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Overview/Policy

Q. Please turn to the second section of your testimony. What is the purpose of
establishing a state USF for non-rural carriers?

A. The federal USF mechanism for non-rural carriers is focused ona limited portion ofthe high
cost probem—providing suppott for carriers whose statewide average cost greatly exceeds
the national average. It does not provide support for states lke Idaho, where the non-rural
carriers serve a mixture ofhigh and low cost areas which tend to cancel out, leaving the
statewide average at a level which is less than the national benchmark. Stated differently, the
federal mechanism only deals with extreme differences between the average costs
experienced in different states. It doesn’t deal wth differences in costs which occur within a
state. Accordingly, the logical focus of an Idaho USF would be to provide targeted support
for high cost areas wihin the state. To acheve ths putpose, the Commission should
accurately dentify high cost areas in Idaho, determine how much support should be
provided to these areas, and determine the extent to which rates which should be reduced,
thereby changing from a system of mplicit support to ore of explicit, targeted support for
high cost lnes.

Idaho Code § 62-610A declares it state polcy that “[a]ll consumers i this state,
without regard to ther location, should have comparabk accessibility to basic
telecommunication services at just and reasonable rates.” Historically, this goal has been
acheved byrate averaging, with customers in bothurbanand rural areas payng similar
rates, regardless of the underlying cost patterns. This hstoric system of mplicit support (e.g
through rate averaging) has been very successful in achieving and maintaining universal

service. However, as the industry becomes more competitive, t makes sense to partially or
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entirely rephce implcit support mechanisms with an explcit mechanism-one that is designed
to be competitively neutral.

The exsting system of rate averaging requires urban customers to help support the
high cost of serving low densty, rural areas. If a compettive carrer exclisively operates n
low cost, urban areas, it won’t necessarily share in the burden of supporting universal
service in high cost areas. Thus, the exsting system of mplcit support isn’t competitively
neutral

Idaho Code § 62-610A ““authorize[s] the Idaho public utilties commission to
establish a conpetitively and technologically neutral funding mechanism which will operate n
coordination with f£deral universal service support mechanisms.” An approprately designed
Idaho USF would help advance and preserve universal service in a mamner which is more

consistent with the trend towards increased competition.

What do you believe should be the key fe atures of an appropriate universal service
funding mechanism for Idaho?

I believe that the chosen mechanism should be:

l. Compettively neutral;
2. Economrcal;

3. Effective;

4. Equitable; and

5. Portabke

Let’s discuss these criteria one by one. To begin with, would you pleas e e xplain

what you mean when you say that the mechanis m should be competitively neutral?
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A.

Simply stated, the fund should not be tailored for the exclusve berefit of any one carrier or
grow of camriers. Contributions should be derived ona very broad base, ncluding all
competing carriers, to the extent feasible. Similarly, the funds should flow to any carrier that
is helping to maintain universal service, based upon appropriate crteria which are not
skewed in favor of any particular carrier, or technology. For instance, if a cable TV
company offers tekphore service to residential customers in a rural area, it would be
appropriate for it to have as nuch opportunity to receive USF support as the incumbent
LEC inthat area.

I believe the [IUSF should promote, rather than dscourage, effective conpetition.
An appropriately designed, competitively neutral program would help reduce barriers to
entry by allowing new entrants to participate in the program on an equal footing wih
incumbent carriers.

Reducing barriers to entry does not mean the find should encourage development of
duplicate facilities, where these would not be cost effective. Rather, an appropriately
designed universal service mechansm would let market participants (customers and carriers)
determine the extent and scope of mvestment in new network facilities. The fund would
nether encourage nor discourage buiding of new facilities in particubr locations. Instead, it
would make support available to competitors ona neutral basis—leaving to them decisions
concerning the extent and manner of conpetitive entry into rural areas. In some instances,
competitive entry might be acconplished by renting portions ofthe mcumbent’s network.
Ths wil help ensure that customers in high cost areas are given a variety of competitive
options, without forcing competitors to buid their own network.

I believe that the Commission should designa IUSF mechanism that will encourage
all carriers to participate as fully as possible in helping achieve universal service, and bringing

the benefits of increased competition to rural, as well as urban, parts of the state. The
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universal service goal is so important, it should not be left to the ncumbent LECs alone.
Furthermore, if high cost funding were limited to the incumbent carriers, the [IUSF might
inhiit the competitive process, or skew that process to the advantage of ncumbents.
Compettive neutrality s desirable not only because it is fair, and will help encourage
effective conpetition, but also because it gives a universal service plan the ongest assured
life. A planthat favors or disadvantages certain phyers (e.g. new entrants) i likely to
become politicaly vulrerable intime, and there & always a danger, when these players press

for reform, that the baby willexit with the bath water.

Would you please explain what you mean when you say that the me chanism should
be economical?

The universal service funding mechanism should not be excessively costly, etther
adminstratively or in ts overall magnitude. Assumng other factors are equal, administrative
costs should be mnimized. For nstance, t is desirable to make the program largely self-
effectuating, with limited reporting requirements, and limited need for auditng and ‘policing”
Similarly, assuming all other factors are equal, it should involve the narrowest possible focus
and the smallest possible kvel of funds flowing n and out.

