpose of determining universal service obligations and support
mechanisms."*** For areas served by arural telephone company,> section 214(€)(5) provides

%% See, e.g., Ohio Consumers Council comments at 6-7 (arguing that states are best equipped to address
whether carriers are misusing funds).

56 See ALTS comments at 13; Ohio Consumers Council comments at 6.
" Florida PSC comments at 13-14.

%% MCI comments at 18.

%9 47 U.S.C. § 214(e)(5).

50 The term rural telephone company is defined supra.
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that the term "service area’ means the rural telephone company's study area® "unless and until
the Commission and the States, after taking into account the recommendations of a Federal-State
Joint Board ingtituted under section 410(c), establish a different definition of service areafor such
company.”

166. The Commission sought comment on issues relating to the definition of the service
areas for which carriers would receive designation. The Commission asked parties to comment
on the appropriate basis to define the "service area’ of arural telephone company, taking into
account the possible effect on competition, and requested comment on whether the Commission
should amend its rules to revise existing study area boundaries.">*? In the context of implementing
a"pro-competitive, de-regulatory national policy framework" > the Commission asked the Joint
Board to prepare recommendations regarding the appropriate "service ared' boundaries of areas
served by a"rural telephone company.">*

2. Comments

167. Service areas for rural telephone companies. Many commenters support retaining
the current study areas for rural telephone companies as the service area for universal service
support.>® Commenters contend that the intent of the statute in retaining existing study areasis
to protect rural companies from the effects of competitors entering a market and serving only the
lowest cost portion of arura telephone company's territory.>* Century asserts that simply
retaining a rural telephone company's study area as its new service area may not be sufficient to
protect against this sort of "cream skimming" by new entrants. It proposes that, once a new
entrant is allowed to compete in arural telephone company's area, the rural telephone company
should be allowed to redistribute its universal service high cost compensation to any

%1 A "study ared' is generally an incumbent LEC's pre-existing service areain agiven state. The study area
boundaries are fixed as of November 15, 1984. MTSand WATS Market Sructure: Amendment of Part 67 of the
Commission’'s Rules and Establishment of a Joint Board, Decision and Order, 50 Fed. Reg. 939 (1985 Lifeline
Order) (adopting with minor modifications the Joint Board recommendations issued in MTS and WATS Mar ket
Structure: Amendment of the Commission's Rules and Establishment of a Joint Board, Recommended Decision
and Order, 49 Fed. Reg. 48,325 (1984)).

52 NPRM at para. 45.

52 Joint Explanatory Statement at 113.

54 NPRM at para. 45.

5% See, e.g., Century comments at 14-15; Evans Tel. comments at 14; Pacific Telecom comments at 2;
Pennsylvania PUC comments at 20; RTC comments at 10; Rural lowa Indep. Tel. Assn. comments at 4; Sprint

comments at 15; USTA comments at 18; Fred Williamson comments at 12-13; SDITC reply comments at 6.

5 See, e.g., Evans Tel. comments at 14; SDITC reply comments at 6.

88



Federal Communications Commission FCC 9633

geographically disaggregated area within its study area. At the same time, Century argues, the
new entrant should receive support only for its own demonstrably high cost, facilities-based
locations.>’ Montana Indep. Telecom. similarly argues that areas smaller than study areas will be
needed if a competitor begins serving only a portion of incumbent's study area. 1t recommends
that the service area be based on the area of the incumbent's wire centers or exchanges, at least
initidly.>® It further asserts that an area smaller than awire center should be used as the service
areain rural areas only upon afinding by the state that using such asmaller areaisin the public
interest.>® RTC also argues that, in a competitive environment, incumbents must have the option
to disaggregate per-unit costs to areas smaller than the study areain order to address "cream
skimming" concerns.>™® RTC contends that these smaller areas would be used solely for the
purpose of targeting support and would not affect the size of the service area that a competitor
must serve in order to receive funding as an eligible carrier.®! It proposes that the support
amounts for these smaller areas would be derived from the known and existing "actual cost levels
aready established for the larger, total study area."*

168. Serviceareasin general. Most commenters addressing the question regarding the
appropriate geographic service areafor eligibility did not limit their comments to areas served by
rural telephone companies. Instead, they address the question of appropriate service area size for
all universal service support purposes. Potential competitors argue that, to ensure that the new
universal program is competitively neutral, service areas in which new entrants would be
designated to serve should not be based on the existing study areas of the incumbent LECs.
Beyond this, industry and state commenters differed sharply on the appropriate size of the service
area.

553

169. Missouri PSC recommends using a LEC's entire service area within a state or local

%7 Century comments at 14-15.

5% Montana Indep. Telecom. comments at 8.

59 Montana Indep. Telecom. comments at 8.

0 RTC comments at 13-14.

%l RTC comments at 14 n.27.

%2 RTC comments at 13-14.

%3 See, e.g., 360 comments at 7-8; ALTS reply comments at 4, Commnet Cellular reply comments at 7
(arguing that the Commission should design service areas so that it would be technically and economically feasible
for CMRS providers to serve the subscribersin that service area); MFS reply comments at 6-7 (contending that it
would be anticompetitive to require new entrant's service areas to mimic an incumbent's study area or certified

area).
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access and transport area (LATA).** It contends that analysis of costs in such alarge area best
reflects the overal circumstance of each LEC and will prevent alarge LEC from receiving
universal service funding related to its high cost areas even though the LEC's overall costs are no
higher than average.®™* SWBT, however, argues that continuing to use statewide areas would
retain the current implicit subsidy flows between low cost areas and high cost areas served by a
LEC within a state and will discourage competitive entry into high cost areas while concentrating
entry in urban population centers.>® Others oppose using study areas because they are too large
to accurately distribute high cost support.®’ AirTouch maintains that the use of large areas, such
as statewide study areas, to determine eligibility will have the effect of "freezing out” new entrants
that initially may need to enter amarket in more limited areas.>™®

170. Most commenters support using areas smaller than existing study areas as the
service area. New Jersey BPU, for example suggests using county-wide areas.®™ NECA asserts
that carriers should have the option to disaggregate costs below the study arealevel >* Various
commenters support using census block groups (CBGS)** as the appropriate service area.*?

%4 Missouri PSC comments at 8. A LATA generaly is defined as a"contiguous geographic area" established
by a Bell Operating Company (BOC) before the date of enactment of the 1996 Act or an area established or
modified after the date of enactment by a BOC and approved by the Commission. 47 U.S.C. § 153(25).

%5 Missouri PSC comments at 8. See also Dell Tel. reply comments at 3-4 (suggesting inclusion of all
operations within a state in order to remove support for large companies).

% SWBT comments at 12-13.

%7 Cincinnati Bell comments at 8.
%8 AirTouch reply comments at 6.
% New Jersey BPU comments at 3.
%0 NECA comments at 9.

%! The proponents of the BCM define a census block group as "a geographic unit defined by the Bureau of
Census which contains approximately 400 households.” MCI, NYNEX, Sprint/United Management Co., and U S
West, Benchmark Costing Model: A Joint Submission, Copyright 1995, CC Docket No. 80-826, filed December 1,
1995, at I-1. The Bureau of the Census defines "census blocks" as "small areas bounded on all sides by visible
features such as streets, roads, streams, and railroad tracks, and by invisible boundaries such as city, town,
township, and county limits, property lines, and short, imaginary extensions of streets and roads." Bureau of the
Census, United States Department of Commerce, 1990 Census of Population and Housing A-3 (1992). It further
defines a "geographic block group™" as "generally contain[ing] between 250 and 550 housing units, with the ideal
size being 400 housing units.” 1d.

%2 See, e.g., California PUC comments at 9-10 (noting that it will develop costs on a CBG level for intrastate
services); PacTel comments at 18 n.33; Sprint comments at 15; Wyoming PSC comments at 8.
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Sprint, for example, argues that the use of CBGs will better target high cost areas and will keep
service areas in line with how costs are devel oped through the use of cost proxy models.>®® Sprint
also contends that using CBGs will eliminate the implicit subsidy that occurs when costs are
averaged over wire centers, exchanges or larger areas that contain both high cost and low costs
areas.®™ Opponents of using CBGs contend that they are inaccurate because they bear no relation
to the actual telecommunications network and associated costs*® and, in very sparsely popul ated
areas, CBGs may be so large that cost may vary greatly within aCBG.>® GVNW argues that
using CBGs will be administratively burdensome.®*’

171. Some commenters suggest that the service area be based on LEC wire centers (or
areas no smaller than wire centers)®® or exchanges (or areas no larger than exchanges).®®® USTA
recommends using an area no larger than awire center for non-rural telephone companies to
determine costs.>™® Proponents of using wire center areas to determine costs contend that such
areas are small enough to represent reasonably homogenous cost characteristics and that LECs
can disaggregate their costs to those areas much more readily than they can disaggregate costs to
the CBG level > They argue that wire center boundaries have evolved to reflect the specific
characteristics of the telephone plant required to serve an area and thus are a much more accurate
area to determine costs than are CBGs, which bear no direct relationship with how the telephone
plant is designed or installed.>”? Teleport recommends using areas no larger than a wire center
and no smaller than a CBG to establish costs. It contends that establishing service areas at this

%3 Sprint comments at 15.
%4 Sprint reply comments at 13.

% See, e.g., GSA comments at 8-10; GVNW reply comments at 14 (arguing that CBGs are inherently
inaccurate and administratively costly to use).

%6 Alaska PUC comments at 13-14; Citizens Utilities comments at 12.
%7 GVNW reply comments at 14.
%8 BellSouth comments at 14 (proposing wire centers or groups of wire centers); GSA comments at 9-10.

%% See, e.g., Citizens Utilities comments at 12-13 (suggesting that exchanges or wire centers would be
appropriate); Montana Indep. Telecom. comments at 8 (same); GVNW reply comments at 14.

50 USTA comments at 18.
51 Citizens Utilities comments at 12-13.

52 GSA comments at 9-10; GVNW reply comments at 14.
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level will encourage competition by facilitating entry.>® GVNW proposes that, for non-rural
companies, support areas smaller than wire centers should be used only after a showing that
competition exists only in a portion of awire center. For rural companies, the decision to use
areas smaller than a wire center should be part of the state's public interest determination.>™

3. Discussion

172. Service areasfor areas served by rural telephone companies. We recommend that
the Commission retain the current study areas of rural telephone companies as the service areas
for such companies. Section 214(e)(5) provides that for an area served by arural telephone
company, the term "service area’ means such company's study area "unless or until the
Commission and the States, after taking into account the recommendations of a Federal-State
Joint Board instituted under section 410(c), establish a different definition of service areafor such
company."*” We find no persuasive rationale in the record for adopting, at thistime, a service
area that differs from arural telephone company's present study area°® We note that some
commenters argue that Congress presumptively retained study areas as the service areafor rural
telephone companies in order to minimize "cream skimming" by potential competitors.>”’
Potential "cream skimming" is minimized because competitors, as a condition of eigibility, must
provide services throughout the rural telephone company's study area. Competitors would thus
not be eigible for universal service support if they sought to serve only the lowest cost portions
of arura telephone company's study area.

173. We note that the 1996 Act in many respects places rural telephone companies on a
different competitive footing from other local exchange companies. For example, rural telephone
companies areinitially exempt from the interconnection, unbundling, and resale requirements of
47 U.S.C. 8 251(c). The 1996 Act continues this exemption until the relevant state commission
finds, inter alia, that a request of arura telephone company for interconnection, unbundling, or
resale would not be unduly economically burdensome, would be technically feasible, and would be
consistent with section 254.5® Moreover, while a state commission must designate other eligible

5% Teleport comments at 15-16.

5% GVNW reply comments at 14.

> 47 U.S.C. § 214(e)(5).

5 See, e.g., Century comments at 14-15; Evans Tel. comments at 14; Pacific Telecom comments at 2;
Pennsylvania PUC comments at 20; RTC comments at 10; Rural lowa Indep.Tel. Assn comments at 4; Sprint
comments at 15; USTA comments at 18; Fred Williamson comments at 12-13; SDITC reply comments at 6.

5 See, e.g., Evans Tel. comments at 14; SDITC reply comments at 6.

58 47 U.S.C. § 251(f)(1).
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carriers for non-rural areas, states may designate additional eligible carriers for areas served by a
rural telephone company only upon a specific finding that such a designation isin the public
interest.>”

174.  Another reason to retain existing study areasisthat it is consistent with our
recommendation that the determination of the costs of providing universal service by arurd
telephone company should be based, at least initially, on that company's embedded costs. Rural
telephone companies currently determine such costs at the study-arealevel. We conclude,
therefore, that it is reasonable to adopt the current study areas as the service areas for rural
telephone companies rather than impose the administrative burden of requiring rural telephone
companies to determine embedded costs on a basis other than study areas.

175. Service areas for areas not served by rural telephone companies. We find that
sections 214(e)(2) and 214(e)(5) grant to the state commissions the authority and responsibility to
designate the area throughout which a carrier must provide the defined core servicesin order to
be eligible for universal service support. We further conclude that, while this authority is
explicitly delegated to the state commissions, states should exercise this authority in a manner that
promotes the pro-competitive goals of the 1996 Act as well as the universal service principles of
section 254. The Joint Board thus recommends that the Commission urge the states to designate
service areas for non-rura telephone company areas that are of sufficiently small geographic
scope to permit efficient targeting of high cost support and to facilitate entry by competing
carriers.

176. Werecommend that the Commission encourage states, where appropriate to foster
competition, to designate service areas that do not disadvantage new entrants. Consequently, we
recommend that the geographic size of the state designated service areas should not be
unreasonably large. An unreasonably large area may deter entry because fewer competitors may
be able to cover start-up costs that increase as the size of the areathey must serve increases. This
would be especidly trueif the states adopt as the service area the existing study areas of larger
local exchange companies, such as the BOCs, which usually include most of the geographic area
of astate, urban aswell asrural. Additionaly, if states smply structure service areas to fit the
contours of an incumbent's facilities, a new entrant, especially a CMRS-based provider, might find
it difficult to conform its signal or service areato the precise contours of the incumbent's area.>®°

177. We note that state adoption of unreasonably large service areas could potentially
violate section 254(f), which prohibits states from adopting regulations that are "inconsistent with

59 47 U.S.C. § 214(€)(2).

®0 See, e.g., 360 comments at 7-8; ALTS reply comments at 4, Commnet Cellular reply comments at 7.
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the Commission's rules to preserve and advance universal service."*® State designation of an
unreasonably large service area could aso implicate section 253 if it "prohibit[s] or ha[s] the
effect of prohibiting the ability of an entity to provide any interstate or intrastate
telecommunications service,"*®? and is not "competitively neutral" and "necessary to preserve and
advance universal service."*®

178. Even if the state commission were to designate a large service area, however, we
believe that it would be consistent with the 1996 Act to base the actua level of support, if any,
that non-rural telephone company carriers would receive for the service area on the costs to
provide service in sub-units of that area. We recommend that the Commission, where necessary
to permit efficient targeting of universal support, establish the level of universal service support
based on areas that may be smaller than the service area designated by the state. The service area
designated by the state is the geographic area used for "the purpose of determining universal
support obligations and support mechanisms."** We find that this language refers to the
designation of the area throughout which a carrier is obligated to offer and advertise universal
service. It definesthe overall areafor which the carrier will receive support from the "specific,
predictable, and sufficient mechanism established by the Commission to preserve and advance
universal service."*®* We conclude that this language would not bar the Commission from
disaggregating the state-designated service areainto smaller areasin order to: (1) identify high
cost areas within the service area; and (2) determine the level of support payments that a carrier
would receive for the overall service area based on the sum of the support levels as determined by
the costs of serving each of the disaggregated areas.

D. Unserved Areas
1. Background

179.  Section 214(e)(3) providesthat, if no common carrier iswilling to provide the
services supported by universal service support mechanisms to a community or portion of a
community that requests such services, "the Commission, with respect to interstate services, or a
State, with respect to intrastate services, shall determine which common carrier or carriers are
best able to provide such service to the requesting unserved community or portion thereof and

L 47 U.S.C. § 254(f).
2 47 U.S.C. § 253(a).
3 47 U.S.C. § 253(b).
% 47 U.S.C. § 214(€)(5).

55 47 U.S.C. § 254(d).
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shall order such carrier or carriersto provide such services for that unserved community or
portion thereof."** Any carrier so ordered shall be designated as the eligible telecommunications
carrier for that community or portion of acommunity.®®” The Joint Explanatory Statement states
that section 214(e)(3) "makes explicit the implicit authority of the Commission, with respect to
interstate services, and a State, with respect to intrastate services, to order acommon carrier to
provide [the supported services].">®

180. The NPRM solicited comment on how the Commission should implement its
responsibilities under section 214(e)(3) to designate carriers for unserved areas and whether the
Commission and the state commissioners should develop a cooperative program to ensure that all
areas receive each of the services supported by federal universal support mechanisms.>*°

2. Comments

181. Few commenters responded to the Commission's request for comments on whether
the Commission and the states should develop a cooperative program to ensure service for
unserved areas. Some of these commenters support the concept of a cooperative program
between the Commission and the states.®® Some commenters recommend using a competitive
bidding system to select carriers to provide universal service to customers in areas that no carrier
isserving.® USTA argues that unserved areas should be defined as those areas no carrier is
willing to serve voluntarily. Such areas, USTA maintains, should be unique and not combined
with any established universa service area®*> Some cellular carriers argue that wireless
technology can play an important role in ensuring that remote areas receive basic telephone

% 47 U.S.C. § 214(e)(3).

*®7 47 U.S.C. § 214(e)(3).

%8 Joint Explanatory Statement at 141.

% NPRM at para. 47.

0 Alaska Library comments at 5; Cdifornia PUC comments at 13-14; Missouri PSC comments at 9.

%1 California PUC comments at 13-14. Under California's proposal, the carrier with the lowest bid, or subsidy
request, would win and become the carrier of last resort for the area. California PUC comments at 13-14. See also
MCI comments at 18-19 (advocating use of competitive bidding to select carriersin those few areas that no carrier
iswilling to serve at the established support level); USTA comments at 19-20. USTA recommends that the
Commission should adopt a voluntary bidding process to identify carriers willing to serve unserved areas at the
lowest cost per line. The carrier submitting the lowest bid would be declared the eligible carrier for both interstate
and intrastate services and would receive the universal service support targeted to that area from the high cost
support mechanism. USTA comments at 19-20.

592 USTA comments at 19-20.
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service and that they should be given an opportunity to provide such service in these areas.

AMSC urges the Commission to permit LECsto receive universal service support for the costs of
using Mobile Satellite Service technology to provide universal service to remote areas, just as the
Commission allows LECs that provide basic exchange telecommunications radio systems
(BETRS)** as a substitute for wireline local service in rural areas to be digible for high cost
assigtance.®® Washington UTC cautions against adopting rules that will require universal support
to every community, no matter how expensive providing that service would be.>® Washington
UTC offers an example of a small community of about a dozen families located on the eastern side
of the Cascade Mountains that currently is not receiving even basic telephone service because the
installation of facilities would cost about $8,000.00 per customer and would cost approximately
$260.00 per access line per month after installation.>”

3. Discussion

182. Other than the requirements contained in section 214(e)(3), we recommend that
the Commission not adopt any particular rulesto govern how carriers for unserved areas are
designated. While afew commenters support the concept of a cooperative state and federal
program to select such carriers,>*® no specific program was proposed. Similarly, while several
commenters support using competitive bidding to select carriers for unserved areas, no detailed
proposal was submitted for use of competitive bidding for this limited purpose.

VIl. RURAL, INSULAR, AND HIGH COST

A. Overview

183. Inthis section of the Recommended Decision, we discuss the universal service
support mechanisms for rural, insular, and high cost areas. There are three pieces of information

required to calculate the amount of support an eligible telecommunications carrier may draw from
federa universal service support mechanisms. The first is the number of subscribers that the

%8 See, e.g., Vanguard comments at 7-8; Western comments at 5-7, 14.

% BETRS uses radio frequencies to connect subscribers at fixed locations to LEC central offices. AMSC
comments at 6 (citing Basic Exchange Telecommunications Radio Service, 3 FCC Rcd 214 (1988)).

% AMSC comments at 6.
%% Washington UTC reply comments at 3.
%7 Washington UTC reply comments at 3.

%8 Seeeg., AlaskaLibrary comments at 5; California PUC comments at 13-14.
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carrier is serving in the high cost area. The second is the cost of providing the supported services
to those subscribers. The third is the amount of that cost that the carrier must recover from
sources other than the federal universal support mechanisms. In this section the Joint Board
presents its recommendations concerning the process that should be used to determine the level of
support to be provided for the supported services and related issues. We also present our
recommendations on how the amount the carrier needs to recover from other sources should be
set.

184. Wefirst discuss how to determine the cost of providing the supported services to
subscribers. We conclude that the proper measure of "cost” for purposes of calculating universal
service support is the forward-looking economic cost of developing and operating the network
facility and functions used to provide services supported under section 254(c)(1). The Joint
Board recommends that the Commission work with the state commissions to develop a proxy
cost model for calculating these forward-looking economic costs, and what support, if any, that a
carrier should receive for serving a particular geographic area. We believe that al of the costs of
the network and retail costs that are incurred to provide the supported services should be included
in the cost calculation. We recognize, however, that the use of a proxy model could cause some
small carriersto receive levels of support different from what they currently receive. In order to
allow those carriers a reasonable period to adjust to the use of proxy models, we recommend that
"rural telephone companies," as defined in the Communications Act, as amended,>* be allowed to
continue using embedded costs as the basis for calculating their universal service support levels
for three years after non-rural carriers begin to use proxy models.®® We recommend that, during
that period, high cost assistance, DEM weighting, and LTS benefits for rural carriers be frozen
based on historical per-line amounts. At the end of that three-year period, rural companies will
transition to a proxy model over three years. Because of the nature of providing servicein Alaska
and the insular areas, we recommend that rural carriers serving those areas continue to use
embedded costs until further review.

185. We next discuss the benchmark amount or share of carrier proxy-derived cost that
must be recovered from other sources. We believe it is desirable that the benchmark be based on
the amount the carrier would expect to recover from other servicesto cover the cost of providing
supported services, but final determination of the methodology for selecting the benchmark must
also consider the revenue base for universal service contributions. The amount of support a
carrier would receive would be calculated by subtracting this benchmark amount from the cost of
service determined for that carrier.

47 U.S.C. § 153(37).
50 Many of the commenters use the term"embedded costs' when referring to a carrier's historic loop or

switching costs. For the purpose of our discussion in this proceeding, we will also use the term "embedded costs,”
but note that we mean it to be synonymous with the terms "booked costs" and "reported costs.”
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186. Finaly, welook at an alternative means of establishing support levels. Competitive
bidding would allow the marketplace to determine the level of support by having competing
carriers bid for the support level they need to serve high cost areas. We recommend that the
Commission, together with the state commissions, continue to explore the possibility of using
competitive bidding in the future.

B. Calculation of Cost
1. Background
187. Theexisting universal service support mechanisms. Currently there are three
mechanisms designed expresdly to provide support for high cost and small telephone companies:

the Universal Service Fund (high cost assistance fund),®* the DEM weighting program,®® and
LTS.5%

188. Thejurisdictiona separations rules currently assign 25 percent of each LEC's loop
costs®™ to the interstate jurisdiction.®® As aresult, a portion of each LEC's local loop costs are
recovered through rates charged to its customers for interstate services.®® For LECs with above-
average loop costs, the existing high cost assistance fund shifts alarger percentage of the loop
costs to the interstate jurisdiction and permits those LECs to recover this incremental allocation
from the high cost assistance fund.®®” Each LEC's embedded costs determine the support
payments the LEC will receive. Currently, aLEC is eligible for support if its embedded loop
costs exceed 115 percent of the national average loop cost. LECs with study areas™® of 200,000
or fewer loops receive a greater percentage of their above-average loop costs than those with

®L 47 C.F.R. § 36.601 et. seq.
%2 47 CF.R. § 36.125(b).
%8 47 C.F.R. §§ 69.105, 69.502, 69.603(€), 69.612.

