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PROCEEDIL NGS

MR. KENNARD: Good norning, everyone, and wel cone.
| am pl eased that we are holding this En Banc hearing today,
as we prepare our report to Congress on universal service
and ot her issues.

As you know, the 1996 Tel ecomruni cati ons Act gave
us many inportant mssions here at the FCC, but two which
think are central and very inportant are to pronote
conpetition and to preserve an advanced uni versal service.

Now, sonetines people tell us that there are
t ensi ons between these two goals, and there are. |, for
one, believe that pronoting and advanci ng uni versal service
and facilitating conpetition need not be fundanentally
i nconmpatible. But it's going to take a |lot of hard work to
make sure that our universal service systemfor the country
remai ns rel evant and conpati ble as we nove to a nore
conpetitive marketplace environnment. It's going to take a
| ot of hard work by a | ot of stakeholders in this inportant
debat e.

In the four nonths that |'ve been Chairman, |'ve
spent a lot of time studying and tal king to peopl e about
uni versal service. W at the Comm ssion -- nyself and al
of ny coll eagues here have reached out to the states, to
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| earn nore about this issue. W have reached out to

I ndustry groups, as well. Al of us are totally commtted
to resolving the universal service issues that confront us
as qui ckly as we can.

| have outlined recently eight principles for
reform ng universal service for the new infornmation age.
I"'mvery interested in hearing responses to those principles
and hearing alternatives and new suggestions, as well.

Utimately, this problemthat we face in reformng
uni versal service requires that all of us work together
There are tensions here; we have got to acknow edge that.
There are tensions between the Federal Governnent and the
states, tensions between the rural and urban states,

t ensi ons between various sectors of the industry.

The only way we get this problemsolved is to do
what we're doing here today, which is to get the issues out
on the table, comunicate with one another, and try to cone
up with a resolution that works as best as we can for all.

So I"'mvery pleased that you are all here today.
We're going to have first a panel of distinguished state
conmm ssioners, and also Chris MLean fromthe Rural Utility
Service. Rather than introduce you all now, |'d appreciate
it if you would introduce yoursel ves before you give your
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presentations. | wll ask you to talk for about three to
five mnutes. W have our able tinekeeper here, R vera
Marshall, who wll be keeping tine.

Bef ore you begin, though, R chard Metzger, Chief
of our Common Carrier Bureau, will be giving us an overview.
And before we do that, I wll ask ny colleagues if they have
any introductory remarks. Conm ssioner Ness.

M5. NESS:. Thank you, M. Chairman. |, too, want
to wel cone everyone who has agreed to participate in this
di scussi on today.

As the one person here at the bench who actually
participated in our prior decisions quite extensively, both
as a nenber throughout the period of tine on the Joint
Board, as well as a voting comm ssioner, I'mquite famliar
with what we did. I'mquite famliar with the agony that we
went through, both at the Joint Board level, as well as at
the Conmi ssion level, to come up with a very tentative
conclusion as to how this could be handl ed under the
circunstances. That is, 75/25 decision, specifically.

Personal ly, |'ve never believed that high-cost
support shoul d be based on existing jurisdictional divides.
| have al ways believed, and have said so publicly throughout
t he deci si on-maki ng process, that we are one nation. And
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that we all benefit trenmendously from having every single
person in this country have access to tel ephone service.
And | do believe that Congress neant to preserve and expand
that coommtnent, as a nation, to universal service.

But we worked, we | abored very hard in the Joint
Board to cone up with a solution. W had a very limted
period of tinme in which to do it, and we nade enor nous
progress as a Joint Board. | was very proud to serve on
that Joint Board. The work was difficult, but everyone
wor ked very wel | together.

Sone of the state nenbers of the Joint Board al so
agreed that the funding for universal service should | ook
toward both inter- and intra-state revenues. Sone
di sagreed. At the end of the day, it was clear that this
was an i ssue on which states were divided, and any attenpt
to establish a conprehensive regi ne woul d be subject to the
sanme kind of litigation that we saw energing at that tinme on
the interconnection order. And certainly the Eighth Grcuit
decision ultimately gave us hesitation as we went through
the process of determ ning what to do with universa
servi ce.

Thus, what we did was essentially, in nmy view, put
in a place holder; to say if we can't cone up with a better
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solution, this is the solution that we think is consistent
with the Act, and does not inpose enornous burdens on the
state because we have left in place many of the inplicit
subsidies, largely intrastate subsidies. That has to be
dealt with. And if there is additional support that's
needed for individual states, let's figure out a nechani sm
for addressing that. But in the neantine, we cane up with a
sol ution that we thought was consistent with the Act, and
urged the states to work with us in perhaps comng up with a
better sol ution.

And i ndeed, NARUC, particularly nenbers of the
Communi cations Committee of NARUC, were very brave in
undertaking to try to see if there could be a different
solution. In that respect, | want to commend Bob Brough.
want to comrend Tom Wel sh and Dave Baker, Tom from Mi ne,
Dave Baker from Georgia, joined by Russ Frisbee fromthe
great state of Maryland, and Tom Del aney from New York, in
trying to craft a solution bringing it to the Conmunicati ons
Committee, repeatedly reporting on progress, encouraging
others to participate in that process.

| am hopeful -- | know we will be hearing a little
bit about that ad hoc solution. | am hopeful that that
process and ot her ideas that have been floating around at
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NARUC from TI AP and others will help us to finalize that.

But | wanted to give in this opening statenent a
little bit of background as to why we issued the orders that
we did; what our thinking was at the tine, and where we are
t oday.

Thank you, M. Chairnman.

MR. KENNARD: Thank you, Conm ssi oner.
Comm ssi oner Furchtgott- Roth.

MR. FURCHTGOTT- ROTH: Thank you, M. Chairnman.
And | would like to echo your fine opening statenent, and
t hat of Conm ssioner Ness. | |look forward to both of your
continuing | eadership on these issues, M. Chairman, in your
capacity as Chairman, and Commr ssioner Ness in your capacity
as Chair of the Joint Board on Universal Service. And I
| ook forward to working with all of ny coll eagues on these
very difficult issues. And I |ook forward to this hearing.

Thank you.

MR. KENNARD: Conmi ssi oner Powel | .

MR. PONELL: | have no opening statenent,

MR. KENNARD: Commi ssioner Tristani.
M5. TRISTANI: M. Chairman, |, too, want to
wel cone all the participants here today. And | can't help
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but say a few words.

As many of you know, |I'mfrom New Mexico. I'ma
former State Comm ssioner. |In comng from New Mexico, |
can't help but state that | think it is critical that this
Comm ssion ensure that universal service continues to work
for all Americans.

It's because of universal service that nost
Aneri cans have tel ephone service, affordable tel ephone
service, whether they live in Washington, D.C , New York, or
in places in New Mexico, Montana, North Dakota, all those
very renote areas.

W are the envy of the world -- our technol ogy,
our infrastructure, the way we have Anericans connected. |
woul d hate to see that Anericans start to get disconnected
because we don't get this right.

| know that the Comm ssion is doing everything it
can, and before | joined it was doing everything it could to
ensure that. But it is critical. It's, in nmy view, the
nost inportant thing this Comm ssion is doing. And with
that, I'd Iike to welcome you again, and | ook forward to
heari ng what you have to say.

MR. KENNARD: Thank you, Comm ssioner. W wl|
start now with Richard Metzger, Chief of the Conmon Carrier
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Bureau. Richard will give a brief overview
MR. METZGER: Thank you, and good nor ni ng,
M . Chai rman and Conmm ssi oners.

Anmong the issues the Conmssion is to address in
Its report to Congress next nonth is the percentage of
uni versal service support provided by federal nechanisns,
and the revenue base fromwhich that support is derived.

Before you hear fromthe two panels of experts
that have graciously agreed to appear here this norning to
di scuss these issues, we thought it mght be useful to set
the stage for that discussion by providing a brief sumary
of the background of these issues.

As you know, Section 254 of the Act directed the
Commi ssion to reformthe existing system of universal
service support for high-cost areas, to nmake that support
conpatible with the energence of conpetitive | ocal
t el econmuni cati ons mar ket s.

Pursuant to that directive, the Comm ssion, in an
order issued |last May, acted on the Universal Service Joint
Board' s recomendati ons for inplenenting federal universa
service support for rural, insular, and high-cost areas.

Consi stent with those recommendati ons, the
Comm ssi on concl uded that federal support should be based on
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11
t he forward-I ooki ng econom c cost of the network facilities
and functions used to provide the tel ecomuni cations
services eligible for support.

The Comm ssion further held that the amount of
that federal assistance should provide support for a portion
of the difference between the forward-|ooking econom c cost
of the supported service, and a revenue benchmark. The
revenue benchmark is intended to take account of revenues
that an eligible | ocal exchange carrier receives from
provi di ng the supported service, including revenues from
vertical services, local service, and interstate and
intrastate access services.

The Conmmi ssion al so concl uded that the federal
uni versal service nmechanismfor rural, insular, and
hi gh- cost areas shoul d support 25 percent of the difference
bet ween the forward-|ooking econonmi c cost of providing the
supported service and the revenue benchmark.

The Conmi ssion reasoned that assignnent of this
share of support to the federal nechani sm approxi nated the
cost of providing the supported network facilities that
hi storically had been recovered by | ocal tel ephone conpanies
fromtheir charges for interstate services. Since 1984
t hose costs have been recovered through the FCC system of
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i nterstate access charges.

The Comm ssion's decision essentially requires
federal universal service support that is currently
recovered from |l ong-di stance conpani es through access
charges, to be renoved fromthose charges and recovered from
all interstate tel ecomrunications carriers through their
charges for interstate services. Thus, the order |argely
preserved the existing division of responsibility between
the FCC and the states for providing support for rural,

i nsul ar, and hi gh-cost areas.

I n addition, consistent with the novenent froma
systemof inplicit to a systemof explicit universal
service, the Comm ssion's order directs those conpanies to
reduce their access charges, interstate access charges, by
t he amounts received fromthe new federal support nechani sm

The Conmi ssion expressly recognized in its order
that it was not attenpting to identify existing
state-determned intrastate inplicit universal service
support nechanisns. Nor was it attenpting to convert such
inplicit intrastate nechanisnms into explicit federa
uni versal service support.

Rat her, consistent with the provisions of the
Conmruni cations Act, states are, in the first instance, to be
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13
responsi ble for identifying inplicit intrastate universal
service support. As states undertook this process, however,
the Comm ssion stated that it was open to assessi ng whet her
addi tional federal universal service support was necessary
to ensure that quality services remain available at just,
reasonabl e, and affordabl e rates.

And that, in brief, at |least, is the background
for the two panels that you wll hear over the next couple
of hours. So without further delay, | would invite the
first set of panelists to begin their presentations.

Thank you.

MR. KENNARD: Thank you, Richard. Conm ssioner
Hagen, | was readi ng your bio, that you were serving your
37th year on the North Dakota Public Service Conm ssion.
That is quite a distinguished record of service, and we are
delighted that you are here today.

MR. HAGEN. Thank you very nmuch. It's a pleasure
to be here.

Good norning. M nane is Bruce Hagen. | am North
Dakot a Public Service Conm ssioner. | amhere today to
represent my Conm ssion and the interest of high-cost areas
such as North Dakota. And I want to thank the FCC for
inviting ne to be a part of this very inportant panel
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di scussi on today.

The FCC s proposal requires a 75/25 split of
fundi ng between the state and federal jurisdictions. The
75/ 25 split will threaten the affordability in sone states,

I ncl udi ng North Dakot a.

The cost of universal service on our custoners is
driven by the nunber of high-cost custoners, the range of
cost, and the nunmber of |ow cost custoners over which to
spread t he burden.

North Dakota is an exanple of the
wor st - case scenario. It has a |arge nunber of high-cost
custoners, a small nunber of |ow cost custoners, and a w de
range of costs.

The nonthly | oop cost, as estinated by the
hal f-yield 5.0 nodel, using the North Dakota
staff-reconmended i nputs for our nost thinly popul at ed
census block in the northwest corner of our state, is $932
per nonth, per line per nonth, or over $11,000 per |ine per
year. And that's, it's 50 percent higher using the
benchmar k cost proxy nodel .

What does the current proposed separated fund nean
to North Dakota? North Dakota's popul ation density is 3.42
househol ds per square mle. The national population density
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I's 29.31 househol ds per square mle. A 13.7 billion
national fund would require an ei ght percent national
surcharge. A 13.7 billion separated fund would require a
42 percent intrastate surcharge on North Dakota rate-paye
for 75 percent -- and that is the worst-case scenario --
the cost, and a five percent interstate surcharge of 25
percent of the cost.

The attached graph shows nore explicitly the hu
burden our residents would have to assune to support a 13
billion national fund, at the proposed 75/25 split.

Qur tel ephone conpani es are concerned about the
burden our residents will have to carry. US West is

concerned because its custoners are uniquely inpacted.

US West serves a unique territory in all 14 of
states. It serves the |argest geographical area of any
RBOC. It's one of the smallest RBOCs in terns of access
lines. It has the fewest urban lines and the nost rural
lines. It owns and operates nore rural sw tches than any
RBOC. It has switches that serve fewer access |lines than
any other RBOC. It has a greater percentage of its

custoners extrene distances fromits central offices than
any other, than any RBOC. It has a greater percentage of
its custoners in ultra-lowdensity areas than any ot her
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RBCC.

Qur rural conpani es are concerned because the
potential 42 percent surcharge will nake tel ephone service
for many of its custoners unaffordable. Qur citizens are
concerned because of the heavy | oad they are being asked to
carry.

The problem foreseen by our State Legislative
Panel, and | sit on that -- it's called the Regul atory
Ref orm Revi ew Comm ssion -- and by the North Dakota Public
Service Commission is that in a geographically rural state
like North Dakota, city-dwellers are really going to get
socked. W believe there should be just one high-cost
fundi ng nechani sm the national one, even at a slightly
hi gher cost to people in places |ike New York and Los
Angel es.

In a letter to the FCC, Dr. Florine R Ritano,
past Director of the Colorado Rural Devel opnent Counci
stated, and | quote, "The FCC s 75/25 split for funding the
uni versal service fund is a patently inequitable funding
schene that benefits the densely popul ated coastal states,
whi l e placing an inordi nate burden on the sparsely popul at ed
frontier states of the West."