In practical terms, ths means that actual cash subsidies should be tightly targeted to
unwsually high cost areas and those subscriber groups that might be lost to the network in the
absence of support. Ifthe IUSF & providing support for customers or carriers that do not
truly need support, the fund will be larger than necessary, undermming ts long term viabilty
and Imiting the Commission’s ability to advance and maintain the universal service goal over
the long term. To the extent the Commission can take appropriate steps to narrow the
scope ofthe fund, and to reduce the levelof support provided to geographr areas thatdo

not have extraordinarily high cost levels, ths is desirable and in the public nterest.
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Furthermore, in striving to keep the fund economical, the Commission should realize
that the [USF mechanism is just one of several tools in the Commission’s arsenal. Other

regulatory poliies can also help advance and maintain universal service.

Would you please explain what you mean when you say that the me chanism should
be effective?

A worthwhile program must also be measurably effective inadvancing the Commission’s
public policy goals. More specifically, its operations should have a significant positive
inpact on penetration rates. A universal service support program should operate to at least
maintain subscrbership at current levek, and preferably to increase penetration towards
100%. Stated diferently, modifications to the [IUSF should not be a zro sum gane,
pushing some customers off the network while encouragng others to join. As I explain hter
inmy testimony, such might be the case ifthe rates for some customers were significantly
ircreased, whie rates for other customers are maintained at their current levek, or just
moderately reduced. Rate ‘rebalancing” strategies should be viewed wth caution, since they
could induce some nonsubscribers to jon (as penetration studies indicate), but they might

also force off the networik subscribers whose rates would be increased.

Would you please explain what youmean by equitable?

There are many aspects ofequty, and [ won’t attempt to catalog themhere, but I would
note that equity requires consideration of more than simply whether some customers are
paying less than the cost of serving them, or less than they would be willing to pay, if forced
to do so by the lck of sufficient competitive alternatives. Universal service is benefrial to
society as a whole. Equitable treatment of customers suggests that all types of carriers and

customers should contribute to the cost of maintainng universal service.
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Idaho Code § 62-610F specifes that any telephone corporation providing
telecommunications services for compensation withn this state ncluding “nunicipal,
cooperative or mutual telphone companes and telecommunications companies providing
wireless, cellubr, persoml communications services and mobile radio services for
compensation” may be eligble for support, and t provides that carrers may recover ther
contributions to the fund from ther customers, thereby spreading the burden of support
across a wide spectrum of customers.

Equitable treatment of carriers doesn’t necessarily mean equal treatment, nor does it
inply that every carrier should be treated identically, regardless of crcunmstances. Rather,
equity implies a mechansm that avoids unduly favoring or disadvantaging any carrer or class
of carriers. For example, while all carriers should participate in the effort to maintain or
achieve universal service, one cannot reasonably expect every carrier to carry an equal
share of the overall burden. Large carriers obviously can and should contribute more to the
TUSF than small carriers. Similarly, the “carrier of last resort,” function would normally be
assunmed by the ncumbent LEC, which alone possesses the ubiquitous network and other
infrastructure necessary to carry out that responsibility. Incumbency confers many
competitive advantages on ts possessor, such as ownership of wbiqutous facilities, a
dominant market share, and name recogniton. In developing equtable policies, the
Commission canand should recognze the advantages of ncumbency, while also recognzing
offSetting burdens and obligations.

Nor does the principle ofequity require that a universal service support mechanism
treat all customers identically. To fully advance the goal of iniversal service, “targeting” of
particulr customers or groups of customers is inevitable and approprate. Penetraton rates
never reach 100% mn any wre center inthe mtion. This is attrbutable not to any sngle

cause but to at least three--each associated with a particular group or category. The
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primary groups who tend not to maintain telephone service are (1) impoverished residents
(e.g, with annual incomes under $5,000) found in all geographic areas but concentrated n
miority neighborhoods in the nrer cities; (2) residents and small businesses in areas where
costs and rates are high reltive to the vahie ofthe service provided; (3) a structural residue
of customers that are not inclined to have a telephore, either because they are trarsients, or
because they don’t place much value onhavinga telephore in ther home or place of
busness.

To maximize network participation, each ofthese distinct groups nust be targeted.
In particubr, reguhtory policies can and should target high cost areas and low ncone
customers, to encourage continued and/or expanded participation on the public network,
even though such poliies provide benefts to the targeted groups that aren’t available to
others. The remainder ofmy testimony is concemed with policies that can encourage
universal service in high cost areas. Lifeline and other programs targeted at bw mcome
customers are also an important part of the Commission’s universal service policies, but

these lie outside the scope of my testimony in ths proceedng

Would you please explain what you mean when you say that IUSF support should be
portable?