%4 | oop cost isthe fixed cost of connecting customers to the LEC central office. LECS local loop costs vary
widely due to many factors, including subscriber density, terrain, local exchange size, and labor costs.

85 47 C.F.R. Part 36.

%% Currently, the Commission's access charge rules require that these costs be recovered through subscriber line
charges and carrier common line charges. The operation of both types of chargesis discussed infra in section XII.

%7 The high cost assistance fund is currently administered by NECA.

58 A study areais a geographic segment of a carrier's telephone operations within a state. Carriers perform
jurisdictional separations at the study area level.
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study areas with more than 200,000 loops.®® LECs with study areas of 200,000 or fewer
working loops receive an additional interstate allocation of 65 percent of the unseparated cost per
loop between 115 percent and 150 percent of the national average cost per loop, multiplied by the
number of working loops. This 65 percent additional allocation coupled with the 25 percent
alocation for al carriers means that these companies allocate 90 percent of the loop costs
between 115 percent and 150 percent of the national average to the interstate jurisdiction. Those
carriers receive an additional interstate allocation of 75 percent of the cost per loop that exceeds
150 percent of the national average cost per loop. That additional allocation, coupled with the
25 percent allocation for all carriers, means that carriers with loop costs greater than 150 percent
of the national average receive a 100 percent allocation to the interstate jurisdiction for the costs
above 150 percent of the national average. In other words, they receive a dollar from the
interstate jurisdiction for each dollar of loop costs above 150 percent of the national average loop
cost. For LECswith study areas of more than 200,000 working loops, the additional interstate
alocation of unseparated loop costs is as follows: 10 percent of such costs between 115 percent
and 160 percent of the national average, 30 percent of such costs between 160 percent and 200
percent of the national average, 60 percent of such costs between 200 percent and 250 percent of
the national average, and 75 percent of such costs in excess of 250 percent of the national
average. This program is funded entirely by 1XCs.®*°

189. The Commission'sjurisdictiona separations rules include a second universa
service subsidy mechanism known as DEM weighting.* At the time the DEM weighting subsidy
was created, it was assumed that smaller telephone companies would have higher local switching
costs than larger LECs because the smaller companies cannot take advantage of certain
economies of scale. LECs with fewer than 50,000 access lines are directed to apportion a greater
proportion of these local switching costs to the interstate jurisdiction than larger LECs may
allocate.®*? For these small LECs, the actual DEMs are weighted (multiplied by a factor) to shift
what would otherwise be intrastate costs to the interstate jurisdiction. DEM weighting applies
independent of, and unrelated to, the high cost assistance fund.

190. TheLTS program supports carriers with higher-than average subscriber line costs
by providing carriers which are members of the NECA pool with enough support to enable them

€ 47 C.F.R. § 36.631(c), (d).

810 Each IXC with at least .05 percent of presubscribed lines nationwide contributes to the fund an amount
based on the number of its presubscribed lines. 47 C.F.R. § 69.116.

81 47 C.F.R. 8 36.125(b). Dial equipment minutes, or DEM, are the minutes of holding time of local switching
equipment used to originate and terminate a call. The jurisdictional separations rules allocate local switching
equipment costs between the interstate and intrastate jurisdictions on the basis of each jurisdiction’s relative
number of dial equipment minutes of use.

62 47 CF.R. § 36.125(b).
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to charge IXCs only a nationwide average CCL interstate access rate.”®® Under the current LTS
support system, NECA annually projects the common line revenue requirement (which includes
an 11.25 percent return on investment) for ILECs that participate in the common line pool .
NECA then computes the total amount of LTS support needed by subtracting the amount pooling
carriers will receivein SLCs and CCL charges from the pool's projected revenue requirement
(after removing pay telephone costs and revenues). LTS isfunded by ILECs that do not
participate in the common line pool. Non-pooling ILECS LTS contributions to the common line
pool are set annually based on the total projected amount of LTS, converted to a monthly
payment amount. NECA computes the monthly "draws" for the ILEC common line pool
members based on the pooling carriers submissions to NECA of reported cost data (except for
average schedule companies, whose monthly payments are based on average schedule data). Asa
result, each participating pool member receives a draw from the "pooled” common line revenues
rather than a"L TS payment.”

191. The Commission initiated a rulemaking proceeding in CC Docket No. 80-286 to
modify the current support mechanism for high cost and small telephone companies.®”® The
primary goals of that proceeding were to eliminate barriers to competitive entry, contain the size
of the fund at a reasonable level, and promote efficient investment and operation of local service
networks.®®

192. Inthe 80-286 NPRM, the Commission sought comment on ways to improve the
high cost assistance fund, including: (1) using credits to deliver high cost assistancein a
competitively neutral manner; (2) excluding administrative costs from the loop costs that form the
basis for high cost assistance; (3) basing assistance on the average number of subscriber lines; (4)
increasing the threshold for receiving assistance; (5) reconsidering the distinctions in the current
rules between large and small study areas; (6) adopting a permanent indexed cap; (7) using high

3 Prior to 1989 all local exchange carriers were required to participate in a pool of carrier common line costs
and revenues. Beginning in April 1989, LECs were permitted to withdraw from the pool, but LECs with below
average subscriber line charges that choose to exit the pool are required to contribute enough so that LECs
remaining in the pool would be able to charge the same industry average CCL rates they would have charged if the
pool were still mandadtory for all LECs. See MTSand WATS Market Sructure; Amendment of Part 67 of the
Commission’'s Rules and Establishment of a Joint Board, Report and Order, 2 FCC Rcd 2953 (1987).

84 The actual rate of return that pooling companies earn on a monthly basisis determined by the total rate of
return that the pool earns, i.e., the difference between the total costs that the pooling companies submit and the
total amount of revenue in the pool, as a percentage of all pooling companies total common line investment.

&5 Amendment of Part 36 of the Commission's Rules and Establishment of a Joint Board, Notice of Inquiry, 9
FCC Rcd 7404 (1994); Order, 9 FCC Rcd 7962 (1994) (Data Request); Notice of Proposed Rulemaking and Notice
of Inquiry, 10 FCC Rcd 12309 (1995) (80-286 NPRM).

616 80-286 NPRM at para. 5.
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cost credits for large carriers study areas only; and (8) using proxy factors to compute high cost
assigtance.®” The Commission also proposed to modify DEM weighting by: (1) establishing a
high cost test to qualify for DEM weighting; (2) determining DEM weighting factors on the basis
of average local switch size; or (3) determining DEM welighting assistance through the use of a
scale diding on the basis of the number of access lines.®®

193. NPRM inthis Proceeding. Inthe NPRM, the Commission sought comments to
identify methods for determining the level of support required to ensure that carriers are
financially able to provide universal servicein rural, insular, and high cost areas.®® The
Commission specifically sought comment on whether continuing to use the Commission's
jurisdictional separations rules to provide support to LECs with high loop costs, or local
switching costs of small LECs, is consistent with Congress's intent "to provide for a pro-
competitive, de-regulatory national policy framework . .. opening all telecommunications
markets to competition,"®® or with itsintent relating to the characteristics of universal service
support mechanisms to be adopted pursuant to section 254.°? In addition, the Commission
sought comment regarding the statutory requirement "that any support mechanisms continued or
created under new section 254 should be explicit."®* The Commission sought comment on
whether the DEM weighting assistance mechanism should be retained in light of the principles
enunciated in the 1996 Act.®® The NPRM also asked commenters to identify the total amount of
support currently required for each proposed core service.®

194. The Commission aso incorporated into this proceeding by reference the portion of
the record from CC Docket No. 80-286 that relates to changing the support mechanisms found in
Part 36 of itsrules.®® The Commission noted, however, that the legislative history of the 1996
Act indicates that Congress determined that CC Docket No. 80-286 was not an appropriate

87 1d. at paras. 17-75.

®8 |d. at paras. 9-16.

% NPRM at paras. 27-39.

0 See S, Conf. Rep. No. 104-230, 104th Cong., 2d Sess. 1 (1996).
% NPRM at para. 30.

62 47 U.S.C. § 254(e).

%2 NPRM at para. 30.

84 1d. at para. 15.

5 1d. at para. 39.
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foundation on which to base the section 254 universal service proceeding.®?

195. Regarding LTS, the NPRM observed that the CCL charges of ILECs not
participating in the NECA pool recover LECS LTS obligations.®” Asnoted inthe NPRM, LTS
payments serve to equalize access charges among LECs by requiring larger LECs that no longer
participate in the NECA access charge pool to contribute funds sufficient to reduce pooling
companies access charges to the national average.®® The NPRM tentatively concluded that "LTS
payments, which directly increase interstate access charges assessed by some LECs so asto
reduce charges assessed by other LECs, are an identifiable support flow in the existing interstate
access charge system™ and "proposg[d] to eliminate the recovery of LTS revenues through ILECs
interstate CCL charges."®®

196. Inthe NPRM, the Commission noted that several telecommunications carriers had
jointly filed a proxy mode to calculate a"benchmark” cost for providing local telecommunications
accessin every CBG in the nation.®*® As explained in the NPRM, the purpose of that proxy
mode -- the BCM -- isto identify areas where the cost of service is expected to be high enough
to require cost support to preserve and advance universal service.®** The Commission
incorporated the BCM into the record of this proceeding, and asked for comment on the merits of
using a proxy model to calculate universal service support requirements. The Commission sought
comment on, among other things, whether the model could be made technology neutral, whether
a proxy model should use embedded costs or forward-looking costs, what engineering
assumptions should be used in the model, and whether the model's choice of CBGs as the
geographic unit for calculating the costs of local telephone service was the best dternative. The
NPRM also sought comment on a proxy model that had been developed by PacTel for use in the
California state universal service proceeding -- the Cost Proxy Model (CPM).%%2

197. Public Notice. The Common Carrier Bureau's July 3 Public Notice sought
comments on approximately 50 questions regarding the calculation of the cost of providing

6.

N

® Id. at para. 39 (citing S. Conf. Rep. No. 104-230, 104th Cong., 2d Sess. 131 (1996)).
%" NPRM at para. 115.
58 |d. at para. 115.

5 |d. at para. 115.

80 |d. at para. 31 (citing MCI, NYNEX, Sprint/United Management, and U S West, Benchmark Costing Model:
A Joint Submission, Copyright 1995, CC Docket No. 80-286, filed Dec. 1, 1995).

%1 NPRM at para. 32.

%2 |d. at para. 33 n.81.
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universal service. The Public Notice requested comment on whether loop costs accurately
represent the actual cost of providing services such as access to directory assistance and
emergency assistance, and the advanced services that commenters have proposed for inclusion
among those services to be supported. To the extent that loop costs do not fully represent the
costs associated with including a service in the definition of universal service, the question also
asked parties to identify and quantify other costs that should be considered.®®®* Parties were also
asked to comment on what modifications to the existing universal service support mechanisms, if
any, are required to comply with the 1996 Act.*** The Public Notice also asked for comment on
how existing support mechanisms could be better targeted for rural areas.®*

198. Twenty-eight questionsin the Public Notice dealt with proxy models-- 15 asked

about proxy models in general,** eight asked about the BCM,**" and five asked about the CPM .*®
Further comment was requested on what, if any, activities were being undertaken to harmonize
the proposed proxy models,; and, how support should be calculated for insular areas and Alaska,
which were not included in the BCM.** Comment was sought on how the costs calculated by the
BCM compare to the book costs of ILECs for the same geographic areas; what the default inputs
were for the BCM (e.g., the fill factors);**® and, whether it is possible to integrate the grid cell
structure used in the CPM into the BCM model.** Comment was sought on whether the CPM
could be used on a nationwide basis and whether it could be modified to identify terrain and soil
type by grid cell.5*

199. Cost Models Public Notice. On July 10, 1996, the Common Carrier Bureau
released another Public Notice (Cost Models Public Notice) on the proxy models that had been
filed in this proceeding -- the BCM, arevised version of the BCM (BCM2), the CPM, and the

%2 public Notice (DA-96-1078) (rel. July 3, 1996) question 5.

%4 1d., question 26.

%5 1d., question 27.

% 1d,, questions 34-48.

%7 public Notice, questions 56-63.

%8 1d., questions 56-63.

89 |d., questions 36, 41, 45-48.

50 A fill factor represents the percentage of the loop facility that is currently being used.
%1 public Notice, questions 56, 60, 63.

52 |d., questions 65, 66.
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Hatfield model®* -- and gave notice on how interested parties could obtain copies of the
models.®* That Public Notice also set out procedures for interested parties to file comments on
the models.*

200. DataReguest. On August 2, 1996, the Common Carrier Bureau sent a letter to
each of the proponents of the BCM2, CPM, and Hatfield models requesting additional
information about the models.®*® The letter asked how the costs calculated by the model compare
with actual embedded loop costs of incumbent local exchange carriers and asked each proponent
to submit the results from its model for three specific study areas. The letter also requested
further information needed to answer model-specific questions, such as how the current versions
compared to the previous versions of these models.

2. Comments
a. Cost of Providing Universal Services

201. Loop Costs. MCI and NYNEX maintain that loop costs represent the actual costs
of providing core services for the purpose of universal service®”’ Bell Atlantic argues that the
local loop is the principal component of supported services, and thus, loop costs are a reasonable
surrogate for the costs of all supported services in determining relative costs among exchange
carriers.®® According to Bell Atlantic, the costs of providing non-loop core services should not
affect the state wide average costs enough to change the amount of universal service support
flowing to the states, nor should these costs vary significantly among carriers.®* Similarly,

53 The BCM was submitted by MCI, NYNEX, Sprint, and U S West. The BCM2 was submitted by Sprint and
U SWest. The CPM was submitted by PacTel. The Hatfield model was submitted by MCI and AT&T. See Public
Notice, Common Carrier Bureau Seeks Further Comment on Cost Models in Universal Service Notice of Proposed
Rulemaking, CC Docket 96-45, DA 96-1094 (rel. July 10, 1996)("Cost Models Public Notice").

84 See Cost Models Public Notice.

5 Seeld.

5% See Letters from John S. Morabito, Deputy Chief, Accounting and Audits Division, Common Carrier
Bureau to (1) Glenn Brown, Executive Director-Public Policy, U S Wegt, Inc., (2) Alan Ciamporcero, Vice
President-Federal Regulatory Relations, PacTel, (3) Mike Pelcovits, Chief Economist, MCI, and Joel Lubin, Vice
President-Law and Government Affairs, AT& T (dated Aug. 2, 1996).

%7 MCI further comments at 3 (arguing, however, that some trunking costs may also be involved for providing
services such as 911); NYNEX further comments at 5.

58 Bell Atlantic further comments at 2.

59 1d. at 2.
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CompTel argues that access to supported services is provided by the loop and that loop costs do
not vary according to the services the end user connects through the use of the loops.®® USTA
argues that the local loop cost is the actual cost of providing access to emergency services and
directory assistance.®!

202. NCTA and the Washington UTC contend that it is not appropriate to allocate 100
percent of loop costs to universal service because not al of loop costs are attributable to the
provision of supported services, but are also used to provide toll and other services.®> MFS
argues that additional costs should not be included in loop costs for purposes of calculating
universal service support unless the costs of providing a particular service vary by census block
and contribute to making a census block a high cost area.®*

203. Costsin Addition to Loop Costs. Several parties, however, contend that |oop
costs do not represent the total cost involved in providing core services.®* Commenters assert
that other joint, common and residual costs must be included in calculating total costs.®
Commenters contend that switching,®® transport®’ or transmission,®® signaling,®*® unbundled

&0 CompTel further comments at 9.

&1 USTA further comments at 8.

%2 NCTA further comments at 3; Washington UTC further comments at 6 (citing Washington Utilities and
Transportation Commission v. U SWest Communications, Inc., Docket No. UT950200, Fifteenth Supplemental
Order, April 11, 1996).

%3 MFS further comments at 13.

%4 See, e.g., Florida PSC further comments at 8; Maine PUC further comments at 5; New Y ork DOE further
comments at 5; PacTel further comments at 12; SWBT further comments at 4; Sprint further comments at 3; Time
Warner further comments at 15; Vitelco further comments at 4.

&5 Ameritech further comments at 11.

& AT&T further comments at 6; Citizens Utilities further comments at 4; Florida PSC further comments at 8;
Maine PUC further comments at 5; RTC further comments at 10; SWBT further comments at 4; Vitelco further

comments at 4.

87 Citizens Utilities further comments at 4; Maine PUC further comments at 6; RTC further comments at 10;
Vitelco further comments at 4.

88 AT&T further comments at 6.

9 1d. at 6.
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element costs®® and other costs®™ are implicated in the provision of aservice. For example,
Ameritech argues that the cost of single-party, voice grade service includes not only the cost of
the loops, but aso a portion of the local switch, as well as maintenance and other joint and
common costs and residual costs.®®? In addition, USTA argues that the provision of voice grade
access to the public switched network, touch-tone and single-party service entail switching and
transport costs in addition to loop costs.®®® SWBT asserts that providing operator service
requires substantial costs for facilities and the provision of customer assistance.®® Maine PUC
contends that even basic services such as the ability to connect with the interexchange network
require switches and trunks at the local wire center.®

204. A few parties argue that support for high switching costs associated with low-
volume switching, which are currently compensated through DEM weighting, should be
maintained.®® In addition, RTC maintains that the Commission should provide support for access
charges that cause significant disparities between rural and urban areas.®’ RTC also maintains
that support must be available for any network upgrades that rural telephone companies will have
to undertake to offer number portability.®® NECA argues that the current method for assigning
loop costs, wherein loop costs include not only the direct costs of providing physical loop plant
facilities but also a portion of other costs such as general and administrative costs, must be
maintained as part of any new universal service support mechanism.®®°

&0 1d. at 6.

! Forida PSC further comments at 9 (billing and collections costs); SWBT further comments at 6 (services
expenses and support costs); Sprint further comments at 3 (maintenance, depreciation and overhead expenses);
Vitelco further comments at 4 (information services costs and billing costs).

%2 Ameritech further comments at 11.

%3 USTA further comments at 8.

%4 SWBT further commentsat 5, 7.

% Maine PUC further comments at 5.

&6 Century further comments at 10-11 (arguing that the Joint Board should develop an explicit high cost
mechanism to reduce the disparity between traffic sensitive access chargesin rural and urban areas); NECA further

comments at 5; USTA further comments at 8.

%7 RTC further comments at 10 (arguing that such support would facilitate toll rate averaging required by 47
U.S.C. § 254(g) and promote long distance competition).

%8 RTC further comments at 11 (arguing that carriers will have to develop and install software and hardware to
provide number portability even if they have no customer requesting the service from whom to recover the costs).

8% NECA further comments at 5.

106



Federal Communications Commission FCC 9633

205. Codts of Additional Services. Few parties commented on the costs associated with
advanced services. SWBT asserts that the provision of ISDN requires special switching
equipment and that the cost of that equipment should be supported.®® USTA contends that
access to some advanced services may require a different form of loop connection, such as fiber
optic cable, and, thus, loop cost would not represent the actual cost of providing the servicein
those instances.”* We note that afew parties state or reiterate their belief that support should be
limited to core services, with no universal service support going toward advanced services.®

b. Existing Universal Service Support Mechanisms
i. Retain existing Universal Service mechanisms

206. In General. Commenters greatly disagree on whether to retain the current
universal service support mechanisms. Most small and rural LECs insist that the existing high
cost assistance fund should be retained in its current form.®”® Many 1XCs, large LECs, and others,
however, criticize the existing support mechanisms as contrary to the principles and goals of the
1996 Act.®* They contend that the current system encourages inefficiencies and inhibits
competition.

207. Continue using embedded costs. Supporters of the current program contend that
it has successfully achieved the goals of universal service.®” They argue that the current
accounting and jurisdictional separation rules are the most accurate method for computing
support levels.®” In addition, Ft. Mojave Telecom. asserts that the current program is "equitable
and nondiscriminatory."®”” West Virginia Consumer Advocate insists that the existing universal

60 SWBT further comments at 5.
571 USTA further comments at 8.
572 Citizens Utilities further comments at 5; GCI further comments at 3.

5% See, e.g., Century comments at 10; Mon-Cre comments at 3-4; Montana Indep. Telecom. comments at 6;
John Staurulakis comments at 7; SDITC reply comments at 3; Vitelco reply comments at 1.

5 See, e.g., Ad Hoc Telecom. Users comments at 12; NARUC comments at 13-15; Texas PUC comments at 9;
AT&T reply comments at 6-7.

5% See, e.g., Harris comments at 12; Minnesota Indep. Coalition comments at 13; OITA-WITA comments at
11-12.

% Park Region Tel. comments at 4. See also Mon-Cre comments at 3-4; New Hope Tel. Coop. comments at 3-
4; Ragland Tel. Co. comments at 3-4.

57 Ft. Mojave Telecom. comments at 4.
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service fund is an explicit support mechanism as contemplated in section 254(€).6® While
acknowledging that the current jurisdictional separations rules may not advance the cause of
creating a pro-competitive, de-regulatory policy framework, Montana PSC argues that they do
"advance the cause of keeping rural rates and services comparable to urban rates and services, and
therefore the Commission should maintain these subsidies during the transition to a competitive
market."®”® Michigan Library Assn offers that inefficiencies can be audited by state and
Commission staff.®° Meanwhile, SDITC states that it objects to the idea that universal serviceis
asubsidy because it believes “it isa"quid pro quo" for artificially capping at 25 percent those
common costs which are allocated between interstate and intrastate jurisdictions, implying that the
interstate allocation does not sufficiently recover its costs.?®®® This commenter also argues that the
current system should be maintained because "local competition is unlikely to occur in rural
America for some time."®®

208. Furthermore, many commenters maintain that any new universal service support
mechanisms must continue to be based on embedded costs.®® These commenters dispute the
reliability of proxy modelsto set adequate support levels.®® NECA argues further that allowing
support levels to be set on the basis of competitive bids or proxy models would trigger a "race for
the bottom™ because competitors would seek to capture funding without maintaining or improving
the quality of service or investing in new technology.®® Alaska PUC, Vitelco, and Puerto Rico
Tel. Co. contend the peculiar topography and extreme weather in their service areas result in high
loop costs and argue that any resulting loss of revenues from the existing fund levels would

5% West Virginia Consumer Advocate comments at 9-10.
9 Montana PSC comments at 10.
%0 Michigan Library Assn comments at 10.

%! SDITC reply comments at 10 (citing Smith v. Illinois Bell Tele. Co., 282 U.S. 133 (1930) and Decision and
Order, 96 FCC 2d 781, 789 (1984)).

%2 SDITC reply comments at 4.

%8 See, e.g., 360 comments at 7-8; Bell South comments at 2; Frederick & Warinner comments at 2-3; Keystone
comments at 7; LDDS comments at 11-12; Maine PUC comments at 4; Michigan PSC comments at 2; OITA-
WITA comments at 11-12; Rock Port Tel. comments at 2; Rural lowa Indep. Tel. Assn comments at 2; SWBT
comments at 13-14; South Carolina PSC comments at 2; Staurulakis comments at 7; TCA comments at 5; Telec
Consulting comments at 4; United Utilities comments at 1; Fred Williamson comments at 12-13.

% See, e.g., Ameritech comments at 12; NECA comments at 6.

% NECA commentsat 6. See also ITC comments at 4; TCA reply comments at 2, 5.
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greatly increase local rates.®® In addition, some commenters assert that small rural companies
will not be able to compete under a system that does not use embedded costs.®®’

209. Some commenters rely on particular interpretations of the 1996 Act to support
their position that universal service mechanisms must be based on an incumbent carrier's
embedded costs. Western Alliance asserts that the 1996 Act and the Fifth Amendment of the U.S.
Constitution require a system of universal service supports based on embedded costs of service.®®®
Alaska claimsthat nothing in the legidative history of the 1996 Act requires abolition of
jurisdictional separations-based support mechanisms and not al support mechanisms are required
to be explicit.®®*® Moreover, Alaska Tel. argues that the embedded costs method is necessary to
meet the sufficiency requirement of section 254(b)(5).°* In addition, Cincinnati Bell contends
that the LECs obligations under the 1996 Act as COLRs for universal service obligations
mandate the recovery of their investment in facilities.®* Alaska Tel. concludes that the
requirement for cost alocation rules and accounting safeguards found in the 1996 Act clearly
demonstrates Congress's intent to use historical costs as a basis for determining universal service
support.®*

210. Many commenters contend that a universal service mechanism based on embedded
costs, rather than costs determined using a proxy model, will be the easiest to administer when
CLECs want to serve a study area that already receives universa service support.®®® Pacific

% Alaska PUC comments at 12; Puerto Rico Tel. Co. comments at 8-9; Vitelco reply comments at 4.