The North Dakota PFC agrees. The follow ng table
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17
conpares -- and that's on page six -- conpares the burden on
| ow- cost custoners in North Dakota, Washington, D.C., and
New Jersey. Lowcost lines in D.C. have no high-cost |ines
to support. A high-cost line in New Jersey has 6.52
| ow-cost |ines to support them A high-cost line in North
Dakota has 1.14 lowcost lines to support them

Nort h Dakota, with a base of 428,000 |ines, has
48,060 of those lines in very high-cost areas. |In contrast,
New Jersey, with a |line base of 5,927,000 |lines, only has
1150 of those lines in very high-cost areas, 47,000 |ess
i nes than North Dakot a.

Because North Dakota high-cost custoners are very
hi gh cost, the burden on the North Dakota | ow cost customner
i s even greater

Finally, requiring high-cost, |owdensity states
like North Dakota to cover 75 percent of the universal
service support will not ensure the federal mandate for
affordability of rates. Nor will it ensure the federal
mandate for conparability of rates between urban and rural
areas, or between urban areas in |owcost states and urban
areas in high-cost states.

Because the nation as a whol e benefits when
everyone can afford tel ephone service, everyone should share
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in the responsibility of ensuring that affordability. A
vi abl e nati onal tel ecomunications network is in everybody's
best interest, and therefore should be naintained only with
a fully-funded national high-cost fund.

And | thank you very nmuch for the opportunity to
appear.

MR. KENNARD: Thank you, Conm ssi oner.

Comm ssi oner -- Chairperson Johnson, | wanted to thank you
in particular for appearing today on very, very short
notice. There are advantages to having our neighbors in
D.C. who can get here quickly. And | really appreciate that
you were able to fit us into your busy schedul e.

MS5. JOHNSON: Thank you very nuch, M. Chairnman.
Because of the short notice, | don't have any prepared
remarks this norning. But | amvery happy to be here to
take perhaps not quite an opposite view, but to allowthe
Commi ssion to hear froma state, for the purposes of the
Tel econmuni cations Act, that is a totally urban state.

W are a lowcost state. Per capita, the citizens
of the District of Colunbia contribute nore to the federal
uni versal service fund than any other state in the nation.
And we believe and agree with all of our other sister states
that tel ecomruni cations service, basic service is inportant

Heritage Reporting Corporation
(202) 628-4888



N

A W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

19
for all Americans. W are happy to contribute to that.

What gives us quite a bit of pause in the District
of Colunmbia is the fact that the dollars that cone out of
our state go to support -- | don't know how to characterize
them but some citizens in rural states who choose to live
in rural states, who are not or would not otherw se be
eligible for universal service support.

I wll pick, at the risk of being criticized
| ater, Aspen, Col orado, where you have a nunber of high-
income citizens who live in a rural area. And under the
pl an, their tel ephone service would be subsidized through
t he federal universal service support system |In the
District of Colunbia, we believe that that's patently
unfair.

Qur city is one of the very rich and the very
poor, as you all know. W have the highest TRS costs of any
state in the nation. Because of Galludette University, the
federal universal support fund does not recognize that our
citizens subsidize that TRS service. So our interests are a
little bit different than the other states.

Not contrary to them

But | would ask, as the FCC goes forward and
consi ders universal service support and how you are asking
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states to contribute, to try to take into account at the
full est extent possible the varying degrees of differences
anong the states. W are not asking for special treatnent
in the District of Colunbia. But as Bruce said, we are a
| ow-cost state. We are urban. W are |lucky to be urban, |
guess. W don't have any farns or nountains or pastures.
But in essence, the way the universal service support fund
Is structured now, our citizens are being penalized.

W would like to see the FCC cone up with a
uni versal service support system and fundi ng mechani smt hat
allows our citizens to contribute fairly. W think we are
contributing to a disproportionate anount to this fund,
based on the distinct characteristics of the state in which
we |ive.

Thank you.

MR. KENNARD: Thank you very nmuch. Chairnman
Vel ch.

MR. VELCH.  Chairman Kennard, nenbers of the
Comm ssi on, good norni ng.

As Chai rman Kennard has stated, there is no
fundanment al i nconsi stency between the Act's dual objectives
of preserving and enhanci ng uni versal service, and of
creating effective conpetition in all tel ecomunications
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mar ket s.

Conpetition will ensure this country remains at
the forefront of innovation and capital formation.

Uni versal service will ensure that the benefits of
conpetition are realized by all our citizens.

For universal service to be achieved in
fully-conpetitive markets, however, the current franmework
for assisting high-cost areas of the country is inadequate
and shoul d be repl aced.

Moreover, | believe the proposal contained in the
Commi ssion's May 8, 1997 order, sonetines referred to as the
75/ 25 approach, fails to address the fact that wthout
sufficient direct support for basic rates, the rates for
custoners in sone areas will be neither affordable nor
reasonably conparable to the rates available in urban areas.

Let nme describe both the nature of the problem and
the outlines of a possible solution.

As Commi ssi oner Hagen has just graphically
described, there are nany states where the nunber of
custoners served in high-cost areas is so large relative to
t he nunber of custoners served in | owcost areas, that if
left entirely to its own resources, a state would have to
| npose enornous surcharges on its | ow cost custoners to
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bring its high-cost custoners wthin hailing distance of
either conparability or affordability.

A conparison of two states -- California and
Vernmont -- illustrates the problem |In both states, the
cost per line neasured on a forward-|ooking basis is roughly
the sane for each density zone.

For exanple, where the density is fromfive to 100
custoners per square mle, the costs in both states are a
bit over $40 per line. Wuere the density is over 10, 000
custoners per square mle, costs for both states are around
$10.

But there is no simlarity between California and
Ver nont when you neasure the proportion of lines in each
density category. In California, fewer than five percent of
the lines are in the five-to-100-density zone. In Vernont,
about 30 percent are in such sparsely popul ated areas.

On the other hand, in California nore than 30
percent of custoners live in areas where there are nore than
10,000 lines per square mle. Vernont has only about five
percent of its custoners in such typically | ow cost areas.

Unlike California, Vernont sinply does not have
enough | owcost lines to of fset the higher-cost |ines, and
reach a bal ance that is consistent with the Act.
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The existing systemfor distributing support to
hi gh- cost areas cannot reasonably coexist with a conpetitive
mar ket. Because, anong ot her things, the anpbunt of support
available to an entrant or to an incunbent woul d depend upon
the characteristics of the incunbent -- for exanple, whether
It serves nore or fewer than 200,000 I|ines.

In the old days of inplicit subsidies, it may have
been expedient to differentiate anong carriers based upon
their size. Were subsidies nust be explicit and portable,
such distinctions are untenabl e.

The 75/ 25 approach |ikewi se falls short. First,
by directing support to reducing interstate access rates,
the proposal fails to provide any federal support at all for
| ocal rates for custonmers living in high-cost areas. That
obligation would fall entirely to the states.

Second, because this approach would fund only 25
percent of the need, states with a disproportionate numnber
of custoners who live in high-cost areas will sinply be
unable to nmeet their burden without vastly distorting the
rates that nust be charged to custoners in their relatively
few | ow cost areas.

There is, however, another way. Chairman Kennard
has articul ated the purpose of a federal high-cost fund as a
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safety net. | suggest that net should cone into play where
states cannot, by virtue of their geographic characteristics
and the distribution of their popul ations, generate for
t hensel ves enough support to ensure that all their citizens
enj oy basic tel ecomruni cations services at rates that
satisfy the Act's standards for affordability and
conparability.

Put anot her way, the anpbunt of federal support
available to any state would be limted to the anount needed
by that state that exceeds the anount that the state can
raise fromwithin its own borders by balancing its own | ow
and hi gh-cost areas. The anount of federal support would
t hus assune that each state has taken care of its owmn. This
approach expressly recogni zes that the universal service
obligation of the Act is appropriately shared by the state
commi ssi ons and the FCC

The proposal acconpanying these remarks, which is
a slightly revised version of an ex parte subnm ssion filed
on February 10 by the Commi ssions of Mine, New -- of
Vermont and New York, outlines an approach that nay serve as
a useful nodel for reformof the high-cost fund.

The proposal grew fromefforts by state
commi ssi oners representing a broad range of interests to see
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If we could find common ground. W recogni ze that any sound
approach should be consistent with the needs of conpetition,
shoul d provide sufficient support to satisfy their
conparabl e rates standard of the Act, and woul d necessarily
I nvol ve significant conprom se by all.

Wiile we continue to work to refine the proposal,
| believe it represents a fair and bal anced nodel that could
serve effectively as we nove into the uncharted waters of
| ocal conpetition.

W do not have tine this norning for a ful
recitation of the proposal. In broad outline, federal
support woul d be given only where a state's average costs,
nmeasured by the | esser of inbedded or forward-I|ooking costs,
exceeded the national average.

The proposal al so includes provisions to ensure
that carriers and their custonmers who receive support under
the existing systemare not placed at a di sadvantage. W
estimate the proposal will result in only a nodest increase
in the overall level of high-cost funding, and thus, in our
view, would keep the fund at a |l evel that does not inpede
the grom h of conpetition.

The states, including Maine and its rural
counterparts, are conmitted to opening our narkets and
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bringing the benefits of conpetition prom sed by the Act to
our citizens. W are just as conmtted to finding a way to
be sure that the tel ecomunications needs of our citizens
who live in the areas that are costly to serve are net at
affordabl e rates that are conparable to the rates avail able
to their nore concentrated brethren.

| encourage you to consider the approach |I have
outlined today. Thank you for the opportunity to be here
t hi s norning.

MR. KENNARD: Thank you very much. M. MLean.

MR. MCLEAN: Thank you, Chairman and nenbers of
the Conmission. |It's an honor and pleasure to be here
t oday.

Uni versal service enbraces the very essence of
Anerica -- one nation, indivisible. No principle is nore
fundanmental to tel econmunications policy. The
Communi cations Act of 1934 has as its purpose to nake
available to all people of the United States a rapid,
efficient, nationw de, and worl dw de conmuni cati ons servi ce,
W th adequate facilities and at reasonabl e charges.

Si xty years | ater, the Congress and the President
sought to secure the prom se of the 1934 Act by making
uni versal service the central focus of the
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Tel ecommuni cati ons Act of 1996.

In evaluating the 75/ 25 percent proposal, it
shoul d be applied to those principles of universal service
contained in the Act. The Rural Utility Service believes
that the 25 percent |[imtation on federal support conflicts
with the Act's universal service principles.

WIIl it provide just, reasonable, and affordable
rates? Leaving individual states responsible for 75 percent
of universal service costs will have a profound and dramatic
effect on rates. Participants in this proceedi ng have
reported that rates will need to increase in 39 states to
mai ntain current |evels of service.

In South Dakota rates would increase 50 percent.
In Woning recovery woul d need to increase by $51. 75 per
cust oner.

Does the proposal provide for conparable rates and
services? Gven the great disparities between each state's
ability to absorb 75-percent responsibility for universal
service, rates in rural areas will certainly increase, and
quality of service will certainly decrease. States with the
greatest universal service burden are states with the
hi ghest costs, |argest geography, and small est popul ati ons.

In urban areas and profit centers, conpetition
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wll drive down rates. The result will be vast differences
bet ween rural and urban rates.

Infrastructure is sinply nore expensive in 80
percent of Anerica that is rural. The Rural Wility Service
wor ks closely with over 900 snmall, rural tel ephone conpanies
and cooperatives to provide reliable, quality, and
af f ordabl e tel ecomuni cati ons servi ces.

On average, plant costs for those service
providers are three tines the costs of their urban
counterparts.

Does the proposal provide for an evolving | evel of
service? The Act defines universal service as an evol ving
| evel of teleconmmunications services established by the
Comm ssi on, and once established, supported by federal
uni versal service support nechani smns.

Under the current universal service fornmula, rura
states with the greatest need will be unable to provide
sufficient support for existing |levels of service, let alone
provi de for new, evolving |evels of service.

Is the plan equitable and non-di scrimnatory? The
25/ 75 plan is not equitable, because it places the highest
burden on consumers in the nost rural states. It is
di scrimnatory because it does not require al
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t el econmuni cations carriers to contribute and to support
uni versal service as required by the Act.

Is the plan specific, predictable, and sufficient?
The May 8 order does provide for a specific and predictable
| evel of support, but one which is not sufficient to support
the federal definition of core services at just, reasonable,
and affordabl e rates.

There are a host of current federal nmechani sns of
uni versal service support, including DEM wei ghting, the
averagi ng of access costs, current universal service fund
support, and long-term support. The 25-percent limtation
on future federal universal service support will not equa
even the current |evels of federal support.

Measured agai nst the act's universal service
principles, the 25-percent plan does not appear to conply
with the Act.

The uncertain environnent related to the future
avai lability of federal support is having an adverse effect
on infrastructure investnment in rural areas. Qur US
borrowers are reporting a reluctance to invest in new plant
and equi pnent, due in part to the uncertain universal
service environnent.

It is inportant that the Conmm ssion devel op an
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open and clear transition plan that sets forth markers for
neeting the goals of the Act -- an open conpetitive market,
an adequate, sufficient universal service support -- while
mtigating unnecessary rate inpacts on individual consuners.
The federal commtnent to universal service predates the
creation of this Comm ssion. The Tel ecommuni cations Act of
1996 changed a great many things, but did not, but it did
not change that fundanental federal comm tnent.

The Rural Utility Service has been pleased to
comment on this and ot her proceedings. W stand ready to
assi st the Commission in assuring that the prom ses of the
Conmruni cati ons Act of 1934, the Rural Electrification Act of
1936, our authorizing statute, and the Tel ecomruni cati ons
Act of 1996 are kept to all Americans of this one nation.

MR, KENNARD: Thank you very nuch. Questions for
our di stinguished panelists? Conm ssioner Ness?

M5. NESS: Thank you, M. Chairnman. Conmm ssioner
Hagen, on average, what do residents of North Dakota pay for
| ocal service?

MR. HAGEN. In the cities |ike Bismarck, about 12
and a half. In rural, it can average -- we have one,
practically nothing, down around six dollars | think it is
in Mnot, up to about $25, $26, Consolidated Tel ephone
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Conpany, in rural. They serve around Di cki nson and the
western part of the state.

