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Good afternoon madam chairman and commissioners. | appreciate the
opportunity to participate this afternoon in the discussion on how the current
federal high cost funding mechanisms should be revised to prepare them for an
environment that will change rapidly over the coming years.

The concerns raised during the last few weeks over the application of
federal accounting rules to the school and library fund have served notice that we
cannot assume anything about our ability to maintain the status quo. While |
hope that the accounting issues can be addressed without too much disruption to
the funds, this experience should prompt us to take the steps necessary to
ensure that we can continue to achieve our policy goals for universal service in
the future. | envision this taking place in two phases.

First, there are measures that the Commission should adopt in its current
proceedings to ensure that the universal service mechanisms can be maintained
over the medium term — for the next five years or so. | will make some specific
recommendations on these in this statement.

Second, | believe that for the longer term — beyond five years, the existing
methods for supporting universal service will no longer be viable, given the

development of new, next-generation networks and rapid changes in the



marketplace. Because our commitment to universal service will continue, we will
have to consider new policy tools for achieving those goals in the new
environment. At the end of this statement, | will attempt to sketch out the
direction a new policy framework might take.
Contribution mechanism for the medium term

Today we are skating near the limits of the size of the federal mechanism
we can reasonably support on the basis of carrier contributions. This is the case
no matter what basis is used for calculating those contributions — revenues,
connections, phone numbers, or something else. We should therefore take care
to avoid any unreasonable expectations as to what this funding mechanism can
accomplish. For reasons | will describe more fully below, whatever we adopt
now will be a transitional device, not a long term solution to universal service
funding. It will buy us time to develop a long term solution. For similar reasons,
we should be very reluctant to add major new burdens, such as the replacement
of significant portions of the revenue carriers now obtain from access charges, on
top of the obligations this mechanism will already have to fund.

Disbursement of the rural high cost fund in the medium term

Because we are near the limit of what a carrier contribution approach to
funding can sustain, the Commission’s focus over the near and medium term
must be to limit the size of the federal mechanisms, and particularly of the largest
component, the rural high cost fund. Left unchecked, growth in the fund over the
next few years could undermine the stability of the current system. While parties
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the growth we have observed in recent years, that is really quite irrelevant to the
determination of policy going forward. We should identify each potential source
of growth and ensure that the new funding mechanism is designed to address all
of them.

We should expect the new disbursement method to provide incentives for all
ETCs to operate efficiently. At the same time, it should reflect reasonable
expectations about what it costs to serve in rural areas, based on actual
experience.

The designation of competitive ETCs in rural areas can impose costs on
the system in two different ways, each of which will need to be addressed by any
new disbursement mechanism. The first source of additional cost comes through
- substitution of lines between the competing ETCs. As the incumbent loses lines
to a new entrant, its costs do not fall proportionally, and its revenue requirement
per line increases as it loses economies of density. This is the classic, and
expected, cost of supporting duplicate networks in an area where the market may
have difficulty maintaining one. Under the current plan, the higher revenue per
line is translated into higher per-line support in subsequent periods.

The second source of additional cost was perhaps not so widely
anticipated when the current plan was adopted, but has turned out to be quite
significant. Wireless carriers provide a service that is both a competitor for and a
complement to traditional wireline local service. Wireless carriers have also
developed a different business model, in which separate handsets are marketed

to each member of a household. Where the additional ETCs are wireless



carriers, many households have responded, not by switching from one provider

to the other, but by increasing the total amount of service they buy. A family that

previously'had one line may now choose to purchase five wireless handsets
while keeping the same wireline connection. Since we now distribute support on
a per-line basis, the total amount of subsidized service consumed by this
household will increase by a factor of six. Because of this complementarity, what
‘was intended to create competition for the existing service has instead created
the opportunity to consume greater quantities of service at subsidized prices.
While consumers are making reasoned choices when presented with this
opportunity, we are simply not in a position to fund such a large expansion of the
entitlement provided by the federal universal service mechanism. This issue,
which is separate and distinct from the duplication of networks, must be
addressed squarely by any new disbursement method. Simply put, we need to
separate the amount of universal service funding consumers receive from their
choice of carrier, so that consumers cannot draw more subsidy by choosing a
different combination of services or providers.
Specific recommendations
In order to address the concerns | have just laid out, several specific
changes should be made to the method for disbursing federal high cost funds in
rural areas.
\ First, the Commission should establish a rebuttable presumption that only

one ETC should be designated in any rural service area. This would address the

problem of duplication at its source, and would deal with the complementarity



issue as well. In effect, the Commission would reach a basic finding that, as a
general matter, the cost, in terms of the additional expenditure of federal funds,
of supporting an additional network in a rural areas is greater than the benefits
that might reasonably be expected from competition in that market between
ETCs. While the Commission, or a state, could designate additional ETCs where
warranted by special conditions, they would have to overcome this presumption
in order to do so.

