Direct Testimony of Ben Johnson, Ph.D.
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Cost Disaggregation / Zones within Wire Centers

Q. Let's turn to Section6 of yourtestimory, concening the geographic unt of

analysis. Doesthe 1996 Fedal Act specify which geograpic areas shouldeceive
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high cost support?

Not specificaly. Section214(e) gives state commissions the responsiility for establishing
“sarvice areas’ which are defined as* a geographic area established by a State commission
for the purpose of determining universa service obligations and support mechanisms” The
Joint Board reasored tha this provision refers only to “the desigretion of thearea
throughou which a carrier is obligated to offer and advertise universal service”, ard

concluded

that this language would not bar the [FCC] from disaggregating the
state-designated service area into smaller areasin order to: (1)
identify high cost areas withinthe service area; and (2) determire the
level of sypport payments thet a carrier woud receive for the overdl
service area based onthesumof the sypport levels as determined
by the cods of serving each of the disaggregated areas. [First
Recommended Dison 178].

The FCC agreed with this interpretation, and concluded that “ sypport areas should
be smaller than the carrier's service area in order to target efficienty universal

service support” [Universal Serice Order 1250(10)]. The FCC has not stated
how much smaller support areas should be. However, it conduded thet cost nodels
used to calculate the cost of providing universal service must deaverage support
calculations at least to the wire certer, and, if feasible to evensmaller areas “suchas

a Census Block Group, Census Block, or grid cdll” [1d.].
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More recently, the Joint Board recommended that “ federal support inttially be
deternined by measuring costs at the study area scale”. [Second Rexnmended Decin,
132]. The Joint Board reasoned that support calculated at the study area level will properly
measure the support respong bility thet should be borne by federa mechanisms gven the
current extent of local competition [Id.,  33]. However, the Board also noted that “as
competition develops within a study area, calculating costs using the aggregate
characteristics of the study areamay becone less appropriate”’. [1d.] The FCC model
develops costs a the wire certer level (although sorre additional detail is available for
individual clusters within wire centers). The federal USF ca culations do not rely upon this
detailed informetion, however, Instead, sypport is provided based upon the average level of

cost incured by a nortrural carrier within its ertire service area within each state.

Does it matter what geogaphic unit of aralysis is ®lected foradministering a hgh
cos fund?
Y es, this can have a very significant inpact on the overal size of the fund, as well asthe
amount of funding received by specific carriers. Cost estimetes that are developed for large
geographic areas will tend to reflect average conditions throughout that entire area. High
cost areas will be offset by low cost areas. Takento the extreme, costs can be developed
for an ertire state, or alarge Satewide “study area’” (e.g. the US West service territory in
Idaho), as the FCC has done in implemerting the federal USF. When this is done, cost
conditions are broadly averaged, and carriers recelve the sane amourt of support per line,
regardless of whether aline is located in Boie or in alow density rural area.

A study which separately calculates cost for individual wire centers, or rdatively
honogereous groups of wire certers highights high cost patterrs to a muchgreater degree.

Even thisapproach, however, fails to disclose whether there are bothlow cost and high cost
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areas withnirdividual wire centers. A finer-grain approach can further identify customers

that might need high-cost support, separating themfrom those which might not.

A small geographic unit of analysis more precisely targets high cos support. Are
there ary dsadvantages 6 wsing avety snall geogaphic area br IUSFpurposes?
Yes. Thereare signficant disadvartages to using Census Block Groyps (CBGs), model
clusters, or other very srall geographic areas in administeringa universal service furd. First,
some of these geographic areas (e.g. CBGs) tend to be somewhet arbitrary, and orly
incidentdly related to costs Second, smell geographic areas force one to more heavily rely
upon dlocations of the cog of fadlities that are used by more than one geographic area. The
narrower the geographic unt consdered, the greater the extent to which costs are shered
with other geographic areas, and thus the greater the need to rely ypon allocatiors. These
allocations largely determire the outcome of the analysis, and thus the cost output for very
smell geographic areas tend to be more arbitrary and subjective. Third, as disaggregation
increases, the reliability of the nodeling effort decreases, and thus the seeming precision of
the reported resuts is illusory. Moddingerrorsthat cancel out when viewing cost results for
alarge areamay be very serious in the cortext of a smell geographic area.