M5. NESS: Chai rwonan Johnson, can you tell ne,
pl ease, on average, what your residents of the District of
Col unbi a pay for |ocal service?

M5. JOHNSON: On average, the nonthly rate is
about $13. W have quite a few subsidies for citizens of
the District of Colunbia. W have rates as |ow as one
dollar for senior citizens that neet certain incone
gui delines. W also have a basic nessage rate plan for nany
of our citizens at three dollars per nonth, again subsidized
for the lowinconme citizens in the District of Col unbia.

M5. NESS: Commi ssioner Wl ch?

MR. VWELCH. The basic rates currently hover around
$12 or $13, although we have before us a proposal right now
t hat woul d reduce our very high access charges and rai se
basi c rates by about another $3.50. So they may go up to
about $15 or $16.

M5. NESS: | ask that because, inplicit in
everything that has been said has been the cost to the
consuner. And | amvery concerned about the cost to the
consuner, so that all of our citizens can afford tel ephone
service. But the rates vary fromstate to state, fromcity
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to town, whatever it mght be.

Is there a way of -- do you look at that issue in
your ad hoc proposal? | raise that because the Conm ssion
had a benchmark whi ch was based on the revenues per I|ine.
Yours is based on the cost to the carrier per line. Can you
comment a little bit on the pros and cons of those two
approaches? And what that neans, as far as what the
I ndi vi dual consuner pays for service?

MR, VWELCH. Yes, | would be pleased to. One of
t he reasons the ad hoc proposal selected a cost basis rather
than a revenue basis is that revenue conparisons tend to be
very difficult. And the exanple | gave for Maine's rates is
probably indicative.

If you just | ooked at Maine's basic nonthly
charge, it would appear to be | ower than, say, the charge in
D.C. If you conbine it with Maine's toll rates, which
average about 50 cents a minute at tinmes, it's not clear
that that conparison is apt. And in fact, there is a | ot of
rebal anci ng going on around the country that makes any
snapshot picture just looking at a particular rate difficult
to achi eve.

So we addressed it by, in a sense, assuming that a
state would do what it needed to do in the rebal anci ng area.
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And in terns of balancing its own internal subsidies. So
that if you match the cost conponents of the USF, you would
ultimately enable a state to reach parity to the extent that
particular state believed it was essential, through the kind
of USF funding we are descri bi ng.

M5. NESS: Okay. Does anyone el se want to conment
on that issue, of what a consuner pays versus what the cost
of the Iine mght be? Any other coments? Chris?

MR MCLEAN: | would think it's inportant to
realize that a six-dollar line in a place perhaps like North
Dakota or another rural area is only able to have a calling
scope that could reach a few hundred people. So that it's
not a fair conparison to look at the cost to the District of
Col unmbi a, where you could reach perhaps several mllion
people for a local rate.

M5. NESS: GCkay. In your ad hoc proposal,
Comm ssi oner Wl ch, you tal k about hol ding harml ess, |
bel i eve on a conpany-by-conpany basis. So that a conpany
that is getting a significant amount of support presently
woul d continue to receive exactly that anount, if not nore.
Is that correct?

MR. VWELCH. That is correct.

M5. NESS: What incentives would be built into
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your proposal to encourage cost savings? W are in a
declining-cost industry. And if we are just hol ding
harm ess, what would be the incentive for a conpany to try
to reduce its costs?

MR VWELCH. | think you would be left wth,
although I don't want to understate the inportance of this,
the traditional role of the State Conm ssions to ensure that
rates are provided at efficient, at efficient costs. And we
woul d expect that, as conpetition began to drive costs down,
that the benchmar ks agai nst which the performance of any
particul ar conpany woul d be nmeasured, even the snaller
conpani es, would tend to drive, to force that conpany to
neet standards of greater efficiency. Regardless of the
| evel of federal support it was given.

M5. NESS: |In tal king about the need to nmake sure
that all citizens have affordabl e tel ephone service,
Comm ssi oner Hagen and Chris MLean, you tal k about it
having to be a federal subsidy. The federal subsidy so far
has been referred to -- and | believe, Comm ssioner \Welch,
your proposal also refers to it -- as being frominterstate
carriers. The Act provides that it has to be interstate
carriers.

The question is, should it be pulled fromor based
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upon revenues that are interstate revenues or intrastate
revenues as well? Wuld the three of you comment on the
I ssue as to whether or not we ought to be pulling from both
inter- and intrastate revenues of interstate carriers? O
shoul d the burden be solely on the interstate portion to
fund what is essentially an intrastate service?

Comm ssi oner Hagen.

MR. HAGEN. | suppose you woul d probably naturally
like to have just an interstate fund. But you have to be
fair, and we know that. And in spite of what | testified,
and that is our position, | happen to |ike Tom Wl ch's study
very much; | think there is a lot in there.

| think you really have to | ook at probably
interstate and intrastate. But work out sonmething that is
fair.

The FCC has got a very tough job. And | think
speak for all Comm ssioners in all 50 states. W know it.
We know you are working hard at it. And the fact that you
are listening to us is tremendous. And we have great faith
that when you put all of the A through Z things together, we
are going to be comng out all right.

And | would say even further than that, even if it
doesn't work 100 percent of what we all may want and i ke,
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you can correct it down the road.

M5. NESS: Conm ssioner Wl ch.

MR WELCH. | certainly agree that a case can be
made that any fundi ng should be drawn from as broad a source
as you can find.

| think that the ad hoc proposal addresses the
question of funding with a horizontal cut, in that the
states, to the extent they would need to provide the bal ance
wi thin thensel ves, would be drawing fromtheir own resources
to get up to this nationally average level. And only after
the states had reached that |evel would any federal support
ki ck in.

So under the proposal, we consider it appropriate
for that to be the portion that would conme frominterstate
revenues. Because the plan sort of assunes that you have
pi cked up whatever you need to to get up to the nationa
average fromintrastate revenues.

So | think it would be appropriate to have this,
this safety net federal fund drawn frominterstate revenues.

M5. NESS: Chris?

MR, MCLEAN. First, we would prefer that the term
be support. W don't consider universal service to be a
subsidy. And the service has observed that the Comm ssion's
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approach to schools, libraries, and rural health care would
conply with the principles of the Act. So that is certainly
an option that | believe the Conm ssi on acknow edged that it
has the power and authority and jurisdiction to take a
nati onal approach. And certainly we wouldn't have as nmany
difficulties with issues of conparability and sufficient
| evel s of support to assure just, reasonable, affordable
rates.

MS5. NESS:. Comm ssioner Wl ch, your -- can you
tell me how many states, both high-cost states and then
| ow- cost states, support your ad hoc proposal ?

MR, WELCH. | want to be careful in ny response,
because we have never polled themfor whether they agree
with everything in the plan.

There were 14 states who signed a recent pleading
to this Conm ssion, states both high- and | ow cost, who
i ndi cat ed general support. There are states other than that
who have al so indicated varying |l evels of support, and there
are a nunber who have expressed indifference. And there is
a small nunber who have opposed it.

| think the support cones from both high- and
| ow-cost states. And we continue to work to see if there
are particular ways in which the plan can be adapted to
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assure that the legitinmate concerns of other states are
addr essed.

M5. NESS: kay. Chairman Johnson, do you feel
that it is inappropriate for a |l owcost state to provide any
support for expenses in a high-cost state?

M5. JOHNSON. Onh, absolutely not, Conm ssioner
Ness. W believe that the District of Colunbia ought to pay
into the fund. | nean, | have had a chance to | ook at
Comm ssioner Welch's plan. | believe that it is probably
the fairest approach to it, by asking states to take care of
their own first out of intrastate revenues, and have the
Federal Governnment subsidize or support whatever the
remai ni ng anount is.

By no nmeans do | wi sh to suggest by ny remarks
that the District of Colunbia believes that it should not
contribute to the universal service fund. Qur difficulty is
that we are a paying state, a payor state, in all instances,
under any scenario, including the one devel oped by
Comm ssioner Welch. W are sinply asking that, as the FCC
develops its plan, you take into account the peculiarities
of our state as you try to decide how nmuch you are asking
our citizens to contribute to a federal universal service
fund.
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M5. NESS: W thout expressing any comrent on the
subst ance of your plan or an opinion on the substance of
your plan, | do want to thank you so nmuch for all of the
effort that you and fell ow conm ssi oners have nade toward
comng up with a solution. It is an extraordinarily
difficult problem as Comm ssioner Hagen so el oquently
stated. And it's one that, for ne, I"mparticularly
grateful so many state conm ssioners have really rolled up
their sleeves, have |looked at it as an issue that affects
the entire country, as opposed to the specific interests of
their owmn state, and have really tried to work together to
come up to a solution

So | want to thank all of you for that effort.
And that is the end of ny questions, M. Chairmn.

MR. KENNARD: Thank you, Comm ssioner.
Commi ssi oner Furchtgott - Rot h.

MR, FURCHTGOIT- ROTH: Thank you, M. Chairnan.
And | would like to thank the staff for putting together
this very fine panel and this entire hearing this norning.
And I'd |ike to thank the panelists for their very
informative views.

It's always a pleasure to hear fromthe states.
And it's always a pleasure to see Chris MLean, who has
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al ways been a very forceful and articul ate advocate for
rural interests.

Comm ssi oner Ness has done a very fine job of
aski ng several questions that | had hoped to ask. And |
just would like to follow up on a couple of these.

Chai rman Johnson, 1'd |like to go back to the
question of your views on whether a federal fund can,
whet her the FCC has the authority to devel op a federal fund
based on intrastate services. | think Comm ssioner Ness
asked directly to the other three panelists, but I wasn't
quite sure | got your answer on that.

M5. JOHNSON: | believe so, Conm ssioner. | think
that it is -- | mean, | agree with the other panelists, that
you ought to draw support fromas broad a base as possi bl e,
quite frankly, which is why personally |I am supportive of
Comm ssi oner Wl ch's pl an.

| believe that support ought to come from both
intrastate and interstate revenues, and neasured perhaps by
cost. But | believe it's unfair -- not unfair. But I
believe it would be a fairer approach to draw t he support
fromboth, as opposed to just interstate revenues.

MR. FURCHTGOTT- ROTH:  Commi ssi oner Wl ch, woul d
you characterize your plan as --
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MR. VWELCH. The way the plan is currently drawn,
there would, for the safety net provision, which is really
all that the federal fund would be, that would be drawn from
interstate revenues.

| think it's alittle unfair to characterize it as
havi ng, as being a universal service plan that only draws
frominterstate revenues, because the -- each state taking
care of its own provision would require, | think, the states
to draw consi derabl e resources fromw thin thenselves in
order to reach the level, sort of the threshold before
federal support kicked in.

MR, FURCHTGOIT-ROTH: | was wondering if | could
ask each of the panelists how they interpret subsection F of
254, which is the state responsibility for universal
service, state authority. Particularly the |ast sentence.
And | don't nmean to get you to review in detail the statute.
I"'mnot a lawer, and |'"mnot going to pretend to be one.

But I'mparticularly interested in issues
regardi ng conflicts between state authority and federal
authority to collect for universal service nechanisns, and
the statutory requirenent that state nechani snms not
interfere with federal nechanisns.

How do you all interpret this in terns of how you
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all envision intrastate or your state universal service
pl ans?

MR VWELCH. | amonly a recovering | awer, so |

don't want to speak as a | awyer
How | envision the systemto work, however, | wll
respond to.

| think that it is, that the responsibility to
ensure the universal service objectives of the Act are net
Is aresponsibility that is shared by the FCC and the State
Commissions. | think it is appropriate for the FCC to view
its role as filling in the gaps, where a state cannot
achieve what it needs to.

| also think it is incunbent upon the states to
devel op, to the extent they need one, universal service
mechani sms t hat do make explicit whatever subsidies may
exist in their rates.

So whether or not it is technically a requirenent
of the Act, | think it is both consistent with the overal
objectives of the Act and with the objectives of the State
Comm ssioners, as | know them to develop plans that are
consistent with both ensuring universal service and ensuring
that that's done in a proconpetitive and explicit way.

So I would see the role as the states devel opi ng
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their own universal service nmechanismthat woul d provide
sufficient support, as I've indicated in the plan. And then
the federal support would be sort of brought in on top of
that, where needed.

| do think there is a role for this Conmm ssion,
for the Federal Communications Comm ssion, to ensure that
where there are federal funds being brought into a state,
that those ought to be distributed in a way that the FCC
considers to be appropriate in the FCC s eyes as being
proconpetitive and consistent with the Act. So | think sone
st andards and objectives are entirely appropriate.

| think states ought to have sone degree of
freedomto craft particular kinds of universal service
support that are appropriate for their own circunstances,

but within sone guidelines.

MR, HAGEN. | would agree with what Comm ssi oner
Welch said. | really don't have any problemwth it. 1[|'d
just add to that, our state still doesn't have a state

uni versal service fund. But if | had to predict anything in
the next North Dakota Legislature, which starts in '99,

com ng fromthe Regul atory Reform Revi ew Conmi ssion that |
sit on, that's exactly one of the bills that will cone out
of that Conmi ssion and go to the Legislature. And | think
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it wll pass.

We have all of the authority right nowto do this,
but we do not have taxing authority. And the |egislators,
there are four legislators who sit on that Comm ssion. And
they know we need a state universal service fund, which wl|
do part of what Tomwas tal king about. So |I think that's
goi ng to happen in North Dakot a.

MS. JOHNSON: Comm ssioner Furchtgott-Roth, in the
District of Colunbia we have a universal service fund and a
| ocal Act which requires us to expand that fund. It's
obvi ously expanded out of intrastate, it's funded out of
intrastate revenues.

It serves to support our |owincone citizens, our
senior citizens. And under a new |ocal Act we al so have to
consi der support to our handi capped citizens, as well.

| don't believe that, although | am a practicing
| awyer -- | hesitate to say this. But | don't believe that
the sentence in the Act that you have directed our attention
to obviously would not provide a problemto the District of
Columbia. And | have to agree with Conm ssioner Hagen and
Conmi ssi oner Welch, that | still don't believe this would
keep a state, this particular provision wiuld keep a state
from adopting a universal service support systemw thin a
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state that would allow it to take care of its own. | just
don't read this that way.

MR, FURCHTGOTT-ROTH: | certainly did not suggest
t hat anyone should read it that way.