Second, in any rural service area where a competitive ETC has been
designated, support should be limited to the primary line. To implement this
proposal, USAC should be directed to survey households in that area to
determine their primary line designation. While this unavoidably creates a certain
amount of administrative burden, it will only be necessary in those rural service
areas where the presumption against additional ETCs has been overcome. In
effect, the first line of defense against unreasonable growth in the fund should be
to have a single ETC in each rural area. Where that presumption is overcome,
then some second line of defense is needed to prevent increases resulting from
the complementarity effect | have just described. | propose that a primary line
methodology should be used for this purpose. Any cost of administering the
primary line approach should be weighed when considering whether to overcome
the rebuttable presumption against a second ETC.

Third, the per-line support amount in each rural service area should be
established at the outset of any new plan, based on the incumbent ILEC’s actual

loop cost in the prior twelve-month period. Going forward, the per-line support



should not follow subsequent changes in the ILEC’s revenue requirement, but
should instead be indexed to reflect inflation, as the cap on fund is today.. This
would provide every rural ETC with incentives to operate efficiently, and would
also ensure that per-line support would not increase as a result of customers
switching from one ETC to the other, as is the case with the current plan. At the
same time, the baseline for this indexed support amount would be the amount of
cost actually incurred to provide service in that area, not some arbitrary cost
estimate. This feature would be similar to one proposed by the Rural Task
Force, but not implemented. It would also be similar in its operation to the
current cap on the high cost fund. However, unlike the current method, this one
would apply to all ETCs. Further, indexing the per-line amount in each area will
provide more direct efficiency incentives for each ETC than the current plan,
under which a new expenditure by ETC A in year one will affect the support of
ETC B in year two.

Fourth, we should recognize that larger rural ETCs have characteristics that
are more comparable to those of non-rural ETCs, and modify the plan
accordingly. To this end, where an ETC operates more than one study area
within a given state, these should be combined for purposes of determining
disbursement from the high cost fund. While the current definition of “rural” study
areas should, in general, be maintained, those ETCs that serve more than
100,000 lines in a state should be included in the non-rural high cost funding
mechanism, even where some of the study areas in that state served by that
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reduce Verizon’s receipts by about $7 million per year. If we look at the
characteristics of the companies that serve more than 100,000 rural lines in a
state, such as the size of the company, the density of the service areas, and the
average level of investment per loop in those areas, they are much closer to
those of non-rural carriers than they are to those of the smaller rural ETCs.
Treating these larger carriers as non-rural for high cost funding purposes will
establish parity of treatment for all ETCs that share these characteristics, while at
the same time preserving the limited funds available for those smaller rural
carriers whose situations really are quite different. Finally, | should note that,
where mid-size companies have purchased lines from larger companies, their
current receipts are already limited by existing Commission policy, so that what |
am proposing here will not impose any severe shocks for those service areas.
There are already various escape-hatch provisions in the current plan, such as
the safety valve, to deal with unusual circumstances, and similar provisions could
be used again here.

Diversions and cul-de-sacs

Taken together, | believe that the proposals | have outlined here will allow
the federal high cost funding mechanisms to fulfill their policy goals, at least for
the near-to-mid term, say for the next five years. However, there are a few
proposals that have been advanced that | do not believe will contribute to this
goal, and which would represent diversions from our forward progress. | will

discuss three of these briefly here.



When the Commission first decided to bifurcate the high cost funding
mechanism between rural and non-rural areas, it contemplated the possibility of
applying a forward-looking cost model to rural funding at some point. This idea
has now been set for comment in the recent Notice, and several parties have
advocated funding approaches based on a cost model.

