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PROCEEDIL NGS

CHAI RVAN KENNARD: Good norning. Good norning and
wel cone to today's En Banc hearing of the Federal
Communi cations Comm ssion with the Joint Board concerning
uni versal service.

We are joined today by the state comm ssioners who
are nmenbers of the Federal State Joint Board on universa
service and of course, by the consuner advocate nenber of
the Joint Board, Martha Hogerty. W' re delighted that
you' ve traveled to join us here today.

W have a lot to acconplish today. This will be
an open neeting of the Conm ssion. So, we'll have a
transcript prepared. And that transcript will be placed in
t he docket of the universal service reconsideration
pr oceedi ng.

Before we get started, let nme give you sort of a
bri ef overview of how we intend to proceed today. First of
all, all of the Conm ssioners on the En Banc panel will be
giving brief opening statements. That will be foll owed by
an overview by Jim Schlichting who is Deputy Chief of the
Common Carrier Bureau, who will sort of set the stage for
the issues that we're going to be discussing today.

Next, we will listen to presentations from
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representatives of 11 different interests -- stakehol ders,
if you will, who have an interest in the outcone of this
proceeding. The presentations will conclude at about 11:15.

We have our very expert and experienced tinekeeper, LaVera
Marshall who will be naking sure that you all hold to your
appoi nted three m nute presentations.

At 11:15, we'll break for about 15 m nutes. Then,
we W ll resune again at 11: 30 whereupon the Comm ssioners
wi || engage in questioning of the presenters. And that
shoul d take us to about 12:45 when we'll break for |unch.

W will then reconvene at 2:30 for about two hours
of discussion of the panelists and presenters. And we
intend to conclude pronptly at 4:30 p. m today.

Vel |, obviously, we are here to address sonme very
difficult, vexing issues, but issues of great inportance to
the country at this tinme. And | think it's inportant that
we not try to sugarcoat these problens. They are very hard.
They involve lots of different and conpeting interests. And
frankly, it tends to invoke a |lot of enmption. In ny siXx
nonths as Chairman, | don't think any issue has evoked nore
enotion than universal service fromnmany, many different
quarters.

So, it's inportant that we reconmt ourselves
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today to working together to solve these issues, because at
the nost fundanmental |evel, universal service is about
keepi ng our nation connected and not dividing us. |It's
about guaranteeing that all Anericans have access to
advanced tel ecommuni cati ons at affordable rates,
particularly those who live in rural and high cost areas.
And it's also about inplenenting the law in a neani ngful way
to make sure that schools, libraries and rural healthcare
centers can also enjoy the benefits of our finest -- the
finest tel ecomruni cation systemin the world.

Now, | know we're here to talk specifically about
hi gh cost, but | don't think that we can do so wi thout
recogni zing the intense debate that is swirling around us
t oday about the inplenentation of the schools and |ibraries
provisions of the '96 Act. A very intense debate fuel ed by
t he announcenent of -- by AT&T and others that they wll
start assessing their custoners for universal service
contributions based on a percentage of each custoner's bill
around five percent.

Now, | nention this because this is just the tip
of the iceberg in this debate in nmy view, because while sone
of these assessnments will go to schools and libraries, a
maj or portion will also go to fund the high cost nmechani sm

Heritage Reporting Corporation
(202) 628-4888



N

A W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

of universal service. So, you can't tal k about one
mechani sm wi t hout tal king about the other. They are
I nterrel at ed.

Now, interrelated -- and we're undergoing a
transition in universal service in this country. A
transition from nonopoly regul ati on where we had inplicit
subsidiaries to a conpetitive environnent with explicit
subsi di es.

And it's going to be a difficult transition. But

in the long run, | think we have to count on -- we have to
have faith in the fact that conpetition will ultimtely
bring rates down. Conpetition will also nmake these
subsidies explicit. | think we've got to recognize that

we're noving toward a two-tier pricing systemwhere carriers
will pass their -- recover their fixed costs with a flat
| ine and conpete on per mnute rates. That's an
inevitability, and we're going to have to adjust to that.
And in this adjustnent, we certainly can't do it
alone. W're going to have to work together, the state
jurisdiction and the Federal jurisdiction. The state
commi ssioners are our partners today at this hearing, and
will be our partners in the future.
| want to offer ny gratitude to all of them
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want to welcone, in particular, Pat Wod, who is joining us
today for the first tinme, and Dave Baker, also joining us
for the first time on the Joint Board, and wel cone you and
thank you for your sacrifices in taking this effort on.

In talking to many of our coll eagues, both on the
Joint Board, and generally anong state conm ssioners, it's
very clear that folks are very focused on this issue. And
the state comm ssioners want to very nmuch participate in
this and obviously, have to have a vital role.

| conferred with Julia Johnson and ot her menbers
of the Joint Board and they have fornmally requested that we
refer some of these matters, formally, to the Joint Board.
And |'m anenable to doing that. | think that that would be
a useful exercise if we can agree on the scope of the
referral and if we can agree on a specific tinme period
within which to act. [It's vitally inportant that we
continue the nmomentumof trying to solve this probl em going,
because we've got to get a solution in a matter of nonths
and not years.

Wl l, today, | hope we can get a |lot of good and
useful proposals on the table to insure that universal
service support continues to keep basic tel ephone service
af fordabl e for Arericans in rural and high cost areas, and
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doing so in a conpetitively neutral manner.

But | think we al so have to recogni ze, as we
consi der these issues, that all of you here today are
notivated by self-interest. You represent conpani es and
organi zati ons that have a particular stake. And I think
that in order for us in Governnent to solve this problem
we're going to challenge you to sort of peel back the vei
of self-interest and |level with us, and tell us who has
truly benefitted and who is truly di sadvantaged by these
proposals. |I'mgoing to do that in the questioning. And I
invite ny colleagues up here to do the sane.

It sort of rem nds ne of the novie about Watergate
when Woodward and Bernstein are consulting with their
source, Deep Throat. And they're pressing Deep Throat to
try to tell themhowto really get to the bottom of the
Wat ergate problem-- the scandal. And Deep Throat, in the
now fampous utterance said, "Well, just follow the noney."
Vell, | think that's what universal service is all about.
It's following the noney, finding out who is getting the
noney and who i s paying the noney.

And | think that we can have an appreciation of
where your various proposals -- what they really do unl ess
you |l evel with us on that score.
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So, | look forward to your cooperation and getting
your help today. And | would like nowto turn this over to
nmy col | eague at the Conm ssioner, Susan Ness, who has
devoted a lot of tinme and attention to these issues and has
been an inval uabl e nenber of the Joint Board. And | am
pl eased that she has agreed to serve as chair of the Joint
Board for this, probably its nost chall engi ng peri od.

Sorry to put you on the spot yet again, Susan.
Conmi ssi oner Susan Ness.

COWM SSI ONER NESS: Thank you, M. Chairnman. And
|, too, wish to extend nmy wel cone and appreciation to ny
col | eagues on the Joint Board for joining us here today.

This is universal hearing -- service hearing high
cost redux. W have been | ooking at these issues for an
extended period of tine. The underlying precepts have been
di scussed, debated. The Joint Board originally issued its
recommendations a year and a half ago. And a year ago | ast
May, the FCC adopted, for the nost part, nost of the
recommendati on that have been put forward by the Joint
Board. It was a very collaborative process. And the Joint
Board menbers continue to work with us through up until the
very end when the Commi ssion itself rendered its deci sion.

Certainly, we will be doing the sane thing now,
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working to refer sonme itens hopefully, to the Joint Board
and then proceeding to work through these issues,
col l aboratively, wth the nenbers of the Joint Board up
until the final decision is rendered by the Comm ssion. And
the reason for that basically is, we're in it together. As
Chai rman Kennard was saying, basically, it is a
col l aborative process. It's a bit |like a three-1egged race
in that we cannot nove ahead in one piece wthout the other
pi ece com ng together and noving in unison.

It is a very conplicated situation, nmade even nore
cunber sone perhaps by the fact that a ot of the basic
assunptions of the speed with which the other pieces of the
puzzl e, nanmely the interconnection order and access reform
woul d take place where -- how rapidly we would see
conpetition unfold, has not net expectations. That's, in
| arge nmeasure as the Chairnman was pointing out, because
everyone i s operating under their own econom c self-
interests. And perhaps sone of those self-interests found
their heart in court rather than in the marketpl ace.

But in the neantinme, we are, in fact, noving
ahead. The concerns that were raised in why we noved so
rapidly in the very beginning to try to resolve these
extrenely difficult issues, was because we recogni zed t hat
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12
as conpetition unfolds, the inplicit subsidies that have
been relied on for so many years to underwite the cost of
| ocal service in high cost areas, were being conpeted away.

And that be the case, sone of those inplicit
subsi dies, either by state conm ssion action to reduce them
and nmake themexplicit or by FCC action to reduce them and
make themexplicit, or by the effect of the marketpl ace,
that the underpinning for universal service inplicit
subsidies mght very well begin to deteriorate. W have not
seen that happen today, |argely because the pace of
conpetition has not been as rapid as we envi si oned.

The point that | want to nmake here is that the
nost inportant thing, perhaps, for everybody to understand
as we enter into this discussion of high cost is that these
subsidies are still -- continue to be in effect. Consuners
in high cost areas today are enjoying the very sane benefits
of subsidized service that they have in the past. The Joint
Board and the FCC have done nothing that would require | ocal
rates to increase.

The existing systens of subsidies, of course,
needs to be changed and to make it nore conpetitively
neutral, conpetitively sustainable. But again, | want to
underscore consuners in high cost areas are already
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protected. So, the first rule that we ought to be thinking
about is, do no harm

The focus with our discussions on high cost fund
primarily are engaged around the |arge | ocal exchange
carriers. Once again, at least with respect to the
deci sions that have been nade to date, the rural carriers
are not inplicated by these decisions in the sense that any
efforts to extend the systens to the rural carriers would
not take place for several years to cone, and then, only if
we are absolutely convinced that the effect of these changes
will not unduly harmthe rural carriers by virtue of
assunptions that are being nade that are inapplicable to
smal | carriers.

So, these are sone of the concerns that | want to
put to rest and sone of the fears that seemto be out there
t hat sonehow by the FCC s decisions in the past, that there
is a likelihood that rates are going to go up dramatically
in the rural areas. That is not so. | don't think there's
anyone here that believes that that is our goal, nor is that
the m ssion that has been undertaken today.

Another nyth | want to put to rest is, fol ks have
cone to believe the FCC was trying to shed three quarters of
its burden that we previously carried in our 2575 rul emaki ng
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that was in place at the tinme |ast May. And the reason for
the 2575 was a pl acehol der, because we hadn't conpl eted al
of our thought processes with respect to how to structure
the high cost fund.

We needed to have sonething in place, and what we
t hought by preserving what we have in place today, which is
essentially 2575, that we were not going to be changi ng
anything dramatically, but basically giving everyone an
opportunity to then think about how we go fromhere to the
next step. And again, it was not our intention for anyone
to think that we were trying to shed three quarters of our
burden that we have undertaken in the past. And again, this
does not effect the rural carriers.

We do need to be sensitive to shifting nore of the
burden to the intrastate jurisdiction. Sone say we need
four billion dollars. Some say it's a 20 billion dollar
fund. But even four billion, would require a tax of well
over five percent if it's collected solely on intrastate
revenues. And this is a very sensitive issue. It's one
that we need to think about.

So, as | sit and listen to the discussions today,
| am going to be focusing on issues such as, what w |
provi ded downward pressure on prices? Wat wll keep a fund
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low? What will encourage conpetition? Wat wll be fair to
folks in the high cost states as well as those in the | ower
cost states and trying to work with col |l eagues so that we
have a solution that works for both the high cost states and
the | ow cost states because anything else is going to be
mred inlitigation, as is likely as it is that I finish
this cup of coffee by the end of this hearing.

| am pl eased that Chairnman has nentioned that. W
are planning to refer sone of these issues to the Joint
Board. | look forward to working very diligently with ny
col | eagues on the Joint Board to come up with solutions that
neet all of those criteria that | just established, and
particularly, serve both the needs of the high cost as well
as the I ow cost states. And the sacrifices, gang, have only
just begun. So, with that, | want to thank the Chairnman for
conveni ng this hearing.