%7 See, e.g., Alaska Tel. comments at 4; Harris comments at 11; OITA-WITA comments at 11-12; SDITC
reply comments at 5.

%8 Western Alliance comments at 1 (citing Duquesne Light. Co. v. Barasch, 488 U.S. 299, 307 (1989) to argue
that the implementation of any system that results in a sharp reduction of universal service support will effectively
confiscate incumbent LECS' investments without just compensation in violation of the 5th Amendment).

%9 Alaska comments at 8-9 (citing 8 103(d) of the Senate hill, 141 Cong. Rec. S 8570, S 8575 (daily ed. June
16, 1995) and interpreting the prefaced phrase, "To the extent possible, .." of the Joint Explanatory Statement.

80 Alaska Tel. comments at 4. Section 254(b)(5) of the 1996 Act states that "[T]here should be specific,
predictable and sufficient Federal and State mechanisms to preserve and advance universal service."

#t Cincinnati Bell comments at 11. See also Western Alliance comments at 4.

%2 Alaska Tel. reply comments at 3.

%% See, e.g., Ardmore Tel. comments at 3; Bell South comments at 10-14; Bledsoe Tel. comments at 3; Hopper
comments at 3; Ragland Tel. Co. comments at 3; Puerto Rico Tel. Co. further commentsat 8. But see, USTA
further comments at 20-21 (arguing that a competitive carrier in arural area should receive support based on its

own costs to discourage cream skimming and a competitive carrier in high cost areas served by non-rural telephone
companies should use the incumbent's costs to encourage competition).
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Telecom states that basing payments on the embedded costs of 1L ECs has the advantages of (i)
being "specific, predictable and sufficient” for rural needs; (ii) being auditable; (iii) preventing
over-recovery and incentives for gaming the system,; (iv) being technologically neutral; and (v)
serving as the best economic signal for potential competitive entry.®* Washington UTC suggests
that this method might encourage the resale of embedded LEC facilities, while alowing
competition, because it argues that competitors are more likely to want to use ILEC facilities if
they are compensated for doing s0.°®> BellSouth further contends that, when CLECs with lower
end-user rates receive the same support as the incumbent, they lower the end-user cost.
BellSouth explains that the end-user rates would eventually fall due to competition and the
support could be adjusted to reflect the lower rates.** Vitelco advocates that a CLEC that meets
all COLR obligations should be entitled to high cost funds based on its own embedded costs,
subject to a cap at the embedded costs of the incumbent.®”

211. Discontinue use of embedded costs. Commenters who maintain that LEC
embedded costs are not a reasonable basis for determining support express concern that this
method does not encourage companies to operate efficiently.*® MCI contends that the ILEC’s
embedded costs are likely to include many inefficiencies, and thus be higher than necessary. This
would result in a competitor receiving more support than required.®® In addition, AirTouch
asserts that the use of embedded costs would create incentives for inefficient bypass of ILEC
networks and manipulation and inflation of the costs, as well as an increase in the burden borne by
subscribers.”® NARUC contends that an ILEC’'s embedded costs do not reflect the true cost of
providing local service. It reports that many states have determined that cost studies produced by
LECs overstate the costs significantly by assuming that the cost of alocal loop isthe real cost of
local service, even though the loop cost is ajoint cost shared among many services, and by
including costs associated with redesign of network for non-basic services.™ Ad Hoc Telecom.

84 Pacific Telecom further comments at 8-9.

8 Washington UTC further comments at 17-18. Washington UTC, however, also notes that the disadvantages
of using the incumbents embedded costs are that those costs may not reflect newer, less expensive technology and
would result in over recovery by the competitors. See also AT& T further comments at 25-26.

6 BellSouth further comments at 33-34.

57 Vitelco further comments at 7.

%8 See, e.g., TRA commentsat 11. But see, Western Alliance further comments at 5 (arguing that no
commenter has ever demonstrated that the high cost fund has led to abuse or inefficiency by rural carriers).

5% MCI further comments at 12. See also Citizens Utilities further comments at 8.
0 AjrTouch further comments at 20-21.

1 NARUC comments at 13-15.
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Users argues that the LECs have deployed more transmission capacity than required to provide
one line per household.” Moreover, Time Warner contends that the use of embedded costs does
nothing to cure what it considers the fundamental problems with using embedded costs as the
basis for universal service support. These include verification of embedded costs, obsolete past
engineering practices and investment decisions, past investment initiatives that were not
undertaken to serve any legitimate universal service objective, and no incentive to control or
reduce expenses.’®

212. Moreover, commenters assert that the use of embedded costs does not promote
competitive neutrality.” RUS argues that “historical costs’ as a basis of support isinconsistent
with the goals of the 1996 Act because this method would provide no incentive for competition.
AT&T contends that forcing the recovery of embedded costs distorts the competitive market and
alows the ILEC to thwart entry by other more efficient competitors.”® Time Warner asserts that
allowing rural companies to retain universal service support based on embedded costs, in
combination with the section 251(f) exceptions,”’ creates a protected environment that would
operate to consumers long-term detriment by insulating these companies from competitive
pressure to lower costs.””® In addition, MCI arguesthat ILECs are not entitled to a guaranteed
complete recovery of their past investments, any more than is any other competitive firm.”
Teleport further contends that prior investment is not an implicit subsidy and an ILEC’ s ability to
recover itsinvestment will not be hindered by the development of competition.”°

705

213. ITA/EMA argue that the collection of universal service support through interstate
access charges would violate the express mandate of the 1996 Act that all universal service

2 Ad Hoc Telecom. Users comments at 12.
% Time Warner further comments at 32-33.

" See, e.g., Ad Hoc Telecom. Users comments at 6; Cdifornia PUC reply comments at 5; Time Warner
further comments at 31.

% RUS reply comments at 1-3.
% AT&T further comments at 23-26.

"7 Section 251(f) of the 1996 Act exempts rural carriers with fewer than 2 percent of nationwide subscriber
lines from complying with al of the interconnection requirements of subsections (b) and (c) of section 251.

% Time Warner further comments at 31.
" MCI reply comments at 11. See also ALTS reply comments at 1-2.

"0 Teleport reply comments at 5-6.
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supports be made explicit.”** RUS also contends that the use of embedded costs fails to provide
for the future evolution of telecommunications services and fails to ensure affordable service by
ignoring probable revenue losses from the appearance of new entrants.”? AT& T also argues that
this method would result in state commissions having to undertake frequent, unwieldy and
expensive inquiries into the value and prudence of claimed costs.”® TCI also argues that targeting
the support only to high cost areas under the embedded costs approach will be difficult because
ILECs report costs on a study area basis.”*

214. Useof ILEC costsfor CLECs. Some ILEC commenters support the use of
embedded costs to calculate assistance for ILECs to determine the universal service support they
would receive, but oppose their use for calculating such support to CLECs.”*® Alaska Tdl. claims
that providing payments to a competitor based on the embedded costs of an incumbent is not
lawful because it contends that the language of section 254 is explicit in limiting the use of
universal service support “only for the provision, maintenance, and upgrading of facilities and
services for which the support is intended.” *®* Minnesota Indep. Codlition contends that basing
the support for CLECs on the incumbent’s embedded costs may lead to payments to the new
competitorsthat are far in excess of the costs of providing service and that these payments would
unreasonably subsidize new competitors and cause uneconomic investment.””” SWBT argues that
such a system of competition would not reflect the competitor’s actual costs, would reduce
incentives for efficiency, would disadvantage ILECs by requiring cost studies, and would require
continued monitoring and regulation.”® Several other commenters, including IXCs, large LECs,

1 I TA/EMA comments at 11.

"2 RUS reply comments at 1-3.

3 AT&T further comments at 23-26. See also TCI further comments at 25-26.
"4 TCI further comments at 25-26.

"5 See, e.g., Minnesota Indep. Coalition comments at 13; PacTel further comments at 30; RTC further
comments at 18 (it is unlawful, uneconomic and unfair to base high cost payments to CLECs on the ILEC’ s costs).

76 Alaska Tel. further comments at 10.

7 Minnesota Indep. Codlition comments at 10. See also NYNEX further comments at 24 (noting that because
CLECs tend to concentrate initial entry on areas with loop costs below the statewide average cost, basing the
support for a CLEC on the ILEC' s study area average book cost would give windfall profits to the competitor);
PacTel further comments at 30.

"8 SWBT further comments at 23-24. At the sametime, SWBT asserts that new entrants should only receive
support for an areaif an ILEC receives support, but limited to costs associated with its own facilities. Moreover,
SWBT states that competitors should have the same reporting requirements as ILECs and be required to justify
their own costs. It maintains that the ILEC’ s costs should be the cap on support levels. It notes, however, that
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and non-wireline telecommunication companies, also oppose the use of an ILEC’s embedded
costs as a basis for calculating the support to be provided to a CLEC for the same reasons they
criticize the use of embedded costs generally.”™® Ameritech and NCTA maintain that the
incumbent’ s embedded costs bear no relationship to the new entrant’s costs.”® NYNEX,
however, argues that the CLEC should use the ILEC's booked costs only if it offers universal
service throughout the ILEC's study area.’® Time Warner contends that, if the embedded costs
methodology is maintained, CL ECs should be allowed to use the ILEC's embedded costs in order
for the fund to be competitively neutral .’

ii. Modify the Existing High Cost Assistance Fund

215. In General. Commentersin both the current proceeding and the CC Docket No.
80-826 proceeding have suggested modifications to the current system that would continue to use
embedded costs to determine the level of support. The proposed modifications that appear to
enjoy more widespread support include: adjusting the existing support formula by increasing the
qualifying threshold; reducing the support percentages, eliminating specific ILECs from dligibility;
excluding particular categories of administrative and overhead expenses for calculating loops;
readjusting study areas; and changing the methodology of counting loops.

216. Increasing the threshold for receiving assistance. NYNEX contends that the
current threshold is too low to distinguish a high cost area from an average cost area
effectively.”® AT&T, Time Warner, and Citizens Utilitiesjoin NYNEX in supporting raising the
eligibility threshold from the current 115 percent to 130 percent’® above national average loop

allowing a new entrant to use an ILEC’ s costs would be simple to administer, and each carrier would receive the
same level of support.

% See, e.g., AT&T further comments at 7; AirTouch further comments at 26; Ameritech further comments at
26; Citizens Utilities further comments at 8; MCI further comments at 12; NCTA comments at 32-33; Sprint
further comments at 7; TCI further comments at 25-26; U S West further comments at 13.

2 NCTA comments at 32-33; Ameritech further comments at 26.

2L NYNEX further comments at 20.

2 Time Warner further comments at 27.

2 NYNEX further comments at 18-20.

7.

N

“ This would be the approximate equivalent of one standard deviation above national average loop costs per-
line.
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costs per-line to target the support more effectively.” In response to the 80-286 NPRM, the
Maine PUC and Vermont DPS agreed with this modification because it would more accurately
target funding.”® In the 80-286 proceeding, SWBT, however, opposed increasing the per-line
threshold because it claimed that this would shift over $200 million to the state jurisdiction and
would harm small ILECs.”” Century argued in the 80-286 proceeding that increasing the
threshold does not better target high cost assistance, but simply reduces the size of the fund.”?®

217. Lower the high cost fund payout percentages. Citizens Utilities proposes that the
current payout percentages of up to 75 percent’® recovery that applies when an ILEC with
200,000 or fewer loops has per-loop costs in excess of 150 percent of the national average be
reduced in order to encourage efficiencies in operation.” In response to the 80-286 NPRM,
GVNW argued that reducing the payout percentage to 70 percent will reduce the size of the
fund.” Arvig Enterprisesin the 80-286 proceeding suggested that the current payout percentage
be reduced to 65 percent to eliminate the perception that current cost methodol ogies discourage
efficient operation.”? In response to the 80-286 NPRM, SWBT, however, contended that
reducing the recovery level in this manner violated the Commission's proper targeting principle by
reducing support to those companies most in need of assistance.”®

% See, AT&T further comments at 2-4, App. A; Citizens Utilities further comments at 6-7; NYNEX further
comments at 18-20; Time Warner further comments at 28. These four commenters also continue to oppose the use
of embedded costsin calculating the support levels. See also Bledsoe Tel. 80-286 NPRM comments at 5.

% Maine PUC 80-286 NPRM comments at 3; Vermont DPS 80-286 NPRM comments at 22. See also Ad Hoc
Telecom. Users 80-286 NPRM comments at 12; Frontier 80-286 NPRM comments at 6-9; Sprint 80-286 NPRM
comments at 10-14; Teleport 80-286 NPRM comments at 16-18; Time Warner further comments at 28.

2l SWBT 80-286 NPRM comments at 46-52, Att. 1. See also Ohio PUC 80-286 NPRM comments at 9-11.

2 Century 80-286 NPRM comments at 18-21

2 1f a company has 200,000 or fewer lines in its study area, for its loop costsin excess of 150 percent of the
national average, an additional 75 percent of the LEC's costs may be recovered from the interstate jurisdiction. As
25 percent of its loop costs are aready recoverable under the regular jurisdictional separations rules, the additional
75 percent support from the high cost assistance fund allows that LEC to recover 100 percent of their incremental
loop costs in excess of the national average from the interstate jurisdiction.

730 Citizens Utilities further comments at 6-7. See also Great Plains 80-286 NPRM comments at 111-12; MCl
80-286 NPRM comments at 10-16.

8 GVNW 80-286 NPRM comments at 34.
" Arvig 80-286 NPRM comments at 4.

8 SWBT 80-286 NPRM comments at 46-52, Att. 1. See also GTE 80-286 NPRM comments at 43-52; North
Carolina UC 80-286 NPRM comments at 3-4.
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218. Eliminate the inclusion of adminigtrative costs. To integrate efficiency incentives,
AT&T recommends eliminating the inclusion of administrative costs in the calculations of loop
costs receiving high cost support.”* Ad Hoc Telecom. Users contends that administrative
expenses, such as advertising and sales, should be eliminated because they are not necessary for
the provision of universal service.”™ New Y ork DPS also advocates eliminating the inclusion of
any costs not necessarily related to the provision of subscriber loops.”® Missouri PSC proposes
that, instead of using actual administrative costs, an average administrative cost per-line imputed
to the carrier should be used to prevent ILECs from obtaining high cost support for excessive
administrative costs.””” Meanwhile, SDITC recommends replacing the compensation of
administrative expenses with compensation for "telephone plant investment” to encourage
development of advanced telecommunications facilities in al areas.”® NECA, however, suggests
that, if the Commission is concerned about excessive levels of general and administrative expenses
in the high cost assistance fund, the Commission could consider using statistical measures, such as
atwo-standard-deviation test to limit the amount of such expenses.”

219. Eliminate de minimis loop cost support. AT& T and Time Warner propose that
high cost assistance to LECs receiving less than $1.00 in universal service support per loop be
eliminated to reduce the size of the fund.” Maine PUC aso favors this proposal on the basis that
these payments are too low to make much difference to the recipients.” In response to the 80-
286 NPRM, Cincinnati Bell and SWBT aso supported elimination of de minimis assistance since
applying this modification to large ILECs will pose the least potential harm to small LECs, while

# AT&T further comments at 2-4, App. A. See also ACTA 80-286 NPRM comments at 9; MFS 80-286
NPRM comments at 12; Sprint 80-286 NPRM comments at 10-14 (arguing that this will help deter "gold plating”);
Washington UTC further comments at 17.

% Ad Hoc Telecom. Users comments at 12. See also MCI 80-286 NPRM comments at 10-16.

6 New York DPS comments at 6. See also NASUCA 80-286 NPRM comments at 11-12; Nebraska PSC 80-
286 NPRM comments at 7.

7 Missouri PSC comments at 9. See also Florida PSC 80-286 NPRM comments at 9-10.
% SDITC reply comments at 3, 7.

7 NECA further comments at 19. See also Pacific Bell 80-286 NPRM comments at 6; USTA 80-286 NPRM
comments at 24-25.

M0 AT&T further comments at 2-4, App. A; Time Warner further comments at 28. See also MCI 80-286
NPRM comments at 10-16.

1 Maine PUC comments at 10. See also Alaska PUC 80-286 NPRM comments at 16-17; lowa Utilities Board
80-286 NPRM comments at 2-5; Nebraska PSC 80-286 NPRM comments at 7-10.
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gtill reducing the size of the high cost support mechanism.”? In their response to the 80-286
NPRM, however, GTE, Pacific Bell, and Bell South opposed eliminating de minimis loop cost
support.”® BellSouth contended that the Commission's proposal to withdraw assistance to ILECs
receiving less than $1.00 per month is predicated on the "fiction” that, if the carrier islarge, it can
internalize the subsidies. BellSouth said this "easy way out" is no longer available and argued
that, if the Commission eiminates high cost support below $1.00, the rules should be modified to
permit the eliminated amount to be assessed as an end user surcharge.”

220. Eliminate or reduce support to large carriers. AT& T, Time Warner, and SDITC
promote the proposal of disqualifying Tier 1 LECs™ from receiving high cost support to target
the support more appropriately.”® In response to the 80-286 NPRM, | CORE recommends
disgualifying Class 1 and Class 2 LECs from dligibility to target funding to smaller ILECs.™’
Alaska PUC supported the adoption of a diding-scale distinction between small and large ILECs
to target high cost support better.”*® Missouri PSC aso supported implementing asliding scalein
the 80-286 NPRM proceeding on the basis that it would eliminate the need to reconsider the
distinction between large and small companies.””® In addition, Montana PSC and New Y ork DPS
stated that limiting the higher levels of assistance to study areas with 100,000 lines or less might
be more consistent with the goal of targeting assistance to smaller LECs.”™ Frontier

™2 Cincinnati Bell 80-286 NPRM comments at 10; SWBT 80-286 NPRM comments at 46-52, Att. 1.

™ GTE 80-286 NPRM comments at 43-52.

™4 BellSouth 80-286 NPRM comments at 20-23.

™ For tariff review purposes, the term Tier 1 LEC has traditionally referred to a company having annual
revenues from regulated operations of $100 million or more. For accounting purposes, the Commission uses the
terms Class A and B companies as defined in 47 C.F.R. § 32.11(a)(1) and (2) to differentiate large and small
carriers. Pursuant to section 402(c), the revenue threshold of Class A LECs has been indexed to inflation using the
Gross Domestic Chain-Type Price Index (GDP-CPI). See, Implementation of the Telecommunications Act of
1996, Reform of Filing Requirements and Carrier Classifications, Order and Notice of Proposed Rulemaking, CC
Docket 96-193, FCC 96-370 (Sept. 12, 1996).

™6 SDITC reply comments at 8; AT&T further comments at 2-4, App. A; Time Warner further comments 29.
See also NCTA 80-286 NPRM comments at 2, 23.

"7 |CORE 80-286 NPRM comments at 16-17.
8 Alaska PUC 80-286 NPRM comments at 17-18. See also TCA 80-286 NPRM comments at 15-17.
™ Missouri PSC 80-286 NPRM comments at 13-16.

™0 Montana PSC 80-286 NPRM comments at 5-6; New Y ork DPS 80-286 NPRM comments at 7-8. See also
Northeast Florida Tel. Coop. 80-286 NPRM comments at para. 42.
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recommended capping the amount of assistance to study areas with 50,000 or less lines.”*

Roseville Tdl., however, opposed limiting higher levels of assistance to study areas with 100,000
or fewer lines, arguing that to suggest that large companies serving high cost areas do not need
high cost support assumes the large company's ability to continue internal subsidies from ratesin
low cost areasto ratesin high cost areas. It stated that it cannot be assumed that this situation
will continue in the face of growing competition.”?

221. Readjust study areas. NYNEX states that some large carriers have been able to
qualify for assistance intended for small carriers by maintaining small study areas within a state.
Thus, it recommends combining study areas within a state that are owned by the same ILEC to
apply the high cost assistance mechanisms uniformly and consistently.”® Missouri PSC also
promotes combining such study areas because it contends that the analysis of such broad areas
will best reflect the overall circumstances of each ILEC. It explains that currently smaller study
areas might permit alarge ILEC to receive high cost assistance related to its high cost areas even
though the ILEC's overall costs were no higher than average.”™ In response to the 80-286
NPRM, GSA, however, opposed this proposal on the basis that it does not address the problem of
interna subsidization of supporting high cost areas with revenues from low cost areas.””® New
Y ork DPS aso opposed combining loop costs for affiliated companies within a state because
several small affiliated companies operate in New Y ork and each company operates in a distinct
service territory and charges rates unique to that company.”® Pennsylvania PUC also stated that
it was opposed to combining all affiliated study areas in a state because this would immediately
disqualify large carriers from high cost assistance even though they have high cost areas within a
study area.”’

222. Citizens Utilities and Bell South recommend using a smaller geographic areathan a

1 Frontier 80-286 NPRM comments at 6-9.
™2 Roseville Tel. 80-286 NPRM comments at 5-9. See also Vitelco reply comments at 10-11.

™ NYNEX further comments at 19. See also Bell Atlantic 80-286 NPRM comments at 8-11; MCI 80-286
NPRM comments at 10-16; AT& T further comments at 2-4, App. A.

™ Missouri PSC comments at 8. See also lowa Utilities Board 80-286 NPRM comments at 2-5; Nebraska PSC
80-286 NPRM comments at 7.

™5 GSA 80-286 NPRM comments at 6-7.
™6 New York DPS 80-286 NPRM comments at 6-7.

" Pennsylvania PUC 80-286 NPRM comments at 11-14.
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study area, such as awire center,”® as the basis for determining dligibility to target the support
better and reduce the size of the fund.”™ Cincinnati Bell, in response to the 80-286 NPRM, stated
that wire centers are appropriate because they are a compromise between study areas and
CBGs." Also, Ameritech argued that collecting data by wire center may be less difficult than
collecting data by CBG.”™ BellSouth asserted that the use of awire center as the geographic
basis for determining support would eliminate the need to divide carriers into large and small
categories.”?

223. GTE proposes using a unit smaller than awire center, such as a CBG, because, it
states, thiswill result in better targeted support, minimize the amount of support provided, and
send more accurate price signals to new entrants.” In response to the 80-286 NPRM, Cdifornia
PUC aso advocating the use of CBGs, stated that the CBG is small enough to make the costs of
an area more homogenous while keeping the distribution of the fund manageable.”™ Bell Atlantic,
however, opposed the use of CBGs to identify high cost areas. It argued that attempting to
administer anational CBG-based high cost support mechanism would become overly complex and
cumbersome.”® BellSouth also opposed the use of CBGs. It claimed that CBGs have no
relationship to alocal service obligation, have nothing to do with local service areas as defined by
state commissions, and have no operational significance to ILECs, and that no credible evidence
exists that they bear any relationship to costs.”®

224. Adjust Rate Structure. GTE advocates imposing arate ceiling to achieve specific
level of end-user prices. It proposes that the level of support must initially be based upon a

8 A wire center is the location where the telephone company terminates subscriber outside cable plant (i.e.
their local lines) with the necessary testing facilities to maintain them.

™ BellSouth further comments at 32; Citizens Utilities further comments at 7. See also Ameritech 80-286
NPRM comments at 13-14; Cincinnati Bell 80-286 NPRM comments at 6; NASUCA 80-286 NPRM comments at
8-9, 19; SWBT 80-286 NPRM comments at 19, Att. 1.

0 Cincinnati Bell 80-286 NPRM comments at 6.

1 Ameritech 80-286 NPRM comments at 13-14.

62 BellSouth 80-286 NPRM comments at 20-23.

% GTE comments at 10. See also Jones Intercable 80-286 NPRM comments at 4-5; Pennsylvania PUC 80-286
NPRM comments at 7-9, 14-15; Sprint 80-286 NPRM comments at 10-14.