While Verizon has not yet taken a position on this question, | would
certainly have serious misgivings about going down that road. We all know, from
our shared experience with models over the last few years, that the development
of a forward-looking cost model for rural areas would be a long, resource-
intensive, and contentious process. We also know that such models are highly
sensitive to choices made with respect to model structure and inputs, and that
any model results will contain significant amounts of error. To what end would
we choose to embark on this process? If the objective is to improve incentives
for efficiency, | believe that the relatively simple changes | have proposed to the
operation of the fund would serve the same goal much more simply, and more
effectively. A forward-looking cost model simply doesn’t bring any information to
the party that would justify the time, effort, and argument that it would entail.
Given the rapid development of markets and technology, | believe that it is far too
late in the day for the Commission to begin a new effort to prescribe cost
estimates for the industry. Far better to accept, and make use of, the real
information on actual expenditures by area. On a going-forward basis, the
incentive structure of the plan can be improved by relatively straightforward

approaches of capping and indexing the support. This approach is far more



parsimonious in its use of information, and less susceptible to error. It will elicit
information from the industry, rather than try to impose information on it. The
Commission has achieved good results in this way from incentive regulation, and
the lessons learned from that experience should be brought to bear here.

On a related topic, the suggestion has been made by several parties to
compensate each ETC in a service area on the basis of its “own costs.” | believe
that this is a bad idea. As a threshold matter, | have proposed that the
Commission make a general finding that additional ETCs should not be certified
in rural areas. If adopted, this would make the “carrier’s own costs” idea moot in
most rural areas. However, even if one did wish to think in terms of competition
between ETCs, the last thing you would want to do would be to pay different
support amounts to ETCs in the same area.

In a normal competitive market, it is not unusual for firms to have different
cost structures. One firm may be more efficient, or may provide a somewhat
different product. These differences are then reflected in the competitive
outcome — and we want them to be. Assume for a moment that we had perfect
information about the differences in cost between two ETCs. If we reflect those
differences in the support we pay, then we are, in effect, attempting to “handicap”
the competition between the two ETCs in such a way as to erase the cost
difference. What possible benefit could come from this? The picture becomes
even more cloudy when we remove the assumption about perfect information.
Now we have to develop two cost models, and all of the cautions | have listed

above apply doubly. (Actually, there will be more than two possible technologies,



so additional models might be required.) Since both models will have
considerable error, we will now handicap the two ETCs by a more or less
random amount that reflects the relative errors in the two models.

| am sure that some rural carriers have advanced this proposal out of a
sincere desire to limit the growth of the fund, based on the assumption that the
costs estimated for a wireless ETC will be lower. But the same issues of density
and distance that affect wireline costs also affect wireless costs in rural areas.
And the wireless termination rates in many countries give evidence that a
forward-looking model of a wireless network can be made to yield rather high
cost estimates. So itis far frqm clear that, at the end of the day, the “carriers’
own costs” approach would generate any meaningful savings.

The problem with this approach is easily demonstrated if, as may be the
case in some areas, the competitive ETC’s costs are higher than those of the
incumbents. In that instance, would we argue that the universal service fund
should subsidize an inefficient competitor, regardless of the cost?

| believe that the best way to limit the costs created by duplicate networks
in rural areas is to limit the designation of ETCs to one per area in most places.
Where we do choose to have more that one ETC we should compensate them
on the same basis, using the method | have outline above. Once a support
amount has been determined, then each ETC, and each consumer, can make
choices with respect to different technologies, without being guided by

handicappers at the Commission.
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Finally, we are all aware of the problems that surround our current system
of inter-carrier compensation. Discussing them here in any detail would take me
far outside the scope of this hearing. | do feel compelled to mention them
because there is a great temptation, when thinking about inter-carrier
compensation, to solve problems there by “exporting” them to the world of
universal service. The ICF proposal does that, as do several plans advanced by
other parties. We are here today because universal service has problems of its
own, and in the current setting it doesn’t have much capacity to take on many
more. As | will explain in the next section, in the longer run | believe that the
development of next-generation networks will force us to rethink universal service
more globally, and at that point the revenues that are now generated by access
charges will become part of that discussion. But given the limited tools at our
disposal in the near term, | am not sure that we can make ourselves better off by
bringing that conversation forward into the present. It would be better for us to
make some immediate decisions that would shore up the contribution for a few
years, limit the growth of the fund, and then devote our attention to the greater

challenges that will present themselves over the longer term.