CHAI RVAN KENNARD: Thank you, Comr ssioner Ness.
And now for the Chairman Julia Johnson who was chairnman of
the -- really co-chair of the Joint Board. Wrks with the
state nmenbers in conjunction with Conm ssioner Ness as
chairman. Wonderful |eader, Julia Johnson

M5. JOHNSON: Thank you, M. Chairman. | wanted
to thank you for convening the neeting and inviting the
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state nenbers of the Joint Board to participate in this
forum | think this is an excellent first step.

Your comments were right on point. The issues are
very, very conplex. Certainly as Conm ssioner Ness
nmentioned, no one's goal is to see local rates go up or to
see high cost areas that are not adequately served. And
think by working closely wwth the state regul ators and
consuner advocates, we will have a better opportunity to
I nsure that we conme up with policies that will, indeed, be
fair and reasonable to all

Qur expertise, generally, is working with and
under st andi ng the | ocal rate-nmaking process and
under st andi ng how t hose nechani sms work. That, coupled with
the expertise fromthe Federal nenbers of the universal
service Joint Board, | think, will serve us all quite well
in reaching resol ution

On March 11, when the state nenbers requested
referral of issues to the Joint Board -- universal service
Joint Board, we weren't doing that to be contrary. W were
doing it to be contributors. And | am pleased to hear that
the referral request will indeed be consi dered,
understanding that referral at this point in tinme, nmay nean
that we nay need to add nore tinme to the process.
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| do understand that the Joint Board process is a
formal process, but that allows for dialogue, contribution,
reflection, sonme of the things that we nay need to do, and
that will, in fact, take additional tinme. | think it's wel
worth the tine.

Let ne delineate the issues that we had requested
be referred to the Joint Board as, perhaps, a starting point
for our discussions when we begin to determ ne what, in
fact, will be referred.

First issue, whether the FCC shoul d take
responsibility for funding only 25 percent of the high cost
subsidy or high cost fund. Now, Comm ssioner Ness did
mention that that particular provision -- the 7525, was j ust
a placeholder. That is encouraging for us. And | think one
of our concerns was that, to the extent that it is a
pl acehol der, as we begi n devel oping policies, we'd like to
be actively involved in the fornulation of those particul ar
pol i cies.

Second, whet her the FCC shoul d apply Federal
uni versal service funds to reduce interstate access charges.
That goes to the paragraph 381 and the access reform docket.
We'd like to have nore dialogue with respect to that issue.

Third, a determ nation of the appropriate nethod
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of formulating and distributing high cost fund noney to the
states. That, | know and |'ve read or heard several
speeches from nenbers of the FCC and fromthe states to say
that that is an issue that certainly states are interested
in. Otentines, it's been a debate between states. | think
that we can provide sone expertise, sone know edge, sone
sensitivity to that issue as it's being devel oped.

And finally, whether and to what extent the FCC
shoul d have a role in nmaking intrastate support explicit.
And as part and parcel of any such exami nation, a referral
of Section 254(k) issues concerning the recovery of joint
and conmon costs.

Those are the issues that we, originally in our
March 11 petition requested to have referred to the
uni versal service Joint Board. W are commtted to
exam ni ng those issues, working closely with our fell ow
joint board nenbers to reach sone resol ution on those issues
and/ or any other issues that we believe and that the FCC
bel i eves should be referred to the Joint Board.

Agai n, we wel cone and thank you for the
opportunity to participate and all of the other
commi ssi oners who have had very open door policy, wel coned
our comrents and our suggestions. |'d like to thank you al
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because even though we haven't been on this formal track,
we' ve been able to have the kind of dialogue that has been
useful to noving the states and the Federal forward. Thank
you.

CHAl RVAN KENNARD: Thank you, Julia. Next, we'll
go to FCC Comm ssi oner Harold Furchtgott-Roth.

COWM SSI ONER FURCHTGOTT- ROTH:  Thank you, M.
Chai rman, and thank you for convening this panel today. |
think this is what Congress intended. | think this is the
central issue in universal service, conming up with a
solution to the high cost fund. And | don't think it can be
done by the Federal Commission along. And I think it's
absol utely necessary that we have the participation, and at
times, even the | eadership of the states on this.

| am encouraged by the petition fromthe state
menbers of the Joint Board to have these issues referred to
them not because they're easy issues, not because they're
i ssues that have easy answers, but because the states, and
per haps, the states al one, have the experience and the
know edge to cone up with solutions that will work.

And | amvery pleased to hear that, in fact, sone
of these issues nmay be referred to the Joint Board. And I
think that, again, is what Congress intended. The |anguage
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of the statute in 254 that refers to the Joint Board, speaks
to its creation, but does not speak to its dissolution.

| think only at that time that the issues rel ated

to high cost are resolved, can all of the other portions of

uni versal service be adequately addressed. | think it can
be done. | think it nust be done. And | think that this
Comm ssion working together with the states will see to it

that Section 254 is fully and properly inplenented.
We have before us today a great deal of w sdom
many, many panelists, each with different ideas. | think it

represents the difficulty of the problens that we all face.

Each of you today will give us suggestions that have nerit.
And it will be up to us, working together with the states,
to sort through these options to find one that will work.

This is a very difficult challenge.

Il will keep nmy renmarks brief because nostly what |
want to do is to hear fromthese panelists so | can learn
and so all of us can |earn about the different options that

are before us.

M. Chairman, | do want to enphasi ze how gratefu
| am and how grateful | think the Anerican people that you
are holding this session today. And we all look forward to

|l earning fromit. Thank you
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CHAI RVAN KENNARD:  Thank you, Comm ssioner.
Comm ssi oner Schoenf el der.

COW SSI ONER SCHOENFELDER:  Thank you, M.
Chai rman, and good norning everyone. | amnot going to be
very |l ong because | don't need to just be redundant, but I
do need to thank the Chairman and the rest of the FCC
Comm ssioners for having us here today and for giving us an
opportunity to participate in what | consider one of the
nost i nportant things that |I've done since |'ve been a
public utilities comm ssioner.

| think what we're going to do, in collaboration
with the FCC, is extrenely inportant. And if it takes a
little time, | think it mght be tine well worth waiting for
the end results.

| just want to nake a conmm tnent now, refer to the
Joint Board that the states will step up. We will offer
sonet hi ng of substance, and we will do our part. And we
will work together with the Comm ssioners.

| would Iike to go a little bit further with
sonet hi ng that Chairman Kennard said, in the fact that, you
can't -- today we're going to tal k about universal service
for non-rural conpanies. But no conpany or no service in
t el ephony can be used in isolation or in a box by itself.
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And | noticed by sonme of your comments already that were
profiled that what sone of the proposals do have an i npact
on rural conpanies. And so, everything we do has an inpact
on another part of the network. And | think we're all very
much aware of that. And we're also aware of the public
policy that we're going to devel op here.

| think what we're going to do is inportant. |
agree with Conm ssioner Furchtgott-Roth in the fact that
this is what Congress intended for us to do. And I would
just like to thank the FCC and everyone el se for the
opportunity to be here and for the opportunity to address
some of these issues one nore tine. Thank you.

CHAI RVAN KENNARD: Thank you. Thank you for being
here. Conm ssi oner Powel | .

COWM SSI ONER POVWELL: Thank you, M. Chairnan.
This is ny first opportunity, formally, to sit down with the
Joint Board, and |I should say it's a pleasure, but it really
is a suprenme chall enge.

Congress has invested this conmunity of people
with one of the tallest orders |'ve ever seen. W are
sonmehow supposed to simultaneously insure affordable, just
and reasonable rates for all the nation, including | ow
i ncome consuners, rural insular high cost areas.
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We're al so supposed to provide new services for
schools, libraries and rural healthcare providers. W're
supposed to do so in a manner that's specific and
predi ctabl e and sufficient, using both Federal and state
mechani sms.  And we're not only supposed to preserve
uni versal service, we're supposed to advance it in sone way.
And all the while, we're supposed to be doing this in the
context of stinulating and pronoting conpetition
deregul ati on and i nnovati on.

So, | don't need to know if | need to be
congratul ated or get condol ences for now joining this
effort. But |I'mexcited by the chall enge.

Bill nmentioned that it's inportant for people to
speak truthfully about who will really be advantaged and
di sadvant aged. But when you |l ook at the list of tall orders
that we're presented with, the truth to it is, everyone wll

have an advantage and a di sadvantage by the out cone.

Anything this conplex will mean that. And to recognize
that. And to recognize that no one will get everything they
want. And everybody will be required to make inportant

conprom ses that's going to be inportant.
I'"d also like to say a word about sort of this
controversy about 25 and 75. | think it's really inportant
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to renenber the key hall marks of the statute. And the first
and forenost of those is sufficiency. It doesn't nmatter
what the nechanisns are, as long as they are sufficient to
achi eve the national objectives.

And so, | challenge us to be creative. Creative
I n thinking about what universal service is and renenber
what it's really intended to do. It's hallmark's being,
ubiquity and affordability. W should be careful to sort of
continue to be vested in | egacy forns of doing business that
are |l oaded in the concept of universal service, and instead,
sort of sit back and renenber what the ultinate objectives
of a universal service program are.

In conclusion, let ne just say that it's very
critical we get this right nore than anything else. In ny
own opinion, universal service will be the linchpin for
everything that was intended in the Act. And no nmatter what
anount of tine it takes, it's first and forenost inperative
that we, whatever we do, we'd get it right as nuch as
possible for the first time. |1'mpleased to be here and
| ook forward to the discussion. Thank you.

CHAI RVAN KENNARD: Thank you, Comm ssioner.

Mart ha Hogerty.
M5. HOGERTY: Thank you, M. Chairman. | don't

Heritage Reporting Corporation
(202) 628-4888



N

A W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

25
want to be redundant either, but | think it's inportant to
reiterate that the '96 Act envisioned conpetition in the
| ocal network. And once the Bell conpanies opened their
| ocal network to conpetition, full conpetition in the |ong
di stance network. Those participating in those debates
prom sed nore choices, |ower rates.

Recogni zi ng that pure conpetition may be
I nconsi stent with our traditional notions of universal
service, the Act codified the universal section, and the
pur pose was to nmai ntain affordable basic services in high
cost rural areas and to insure affordable service for |ow
i ncome consuners. Rate increase for basic services were not
envi si oned, as a couple of the previous Commi ssioner have
poi nt ed out.

| think it's very inportant to renenber that the
public interest nust be interpreted as serving the consuner
interest, the consunmers of this country, not first and
forenpst, the industry. The interests of the industry is
nmerely incidental to that of the consuners. The object is
not to guarantee financial rewards for industry players, but
rather to devise a systemto maintain and protect affordable
basic rates as conpetition devel ops. The pace of the
devel opnment of conpetition is key, and it should be focused
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upon.

The chall enge for this Board is to insure that a
reasonabl e uni versal service programis put in place that
serves the nations consuners. Thank you.

CHAI RVAN KENNARD:  Thank you. Commi ssi oner
Tristani.

COW SSI ONER TRI STANI:  Thank you, M. Chairman
and good norning. 1, too, would like to welcone ny friends
and fornmer coll eagues fromthe state conmm ssions, both those
on the Joint Board and those participating in other ways.
think that sonme of our coll eagues may be listening to this
via the phone or via the Internet, so I'll welcone all state
commi ssioners. | also want to thank the panelists for
taking tinme to participate in today's hearing.

| first want to note that this hearing is an
i nportant step in working closely with state comm ssions.

In previous en banc proceedings, | often found nyself seeing
an issue differently after hearing it di scussed and debat ed.
| think the dynamic of a live discussion, as opposed to a
paper presentation, definitely can influence the policy
process.

| would note ny particular interest in a couple of
i ssues that we will discuss today. First, | aminterested
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I n hearing about the role of state comm ssions under each
pl an. Sone plans envision i medi ate increases in the
Federal share of support wi thout requiring additional action
by states. Qher plans condition additional Federal funds
on sone sort of state comm ssion action. This is an
I nportant issue, and it goes to the question of Federal
versus state responsibility.

|, personally, believe Section 254 is at the end
of the day, a directive to the FCC to insure |ocal tel ephone
service renmains affordable. But there are peopl e whose
views | greatly respect who favor sonme sort of state action
prior to any change in the Federal share of support.

| don't think anyone woul d say additional Federal
support is appropriate only if states bal ance rates and sone
custoners cancel local service. | also think it is a snal

nunber of parties who say the FCC should fund 100 percent of

the cost of insuring affordable |ocal service. In between
those positions, | expect there are grounds for general
agreenent. | amoptimstic the FCC and the states can

devi se an approach that can be supported in principle by a
| ar ge percentage of state and industry segnents.