4 Cdlifornia PUC 80-286 NPRM comments at 4.
% Bell Atlantic 80-286 NPRM comments at 8-11.

% BellSouth 80-286 NPRM comments at 8-11, 26-28. See also Alaska PUC 80-286 NPRM comments at 7-9.
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measure of the cost of service with arate ceiling.”” In the 80-286 NPRM proceeding, the
Cdlifornia PUC stated that it is addressing rate capsin certain areas aswell.”® ALLTEL
recommended implementing rate rebalancing to reduce the fund size by allowing ILECs with a
per-line contribution of less than $1.00 to increase their SLCs, especidly if the proposal to
gliminate de minimis support is adopted.”

225. |Implement additional accounting safeguards. Washington UTC proposes that the
Commission implement additional accounting safeguards to book, track, and report appropriate
revenues to explicit accounts to ensure that high cost funds are used for intended purposes.’”®

226. Make the support portable. BellSouth and AT& T propose making the universal
service support fully "portable" so that the support should move with the customer. They state
that this will encourage competition and eventually reduce end-user rates for local service.”*

227. Adopt anindexed cap. AT& T recommends adopting an indexed cap on the
growth of the universal service support to reduce the size of the fund and encourage efficient
operation.”” In response to the 80-286 NPRM, Alaska PUC expressed concern that a permanent
cap would reduce support available to needy companies in an arbitrary manner.””

228. |mplement usage-sensitive support. ITC and ETEX Tel. Coop. propose
implementing a"usage-sensitive” universal service mechanism, based on a company's embedded
costs, that lowers the high cost assistance funding as the usage per-minute for each access line
increases. These commenters contend that this methodology will promote toll and resale

7 GTE comments at 8-9. GTE also asserts that the support should fund the difference when the rate ceiling is
less than the embedded costs. A competitive bidding process should replace this cost-based comparison to
determine the support amount once carriers enter the market.

8 Cdlifornia PUC 80-286 NPRM comments at 4.

8 ALLTEL 80-286 NPRM comments at 7. See also BellSouth 80-286 NPRM comments at 20-23; Citizens
Utilities further comments at 7.

0 Washington UTC further comments at 16.

™ BellSouth comments at 10-14; AT&T further comments at 20. See also Sprint 80-286 NPRM comments at
10-14.

2 AT&T further comments at 2-4, App. A. See also Frontier 80-286 NPRM comments at 6-9; MCI 80-286
NPRM comments at 10-16; Sprint 80-286 NPRM comments at 10-14.

8 Alaska PUC 80-286 NPRM comments at 17-18. See also USTA 80-286 NPRM comments at 31-32;
Vermont DPS 80-286 NPRM comments at 27-28.
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competition in rural areas while maintaining monopoly efficiencies of low-density rural areas.””*

229. Change current assessment structure. Many commenters recommend changing the
current assessment structure to promote competitive neutrality to make the contribution
mechanism more equitable. For example, ACTA in the 80-286 NPRM proceeding argued that
preserving high cost assistance should not be the burden of one segment of the
telecommunications industry, namely the interexchange segment.””®> AT& T, GTE, NYNEX, and
Lincoln propose that high cost support be funded on the basis of a single, uniform surcharge to al
end-user telecommunications services. Thus, al telecommunications service providers, including
IXCs, ILECs, CLECs, wireless carriers, and resellers, would finance high cost support.””® AT&T
contends that this surcharge will foster greater efficiency and new entry that will result in lower
prices for customers.””” Citizens Utilities recommends creating a contribution mechanism that
assesses all interstate carriers, instead of just IXCs.””® In response to the 80-286 NPRM,
Nebraska PSC proposed that the current threshold should be eliminated and all
telecommunications carriers should contribute to support high cost assistance based on a
percentage of gross revenues that would "establish that large carriers support the fund but small
carriers would also invest in the fund." "

230. Redefine current small and large company distinction. In response to the 80-286
NPRM, Pennsylvania PUC and Bell South supported changing the definition of a small study area
to be one with 100,000 loops or fewer to target the support better.”® In order to achieve the
goals of high cost support, however, Maine PUC recommends eliminating the 200,000 line
distinction between large and small companies in defining the level of support.”

231. Use of averageloop counts. In response to the 80-286 NPRM, Florida PSC,

™ |ITC comments at 10; ETEX Tel. Coop. reply comments at 2.
™ ACTA 80-286 NPRM comments at 9.

" AT&T comments at 7; GTE comments at 8-9; Lincoln reply comments at 7; NYNEX further comments at
20.

™ AT&T comments at 8.
8 Citizens Utilities further comments at 7.
7 Nebraska PSC 80-286 NPRM comments at 6.

% BellSouth 80-286 NPRM comments at 20-23; Pennsylvania PUC 80-286 NPRM comments at 11-14. See
also MCI 80-286 NPRM comments at 10-16.

L Maine PUC comments at 9. See also Ohio PUC 80-286 NPRM comments at 9-11; SWBT 80-286 NPRM
comments at 46-52, Att. 1; Vermont DPS 80-286 NPRM comments at 22-27.
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Montana PSC, and Nebraska PSC supported the determination of high cost support eligibility
based on the average lines per year rather than on a count at the end of the year as a more
accurate method to calculate loop costs.”®? In that proceeding, USTA contended that using the
average number of lines over ayear instead of the year end number would impose a substantial
administrative burden on small exchange carriers that do not have mechanized line counts.”
USTA argued that this could also understate loop counts for carriers that are declining in size and
overstate loop costs for growing carriers. USTA maintained that a better approach would be to
permit exchange carriers involved in mergers and acquisitions to adjust expense levels for the year
in which a transaction occurred to produce a consistent match between expenses and loops
investment data.”®*

iii. DEM Weighting Program

232. Maintain existing DEM weighting program. Several commenters, including many
small and rural ILECs, want the existing DEM weighting program to continue.”® Siskiyou argues
that the DEM weighting program is a valid and appropriately focused program because switching
costs are three or more times higher per access line in small rural exchanges than they are in larger
exchanges.”® OITA-WITA explain that switching costs are higher for small ILECs because they
are forced to buy components of a switch sized for 10,000 customers, even though they might be
serving only 1,000 customers. Moreover, these commenters state that they are disadvantaged
because they are too small to implement volume discounts.”” Some commenters argue that
eliminating the DEM weighting program or combining it with the Federal universal service
support would raise rural rates.”® Century also asserts that eliminating or modifying this
program would make universal service support methods less specific and violate the 1996 Act "by
creating an internal cross-subsidy between distinct service e ements that [flies] in the face of the

2 Florida PSC 80-286 NPRM comments at 9-11; Montana PSC 80-286 NPRM comments at 5; Nebraska PSC
80-286 NPRM commentsat 7. See also ACTA 80-286 NPRM comments at 12-13.

8 USTA 80-286 NPRM comments at 25.
% d. at 25.

% See, e.g., Mon-Cre comments at 3-4; New Hope Tel. comments at 3-4; RTC comments at 15; Telec
Consulting comments at 6-8; West Virginia Consumer Advocate comments at 9-10.

8 Sjskiyou reply comments at 3.

8 OITA-WITA comments at 7-10. See also Northeast Florida Tel. Co. 80-286 NPRM comments at para. 10;
Rural lowa Indep.Tel. Assn 80-286 NPRM comments at 1.

8 Century comments at 12. See also Alaska Tel. comments at 4; ICORE comments at 10-12; Mid-Rivers Tel.
Coop. 80-286 NPRM comments at 2-6.
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Act's preference for unbundling in a competitive environment."”® In addition, ICORE contends
that the DEM weighting program is not a subsidy or assistance mechanism.’°

233. Maodify the current DEM weighting rule. Commenters proposed several
modifications to the current rule. NYNEX, Maine PUC, Citizens Utilities, BellSouth, and New
Y ork DPS recommend combining switching and loop costs in one high cost "fund” to make the
support for switching costs explicit by removing the revenue requirements associated with it from
smaller ILECS interstate switched access rates.”* Maine PUC also adds that this will reduce the
size of the fund because companies with high loop costs but low switching costs will not receive
as much assistance.”? In response to the 80-286 NPRM, Colorado PUC, however, opposed
combining DEM weighting with high cost support. It claimed that this action would merely shift
the targeted support among recipients and it would be particularly harmful to small ILECs.”
NECA and ICORE also argue that DEM weighting should not be combined with the universal
service support mechanisms because they serve different purposes and the administration of both
programs would be burdensome.”* Instead, they advocate replacing the current stepped formulas
to calculate DEM weighting amounts for study areas between 10,000 and 50,000 access lines
using a"diding-scale" approach.”® United Utilities argues that the current program should be
changed to more accurately reflect the use of Category 3 switching costs,”® the amount of
Category 3 switching costs eligible for universal service support should be determined and the
DEM weighting factors should be revised.”’

234. Eliminate the DEM weighting program. New Jersey Advocate, Time Warner,

8 Century comments at 14 (citing 47 U.S.C. § 251 (c)(3)).

™ |CORE comments at 10-12.

1 BellSouth comments at 10-14; Maine PUC comments at 11; New Y ork DPS comments at 7; Citizens
Utilities further comments at 6-7; NY NEX further comments at 22. See also GSA 80-286 NPRM comments at 3-
4; Pacific Bell 80-286 NPRM comments at 1; Staurulakis comments at 7; Texas PUC 80-286 NPRM comments at
3-4; Lincoln reply comments at 4.

 Maine PUC comments at 11.

8 Colorado PUC 80-286 NPRM comments at 7-8.

™ |CORE comments at 10-12; NECA further comments at 18-19.

% |CORE comments at 10-12; NECA further comments at 18-19. See also Missouri PSC 80-286 NPRM
comments at 6-7; South Dakota PUC 80-286 NPRM comments at 1; USTA 80-286 NPRM comments at 41.

™ Category 3 switching costs are the costs associated with operating local switching equipment. See 47 C.F.R.
§36.125.

7 United Utilities comments at 3-4.
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AT&T, and Lincoln contend that the DEM weighting mechanism creates an implicit subsidy
because it is embedded in interstate access charges, and is therefore, contrary to the 1996 Act's
mandate that all subsidies be explicit.”® AT&T further argues that the current DEM weighting
mechanism has "no economically sound cost-based or need-based dligibility requirement” and
recommended eliminating the DEM weighting program altogether.” Time Warner also contends
that it is unclear that the average cost per access line varies significantly with switch size and that
there is no evidence that eliminating the support provided through DEM weighting would make
local service less affordable.®® Moreover, New Jersey Advocate argues that subsidizing switching
costs may no longer be appropriate because central office switches are now largely special
purpose computers that are widely available at very standardized prices®* Meanwhile, Lincoln
guestions the need to subsidize any switching costs because it maintains that switching isa
service, and asserts that services do not need to be subsidized. It states that only access to
services should receive a subsidy.®® Thus, these commenters recommend eliminating the DEM
weighting program.®®

235. Inresponse to the 80-286 NPRM, Sprint argued that DEM weighting should be
eliminated because modern digital switches have almost completely eliminated the switching cost
differentials between large and small study areas that originally motivated the adoption of DEM
weighting and that this program creates a powerful economic incentive to miscategorize certain
equipment costsin order to qualify for additional subsidies® Teleport, Ad Hoc Telecom. Users,
and GCI in the 80-286 NPRM proceeding recommended a gradual elimination of this program
over five years to comply with the principles stated in the 80-286
NPRM 8%

iv. Long Term Support

8 New Jersey Advocate comments at 12; Lincoln reply comments at 4; AT& T further comments at 2-4, App.
A; Time Warner further comments at 28.

™ AT&T further comments at 2-4, App. A. See also Frontier 80-286 NPRM comments at 3; MCl 80-286
NPRM comments at 3-7.

80 Time Warner further comments at 40.
81 New Jersey Advocate comments at 12.
82 | incoln reply comments at 4.

83 New Jersey Advocate comments at 12; AT& T further comments at 2-4, App. A; Time Warner further
comments at 28.

84 Sprint 80-286 NPRM comments at 7-8.

85 Ad Hoc Telecom. Users 80-286 NPRM comments at 1; GCI 80-286 NPRM comments at 2-5; Teleport 80-
286 NPRM comments at 4-5.
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236. No party appears to have attempted to refute the NPRM's tentative conclusion
that LTS represents an impermissible implicit support mechanism.®® A few commenters assert
that the collection of LTS could be restructured to be consistent with the 1996 Act's non-
discrimination requirements.®’ Missouri PSC argues that retaining the LTS mechanism in some
form will increase interexchange competition in rural and high cost areas®® Several argue that
any elimination of LTS should occur over time or through some other type of transition
mechanism.?® Finaly, afew commenters contend that proposals to change LTS payments are
outside the scope of the universal service proceeding.t°

c. Proxy Models

237. In General. Numerous parties propose to determine the cost of service on which
to base universal service support on a proxy model, rather than embedded costs. ' They argue
that the use of forward-looking costs in a proxy model, rather than historic costs, best represents
the costs for providing universal service over an efficient network 2> NTIA argues that forward-
looking costs should be used since a subsidy based on book costs weakens the carrier's incentive
to be efficient in the deployment of its network.?** Proponents also argue that use of a proxy
model is competitively neutral because it does not use the costs of the incumbent carrier to

8% See NPRM at para. 115.
807 Missouri PSC comments at 21; Pennsylvania PUC comments at 24; Winnebago Tel. comments at 1.

808 g5pe Missouri PSC comments at 20-21. Missouri PSC observes that the LTS system has historically served
to reduce pressure on IXCsto de-averagerates. 1d. The 1996 Act requires IXCs to charge geographically
averaged rates, however, and the Commission recently adopted rules implementing this provision. 47 U.S.C. §
254(g); See also Policy and Rules Concerning the Interstate, Interexchange Marketplace, Report and Order, CC
Docket No. 96-61, FCC 96-331 (rel. August 7, 1996). Missouri PSC argues that, under a mandate to deaverage
rates and absent access charges equalized by LTS, IXCs might choose not to serve high cost areas. Missouri PSC
comments at 21.

809 Citizens Utilities comments at 7-9; Florida PSC comments at 22; Montana Indep. Telecom. comments at 7;
West Virginia Consumer Advocate comments at 12-13.

810 Rural lowa Indep. Tel. Assn comments at 6; Fred Williamson comments at 17-18.

81 See, e.g., Citizens Utilities comments at 13-14; Frontier comments at 6; Ad Hoc Telecom. Users reply
comments at 6.

82 See, e.g., ALTS comments at 11; Ohio PUC comments at 5; AARP reply comments at 19; AirTouch reply
comments at 5.

83 NTIA reply comments at 16-17. See also TCI comments at 11-12; CPI reply comments at 7.
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determine support levels, but instead uses the projected costs for an efficient new entrant into that
market.®* Some parties, however, note that until proxy models incorporate wireless technology
cost structures their results may be too high because they are not predicated on the use of the
most efficient network to deliver services®® Commenters also argue that use of a proxy model is
administratively efficient since it would not require incumbent carriers to keep accounting records
at levels below the current study area and would not require new entrants, who may not have
reporting requirements, to file cost reports with regulators.®*®

238. Other parties contend, however, that proxy models do not satisfy the requirements
of the 1996 Act that support be specific, predictable, and sufficient.®*” They argue that, unless the
universal service support covers the embedded cost of the carrier to provide service in the area, it
is not sufficient support under the 1996 Act.®*® Opponents state that, because the models project
the costs of facilities needed to connect the serving wire center to customers if the network were
to be built now, rather than the recorded costs of facilities that are being used, proxy models are
not based on a"rea" network.2® They argue that incumbent carriers often cannot realize the
efficiencies assumed in a proxy model because they have built their networks over time®° They
also argue that the proxy models are not reliable, and point to the divergent costs calculated by
the various proxy models for the same service area and the difference between those results and
the costs currently embedded by the carriers for determining universal service support today.®
GSA claims that, because of the wide variations in the costs calculated through proxy models and
the historic costs of service, some high cost areas that need support would not be served because
the proxy indicates no subsidy is warranted, while other areas would get unneeded support.®?

84 See, e.g., Florida PSC comments at 10; NYNEX comments at 10; MFS reply comments at 6.

85 Texas OPUC comments at 14; WinStar reply comments at 2.

86 See, e.g., Citizens Utilities comments at 13; contra Telec Consulting (FCC will face administrative
burdens in handling complaints by those who claim they are aggrieved by proxy cost determination); CPI reply
comments at 7; Cathey, Hutton reply comments at 7.

87 Spe 47 U.S.C. § 254(b)(5), (d).

88 See, e.g., Rural lowa Indep. Tel. Assn comments at 4; Cathey, Hutton reply comments at 6-7; Century reply
comments at 7; Minnesota Indep. Coalition reply comments at 7-8.

89 See BellSouth comments at 2; CBT comments at 9.
80 See Fred Williamson comments at 12-13; Dell Tel. reply comments at 6.
81 See Mon-Cre comments at 3-4; Minnesota Indep. Coalition reply comments at 11-12.

82 GSA reply comments at 11.
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239. Some commenters also argue that, before a proxy model can be used, it will need
to be thoroughly tested and produce results that are consistent with a carrier's embedded costs.®?
Ameritech argues that, before a proxy model is adopted, the Commission should undertake a
systematic evaluation of the models and put the results in the public record for industry-wide
review.®* ITC argues that support should be cost-based so that carriers are obligated to install
plant as a condition precedent to receiving any funding.?* Some parties also expressed concern
that the results of proxy models, unlike embedded costs, are not auditable®® Western Alliance is
concerned that the use of proxies will discourage investment in high cost areas.®™

240. Small, rura telephone companies are particularly concerned about the use of a
proxy mode! to determine universal service support for high cost areas®® In addition to the
general concerns set out above, the small companies argue that the proxy models are not
appropriate for them because these were developed for large companies®® According to the
small companies, the averages used in a proxy model would adversely affect them since they have
asmaller customer base over which to spread costs.®* Consequently, they contend that only large
companies should be required to use proxy models.#

241. Some of the LEC proponents of the proxy models agree, and propose that proxy
models be used only for large carriers, with small, rural carriers continuing to use their embedded
costs to determine universal service support levels.®? Winnebago Tel. argues that small telephone

8 See, e.g., Ardmore Tel. comments at 4; Blountsville Tel. comments at 4; Farmers Tel. comments at 3-4.
&4 Ameritech comments at 12.

85 1TC comments at 4.

86 See Harris comments at 10; Michigan Library Assn comments at 10.

&7 Western Alliance comments at 5. See also GVNW comments at 12.

8 See, e.g., SDITC reply comments at 3,5; Siskiyou reply comments at 3-4; TCA reply comments at 5;
Virginia CC reply comments at 2.

8 See, e.g., CITA comments at 4; Telec Consulting comments at 8; Century reply comments at 7.
80 See Montana Tel. Assn comments at 5-6; Park Region Tel. comments at 4.

8! See, e.g., Evans Tel. comments at 12; Alaska PUC further comments at 3-4; USTA cost model comments at
5.

8 See, e.g., NYNEX comments at 10 (asserting that BCM should only be used to calculate support amounts
for LECs subject to price cap regulation); PacTel further comments at 32 (stating that bifurcation may be most
practical way to move to new support mechanism); U S West further comments at 15-16 (urging that price cap
company support be based on proxy model, while non-price cap companies receive support based on embedded
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companies should be allowed, but not required, to use proxy models.#* CPI proposes the use of

three groupings for carriers. Large carriers, those with over 2 percent of the nation's access lines,
would move to atotal service long run incremental cost (TSLRIC) approach immediately. The
smallest LECs would continue to use embedded costs for one year, and then be transitioned to
TSLRIC over seven years. Medium-size carriers, those with less than 2 percent of the nation's
access lines, would have a four-year transition to a TSLRIC approach.?

242.  Other parties argue that the same methodology should be used to determine
universal support for all carriers, athough they diverge over which system should be used --
embedded costs or proxy models.®** Ameritech argues that universal service support should be
based on the characteristics of the service area, not the size of the carrier.2® GCl and MCl raise
concerns that a bifurcated system could encourage the sale of exchanges to maximize the subsidy
received for those areas.®’ Some parties argue that small carriers should not be required to use a
proxy model initially, either from a concern about potential disruption to the carriers support or
because the proxy models need to be further refined for use for small carriers before they move to
proxy models®® OITA-WITA argues that the transition should not occur until the proxy models
have been refined to reflect the cost structure of small companies.®® Other commenters propose
that companies move from embedded costs to a proxy model when a competitor enters the market
or after a set period of time* Most parties agree that, if a bifurcated system is used, the

costs).

83 Winnebago Tel. comments at 1. See also Montana Tel. Assn comments at 6; Vitelco reply comments at 5;
GTE further comments at 34-35 (arguing that company should have one-time option to proxy model determination
of costs).

84 CPI ex parte at 5-6 (Oct. 4, 1996).

8 See, e.g., BellSouth further comments at 36; Bell Atlantic further comments at 10; NCTA further comments
at 8.

8% Ameritech further comments at 28. See also Pacific Telecom comments at 6 (asserting that the Joint Board
and Commission should separately undertake to study the proxy models).

87 GCI further comments at 9; MCI further comments at 14.
88 OITA-WITA comments at 13.

8 See, e.g., Century further comments at 20; Maine PUC further comments at 18-19; RTC further comments
at 20.

80 See, e.g., AT&T further comments at 27 (transition when another carrier determined to be eligible for

support); CFA further comments at 15 (three year transition); MCI further comments at 15 (three year transition);
NCTA further comments at 8 (three year transition).
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Commission should apply the 1996 Act's definition of "rural telephone company"®** to determine
which telephone companies would continue to draw universal service support based on their book
costs.®?

243. Partiesin Alaskaand insular areas are particularly concerned that the proxy models
are inappropriate for determining the costs of service for those areas. These groups note that
Alaska and insular areas were not even included in the original BCM .2® U S West notes that
BCM2 includes all fifty states, as well as Puerto Rico, the Virgin Islands and Micronesia.®*
Alaska PUC claims, however, that the conditions in Alaska are so unique (e.g., permafrost,
glaciers, extreme remoteness) that the factors used in the BCM 2 cannot adequately capture the
costsincurred in serving Alaska®® Likewise, Vitelco argues that insular areas are not adequately
represented because none of the models reflects their unique circumstances, such as the added
corrosion from sea water or damage from hurricanes and other tropical storms.®*® Because of
those unique characteristics, those parties argue that insular areas and Alaska should continue to
use embedded costs to calculate universal service support, even if other areas use proxy
models.3

244, Some of the states have noted that they are currently reviewing versions of the
proxy models proposed in this proceeding in their state proceedings on universal service. The
Cdifornia PUC filed an Administrative Law Judge's (AL J) proposal that discussed a version of the

L 47 U.S.C. § 153(37).

82 See, e.g., Alaska Tel. further comments at 9; Citizens Utilities further comments at 10; NECA further
comments at 22; RTC further comments at 20. But see AT& T further comments at 27 (arguing in favor of the use
of the definition in 47 U.S.C. § 251(f)(1)); U S West further comments at 16 (arguing that whether company is
regulated under price caps should determine whether proxy model defines universal service support).

83 See, e.g., Alaska Tel. comments at 5; CNMI comments at 17; Matanuska Tel. Assn comments at 2-3.

84 U SWest further comments at 19. See also Sprint further comments at 12. MCI also submitted estimates
for Alaska, Hawaii, Puerto Rico, Guam, and the Mariana Islands using the Hatfield model. MCI notes, however,
that the cost per line was approximated by taking the weighted average for the RBOCs in the Hatfield model, and
are not specific to those areas. Consequently, according to MCl, the estimates for these areas are only "ballpark
estimates.” Letter from Kimberly M. Kirby, Senior Manager, FCC Affairs, MCI, to William F. Caton, Acting
Secretary, FCC (dated Oct. 25, 1996).

85 Alaska PUC cost model comments at 3.
86 Vitelco further comments at 9-11.
87 See, e.g., Alaska Tel. further comments at 11-12; Alaska PUC further comments at 5-8; Puerto Rico Tel.