MR. MCLEAN: | would say that, first, the state
mechani snms have to be consistent with the federa
mechani snms. And that states are permtted to do
suppl enental , suppl enental universal service, such as a
dollar rate for senior citizens that may not be contenpl ated
by the federal system

| would Iike to quote three of the conmenters in
this proceeding -- Senators Dorrigan, Kerry, and
Rockefeller -- who were three of the authors of this
provision when it was in the Senate. And they say the Act
called for a coordinated federal and state universal service
system where state support nechani sns were intended to
augnent federal support systemnms, not the other way around.

MR, FURCHTGOIT- ROTH. Thank you very nuch.

MR. KENNARD: Conmi ssi oner Powel | ?

MR, PONELL: | would like to ask an open-ended
question, which I think is another side of this equation
that is not really being addressed that squarely on the
panel .

Heritage Reporting Corporation
(202) 628-4888



N

A W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

46

What do you all believe Congress's objective was
by making the systemexplicit rather than inplicit? Wat
did it hope to achieve?

Because by varying degrees, one mght say that if
sone of the objectives expressed here today were the nost
desirable ones, or were the central inport, as M. MLean
suggests, of the Act, you don't necessarily have to do that.

And so | woul d ask what peopl e think Congress
I ntended or we are trying to achieve by going frominplicit
to explicit. Chris, you were there. Maybe --

MR. MCLEAN. Well, | think that there is an
unnecessary nystici smabout the idea of explicit. The term
explicit means known, reveal ed, understood. So just the
sinple act of identifying and quantifying an inplicit
support nechani sm does convert it to an explicit support
mechani sm

And the inportance of that process is to be able
to know whet her that support is known between carriers, and
that the support burdens are shared on an equitabl e,
non-di scri m natory, conpetitively neutral basis.

So there, the idea of explicitness doesn't nean
taki ng charges fromone place and putting it to another, or
having a certain way of rates being reflected. It just
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means that the obligations are known; that the costs are
known. And the section specifically refers between
carriers.

So | think that there is a little bit too nuch
being read into that idea. Once we know what all of the
support nechani sns are, then we can eval uate whether they
are fairly shared.

And in drafting the statute, Congress noved away
from | anguage that tal ked about the universal service
support fund, and included provisions tal ki ng about
uni versal service support nechanisms. So | think that's
what you have to bear in mind when you | ook at the Act's
direction towards explicitness.

MR. POWNELL: 1'Il come back to that in a second.

MR, VWELCH. | think the Act's requirenent for
explicit mechanisns is really a necessary corollary to
noving to a conpetitive |ocal environnent.

You want carriers to conpete based on their
underlyi ng econom c costs. As soon as you say that, you
have to find a way of extracting fromthe historic rate
structures that have grown up the things that are unrel ated
to those costs, and nmaking them portable. And I don't think
you can do that unless you nmake them explicit.
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So |l see it as really central to that conponent.
Il think that if you were to ask ne to specul ate about the
notives of Menbers of Congress, | would not do so, except to
say this. | think there is probably also a growing trend
towar ds naki ng sure that people know what they are paying
for. And that support nechanisns, |ike many ot her things,
ought to be exposed to particular public scrutiny. So that
may have been in the m nds of sone.

But even without that, | think that to go to
conpetition, you have to nake those explicit.

MR, HAGEN. | would agree with both Commr ssi oner
Wl ch and Chris McLean. | think, as | understand it, they
are probably both right. And | guess | wouldn't try to
guess at the notives of Congress, except only to say that
maybe some of themregret naking it explicit, because people
tend to think, well, there's another tax on top of whatever.

| happen to think Congress, when they tal k about
taxes, should be up front and say this is a tax that's
needed because we live in a civilized society, and that's
the way it is. You ve got to pay sonme taxes, as you have to
pay these costs in the tel ephone arena. W' ve got a
terrific tel ephone system best in the world. It didn't
just happen. It happened because a | ot of people wanted it,
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supported it, and it costs sone noney.

MR, POWNELL: Well, | asked that question in part
to sonewhat get at the answer that Comm ssioner Wl ch
offered, which is the -- ny firmbelief that
inplicitity/explicitity also is enbedded in that it's the
command to be sensitive to econonmic efficiency as a
necessary conponent of ushering in the conpetitive
environnment that | personally believe Congress was equally
as conmmtted to as the conponents that reflect universal
service. And in there lies what | think is a tension.

And | just think we can't |ose sight of that fact.
Wi ch rai ses questions such as, when you're bal anci ng
whet her you continue to maintain, | think as Commi ssioner
Hagen suggested, 100-percent federal fund, which neans
i nterstate, which neans access charges, which have economc
and conpetitive consequences. And we can't push aside those
potenti al consequences without sone consideration of naking
sure we are naking judgnents about what we |ose in the one
and t he other.

| suppose that we also have to be willing to say
out loud that inplicit to explicit nmeans there are going to
be sone revelations that are not going to be confortable.
And | don't think anybody was -- |I'd be surprised to hear
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t hat anyone believed that anyone was naive about that.

It was going to reveal the situations that
Chai r person Johnson has pointed out. And it seens to ne, |
at least, interpret in that an obligation to take serious
consi deration the concerns of equity anong Anerica's states,
as we try to rationalize this system So | think it is a
serious and overridi ng goal .

Comm ssi oner Hagen, sort of with that as a set-up,
"' m curious whether you have concerns as for the residents
of your state, that if, for exanple, as you urged, there was
100- percent funding from federal nechanisnms, what inpacts
t hose woul d have on your custoners' |ong-di stance rates?
What i npacts those things m ght have on bringing conpetition
to your state? And whether you are suddenly reflecting a
judgnment that you don't believe that conpetitive forces wll
prove as val uable to your consuners as they m ght el sewhere?

M. MLean nade a good point about conparing rates
because of who you can reach. But it also highlights the
i nportance of who your consunmers nay need to reach who are
at long distance fromyou. And that's going to be inpacted
i f the access charges reinstate.

MR. HAGEN. | think we are aware of that. And as
| said, what | was tal king about isn't witten in stone.
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i ke TomWelch's. But yeah, there would be sone inpact on
| ong-di stance rates. That's a given, | guess.

But | guess |I've got confidence in the |ong run
that it is just going to work out.

MR, POWELL: Me, too, | hope. M. MLean, | don't
really, | don't nean to be flip about this. But |I'm
curious, when you say it's not a subsidy, it's a support.
Wat's the difference, in any neani ngful way?

MR MCLEAN:. Oh, it's a huge difference. First of
all, this entire Act is about universal service.

Conpetition is a mechani sm a neans of providing universal
servi ce.

When we tal k about support, it's about how we
share the costs of that network. W have to have one
nati onal network.

My ability here in Washington, D.C. to call a
friend in Scotts Bluff, Nebraska isn't just valuable to the
person in Scotts Bluff. |In fact, some woul d argue that that
may be a negative. But it is valuable to ne in Washi ngton
D.C. to be able to reach out to any place in the United
St at es.

The val ue of any phone is its ability to reach any
ot her phone. And so that's a shared cost. It's a shared
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responsibility. It's not a subsidy. |It's not doing a favor
for the people in rural Anmerica. |It's that rural Anerica is
part of this one nation, and that rural Anmerica needs to be
part of this network, because that enhances the val ue of the
net wor k.

Every additional person we put on the network
enhances the value of the network, even for the
easi est-to-serve custoners. Conpetition will provide
uni versal service at just, reasonable, and affordable rates
for nost consunmers. But there are areas where conpetition
just won't do the job. And that's why we need this support
mechani sm and the shared cost to do that.

MR, PONELL: | suppose that's fair. But | would
just say that we have an obligation to also be careful in
shifting our definitions of universal service when they are
convenient. That is, there are differences between what can
be achieved if you mean ubiquity, and what you can nean when
you say affordability. | have no doubt that conpetition can
produce ubiquity in the value of --

MR, MCLEAN: But ubiquity and affordability are
l'i nked.

MR, PONELL: Not necessarily.

MR, MCLEAN. If rates go to --
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MR. POAELL: Not when you start, not when you
start with, you know, a history and a | egacy of a
nonopol i stic system

MR MCLEAN: |If rates go to $150 in North Dakota,
which they mght in a world w thout universal service
support, those citizens will give up the tel ephone. They
will not, they will fall off the network. W wll not have
as ubi quitous a network as we woul d ot herw se have.

So ubiquity and affordability are |inked.

MR POAELL: That's all | have, M. Chairnan.

MR. KENNARD: Conmi ssioner Tristani.

M5. TRISTANI: M. Chairman, | just have a couple
of questions. | know that we are running a little over our
time.

I"'mkind of alittle troubled, or maybe |I'm havi ng
difficulty understanding. And Comm ssioner Wlch, | hate to
pi ck on you, but you were the first to answer Conm ssi oner
Furchtgott-Roth's question about section F.

And maybe | read the Act differently, and | think
maybe | read it a little bit nore like M. -- like Chris.

But | thought we started with kind of the federal universal
service fund. And then states, if they could, if they
wi shed, could add onto that.
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And | think it's wonderful for those states that
can maybe do nore than that, and perhaps be the first ones
on line. A lot of states already have funds. But | know
there are a lot of states that don't. And | know there are
a lot of states that |egislatures don't neet very often, or
for short periods. So it's not as easy as saying start a
fund.

So maybe you can tell ne how you read the Act
differently, how you read it |ike sonehow it suddenly shifts
to be a state responsibility first, and then we add in the
f eder al

MR VWELCH. | don't view the Act as providing the
| evel of specificity, or a level of specificity that would
preclude the sort of thing that the ad hoc proposal is
pr oposi ng.

| think that any interpretation of the Act has to
take into account sone |evel of practical, practicality.

And | think a reading that suggests that you fund every

hi gh-cost line in the country directly out of a federal
fund, which seens to be the interpretation that sone m ght
choose, would result in a couple of things.

First, it would invade a traditional area of state
responsibility to a degree that | think nany State
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Conmi ssi ons woul d abhor. And second, it would create both
an unwi el dy and oversized structure that, frankly, isn't
necessary to achi eve the objectives of the Act.

So | think you could fairly read the Act as
sayi ng, yes, there ought to be a federal fund. And it ought
to be sufficient. And I think what we have proposed in the
ad hoc proposal would be sufficient, given the fact that
there are states out there, and they do have resources, and
they do have comm ssions, and they do have the ability to
bal ance, as they have in the past.

So |l don't -- I'"msorry.

M5. TRI STANI: Commmi ssioner Welch, if | could
interrupt. Do you think -- | come froma state, but not al
states are positioned the sane. And sone have nore
resources than others. And nmy concern is, | have every
confidence that every state, if it could, mght be able to
do this. But ny worry is that sonme states may not be in the
position to be able to take care of. And ny concern is that
people will start falling off the network if we don't get
this right.

MR VELCH. Well, is it a concern that they won't
have t hese sort of technical resources to do it, or that
they won't have the financial resources?
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M5. TRISTANI: Both. And also may not have the
political resources, in sone senses, to get it done in tine.

MR WVELCH Well, I think, if I mght answer that.
The ad hoc plan doesn't -- if you assune that we are
starting today froma situation where service is generally
af fordabl e, states, they would not | ose support under the ad
hoc pl an, because of the hold-harnm ess provisions. So that
they would be no worse off than they are today, wth respect
to being able to take care of their citizens and their
affordability needs.

And that's entirely consistent with the size of
the fund and the approach of the fund that we are
describing. So I think, if service nowis generally
ubi quitous, there is a |level of support that is generally
avai lable. | think, as conpetition enmerges and as subsi dies
are made nore explicit, there will be sonme work to be done
for the states.

But | think that's work that the states ought to
wel come. And | honestly can't think of a state that would
not have within its capabilities the ability to do the kind
of making things explicit that this plan would require. And
parenthetically, there are a variety of ways of making
subsidies explicit, and deaveragi ng costs, w thout
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deaveraging rates. And those are two very separate things.

So the political objections to nassive deaveraging
of basic rates can be overcone sinply by not doing it, even
within a context of nmaking the subsidies entirely
transparent and explicit.

M5. TRI STANI:  Comm ssioner Wel ch, by the way, |
really amgrateful for the work that you have done on this.

MR. VWELCH. Thank you.

M5. TRISTANI: And for the work that your staff
has done on this. | think it's really inportant to discuss
your pl an.

But | have not looked at it in detail. And I'm
going to do what | awers never should do, which is ask
guestions they don't know the answers to. And actually,

" ve been doing that already.

But did the plan take into account all the states?
| nean, did you look at all the states? And al so
territories of the United States that are supported or
recei ve support fromthe universal service fund.

MR. VELCH. The plan could do that, conceptually.
We did not nodel the territories, nor, | think, Al aska,
sinply because we didn't have the data at the tinme. But
there is nothing conceptually, and it woul dn't change the
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overal |l nunbers very nuch to do that.

M5. TRISTANI: Ckay. M. Chairman, that's what |
have, | think.

MR. KENNARD: Thank you. 1In the interest of tineg,
I wll keep ny questioning short.

First, I want to

col | eagues here to comrend

echo the comments of ny

you, Chairman Welch, for all the

work that you put into the ad hoc plan. | think that you

have consi derably advanced the discussion, and focused

attention on sonme very inportant issues. And | think that

we are all very grateful to you for that.

In my view, as | stated in ny opening remarks, the

Tel econmuni cati ons Act is fundanentally about preserving and

advanci ng uni versal service. And doing so in a new

conpetitive paradigmfor the marketpl ace.
And it seens to nme that we cannot have ful

br oad- based conpetition until we nake these subsidies

explicit. To that extent, | have to take issue with what

you were saying, M. MlLean, that you can have inplicit

subsidies in an era of conpetition. Because it seens to ne

that for a universal service systemto be conpetitively

neutral, we have to have explicit subsidies that are

portabl e, that can be conpeted for. So that we can have
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uni versal service and conpetition

And it seens to nme that this is an obligation that
falls both on the federal jurisdiction and the state
jurisdiction. That is, to reformuniversal service in a
manner that nakes these subsidies supports explicit.

One of the issues with the ad hoc plan that |I'm
very interested in exploring is, howw !l this plan create
I ncentives for the state jurisdictions to reformtheir
uni versal service structures so that they are explicit? |
guess you will have to take that one, Chairnan Wl ch.