The other point | would like to hear nore about
today is neeting the January 1999 deadline. There are at
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| east two factors that may hel p us determ ne whet her January
1, 1999 is a drop dead date.

First, | aminterested in know ng how conpetition
Is effecting universal service. Sonme have argued that
conpetition has taken | onger than anticipated so there is
| ess pressure on local rates and thus, nore tine to devel op
a new uni versal mechani sm

Second, as a matter of process, | would be
reluctant to nove forward with a final decision if it
appears that sonme additional work woul d produce a broader
base of parties supporting the final result. And M.
Chairman, with that in mnd, | would sure wel cone referring
maybe the issue or sonme of these issues to the Joint Board.

Finally, M. Chairman, | would |ike to commend the
state and federal Joint Board staff for their tireless work.
They are the glue that allows the Joint Board Comm ssioners
to work through incredibly conplex problens in a productive
fashi on.

CHAI RVAN KENNARD:  Thank you, Comm ssioner.
Conmmi ssi oner Baker.

COW SSI ONER BAKER: M. Chai rman and nmenbers of
t he Federal Comm ssion, thank you for having us here today.
W appreciate the opportunity.
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In his February 9 speak to NASUCA, Chairman
Kennard |listed what are, by now, the well known ei ght
princi ples of universal service reform And | find them
noteworthy, not for their conplexity, but rather for their
sinplicity. They exhibit what | would refer to as
articulated intuition. That is, stating clearly and
succinctly truths that one reaches after a thorough review
of the issues. Wiile the |list may not be exhaustive, |
think it does hit an awful | ot of the bases.

And while they do need to be viewed together, | do
have, if you will, tw favorites. Itemb5 referred to
Federal universal support should be the m ni num necessary to
achi eve statutory goals. Al things being equal, when it
comes to a universal service fund, smaller is better. This
inplies efficiency in funding contribution, nethodol ogy and
distribution. And hopefully, mnimzes the distorting
effect that such funds can have on otherw se efficient
mar ket s.

My other "favorite" is Item6 which states the
Federal and state universal support nechani sns shoul d
collect contributions in a conpetitively neutral nanner.

Uni versal service funding need not be inconpatible with the
devel opnment of conpetition in |local markets. And such
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things as portability of support should see CLECs begin to
serve custoners, wll be increasingly inportant issues.

| deal 'y, conpetition would drive down prices
enough to offset increases that woul d otherw se occur as
prices in many area nove toward costs. In those cases where
costs are higher than current prices.

However, |ocal conpetition, particularly
residential, is far | ess devel oped than was envi si oned when
the Tel ecom Act becane |aw two and a half years ago. Today,
we barely see penetration in residential nmarkets in urban
areas. And we see virtually no penetration for |ocal
conpetition in residential nmarket in rural and other non-
urban areas.

It is therefore all the nore inportant to insure
that in designing universal service support, be that high
cost funds, schools and library fund, addressing rural
carriers or as is the case today, non-rural carriers, that
we "do no harni to energing conpetition in markets which
wi |l hopefully address many of the sane issues that are
currently the topic of discussion in today's universal
service fund, high cost fund reformdiscussion. Thank you.

CHAI RVAN KENNARD: Thank you. And | ast but not
| east, Chairman Pat Wod I11.
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MR. WOCD: Thanks for the invitation to be here.
We're always glad to get out of the snoke-covered region of
northern Mexico that we call Texas and cone up to nice fresh
weat her up here. The air is just as hot, though, I think,
up here. And |I've enjoyed watching you alls deliberations
fromafar and around the tine.

We' re goi ng through the sane deal in Texas, trying
to do our intrastate fund. W need to do one. W need to
do one badly. W had the live hearing. And Goria, you're
right. | think there's no substitute for hearing it live
fromthese fol ks, a nunber of whom came down or their
circuits canme down to Texas to nake a | ot of the same
i ssues.

| think just to cut to the chase as to the non-
rural fund issue, you all got nost, if not all of it right
the first time. | think we need to bring this train on in
to the station, and | certainly join forces with ny
col | eagues on the Joint Board to help you all get that done.
It should be done.

| think this will be an interimfund. The first
fund should be set up. The structure is the nost inportant
thing to do the first tine. The nunbers are not. It
needn't be perfect. | think anything above a B mnus is a
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passi ng grade that everybody ought to be proud of.

Generation one of this fund will be a defensive
fund which will address the parts of the non-rural carriers
rate structures that truly are support for their high cost
rural operations wthin the conpany. And these parts that
are nost subject to being conpeted away, particularly in
urban areas as conpetition cones into the nmarket.

The offensive fund is generation two. And that's
where we really address the proper quantification of the
voucher, the shopping credit or whatever we want to call it
that goes to the CLECs that go out there to the rural areas
to conpete. So, | think the sequence is nore inportant to
address. These eroding inplicit structures are going to be
assaul ted before the need for the explicit voucher or waiver
or subsidy is taken up in the rural areas.

So, | think we've got tinme to work on the node
and get the nunbers perfect. But the structure's inportant,
| think, for the conpetitors to get into the business to
know how it's going to play out. So, the biggest favor, |
think we can collectively do for the industry in furthering
conpetition is to say, "This is howit's going to |look. The
nunbers will get crisper and better later on."

The cost nodels are the only way to go. It's like
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denocracy. |It's the worse form except for everything el se.
And everything else is called historic book enbedded. If
any of these folks out in the audience or their conpanies
have gone through a probing, thorough rate review at the
state level in the last 12 to 24 nonths, | woul d encourage
you to use their enbedded costs, otherw se the costs nbde
I's probably going to | ook better than a thoroughly rate
revi ewed enbedded cost rate review would | ook. So, | would
encourage those parties to pick their poison.

The inportant issue and it's the one today, is the
distribution of the dollars -- the Federal dollars portion
anong the high cost areas of the country. And | think that
is -- that's an issue that we don't have to deal with at
this state. | nean, we're really trying to deal with the
same issues that we don't have other states to deal wth.

W' ve just got conpany.

So, it is a unique issue, and I'mglad to be able
to sit here with you all and try to puzzle through. |'m
pretty open-m nded as to the proposals that a nunber of the
parties have put out here. | think there are a | ot of
creative approaches that can get there. | wll indicate a
predi sposition towards those that do all ow states, unlike ny
own, the ability to get nore noney if they can't nake it
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wor k because of their relatively small intrastate taxable
base.

So, things that are -- nechanisns that allow for
that kind of flexibility at the Federal Comm ssion fund
level, | think are ones that are -- ones | certainly wll be
interested in | ooking and | earning nore about fromthese
folks here. Let's get on with it.

CHAl RMVAN KENNARD: Thank you. Okay. W wll get

down to it then

Il will remind the panelists of two things. One is
pl ease i ntroduce yourself so that -- we won't introduce you
here fromthe panel. And al so, please keep your

presentations to three to five mnutes. But first, we wll
start with the -- an inpartial overview of this issue from
our own Jim Schlichting, who is Deputy Chief of the Conmon
Carrier Bureau.

MR, SCHLI CHTI NG Thank you. Good norni ng.
During the renmai nder of the day, you will hear and di scuss
possi bl e changes in the Conm ssion's plan adopted | ast year
to provide free universal service support in rural, insular
and hi gh cost areas under Section 254 of the Communi cations
Act .

Il will give you a brief overview of the high cost
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uni versal service. Section 254 of the Communi cations Act
directed the Comm ssion to reformthe existing systemof the
uni versal service support for high cost areas to make such
support conpatible with the energence of conpetitive |ocal
t el econmuni cati on markets.

Pursuant to that directive, the Comm ssion, in an
order issued |ast May, acted on the universal service Joint
Board's recommendation for inplenenting Federal universa
service support for rural, insular and high cost areas.

Full inplenmentation of that plan for high cost areas certify
| arger tel ephone conpanies is currently scheduled to occur
on January 1, 1999.

As background, high cost universal service support
is currently achieved through a systemof both inplicit and
explicit subsidies. In addition to the explicit subsidies
such as the Federal high cost |oop fund, Federal DEM
wei ghti ng and uni versal service funds in certain states,
there exists inplicit subsidies in the form of
geographi cal |y averaged rated, access charges higher than
econonmi c costs and a variety of other increased prices in
both the interstate and intrastate jurisdictions.

In its universal service order |ast May, based on
the Joint Board's reconmended deci sion, the Comm ssion
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decided to determne the total need for high cost support
for a local service provider in a particular area, replacing
both the explicit and inplicit subsidies existing today in a
t wo- st ep process.

The order defined high cost support requirenents
as the difference between one, before | ooking at costs
reasonably incurred to provide quality service in a
particul ar high cost area, and two, an anount conputed on a
nati onw de basis representing the revenues the service
provi der shoul d expect to receive directly fromserving an
end-user. Those revenues include, not only |local service
revenues, but al so revenues from access, full service and
various discretionary services.

Based on the Joint Board's recommendation, the
Comm ssi oner determi ned that costs should be forward | ooki ng
costs, the costs of constructing the network to provide the
supported services using current technology at today's
prices. The Conm ssion reasoned that use of forward | ooking
costs would result in high cost support anounts that neither
unfairly benefit nor unreasonably harm i nconpetent | ocal
t el ephone conpani es or their new conpetitors in providing
supported services. It should also insure that the | ocal
service provider will have the incentives to invest in
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current technologies in high cost areas.

Wth regard to the relative roles of the Federal
and state jurisdictions in inplenenting high cost universal
servi ce support, the Conm ssion |largely preserved the
exi sting division of responsibility between the FCC and the
states for providing support. Noting that state comm ssions
regulate the intrastate rates that reflect inplicit
I ntrastate universal service support, the Comm ssion deci ded
not to attenpt to identify the anmount of inplicit support
existing inintrastate rates or to convert such inplicit
intrastate support into explicit Federal universal service
support.

| nst ead, the Comm ssion determ ned that,
consistent with the provisions of the Act, states should in
the first instance, be responsible for identifying inplicit
i ntrastate subsidies and maki ng that support explicit. 1In
essence, the Conm ssion found that the initial
responsi bility for inplenenting new high-cost support under
the Act would be split anbng the jurisdictions. The FCC
woul d nmake explicit, the inplicit support existing in
interstate rates, while the states woul d undertake the same
tasks on the intrastate side.

Looking to the traditional separation of cost of
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supported network facilities between Federal and state
jurisdictions, the Conmm ssion that 25 percent of the new
hi gh cost need was the FCC s responsibility, while 75
percent of that need was initially was within the state
purvi ew representing existing intrastate inplicit and
explicit subsidies. This is what Comm ssioner Ness referred
to earlier today as the placehol der pending further
di scussi ons.

Because under the new system high cost need was
no | onger based on the enbedded cost of |oop plan, but on
the difference between forward | ooking costs and expected
revenues, the universal service order elimnated the speci al
separations rule underlying the old universal service
approach. This left the allocation of enbedded cost between
the jurisdictions to the general purpose separations rules.
For effected incunbent |ocal tel ephone conmpani es that change
woul d transfer a little nore than $200 mllion in enbedded
costs to the intrastate jurisdiction with ful
i npl enent ati on of the plan.

In line with its determ nation that Federa
uni versal service support in the first instance woul d nmake
explicit the inplicit support existing in interstate rates
and to prevent double recovery by |ocal tel ephone conpani es,
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the Conm ssion al so decided in paragraph 381 in the
conpani on access reformorder, that the anobunt received by
I ncunbent | ocal tel ephone conpanies in interstate high cost
uni versal service support would be used to reduce interstate
access charges.

Recently, the Comm ssion issued a report to
Congress on universal service. |In that, the Comm ssion
decided to revisit the 25 percent Federal allocation
responding to concerns expressed by various parties that the
25 percent Federal allocation would not be enough to permt
suf ficient support for universal service, and m ght provide
| ess than current interstate high cost support in sone
areas.

In its report, the Comm ssion concluded that a
strict across-the-board rule that provides 25 percent of
unsepar at ed hi gh cost support to areas served by |large | ocal
t el ephone conpani es, m ght provide sone states with | ess
total interstate high cost support than currently provided.
It said that no state should receive |less interstate high
support than it currently receives.