In gererd, the size of the universal service furd tends to be inversely related to the
size of the geographic areas used in calculatingthe furd size. Very smell areas (e.g.,
individual clusters or grid cells) trandate into alarge fund. At least in part this results directly
fromthe impact of errors inthe modeling process, which have an exaggerated effect asthe
urit of geogaphy sirinks. This hgppens because the furd size is typically drivenby
differences between a given benchmark and the calculated cost; with extremely sl

geogaphic areas, errors in the modeling process, cost allocation procedures, and other
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pheromena cause the calculated costs to fluctuate widely above and beow the benchnerk.
Since the furd size is determired by the magnitude of the discrepancies above the
benchmark (withou any offsetting reduction for discrepancies bel ow the berchmerk), these
upward fluctuations tend to increase the size of the furd.

In attenpting to model costs accuratdly, it is generally desirable to gather more
detailed data, and to attenrpt to refine costs for relatively small geographic areas—siraller
than awire certer. However, this does not imply tha the fund itself shoud be administered
at the same level of geographic detail. To the cortrary, it would be preferable to use
somewhet larger areasin administering the furd, relative to the size of the areas used in
developingthe costs.

Canyou ilustrate why the fundng area shoud be larger than the coding area?
Yes. Consider a hypothetical case in which awire center corresponds to nine CBGs--three
with high calculated |oops cogts, three with average cal culated loop costs, and three with
low calculated loop costs. Lookingat the wire center as awhole, the area has average
cogs, (assuming the low cost and high cost areas baance each other). Thus, no furding will
be needed, if disburserrents are only mede to high cost wire centers, rather than high cost
CBGs.

If each individud CBG is targeted for support if it gppears to have high cogts, the
impact of any errors in estimating the costs is greatly exaggerated. Inour exanple al three
CBGs might be equdly costly to serve Three of the CBGs appear to have higher than
average cost (and three gppear to have lower than average cost), but this mght be due to
data errors, weaknesses inthe model agorithis, or other modeling problems. If CBGs are
usad to administer the furd, the impact of random fluctuations in the nodeling process coud

be quite serious--providing funding to portions of the wire center, even though nore of the
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wire center actually deserves support. The result of usng CBGs, grid cells, or clugtersto
calculate the amourt of funding could be a substantial increase the total size of thefund, and
the furdirg calculations wil be much nore senstive to modeling errors.

For similar reasons, ome interested parties have argued that CBGs shoud not be
used to target high-cost support:

In our analyss of BCM2 resultsfor CBGs in the Northeest, we
found thet some CBGs thet include low-cost cugonmers in relatively
close proximity to the wire certer are characterized as high cost.
Additionally, these CBGs are adjacert to CBGs of smilar or greater
distance from the same wire center that are characterized by the
BCM2 aslow cost. Thus, high-cost CBGs will include many
customer's thet are actually clustered close to the wire center and
that are low-cost, and low-cost CBGs will have many customers
thet are hgh-cost. As such, averaging costs by CBGs does not
accurately group cugoners that are hghor low cost. Accordingy,
CBGs shoud not be used to target hightcost support. [Cost Proy
Model Analysis -Commerts: Joint Commerts of Bell Atlantic
and NYEX, CC Docket No. 96-45, February 18, 1997, p. 13/]

Does that mean that you disapproveof any unit of analyss smaller than a wire
center?

No. Assumingthe urderlying model is strorg erough to support ths level of deail, one
woud ideally group the geographic areas within each wire certer into two zonesor
categories. Thiswould provide a highly menageable degree of grarularity for reporting
purposes and would aid ingaining a more detailed understandirg of the cost characteristics
of each wire certer. This approachwoud also allow ore to examine the cog of servinglow
and highcost areas within each wire certer, without becominglost in a sea of detall (e.g,

costs for individual grid cells or CBGs). An excellent balance between grarularity and
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manageability can be achieved by classifying each part of each wire center into one of two
categories. One caegory (e.g, zore 1) woud tend to include relatively low-cost aress.
The other category (e.g., 2one 2) woud tend to include relatively high-cost areas.