MR. VELCH. There are a nunber of ways of doing
it, some of which are not yet incorporated into the plan

| think first, as states open their own markets to
conpetition -- and as a matter of fact, or not as a natter
of law, the states are very interested in noving towards a
conpetitive paradigm-- | think the states are recogni zi ng
that they need to nmake those subsidies explicit and portable
for the reasons that Conm ssioner Powell elicited. So |
think that's one thing, that it is very likely to happen, no
matter what external incentives are built in.

There is a second provision, which is, ny NARUC
brethren nay not be too happy about nme nmentioning this, but
there is Section 253. That if states have not done what is
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necessary to open their nmarkets, there is the ability of
conpetitors to cone to this Conmm ssion and seek to enforce
the Act. And frankly, | think the failure to nmake subsi di es
sufficiently explicit to permt fair conpetition would be a
trigger for that kind of proceeding.

And | think, third, it would be appropriate for
this Comm ssion to ensure, as tines goes by, that perhaps
t hrough the nechani sm of defeasance, that if the, if a state
has not reached certain objectives by a certain period of
time, then the question of whether or not that state should
continue to receive any federal support ought to be
reexam ned.

So | think there are things that this Conm ssion
could do without inserting itself too dramatically into
state, specific state rate structure issues, that would
ensure that a sufficient |evel of explicitness was achieved
in the state universal service mechani sns.

MR, KENNARD: Just so | understand clearly what
you just said. You would accept, then, a notion that we
could have a transitional mechani smwhich would, at some
point in tinme, condition additional federal support on the
states having achieved reformof their state structures.

MR. VWELCH. Yeah. Thereis alittle bit of a
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timng issue that is worth discussing.

| think that it's inportant to get a good
mechani smin place now And | think if the condition were
that the state has to neet sone particularized standard
bef ore anyt hi ng happens woul d be probl enmati c.

On the other hand, if the Conm ssion were to say
that in order to continue to receive support after two or
three years, it had to have net certain objectives. So I
think that would be entirely appropriate.

MR. KENNARD: So you think two to three years
woul d be an acceptabl e period of tinme?

MR VELCH | believe so.

MR, KENNARD: Ckay. Thank you.

MR. HAGEN. | agree.

MS. JOHNSON: | agree.

MR KENNARD: Is it unani nous?

(Laughter.)

MR. MCLEAN: | think the states can speak for
t hensel ves on that question.

MR, KENNARD: Fair enough. Just a couple nore
questions for Chairman Wl ch.

You stated in your witten testinony that your
plan would result in a nodest increase in the overal
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funding level for the high-cost fund. Can you give us a
bal | park estimate of how big an increase you are talking
about ?

MR, VWELCH. Qur nodel suggests in the range of six
to seven hundred mllion dollars. And | will throwin the
follow ng caveat. As the nodeling has continued over tine,
and as the high-cost nodels continue to be refined, that
nunber tends to shrink. |t has never grown from one node
to the next. W continue to find anomalies, particularly in
the forward-I| ooking cost area. So ny expectation is that
that is the outside.

MR. KENNARD: And | understand that under your
pl an, you would inplenent this so that rural carriers and
non-rural carriers alike would be subject to the plan at the
sane tinme. |Is that correct?

MR WELCH  That is correct.

MR, KENNARD: Ckay. So this would be a departure
fromthe Comm ssion's May 7 order, which called for a
deferral of the rural conpanies.

MR, VWELCH. In that respect, it would be.

Al t hough the hol d-harnl ess provisions, as a practi cal
matter, take them back out.

MR, KENNARD: Yes.
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MR, WELCH. So | think the concerns that the
Comm ssi on expressed and why it had nmade the split initially

are addressed through that provision of the plan.

MR. KENNARD: Well, thank you all. It's been very
hel pful. | appreciate your com ng here and for your fine
presentations. It was great. Thank you.

W will reconvene in about five m nutes.

(Wher eupon, a short recess was taken.)

MR. KENNARD: Okay. Wthout further delay --

MR, LUBIN. -- on state jurisdictions, | want to
comment briefly on what | believe is the overriding issue
before the FCC and state regulators that they nust confront.

The |l evel of all universal service support
subsi di es, whet her for high-cost, |owinconme, schools,
libraries, rural health care, must be kept to appropriate
| evel s to reduce the inpact of the program on consuners
t el ecommuni cations bills.

If regulators are unable to contain these
subsidies within acceptable levels, the progranms will suffer
because of |ack of public support.

Currently, the size of the universal service is
forecasted to be about 4.9 billion, assuming that the
exi sting high-cost conponent remains unchanged. And if, as
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expected, the collection rate for schools, |ibraries, and
rural health care prograns is increased to the 2.65 billion
annual nunber.

In addition, the overall size of the fund could
I ncrease again cone January 1, 1999, as we nove to inplenent
a proxy nodel - based approach for determ ning the high cost
for non-rural |ocal exchange carriers.

The ultimate size of the fund should be a concern
for all of us, for two reasons. One, the size of the fund
wi Il inpact tel ecomunications service prices paid by al
consuners. And two, the |long-distance carriers and their
custoners are payi ng about 93 percent of the |ocal exchange
carriers' obligations, in addition to their own. This is
not conpetitive neutrality.

The ultimate size of the federal fund will be a
function of several things. The 25/75 percent factor, the
proxy nodel selected, the | evel of geographic area
di saggregation used to identify the need for the high-cost
support.

Frankly, the 25/75 federal/state split, while an
i nportant issue, is just one of many critical issues that
nmust be addressed to keep the universal service program no
| arger than necessary, properly targeted, and nanageabl e.
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G ven the proxy nodel approach, AT&T believes that a new
federal fund, prem sed on providi ng 25-percent support on
I nterstate revenues versus 100-percent support on conbi ned
revenues, is preferable, because it gives the states
appropriate flexibility to have their own funds, and avoi ds
preenption and federal/state jurisdictional disagreenents.

The 25/ 75 percent issue will be | ess of a concern
if the size of all funds are established at appropriate
| evel s. Let ne explain what | nean.

The FCC s hi gh-cost support nechani smwas based on
the fundanental prenmi se that |ocal exchange conpetition and
the substantial erosion of the nost profitable segnent of
t he i ncunbent's custoner base woul d necessitate a system of
explicit support to maintain affordable rates.

Unfortunately, the major incunbent, LEC -- nanely, the
RBOCs, GTE, and SNET -- have repudi ated the conprom se
struck by the 1996 Act. They have made it clear that they
want all of the benefits, including the new revenue streans
fromuni versal service assessnment, which are ultimately
borne by end users, and in the case of the RBOCs fromentry
into the | ong-di stance market.

At the sane time, they are unwilling to assune the
burdens, including the obligation to open markets to their
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conpetitors through the provision of unbundl ed network
el enents and ot her neans, or to reduce access charges.

The current FCC approach to hi gh-cost support,
whi ch includes the determ nation of support on a wre center
or other disaggregated |evel, plays into the major |LEC
strategy by prom sing substantial new paynents | abelled as
subsidies, while permtting themto keep 100 percent of the
profits they collect in non-high-cost areas. WMjor |LECs
sinply have no need for such subsidies wthout creating the
real opportunity for |ocal exchange conpetition.

The tel ecomruni cati ons service revenues neasured
at the study area level are nore than sufficient today to
cover the costs, even w thout taking access contributions
into effect, into account. Accordingly, AT&T now urges the
Commi ssion to delay the transition to the proxy mnethodol ogy
for determ ning high-cost support for major LECs, which is
schedul ed to begin in January, 1999, at the very least until
t hese conpani es have opened their nmarkets to robust and
w despread conpetition.

I f the Comm ssion nonethel ess proceeds with a
proxy met hodol ogy, despite the absence of |ocal conpetition,
it should use study area | evel disaggregation to determ ne
the subsidy for all LEGCs.
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Final point on that is currently, today, there are
25 states that only have one zone for unbundl ed network
el enents.

Finally, the federal high-cost funding requirenent
anticipated for the year 1998 is about 1.7 billion. This
i ncl udes the current high-cost fund, DEM wei ghting and LTS.
That shoul d continue, wth the exception that the existing
114 mllion for high-cost for |arge LECs, major LECs, should
be withhel d.

Thank you very nuch

MR. KENNARD: Thank you, M. Lubin. M. Smley.

MR. SM LEY: Good norning, M. Chairmn and
Commi ssioners. M nane is JimSmley. | am Regional Vice
President for US West, with responsibility for four western
and m dwestern states. | have been involved wth universal
service both in and outside the beltway, and I can tell you,
the further you get from Washington, the nore real and
difficult the problens of universal service becone.

| would I'ike to commend you, M. Chairman, for
taking the tinme recently to travel to North Dakota to see
and hear firsthand the unique universal service issues that
we face in the west. Qur territory is a land of extrenes.
And while the nonthly cost to serve custoners in downtown
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Fargo is in the $20 range, the average cost to serve
custoners in our Wndenere, North Dakota exchange is $170 a
nonth. And there are even further exanples, as M. Hagen
mentioned earlier.

In fact, in our 14-state territory, US West has

over a quarter of a mllion custoners -- a quarter of a
mllion custoners -- who cost in excess of $100 a nonth to
serve.

In spite of these extrenes, US West custoners
recei ve al nost no support today fromthe universal service
fund. And how can this be? WlIl, the reason is sinple.
Custoners in Fargo subsidize custoners in Wndenere.

Busi ness custoners subsi di ze residence custoners. And
intralata toll and access services subsidize basic resident
servi ce.

Congress, we believe, correctly recognized that
this inplicit support was not sustainable in a conpetitive
mar ket pl ace, and called for a system of specific,
predi ctable, and sufficient explicit support to be devel oped
by this Conmm ssion.

US West believes that the proposed 75/25 plan does
not neet this requirenent. And we are not alone in this
bel i ef .
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Attachnent one to ny exhibit summari zes what
others are saying. Menbers of Congress fromall 14 of the
states in which US West operates have witten, pointing out
that the shortcom ngs of the 75/25 plan and calling for a
national conmtnment to universal service.

Public utility comm ssions, state |egislators,
econom ¢ devel opnent organi zati ons, and ot her
representatives of rural America have spoken | oud and cl ear
about the need for a conprehensive national plan.

When you file your report to Congress in April
you nust address these concerns. Oherwise we will be faced
with a system of information haves and have-nots, based
solely on where people live and the size of the tel ephone
conpany that serves them

M. Chairman, in your speech to NASUCA | ast nonth
you suggested that all inplicit support currently in the
intrastate rate structures nust renmain within each state.
The chart and the words that M. Hagen used earlier clearly
illustrate the wide disparity that this would create.

There have been ot her suggestions about how to
address this problem The ad hoc NARUC pl an woul d base
fundi ng on statew de averages of costs. A 100-percent
national fund, in our mnd, clearly the best solution, faces
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the problemthat | ow cost states may seek a court chall enge
t hat woul d del ay nuch-needed explicit funding. And we
absol utely, positively cannot delay the new fund beyond
1/1/99.

To forman equitable and workabl e plan, sonme way
must be found to lighten the load on the states with the
nost extrene situations. To address this need, US West
today is proposing an alternative plan that assigns al
custoner costs above a hi gher superbenchmark to the
interstate fund, |eaving the renaining universal service
costs for recovery under the 75/25 fornul a.

This has been referred to as the 30/50 plan in previous
conversati ons.

When t hese super-high costs are renoved fromthe
intrastate equation, the extrenme differences between states
are greatly reduced. And we believe that the states can
t hen sol ve the rennining probl ens thensel ves.

Qur specific proposal is sunmarized in ny exhibit.

Congress directed the FCC to develop a plan to
ensure the provision of affordable service in all regions of
the nation. It is universal service. And we believe that
our proposal can acconplish this goal. US Wst would be
pl eased to work with you and your staffs to further devel op
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such a m ddl e-ground pl an.

Thank you. | look forward to your questions.

MR. KENNARD: Thank you, M. Smiley. M. Giffin.

MR GRIFFIN. Thank you. |'mHaynes Giffin,

Chai rman of Vanguard Cellular. Thank you very nuch for
inviting ne to speak at this En Banc hearing on behal f of
Vanguar d.

Vanguard is a | arge i ndependent cellular provider,
and provides service to nore than 685,000 custoners in 29
markets in the eastern part of the US.

As you know, Vanguard has been an active
participant in the Commi ssion's universal service
proceedi ngs. | have been asked to speak today about
Vanguard's position on the allocation of universal service
fundi ng between the FCC and state regulators. At the
outset, | should note that Vanguard, |ike many ot her
provi ders of wireless service, believes that comrercia
nobil e radi o services are subject only to FCC universa
service funding requirenents, not to state requirenents.

No matter how that question is resolved, however,
the allocation of financial responsibility for universal
service between the federal and state jurisdictions is
i mportant. The FCC and the states should focus on the
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fundanment al purposes of the new universal service
requi renents in Section 254. These purposes do not include
shifting funding responsibility to the federal |evel.

There is also no evidence at this time that there
Is any need to create new subsidies at the federal |evel for
what are now intrastate costs. Section 254, together with
amendnents to Section 214, creates a new uni versal service
regime. There are there key elenents to this regine, one of
whi ch the funding for schools, libraries and rural health
care is outside the scope of today's discussion.

The second el enent of the new universal service
reginme is expanding eligibility for universal service
funding so all conpetitors have an equal incentive to serve
al | subscribers. Vanguard, which serves a significant rura
popul ation in many of its service areas, expects that this
el enent of the universal service programwll give it the
opportunity to neet the basic conmuni cati ons needs of nany
custoners who are now under served.

The third inportant elenent of the newregine is
that it replaces the old systemof inplicit subsidies with
explicit subsidies. Elimnating the inplicit subsidies
renoves an inportant barrier to fair conpetition

One thing, however, the new regi ne does not do is
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to require the FCC to create new subsidies for basic
t el ephone service, or to provide subsidies at the federal
|l evel for intrastate services. There is nothing at all in
section 254 that suggests, let alone requires, that the FCC
change the current bal ance between federal and state
recovery of the costs of providing tel ephone service.

I'"d like to turn now to the effects of naintaining
the current bal ance between federal and state recovery of
the costs of providing tel ephone service. As the Comm ssion
has recogni zed, the key regulatory issue in both federal and
state universal service proceedings is howto recover the
costs of providing tel ephone service.