The Conmi ssion also found that a state nay require
greater assistance than it currently receives from
intrastate support to naintain affordable rates. As one
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exanpl e, the Comm ssion said that where a state proposed to
reformits own universal service nechani sns and col |l ect nuch
of what is currently inplicit intrastate universal service
report as is possible and consistent wi th nmaintaining
affordabl e rates. Additional Federal universal service
support should be provided where the state nechanisns in
conbi nation with baseline Federal support is not sufficient
to maintain rates at affordable |evels.

It also said it would consider inits
reconsi deration proceedi ng any other circunstances under
whi ch additional Federal support woul d be appropriate.

That, M. Chairman, is sort of the background of
what the Commi ssion has said with regard to high cost
uni versal service support. You, in this hearing, along with
the other Comm ssioners will begin the next chapter. Thank
you.

CHAI RVAN KENNARD: Thank you, Jim W'Il| begin
now with our first panelist. M. Tom Reiman from Aneritech

MR. REIMAN:  Good norning. M/ nane is Tom Rei nan.
" m senior vice president of public policy at Anmeritech.
Wth me this norning is Dick Kolb, director of universal
service in Aneritech and our subject matter expert.

Though 1I''m m ndful of the thousands of pages of
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I ncredi bly conpl ex coorments, plans, studies and fornul as
that have been filed with this Comm ssion on the subject of
uni versal service and the high cost fund, and I'll try not
to add to the conplexity.

Aneritech's nessage is quite sinple this norning.
Stay the course with a smaller fund, continuing the pressure
on the states to carry their share of the burden. Contrary
to much of the rhetoric flow ng around Washi ngton on this
topic, the Conm ssion's original proposal of 25 percent/75
percent jurisdictional split funded by interstate revenues
is the best plan currently before the Conmi ssion. It
mai ntai ns the current Federal |evel of responsibility while
allowing the states to cone forward with their own
i nnovati ve approaches for their share of the total sol ution.

You know, 14 years ago as associ ate gener al
counsel of the newly created Aneritech, | spent nonths here
i n Washi ngt on negoti ating, debating and arguing with Burt
Hal prin, then Chief of the Common Carrier Bureau, on what
the first Federal access charges should be |ike. And guess
what? The issues weren't nuch different than they are
today, making inplicit subsidies explicit, recovering
subsidies in a conpetitively neutral manner, mnimzing rate
i ncreases to end users, and keeping tel ephone service
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af f ordabl e and uni versal ly avail abl e.

Underlying the debate then as now, were four basic
tenants. Subsidies and free nmarket conpetition are natural
enem es. Subsidies should be collected in a conpetitively
neutral manner. End user custoner rate increases are
politically unpopular. And it's the public policy of this
nation to keep tel ephone service affordable.

Now, how does this history and these figures apply
to universal service and the high cost fund, in particular?
Vell, let ne answer it this way. If we were starting with a
cl ean sheet of paper, we would not design the system we have
today, that this Conm ssion and the state comr ssions are
trying so hard to make worKk.

| submit that this Conmm ssion would create a pl an
designed to deliver a set of desired results. Affordable
| ocal service. And by the way, our studies show that
affordable toll rates are interval to high subscribership
| evel s. Robust conpetition in all narkets, increased
i nfrastructure investnent |eading to new and i nnovative
services. Conpetitive and investnent are driven by
economcally rational pricing. Sinply stated, |ocal rates
must at | east cover their costs.

Now, once |local rates are set to cover costs, than

Heritage Reporting Corporation
(202) 628-4888



N

A W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

43
af fordabl e service is nmaintained by targeting subsidies only
to custoners who can't afford to pay the full rate.

We woul d not design a systemthat subsidizes 60 to
70 percent of the cost of tel ephone service of an Anerican
officer's Beaver Creek, Colorado condom nium We woul d not
design a systemthat subsidizes rates that have been kept
far below any rational definition of reasonabl eness |ike
five dollars a nonth where the statew de average is cl oser
to $12 a nonth.

However, we don't have a clean sheet of paper. W
have a huge and conplex systemin place. But this
Comm ssion and the state conm ssion should keep these
desired results firmy in mnd, and all decisions should
drive the systemcloser to, not further away fromthe
desired results.

Using this nodel, it's clear | submt, that this
Commission is on the right track, staying with its current
proposal , based on a 25/75 percent jurisdictional split,
funded on the basis of interstate revenues. Not only is
this consistent with historical separations formula, but
nore inportantly, it keeps in place the incentive for states
to fix their part of the problem which is setting
economcally rationale |ocal rates.
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Expandi ng the Federal fund to cover nore of the

subsidies is a nove in the wong direction. It sends the
wong direction. |t does not nove closer to the desired
resul ts.

As Chairman Kennard said, and | quote, "The vast
bul k of universal service support today is generated and
spent within the boundaries of each state. This neans the
real key to subsidy reformis state rather than Federa
action.”

Now, Anmeritech has worked in lowering its costs.
And sone of our state conm ssions are national |eaders in
novi ng toward economcally rational local rates. As a
result, Aneritech is the only RBOC that receives no high
cost support today. Don't punish our custoner for our
| eadershi p position by asking themto substantially increase
t he amount of subsidy they send out of state.

Let's not nove backward. Challenge the industry
and policy makers in the states to fix local prices so that
residential conpetition can flourish. Then, build on that
base to refine the systemso that subsidies only go to those
who truly can't afford pay cost-based rates.

This is what's happening around the world, in
ot her nations in Europe, Canada, Mexico, New Zeal and and the
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Phi |'i ppi nes anong others, tackle this issue. Let's not fal
behi nd.

To quote fromthe ad fromthe current novie
Godzilla, size does matter. Only with subsidies, | submt,
smaller is better. Thank you.

CHAl RVAN KENNARD: Thank you. M. Ilrvin?

MR I RVIN. Thank you, M. Chairman and nenbers of

the Commttee. M nane is Jimlrvin. |'mchairmn of the
Arizona Corporation Commssion. |'ve got a ton -- as a good
politician, |'ve got a ton of paperwork here, which you' ve
all got in front of you, so I'll try to paraphrase so we can

get through and stay within the tine limts.

First of all, I will not be here for this
afternoon's panel due to ny schedule. | have a early flight
out. | do have with ne an attorney fromour |egal division,

Ms. Maureen Scott, who can certainly answer any of the
panel 's questions they may have with regard to our thoughts
and ideas this afternoon.

| also want to thank the panel and all the people
fromthe FCC, as well as the nenbers of the panel, who have
taken their tinme to ook at this issue on how the difficult
task before them

What | do want to point out sonething about our
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proposal is, it is a lot different than what you're saying
today fromthe other people up here. Qur proposal is
sonething that is an alternative, and it's not a
conpr ehensi ve uni versal service fund pl an.

W want to |l ook at our issue as it does deal with
the distribution allocation of the Federal universal service
funds. However, it is sonething that an alternative and a
partial alternative deal with a very sensitive problemthat
we have in Arizona.

And | have taken every opportunity that | can to
make people aware of this opportunity. And that is, the
i dea to provide tel econmuni cation services to all Anericans,
not just those who happened to have the infrastructure
brought to them So, please when you |look at this, |ook at
this as an alternative and sonme other ideas in order to help
devel op our infrastructure and systemthat we have.

The overl ooking thene that | would like this
Conmittee to renenber is that we have 50 different states
and/or regions here in the United States. And this is not a
one glove fits all approach. Each state nust be noted. And
you'll note that in ny various exhibits that | have attached
wWith ny testinony -- 1'Il go through those.

Qur Exhibit A shows the geographical regions and
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t he denographics that face the State of Arizona and why this
Is a rising problemor problemof great concern, not only
anongst nyself as a Chai rman, but anongst ny fellow
Comm ssioners there on the Conm ssion, Conm ssioners
Jenni ngs and Kanasek.

Qur proposal that we're looking at is an idea
that's going to address an area that has not yet been | ooked
at. And that is to address the area of the unserved and
under served peopl e throughout the State of Arizona. And we
know t here are peopl e throughout this country that have
that. And those our custoners -- those are Anericans who
cannot get tel ephone service because they cannot afford to
pay the charges associated with having the facilities or the
pl ants extended to their hones. W cannot ignore this
probl em any | onger as state and Federal regulators. W nust
be able to address this probl em head on.

My remarks today will be broken down to basically
three parts. First of all, identifying the problem of the
unserved and underserved, why the problemexists, and sone
t houghts and i deas we can do to address it.

What | nean in defining the unserved areas and
under served areas, first, the underserved custoners are
those custoners I'mreferring to without tel ephone service
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who are | ocated outside the exchange boundaries of an
I ncunbent | ocal carrier exchange. And when | refer to
underserved areas, |'mtal king about citizens and consuners
who are not able to get tel ephone service within the
exchange boundaries of an incunbent exchange carrier.

But the one underlying programthat both of these
custoners have is, they cannot afford to pay for |ine
extensi ons or construction charges associated with extending
facilities to their hones.

A lot of the data that we have received have been
presented to through Ctizens UWility. They operate three
conpanies in the northern part of our state. They operate
the Wiite Mountain tel ephone service area. They service the
Navaj o Conmuni cations and Citizens Rural Tel ephone Conpany.

Exhi bit B of our programor my conments, contain a
random sanpling of line extension estimtes that were given
by Navaj o Comruni cations to consuners in its area. And it
ranged froma cost of $83,160 to a | ow of $18,480, with an
average charge to citizens in that area of $44,700 for these
people to obtain services just to put a phone in their
areas.

Exhibit C of ny testinony shows the actual letters
to the consunmers provided by citizens, which provide a
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rel evant back-up and data and the estimtes provides. 1In
Exhibit D of the information provided, you'll note that the
Wi te Mountain Tel ephone |ist various underserved areas
wWthinits area -- within its exchanged areas. And it gives
a nunber of dwellings, the square mles involved and the
request for services reached.

And if you will note in Exhibit D-- if you care
to go on the bottomof page 2 in Exhibit D, it indicates
that in this area of the Wiite Muntains, there are 691
known custoners in this area of which 288 of these people
have requested service. And of that 288, only 74 have been
able to obtain line extensions required. And that's because
of the cost we have here, which really boils down to of
t hose people, only 11 percent are able to get tel ephone
servi ces.

You'll also note that Exhibit D w Il show that the
average cost in this area of the Wiite Muntains ranges for
line extensions from $14,412 to a |ow of $314. Exhibit E of
our testinmony or ny testinony here that we filed with you,
wi || show the nunmerous conplaints received by the
t el econmuni cati ons i ndustry.

Am | running out of time, M. Chairmn?

CHAI RVAN KENNARD: | f you could just sumup, I'd
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appreciate it.

MR ITRVIN Ckay. | wll try to sumup in that,
this programin noving to it, and we've got a | ot of
exhibits there, but what we're really asking for is to
consider this programas an alternative and | ook at it and
possi bly block grants as a way of neeting |ine extension and
neeting this, because it's an area that is not net by
exi sting prograns such as your lifeline prograns, your hook-
up prograns and such like that. They talk about nonthly
recurring revenues. Qur problemis talking in trying to
neet the needs of the people that do not get the tel ephone
servi ces.

And M. Chairman, | think if you'll note as
principle nunber 8 that you outlined in your February 9
statenents, that the was one of the principles, sir, that
you underlined, that our programis trying to neet those
needs that we have for the people. And we would ask the
Board to seriously consider this because this is a problem

Wiile it may not be a problemin Anmeritech
regions, it is certainly a problemin the m dwest, the west,
and | woul d suspect many parts of the Appal achi an nountain
regions. And we need to get these folks with tel ephones and
get the service so they at | east have the opportunity to
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make the calls necessary.

Thank you, M. Chairnman.

CHAl RMVAN KENNARD: That's very hel pful. Thank
you. M. Cooper?

MR. COOPER. Thank you, M. Chairman. M nane is
Mark Cooper. |I'mdirector of research at the Consuner
Federati on of Ameri ca.

| always like to start by pointing out that | had
the pleasure of filing cooments in the original M chigan
petition, which was a universal service docket opened up
i medi ately after the break-up of the national telephone
nonopoly. And since then, |'ve testified about 50 tines at
the federal and state |evel.