Yes. By portable I mean that the IUSF support should be readily transferrabk from one
carrier to the next, when the customer changes carriers. Portability logially follows from the
principles of compettive neutrality and equitabk treatment, discussed abowe, since IUSF
support should not be limited to the ncumbent carrier. However, the concept of portability
is sufficiently important, it deserves to be Iisted and discussed separately. In general, the
phiosophy should be one ofproviding suppott to custom ers who might otherwse not

participate on the network, even though the IUSF payments may be made to carriers. The
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support payment associated wth a partcubr customer (whether one with low incone or
one living in a high cost area) should be portable, in the sense that the support moves
whenewer the customer moves (changes carriers).

Competing carriers can thus receive support payments by serving customers in the
targeted group. Portability ako ensures that the [USF does not grow as competition grows,
since the amount of support would not ncrease merely because a customer changes
carriers.

It is mportant for the Commssion to remember that the IUSF is designed to
promote the public polcy goal of universal service, not simply to provide funds to particubr
carrers. Portability of support also helps to ensure that customers in high cost and hard-to-

serve areas will be economically attractive to serve.

Let’s turn to your sugges tions concerning the proper mechanics of the IUSF. Would
you briefly outline the approach you recommend?

Yes. The mechansm I recommend can be described as a quasivoucher approach. As 1
will discuss n further detail below, the IUSF would disburse finds to carriers to the extent
they provide service to customers in area where forward boking costs exceed a specified
benchmark. I will discuss the types of benchmarks avaibble to the Commission in more
detail in Section 5.

There are a variety of possble methods of structurng the [USF. One & the issuance
of direct vouchers to subscriber households which would be used to help pay their monthly
telephone bill. Under this system, rates in bw density ruralareas would increase to reflect
the higher cost of serving them, but the voucher would help these customers pay the higher
rates. Another is to nvite carrers to bid for the right to provide service to the target areas

or market segments (e.g., high cost areas or bw mcome groups). The latter approach has
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been advocated by GTE n some jurisdictions, but regulators have generally not found t to
be a viable choice. Probably the administratively simplest method is via quasi-vouchers: the
carrier provides relatively bw (average or discounted) prices to qualifying subscribers and
receives supplemental compensation from the fund. Like a pure voucher system this
provides explcit, targeted support which s directed by rural customers to the carriers that
actually serve them Ths is accomplished ina competitively neutral manner, with support
potentially available to any carmier willing to serve high cost customers. This approach has
the further advantage ofhaving lower admnstrative costs than a pure voucher system.
Hence, I recommend that it be used for the new IUSF.

Payments would continue to be made to local exchange carrers, but the amount
they receive will be a function ofthe specific customers they serve—the payment they receive
would be determined by the number of supported lines provided by the carrier. Al qualified
carriers would be eligble to receive funds. Customers would determine the amount receved

by each carrier, based upon the carrier they sekct to provide them with service.

How widely distribute d should s uch s upport be ?
Support should be narrowly targeted where it is most needed, as indicated by the fact that
costs exceed a fairly high benchmark. Using an appropriate benchmark, most non-rural wire
centers in Idaho willneed lttle, ifany, finding from the IUSF. But where service costs are
extraordmariy high, supportis needed and it should be provided, inorder to maintain and
advance unwersal service. The more closely targeted the support is, the more cost effective
itwillbe and the less burdensome t willbe for is contributors.

Cost studies specift to Idaho will be needed to determine which geographic areas
inthe state willneed explrcit subsidies. Support should only be provided in those

geographic areas where costs significantly exceed the normal kvel of revenues or costs,
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making it unproftable to serve customers i the absence of higher than normal local rates, or
supportt fromthe IUSF. Because high costs tend to be correhted wth low population
densty, there willtypically be rehtively few customers in these high cost wire centers. Thus,
the magnitude of the high cost probkm should be rehtively modest whenvewed froma
statewide perspective, assuming the fund is a targeted approach, as I recommend.

Since the function ofthe IUSF is to fill the gap between the cost of providing service
and the affordable price for that service, the magnitude of any required subsidy wil vary
according to locality. The revenue shortfall or subsidy requirement will vary from place to
place, both because of varitions i the cost of service and because of varations n the
prevailing level of revenues. Variations n cost are of the greatest concern, since they tend to
be greater n magnitude, more difficuk to measure, and more difficut to eimmate or control
(High cost areas cannot simply be elimnated by regulatory fiat.) Revenues can also vary,
and the Commission should take this into account when admnsterng the fund. For
exampl, both intrastate and interstate switched access rates are at least partially cost-
based. Carriers serving high cost areas tend to charge higher access rates and generate
higher switched access revenues per line than they would ifthey only served low cost areas.
The amount of TUSF support should take into consideration this existing ©rm of support.
Otherwise, carriers might beneft from a doubk recovery—beng compensated for the same
high costs mplicitly through access charges and explicitly through the IUSF.

Local rates and revenues, on the other hand, may actually be lower n low density,
rural parts ofthe state. To the extent bcal rates are higher in urban areas and bwer in rural
areas, t might be appropriate to ‘rebalance” rates when the new mechansm is adopted. For
instance, local rates in urban areas might be reduced, thereby shiffing support from the

implicit rate averaging mechansm to the explcit [IUSF mechansm.
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