Hi storically, interstate revenues have been
targeted to recover approximately 25 percent of the total
costs of providing land-1ine service, and intrastate
revenues have been targeted to recover the rest of these
costs.

Wil e sone carriers actually recover nore than 25
percent of their costs frominterstate sources, 25 percent
Is a reasonably accurate approxi mati on of the cost assigned
to the interstate jurisdiction.

As a practical matter, however, there is little
evi dence that 25 percent actually represents the best
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all ocation of costs. For instance, when Vanguard prepares
Its own universal service and tel econmunications rel ay
service filings, using the Conm ssion's nethodol ogi es, only
about 15 percent of Vanguard's revenues fall into the
interstate category.

Al though interstate costs generally are recovered
t hrough the Conm ssion's access regine, it does not matter
whet her a cost is characterized as a |ocal cost or an access
cost, so long as all costs are recovered. Under today's
reginme, all |ocal exchange carriers recover all of their
costs through revenues through interstate access, intrastate
access, intrastate toll, and | ocal service, based entirely
on the current jurisdictional allocation.

In other words, if the interstate charges continue
to recover costs at the current level, there is no hardship
on the states. Today, all the jurisdictionally intrastate
calls are recovered through existing intrastate charges, and
rates generally are reasonable. |In fact, rates often are
lower in rural areas than in urban areas.

In practice, any increase in the interstate
portion of universal service funding caused by shifting
costs out of the intrastate jurisdiction and into the
interstate jurisdiction would be a new subsidy, in addition
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to those that already exist. |In this case, nore densely
popul at ed areas woul d provi de additional subsidy funds
t hrough | ess densely popul ated areas.

The real problemfaced by the states is the sane
probl em that the Comm ssion has had to confront in its own
uni versal service proceedings. The states have to elimnate
inplicit subsidies and replace themw th explicit subsidies.

Vanguard believes that it is best for the
Comm ssion and the states to do what the statute requires:
make subsi dies explicit, make them avail able to i ncunbents
and conpetitors alike, and that the Comm ssion shoul d not
try to readjust a jurisdictional balance that has worked
wel |l for so many years.

Thank you.

MR. KENNARD: Thank you very nuch. | amgoing to
do alittle switch-up on ny coll eagues here, and go in
reverse order this tinme, starting with Comm ssioner
Tristani. | amsorry to surprise you like this, but you are
al ways prepar ed.

M5. TRISTANI: M. Chairman. | would like to ask
all of the panelists if you could comment on an issue -- |
think you were all here before, | hope you were. But do you
read the Act - and | know sonme of you may not think this is
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rel evant, but it's very relevant to ne.

Do you read the Act to say that universal support,
| mean uni versal service is a federal responsibility, or a
state responsibility? And | guess, primarily, whose
responsibility is that? M. Tauke?

MR, TAUKE: | think that the Act is very clear
that it is a federal and state responsibility. Section
254(b) (5) says there should be specific predictable and
sufficient federal and state nechanisns to preserve and
advance uni versal service, federal and state.

I f you | ook throughout section 254, there are
references to federal and state.

In section 214(e), there is an -- well, 254
ref erences section 214(e), and 214(e) gives the states the
job of determ ning who qualifies as an eligible
tel econmuni cations for a service area, teleconmunications
provider for a service area. And it has the states
desi gnating service areas.

So it occurs to ne that throughout the Act it is
very clear that there is a partnership between federal and
state.

As we | ook at the Act, it is fairly clear to us
that the states that have very serious high-cost problens
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need help froma federal fund. And so, and it seens to us
| ogi cal to assune that above a certain benchmark, if a state
has average costs above a certain benchmark, that they
shoul d be able to get all of that noney out of a federal
fund.

On the other hand, within the state, bel ow that
benchmark, the state has to figure out how to distribute
funds, how to ensure that there is a fair and equitable
distribution of costs across the state, and if necessary set
up additional funds in order to |l ower that cost if they
choose to do so.

M5. TRISTANI: Ms. Mandeville.

M5. MANDEVILLE: | think that the federa
jurisdiction has the primary responsibility to inplenment
uni versal service. The Act did not say that --

M5. TRISTANI: -- this entire equation. As you
have been putting together your benchmarks, | think you have
recogni zed that states may have sone restructuring to do on
their own, and set your benchmarks to | ook at that. | think
that's within your jurisdiction to do.

And then states, probably because of conpetition,
are going to have to take that and perhaps restructure rates
bel ow or above and beyond that, perhaps using the universal
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service fund on their own.

But | think that, if you will, push conmes to
shove, it is a federal responsibility to nake sure that the
mandates of the Act are carried out.

MR LUBIN. Here is the dilemma that | see. |If |
read 254, it's clear that they are tal king about a federal
fund that needs to be explicit. They are tal king about a
state fund that needs to be explicit.

If I listen to what Tom Tauke referred to, he
tal ked about | ooking at creating the fund using an average
cost. And |I'mnot going to debate whether that's good or
bad. But he |ooked at it with regard to an average cost.

Wien | think | heard Jimsay, when he tal ked about
his plan, he tal ked about, well, let's figure out based on -
- he didn't use these words, but | presune deaveraged cost,
based on either serving wire center or whatever he's | ooking
at .

And so, fromny point of view, there's a huge
spectrumin terms of how you conduct the studies, at what
| evel of disaggregation you conduct the studies. Fromny
bottomline point, clearly | believe the law is talKking
about a federal and state fund. But | will also tell you,
today | see, across the country, roughly 25 states have just
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one rate for an unbundl ed | oop. No geographi c deaver agi ng.
Maybe there's four states that have sone geographic
deaveragi ng of up to four unbundl ed | oops.

Well, ny point to you is, you know, if we don't
see significant geographi c deaveragi ng of the unbundl ed | oop
where the big cost driver is associated with rural Anmerica,
then why are we tal king about creating a fund using
signi ficant geographi c deaveragi ng?

If you look at the Hatfield tool, or the HAl tool,
or the BCPM tool, you see serving wire center
di saggregati on, nmaybe 10,000 serving wire centers. | don't
know what the nunber is. |If you | ook at census bl ock group,
there's a nultiple of 10, 000.

| just see that personally as insanity when | | ook
at only one unbundled loop rate in 25 states. And so the
poi nt of does the | aw create pressure overni ght associ ated
wi th universal service for rural America, given the prices
of unbundl ed network el enents, | say absolutely not. And
that's why | say, when you start |ooking at a different
geographi c area, you know, to Tomis credit, | nean, he said
let's ook at the average per state. M viewis, you know
what? | would delay the whole proxy thing because we don't
have | ocal conpetition.
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But if you are forced to address that issue, and
you | ooked at a forward-|ooki ng econom c costing nethodol ogy
for the average for a state, consistent with those 25 states
t hat have only one unbundl ed | oop, you are basically going
to find that there is no need for an explicit subsidy.
Because there is sufficient revenues to cover the cost.

M5. TRISTANI: M. Smley.

MR SMLEY: | think the Act is very clear.
think the Act is clear that the federal fund should be
augnented by a state fund. And in practicality, that's how
the states in which I'mfamliar are allowing this to play
out. They are all watching you. They are all waiting to
see what you all do, the ones that | amfamliar with, in
terms of a national fund. And they will work on the
i ndi vidual state funds to suppl enment that.

You know, when the Act said that inplicit
subsi di es nust be nmade explicit, certain areas, certain
states are going to have affordability problens. And
think the states know and recognize that. It is due, as
M. Hagen said, to a very small nunber of | ow cost
custoners. And what we are going to be faced with
ultimately is today's interstate rate structure | oads the
subsidy on | ong-di stance axis and others, we know we are
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And what we think with this plan that we proposed

today, renoving the top end of the subsidy or renoving the

top end of the high-cost custoners, allows the states to

adequately deal with what's left.

MR GRIFFIN. | agree that the section 254 gives a

very, very clear answer | think to this question. It gives
the FCC and the state i ndependent authority to preserve
uni versal service. And | think it also suggests that the
fundi ng nechani snms should be limted to their area of
jurisdiction. So that the FCC should obtain funding from
interstate carriers, and the states fromcarriers of any
specific state.

But clearly, it gives the responsibility to the
FCC and the states jointly to acconplish the universal
servi ce goal

MS. TRI STANI: Thank you, M. Chairnan.

MR. KENNARD: M. Powel .

MR, PONELL: As representatives of institutions
that are either conpeting or preparing to conpete, both in
exi sting markets and new narkets, |1'd be interested in
heari ng sone el aboration fromthe perspective of each of
your conpani es what the ultinate inpact of the outcones of
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t hese decisions wll have on your relative conpetitive
advant ages or di sadvantages. Both in terns of | ocal
conpetition. In the case of AT&T, how it affects its
ability to enter new markets. Long di stance conpani es.
Local exchange conpanies who, howit will affect their
ability to conpete in | ong distance.

And just as inportantly, how you think it inpacts
your ability to innovate and conpete in new and energi ng
mar kets that aren't normally the subject of the discussion
in these sorts of things. Because noney com ng out here is
not used sonewhere else. And |'d be curious to hear your
perspectives on all three of those narkets.

Do you want to start, M. Lubin?

MR, LUBIN. Sure. The reason why | said what |
said in ternms of ny opening conments is that -- | am going
to back us up to the FCC s order on access reform where it
| ooked at the prescriptive approach, it |ooked at the
mar ket - based approach. And it cane in, and asked a series
of questions of, how can we do prescriptive, how can we do
t he mar ket - based.

And | renenber there were certain key paragraphs
that | always | ooked at that says, hey, we have unbundl ed
el enents. They are deaveraged. W have forward-| ooking
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econom c pricing for the setting of the unbundl ed network
elenments. And if you get that or the conbination thereof,
you don't pay access. And there was a wonderful paragraph
that said, and by the way, you' ve got to nake sure that
t hese operating support systens are truly operational. And
the next sentence was, and can carry significant vol unes.

And when we | ooked at that, we obviously wanted a
prescriptive approach. But we saw at | east intellectually
that that could work. The problemis it was an intell ectua
sol ution, which effectively has not been operationalized.
And because that is not operationalized, we see access
prices that are inflated. W see the fact of trying to
deaverage the subsidy for universal service. They call it
March Madness, in ternms of trying to figure out how do |
sol ve the universal service problemwhen | oops are not
deaver aged?

And so frommny point of view, adding on top nore
costs to me, and then | have to pay 92 percent of the LEC
assessnent in terns of the access that they float to ne that
| then recover fromny custoners, our bottomline is we are
going to have great difficulty.

And right now we see a size of a fund at 4.9,
assum ng schools and libraries go to where it may -- maybe
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it doesn't, but if it does. And then on top of that, we are
seeing nore high costs comng to us. So our bottomline is,
yeah, we have a real problemin terns of trying to figure
out how to cone into this market.

My viewis -- and I'll just take, you know, 30
nore seconds -- we have a real opportunity to try to create
conpetition. Unfortunately, you have an | XZ and a | ocal
exchange carrier both touching the sanme custoner. Both
touchi ng the sane custoner. And when they are ultimtely
neeting the checklist, and in the intral ata narketpl ace
conpeting against us, if we do not have a nmass offer to
of fer customers in a profitable way into the residenti al
mar ket pl ace, ny viewis we will not be an effective party
into that residential narketplace.

And so what | call March Madness is the concept of
deaveraging this subsidy to either wire center or bel ow
And again, | don't know, there are thousands and thousands
of wire centers. But I'monly seeing 25 states with one
unbundl ed | oop, and naybe four or five with four deaveraged
| oops.

So the logic construct is just not there. | don't
understand it. And ny bottomline is, yeah, you have people
at AT&T very, very concerned that this isn't working. The
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mar ket base clearly is not working. And so we see a
significant dilenmma when access prices remain high. Mybe
they conme down sonewhat because of USF reform But from our
point of view, if that isn't working, why are we fixing USF?

MR. SMLEY: Let nme talk about this fromUS West's
point of view. One of the things that will happen in the
rural areas if the universal service fund is not sufficient
to support the rural areas, you will see what happened when
the interstate highway systemwent in

You can | ook at popul ation density maps. And you
can plot the interstate highway systens by the col or codes
for where the densities are. You can actually go through a
state |like North Dakota or Wom ng or any of these states,
and where the popul ation centers, small as they may be, in
those states are is right along the interstate hi ghway
system There are sone anonulies, but not very nmany.

Qur concern is that whether it's us providing the
service, whether it's the snall tel ephone conpanies
provi ding the service, or whether, to your point,
Comm ssi oner Powel |, conpetition will ever exist in the
rural areas, wthout an adequate fund you won't see the
conpetition develop in those areas.

W will not invest. Ohers will not invest. And
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conpetition will not becone robust. And you will see the
sane density maps for the information superhighway that you
see for the current highway system

And that's why federal support fromall 50 states
IS necessary for each and every state, not have it confined
to the boundaries within the state.

MR RIFFIN. Fromthe perspective of the wireless
I ndustry, we have one primary goal, which is access to the
subsidy so that we can go in and try to be the provider in
some of these areas. And in fact, there are a nunber of
i nstances where, with access to the subsidies and even
wi thout, that we're able to cone in and provide, in unusual
situations, the very best service.

And if the Conmi ssion can do that and can, the
ot her goal, just to add that the wireless industry has for
the Conmission is the inplenmentation of -- if we can do
that, that would really put us in a position to be an
effective provider of |ocal telephone service, and go a | ong
way towards helping to create conpetition with the benefit
of explicit subsidies that, in fact, are portable.

MR. TAUKE: On your question about how this
affects conpetition. |If | ama |ocal exchange conpany
serving a conmunity where the average cost of service is
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$50, and | can get a $30 subsidy out of, sone from
sonepl ace, and ny conpetitor cannot, obviously the
conpetitor is never going to offer service in that
conmuni ty.

So it's essential, if there is a support nechani sm
that is flowng into a conpany from outside, that that
support nechani sm be explicit. And | think Congress
I ntended that, and nmade that clear in the Act.

| think it's also inportant to note, however, that
Congress didn't say that if you are charging three dollars
for voicemail today, that you have to | ower that to 10

cents, and nake the $2.90 part of the cost of |ocal service.

| think Congress recognized that in a conpetitive
mar ket, when you price, you have the story sonetinmes |ike
the razor and the razor blades. Dial tone is often |like the
razor, and it will becone nore so as we nove to a
conpetitive marketplace, where the price of dial tone wll
go down because that's the access that the conpany has to
the custonmer. And the price of other enhanced services --
the vertical services and other things -- will be held at
their current levels in order to make noney off that
cust oner.
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So I think the key is not |ooking at each el enent
of the price of the service that the provider offers to the
custoner. The key is |ooking at what kind of noney that
conpany or provider gets from sonebody other than the
custoner in order to support service to that custoner. And
that source of funds ought to be explicit.