In fact, on universal service, |'ve testified a
dozen tines just since the passage of the Act in states from
Washi ngton to Hawaii to Texas to New Jersey. And ny nessage
to you today is going to be sinply the sane nessage | w |l
deliver tonmorrow in North Carolina in a universal service
docket .

First, you do not need to hurry the creation of
the |l arge universal service fund for the |arge LEC s,
because conpetition has not nmade it necessary. W don't
have much conpetition. It would be the cruel est of ironies
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to increase rate payers bills to support universal service
I n the nane of conpetition when conpetition is not strong
enough to put the downward pressure on prices that was the
pri mary purpose of the Act. You have the tinme you need to
wor k these issues out.

Second of all, when you find you need a fund,
anal yze the net worth in a sensible manner. And here |
agree with the comments of the spokesman from Aneritech,
although | don't think the road | eads to the sane place.
But | think you started down the right road. Adopt
forwardi ng | ooking efficient costs for pricing. Stop
building in all these historical inefficiencies that have
crept into these nodels as tinme has gone forward.

Second, the FCC has declared tine and agai n that
the loop is a shared cost, and revenues fromall the
services that use the | oop nust be included in the
calculation in universal service support. There should be
no free rides by any service on the |oop, which all services
use.

Third, the FCC has recogni zed that the universa
service area should be the sane as the unbundl ed network
el ement area because that is where we will create
conpetition, and that is where we will create the need for
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uni ver sal servi ce.

Fol | ow those three policies and you will have a
manageabl e, sensible fund that will be easy to raise, and it
wi || provide support to the areas that are truly high cost

where they don't generate sufficient revenues to cover their
costs.

Third, when you find you need to raise those
funds, raise themthe way the Act said, in contributions
fromtel econmuni cati on service providers. Absolutely clear
in the Act, it is the providers who use the network to sel
services to create profits and val ue who are supposed to
make the contributions to universal service.

The FCC started down that path in its original
decisions on this. It should stick to those paths. And you
have been fighting a very tough fight with them about how
t hose noni es should be raised. You are to be conmended for
sticking to that fundanental principle.

Finally, if you want to put a line itemon
consuners bills, and they have becone terribly popul ar these
days. A dollar for schools and libraries. A dollar for
| ocal nunber portability. A dollar for the pixie. A $1.50
for the second line for residential. By the tinme we're
done, those dollars at the bottomof the bill start to nount
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up. And we have begun, as you know, to raise that concern
very strongly.

If you think you need a line itemon ny bill for
uni versal service, than you ought to back it out of the
Federal subscriber |line charge. The Federal subscriber |ine
charge is a core service defined to be supported by the
uni versal service fund. That would be consistent with the
Act, and that position has been put forward by a nunber of
consuner advocates.

You can nmake room for universal service funds
wi thout raising nmy bill by treating it as an offset to that
subscri ber line charge. Wen the Tel ecommuni cations Act was
passed, consuners were proni sed prices that would go down,
choi ces from conpetitors and the universal service fund that
coul d be created without raising our bills.

Stay the course on the fundanental decisions you
have made, and we may, in fact, get to that outcone. Thank
you, M. Chairman.

CHAI RVAN KENNARD: Thank you, M. Cooper. M.

Bal dwi n?

M5. BALDWN. Thank you, M. Chairman. | am Susan
Bal dwi n, senior vice president of Econom cs and Technol ogy,
Inc. ETI's a consulting firmspecializing in
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t el econmuni cati ons econom cs, regul ati on, managenent and
public policy.
| was a principle author of the paper, Defining

the Universal Service Affordability Requirenent that forns

the basis for Tinme-Warner Communi cations proposal to the FCC
for consideration of conmmunity incone as a factor in
uni versal service support.

ETlI's analysis of the relationship between incone
and hi gh cost support was an outgrowth of our detailed
anal yses of the various cost proxy nodels that were first
presented to the Comm ssion in 1996.

One thing that struck us was the fact that the
nodel s that purported to target support on the basis of high
cost, also directed support to many well to do communities
where custoners clearly could afford to pay for the entire
cost of their local tel ephone service w thout any subsidy
what soever. Further research denonstrated that this was not
an isolated condition. It was a nationw de pattern.

ETI's anal ysis denonstrated that a decision not to
fund support to high income CBGs would result in a
significant reduction in the overall size of the interstate
hi gh cost fund.

The Tel econmuni cati ons Act of 1996 explicitly
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requires that affordability be included as a consideration
I n the devel opnent of a conprehensive universal support
mechani sm Quality services should be avail able at just,
reasonabl e and affordable rates.

The extent to which services affordable to an
I ndi vi dual custoner inextricably linked to that consuner's
I ncone |level and ability to pay. And in fact, the Joint
Board, in its recomended decision, and the Conm ssion, in
its report and order, have acknow edged that incone |evel
directly effects the determ nation of what is an affordable
price.

The Conmi ssion has al so agreed that community
i ncone, as represented by the percentage of students
eligible for school lunches is a valid basis for
establishing the variable discounts necessary to nake
t el econmuni cations affordable to schools and |ibraries.

The uni versal service goal is not advanced by
subsi di zi ng consuners who can afford to pay the entire cost
of their tel ephone service and whose decision to take
services unaffected by the presence of such a subsidy.

I ndeed, some of the specific attributes of exclusive high
i ncome conmunities, large lots, |ow popul ation density,
renot eness from primary popul ation centers are the very sane
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conditions that tend to raise the cost of providing |ocal
t el ephone servi ce.

Ironically, many | ow incone areas, such as densely
popul ated, inner-city conmmunities are, because of such
attributes, also |ow cost areas, and could well be forced to
subsi di ze the high rent, high cost to serve suburbs.

Policies that would fl ow universal service support
to high income communities serve only to inpose significant
costs and econom ¢ burdens upon other segnents of the
conpany, while doing nothing to advance the cause of
uni versal service or produce any other offsetting econonic
or social benefit.

Anmong ot her things, a funding obligation that is
| arger than one that is mnimally necessary to achieve the
uni versal service goal wll undermnm ne other Conm ssion and
Congr essi onal objectives, perhaps, even including universal
service itself by forcing new entrants to nmake | arger than
necessary paynents to the universal service funding
mechani sm such policies will increase the costs of and
barriers to, conpetitive entry, and thereby dimnish the
prospects for effective conpetition overall

They will also work to suppress demand for price
el astic services, thereby limting the potential benefits
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that all sectors of the econony can derive fromincreased
access to and use of the nation's tel ecommuni cations
resour ces.

The ETI study and Ti ne-Warner's proposals are not
offered as providing definitive or prescriptive guidance as
to how structure an incone-based fundi ng nechanism Rat her,
it is offered to denonstrate that nmany hi gh cost comunities
are also high communities. That public data is avail able
fromthe Census Bureau to support the adm nistration of a
comunity incone-based funding mechanism And that there is
an opportunity to achieve a significant decrease in the
overall size of the universal service support fund fully
consistent with the statutory requirenent that service be
af f ordabl e wi t hout any consequential inpact upon the overal
uni versal service goal

The structure of conmunity incone-based funding
mechani sm shoul d be built upon three specific policy
initiatives. First, the FCC and the states should concl ude
that the highest incone, high cost areas are to be excl uded
fromuni versal service support. For exanple, if all CBG s
with nedian -- tinme is up. Shall | wap this up?

CHAI RVAN KENNARD: Pl ease.

M5. BALDWN If all CBGs with nedian income
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levels in the top 30 percent of their state were placed in
this category, the funding requirenent could be reduced
significantly by as nuch as 20 to 30 percent. Second, there
shoul d be a safety net for |ow incone consuners residing
wi thin high inconme, high cost areas who cannot afford to pay
full cost based rates. And third, to avoid rate check,
transition plans shoul d be established that would all ow
carriers to nove rates in high cost, high incone carriers to
their full forwarding |ooking costs.

If it's done correctly, and it can be done
correctly, the result will be a win-win for all. Thank you

very much for the opportunity to present these coments

t oday.

CHAI RVAN KENNARD: Thank you, Ms. Baldwin. M.
Vel ler?

MR. VELLER:  Good norning, M. Chairman. M nane
is Dennis Weller. [|I'mchief econom st at GTE.

|"ve take the liberty of preparing a chart, which
is in your nmaterials, to help you follow the noney. It

shows, basically, an overview of where the noney is coning
fromand where it's going to within GIE-serving areas in 28
st at es today.

The chart shows contribution by mgjor service
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category. And basically, what this is showi ng you is that
you have very large contributions frominterstate access and
fromother state rates, which makes it possible to fund a
very | arge negative contribution fromresidents |oca
servi ce.

For conparison, |'ve provided another set of rates
on the chart which shows what rate these category
contributions would like if rates were re-bal anced on the
basis of a constant percentage mark-up over the direct cost
of each service. The difference between the two bars gives
you a neasure of the intervention, basically, that's been
performed by regul ation, and al so, where the noney is
flowng in and out of each one of these service categories
t oday.

Now, there are several observations | think we can
make based on this chart. First, debates about |arge or
small fund sizes, | think, are noot. W already have a
large fund. It's on the chart. |It's in our rates.

Second, only a very small portion of this funding
today is inplicit. The very snmall black foot that you see
on the left nost set of bars, is the explicit support that
GTE gets fromthe high cost fund today.

And third, if we use the consistent nethodol ogy
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with respect to both rates and costs, we should be able to
| ook at either end of this chart and get a consi stent
answer. I n other words, we should be able to add up what
| ocal is receiving in support or add up what the other
services are providing in excess contribution and get a
consi stent answer.

In other words, this is a price systemthat has to
add up. The only way to avoid that is to ignore part of the
chart -- sone of the bars, or to assune a conpletely
di fferent cost |evel.

Now, why can't we keep on doing this? Wat's
wong wth this picture? Wll, the first thing is we can
forget about |ocal conpetition if we keep doing this.
mean, |look at this contribution for residents |ocal here.
Who wants to enter this market? Nobody does. And the
support that comes fromthe other services inplicitly can't
be made portable for sonmeone who tries to serve one of these
custoners. Particularly, if they are | ow usage custoners,
which the majority of them are because the distribution of
usage is highly skewed. So, that's point nunber one.

You're right, Conmm ssioner Ness, though. The
custoners are protected. But they're al so protected agai nst
conpetition if we don't do sonething about this.
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And the second thing, as the Chairman noted, is
the conpetition wll, ultimately, erode the sources of
inplicit support. So, what should we do about this? Well,
first, I recomend that the Conm ssion should establish a
programthat's based on three objectives.

The first is, that the fund should be sufficient
to replace the inplicit support that's comng from
Interstate access today. That's the left-nost bar. It's
unreasonabl e to expect that any state action w |l address
that part of the problem My calculations show that that's
about $6.3 billion at current |evels.

Second, the fund should provide a reasonabl e
anount of support for states with high cost and/or very | ow
funding basis. This, obviously, has to be balanced with the
i nterest of other states.

And third, as several people have nentioned, the
fund should do no harm That is, it should provide at |east
as much support. It should, essentially, replace the
support that conmes fromcurrent explicit fund.

How woul d | recomrend that we go about that? |
propose that the Comm ssion follow the same basic benchnmark
nmet hodol ogy that it's already adopted, but use an array of
benchmarks, which | refer to as a sliding scale. Several
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benchmarks -- you need several benchmarks to hit the several
policy targets that you have. | don't think that you can do
It wth just one. Wth increasing percentages of support
above each benchmark, 1've provided exanpl es and
illustrations of this in our coments and in the package in
front of you. | won't go into details here.

The point is that there's no benchmark that's
perfect a priori. A good benchmark is a benchmark that
gives a good answer. That's why |I've held up in front of
you objectives to hit. And the exercise | have in mnd is
that you adjust the benchmarks until you hit the target. |If
t he benchmarks don't hit the target, you go back and adj ust
t he benchmarks. CGbviously, to do this properly, you have to
deci de on the cost nodel of the inputs first, otherw se you
have no i dea of what effect the cost nodels and the inputs
wi || have.

Finally, the cost nodels are necessary, as
Comm ssi oner Wbod noted, but they're also unreliable. And
that's why it's inportant to have externally neasurable
goal s that you can judge the reasonabl eness of the outcone
against. |If the outcone isn't reasonable, than the nodel
isn't reasonabl e.