In Kansas, we developed costs usingthe two-zone gpproach. Generdly, this
resulted ingrouping customers inside the base rate area irnto zone 1, and groyping custonmers
outdde the base rate area into zone 2. When this was dore, we observed a very substartial
discrepancy in the calculated cost levels for the two zones. Overall, an approachtha
disaggregates eachwire certer into no nore than two zonesstrikes a reasonable
compromise betweenthe dangers of overszed areas (where signficant cost differences get
averaged avay) and urdersized areas (Where the output is unmanageable and unreliable).
Of course, ths two-zore approach is only appropriate if the cost model is accurate and
flexible enough to support this level of detail. Otherwise, it would be appropriate to
administer the furd based upon individual wire certers, or groups of wire certers.

Dr. Johnson, can you sumnarize the rationale for distinguishing 2oneswithin the
wire centers?

Yes. In mary rurad wire centers the customers intown are actualy quite inexpensive to
serve. The orly reason these wire centers appear to have high costs is because customers
outside of town are very costlyto serve. If support is provided to al lires inthese wire
centers, CLECs will be encouraged to serve the wire certer, but the support payments they
receive worit necessarily relate to the extert to whichthey actualy serve high cost
customers. If a CLEC chose to install cable in town ard resell theincumbent’s services
outgde of town, itwoud not experience ary highcosts. Y et, it woud potentially receive
substartial paymerts fromthe IUSF asif it were a faciliiesbased provider in ahigh cost
area.

Did the Kansas @mmisgon relyuponthe ore cst alcuations?
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A. Y es. After weighing the advartages and disadvartages of several approachesto this issue,
they decided to use zone-based codts to target support within each wire center, but not to
rely upon this information in deter mining the overall funding level.
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...the Commission required parties to submit evidence showing costs
geographically deaveraged below the wire center level. While the
FCC’ s model derives forward-looking costs at the wire center level,
the Commission wanted to anayze the effect of breaking costs
downmore finely betweenthe more urban linesand the linesoutside
thebase rate area. Order 10, 57. Thiss process woud further
identify specific areas that might need high cost support, separating
them from more urban areas within wire certers that might not.

...All parties ack nowledged the benefits of targeting sypport within
wire centers, athowghthey differed as to timing, specific approach
and other cost corsiderations.

... The Commission adopts the * primary zone” methodology that Dr.
Johrson proposes for allocating support between highand low-cost
zones within each wire center. As outlined above, this means the
total sypport amount, calculated on the basis of the wire center’s
average cost per lire, would be directed to the hgh cost zones in
that wire center. Zone datawould be used only to target support to
the highest cost areas of the wire certer, not to deternine the sze of
the KUSF.

Can the exent of geographic averaging affect the sze of the fund?
Y es. The zone concept can have a significant inpact on the extent of suypport provided to
specific customers, it can influence the anmount of funding received by particular carriers
(particularly conpetitive carriers) ard it can even impact the overdl size of thefund

(depending upon how the concept is implemented). Cost estimetes that are developed for
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large geographic areas will tend to reflect average conditions throughout that entire area.
Highcost areas will be off st by low cost areas. Taken to the extreme, costs can be
developed for an ertire state, or a large statewide “ study area” (e.g. the US West service
territory in Idaho). Whenthis is done, cost conditions would be broadly averaged, and
carriers woud receive the same amourt of support per line, regardless of where thet line is
located.

The FCC's decision to average costs within each statewide study area is one of the
major factors explainingwhy the new federd fund isas small asit is, ad thisis the primary
reasonwhy US West is receiving so little support from the FCC’ s new cost-based
mecharism While US West undoubtedly serves many high cost areas, these are balanced
by lower cost areas like Boise, leadingthe FCC to conclude thet US West incus costs that
are relatively close to the retional average. As aresut of statewide averagrg, US West
doesn’ t receive cost-based federal USF support in ary of its states except Montana ard
Wyoming—and eventhose support amounts are relaively modest.