So | think that's howit affects conpetition in
the | ocal exchange narket.

Wien we | ook at ot her markets, a conpany |ike Bel
Atlantic, let's say, is going into the PCS business through
Primeco. |If this fund becones so large that a conpany |ike
Primeco has a substantial econonm c burden to support the
uni versal service fund, without any realistic expectation of
bei ng able to collect noney fromthe universal service fund
in the foreseeable future, that's going to be a deterrent to
the ability of the PCS conpany to survive and grow. And
al so, parenthetically, conpete effectively with the wire
| i ne conpany.

So you have to nmake certain that we don't have a
fund that becomes so heavy, if you will, or expensive that
it thwarts the devel opnent of the new alternative services
that are out there, and supports too greatly the existing
wire-line-type technology that's already in place.
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So | think that's how it would affect the
conpetition for new services.

V5. MANDEVI LLE: As | nentioned, we are
headquartered in M ssoula, Mntana, which is, froma Mntana
perspective, an urban area; it has about 50,000 people. And
we are | ooking at conpetitive ventures in that area.

And | think, like so many conpetitors out there,
it Is not that structure today does not create conpetitive
opportunities, because it does. Certainly there is a decent
anount of uncertainty as to the pace of change or sudden
changes that may cone up

Montana is one of the states that has a single
unbundl ed network el enment for loops. It is not the average.
And yet, business rates are also at about two and a half or
three tines residential rates. That creates enough space
bet ween t he unbundl ed network el enent and the business rate
of US West to offer alternative services.

I f suddenly the state would restructure the
busi ness rates, and not restructure the underlying network
el enents, it would suddenly create a problem So many of
our answers are in keys to timng. Each tine carriers don't
pass through carrier access charge reductions into |ong
di stance services, it creates a new conpetitive opportunity.
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| think those are out there today. They'll get skinnier and
skinnier as tine goes on, and we reflect in the rate
structure the actual cost of each service.

MR POWNELL: Well, just to sumup, | nean, it
probably states the obvious. But what you hear in what
everyone says is that, at bottom these things are the
I nposition of costs. And those costs wll have
consequences. And we are bal ancing two places where those
costs hit. \When they hit the consuner directly. But when
they also hit those who provide the services to consumers in
a way that ultimately can, if not done carefully, frustrate
the ability for those conpanies to get to a position in
whi ch they can offer those custoners not only new services,
but conpetitively-priced services.

And | suppose the other theme for nme that | hear
in everyone's words are that we have to be very careful that
no matter what costs we pose, they don't provide conpetitive
advant age and di sadvantage to conpani es who historically
have been separated from conpeting, but now are | ooking to
each other as opportunities. Though they have historically
paid in in different ways, there will need to be a greater
rationalization of the way and nanners they pay in order to
put themon simlar conpetitive footing.
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So thank you. And | just have one very sinple
question, Ms. Mandeville. You talked a little bit about
what you anticipated to be the inpact of rates on a
custoner. And | assune that to not include what nay even be
additional costs to the consuner were the state to begin to
have a state-operated universal service fund that w |
I npose al so costs on existing conpetitors in your comrunity,
and then find its way back on the bill, as well.

M5. MANDEVI LLE: That's true, it doesn't include
those costs. But | would also say that those custoners, if
that state restructuring is done, should be the big w nners.
Long di stance customers in the state, if carrier access
charges fall drastically, which would create a need for a
uni versal service fund, their total bills should go down.

Busi ness custoners that today pay two and a half
times the cost of residential, yes, they nay pay nore
uni versal service funds. But they'll be a big winner. TMRS
provi ders have been a big winner in sonme of these areas.

The urban areas should be the big winners in this
area. And contributing to universal service is an offset to
t hat .

MR, POVNELL: Thank you.

MR. KENNARD: Commi ssi oner Furchtgott-Roth.
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MR, FURCHTGOTT- ROTH: Thank you, M. Chairnan.

I"d like to follow up on a question that Comm ssi oner
Tristani asked about federal and state responsibilities
under 254.

I would Iike to get your opinion specifically on
how t hat applies to 254(h), which is rural health care and
schools and libraries. |Is there both a state and a federal
responsibility for that, as well? | would just |ike to ask
I f any of the panelists have a different view than what they
sai d about 254 generally.

MR SMLEY: | think they are all intended to be a
nati onal fund suppl enented by state.

MR FURCHTGOIT- ROTH. M. Tauke.

MR TAUKE: | think that there is a difference in
the statute between schools and libraries in the high-cost
fund. Cdearly in both cases there is an anticipation of a
partnership. | believe that in the case of the high-cost
fund, and fromwhat we've | earned already fromthe schools
and library fund, that there is a need for the Conm ssion to
just look at the political and |egal risks.

And if you start noving into the intrastate funds,
or nonies, if you will, for purposes of collection, or if
you use intrastate for purposes of allocation, it seens to
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us that you are opening yourselves to greater |ega
challenge. And that is a very serious problem

I mght just say parenthetically, we are concerned
about the fact that the funding nechanism the very Act
itself, the funding nmechanismin the Act is being chall enged
as an illegal tax in the courts. W are concerned that the
adm ni strative structure has been | abelled by the GAO as
illegal. W are concerned that politically there are
challenges to all parts of universal service. And all of us
have an interest in certainty.

So whatever you can do in order to sort of reduce
the risk that this is going to be subject to | egal and
political challenge, the better off we are. And that's one
of the reasons why we have concl uded that you should focus
on the noney that is noving fromone state to another in
order to help the high-cost states, and try to collect those
funds on the basis of interstate revenues.

M5. MANDEVI LLE:  Conmi ssioner, | have not | ooked
into the specific legalities of that question. | can tel
you what Montana is doing.

W have a state small, what we call a universa
access fund that picked up what we thought nay be sone gaps
in the federal education and health care fund. It funds,
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for instance, tribal comunity coll eges and sone of the
tribal schools that we thought m ght not be picked up. It
specifically says it cannot duplicate the federa
mechani snms. And that seened |ike a good separation, and
certainly within the intent of the Act.

MR LUBIN. | don't have anything.

MR, FURCHTGOTT- ROTH:  Two-fifty-four (h)
specifically says that the discount shall be an anpunt that
the Comm ssion with respect to the interstate services, and
the states with respect to the intrastate services,
determ nes the appropriate and necessary. M. Tauke, if the
di scount for intrastate services is to be set by states, how
is that done without a state collection of the funds?

And secondly, is internet access an interstate
service?

MR, TAUKE: You are putting me on the spot. As
you know, our company has tried to work with the Conmm ssion
to establish a schools and library fund. And we've tried to
support the Conmi ssion's efforts in that arena because of
the desirability of the goal

And having said that, however, | think it is clear
that there are sone statutory questions about sone of the
steps that have been taken. And sone of those now are being
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aired out in the courts. W have not chosen to nake those
| egal chal | enges, because we are trying to |ook at the
| ar ger good here.

But | do think that it is, the statute does seem
to suggest fairly clearly, as you point out, that the states
are the ones that woul d determ ne the discounts for
I ntrastate services.

In our view, having nmade that point, | guess on
the second question about what is the internet, our view
essentially is that the internet is an interstate service.
W wi sh the Comm ssion woul d nmake that clear,
parent hetically. However, as you know, | think about 17
states now have declared it an intrastate service for
pur poses of reciprocal conpensation.

Somewhere along the Iine there has to be a
clarification of what the jurisdiction is, or what
classification should be provided to that service. And that
may be done, not only for purposes of this, but for other
pur poses, as we go forward.

MR, FURCHTGOIT- ROTH: Does anyone el se have any
coments on those questions? M. Lubin?

MR, LUBIN. The comrent that | have is sinply a
bottomline. And the bottomline is no matter how you cut
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It, when you have schools, libraries, or rural health care,
and it's been cut back, with the expectation that it could
rise, and it could rise a fair anmount, and that a way to
finesse the issue was to put it on intrastate and
I nterstate, which nade sense.

But when the Conm ssion then, bottomline, says to
the i ncunbent LEC, your assessnent can be recovered back
into the interstate jurisdiction. And when you | ook around
in the interstate jurisdiction to see what tariffs are
avai l abl e, and they are only access tariffs. The bottom
line is, even though we're recovering, we're assessing it on
total revenues, the bottomline is that all -- not all, 93,
92 percent -- flows back into interstate access tariffs.

And so, for nme, sinply a bottomline question is,
| don't see that as conpetitively neutral. And sonehow,
some way, there has got to be a way to fix that. Wat we
have said in various reports, to you and to Congress, is
that the way to fix that -- and | think one of the
Commi ssioners inplied it this nmorning -- is sinply you cal
it for what it is, and you put it on the bottomline of the
bill. And, you know, you don't make it explicit here, and
then funnel it into a tariff over there.

And by the way, when you do that, back to
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Comm ssioner Powell's earlier question, there are
conpetitive inplications. Conpetitive inplications with
unbundl ed network el enents or total service resale, and |
won't bore you with all of that. But sonehow, sone way,
that's got to get fixed, fromny point of view

Thank you.

V5. MANDEVI LLE: Commi ssioner, | think that the
I nternet problempoints out the, |I guess, ultimate inability
to clearly distinguish between interstate and intrastate.
Dat a shopping today is fairly blatant between jurisdictions.

| think states probably threw up their hands and
said, "If it's not access, it nust be local, so it's subject
to reci procal conpensation.”™ Not that they wouldn't like it
to be access. But that is the fundanmental problemthat we
will see with nore and nore services, if we try and nake a
clear distinction between interstate and intrastate.

MR. LUBIN. One other thing to your question,
Comm ssioner, which | really didn't respond to. And that
is, it's our position that we think the internet, with
regard to tel ephony, should pay the assessnent taxes, or the
assessnent rates for the various universal service funds.

Thank you, M. Chairman.

MR. KENNARD: Thank you, Comm ssioner.
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Commi ssi oner Ness.

M5. NESS: Thank you, M. Chairman. M. Tauke, |
agree with you that regulatory certainty and certainty in
all of these different intertwining areas is critical in
order for us to get on with conpetition. You know, it's
just crazy how all of these conpanies, in every single area,
keep filing in court, including challenging as
unconstitutional 271. But that's the way of |life here. And
it's a pity that that's the case, but that is the case, and
we have to deal with it.

At times | figure that, | nean, | sort of feel
| i ke deja vu. 1've been hearing these sanme argunents, and
each time that we've done a forumit's been hel pful, but it
still goes round and round and round. Part of it is perhaps
that the Act, in its eloquence, creates sinmultaneous
equati ons, where sone of the -- too nany of the elenents are
defined. And thus, trying to put the pieces together nakes
it extremely difficult.

Having said that, | would Iike to go back a little
bit to what was discussed in the first panel. And that was
the ad hoc proposal. And see if any of you had thoughts
Wi th respect to the pros of such a proposal, and the
negati ves of such a proposal. Beginning with you,
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M. Tauke.

MR, TAUKE: | think this panel has highlighted one
of the problens we have had in discussing the universal
service issue.

A nunber of the participants I think have operated
fromthe context that we are tal king about the nodels. And
we, at Bell Atlantic, spend a |lot of tinme on nodels.

Qur belief is, certainly ny personal viewis, you
cannot cone up with a nodel that is fair, equitable, and
will wthstand | egal chall enge.

And al so, when you go back and read the Act, you
don't need a nodel. And in fact, the nodels historically
dated from pre-Act days. They were created for, they were
bei ng devel oped prior to the enactnent of the Act to deal
with the universal service systemas it existed at that
time.

So | would Iike to suggest, first, that we should
ignore for a nonent the nodels, and then try to figure out
what the Act requires.

W believe that the Act suggests, as the ad hoc
pl an suggests, that the FCC, the national fund, focus on the
transfer of nonies between, or | should say anong, the
states, and not focus on the anount of noney being given for
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a given conpany or a given wire center or a given custoner.
But the national fund should focus on the transfer of nonies
anong the states.

Then the states would deal with the second | ayer
of issues. So in that sense, | believe that our comments
woul d be consistent with the coonments of the ad hoc group.

The ad hoc group, | think, has, in determning
what noni es should go between the states, has | ooked at the
nodel s, and they | ooked at the existing system That nay be
appropriate. | think that how you determ ne exactly what
goes between the states is, in a sense, a sonmewhat arbitrary
deci si on, although you have to have justification for it.

W believe a better approach is to use a
mechani sm whet her you use one of the nodels, a conbination
of the nodels, or data you already have on hand, but use
some nechanismto get a fair and equitabl e assessnent of
costs. And the inportant thing here is the relative nature
of the cost fromstate to state.

And if you determ ne that on an average basis,

t hen you determ ne how nmuch noney has to flow fromone state
to anot her.

So | think that the basis of the nodel is correct.
We woul d probably have some suggestions relating to details.
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M5. NESS: If we were to go with the
state-by-state approach, that's based on the costs as
assessed by the state, where is the incentive for the state
to cut down on costs? To squeeze out additional costs?

MR TAUKE: | don't think you should rely on the
states to nmake the cost assessnent. Because obviously each
state woul d have a huge incentive to inflate their costs in
order to get nore noney out of the federal funds.

You do need sone kind of a mechanismthat woul d
use the sanme standard for assessing costs in Vernont as they
do in New York, in California as they do in lowa. And so
you need to get a common standard for assessing costs in
order to have fairness and equity.

M5. NESS: Ms. Mandeville.

V5. MANDEVI LLE: | would agree with the | ast
poi nts made there, that you may not be able to rely on that
to cut costs.

| would also say that, just |ooking at it, it
appears to say that your responsibility is to states and not
to custoners. And I think your responsibility under the Act
Is to custoners.