Now, how would all this be funded? | propose --
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well, first let me stop and say, this is a good way of
getting the initial |evel of support in January. But after
that, | think that a process of conpetitive bidding would
provide a way of correcting these anounts if they are w ong
and al so adj usting them over tine.

Finally, |I recommend that this program be funded
by a uni form percentage surcharge on both state and
interstate rates. | estimate that it would take about a
three percent surcharge to do that. Rather than have wildly
i nconsi stent tax rates on different people -- sone people
payi ng several hundred percent today through the rates on
this chart, | think it's nore fair, nore conpetitively
neutral and nore efficient to have everyone pay three
per cent .

And finally, if we do that, for the first tine,
carriers will be able to cone into | ocal markets and serve
t hese custoners and find them a reasonabl e proposition,
whi ch they cannot do today. Thank you, M. Chairman.

CHAI RVAN KENNARD: Thank you, M. Wller. Before
we nove on, | wanted to introduce and acknow edge one person
who's here today. |'mnot sure how |l ong she's going to be
here, so | wanted to recogni ze her briefly. And that is
Kat hy Brown is going to be joining us next week as Chief of
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the Common Carrier Bureau. She will be |leaving her job as
associ ate adm ni strator at the National Tel econmunications
and I nformation Adm nistration.

And Kat hy has already rejected sone advice that |
gave her. | advised her to take sone tine off between jobs,
but Kat hy decided that she would rather be here with us.

So, I think that's sonme neasure of her commtnent to the
chal l enge that she's taking on. Kathy will be playing,
obviously, a major role in grappling the issues that we're

di scussing today. So, we're delighted that you' re here.

Thank you.

M. Bush?

MR, BUSH. Thank you, M. Chairman. Good norning.
My nane is Ernest Bush. |'m Assistant Vice president of

Federal Regul atory for Bell-South Tel econmunications. On
behal f of Bell-South, |I would like to thank you for the
opportunity to appear before you today to share ny conpany's
views on the critical issues of high cost support in

uni versal service.

As we all know, it's a critical issue and a
conplicated one, but one that is literally vital to the
constituents we all serve, the Anerican public.

In the Tel econmmuni cations Act of 1996, Congress
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I ncorporated | anguage | aying out the requirenents of the
uni versal service program Cearly, Congress was concerned
about preserving the availability of high quality
t el ecommuni cations services in all regions of the country.
Qobvi ously, any universal service plan adopted by the Federal
Comm ssion or the state comm ssions nust address this
concern.

However, a nore subtle point grows out of the
I npact uni versal service support has -- universal service
support and fundi ng obligations has on the devel opnent of
conpetition within the | ocal exchange narket pl ace.

It should be no surprise that ny conpany is
concerned about the existence and |evel of inplicit
subsidies built into our access and business rates. And we
are al so concerned and believe others are as well, about the
i npact that subsidized rates have on the devel opnent of a
conpetitive residential marketplace, especially for
consuners located in rural and high cost areas.

It nmust be obvious, and indeed, Dennis just tal ked
about it, that new entrants will find it difficult to
conpete with incunbents who, as a matter of social policy,
are required to price their residential exchange service
product offering bel ow the cost of providing it. Any high
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cost universal service plan, then, nust not stand in the way
of the devel opnent of bal anced conpetition. A fund too
large is inefficient. However, a fund too small wll
frustrate bal anced conpetition devel opnent.

We believe that the Act, as well as sound public
policy requires that this inplicit subsidy be made explicit.
That is, be clearly identified, be shared anong service
providers in a conpetitively neutral fashion, and be nade
available to conpeting eligible carriers. Failure to do so
will, anong other things, |lead to the erosion of w despread
avai lability of conparable tel ecommunication services, as
well as frustrate the devel opnment of a conpetitive
mar ket pl ace.

Dealing with this inplicit subsidy will, in the
final analysis, fall to the state public service
comm ssions. However, as we all recognize, there is a
substantial role for the FCC to play in providing support
targeted at reducing the overall subsidy problem

Clearly, Federal access charges inplicitly support
the cost of | ocal exchange service. |Indeed, the
Comm ssion's separations process allocates |ocal |oop cost
of the interstate jurisdiction for recovery by the -- via
t he subscriber |ine charge, pixies and the carrier common
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line charge. This relationship between conmon |ine recovery
and the support of universal service has been recogni zed by
the Comm ssion since its inception of its access charge
structure.

Bel | -South's proposal |everages off a statenent
the Chairman made in the FCC s report to Congress on
uni versal service. The Chairman argued that the state and
the Comm ssion should act to preserve existing sources of
both inplicit and explicit support. W agree.

Qur proposed plan, laid out nore fully in the
record, suggests the creation of a Federal high cost support
fund for non-rural conpani es made up of two pieces. The
first piece converts existing explicit support plus the
inmplicit support enbodied in pixies and CCL, into explicit
support targeted at the higher cost wire centers.

The second piece, which we refer to as the safety
net, provides new support for the very high cost wire
centers. Both funds operate to relieve state cost burdens.
Taken together, these two new nechani snms can be i npl enented
on a revenue neutral basis. Pixies and CCL charges repl aced
by the explicit fund can be reduced or elimnated, allow ng
reductions in toll rates.

Safety net support will reduce the need for
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I nsupportably large state universal service funds and thus
al |l ow nore reasonabl e sharing of universal service
obligations in all jurisdictions.

Finally, we suggest that the burden of the new
Federal fund be shared anong all tel ecommunication providers
operating in the interstate marketplace, via an all ocation
on one of them based on each carrier's pro rata share of
total retail revenues.

| thank you for your tinme, and | |look forward to
your questions.

CHAI RVAN KENNARD: Thank you, M. Bush. M.
Bl uhn?

MR. BLUHM  Thank you, M. Chairman, nenbers of
t he Commi ssion and nenbers of the Joint Board. |'m Peter
Bl uhm Policy Director for the Vernont Public Service Board.
Wth me today is Joel Shiffrman fromthe main Public
Utilities Comm ssion who was the other |ead staffperson who
was the author of the ad hoc plan. M. Shiffrman will be
avai l abl e after the break to answer your questions.

I will focus in ny remarks this norning on two key
tests of the successful universal service plan. The
uni versal service plan nust be sufficient, and it nust be
efficient. Sufficiency neans that the system nust be --
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nmust al |l ow af fordabl e | ocal tel ephone rates to be avail abl e
to subscribers everywhere in the country. Rates do not have
to be equal between downtown Los Angles and rural Vernont,
but they nust be reasonably conparabl e.

Efficiency is also necessary. Financial resources
are limted and regul ators cannot federalize all high cost
support objectives, including all inplicit subsidies that
today exist in state rate structures. It is neither
econom cally desirable, nor politically possible to raise 10
or 15 billion dollars through a surcharge on interstate
servi ces.

Uni versal service at the Federal |evel nust nake
do with a smaller budget. And it should limt its
obj ectives to supporting the areas that are nost closely
connected with the objectives of the Act.

The current systemfails to neet these standards.
First, because it is insufficient. It does even pretend to
support all rural and high cost areas equally. It
di scrim nates against rural areas that are served by |arge
conpani es.

Vernmont is, by one definition, the nost rural
state in the country, and yet, we have a major carrier who
serves 85 percent of our custoners. Custoners who live in
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this area receive substantially | ess support today for high
cost loops in switching than do custoners in other equally
rural areas. Furthernore, the current programtotally
i gnores the high interoffice trunking costs in many rural
st at es.

The current systemalso fails to conply with the
Act because, by basing support in part on the size of the
I ncunbent, the current systemis inconpatible with
conpetition. Conpetition requires that subsidies be nmade
explicit and portable. A support systemthat |inks the
anount of support available in an area to the identity or
size of the incunbent clearly would destroy any effort to
achi eve neani ngful affordability.

The Conmi ssion's order of May 1997 establishing
the 25/75 split, likewise fails to test its sufficiency.
The text of the rule itself actually noves away from
sufficient by, in effect, repealing high cost support for
the state jurisdiction. Even if current support |evels were
mai ntai ned to the state jurisdiction, however, the 25/75
plan remains insufficient. Indeed, even if the Conm ssion
were to apply the full 25 percent support entirely to the
state jurisdiction, the result still would not be sufficient
to insure that custoners everywhere in the country have
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reasonabl y conparabl e rates.

Sinply put, sone states have | ow cost urban areas
fromwhich they can draw support. Oher states have only
small or in one case, no real urban areas, and very limted
ability to finance high costs. For these states, average
costs are so high that it is inpossible for themto obtain
conparabl e rates no matter what they do.

In states with many hi gh cost custoners and few
| ow cost custoners, the surcharges needed to achieve
conpar abl e rates would be so | arge that when they're added
to existing rates, the result would no | onger be conparabl e.
These hi gh average cost states face a Hobson's choice. They
can either inpose very high end user surcharges, thus
destroyi ng conparability, or they can inpose very high
i nt erexchange carrier access charges, thus inpeding
conpetition and econom ¢ devel opnent.

A uni versal service support system can be both
sufficient and efficient. The Comm ssion should set up an
overall framework for support. But that framework can
anticipate that the states will fill sonme of the pieces.

Wil e the Act does not require any state to enact
a high cost support program the Comr ssion can
appropriately nake sone assunptions about state effort. The
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only alternative is raising 8 to 10 billion dollars,
sonething that is politically unacceptable to the Congress,
and frankly, sonmething that is not necessary.

A sufficient fund of nore nodest size, however,
requires regulators to be sel ective about how Federal
support will be distributed. |If support is given to areas
that can raise that support another way, such as in | ow cost
areas that are today inside state borders, there will not be
enough funds left over to finance affordable and conparabl e
rates in other states.

The ad hoc plan, which I worked on, limts Federal
support to the anount by which a state's costs exceeds the
nati onal average. The plan assunes that if a state has
average costs that are at or bel ow the national average, the
state can support its own high cost areas fromwthin its
own borders by surcharging its own | ow cost areas.

This decision is appropriate since much of the
anticipated support is inplicit today in rates that are set
by state conmi ssions. There is no imedi ate need to repl ace
these in-state transfers with Federal support.

The ad hoc proposal al so uses both forward | ooki ng
and enbedded costs in calculating support. This feature has
been controversial, but it serves inportant purposes --
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CHAl RVAN KENNARD: M. Bluhm | am going to have
to ask you to sum up

MR. BLUHM  Thank you, M. Chairman. |In summary,
M. Chairman, | appreciate the chance to be here today, and
I think you'll find the ad hoc plan provides a sound
framework to neet the requirenents of the Act. Thank you

CHAl RVAN KENNARD: Thank you very nuch. M.
Wendl i ng?

MR. VENDLI NG Yes, thank you, M. Chairman,
menbers of the Conm ssion and state nenbers of the Joint
Board. My nane is Warren Wendling. |'mon the staff of the
Col orado Public Uilities Conm ssion.

I"mgoing to junp right into a couple of specifics
of the type of plans that ny coll eague from Vernont, M.

Bl uhm was tal king about. What happens when a state has
relatively high cost and a fairly snall revenue pot upon
whi ch to develop an intrastate fund?

The two proposals | want to outline in sone just
overview, are called the variable benchmark and the variable
support net hod.

The variable benchmark is exactly that. It's a
bui | di ng upon the four step process that the Commr ssion had
previ ously adopted using a forward | ooki ng economni c cost,
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but then to adjust the benchmark based upon a state's
ability to internally generate funds to neet its share of
the requirenent for high cost fund. For exanple, a state
that has relatively |ow cost and lots of intrastate revenue
m ght have a Federal benchnmark set at $75, while another
state with nore high costs and | ess revenue -- intrastate
revenues, mght have a | ower benchmark, say, of $40.

What kind of things would differentiate between
these two states? Well, the factor m ght recogni ze any
nunber of different things. It could be the ratio of
revenues -- intrastate revenues -- the total revenues. The
ratio of intrastate traffic volumes if you' re concerned
about the prices that mght be set. It could |look at the
ratio of the variability of costs anong the states. |Is
there a high very cost area and a very |ow cost area, or it
i's unifornf

The factor m ght recogni ze the degree of nunber of
lines located in urban or rural areas. It could be the
ability of the state to keep local rates low or within a
reasonabl e range, or it could even incorporate a neasure of
| ocal conpetition.