Challenges in the longer term.
| believe that it would be a mistake to assume that the changes to the
federal universal service mechanisms we are discussing here, whatever form
they may take, will see us through for any long period of time. Changes are

already well under way in the industry that will require us to rethink universal

11



service once again. A new approach might be needed in about five years or so,
which is about how much time it would probably take to effect the necessary
changes, given that legislation might well be required. To deal with the new
environment, the basic framework we have used — a defined service to be
supported, carrier contributions, and a fund that writes checks every month — will
probably not be relevant. We will have to think of something new.

| don’t pretend to know precisely what the right answer will turn out to be,
and detailed speculation on that subject would take me far beyond the scope of
this hearing. However, | think it is useful to sketch some broad outlines briefly
here, to serve as a frame for our present discussion. It is also, | believe, a useful
antidote to claims that one or the other of the current proposals is
“comprehensive,” or will solve all problems.

Today, small rural carriers rely on three sources of revenue: their own end
users, access charges, and universal service. For some ETCs, the last two
sources may represent as much as seventy percent of their revenue. We are
already witnessing the development of a new generation of networks. They will
be broadband, highly capable, and based on IP. While these networks are
growing more rapidly today in more urban areas, they will eventually be adopted
in rural areas as well. | believe that they will change the landscape in a number
of ways that will affect universal service.

As more and more traffic is carried on an IP basis, more traffic will be
exchanged between carriers that way as well. Today, the exchange of traffic

between Internet backbones lies outside the scope of the rules that apply to
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circuit-switched traffic. These backbones negotiate arrangements on a
commercial basis, without regulatory intervention. No intervention is needed
because these networks don’t have an obligation to interconnect. If they don't
agree, they don’t interconnect. In IP space, that's an acceptable outcome,
because there are many routing options for packets to get where they need to
go, and IP networks don’t have to be bilaterally interconnected to ensure
universal connectivity.

As these IP arrangements affect a larger proportion of the traffic in the
industry, there will be a corresponding shift in the flow of money. A diminishing
proportion of the traffic will pay access charges. Over time, instead of receiving a
large inflow of payments from other carriers, rural networks may find that they
must pay transit charges to secure interconnection arrangements with larger
backbones. This, of course, is something we will have to take into account in
designing a new framework for universal service over the long run.

At the same time, this same process through which the world of telecom
merges with the world of the Internet will also erode our ability to maintain the
current system of carrier contributions. Simply put, what we have today is a
sector-specific tax. That works as long as you can define the sector. When
telecommunications is part of the larger Internet, what part of the Internet do you
tax?

If we look at other countries, we find that the majority of them fund
universal service based on some form of general taxation. Here in the US, that

approach will pose difficulties, both practical and political, but | believe that in the
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long run we will be driven by circumstances to consider general revenue funding,
just as other countries have done.

Finally, our current system is based on a defined universal service, which
we then seek to make widely available at rates that are affordable and
reasonably comparable. We do this by providing a funding source which, for
ILECs, is closely tied to the traditional regulation of those carriers. | believe that
the development of a new generation of networks will push us to reconsider that
framework. The thing that will be costly will be building that new infrastructure in
rural areas. That is what we should subsidize, and we should consider doing that
directly, perhaps through a mechanism that looks more like an RUS grant than a
regular check from USAC.

A funding approach along these lines would recognize the reality that, in this new
world, services need not be tied to the networks that provide them. As long as a
rural customer has a broadband connection, the voice service he or she
‘subscribes to could come from anywhere, perhaps from a VOIP provider in
Estonia. Unless we want to get into the business of sending USF checks to
Estonia, we had better think about separating support for networks from the
services that ride over them. This approach would obviate the ongoing
discussion of whether broadband should be added to the definition of the
supported service. It would also allow regulation to be more limited, and provide
rural infrastructure providers with some of the same incentives their urban
counterparts will have — to innovate, and to find more ways to use their new

networks to deliver value to their customers.
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I know that much of this may sound speculative, and it is. But the speed
of change in our business is there for all to see. Given the speed with which we
have been able to devise new policy frameworks in the recent past, | suggest
that it is none too soon for us to begin thinking about where we will want to be
when we grow up. | think it is also healthy for us to recognize that, in the
Commission’s current deliberation, we are not seeking to adopt policy for the
‘ages, but rather to patch together the current system, so that it can survive until
such time as longer-term changes may be possible.

Madam chairman, | thank you again for the chance to participate in

today’s hearing, and | look for ward to your questions.
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