Co. further comments at 13-14. See also NYNEX further comments at 33 (to extent insular areas and Alaska are
served by small telephone companies, they should continue to have support based on embedded costs).
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Hatfield model and the CPM that were filed in the state proceeding.2*® The ALJ proposed to use
the CPM, with modifications to the model's inputs, as the basis for determining the costs on which
to base the California state universal service fund for large carriersin the state.®*  (Subsequently,
the California PUC adopted an order which uses the CPM to calculate the cost of service in
particular geographic areas in California, but makes several modifications to the model as
submitted by PacTel in that proceeding.®®) New Y ork and Pennsylvania are also currently
reviewing versions of the Hatfield model that have been submitted in their respective state
universal service proceedings.®*

245. The Benchmark Costing Model. The BCM was filed in the record of the CC
Docket No. 80-286 proceeding, and was incorporated into this proceeding.®* The BCM isan
engineering cost model designed to produce "benchmark” costs for the provision of basic
telephone service in each CBG within astate. According to its proponents, the model uses
current technology and efficient engineering and design criteria to build a state-of-the-art loop and
switching network to serve consumers from existing incumbent switching locations.®®* The model
is meant to identify CBGs with higher than average costs of providing service.®*

246. Its proponents explain that the BCM develops investment costs for loop plant and
switches, and then adds an annual charge factor. The estimation of the outside plant cost begins
with the determination of the distance between the center of the CBG and the nearest wire center.
The feeder cable is sized on the basis of the number of loops to be served and an estimate of spare
capacity. Thefill factor, the number of wire pairsin use as a percent of the total wire pairs
placed, determines the spare capacity. The distribution cable is sized based on the assumption
that customers are uniformly distributed within the CBG. Thereis a separate fill factor for the
distribution cable. The cost of support structures (conduit and poles) and placement (e.g.,

88 California PUC cost model comments (attaching Proposed Decision of ALJWong, Cal. P.U.C. R.95-01-
020/1.95-01-021 (Aug. 5, 1996)).

89 Small carriers would remain under the current state universal service mechanism, which is based on their
embedded costs as reported to the California PUC.

&0 Cal. P.U.C. R.95-01-020/1.95-01-021 (Oct. 25, 1996).
&1 New Y ork DPS comments at 7-8; Pennsylvania PUC comments at 6.
82 See NPRM at para. 31.

83 See MCI comments at 10-11; NYNEX comments at Exh. A; Sprint comments at 12-14; U S West comments
at 8.

84 See NYNEX comments at 10; Sprint comments at 12-13; U S West reply comments at 8-9; but cf. MCI
comments at 10 (BCM can be used to determine the universal service support level).
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digging the trenches) is determined by multiplying the cable investment by various factors. These
factors are functions of soil conditions, depth of water table, and other geographic conditions.
Switching costs are estimated assuming all lines are served by Northern Telecom DM S 100 digital
switches. Costsinclude afixed cost per switch plus a cost that varies according to the number of
lines served.® An annual charge factor for determining expenses and overhead loadings
associated with basic telephone service is then applied to determine the cost of service for aCBG.
The BCM presents monthly costs results using two aternative annual charge factors. Oneis
based on historical accounting data, and the other is based on a Hatfield/M ClI study.®®

247. Severa parties, including some of the BCM's proponents, suggest modifications to
the model. MCI, for instance, notes that the BCM assumes a uniform distribution of households
within aCBG. It states that this presumption is probably not true for rural areas®’ NCTA
commissioned a study of the BCM by Economics and Technology, Inc. (ETI) that, while
commending the proponents, suggests several changes to the BCM to correct what ETI terms key
engineering/economic assumptions and input data upon which the BCM is constructed. Among
the modifications proposed by ETI are: adjustments to the fill factors on the assumption that
residential service does not require the excess capacity needed to offer other services, such as
business service, and using a forward-looking, rather than historic, expense factor. ETI aso
argued that the BCM does not use an economic least cost method for determining the fiber-
copper cross-over point in deciding how the feeder line would be deployed. ETI also states that
the model unredlistically deploys DM S 100 switchesin all instances and uses a historical cost per
switch.®®

248. In their reply comments, the proponents, while stating their continued support for
the BCM, acknowledge some of these criticisms of the model, and state that many of those
concerns will be addressed in a subsequent version of the BCM .2° They argue that it is
inappropriate for partiesto criticize the BCM for developing cost numbers that are different from
the ILEC's embedded costs.®® U S West explains that the model was not meant to calculate the

&5 See MCI Communications, Inc, NYNEX Corporation, Sprint/United Management Co., and U S West., Inc,
Benchmark Costing Model: A Joint Submission, Copyright 1995, CC Docket No. 80-286, filed Dec. 1, 1995 at
section IV.

86 Seeld. at I-2; NYNEX comments at Exh. A, p.1.

87 MCI comments at 11.

88 NCTA comments at 9, Att. A ("The Cost of Universa Service: A Critical Assessment of the Benchmark
Cost Model," Susan M. Baldwin, Lee Selwyn (April 1996)).

89 See MCI reply comments at 7-8; U S West reply comments at 5.

80 See MCI reply comments at 4-7; U S West reply comments at 3.
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historic costs of service, but merely to identify high cost areas.®' U S West notes that the BCM
does not include many components necessary to provide local service, and that urban distribution
costs are underestimated.®® It also defends the use of CBGs, stating that CBGs should be used
rather than wire centers. According to U S West, using wire centers would allow new entrants to
receive high cost support without necessarily serving high cost customers, by serving only
customers located near the wire center 2%

249. The Benchmark Costing Model Version 2. On July 3, 1996, Sprint Corporation
and U S West submitted BCM 2.2 According to its proponents, BCM 2 was developed to
respond to the comments on the BCM in this proceeding and a series of workshops held by the
proponents, and to address the misuse of the model as a proxy for historic costs®* They contend
that BCM 2 significantly enhances the engineering and costing assumptionsin the original version,
and allows users to input their own underlying cost factors and user prices.®®

250. BCM2 follows the same organizationa structure as the original model, but makes
several changes to the assumptions upon which the model is based. According to the proponents,
BCM2, unlike the BCM, includes all cost elements necessary for the provision of basic telephone
service. Among the changes made, BCM2 no longer assumes a uniform distribution of
households in low-density areas. Instead it assumes that all households are located within 500
feet of ether side of roadways and adjusts the CBGs to remove areas with little or no households.
BCM2 also increases the feeder and distribution fill factors, and uses estimates of total residential
lines and business lines rather than equating lines to households. The model now uses five
different digital switch sizes, each with unique fixed or start-up costs. Urban cost elements, e.g.,
conduit, street cutting, boring, are now included. In addition, BCM2 uses four annual expense
factors, which are based on 1995 ARMIS data. BCM 2 constrains loop costs to be less than
$10,000.00; it assumes that wireless technologies would be an economically reasonable substitute
for loops of higher costs.®’

81 U SWest reply comments at 7.
82 1d. at 8-9; U S West further comments at 24.

83 U SWest reply comments at 3-4; U S West further comments at 24-25. See also Sprint further comments at
15.

84 See Letter from Jay C. Keithley, Sprint, and Glenn Brown, U S West, to William F. Caton, Acting
Secretary, FCC, in regard to CC Docket 96-45 (dated July 3, 1996).

85 U SWest further comments at 27; Sprint cost model comments at 6; U S West cost model comments at 3.
86 Sprint cost model comments at 6; U S West cost model comments at 3.

87 See Sprint cost model comments at 5-7; U S West cost model comments at 3-4.
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251. Most of the commenters agree that the BCM2 is an improvement over the origind
version. BellSouth and GTE state that the cost numbers generated by BCM2 are close to their
embedded costs of providing service.®® SWBT notes that the BCM 2 shows significantly higher
service costs than the original model 2° NECA filed studies, however, that show that the average
loop cost calculated by BCM2 is higher than the average under the existing universal service
support mechanism, and on a service area basis the loop costs calculated using BCM 2 ranges
from 90 percent below the current support levels to 728 percent above.™

252. NYNEX findsthat, while BCM2 is an improvement, there are still further
refinements that could be made to approximate the costs of the local network more closely. For
example, NYNEX contends that BCM 2 still does not take into account all of the additional costs
incurred to install cable in urban areas®* AT&T states that BCM2 till has many of the problems
of the original model, including unrealistic fill and capacity assumptions.®? MCI complains that
the source of the business line estimate used in BCM2 is not identified.?”® Maine PUC argues that
BCM2 till vastly underestimates the impact on loop length caused by slope®* RTC and Maine
PUC aso question the model's assumption that households are located within 500 feet of a
roadway, and that the model adequately identifies costs associated with terrain and other
factors.®” The commenters also question the assumption in BCM2 that, if loop costs exceed
$10,000.00, wireless technol ogies would be used.®”

253.  In response to the Common Carrier Bureau's information request,®”’ the

%8 BellSouth cost model comments at 3-4; GTE cost model comments at 5, 20. See also Maine PUC further
comments at 23; but cf. Alaska PUC cost model comments at 5-6 (under BCM 2, Alaska would receive
substantially less universal support than the state receives under the current system).

89 SWBT further comments at 32.

80 NECA cost model comments at 5.

81 NYNEX cost model comments at 6.

82 AT&T cost model comments at 24.

83 MCI cost model comments at 5.

8% Maine PUC cost model comments at 3, 5.

85 1d. at 8; RTC cost model comments at 14.

86 NCTA further comments at 14; Maine PUC cost model comments at 8; NYNEX cost model comments at 6.

87 Letter from John S. Morabito, Deputy Chief, Accounting and Audits Division, Common Carrier Bureau, to
Glenn Brown, Executive Director-Public Policy, U S West (dated Aug. 2, 1996).

132



Federal Communications Commission FCC 9633

proponents, U S West and Sprint, provided additional information about the model and cost runs
using BCM2.8® The response includes cost runs showing the difference in cost calculations
between BCM 2, CPM, and the current universal service cost information provided by NECA.
They aso provided study area comparisons between the originad BCM and BCM2 for the three
study areas requested by the Bureau.®”® The proponents also submitted results for those study
areas using the Commission's Part 32 uniform system of accounts. They explained that switching
costs were calculated using generic switch investments because it was not possible to use detailed
pricing due to the proprietary nature of manufacturers switch prices. In addition, the proponents
provided examples of cable and wire statistics for the originad BCM and BCM2. Findly, the
proponents stated that the significant enhancements to the original BCM found in BCM 2 reflect
actual engineering practices followed in the development of alocal network and also cause the
increase in projected costs over the costs projected by the original version of the model .2°

254, The Cost Proxy Model. The CPM wasfiled as part of PacTel's commentsin this
proceeding. In its comments, PacTel notes that the California PUC was currently conducting a
proceeding to establish a new state universal service mechanism that would be nondiscriminatory
and competitively neutral ' According to PacTedl, in its proceeding the California PUC was
considering two proxy models, including the CPM, which was jointly developed by Pecific Bell
and INDETEC, International #? PacTel suggests that the CPM could be used at the federal level
to implement a competitively neutral model for high cost area funding,®? and submitts a design
overview of the model .2

255.  According to PacTel, the maor advantage of the CPM isits flexibility. PacTel

8% | etter from Glenn H. Brown, U S West, and Warren D. Hannah, Sprint Corporation, to William F. Caton,
Acting Secretary, FCC (dated Aug. 22, 1996).

8% The Bureau requested that all the proponents of the three different proxy models provide study area results
for Pacific Bell, GTE SW-Arkansas, and Southwestern Bell-Texas. See Letters from John S. Morabito, Deputy
Chief, Accounting and Audits Division, Common Carrier Bureau to (1) Glenn Brown, Executive Director-Public
Policy, U S West, Inc., (2) Alan Ciamporcero, Vice President-Federal Regulatory Relations, Pacific Telesis, (3)
Mike Pelcovits, Chief Economist, MCI Telecommunications, Inc., and Joel Lubin, Vice President-Law and
Government Affairs, AT& T Corporation (dated Aug. 2, 1996).

80 See Letter from Glenn H. Brown, U S West, and Warren D. Hannah, Sprint Corporation, to William F.
Caton, Acting Secretary, FCC (dated Aug. 22, 1996).

1 pPacTel comments at 15 (citing Cal. P.U.C. D.95-07-050 (July 19, 1995)).
82 PacTel comments at 16.
83 |d. at 17.

84 1d. at App. D.
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states that a variety of inputs can be used with the model, including publicly available
information.®* As described by PacTel, the CPM examines the network components that are
combined to form the customer's service, e.g., cost per foot of aerial and buried copper, cost per-
line terminations, cost per switched minutes of use. Customer information is derived from using
approximately four-tenths of a square mile (3,000 ft by 3,000 ft) grids and census data to
determine the location of households, and the distance from the households to the carrier's
switches. The values of the cost components are adjusted based on the specific characteristics of
the grid area, including density, terrain, and soil type. Using that information, the investment cost
for the household is determined. Once investment costs are derived, company-specific estimates
of operating costs per line are applied, e.g., average monthly repair costs. Once the costs are
derived for the grids, they can be aggregated to correspond to any larger geographic unit, such as
CBGs or serving wire centers (SWCs).%

256. Many parties argue that the major advantage of the CPM over other proxy models
isitsuse of grid cells, rather than CBGs, to calculate the cost of providing service. The
commenters argue that the use of grid cells allows for more precision in determining where
households are, particularly in sparsely-populated areas, and consequently will lead to more
accurate distances of the loops between the households and switches -- the basis upon which the
costs in the model are derived.® PacTel notes that use of grid cells along with wire center
boundaries minimizes the likelihood of misassigning households to the wrong wire center or to the
wrong carrier.2 GTE advocates a hybrid approach that uses CBGs for high-density areas and
grids for low-density areas®° NCTA, however, states that use of grid cells does not improve the
accuracy of customer locations of terrain.®® NECA states that, while grids provide more
accuracy in identifying population distribution in sparsely populated areas, there still remains
mapping problems for some areas served by small carriers.®* Sprint notes that talks are ongoing
between the proponents of BCM2 and PacTel to integrate the use of grid cellsinto BCM 2.5

8 PacTel comments at 16-17.

8 Seeld. at App. D.

87 See BellSouth further comments at 52; Maine PUC further comments at 29.
88 PacTel further comments at 54-55.

8 GTE cost model comments at 6-8.

80 NCTA further comments at 21-22.

#1 NECA further comments at 35.

8%2 Sprint further comments at 17. See also NYNEX further comments at 42 (an industry task forceis
exploring integrating the grid cell structure into BCM2); USTA cost model comments at 4 (incumbent exchange
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257. MCI argues that CPM should not be used because it relies upon proprietary data,
and has only been developed for California, not the entire nation.?®® NCTA agrees that the CPM
is not suitable for use outside of California because it is based on Pacific Bell's network .2
NASUCA states that the BCM is superior to the CPM because, unlike CPM, it relies on public
data. NASUCA claimsthat parties in the California proceeding have not been able to verify how
the CPM derived the costs in that proceeding because of its use of proprietary data®® PacTel
replies that the CPM can be used to calculate the costs of service on anational level; al that is
needed isto obtain the proper household-location data for the nation.?*® PacTel also argues that,
while it used company-specific data to calculate costs in the California proceeding, the CPM
allows for variable inputs through which a user can modify the cost inputs to reflect either a
carrier's specific cost structure or average costs.®”

258. Inreviewing the CPM in response to the Cost Models Public Notice, parties
discusses many specific concerns. For instance, AT& T claims that the CPM isinconsistent in its
use of terrain modifying factors, which artificially inflate loop investment costs®® AT& T also
states that the CPM bases central office switch and feeder costs solely on average population
density of the grid, ignoring the number of lines served by the switch, and uses unredlistically
short depreciation lives®® BellSouth compared the results of BCM2 and CPM for Georgia and
Florida and found that, when the two models are compared on awire center basis, they arrive at
similar results®® GTE raises a concern that switching costs in the CPM do not fully capture the
difference in unit costs between large and small switches. GTE also notes that the costs used by
PacTel in the CPM are not representative of those experienced by other carriers because they
reflect PacTel's negotiated prices. ™

industry is working together to harmonize the two models).
83 MCI cost model comments at 12-13. See also CPI reply comments at 7.
8 NCTA further comments at 22-23.
8 NASUCA comments at 20-21.
86 PacTel further comments at 56.
87 PacTel reply comments at 5-6; PacTel further comments at 58.
88 AT&T cost model comments at 30.
8 1d. at 31.
%0 BellSouth cost model comments at 4-5, Att. 1.

01 GTE cost model comments at 18.
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259.  In response to the Common Carrier Bureau's information request,”® PacTel
provides additional information and cost runs on the model. For some of the material it
submitted, however, PacTel requested confidential treatment because the information contains
Pacific Bell's cost studies for California.®® PacTel provides a comparison between the costs
calculated using CPM, and the current universal service costs provided by NECA only for
Arkansas, California, and Texas.®™ PacTel has subsequently provided the costs calculated by the
CPM for al fifty states and the District of Columbia.®®® PacTel also argues that, contrary to the
assertions of critics, the CPM is a stand-alone model, and that for future runs for the whole nation
the model will not rely on PacTel proprietary data.®®

260. In Cdlifornia, the California PUC has recently decided to use the CPM to calculate
costs for the state universal service program.”® Comparing the CPM and Hatfield models,*®® the
Cdlifornia PUC found that the CPM is a more appropriate model for estimating the cost of
providing basic service in California than the Hatfield model, in part because CPM's grid cell
design is more conducive to an accurate representations of costs.*® The California PUC,
however, made a number adjustments to the CPM as submitted by PacTel.*° For example, the
California PUC changed the fiber-copper break point for feeder from 9,000 feet to 12,000 feet.
This change resulted in a $78 million decrease in the annual support requirement as calculated by
the CPM.*" The California PUC also changed the allocations for shared and common costs that
PacTel had proposed in the CPM, with the result of decrease of $400 million in the support

%2 |_etter from John S. Morabito, Deputy Chief, Accounting and Audits Division, Common Carrier Bureau, to
Alan Ciamporcero, Vice President-Federal Regulatory Relations, Pacific Telesis (dated Aug. 2, 1996).

%3 | etter from Nancy C. Woolf, Attorney, Pacific Telesis, to John S. Morabito, Deputy Chief, Accounting and
Audits Division, Common Carrier Bureau, FCC (dated Aug. 16, 1996).

%4 |_etter from Nancy C. Woolf, Attorney, Pacific Telesis, to John S. Morabito, Deputy Chief, Accounting and
Audits Division, Common Carrier Bureau, FCC (dated Aug. 22, 1996).

% | etter from Alan C. Ciamporcero, Vice President, Pacific Telesis, to William F. Caton, Acting Secretary,
FCC (dated Oct. 17, 1996).

%% | etter from Nancy C. Woolf, Attorney, Pacific Telesis, to John S. Morabito, Deputy Chief, Accounting and
Audits Division, Common Carrier Bureau, FCC (dated Aug. 16, 1996).

%7 Cal. PUC R.95-01-020/1.95-01-021 (Oct. 25, 1996).

%8 The California PUC reviewed a Hatfield Model which is based on the BCM. Seeld. at 113.
% Cal. PUC R.95-01-020/1.95-01-021 at 124.

0 Seeid. at 124-161.

1 d. at 137.
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requirement.®*> The result of the adjustments to the CPM mandated by the California PUC was to
decrease the amount of support determined by the model by $1.116 billion.”

261. TheHatfidd Modd. The Hatfield model has been developed by Hatfield
Associates, Inc under the sponsorship of AT& T and MCI.** On June 7, 1996, the proponents
submitted the Hatfield 2.2, Release 1 model for the Joint Board's consideration in this
proceeding.®® They have subsequently submitted a later version, Hatfield 2.2, Release 2.%%6

262. According to AT&T, the Hatfield model is "aflexible, publicly available
engineering model that estimates the economic costs of providing basic narrowband telephone
services to consumersin any and all geographic areas in the United States."%'” As described by the
proponents, the Hatfield model uses seven modules to compute the costs of the network. The
Input Data File module contains information on households, businesses, terrain, and the location
of central offices. Estimates of the loop costs for each CBG are determined by the Loop Module
and the Data M odule, which calculate feeder, sub-feeder, and distribution cable lengths.™® The
Wire Center Module computes the costs associated with switching, signaling, and interoffice
transport, based on the outputs from the Loop and Input Data modules. The Convergence
M odule combines the investment computed in the Loop and Wire Center Modules and adds
investment in servicing area interfaces, the network interface devices, and the subscriber drops.
The Expense Module takes that investment and converts it into monthly costs based on asset lives
and capital cost, and adds certain administration costs.®® According to the proponents, the use of

%2 1d. at 156-157.

93 Seeid. at 124-125, App. C. Overal, al the changes required by the California PUC, including raising the
benchmark, result in the size of the California state fund being reduced from $1.7 billion, as submitted by PacTel,
to $352 million.

%4 There have been severa prior versions of the Hatfield model. See AT& T cost model comments at 4 n.5.

95 | etter from Leonard S. Ceca, MCI, to William F. Caton, Acting Secretary, FCC (dated June 7, 1996).

9 | etter from Richard N. Clarke, AT&T, to William F. Caton, Acting Secretary, FCC (dated Aug. 27, 1996).
See also letter from Richard N. Clarke, AT& T, to William F. Caton, Acting Secretary, FCC (dated Sept. 10, 1996).

%7 AT&T cost model comments at 3.

98 The Data and Loop Modules use components of aBCM derivative, "BCM+," developed by MCl. BCM+ has
user-adjustable inputs, uses 1995 household data, bases zone density categories on the number of linesin a CBG,
and modifies BCM's estimate of businesslines. AT&T cost model comments at 4 n.4, Appendix A.

9% See AT& T cost model comments at 4-14; MCI cost model comments at 2-4. The changes between Hatfield

221 and 2.2.2 areoutlined in AT& T cost model comments at App. A. The default inputs used in Hatfield 2.2.2
are set forthin AT& T cost model comments at App. B.
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this modular architecture allows users to modify data inputs as necessary to reflect new or state-
specific data.%%°

263. Critics of the Hatfield model make severa arguments against using the mode! for
calculating the cost of providing universal service. Initially, many parties complain that it has been
difficult to analyze the Hatfield model because it is constantly changing and contains algorithms
that have not been disclosed.”? Parties also argue that, since Hatfield is based, at least in part, on
BCM, it, like BCM, is flawed.*? The proponents, however, claim that the model is publicly
available, uses public data, and allows for user specific inputs.®® They also note that the model no
longer relies on input from BCM, but uses refined inputs, which they call "BCM+."9%

264. GTE argues that the Hatfield model is not really a forward-looking cost model.
According to GTE, Hatfield's use of historical expense factors makes it backward-looking.*®
PacTel also argues that Hatfield uses embedded cost factors. "

265. LECsaso complain that the Hatfield model uses an unrealistic network
configuration to calculate costs.”” According to SWBT, these flawed assumptions about ILECs
networks lead to faulty cost-factor assumptions and invalid estimates of capital and operating
expenses.®”® PacTd argues that Hatfield does not model the way that distribution plant is actually
engineered.”® RTC opposes the Hatfield model, in part, because it assumes that all ILECs have

920 AT&T cost model comments at 5.

2 See, e.g., BellSouth further comments at 44; PacTel cost model comments at 17; U S West cost model
comments at 5.

%2 See, e.g., BellSouth further comments at 39; RTC cost model comments at 11.

%3 AT&T further comments at 36; AT& T cost model comments at 3, 5.

2 See AT&T cost model comments at 4, App. A p. 1-2.

% GTE cost model comments, Att. 1 ("A Critique of the Hatfield Model" by Gregory M. Duncan, NERA) at 8.
%6 PacTel cost model comments at App. B, p. 3.