The factor could be a conbination of those
factors. It doesn't have to be any one of those, but any

Heritage Reporting Corporation
(202) 628-4888



N

A W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

76
one of those or in conbination with several could produce
the result of a reasonable size fund that still could be
supported within states that have very high costs and | ow
revenues.

| have not provided any specifics about dollars of
what this would be or how exactly it would work. | think
several of the comentators have nentioned one of the first
steps we need to have is a Conm ssion-adopted nodel with a
set of inputs that then could be tested. | think it was the
Laska comments that said, "Be sure and test what you propose
carefully before we adopt it." And | think that's advice
wel | given.

Anot her option that builds upon that, instead of
varying the benchmark, if sonehow the benchmark has with it,
t he baggage that that is an affordable benchmark. One coul d
adopt a single benchmark and than just | ook specifically, to
varying the support by state. Adopt a uniform nationw de 31
residential /51 business benchmark, but vary the percent from
25 percent interstate upward to address those issues of the
state's ability to generate a support internally.

And again, the sane kind of factors are the ones
that we woul d have to |ook at, like the traffic revenue, the
ratio of high cost lines to | ow cost lines, et cetera.
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So, I'lIl be brief, and I think that has cone in
under ny tine.

CHAI RVAN KENNARD: Thank you. And we appreciate
that. M. Brown?

MR. BROMN: Good norning, M. Chairnman,

Comm ssioners and Joint Board nenbers. M nane is denn
Brown. |'m Executive Director of Public Policy for U S

West. And |I'mhere today to describe the interstate high
cost affordability plan or IHCAP as we call it.

This plan was developed in an effort to find a
wor kabl e, m ddl e ground solution to an urgent problem And
that is howto fund continuation of affordable service in
hi gh cost rural areas of the "non-rural" LEC s.

And this is a problemnot just in the western
United States that we serve. It's a problemin nany
southern states. It's a problemin the New Engl and area.
It's a problemin the Appal achi an areas.

Let nme give you an exanple using U S. West
figures. In the 14 states that we serve, we serve over half
a mllion custoners who cost, in excess of $50 per nonth.
And that's not using our cost studies. That's using the
comon i nputs that the FCC staff devel oped. And of that
total, over 200,000 cost in excess of $100 per nobnth to
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serve.

Now, several tines today, there's been discussion
about, how inportant is January of 1999? W think it's very
I nportant for this reason. |'ve heard people say that the
conpetition that people expected with the Act has not
materialized. But | think there, we're applying mybe the
right data to the wong problem because the conpetition has
not materialized for residential and small business
custoners, which for the nost part, are priced near or bel ow
cost.

But when you | ook at the |arge busi ness custoners,
where a najority of the inplicit support is derived, there's
vi brant conpetition going on right now. And our very
serious concern is that that conpetition is draining out of
t he bucket as we speak. And the customers that are going to
feel the inpact of that first, are these very highest of
cost custoners. That's why we devel oped the | HCAP pl an.

We had four objectives in m nd when we devel oped
it. Nunber one, it nust be sinple and understandable. Two,
it nmust | eave states with the prinmary role for rate
rebal anci ng and assuring affordable service to all their
citizens. Three, it nust address the needs of states that
face a probl em because of a |ot of high cost custoners and
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no |l arge urban areas wth [ ow cost custoners to spread them
over. And it nust do so with mninumadditions to the
Federal fund. And finally, it nust be capabl e of
I npl ementati on by January 1 of 1999.

The working of the | HCAP plan are shown on Chart 1
in the mterial that | provided. As you'll see, for costs
as derived by a proxy nodel under $30 per nonth, there woul d
be no Federal support or no Federal explicit support.

Bet ween $30 and $50, we keep the sane 25/75 in the original
plan. And then, over $50 per nonth, the costs would be
funded fromthe Federal fund.

Now, if you look at Chart 2 that |'ve provided,
|'ve shown, using as a representative cross-section the
states represented by the Joint Board Comm ssioners, the
i npact of the two plans, the 25/75, the solid Iine that you
see on that chart is the inpact stated as a surcharge on
intrastate rates of covering 75 percent of that state's high
cost need. Again, using the staff's common i nputs.

The cross-hatched or red Iine shows what happens
when you take the over $50 custoner out of the mx. And I
find with this sanple, but | also find when | | ook
national ly, that sonehow when we take the over $50 custoner
out of the mx, we bring each state in with a roughly

Heritage Reporting Corporation
(202) 628-4888



N

A W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

80
simlar problemto solve. And again, | do believe that the
fundanental solutions have to occur at the state |evel.

| agree with Conm ssioner Wod that we're probably
not going to solve the whol e universal service in one fel
swoop. However, the problens of the very high cost rura
custoners served by non-rural LEC s are real. They require
attention soon. The January 1, 1999 date nust be net. |
agree with others that have showed that there will be
additional inplicit support interstate access, and that'|
have to be carefully managed as nove forward.

Thank you. W think the IHCAP plan is a
reasonable first start. And | |ook forward to your
guestions | ater.

CHAI RVAN KENNARD: Thank you, M. Brown. M.

Lubi n?

MR LUBIN. Thank you. M/ nane is Joel Lubin,
Regul atory Vice President Public Policy of AT&T. Thank you
for giving an opportunity speak before you do on the
proposal s to revise the nethodol ogy for determ ning high
cost support.

AT&T supports the Comm ssion's proposed four step
nmet hodol ogy for determ ning high cost funds. However, the
Comm ssion should revise the timng and inpl enentation of
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t hat net hodol ogy.

First and forenost, the Conm ssion should w thhold
paynent of any high cost support targeted for nmjor, non-
rural LEC s regardl ess of the nethodol ogy enpl oyed to
determ ne the support. Today, the major LEC s under 10
conpani es are representing approxi mately 90 percent of the
l'i nes.

If | ook at the small rural tel ephone conpanies
whi ch represent over 1,300 conpanies in this country, they
represent approximately 5 percent of the lines. O those
five percent of the lines that their truly rural conpanies
represent, 55 percent of those lines are in areas that have
a 100 lines per square nile or less. That is a phenonenal
statistic such that clearly there needs to be a solution to
the small rural conpanies that represent 1,300 conmpanies in
this country.

However, the notion of giving distributions to the
maj or LEC s froman explicit fund, one that ultimately is
supported by revenues fromtheir conpetitors is untenable.
These | ocal conpani es are gi ant corporations earning record
profits. They certainly have the wherewithal to deal with
t he hi gh cost needs.

As AT&T has denonstrated in its May 15 conments,
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in the vast majority of cases, the major LEC s current | ocal
revenues conpensate themfully for all of their universa
service costs. For 62 of the major non-rural LEC s, 71
study areas end user |ocal service revenues, including the
I nterstate subscriber |line charge fee, exceed the forward

| ooki ng costs of service. And indeed, exceed it by well
over $20 billion in aggregate.

In the nine study areas where such revenues fal
short of forward | ooking costs, and even here the shortfal
is approximately $200 mllion in aggregate, these LEC s have
addi ti onal sources of support including intrastate toll,
wi rel ess revenues, Yellow Pages. And this is before they
turn to access charges for even one penny of support. Any
support explicit further support paynents to these LEC s
shoul d be canceled until they can show that such paynents
are necessary.

I"d |ike to enphasize that our proposal of

wi t hhol di ng paynents of nmajor non-rural LEC s should apply

under the current support nethodol ogy, as well. Today,
there's approximately $110 million of the current $1.7
billion explicit Federal funds is paid to the najor |ocal
conpany.

Thi s anpbunt was determ ned by a joint Federal
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state agreenent that was devel oped in a nonopoly
environnent. It is counter to the conpetitive | andscape
explicitly anticipated by the Tel ecomruni cati ons Act.
Equally as distressing is the fact that major LEC s do not
need this noney to support universal service, is the use by
which it has been used to underm ne the conpetitor purposes
of the Act and frustrate the devel opnent of | ocal
conpetition. Therefore, these paynents shoul d be
di sconti nued.

AT&T does not oppose paynent of high cost support
for non-najor |ocal conpanies. However, the Conm ssion
shoul d not adopt a nethodol ogy that woul d i ncrease
needl essly the size of the fund. Yet, the Commr ssion's
proposed net hodol ogy, if it determ nes the high cost funding
requi renents at the wire center |level or below would do
just that.

To insure that ratepayers are not burdened with
fundi ng support paynents beyond what is needed to insure
uni versal service, the Comm ssion should, instead, calcul ate
the support at the study area level. As the Comm ssion,
itself, recognized in the universal service order, universa
support should not be calculated at a greater |evel of
geogr aphi ¢ di saggregati on than unbundl ed network el enents.
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Most states have not di saggragated unbundl ed network rate
el enments for the | oop below the study area level. And those
t hat have, have di saggragated theminto only three or four
rate zones. There's probably over 20 or 25 states that have
only one unbundl ed | oop rate.

In addition, even this slight disaggregation
remains nore of a theoretical curiosity rather than
provi ding real conpetitive opportunity because of excessive
gl ue charges and non-functional operating support system
and neither anti-conpetitive conditions even in the few
states that have di saggragated union rates, there has been
no ability for new entrants to conpete. Therefore, the
Comm ssi on should continue to cal culate support at the study
area level in all states as it does under the current
system

Finally, because of the underlying predicate for
establ i shment of universal service system |ocal conpetition
has thus far been stymed. It is not necessary to inplenent
t he new high cost support system January 1991.

Section 254(a)(2) of the Act expressly authorizes
the Conmi ssion to establish a tinetable for inplenmentation
of the new universal service system That is consistent
wi th the standards and purposes of the Act. But there has
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been no entry into the |ocal exchange access market
sufficient to put conpetitive pressure on those existing
sources of universal service.

Therefore, the Conm ssion can and should |awfully
post pone i npl enentati on of the redesigned systemuntil such
conpetition arrives.

Thank you very nuch

CHAl RMAN KENNARD:  Thank you, M. Lubin. M.
Sichter?

MR, SICHTER. Yes, thank you. |I'mJimSichter,

Vi ce President of Regulatory Policy for the Sprint |ocal
tel ecom di vi si on

| want to start out with a few general
observations to put Sprint's proposal into sone context. To
begin with, | think we need to start with the reality of
today. And the reality of today is that the universal
service funding that exists, both inplicitly, and nore
inmplicitly, as well as explicitly, is indeed huge. The
Tel ecom Act requires that these inplicit subsidies be nade
explicit and recovered in a conpetitively neutral manner.

I ndeed, Sprint believes that the devel opnent of an explicit,
conpetitively neutral universal service fund is a
prerequisite to vibrant facility-based | ocal conpetition.
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We al so need to recognize that the only way to
reduce the size of the universal service funding that exists
today is to rate rebalancing. And we are certainly in
agreenent with others on this panel that have pointed out
that the level of local rates today is way bel ow t he
affordable levels. And that we need to have rate
rebal anci ng considered as a part of the solution to the
uni versal service problem

Finally, we do not need to create new revenues to
address uni versal service funding. The revenues exi st
today, and sinply need to be nore efficiently targeted to
acconplish the goals of the universal service.

G ven that background, Sprint's proposal is,
first, that the universal service funding be based on
forward | ooki ng econonic costs, that we have a national that
uni versal service fundi ng be assessed on state and
interstate revenues, that all services, all providers, al
custoners pay on an equitable basis. Thirdly, that the
benchmark for determ ning universal service should be set at
t he maxi num affordable rate | evels. Again, we need to
target subsidies to those who truly need it to keep them on
the network and not to maintain | ow subsidized |ocal rates
that are not necessarily to acconplish universal service
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goal s.

Support nust be nade portable and equitably
available to CLEC s as well as ILEC s. The plan nust be
revenued neutral at its inception. Again, any universal
service funding that an |ILE gets above and beyond today's
| evel s, nust be offset dollar for dollar wth reductions in
inmplicit subsidies.

And finally, universal service funding nust be
recovered through a uni form surcharge on end user bills.

Thank you.

CHAI RVAN KENNARD: Thank you very nmuch. W'Ill now
take a short break. Let's reconvene here at 20 minutes to
12. And we'll then go to some questioning of the panelists.
Thank you.

(Wher eupon, a short recess was taken.)

CHAI RVAN KENNARD: Ckay. |'d like to bring us
back to order, please, so that we can stay within striking
di stance of being on schedul e today.