If a state decides to take all that support and
give it to US West, | don't think that ny custoners are
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going to let you off the hook.

| very nuch respect what they have tried to do.
One of the key indications was this takes a great deal of
conpromse. | may sit here and agree with you to trade sone
of ny universal service support for getting out a 251
mandate. | think anyone who cane in and said, "I want a
section 251 resale agreenent,” would say that you did not
have the ability to negotiate that away.

And so | think that same thing exists. You don't
have the ability to negotiate away the universal service
requirenents.

M5. NESS: Can you tell ne how nuch, on average,
your custoners pay for basic tel ephone service?

M5. MANDEVI LLE: It varies froma lowin sonme of
our small exchanges of about $10, up to a high of about $20
in sone areas. And dependi ng on how far out of town they
are. W have sone zone charges.

M5. NESS: M. Lubin.

MR LUBIN. Wth regard to the ad hoc proposal, |
only have a high-level know edge base, so | can only coment
relative to that.

But the significant concerns that | have with it
are the concept that there is roughly about $600 million
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nore needed. And it isn't clear to ne why there should be
$600 million. And again, it gets back to what |evel of
di saggregation was used. So that, to ne, is a big issue.

Conversely, if the plan were, and which | thought
was the original plan, but | realized they are talking with
a lot of different people and plans evol ved, the original
plan was it was roughly not an increase; it was roughly
taking the existing dollars, and then redistributing them
anongst the parties. That has a better attribute, fromny
poi nt of view, especially if you renove the dollars, which
is about $114 mllion for the existing major |LECs.

The second concern that | have is that, with the
nunber that | heard this norning from Chai rman Wl ch, the
$600 mllion, ny understanding is that is new noney entering
into the system but would not be used to |ower interstate
access. It would presunably be used to | ower intrastate
rates, is ny understanding. But not interstate access. And
not necessarily intrastate access.

So, to ne, that is a significant concern.

The third concern, which I wll say, but I wll
also say I'mnot totally sure, but at |east some people have
inplied to ne, that the noney is not conpetitively neutral
distributed. So | have one question, in ternms of how does
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It get distributed anongst the parties; nanely, the
I ncunbents. But then the second question is, you know, is
It conpetitively neutral if sonebody else enters into the
market. And if sonebody knows the answer to that, I'd
appreciate hearing it.

M5. NESS. | will go back to your first point.
And | thought that Chairman Welch did an excellent job of
poi nting out that you can distinguish between di saggregati ng
cost and disaggregating the price to the consuner. And that
your point about not having deaveraged rates for unbundl ed
elenents is a very good one.

M. Smley.

MR, SMLEY: Like M. Lubin, I have only a
hi gh-1 evel know edge of the ad hoc plan. But fromwhat |
under st and, even the nodest increase that they would see in
the overall size seens, to nme, to be short-sighted.

| think nost of the nobney that today is in the
fund goes to small conpanies. Interstate access provides
about $18 billion in support. And if the new fund is
created to the size of the old, then it seens to ne that the
FCC will not be able to reduce access charges to the way
that they had intended. And --

M5. NESS: M. Smley, can | ask you, have you
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deaveraged the cost of your unbundl ed network el enents?

MR. SM LEY: As you know, we serve 14 different
states. W have cost dockets in various proceedi ngs. Sone
states have, and sone have not. So it is a mX.

In M nnesota, we have not concluded the final cost
docket. AT&T, for instance, has proposed nine separate
zones. And the final decision is not in.

MS. NESS: But you woul d argue, though, that the
cost does vary loop to |oop, area to area.

MR SMLEY: Yes, it does.

M5. NESS: And therefore, that you ought to be
able to receive funds where the cost is greater in a
particul ar area. Even though, if you |l ook across all of
t hose | oops, the average for you m ght work out --

MR. SM LEY: Mght be X

M5. NESS: -- to be X

MR. SM LEY: You know, | think the issue is that
if you're going to get into a whol esal e deaveragi ng, or
deaveragi ng of |oops, you also need to deaverage your prices
at the same tine. Because one w thout the other just won't
wor K.

M5. NESS: M. Giffin.

MR GRIFFIN. Well, as a wireless carrier, | would
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say | have not even a high-Ievel understanding of the --

M5. NESS. Fair enough.

MR RIFFIN -- ad hoc proposal. For which I can
probably report that I'mpretty pl eased.

I will say that just conceptually -- and we are,
fromthe wirel ess perspective, we are | ooking at these
t hi ngs perhaps nore broadly than sone. To the extent that
the ad hoc proposal is suggesting that there are new funds
added to the total, it seens to ne, as | said in ny earlier
remar ks, that that goes beyond the concept of sinply naking
inmplicit subsidies explicit. Because you clearly don't
create a single new dollar by converting frominplicit to
explicit. And you have now qui ckly noved into a whol e new
area of regul ation when you begin to add nonies to the
funds.

M5. NESS: It's a bit |like a shell gane, where you
are trying to find where the pea is. And certainly, you are
correct that if right now one can argue that there are
af fordabl e rates across the country, one woul d wonder, at
the end of the day, why additional funds woul d be added.
Maybe there needs to be a recal cul ati on maki ng sone explicit
| ess -- making funds explicit, but adding new funds w |,
has to certainly be justified, based on where we are.

Heritage Reporting Corporation
(202) 628-4888



N

A W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

107
| think nmy tinme has gone, and | think folks are
probably going to be interested in going to lunch. So
M. Chairman, let ne pass it back to you.

MR. KENNARD: Okay. Thank you, Comm ssioner. |
have outlined publicly sone principles which | believe
shoul d govern reform of universal service.

And one of those principles calls for the states
to reformtheir own universal service funding nechani sns as
a condition to additional federal support.

And |'d |ike to know your views on that. And |I'd
like to start with you, Ms. Mandeville. Because | noticed
in your testinony, you said that federal support cannot be
conditioned on restructuring or reformng the intrastate
system And, one, I'd |ike additional conment fromyou on
t hat .

And second, 1'd like to know, fromyou and the
ot her panelists, if you believe that there should be
additional federal support to the intrastate jurisdiction.
How can we incentivize the states to use that additional
funding efficiently, and ensure that there is sone reform at
the state | evel before additional funding is nmade?

M5. MANDEVI LLE: M. Chairnman, we do believe that
you cannot condition universal service support on state
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actions. In Muntana it takes the Legislature to give the
State Comm ssion authority to do a universal service fund.

If the State Legi sl ature chooses not to do that --
and they do have sone tenporary stopgap authority that
sunsets at the beginning of '99. |If they choose not to do
that, then Montana sinply would be w thout a universal
service fund.

| think that doesn't say you can ignore the
uni versal service nmandates of the Act.

Havi ng said that, we have great discussions going
on in the state about a state universal service fund, and
pricing reform not having to do with what you are doi ng,
but having to do with state needs. W have state carrier
comon-|ine charges. W have nmargins built into state
carrier access rates. W have business and residence rates
that probably won't work long-term And if anyone cones
i nto one of our exchanges and takes your five biggest
busi ness custoners, you better be able to deaverage your
rates within an exchange.

| think the market is going to solve nost of those
questions. As | nentioned, ny conpany is becomng a
conpetitive carrier in Mssoula. | think that those actions
will start driving those price structures to cost, having
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nothing to do wth where the statutes are, but having sinply
to do with how the market worKks.

MR. KENNARD: Well, putting the | egal issue aside,
sone incentive fromthe federal jurisdiction to accel erate
reform wouldn't that be a good thing in accelerating a
state action to reformuniversal service?

M5. MANDEVILLE: | think there is incentive to
reformstate charges, if the interstate charges change. It
is definitely not in Montana's best interest to have carrier
access rates that are two or three tinmes as high as the
interstate rates. What that does is it drives carriers out
of the state, it drives carriers to be perhaps |ess than
totally accurate with their usage that they tell us is
intrastate versus interstate. And it creates sone rea
probl ens with us.

W cannot explain to people in Mintana why it
costs nore to call 90 mles across the state than it costs
to call New York. Those do create inmedi ate custoner
incentives to do things with the state structure. And we
are very sensitive to that.

We have tried to bring our carrier access rates
down to interstate | evels, and have actually acconpli shed
that, to make sure that those kinds of arbitrage abilities

Heritage Reporting Corporation
(202) 628-4888



N

A W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

110
are not there.

MR. KENNARD: Do you have any sense of how long it
woul d take for a state |ike Montana to nove froman inplicit
subsidy systemto an explicit subsidy systen? It is a tough
question; | won't hold you to a precise --

MS. MANDEVI LLE: It's a tough question. And
typically the states have not done as nmany transitions as
the federal jurisdiction has. | would hope that they would
| ook at transitions in this kind of a really ngjor
restructuring. You know, theoretically, it could happen in
a year.

There are so many large winners and |l osers in a
total restructuring that | think the state will probably be
somewhat cautious and try and do it as conpetition devel ops.

MR. KENNARD: Anyone el se care to comrent ?

M. Lubin?

MR LUBIN. M reaction is that, when | read those
principles, for ne, anyway, it was a paradigmshift, a
little bit. Alittle bit. And | saw potential nerit. But
what was driving ne, in ternms of trying to figure out how
this woul d work, was the econom c incentives.

And | was trying to figure out, is there a way to
create an econom c incentive for the state to do what you
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want, but not to gain the systemthat says, hey, this system
over here is going to try and figure out to do it in such a
way -- followall the rules, follow all your criteria that
you laid out -- but do it in such a way to drive nore costs
into the federal jurisdiction.

So the question -- and to ne, it is kind of what
you just asked -- is, is there a way to create the econonic
I ncentive to do what you suggested w thout creating the
opportunity to do nore cost into the interstate.

The other thing | had observed, and it's why,
quite candidly, | think, at least fromny perspective, there
is sone, it's worth investigating, is that there are sone
states that are looking at this very question. And when
they look at it, they are looking at it -- and maybe it's
because they have one unbundled loop in the state, | don't
know why. But they're looking at it, and saying, okay, |'lI
use these proxy tools. And then they |ook at the revenue
generated. And what they say is, you know what, | don't
need a uni versal service. |'ve got enough here w thout
having explicit fund. And by the way, sonme of the states do
that, and don't include access. Sone do include access.

So ny point is, that's an interesting one, because
that state may cone al ong and say, hey, | don't need a | ot
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of dollars, or maybe it's very small. And if that state
were to do that, what would they do at the federal |evel
because that woul d assune that they don't need anything at
the federal Ievel

But anyway, ny bottomline to you is, you know,
what we've been trying to do is take the principles and say,
IS there a way to create an economc incentive to elimnate
the concern that | articul ated.

MR, KENNARD: M. Tauke.

MR, TAUKE: First, | do think that you do have the
ability to place sone conditions on the distribution of
dollars that would come froma federal fund to states. And
| think, as a matter of judgnent, you would probably want to
give the states sone tine to react to that. So |I'mnot sure
that you should require themto neet it inmediately.

But one of the reasons that you may want to
consider doing that is because | think there is also a need
to have a general sense anong the public that this is a fair
system And whether it is accurate or not, | think there is
sonme perception now that the universal service systemisn't
fair.

In some of our "lowest-cost"” states, in places
like Baltinore and Buffal o and Boston, we have tel ephone
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rates for basic tel ephone service that are higher than many
of the rates nentioned this norning, that are -- and we are,
I n essence, asking our custoners to pay a little nore to
send the noney to those places that are now payi ng
substantially | ess.

Now, part of the reason for that is because the
way in which prices have been structured. But what has been
happening in our larger, |lower-cost, and ironically, or |
shoul d say not surprisingly nore conpetitive states, is that
t he access rates have been coming dowmn. And as we go to
one-plus dialing, the intrastate toll rates are com ng down.
And that has neant there has been sone relative increase in
the dial tone rates.

But it is hard to explain to people in Boston who
are paying $19 a nonth, or Buffalo who are paying $30 a
nonth for tel ephone service, why it is that they are going
to send nore or pay nore in order to send noney to people

who are paying eight or nine dollars a nonth for tel ephone

servi ce.

And so | think having sone, you know, effort here
to encourage the -- a different pricing nodel in sone cases,
or taking other steps would be hel pful in -- subsidies out

of the rates, and to nove this toward the conpetitive nodel
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| amvery uncertain. As a matter of fact, | think | would
be al nost oppositional to providing sone sort of a federal
hurdl e that they nust go through if that's what the
suggestion is, simlar to what is being done on a 271 basis
today. And I'mnot sure exactly, you know, | don't have al
the specifics exactly of what's behind your eight
pri nci pl es.

But to ne, qualifications for added federal
support | think ought to be clear to the states today. It
ought to be a national fund today. And we ought not set up
an additional federal process to have states go through to
qualify for that, for that support.

MR, KENNARD: Well, | see that we have gone al npst
an hour over our tine this norning. And | think that that's
a result of the -- not only how interesting these issues
are, but the quality of the panelist we had today.

So | wanted to thank you all for being here today.
And unl ess there are any closing coments fromthe bench --
okay, very good.

M5. TRISTANI: | tal ked at the begi nning of how
wonder ful, how i nportant universal service is. And howthis
country is in an enviable position.

W have 94-percent tel ephone penetration. You al
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know that. But you know, we're not there yet. In ny state
of New Mexico, it's about 87 percent. |In Puerto R co, which
Is aterritory in part of the United States, it's about 74
percent. And those of you that know the states that have
| arge Native Anmerican reservations, know that on sone of
their reservations it varies between 30 and 50 percent.

So we're not there yet, with universal service for
all Americans.

| wanted to remind us all of that. And stress
again that | think it's very, very, very critical that this
Commi ssi on nmakes sure that whatever we do at the end of the
day doesn't nmke any Anerican get off the network.

Thank you.

MR. KENNARD: Thank you, Comm ssioner. Well said.
Wth that, 1'd |like to again thank our panelists, and al so
t hank the hard-working FCC staff that put together this
panel today. Lisa CGelb, Melissa Waxman, Jonat han Raydi n,
Cheryl Todd, Chuck Keller, Maureen Peritino, Rivera
Marshal |, Pam Gal |l ant, Macaul ey Sallas, and of course
Ri chard Metzger and Bob Pepper. Thank you all very nuch for
bei ng here.

And these issues obviously are of great inportance
to this Conm ssion and the country. And you have ny
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comm tnent that we will continue to focus on them and get
themresol ved very, very quickly. Thank you

(Wher eupon, at 11:53 a.m, the hearing was

concl uded.)
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