%7 See Bell South cost model comments, Att. 3 (Comments of William E. Taylor and Anirudda Banerjee,
NERA) at 7-8;

98 SWBT cost model comments at 12.

92 PacTel cost model comments at 10.
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fully deployed SS7, when, according to RTC, some small, rural carriers have not deployed SS7.9%°
MCI responds that it isirrelevant that the model may not reflect an ILEC's actual network
because it is meant to calculate the cost of an efficient network, not the cost of an existing
network.®' AT&T states that the model does not start with a"blank date," but uses actual
minutes of use and access lines embedded by ILECs and models the network from the existing
wire centers and STP |ocations.*

266. Parties also argue that Hatfield uses improper cost inputs, which leads to
unrealistic cost calculations. For example, NYNEX argues that the model uses excessive fill
factors.®*® PacTel argues that the Hatfield model understates switch investment and switching
prices.® They also argue that the depreciation rates used in the model are too low.”** MCI
states that the model uses depreciation lives and cost of capital that have been approved by the
Commission and state commissions.™ AT&T claims that the model reflects all the forward-
looking costs of installing, maintaining, and operating facilities to provide residentia service,
including a reasonable share of joint and common costs.*’

267. In response to the Common Carrier Bureau's information request,”® the
proponents -- AT& T and MCI -- provide additional information and costs runs on Hatfield 2.2.2.
The proponents state that from Hatfield 2.2.1 to Hatfield 2.2.2 there have been significant
improvements to the modeling logic and descriptive outputs. Among those changes Hatfield

%0 RTC cost model comments at 19.
%L MCI cost model commentsat 4. Seealso AT& T cost model comments at 20.
%2 AT&T cost model comments at 15.

% NYNEX cost model comments at 11, Att. C (Rebuttal Statement of Timothy J. Tardiff) at 610-14. See also
SWBT cost model comments at 12; U S West cost model comments at 8.

%4 PacTel cost model comments at 10.

%5 NYNEX cost model comments at 11; PacTel cost model comments at 11; SWBT cost model comments at
12.

%6 MCI cost model comments at 4.
%7 AT&T cost model comments at 16.
%8 | etter from John S. Morabito, Deputy Chief, Accounting and Audits Division, Common Carrier Bureau, to

Mike Pelcovits, Chief Economist, MCI Telecommunications, Inc., and Joel Lubin, Vice President-Law and
Government Affairs, AT& T Corporation (dated Aug. 2, 1996).
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2.2.2 uses an MCl-developed derivative of the original BCM called BCM+.%°  The changes
allows Hatfield 2.2.2 to compute investment explicitly for aerial, buried, and underground cable,
for both feeder and distribution facilities. The proponents also argue that the improvements
embedded in Hatfield 2.2.2 make it superior to BCM2. For example, they contend that Hatfield
2.2.2 has more detailed cost components than BCM2. Hatfield 2.2.2 also includes investment in
Serving Area Interfaces that BCM 2 does not. The proponents explain the fill factors used in
Hatfield 2.2.2, noting that the effective fill factor is substantially lower than the maximum
engineered fill.** The proponents also compare the costs calculated by Hatfield 2.2.2 for the
BOCsand for SNET. They explain that, because the model uses ARMIS data that are only
embedded by Class A LECs, the proponents are currently unable to run the model for non-Class
A LECs®**

3. Discussion
a. Overview

268. We cannot recommend that any of the proxy models submitted in this proceeding
thus far -- the BCM, the BCM 2, the CPM, and the Hatfield model -- should be used to determine
universal service support levels. While the proxy models continue to evolve and improve, none of
those submitted in this proceeding are sufficiently developed to alow us to recommend a specific
model at thistime. We do believe, however, that a properly crafted proxy model can be used to
calculate the forward-looking economic costs for specific geographic areas, and be used as the
cost input in determining the level of support a carrier may need to serve ahigh cost area. The
Joint Board therefore recommends that the Commission continue to work with the state
commissions to develop an adequate proxy model that can be used to determine the cost of
providing supported servicesin a particular geographic area, and in calculating what support, if
any, acarrier should receive for providing services designated for universal service support.

269. Werecommend that a proxy model be developed such that it can be adopted by

%9 BCM+ has user-adjustable inputs, uses 1995 household data, bases zone density categories on the number of
linesin a CBG, and modifies BCM's estimate of businesslines. See Letter from Michael Pelcovits, Chief
Economist, MCI Telecommunications Corporation and Joel Lubin, Regulatory Vice President, AT& T Corp., to
John S. Morabito, Deputy Chief, Accounting and Audits Division, Common Carrier Bureau, FCC (dated Aug. 19,
1996).

90 | etter from Michael Pelcovits, Chief Economist, MCI Telecommunications Corporation and Joel Lubin,
Regulatory Vice President, AT&T Corp., to John S. Morahito, Deputy Chief, Accounting and Audits Division,
Common Carrier Bureau, FCC (dated Aug. 19, 1996).

%1 | etter from Michael Pelcovits, Chief Economist, MCI Telecommunications Corporation and Joel Lubin,

Regulatory Vice President, AT&T Corp., to John S. Morahito, Deputy Chief, Accounting and Audits Division,
Common Carrier Bureau, FCC (dated Aug. 26, 1996).
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the Commission by May 8, 1997, the statutory deadline for the Commission to implement our
recommendations in this proceeding. It is understood that, in the time between this
Recommended Decision and the Commission's fina order, the Commission "shall afford the State
members of the Joint Board an opportunity to participate in its deliberations . . ."*** Asa practical
matter, this means that the federal and state staffs should coordinate and consult to the fullest
extent necessary, and that the State members of the Joint Board are free to communicate their
views, orally or in writing, together or separately, at any time. In particular, it is expected that the
state and federal staffs will work collaboratively to conduct workshops with interested parties on
the issues associated with the proxy models. To the extent that there may be independent State
views on the proxy models, the state members of the Joint Board shall, at a minimum, submit a
report on the outcome of the Joint Board staff efforts with sufficient time for the Commission to
review prior to the issuance of an Order implementing this Recommended Decision. Such input
would supplement the ongoing cooperative, consensus-oriented teamwork of the Joint Board
members and staff.

270. Wefind that forward-looking economic costs should be used to determine the cost
of providing universal service. Those costs best approximate the costs that would be incurred by
an efficient competitor entering that market. We believe that support should be based on the cost
of an efficient carrier and should not be used to offset the costs of inefficient provision of service,
or costs associated with services that are not included in our definition of supported services, such
as private lines, interexchange services, and video services. For purposes of administering a
national universa service system, proxy models are the most efficient method for determining
forward-looking costs, and provide other benefits, such as the ability to determine costs at smaller
geographic levels than would be practical using the existing cost accounting system. The actual
level of support that a carrier receives from federal universal service support mechanisms, if any,
would be based on the difference between the cost of service as determined by a proxy model and
the benchmark amount, which we discussin section VII.C.

271. While we recommend the use of proxy modelsin general, we recognize that the
operations of some carriers could be placed at risk if their support was immediately determined by
the use of aproxy model. As suggested by various commenters, the proposed proxy models
designs do not reflect the special characteristics of these carriers. First, none of the models
adequately represents the costs for rural carriers as al the models are currently based on expense
datafor large LECs, serving predominantly urban areas. Second, small carriers, with their limited
revenue streams, will be significantly affected if the model does not accurately reflect their costs.
Third, the proxy models should be refined and modified to reflect the special characteristics of
rural carriers before requiring those carriers to move to a proxy model for determining universal
service support.

%2 47 U.S.C. §410(c).
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272. Wetherefore recommend that rural telephone companies, as defined in the 1934
Act, as amended,*” be allowed to continue using embedded costs as the basis for calculating
universal service support for three years after the non-rural companies begin to use proxy models,
which we anticipate would be on January 1, 1998. Thiswould allow time to make any necessary
refinements to the proxy model to tailor the model for rural companies. We recommend that the
Commission include areview of the proxy model to ensure the appropriateness of the proxy
model for rural carriers before requiring them to use a proxy model. In order to minimize any
disruption or adverse impact of this change on the rural carriers, we recommend that during this
three-year period rural carriers receive support from the high cost assistance, DEM weighting,
and LTS based on historical per line amounts. At the end of the three-year period, rural
companies would begin atransition to the use of a proxy model for determining their costs of
providing the supported services. That transition would occur over three years. The unique
nature of service in Alaska and the insular areas causes us to recommend that rural companiesin
those areas should not be shifted to a proxy model at that time, but should continue to receive
support based on their embedded costs per line pending further review of their situation.

b. Which coststo support

273.  Werecommend basing the universal service support for the non-rural eligible
carriers on the forward-looking cost of providing the network used to provide the services
included in our list of services recommended for universal service support pursuant to section
254(c)(1). The Joint Board recommends that the forward-looking economic cost of providing
supported services should include al of the costs of the telephone network elements that are used
to provide supported services. We acknowledge that the loop is essential for the provision of all
services, not just those supported by the federal universal service mechanisms. We note,
however, that supported services include not only local service but also access to interexchange
service. The cost of loop can vary depending on the type of services provided. We recognize
that the provision of ISDN and video services could increase the cost of the loop, but the
additional loop costs incurred to provide these services should be excluded from costs considered
here®* In the proxy models, the fiber-copper cross-over point determines the relative share of
fiber in the loop plant. We believe that the reasonable cross-over point should reflect the least
cost provision of the supported services rather than the provision of video or advanced services.

% 47 U.S.C. § 153(37).

% See, e.g., SWBT further comments at 5; USTA further comments at 8. We note that the Commission
intends to initiate another proceeding to address the directive in Section 254(k) to "establish any necessary cost
allocation rules, accounting safeguards and guidelines to ensure that services included in the definition of universal
service bear no more than a reasonable share of the joint and common costs of facilities used to provide those
services" 47 U.S.C. § 254(k).
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274. Béll Atlantic and CompTel argue that the cost of providing supported services
does not vary with non-loop costs, and thus, these costs do not affect average cost enough to
change the amount of support received by any carrier.**® We disagree with their argument. Even
if non-loop costs do not vary across density zones, we must still include non-loop costs in the cost
estimate in order to estimate the total cost of providing the supported services. We note that, if
any parts of the switch can be separately identified as required for only specific advanced services,
such as a packet switch auxiliary used to process the ISDN signaling channel, then the costs
associated with that part of the switch should not be included as costs of supported services.

c. Use of a proxy model

275. Inorder to ensure that a universal service support mechanism provides the correct
signasfor entry, investment, and innovation in the long-run, it is vital that the Commission use
forward-looking economic costs as the basis for determining support levels. If support is based
on embedded costs for the long-run, then incumbents and new entrants alike will receive incorrect
signals about where they should invest. Where 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.  Where embedded costs are below forward-
looking costs, support only of embedded costs will drive firms from the market, because the
revenue per customer plus the support will be less than the forward-looking cost of providing the
supported services. Therefore, support based on embedded costs could jeopardize the provision
of universal service.

276. We conclude that setting support at forward-looking economic cost levels will
allow usto construct a universal service support mechanism that will preserve and advance
universal service and encourage efficiency. Competitive firms will provide service using an
approximately efficient level of resources because, in those instances when revenues are not
sufficient, the support mechanism will provide the additional funds required to maintain service.
In principle, using cost estimates generated by proxy models is a reasonable technique for
determining forward-looking costs. Proxy models, because they are not based on any individual
company's costs, provide a competitively neutral estimate of the cost of providing supported
services. In addition to estimating the forward-looking economic cost of deployment and
operation of network facilities used to provide services supported under section 254(c), any proxy
model adopted by the Commission should aso include an estimate of forward-looking common
costs so that universal service support based on such amodel will cover areasonable share of
common costs and that together all services allow for recovery of al forward-looking costs.

277. Werecommend that the Commission consider the following criteriain order to

% Bell Atlantic further comments at 2; CompTel further comments at 9. Non-loop costsinclude switching,
transport, signaling, corporate overheads, and billing and collection and other retail costs.
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evaluate the reasonableness of any proxy model that it would use to estimate the forward-looking
economic cost of providing the supported services:

(1)

(2)

®3)

(4)

()

(6)

(7)

(8)

Technology assumed in the model should be the least-cost, most efficient and
reasonable technology for providing the supported services that is currently
available for purchase, with the understanding that the models will use the
incumbent LECS wire centers as the center of the loop network for the reasonably
foreseeable future.

Any network function or element, such as loop, switching, transport, or signaling,
necessary to produce supported services must have an associated cost.

Only forward-looking costs should be included. The costs should not be the
embedded cost of the facilities, functions or elements.

The model should measure the long-run costs of providing service by including a
forward-looking cost of capital and the recovery of capital through economic
depreciation expenses. The long run period used should be a period long enough
that all costs are treated as variable and avoidable.

The model should estimate the cost of providing service for al businesses and
households within a geographic region. This includes the provision of multi-line
business services. Such inclusion alows the models to reflect the economies of
scale associated with the provision of these services.

A reasonable alocation of joint and common costs should be assigned to the cost
of supported services. This allocation will ensure that the forward-looking costs of
providing the supported services do not include an unreasonable share of the joint
and common costs incurred in the provision of both supported and non-supported
services, e.g., multi-line business and toll services.

The model and all underlying data, formulae, computations, and software
associated with the model should be available to al interested parties for review
and comment. All underlying data should be verifiable, engineering assumptions
reasonable, and outputs plausible.

The model should include the capability to examine and modify the critical
assumptions and engineering principles. These assumptions and principles include,
but are not limited to, the cost of capital, depreciation rates, fill factors, input
costs, overhead adjustments, retail costs, structure sharing percentages, fiber-
copper cross-over points, and terrain factors. The models should also allow for
different costs of capital, depreciation, and expenses for different facilities,
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functions or elements.

278. The parties have brought three models to our attention in this proceeding. In
general, the models submitted are based on alocal exchange telephone network designed to meet
the total demand on the network, where demand is measured by the number of lines served and
minutes of use. The network consists of outside plant facilities and central office equipment.
Investment is expressed as an annual expense by applying annual charge factors to the models
estimates of investment. Joint and common costs and retail costs are added to the plant related
costs to define the total cost of service.%*

279.  While the models hold much promise, at this time, we cannot endorse a specific
model as the tool the Commission should use for calculating costs of supported services. We
conclude that the BCM 2 and the Hatfield Model Version 2.2. Release 2 (Hatfield Model) are the
best available basis for future development of an acceptable proxy model at thistime We cannot
evauate the CPM at this time, because a complete working version of the model, that includes all
formulae and data, has only recently been filed in this proceeding.*” The CPM suffers from the
flaw that significant amounts of input values and information are considered proprietary.**

280. Appendix F contains a cursory review of the models and highlights some of the
differences between BCM 2 and the Hatfield model. Among the issues that will need to be
addressed before a specific proxy model can be accepted are the different assumptions regarding
basic input levels; the relationships between the inputs; why certain functionalities included in one
model are not present in the other models; and the unique set of engineering design principlesin
each model. Until we can establish reasonable vaues for the assumptions and technica
relationships that underlie the models we cannot recommend the adoption of a particular model or
combination of the models.

281. We urge the Commission to conduct a series of workshops at which federal and
state staff can work with industry participants to refine the models so that it could become
possible to select or create a proxy model that could then be used in calculating universal service

%6 | etter from Glenn Brown, U S West, to William F. Caton, Acting Secretary, FCC (dated Sept. 4, 1996).
Letter from Richard N. Clarke, AT&T, to William F. Caton, Acting Secretary, FCC (dated Sept. 10, 1996). PacTel
comments at App. D.

%7 On October 25, 1996, PacTel filed a demonstration CD ROM disk of the national run of the CPM.
However, because, according to PacTel, the software contains trade secrets, PacTel filed it with a Request for
Confidential Treatment, and included a software license agreement that parties must sign before being able to
obtain a copy of the CD ROM. See Letter from Alan Ciamporcero, Vice President, Pacific Telesis, to William F.
Caton, Acting Secretary, FCC (dated Oct. 25, 1996).

%8 Letter from Alan F. Ciamporcero, Pacific Telesis, to William F. Caton, Acting Secretary, FCC (dated Oct.
25, 1996).
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support. We recommend that these workshops begin no later than January 1997.

282. The state members of the Joint Board will submit a report to the Commission on
the use of proxy models and their application in this proceeding for funding universal service. The
report of the state members will be filed prior to a Commission decision in this proceeding on
proxy models. The Commission and state members should continue to work cooperatively and
remain integrally involved in the development of an acceptable proxy model.

d. Rural Carriers

283. While we recommend using forward-looking economic costs calculated through
the use of a proxy model to determine high cost support for al carriers, we are concerned that
moving small, rural carriersto a proxy model too quickly may result in large changesin the
support that they receive. Since rural carriers generally serve fewer subscribers relative to the
large incumbent LECs, serve more sparsely populated areas, and do not generally benefit from
economies of scale and scope as much as non-rural carriers, they often cannot respond to
changing operating circumstances as quickly as large carriers.**® We therefore recommend that
those carriers not move immediately to a proxy model, but transition to a proxy over six years.
For three years, starting on January 1, 1998, high cost assistance, DEM weighting and LTS
benefits for rural carriers will be frozen based on historical per line amounts. Rura carriers would
then trangition over athree year period to a mechanism for calculating support based on a proxy
model. Prior to that transition, however, we recommend that the Commission, working with the
state commissions, review the proxy model to ensure that it takes into consideration the unique
situations of rural carriers. We emphasize our recommendation that, after the transition, the
calculation of support for rural telephone companies should be based on a proxy model, athough
we recoghize that alternative support mechanisms, such as competitive bidding, may aso promote
efficient service provision. Further, we recommend that, on request, any rural carrier should be
permitted to elect to use a proxy model to determine its support level, and that any carriers
electing to use the proxy model not be allowed to use the embedded cost approach thereafter.

284. Aswe stated in discussing the use of a proxy model, we conclude that a properly
designed cost proxy model would allow carriers serving high cost areas to charge affordable rates.
We thus disagree with those who contend that using embedded costs is the only way to set the
level of universal service support needed to accomplish affordable rates because no statutory or
economic reason exists for calculating high cost support based on embedded costs. We are also
not persuaded that, as Cincinnati Bell asserts, a carrier of last resort must recover its costs

9 See, e.g., Alaska Tel. comments at 4; Harris comments at 11; OITA-WITA comments at 11-12; SDITC
reply comments at 5.
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950

through an embedded cost methodol ogy.

285. Wefind, however, that, because of the difficulty in precisely modelling small, rura
carriers costs, they should continue to draw high cost support calculated based on an embedded
cost methodology until we have more experience with the proxy models. We therefore
recommend that rural carriers transition to the proxy methodology adopted for calculating high
cost support in areas served by non-rural incumbent LECs. The Joint Board recommends that
rura carriers should begin shifting to a proxy-based system three years after the implementation of
a proxy-based methodology for non-rural LECs and the Commission, working with the state
commissions, has reviewed the appropriateness of using a proxy model for rural carriers. At that
time, rural carriers will begin draw an increasing percentage of their high cost support based upon
a proxy-based system during the subsequent three years. The Joint Board concludes, however,
that rural companies operating in Alaska and insular areas should not be required at thistimeto
use a proxy model until further review. Thus, at the end of a six-year period after proxies are
initiated for large LECs, all LECs including rural LECs, but excepting LECs in Alaska and insular
areas, will be on a proxy-based system.

286. The Joint Board recommends, however, that rural carriers be able to moveto a
proxy-based system earlier if they choose to do so. We recognize that rura carriers will choose
to move earlier only when the proxy cost is greater than the embedded cost. Providing the rurd
carriers this opportunity is necessary to ensure that rural carriers have an incentive to invest in the
facilities required to provide the supported services. The alternative, limiting rural carriersto
embedded costs when forward-looking economic costs are greater than embedded costs, would
encourage rura carriers to withdraw service in high cost areas or require rural carriersto incur an
economic loss in the provision of the supported services.

287. Werecommend that the Commission define "rural" as those carriers that meet the
statutory definition of a "rural telephone company."®* In order for the administrator to know
which carriers are to receive support payments based on the proxy model or their embedded
costs, we recommend that carriers notify the Commission and the state commissions that for
purposes on universal service support determinations they meet the definition of a"rural
telephone company.” Carriers should make such a notification each year prior to the beginning of
the payout period for that year. The carriers may aso use that notification as the means by which
to let the Commission, the state commissions, and the administrator know if they have chosen to
voluntarily move to a proxy model before the end of the transition period.

288. Although many of the suggestions on how to improve the existing high cost

%0 See Cincinnati Bell comments at 11.
%L 47 U.S.C. § 153(37).
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support mechanisms provided by the commenting parties have merit, we do not find it appropriate
to radically change the method of calculating such support in light of the short time period that
will elapse between now and when rural carriers receive support based on a proxy methodology.
We also find that LTS payments constitute a universal service support mechanism. Asthe
Commission noted in the NPRM, LTS payments serve to equalize LECs access charges by raising
some carriers charges and lowering others. While some commenters have noted the beneficial
purposes currently served by LTS, no commenter argued that LTS was not a support flow.

289. Wetherefore recommend that beginning in 1998 and continuing to the end of the
year 2000, support payments for high cost assistance, DEM weighting and Long Term Support,
be frozen for each carrier at the same amounts paid on a per line basis to qualifying carriers. High
cost support would be based on the assistance received in 1997, and DEM weightingand LTS
benefits received during calendar year 1996. Beginning in the year 2001, and through the year
2003, we recommend that support be gradually shifted to a proxy-based methodology. In the
year 2001, support would be based on 75 percent frozen levels and 25 percent proxy; in 2002
support will be based on 50 percent frozen levels and 50 percent proxy; in 2003 support will be
based on 25 percent frozen levels and 75 percent proxy. Beginning in 2004 support will be 100
percent based on a proxy methodology. The total period for transition for rural carriersto a
proxy based system is Six years.

290. Freezing support will encourage rural carriers to operate efficiently because no
additional support will be provided for increased costs. We recognize that the number of
subscribers served by rural carriers could increase and associated with such increasesis an
increase in costs. Therefore, we recommend that support not be frozen at atotal dollar amount,
but instead, at a per line amount. Rural carriers would receive additional support at the same
amount per line as the number of subscribersincrease. A frozen level of high cost support will
prepare these LECs for both their move to a proxy model and the advent of a more competitive
marketplace.

291. High cost assistance to carriers with high loop costs that will be paid during 1997
are based on those carriers 1995 embedded costs. Additionally, loop counts to determine the
1995 average costs per loop for each carrier are based on year-end 1995 loop counts. To
determine the amount of frozen high cost support per line for carriers with high loop costs, we
recommend that the total amount paid to each carrier during 1997, based on 1995 embedded
costs, be divided by the number of loops served at the end of 1995. The amount of high cost
assistance to be paid in 1998 will then be the same per line amount paid in 1997 multiplied by the
year end loop count for 1996. Calculation of payments would continue in this manner throughout
the transition period.

292.  Currently, DEM weighting assistance is an implicit support mechanism that is
recovered through the switched access rates charged to interexchange carriers by those carriers
serving less than 50,000 lines. In order to calculate the per-line DEM weighting benefit, we
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recommend that the amount of additional revenues collected by each carrier above what would be
collected without DEM weighting, be calculated for the calendar year 1996. That amount,
divided by the number of loops served at the year-end 1996 would be the basis for the frozen per
line support to be paid beginning in 1998. Until December 31, 1997, DEM weighting benefits
would continue under the present rules. Although we could have recommended the calendar year
1997 asthe basis for determining the frozen per-line anount for DEM weighting benefits during
the transition period, we find that sufficient time will be needed for the fund administrator to
gather the data and calculate payments before frozen DEM weighting benefits begin in 1998. We
chose to use year-end 1996 loop counts because this calculation would have aready been made
for loop high cost assistance purposes. For 1999, the amount of frozen DEM weighting support
would be based on the frozen per line amount multiplied by the number of lines served for the
year-end 1997. Calculation of payments would continue in this manner throughout the transition
period.