If thefederal fund hed provided support to individual wire certers, or rdatively
honogereous groups of wire certers, with above-average costs, it woud have isolated high
cost conditions to a much greater degree, and thus provided funding to many nore
states-including I daho. Even a wire center-based approach, however, fails to disclose
whether there are both low cost and high cost areas within individual wire centers. A finer-
grain approach can further identify the specific areas that might need high-cost support,
Separating themfromthose areas which night not.

Has the FCC conpletely rejected geograpit deaveraging below he wre center?
No. To the contrary, in a decision adopted on September 9, 1999 the FCC agreed withthe
Washingon Commission’s proposed setvice area desigration, and grarted the requested
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waiver to permit federal high cost support which is currently given at the study arealeve to
be digributed ona much more targeted basis, below the wire certer level.

Q. Can you be more pecific as to how the “Washington Experiment” would be

implemented?

A. Yes. The Washingon Commission proposed

.10 disaggregate federal high cost support currently given at the
study arealevel, by usingthe Benchmark Cost Proxy Model
(BCPM) to estimate the cost of providirg service in dersity zones
within each excharge served by the rural carriers. [Order No. DA
99-1844, September 9, 1990@1].

The FCC went on to explain that;

Under the methodol ogy proposed by petitioners the individual
exchanges of therural LECs would first be desigreted as their
sarvice areas. Then the federal high cost support that is currently
provided to the rural LEC petitioners on astudy area basis woud
be disaggregated and redistributed among the smeller geographic
sarvice aress. ....... This methodology would be used to estinete the
relative cost of providing senvice in alower-cost and a higher-cost
densty zore within each excharge. This cost data woud then be
used to set the support amourt for carriers providing service within
each of thexe densty zores.[Order No. [A 99-1844, September 9,
1999 14].

Q. Are there advamages to this tyg of an appoach which dstinguishescosts and

fund paymens below he wre center?
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Yes. In the era of monopoalistic telecommunications providers it was not necessary to
accurately identify highcost areas. Cost averagngwithin awire center did not adversely
affect the provider, since it coud spread the high costs to its other custoners without fear of
losingthe low cost cugomers to arother provider. However, in this new era of conmpetition
it will be increasingly necessary to accurately target the high cost customers. Although the
FCC has not implemented this approach on the retiona leve, it clearly recognizes the
potential benefits of a more disaggegaed approach, as evidenced by some of the language
Inits decison authorizing the “Washington Experimert”:

Specifically, if ...universal service support were not geographically
disaggregated, a conpetitor coud receive awindfall by providing
sarvice inarelatively low cost exchange and receivirg support
based on the average cost within the study area. Petitioners
proposal to disaggregae support is desigred to reduce such
opportuntties for creamskimming [Order No. DA 99-1844,
September 9, 1999 12].

One potentialobjection to ctaveraging costs is thathe FGC model isnt designed
for this, unlike BCPM . Has the FCC warned patties not to useits model to
calculate wsts below the wire center?

No. To the contrary, the FCC recommended wsingthe FCC Model in the Washingon

Experimert, in order to get more accurate results.

... We urge petitionersto congder substitutingthe syrthesis model in
the proposed methodology whenit isfinaizzd. We urge petitioners
to take this course because regardless of the Commnission's ultimete

10
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decision onwhether to apply the synthesis moddl to rual carriers,

we believe that the synthesis model provides nore accurate cost
edimates than does the BCPM and use of the syrthesis mode will
make it easier for USAC to administer petitioners' methodology.

We hereby give advance approval 1o modifications to petitioners
proposal to conformthemodel platformand inputs to those adopted
by this Commission. [Order No. [A 99-1844, September 9, 1999
1 16].

It might be argued that it is too dificult to impement he zor concept pw, andthat
this dhoud be deferedfor a ewyeas. Whatis you resprse?