We're now going to go into the Q and A phase of
our panel this nmorning. And I'd like to do this somewhat
freeform sort of like an oral argunent where Comm ssioners
here -- and you will get sone rebuttal time, | assure you.
So, that Comm ssioners can junp with questions as the spirit
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noves them

And | think in these discussions, it's always
useful if we can get a little bit of debate going anong the
panelists. Qoviously, you all have differing points of
view. You've all done a |ot of thinking about your issues.
And | think it would be nost helpful to us if we could get a
little point/counterpoint going. And I'd |ike to start that
of f by asking a couple of questions of M. Lubin and M.

Br own.

M. Lubin, you have advocated for sone tinme now
that the FCC should reduce the rate of interstate access
charges. And often times, your proposals are nmet with
opposition fromthe | ocal exchange carriers represented here
by M. Brown, who have argued that if we are to reduce
i nterstate access charges, than we woul d sonehow t hreat en
uni versal service.

So, | would like to ask each of you to coment on
that. And I1'd like, particularly to know, how much of the
uni versal service subsidy is today enbedded in access
charges? And what is the break off point? And if we were
to start a process of reducing access charges, how would we
reconcile that with the obligation to provide universal
service?

Heritage Reporting Corporation
(202) 628-4888



N

A W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

89

M. Lubin, would you like to start off?

MR LUBIN. Sure. Thank you for the question.
Very conplicated question, and it finally cones down to what
you believe is the cost standard, in ny view, for universal
service. That's one critical question.

The other critical question is, who are we
addressing? Are we addressing the major |ocal conpanies who
represent about 90 percent of the lines, or the truly rural
conpani es who represent five to seven percent of the |ines?

And so, ny remarks are going to address the 90
percent issue in terns of the major |ocal exchange conpanies
because | truly believe the small rural areas, as | said in
nmy comrents, that roughly 55 percent of their lines are in
densities that have a hundred |lines per square nmle. That
is a very, very high cost area and creates a uni que probl em

But for the 90 percent of the lines, the question
i's, what cross-standard do you use? The Commi ssion came out
and said forward | ooking. And now, there's a critical
gquestion is selection of a cost proxy tool and the inputs in
the |l evel of disaggregation. And if you select a study area
| evel of disaggregation for the large carriers, what you'l
find, at least with the inputs that we've |ooked at, would
say that the |local revenues including the interstate
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subscri ber line charges at a study area |level for the |large
maj or | ocal conpanies, the revenues are well in excess of
forward | ooki ng costs.

Therefore, fromny point of viewthe interstate
access fees -- again, if you pick the nodel, you pick the
I nputs and you pick a study area | evel of aggregation
consistent with how roughly 20 to 25 percent of the states
don't have di saggregation of the unbundled | oop, neaning it
Is already at a study area |level, what I, therefore,
conclude, with this interstate aside, because |'ve included
in that analysis. But the carrier to carrier access for the
major LEC s is not inplicit subsidy.

So, fromour point of view, given the logic | just
laid out, I would say to you, you can -- if you define
uni versal service at the |level of disaggregation that | just
described, | would say to you that carrier to carrier access
fees at the mpjor LEC |l evel, does not include inplicit
subsi dies for |ocal service.

And therefore, fromny point of view, if you did
the kind of things |I just said, you can set up a rul emaki ng
tonorrow to aggressively take access costs down with the
logic that | just laid out.

CHAI RVAN KENNARD: Thank you, M. Lubin. M.
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Br own?

MR BROMN: Well, it mght not surprise you that
"' mgoing to disagree with Joel.

CHAl RVAN KENNARD: That's why | asked both of you.

MR BROM: | think it's a fairly sinple problem
For generations, decades at |east, we have been subsidi zi ng
| ocal service with |long distance services. At divestiture,
that subsidy got rolled into access charges. At the access
ref orm deci sion a year ago, the Comm ssion set a target to
reduce access to forward | ooking costs and estimated that
was a reduction of $18.5 billion dollars.

Now, if you run the map, that $18.5 billion
dollars is roughly $10 per residential |ine per nonth of
support. Let ne cone at it froma different angle. |If you
take the sanme study | used to build the chart you have in
t he package using the staff conmon inputs, the average cost
per residential line is $26 per nonth. And I don't know
what the average residential rate is, but you know, 15 to 18
seens ballpark to me. So, there's -- you know, we've got
that $10 per nmonth that, you know, over tine, through the
separations process, very deliberately at Ozark and
Chattanooga and all the other places where the separations
evol ved, it was put in there.
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Now, what we've got to do is nove it out. And as
| mentioned, you know, Comm ssioner Wod has suggested a
phased approach. | think at sone point, you know, we have
to do one of two things. Either renpve it and replace it
wWith explicit support, or you know, maybe it's okay for
access charges to have a hi gher margin.

For exanple, in talking to the people that are
running the Media One conpetitive venture in Atlanta, they
tell me that one of the single nost inportant drivers in
building a facility-based network, is to be able to bypass
Bel | - South' s access charges. So, don't take them down
because that's going to take away our incentives.

So, we don't have to pull it out. But as |
nmentioned in nmy conments, | think we have to take a reasoned
approach to nanaging it as we go forward.

CHAI RVAN KENNARD: Wl |, certainly, you nentioned
that access charges are subsidizing |ocal rates. Certainly,
sonme of that subsidy is comng fromintrastate subsidies,
busi ness to residential and vertical services, intrastate
toll. How do we get a handle on the percentage of subsidy
frominterstate access versus the intrastate portion of the
subsi dy?

MR. BROMWN. Ckay. On the loop plan, that's
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all ocate 75 percent to the state, 25 to the Federal
jurisdiction. So, | think, you know there was sone
intuitive logic in the 25/ 75 split. The problem cones for
sone states -- and | should nention that sone states can
sol ve that 75 percent problemvery well thenselves. But in
other states, | think panelists said where you' ve got |arge
nunbers of high cost custoners and no maj or urban area that
gives you lots of |low cost custoners to spread it over

Take, for exanple, North Dakota. W' ve got 21
cents a mnute intrastate toll rate. W've got 7.6 cents
per mnute access rate on each end. W' ve got business
rates at three times residents rates. That's where the
support is comng from That's where the vulnerability is
because a | ot of those are bought by business custoners.

So, if you were to pile that on the North Dakota
custoner, that's where you get the spike like | was show ng.
South Dakota is in a simlar situation. They' ve got simlar
denographics. And the states that don't have this |arge
mass of | ow cost custoners to spread the cost over, that we
need sone nore help fromthe Federal jurisdiction.

CHAI RVAN KENNARD: COkay. M. Wller, did you want
to get in here?

MR, VWELLER M. Chairman, if | could just add
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sonething. | think | nentioned earlier that |ike nost
econom c problens, this one has constraints. The nunbers in
this chart have to add up and nmake sense relative to one
anot her .

The only way out of that fix is to assune a
different cost level. And that's basically what M. Lubin's
done. For exanple, we've done a study of our serving area
in Texas. |If we were to take UNE rates at the levels
predi cted by the HAl nodel that M. Lubin was using to nmake
his statenents about profitability of |ocal service, and if
GTE were to sell its entire current output at those UNE
rates, our revenue would fall by about 57 percent conpared

to where it i s now

So, that neans -- M. Lubin's statenment nay be
correct if you're willing to assunme that the overall |evel
of costs in the industry will sonehow magically fall by half
or two-thirds as a result of the FCC adopting an order. |'m

not sure that that's a reasonabl e assunpti on.

Let nme also note that if we do a study on
i ndi vi dual custoner segnents by the anpunt that they
purchased fromus, and if we now assunme, say, a CLEC coni ng
into that sanme serving area in Texas, and buying UNE s at
the interimrates that have been approved by the Texas
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Comm ssion, 78 percent of the residents custoners that we
serve today woul d not cover their costs, even if we include
all the revenues fromall the services that those custoners
buy, and if we use those UNE cost rates which are
substantially bel ow our current costs as the CLEC s cost
| evel .

CHAI RVAN KENNARD: |'d like to give M. Lubin an
opportunity to respond, and than we'll nove to one of ny
ot her col |l eagues here. M. Lubin?

MR. LUBIN. Thank you, Chairman. Dennis is
absolutely right in terns of a key conponent of what | said.
And that is, in GQenn's statenent, he used a nunber of $26
for the cost of local service. Dennis refers to you need
sonme kind of sonmething to check to. And | presune that's
ki nd of enbedded costs.

And what | have said is not predicated on enbedded
costs. Absolutely, unequivocally correct. It is based on
an estimate of forward | ooking costs of |ocal service. And
when you do that, |o and behold, you don't get this huge,
huge dil enma for the major LEC s.

And that's why, in ny hunbl e opinion, what the
condition did May of 1997 when it had an access reform order
that tal ked about a market-based strategy, it basically had
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a potential solution to the dilemm that said, "Mke |ocal
exchange conpetition work. Create the unbundled network
el enments. Go through and do everything and nmake the
operating systens support a reality."”

You create universal service using forward
| ooking. And you don't have to have a zero sum as Dennis
woul d tal k about, which would create a huge, huge fund. But
you create the soft-Ilanding approach that says, "Hey. Allow
conpetition to enter, and then if there is a drain, it wll
occur, theoretically, slowy."

And by the way, they' Il be in other businesses
because they woul d have presunmably net the checklist. The
problemand the dilenma is, it isn't working. That doesn't
nmean you should wal k away and use enbedded costs. | would
urge you still to continue to use forward | ooking.

But now, you cone into the square dilemma that I
posed. And that is if you do use forward | ooking, which is
what | urge you to do to create a USF, what do you do in
terms of access, because ny assertion is you can take access
down i mredi ately. And then the issue is, okay, are you
going to take $6 billion? That's Dennis's nunber earlier,
or $10 billion out of the systeminmedi ately.

And | think we need to debate that, because when
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people say to ne, "Hey. Conpetition and the business is
there,”" and we're draining their profits and their revenues,
| don't see it. | see interstate rates of return that each
year have been going up in a significant anmount. Even | ast
year when there was a July 1997 $1.5 billion taken out
because of the higher productivity factor reinitialized to
96, $1.5 billion taken out of the system

VWhat | see in April of 1998 show ng that 1997 rate
of returnis a rate of return that was approxi mately, siXx,
seven, eight percent higher than it was |ast year. And for
some conpanies, it was probably 10 to 15 percent higher
hitting 20 and 22 percent.

And so, fromny point of view, which is the point
earlier that says, "You know, can take sone steps.” And I
think the step is decide the tool, decide the inputs, decide
the | evel of aggregation, nake that decision, but you don't
have to inplenent it inmediately because this conpetition
isn't working the way in which it was envisioned. Thank
you.

CHAI RVAN KENNARD: Thank you, M. Lubin. | want
to go back to one of ny opening thenes which was foll ow the
noney, because, obviously, sonebody has to pay for these
subsidies. And that sonebody is the American consunmer. So,
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we have an obligation to make sure that that subsidy is used
in the nost efficient way possible.

|'ve proffered sone principles on universa
service, which really, fundanentally, are about that.
Maki ng sure that the subsidy is used in the nost efficient
manner. That we're not overfundi ng universal service.

Now, M. Lubin has proffered a way of doing that,
a forward | ooki ng cost nethodology. 1'd like to know if any
of the other of view have an alternative way of funding
uni versal service that is not using a forward | ooki ng cost
nmet hodol ogy, that still satisfies the principle of insuring
that these subsidies are used in the nost efficient manner
possi bl e.

M. Bush?

MR BUSH Let nme -- M. Chairman, let me try.
First off, our particular proposal fromthe state
per spective, involves the use of a forward | ooki ng nodel.
We propose the utilization of a forward | ooki ng nodel
conpared to the actual price that the consuner pays for the
uni versal service service set, as sizing the total universal
service fund. And it's a large fund. And indeed, as Dennis
has indi cated before, we have a large fund today. | nean,
it's enbedded in our inplicit rates.
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The issue for the -- that we believe for the
Comm ssion to deal with is howto size the interstate
conponent, the anount of support that the interstate
jurisdiction will provide. Qur argunent there is to take as
a starting point the conbined CCL, pixie and the existing
explicit support that is currently in the system translate
that into a support nechanismthat than flows to the states.
The states can than flow that to the truly high cost wire
centers, providing a specific portable interstate conponent
to offset the state burden.

CHAI RVAN KENNARD: M. Shi ffnman?

MR. SH FFMAN:  Thank you. The lynch pin of the ad
hoc approach is its 