293. LTS payments are currently determined by comparing the amount pool members
will receive in SLCs and CCL charges to the pool's projected revenues requirement. In order to
determine the frozen LTS payment for the Common Line pool members, we recommend that each
member be allocated a percentage of the total LTS contribution from the non-pooling LECs. We
recommend that the allocation be made on the basis of each member's common line revenue
requirement relative to the total common line pool revenue requirement. We recommend that the
frozen LTS payments to pool members during the year ending 1996 and the loop counts at year-
end 1996 be used as the historical basis for computing the frozen per line LTS payment beginning
in 1998. For 1999, the amount of frozen LTS payments would be based on the frozen per line
amount multiplied by the number of lines served for the year-end 1997. Calculation of payments
would continue in this manner throughout the transition period.

294. Werecognize that, unlike the current LTS system, the frozen LTS mechanism will
not result in CCL charges for ILECs participating in the NECA pool being set equal to the
national average CCL chargefor all ILECs. Currently, LECs that contribute to LTS support
recover those funds by increasing their own CCL charges. Under the frozen LTS mechanism, the
funds for this support will come instead from all carriers providing interstate telecommunications
services based on their revenues.

295. We dso recognize that we have limited participation in the frozen LTS mechanism
to rural telephone companies, as defined in the 1996 Act, that currently participate in the NECA
pool. We find that this limitation is proper because we have also recommended that ILECs not
qualifying as rura telephone companies should receive high cost universal service support based
on a proxy mode for costs, including loop costs. Because the proxy model includes the total
unseparated loop costs, non-rural ILECs would receive double compensation if they also received
frozen LTS payments.

296. Support Levels for Competitive Carriers. We recommend that the Commission
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make frozen support payments portable. A CLEC should be allowed to receive support payments
to the extent that it is able to capture subscribers formerly served by carriers eligible for frozen
support payments or to add new customersin the ILEC's study area. Because we have
recommended that frozen support payments be computed on the basis of working loops, ILECs
will, under our recommendation, automatically lose frozen support payments for loops serving
subscribers lost to a competitor. We find that competition would best be served if the frozen
support payment attributable to that line were paid instead to the CLEC that won the subscriber.
Likewise, a CLEC should receive support for new customers that it servesin the ILECs study
area. In order to avoid creating a competitive disadvantage for alternative facilities-based LECs,
we recommend that frozen support payments shift to the CLEC irrespective of whether the CLEC
actually uses the ILEC's loop to serve the subscriber.®? Since rural ILECs have the option at any
time to convert their support basis to a proxy methodology, we find that a CLEC should also have
the opportunity to choose proxy-based support when it enters arura ILEC's study area.

297. We conclude that using the rural ILECs embedded costs to calculate universa
service support for al eligible telecommunications carriers serving customers within that rural
LEC's study area will be the easiest way to administer the support mechanism. Besidesusing a
proxy or embedded costs system, the aternative for calculating support levels for such CLECs
consists of requiring the CLECs to submit cost studies. Compelling a CLEC to use a proxy
methodology without requiring the ILEC's support to be calculated in the same manner, however,
could place either the ILEC or the CLEC at a competitive disadvantage. Also, requiring CLECs
to submit cost studies would be problematic because CLECs are not required to follow
Commission accounting and jurisdictional separations rules and thus would be unlikely to produce
information by which a meaningful comparison could be made. We thus disagree with Alaska
Tel.'s clam that providing support to CLECs based on the incumbents embedded costs would
violate Section 254(e). CLECs, aswell asILECs, will be expected to adhere to Section 254(e)
which provides that "[a] carrier that receives such support shall use that support only for the
provision, maintenance, and upgrading of facilities and services for which the support is
intended." We aso disagree with the Minnesota Indep. Coalition's claim that basing support to
CLECs on the incumbents embedded costs may compensate the CLEC in excess of its costs.
Because CLECs must provide service to and advertise its service throughout the entire study area,
consistent with section 254(e), the CLEC cannot "cream skim" or only serve low cost areas. If
the CLEC can serve the entire study area at a much lower cost than the incumbent, this may be an
indication of alessthan efficient operation of the ILEC. Because support would be provided on a
per line basis, if a customer chooses to receive service from a CLEC rather than an ILEC, only the
CLEC would receive the support.

298. Alaskaand Insular areas. We propose that rural carriersin Alaska and in insular

%2 The CLEC might use the ILEC's loop to serve the customer by obtaining access to that loop through
unbundling or resale. See 47 U.S.C. 8§ 251. Seealso Local Competition Order.
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areas not be required to shift to a support system in which support levels are calculated based on a
proxy model at thistime. Many commenters explain why rural carriersin Alaska and insular areas
face circumstances unlike those encountered by other rural carriers in the continental United
States.®* For example, the extreme remoteness of many communities in Alaska and the unique
climatological problems Alaskan carriers encounter, such as permafrost, limit the period in which
carriers can construct and perform maintenance on their facilities, and thus make the cost of
providing service in those areas different than in other rural areas.®* In addition, the proxy
models did not originally include Alaska and insular areas, and even now only BCM2 claimsto be
able to consider the unique cost calculations that rural carriersin Alaska and insular areas face.**
Therefore, while we believe that proxy models may provide an appropriate determination of costs
on which to base high cost support, we are less certain that they may do so for rural carriersin
Alaska and insular areas. Consequently, we recommend that rural carriers serving Alaska and
insular areas should be able to continue to use embedded costs to determine their costs of offering
universal service. We further recommend that this system for rural carriersin Alaska and insular
areas be revisited in the future to determine whether changes in proxy models allow them to be
utilized effectively in Alaska and insular aress.

C. Determining the Level of Support Using a Benchmark

299. Werecommend that the Commission establish a benchmark to calculate the
support that eligible telecommunications providers will receive when a proxy model is used to
calculate the costs of providing services designated for support from universal service
mechanisms. We believe it is desirable that the benchmark be based on the amount the carrier
would expect to recover from other services to cover the cost of providing supported servicesin
rura, insular, and high cost areas, but final determination of the methodology for selecting the
benchmark must also consider the revenue base for universal service contributions. Those eligible
telecommunications providers for which the cost of providing supported services exceeds the
benchmark would be permitted to receive universal service support.

%3 See, e.g., Alaska PUC cost model comments at 3; Alaska Tel. comments at 5; Matanuska Tel. Assn
comments at 2-3.

%4 See Alaska PUC, Public Hearing, Aug. 22, 1996.

%5 pacTel has provided cost calculations from the CPM model for Alaska, but not for the insular areas other
than Hawaii. See letter from Alan Ciamporcero, Vice President, Pacific Telesis, to William F. Caton, Acting
Secretary, FCC (dated Oct. 17, 1996). MCI has provided estimates of the universal service support that would be
required for Alaska, Hawalii, Puerto Rico, Guam, and the Mariana Islands. MCI notes, however, that the cost per
line was approximated by taking the weighted average for the RBOCs in the Hatfield model, and are not specific to
those areas. Consequently, according to MCl, the estimates for these areas are only "ballpark estimates.” Letter
from Kimberly M. Kirby, Senior Manager, FCC Affairs, MCI, to William F. Caton, Acting Secretary, FCC (dated
Oct. 25, 1996).
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1. Background

300. Under the Commission's existing high cost support assistance rules,”® LECs with
unseparated loop costs greater than 115 percent of the nationwide average loop cost may allocate
an additional share of their local loop costs to the interstate jurisdiction.**” The threshold amount
equal to 115 percent of nationwide average loop costs operates like a benchmark with the main
difference being carriers receive support under the current system if their costs exceed the
threshold, whereas under a proxy model approach, the level of universal service support is
determined by the difference between forward-looking costs and the benchmark.

301. The NPRM aso requested comment on how to ensure that any new universal
service support mechanism is ssimple to administer, technology-neutral, and designed to identify
the minimum subsidy required to achieve the statutory goal of affordable and reasonably
comparable rates throughout the nation.*® The NPRM also sought comment on the relationship
between affordability and the benchmark that would be one component of a proxy model
approach to calculating support for eligible telecommunications carriers serving rural, high cost or
insular areas. In its Public Notice, the Commission's Common Carrier Bureau asked, inter alia,
for comment on the advantages and disadvantages of using a specific national benchmark rate for
services designated for support with a proxy model to calculate high cost support as the standard
for determining whether core service rates meet the "affordability” requirement of section
254(i).%*

2. Comments

302. Nationwide Benchmark Based on Affordability. Several parties advocate the
establishment of an "affordability benchmark™ that would also be used to calculate high cost
support.*®® Many of these commenters support the creation of afederal benchmark that would set
the maximum rate an average residential subscriber would pay for local service®! and the level

%6 47 C.F.R. Part 36.

%7 47 C.F.R. 8 36.631.

%8 NPRM at para. 27.

%° public Notice, question 3.

%0 See, e.g., USTA comments at 14-16; MCI further comments at 2.

%l Time Warner comments at 7.
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above which a carrier can seek universal service support.*? For example, GTE proposes a plan
wherein an initial threshold level that is equal to the maximum desired rate for core services
triggers the availability of funding for core services.®® Sprint maintains that such a benchmark
would enable the Commission to assure a reasonable rate to consumers regardless of where they
live®™ AT&T arguesthat anational benchmark will prevent states from attempting to obtain
additional federal support by setting their own benchmarks at unduly low levels.®° Some parties
believe anational affordability benchmark would be easy to administer.**® BellSouth also favors
the administrative smplicity of a national benchmark, but contends that the federal benchmark
should reflect average state incomes.*®” TCI contends that business planning for carriers will
become smpler and less expensive under a national benchmark than it would be under a more
complex, localized system.*®® |n addition, Florida PSC maintains that because all the information
necessary to derive anational affordability benchmark isin the public domain, such information
would be easy to obtain and use.*®

303. Some commenters oppose basing a national benchmark on affordability because,
they argue, such a benchmark would not account for local circumstances that affect
affordability.””® For example, the Alaska Tel. argues that a national benchmark based on
affordability cannot be reflective of small companies and circumstances found in rural areas®™ In
addition, the Media Access Project contends that a single national affordability benchmark would
leave services unaffordable for many low-income customers while providing an unnecessary

%2 Ameritech comments at 10; PacTel comments at 20; Sprint comments at 9; USTA comments at 14-15;
U S West comments at 8; NCTA further comments at 2.

%3 GTE comments at 7-8.
%4 Sprint further comments at 2.
%5 AT&T further comments at 4. See also Florida PSC further comments at 5-6.

%6 See, e.g., CompTel further comments at 6-7; GCI further comments at 2; MCI further comments at 2; TCI
further comments at 8.

%7 BellSouth further comments at 3.

%8 TCI further comments at 9.

%9 Florida PSC further comments at 6.

90 See, e.g., Citizens Utilities further comments at 3; ITC further comments at 2; MFS further comments at 11;
NECA further comments at 3; NYNEX further comments at 1-2; RTC further comments at 8; Time Warner

further comments at 10; Washington UTC further comments at 5.

91 Alaska Tel. further comments at 6.
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subsidy for wealthier consumers.®? Teleport suggests that, instead of establishing a nationwide
affordability benchmark, the Commission should establish guidelines for the states to follow in
prescribing rates within their jurisdictions.*

304. Other opponents of a nationa affordability benchmark include PacTel, which
argues that the plain language of the statute calls into question any effort to establish a national
affordability standard.””* Further, PacTel contends that states might raise their local ratesto the
national benchmark in order to qualify for federal universal service support.’> PacTel maintains
that, if anationa affordability benchmark were to be compared to the results of a proxy model for
purposes of determining how much interstate support a carrier should receive, as it believes the
third question of the Public Notice implies, jurisdictional separations problems could result.%”
NECA contends that the establishment of a nationwide affordability benchmark might be viewed
as asignificant expansion of federal regulation into an area traditionally regulated by state
commissions.””’ In addition, MFS argues that the Joint Board should not attempt to incorporate
an affordability benchmark into a proxy model, but, instead, should base support amounts on the
costs generated by the models.’”® Washington UTC argues that a nationwide benchmark rate
might be higher than those rates produced in a competitive market.*”

305. Methodologies. Commenters propose various methods for setting an affordability
benchmark, linked either to loop costs, telephone rates, or consumer income. For example,
USTA advocates an interstate affordability benchmark that is equal to the nationwide average
loop cost.®®° Ameritech arguesin favor of basing an affordability benchmark on statewide average

92 MAP further comments at 2-3.

92 Teleport further comments at 3.

94 PacTel further comments at 8.

% 1d. at 11.

9% PacTel further comments at 8-9 (arguing that changesin jurisdictional separations, atrue-up of other
interstate prices, or restricting a company's high cost federal funding to current levels of federal CCL and universal
service funding would be required if support was determined by comparing a national benchmark rate with proxy
costs).

97 NECA further comments at 4.

98 MFS further comments at 6-7.

9 Washington UTC further comments at 4.

%0 USTA comments at 15.
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rates or costs for "core" services, or a specified percentage of statewide median income.*!

Citizens Utilities advocates the establishment of a nationa price affordability standard for each
universal service "basket" of similar services.®? Under Citizens Utilities plan, a national price
affordability standard would be based on the total unseparated cost to end users for the service,
and would be set at one standard deviation above the national average for the services within a
given "basket" plus the federal subscriber line charge.®®

306. Some commenters advocate basing an "affordability benchmark” on existing rates.
For example, Florida PSC asserts that an initial affordability benchmark should be the nationwide
average rate for residential service, which, it states, equal's approximately $20.00.%* West
Virginia Consumer Advocate concludes that either existing rates or an amount equal to 115
percent of the national average rates should be designated as the affordability benchmark .
OITA-WITA suggests that a benchmark be developed from existing rates on a nationwide or
statewide basis.*®® Similarly, Time Warner proposes establishing an affordability benchmark at the
highest rate currently being charged by the ILEC, on alocal basis.®’ Under Time Warner's plan,
service would be deemed affordable if the priceis set at or below the highest rate level applicable
for any exchange within a given jurisdiction for which residential penetration is within five
percentage points of the jurisdiction-wide average.®® Sprint supports creating a benchmark based
on the national average for basic residential telecommunications service in urban areas.”®
Siskiyou argues that any affordability benchmark for rural areas should be based on urban rates.

990

%L Ameritech comments at 10.
%2 Citizens Utilities comments at 10.
%3 |d. at 10-11.

%4 FHorida PSC further comments at 4 (citing FCC publication entitled Reference Book: Rates, Price Indexes
and Household Expenditures for Telephone Service).

% West Virginia Consumer Advocate comments at 9.
% OITA-WITA comments at 15-16.

%7 Time Warner comments at 7. See also, Time Warner further comments at 10 (opposing the establishment
of a nationwide affordability benchmark).

%8 Time Warner comments at 7.
%9 Sprint comments at 4, 9 (arguing that the urban rate may be determined by considering the Commission's
residential service pricesin Trends in Telephone Service or the service prices collected by Balker and published by

NARUC in Exchange Service Telephone Rates).

%0 gjskiyou reply comments at 2.
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AT&T favors a nationwide affordability benchmark based on the weighted average of current
local rates for Tier 1 territories, plus the SLC.***

307. Revenue-Based Benchmark. Some parties suggest that the benchmark be based on
the revenues-per-line earned by the carrier. AARP argues that all sources of revenue should be
considered in determining how to establish the amount a carrier may receive from the universa
service support fund.*? AARP states that carriers generate revenues from a variety of services,
such as CLASS services, and that, since those services use the loop, they should help cover its
costs. Therefore, AARP asserts that the revenues from all services that use the loop should be
included when determining whether carriersin high cost areas need support to maintain the
loop.”*® Ad Hoc Telecom Users also contends that total revenues must be considered in
determining the amount of support a carrier should receive.®® Ad Hoc Telecom Users suggests
that the Commission look at yellow pages revenues, as well as the revenues from the entire
package of service purchased by residential customers in connection with the purchase of the
diatone line.%®

308. Other. Maine PUC maintains that proxy models are engineering models that
estimate costs, but do not use rates as an input nor predict rates as an output.*** Maine PUC
recommends that the Commission base universal service support on the costs of providing
universal service support, not upon rates.”®” NYNEX states that high cost support should be
provided through the use of a benchmark level. It states that the Commission could decide, for
instance, to use a number of levels of support based on the cost of providing service in aCBG.
For example, carriers could be given $10.00 per month in support for CBGs that have total
monthly cost of $60.00 to $70.00, $15.00 per month for CBGs that have costs of $70.00 to
$80.00, and so on.*® U S West suggests the establishment of a Federal Funding Benchmark
(FFB), and recommends that FFB be set at $30.00 per month since that would result in a fund of

®LAT&T comments at 16-17 (also arguing in favor of increasing the SLC).
%2 AARP comments at 19.

%3 1d. at 19-20.

%4 Ad Hoc Telecom. Users comments at 13.

5 1d. at 17.

%6 Maine PUC further comments at 4.

7 1d. at 4.

%8 NYNEX comments at 14.
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approximately $5 hillion according to the original BCM with the ARMIS expense factor.*® In
addition, several parties argue that, regardiess of whether an affordability benchmark is
established, current amounts of high cost support must be retained to ensure affordable rates in
rural areas.’®®

3. Discussion

309. Webedlievethat it is desirable for the Commission to set a nationwide benchmark
to use in caculating the amount of support eligible telecommunications providers will receive.
Thisis consistent with comments filed by severa parties. Fina determination of thisissue,
however, must also take into consideration the contribution base for the federal universal service
mechanisms. We recommend that the benchmark the Commission adopts should be easy to
administer and should be set to minimize the probability that residential rates would increase while
the new support mechanisms are being implemented. The carrier's draw from the federal universal
service support mechanism for serving a customer would be based on the difference between the
costs of serving a subscriber calculated using a proxy model and the benchmark. A carrier could
draw from the fund for providing supported services to a subscriber only if the cost of serving the
subscriber, as calculated by a proxy model, exceeds the benchmark.

310. Thereare essentially three approaches to setting such a nationwide benchmark to
be used with the proxy model for calculating support. In setting a benchmark, the Commission
could use average revenues per line, average rates, or relative cost. We recommend that the
Commission adopt a benchmark based on the nationwide average revenue-per-line. We agree
with those commenters who argue that revenues from local exchange and access services should
be considered in determining support payments. They argue effectively that revenues from
discretionary services are tied to the purchase of supported services.!®* Revenues-per-line are the
sum of the revenue generated by local, discretionary,'®? access services and others as found
appropriate divided by the number of loops served. In determining the level of the benchmark, we
must be cognizant of the potential effect from competition on these anticipated revenues. In
particular, competition could drive the rates for local, discretionary and exchange access services
towards incremental cost, thereby reducing the revenues per line; alternatively, it could spur
carriers to offer new services that could increase their revenues. We therefore also recommend

% U SWest comments at 12.

100 See, e.g., NECA comments at 11-12; New Hope Tel. comments at 1; Ragland Tel. Co. comments at 1;
SDITC reply comments at 4-5; Minnesota Indep. Coalition further comments at 6-7.

101 AARP comments at 19-20; Ad Hoc Telecom. Users comments at 17; CPl ex parte at 6 (dated Oct. 4, 1996)

102 Discretionary services include services that are added on to basic local service, e.g., cal waiting, call
forwarding or caller ID.
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that the Commission review the benchmark on a periodic basis, and consider the need to make
appropriate adjustments.

311. We believe that setting the benchmark at the nationwide average revenue-per-line
is desirable because that average reflects a reasonable expectation of the revenues that a
telecommunications carrier would be reasonably expected to offset its cost, as estimated in the
proxy model. A revenue benchmark should be based on local, access, and other
telecommunications revenues. The cost estimated by the proxy models includes the cost of the
facilities used to provide those services.’®® For example, the total forward-looking cost of the
loop isincluded in the costs estimated by the proxy models rather than assigned to the various
services that use the loop. The proposed proxy models switch costs include the cost of the
software that allows the switch not only to process alocal call but also to provide the entire array
of discretionary services. But other costs are not included in the proposed proxy models, such as
the cost of tandem switches used to provide interexchange toll service or other costs of atoll
network, and thus revenue from toll services should not be included in the benchmark. A
revenue-per-line benchmark, therefore, would be consistent with the cost estimation process used
to determine the cost of service in high cost support areas.

312. Wefindthat it is advisable to construct two benchmarks, one for residential
service and a second for single line business service, since we are recommending that primary
residential and single business lines be supported. The residentia benchmark, if ultimately
adopted by the Commission, should be set equal to the sum of the revenue generated by local,
discretionary, and access services provided to residential subscribers divided by the number of
residentid lines. The single line business benchmark should be set equal to the sum of the revenue
generated by local, discretionary, and access services provided to single line business subscribers
divided by the number of single line business lines.

313. Once the form of revenue benchmark is selected, a decision must be made as to
whether the benchmark is set at the nationwide average or by some other method. Using the
nationwide average revenue would encourage carriers to market and introduce new servicesin
high cost areas. Carriers that successfully introduce and market new services will benefit from
doing so, and those carriers that fail to introduce new services or who lose customers to their
competitors will not receive universal service support funds to replace the foregone revenue. This
decision will provide carriers the incentive to upgrade their service offerings in high cost areas,
and therefore, maintain high quality service in rural areas that is comparable to the service offered
in urban aress.

314. We are unpersuaded by the argument of some commenters that the benchmark

1008 | _etter from Glenn Brown, U S West, to William F. Caton, Acting Secretary, FCC (dated Sept. 4, 1996).
Letter from Richard N. Clarke, AT&T, to William F. Caton, Acting Secretary, FCC (dated Sept. 10, 1996).
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should vary in accordance with the average household income in each state.’®* We note that the
telephone penetration rate is relatively constant across large ranges of income, except that
telephone penetration decreases significantly for low-income households.'®® Therefore, we
conclude that the impact of household income should be addressed through programs directed at
hel ping low-income households obtain and retain telephone service, rather than as part of our high
cost mechanism.’®® We agree with commenters arguments that a national benchmark would
enable the Commission to assure a reasonable support level to al carriers, and would be easier to
administer than state or local benchmarks.*®’ Final determination of this issue, however, must
also take into consideration the revenue base for universal service contributions.

315. Wealso do not support tying the benchmark to average rates for residential and
single line business service because residential and single business service are only two of the
services provided over the facilities for which costs are included in the proxy model cost
estimates.'®® Therefore, arate benchmark would be inconsistent with the method we are
recommending for determining the cost of providing the network used to provide the supported
services. The average rate benchmark ignores the revenue generated from the customer that
contributes to the joint and common costs of providing both that service and those services
designated for support. Setting the benchmark equal to average residential and single line
business rates would allow carriers to recover revenue for some discretionary services twice, once
from the customer and once from the universal service fund. We are also concerned with
proposals that tie the benchmark to rates because some proposals are tied to the highest available
residential rate and others are tied to the weighted average of al residential rates.**®

316. Using anationa benchmark set at the average local rate will aso result in a
outcome that is inappropriate in conjunction with a proxy cost model. Use of such an amount will

1004 SWBT comments at 9-12; BellSouth further comments at 3.

105 Monitoring Report, CC Docket No. 87-339, May 1996, Prepared by Federal and State Staff for the Federal-
State Joint Board in CC Docket No. 80-286, Table 1.4.

1% See infra section VI,

1007 See, e.g., CompTd further comments at 6-7; GCI further comments at 2; MCI further comments at 2;
Sprint further comments at 2; TCI further comments at 8.

108 The average residential flat service rate including the SLC and excluding taxes, 911, and other surcharges
is currently approximately $17.20, while the average lowest generally available rate is $10.14. Monitoring Report,
CC Docket No. 87-339, May 1996, Prepared by Federal and State Staff for the Federal-State Joint Board in CC
Docket No. 80-286, Table 5.7. (The table shows average rates, including SLC and taxes and other surcharges, for
95 urban areas across the nation.)

109 See, e.g., OITA-WITA comments at 15-16; Time Warner comments at 7; West Virginia Consumer
Advocate comments at 9; Florida PSC further comments at 4.
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tend to produce a universal service fund that will over compensate the provider of service. Such
an amount could create a large universal service fund that ultimately will be recovered from
customers through higher rates, and may result in some customers having to drop off the network.

317. Wedo not believe that a benchmark that is tied to average cost calculated by the
proxy models should be relied on at thistime.’° In order to establish the need for support it is
best to compare revenue to cost rather than to examine only the cost side of the equation. Other
service revenue can offset the high cost so that residential and single business rates remain
affordable even in above average cost areas.®** We recognize, however, that in the future the use
of nationwide average revenues may no longer be appropriate because of the changing nature of
the telecommunications marketplace. Some carriers may package local and long distance services
as part of their array of service offerings to the public in order to distinguish themselves from
other providers of telecommunications services. At such time it might be necessary to reevauate
the use of a benchmark based on average nationwide revenues per line for local, discretionary, and
access services. We note that the California PUC recently decided to use such a cost benchmark
to determine support levels for the California state universal service fund.'°*?

D. Competitive Bidding
1. Background

318. The NPRM sought comment on whether competitive bidding could be used to set
the level of universal service support in rural, insular, and high cost areas.’™® Specificaly, the
Commission asked whether relying on competitive bidding would be consistent with section
214(e), the provision that specifies the circumstances under which telecommunications carriers are
eligible to receive universal service support.*®* The NPRM sought comment on a competitive
bidding system in which carriers offering al of the services supported by universal service
mechanisms would bid on the level of assistance per line that they would need to provide such
services. The NPRM explained that such an approach would attempt to harness competitive
forces to minimize the cost of universal service. The NPRM suggested that the level of support
that any eligible carrier could receive would be set by the lowest bid. To induce competitors to
underbid one another, rather than merely accepting the established level of assistance, the NPRM

1010 Ameritech comments at 10; USTA comments at 15.
1 For example, rural telephone companies often have low local exchange rates, but high access revenues.
1012 See Cal. P.U.C. R.95-01-020/1.95-01-021 (Oct. 25, 1996).

103 NPRM at para. 35.

1014 I d
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suggested that the low bidder might receive an "incentive bonus."**** Finally, the Commission
acknowledged that the level of competition in high cost areas may not warrant using competitive
bidding yet. 0%

319. InitsPublic Notice, the Common Carrier Bureau sought further comment about
implementing a competitive bidding system. The Bureau sought comment on whether a
competitive bidding plan should be atered when applied to areasin which thereislittle
competition; what safeguards, if any, should be adopted to prevent collusion or the use of
competitive bidding by large carriers to drive out small incumbents; what safeguards, if any, are
needed to ensure quality of service; how to provide incentives to ensure aggressive bidding; and
how to determine the appropriate geographic areafor which eligible carriers bid for universal
service support.*®

2. Comments

320. General comments. The commenters are divided in their views on whether to
adopt a competitive bidding system. A few LECs and some industries that would potentially
compete with ILECs to provide local service, such as wireless and cable companies, support the
use of competitive bidding.’®® Opponents of using a competitive bidding system include most
LECsand some IXCs, such as AT& T and MCI.**° PacTel argues that competitive bidding could
be used to adjust the level of universal support to any given area once the initial support level has

1015 1d. at para. 36.
1016 1d. at para. 37.
1017 Public Notice at 7.

1018 See, e.g., ALTS comments at 12; AirTouch comments at 12-13; Frontier comments at 9; GTE comments at
11; NCTA comments at 11; PCIA comments at 15-16; Time Warner comments at 10-11; Western comments at 12-
13; Comnet Cellular reply comments at 6. See also CSE Foundation comments at 11-12; LDDS comments at 12-
13 (arguing that bidding cannot take place until competitors enter the market -- until then, the Commission should
continue to rely on the ILEC's underlying costs of service); Alliance of Public Technology further comments at 12
(contending that competitive bidding can speed the development of advanced networks).

1019 See, e.g., ACTA comments at 7; Alabama-Mississippi Tel. Assn comments at 6; Alaska Tel. comments at
8; BellSouth comments, Att. 1 at 35-35; GVNW comments at 13; NYNEX comments at 10 n.15; OITA-WITA
comments at 14-15; RTC comments at 17; SWBT comments at 16-17; Telec Consulting at 11-12; Teleport
comments at 9-10; United Utilities comments at 2; Fred Williamson comments at 14; NECA reply comments at
13; AT&T further comments at 36; Ameritech further comments at 37; M CI further comments at 24; MFS further
comments at 44; Minnesota Indep. Coalition further comments at 15-16; TCI further comments at 31-32; USTA
further comments at 29-30; U S West further comments at 23; Western Alliance further comments at 13.
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been set using the CPM.1*® PacTel recommends that the Commission open a further proceeding
to address questions on how competitive bidding could be structured fairly and appropriately.'?
GSA believes that the Commission should approve the concept of competitive bidding and should
leave itsimplementation to the individual state commissions.’®? The few state agencies that
commented on thisissue also have divergent views.! California PUC, for example, agrees with
the Commission's statement in the NPRM that market conditions may not warrant the
introduction of a competitive bidding plan at present.** Florida PSC, although finding merit in
competitive bidding after entry has occurred, expresses concern that any bidding plan that
explicitly or implicitly resultsin exclusion of carriers may be inconsistent with section 214(e).
Florida PSC concludes that this question need not be resolved now.**®

321. Several commenters recommend that a competitive bidding system be used only
for the more limited purpose of selecting carriers to serve areas that no carrier is serving or for
areas that no carrier iswilling to serve at the subsidy level established through another
mechanism.’*® California PUC contends that such alimited use of competitive bidding is
appropriate and administratively feasible’® AT& T contends that unserved areas are likely to
have few customers, making it economical for service to be offered by only one carrier that can be
selected through a bidding process.’® MCI suggests that bidding be used only in "those few
areas' where a carrier becomes unwilling or unable to offer service at the price and universal

1020 PacTel further comments at 44.

1021 |d. at 44.

1022 GSA reply comments at 13.

1023 Compare New Y ork CPB comments at 11 (arguing that the Commission should consider a bidding process
in areas where more than one provider is willing to offer core services); Wisconsin PSC comments at 10
(contending that bidding should be considered where competition is evolving between legitimate, established and
comparable providers), with CNMI comments at 18 (maintaining that markets most in need of support are unlikely
to see competition and bidding would be of no utility in uncompetitive markets); New Jersey Advocate comments
at 13 (suggesting that bidding may not focus on problems requiring support).

1024 California PUC comments at 12.

195 Forida PSC comments at 11-12.

1026 See, e.g., California PUC comments at 13-14; USTA comments at 20; AT& T further comments at 37;
MCI further comments at 21-22.

1027 California PUC comments at 14.

1028 AT&T further comments at 37.
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service support level determined by the proxy model.**%

322. Supporters of adopting a competitive bidding system argue that it best comports
with the pro-competitive principles of the 1996 Act because it is a market-based approach.!%°
Many commenters that support a competitive bidding system contend that it would reduce the
costs of universal services support.’®** CSE Foundation argues that, because of the importance of
understanding the true costs of providing service, the appropriate level of support for high cost
areas should be determined whenever possible through a process of competitive bidding for a
specific geographical area, possibly CBGs.'®*? Time Warner asserts that, with an appropriately
structured incentive, competitive bidding can best assure that areas are served by
telecommunications carriers in the most economically efficient manner possible.'®* GTE
contends that competitive bidding has advantages over the use of proxy cost models. These
advantages include the elimination of the need to modify cost models over time and the
incorporation of non-price considerations, such as regulatory burdens, that are not captured by
the models.®**

323. Some commenters supporting a competitive bidding proposal argue that only

102 MCI further comments at 21.

1020 See, e.g., Frontier comments at 9; GTE comments at 11 (arguing that bidding is consistent with intent of
the 1996 Act to maximize reliance on market forces and minimize regulation); Western comments at 12-13. See
also NCTA comments at 11 (arguing that competitive bidding would give new entrants a reasonable opportunity to
receive funds); CSE Foundation reply comments at 6 (maintaining that bidding would encourage competition);
Comnet Cellular reply comments at 6 (contending that competitive bidding would put all prospective eligible
carriers on an equal footing).

181 See, e.g., ALTS comments at 12; AirTouch comments at 12-13; Frontier comments at 9; GTE comments at
11; NCTA comments at 11; PCIA comments at 15; Western comments at 12-13; Comnet Cellular reply comments
at 6.

182 CSE Foundation comments at 11-12.

1088 Time Warner comments at 10-11.

103 GTE comments at 11.
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carriers willing to accept COLR obligations'®* should be allowed to bid to serve an area’®* GTE
argues that a COLR requirement is essential to establishing a competitive bidding plan that would
be consistent with the 1996 Act. It contends that a bidding plan would not be competitively
neutra if one carrier, most likely the incumbent, were required to meet COLR obligations, while a
new entrant would receive the same level of universal service support without those same
obligations.'®” Moreover, GTE asserts, a competitive bidding plan that does not have a COLR
requirement would never be "sufficient” to preserve universal service as required by the 1996 Act.
It maintains that the incumbent, subject to COLR requirements, would never be able to sustain its
obligation to serve al customersin the service areain the face of entry by other carriers that could
selectively serve only the customers they wished, yet receive the same level of funding.!®® Finaly,
GTE contends that, although section 214 requires as a condition for receiving universal service
support that a carrier agree to provide the core universal servicesto all customersin the service
area,'® the Commission and the states must specify the terms and conditions of that obligation.
GTE maintains that the most important of these conditionsisthat all carriers receiving support be
required to meet the same obligations.’®® GSA argues that a competitive bidding system is
beneficia only if it supports universal service, minimizes the level of support payments and
maintains competitive neutrality -- which can be accomplished only if universal service support is
restricted to carriers agreeing to be COLRs.***

324. The commenters opposing adoption of a competitive bidding system raise various
arguments. Some commenters argue that competitive bidding would degrade service quality

185 GTE definesa COLR as acarrier eligible for universal support that undertakes the obligations established
by a state agency, within federal guidelines, as a condition of receipt of federal universal service support. GTE
comments at 8 n.19. GTE suggests that such obligations might include a ceiling on the rate the COLR can charge,
terms and conditions of service and quality standards, limits on the carrier's ability to exit, and an obligation to
serve all customersin the area. GTE further comments at 46-48.

1036 See, e.g., CSE Foundation comments at 12; GTE comments at 8-9; GTE further comments at 46-47. See
also Ameritech Ex Parte Materials Regarding Competitive Bidding Processes, July 31, 1996 at 6 (arguing that
universal support must be portable only to other COLRS); GSA further comments at 11-12; SWBT further
comments (erratum) at ii (stating that, although it opposes use of competitive bidding system, if oneis adopted, all
winning bidders must be willing to be bound by all of the carrier of last resort and other obligations imposed on the
incumbent LEC).

187 GTE further comments at 46.

1088 |d. at 46-47.

1% See 47 U.S.C § 214(e)(1) & (2).

100 GTE further comments at 47-48.

1041 GSA further comments at 11-12.
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because carriers would achieve low bids by reducing quality.*®** Other commenters contend that a
competitive bidding system would be costly, difficult to administer, and not likely to be an
improvement over other methods of establishing costs.'®® Several commenters contend that a
competitive bidding system would be susceptible to "gaming,"** either by the ILEC who might
set artificially low bids to keep competitors out,'** or by large carriers with ample resources that
might underbid smaller incumbents in order to drive them out.'**® BellSouth argues that a new
entrant, amajor 1XC for example, that would provide service primarily through resale, could enter
avery low bid in order to effectively eliminate support to the underlying facilities-based
competitor.’®’ SWBT contends that a new entrant might construct facilities only to serve the
lowest cost customers and serve the remainder by resale of the ILEC's services or by use of the
ILEC's network elements.’®® |t argues that the new entrant would have an unfair advantagein
the bidding process because, as a result of its lower facilities costs to serve a select few

customers, it can underbid the ILEC that must provide facilities for all remaining higher cost
customers.'%#

325. Many rural and smaller LECs assert that setting support levels through competitive
bidding would be disastrous for ILECs that have deployed significant infrastructure to serve high
cost areas and that rely on the current level of support for financial viability.*®® Fred Williamson
argues that bidding could be unfair to ILECs that have been required by regulatory authorities to
build facilities for future use and might not be able to obtain funds for those facilities if a

102 See, e.g., Ardmore Tel. comments at 4-5; Mon-Cre comments at 3-4; NECA comments at 11; RTC
comments at 17; Western Alliance comments at 6-7; NECA further comments at 29.

108 See, e.g., BellSouth comments, Att. 1 at 35-36; NYNEX comments at 10 n.15 (contending that bidding
would be costly and not necessarily better than proxy system); SWBT comments at 16-17 (maintaining that the
costs of properly structuring a bidding process, even if could be done, could best be spent elsewhere); Teleport
comments at 9-10 (arguing that auctions are inferior to using cost proxy models to set support levels).

104 See, e.g., SWBT comments at 17 n.29.

1% See, e.g., Merit comments at 3; United Utilities comments at 2.

1% See, e.g., OITA-WITA comments at 14-15; RUS comments at 5; United Utilities comments at 2-3.

147 BellSouth further comments at 45-46.

1098 SWBT further comments at 36.

1049 Id

1050 See, e.g., GVNW comments at 13 (arguing that bidding process might result in "death spiral” for
incumbent L ECs that have deployed significant infrastructure and rely on current level of support for financial
viability); Montana Indep. Telecom. comments at 9-10 (same).
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competitive bidding system were used.’™ NECA contends that issues of confiscation could arise
if ILECs are required to provide facilities or services at non-compensatory rates established by
unrealistic bids submitted by new entrants.’®* NECA also argues that competitive bidding would
require "unprecedented Commission involvement in intrastate issues such as local service quality
and monitoring.'%3

326. Opponents of competitive bidding also argue that it is inconsistent with the 1996
Act.'® RTC, for example, contends that, because the 1996 Act grants to the states the authority
to designate carriers eligible for universal service support, the Commission does not have the
authority to compel states to use a competitive bidding process.’®>* Century contends that the
Commission does not have authority to establish the size of a service areafor competitive bidding
purposes that would differ from the size of the service area established by the state pursuant to
section 214(€)(5).2%° GVNW argues that a bidding process will likely not meet the 1996 Act's
mandate for the establishment of specific, predictable and sufficient Federal and State mechanisms
to preserve and advance universal service as required by sections 254(b) and 254(d).’®" AT&T
contends that competitive bidding is fundamentally at odds with the 1996 Act's pro-competitive
goalsif itsresult is the award of exclusive rights to one carrier, thus denying consumers the choice
of service providers.**®

327. Competitive bidding proposals. Among commenters offering competitive bidding
proposals, GTE submitted the most comprehensive, detailed competitive bidding plan. Under
GTE's proposal, the initial level of support for the incumbent would be based on the difference
between the rates the incumbent COLR is allowed to charge and the "estimate of the market rate

%1 Fred Williamson comments at 13-14.

%2 NECA further comments at 29-30.

158 |d. at 29.

154 See Alabama-Mississippi Tel. Assn comments at 6 (arguing that bidding is of "doubtful legality").

15 RTC comments at 17. See also United Utilities comments at 2 (supporting a federal competitive bidding
scheme that has the Commission designating carriers eligible for support by awarding high-cost assistance to the
successful bidder usurps the role assigned to the states in section 214).

1056 Century further comments at 28.

157 GVNW comments at 13-14. See also ITC further comments at 21 (arguing that the result of any auction
will not fulfill the requirement of "predictable" support); NECA further comments at 29 (contending that the levels
set by bidding would likely result in insufficient support payments, in violation of section 254); RTC further

comments at 26 (maintaining that bidding would not be a predictable mechanism).

1% AT&T further comments at 36-37.
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derived from a proxy cost model."**** Under this plan, once other carriers want to enter a given
market and are willing to accept all the COLR obligations imposed on the incumbent LEC, a
competitive bidding process would replace the proxy-based system used to establish universa
service support levelsin that market. Competitors that wish to become COLRsin agiven area
would submit a notice of intent to bid to the state commission.’*® The notice would trigger for
that area an auction process that GTE proposes be held at regular intervals, perhaps twice a
year.'®! The form of the auction would be a sealed bid, single-round auction.'®? The auction
process would be administered by the states subject to Federal guidelines.*®® GTE proposes that
an entrant could nominate a set of CBGs as the area it wishesto serve.!® Those companies
making nominations would be required to establish their qualifications to satisfy the COLR
requirement.'®® Subject to penalties, bidders would be permitted to withdraw winning bids.**®
328. GTE proposes that, initially, the Commission or the states would establish a
maximum support rate for the area to be auctioned based on a multiple of the predicted cost
under an adopted proxy cost model.**’ In order to induce aggressive and low bidding, only those
carriers that bid within a specified range of the lowest bidder would be éligible to receive
support.®® The support levels would be the same for each of the carriersin this range and would
be set equal to the highest accepted bid in that range.’®° If the auction resultsin anew COLR for
the area, either in addition to the incumbent or in place of the incumbent, the support levels and
obligations for that area would be frozen for three years. No new entrants could receive universal

%9 GTE further comments at 44.

10801, at 44.

1081 1. at 44.

1082 1d. at 45. Under this form of auction, each bidder tenders a single sealed bid. Bidders would not know
what others are bidding and the bidders would have only one opportunity to submit abid for an area. GTE further
comments, Att. 1 at 21-22.

1088 GTE reply comments at 19.

1084 GTE further comments at 54-55.

1085 GTE further comments, Att. 1 at 18.

1086 GTE further comments, Att. 1 at 19.

167 GTE further comments, Att. 1 at 17.

108 GTE comments at 11-12.

1060 GTE further comments, Att. 1 at 4.
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support during this time, athough they could enter and provide service without such support.
After the three-year period, the area could be bid upon again.**”®

329. MCI contends that GTE's proposal will reduce both actual and potential
competition because subsidies would not be available to carriers that lose the auction or do not
bid.** It also argues that the proposal hampers the ability of carriers to enter multiple markets
and thus recognize potential cost synergies and interferes with their ability to implement their
entry strategies. This could occur, states MCI, if a bidder is among the winners for some areas,
but not in others, that the carrier deems important to its entry strategy. MCI contends that GTE's
solution to this problem -- allowing bidders to withdraw bids if the failure to win in one or more
areas interferes with the entrant's global entry strategy -- would not be effective. MCI aso argues
that, by forcing new entrants to participate in an auction for each market it wants to enter, GTE's
proposal would raise new entrants' costs and thus would create a barrier to entry. MCI also raises
guestions about how GTE's auction proposal would affect the rates charged for unbundled
network elements. Finally, MCI asserts that, as "in any regulatory regime that prohibits entry,"
regulators would have to monitor carriers to ensure a specified level of performance. MCI asks
what remedies regulators would have if the carrier fails to adequately perform if other carriers do
not have access to universal service support for that market. MCI concludes that, if al firms have
access to such support, the need to monitor performance would be substantially reduced.'°”?

330. A few other commenters offered general proposals or suggestions on how to
structure a competitive bidding process. CSE Foundation, while generally supportive of the
competitive system initialy outlined in GTE's comments,’*® identified certain potential problems
with GTE's proposal and suggested possible solutions. It argues that basing bids on small areas
like CBGs, as GTE proposes, might prevent carriers from enjoying the economies of scale or
scope that could be obtained from bidding on larger areas. To assist carriersin bidding for larger
areas, CSE Foundation suggests an open, multiple-round auction that would allow bidders to gain
information about the costs of providing services to different areas as the carrier learns what other
carriers have bid on those areas.’®”* It also recognizes that incentives must be developed to
encourage low cost providersto bid aggressively. CSE Foundation asserts that GTE's proposal

1070 GTE further comments, Att. 1 at 18.

071 |_etter from Kimberly M. Kirby, Senior Manager of FCC Affairsfor MCI, to William F. Caton, Secretary,
FCC, October 25, 1996.

1072 |_etter from Kimberly M. Kirby, Senior Manager of FCC Affairsfor MCl, to William F. Caton, Secretary,
FCC, October 25, 1996.

0% GTE's proposal underwent modifications after filing the initial comments upon which CSE Foundation's
analysis is based.

107 CSE Foundation reply comments at 8-9.
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to provide universal support payments only to bidders within a specified range of the low bid
could provide such an incentive, but may be problematic if it restricts entry.’”> Alternatively,
CSE Foundation suggests that higher bidders obtain reduced universal service support.'’
Finally, because the need to finance an investment over many yearsis particularly important when
large-scale, capital-intensive projects are involved, CSE Foundation argues that it is important
that the universal service support be guaranteed over some period of time, perhaps five years. It
expresses concern, however, over GTE's proposal to exclude from support any new provider
during the period of time the support level is guaranteed. As a solution, CSE Foundation
tentatively suggests that the right to receive support for a particular market be made
transferable.””

331. Time Warner proposes that the ILEC or any other certificated LEC could submit
bids on areas identified by a proxy cost mode! as high cost areas.®® Time Warner notes that the
1996 Act appears to preclude using an auction to award exclusive rights to receive universal
support for serving a high cost area. Therefore, an incentive to encourage low bids other than
exclusive rights must be designed. Time Warner proposes an incentive bonus structure in which
the winning (lowest) bidder would receive 100 percent high cost support while al other bidders
would receive a smaller percentage.’”® Time Warner also contends that a competitive system
cannot work unless all participants have equal access to relevant information. Time Warner thus
proposes to require ILECs to disclose fully information about the market, including costs and

9% 1d. at 11.

0% CSE Foundation suggests reducing the subsidy for higher bidders by an amount equal to the difference
between their submission and the lowest bid. Thus, if the lowest bid isfor $30.00 in support, then eligible
providers bidding $40.00 would receive $10.00 less than the winner's amount of support, for total per-subscriber
support of $20.00 ($30.00 minus $10.00). CSE Foundation reply comments at 11.

1077 CSE Foundation reply comments at 12-14. Under its proposal, a recipient (or multiple recipients) would
still receive a set subsidy for each subscriber it serves. If an aternative carrier without such a subsidy discovers a
lower-cost means to provide the same service, the alternative carrier could buy the subsidy rights from any
currently eligible provider. CSE Foundation reply comments at 13-14.

1078 Time Warner comments at 9-11.

0% 1d. at 11. See also TCE further comments at 3 (stating that an incentive payment to the lowest bidder could
be considered but would add cost and complexity to the bidding scheme). Time Warner argues that its bonus
approach could be enhanced by combining a percentage-based penalty for LECs with non-winning bids with a
variable penalty, based on the difference between the low bid and the other LEC's high bid. Time Warner offers
this example: Assume a contest in which the low bid, by Carrier A, is $10.00, and the two other participants,
Carriers B and C, bid $12.00 and $15.00, respectively. Asa starting point, Carriers B and C should receive no
more than 80 percent of the winning (low) support amount. Then, in addition, there should be an incremental
discount to that support, based on how much the bids by Carriers B and C exceeded the low bid (i.e., some portion
of the $3.00 and $5.00 dollar differential between their bids and Carrier A's $10.00 bid). Time Warner further
comments at 42.

169



Federal Communications Commission FCC 9633

revenues.® Finadly, Time Warner recommends periodic rebidding of areas to ensure support
levels reflect current costs and competitive conditions.’®®*

332.  Century opposes a bonus incentive plan. It argues that a winner's premium to
induce low bidding would conflict with the 1996 Act's requirements for high cost compensation
that is sufficient and that does not allocate an excessive share of costs to universal service.'*®
Century also contends that a winner's premium would be shifted to ratepayers, would give the
winning bidder an unwarranted competitive advantage, and would ensure that losing bidders
would not recover the amount they had bid as necessary and sufficient to provide universal
service. %

333.  MCI proposes abidding system only for those few areas that are not served or
areas where a carrier becomes unwilling to serve at the established universal support level 1%
MCI suggests that the Commission and the state should together hold the auction that will
determine the level of support available in the area.’®® The state would certify the carriers ligible
to participate in the auction, and the eligible carriers would bid the amount of support they require
to serve the area.’® Any carrier willing to provide service in that area would then be eligible to
receive support at the level submitted by the lowest bidder. If the incumbent was not the winning
(low) bidder, it would have to make its network available for resale at net book value to the
winning bidder.'%’

334. Other commenters addressed, in general, the question of how to provide incentives
for carriers to submit low bids. CFA proposes that the lowest bidder should be the only carrier
permitted to obtain universal support in the area.’®® MCI, on the other hand, notes that a
competitive bidding system is effective in awinner-take-all situation but may be less effective in

1% Time Warner further co