If the Commission wants to deaverage costs below the wire center, it woud be preferable
to do this fromthevery beginnng-evenif the initial effort is somewheat crude and
approximate. The trend towards competition isjust begiming to emerge. Particularly inthe
rural areas, the design of the IUSF will have a sigrificant impact on CLEC investment and
entry decisions. Ifthere is great uncertainty concemingwhich specific areas will be declared
high cost ard supported by the ITUSF, or concerningthe extent of the furdingthet wil be
avaiable to these areas, it will have a chiling effect oninvestment decisions by potential new
entrants. One of themost fundamental issuesfadnga CLEC is tryingto deternine whether
[USF support will be available for al customersin arural wire center, or just the ones
located outside of town. The answer to this question will largely determire the rel ative
profitability of various entry strategies and business plans If highcost support is available for
the entire wire center, entrants will be strongly encouraged to ingtd| facilitiesintown, while
they will not have muchincertive to irstall fadlities in the lower density, higher cost areas
outside of town If the sypport is targeted at customers outside of town, the incentive to

serve custonmers inthe outlying areas will be nuch stronger.

Are there any problems with dstinguishing zones withinwire centers?

11
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A.

One difficulty is that the Commission will need to establish aclear definition of which parts of
the wire certer are included in each 2one, ard there needs to be sone effort to synchronize
the definition used inadministeringthe IUSF payments with the definition used insorting
clusters into zores and calculating zorel costs.

In the past, US West ard GTE maintained maps in their tariffs which distinguished
between the more urban ard more rural parts of various wire certers. This distinction was
used as the basis for applyirg higher charges to those customers located outside the base
ratearea (OBRA). A dmilar systemcoud be used in targeting | USF paynents. The lUSF
could potentially provide support (or alarger amount of support) for custormrers that are
located outside the designated boundaries, and it woud pay less support (or no support) to
customers ingde the designated areas. It will take some effort to establish appropriate
bourdaries for eachwire certer, distinguishing between the higher and lower cog portions
of eachwire center, and to precisely synchronize the cost calculations to these boundaries.
However, thisis not an excessively difficult task. Oncethe bourdaries have been established
and the corresponding costs cacuated, it will be feasible to appropriately tailor the support

payments to each zone within each wire center.

Will it be nore cetly to administer the IUSFusirng ones?

Not necessarily. This depends upon the particular approach to zones that is chosen by the
Comirission. Under some approaches, it coud be less costly to administer the zone
concept, because the KUSF woud be targeted at a smeller number of customers,
exclusively located in the truy highcost areas parts of thestate. InKansas, the total number
of customers receiving support was signficantly reduced, as a resut of thedecision to use a

zore targeting approach, while the amourt of support per customer wasincreased.

12
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Arguably, this created a smaller, more efficient system, with potentialy lower adminstrative

costs over the long term

Q. Can the FCC model be ued to digtinguish between high andlow cost zone within
wire centers?

A. Y es. The defaut version of the FCC Model doesri't readily accomnodate different cost
zones within wire centers, but thereis suficient data available at the cluster level withn FCC
model workfiles to meke the necessary calculations ouside of the nodel. Usingan approach
like the one we used in Kansas, | have grouped the clusters ineach US West and GTE wire

center into two distinct zores.

Q. What criteria did you use todifferentiate the lov ard high cost dusters?

A. The FCC Model provides a measure of ret density (lires per square mile within the cluster).
| used this as the primary ariterion in identifying the highand low cost clusters. For exanple
Zore 1 includesall clusters with dengdty above aspecified threshold. The outer zone (Zore

2) includes the remairing clusters.

Q. What density crit erion di d you use?

A. For illustrative purposes, | wsed a threshold of 25 linesper square nile, which is roughy
equivalent to the statewide average, excluding certain categories of largdy uninhebited land
owned by the state and federal governmerts.

Q. Can the IUSF zones beorecisely linked to actual city limit boundaries or some othe

indicator of high andlow cost area within each wire center?

13
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Y es. With additional time and effort, the clusters can be sorted into zones based onany
boundaries the Comrmission chooses or creates. Using GIS software, it is feasible to identify
whether each SAI isinside or outside a specified bourdary.

You have disussed s far howthe FCC nodel clugers can be organized into tw
zones withineach wire center. How can ths information be useal in calculting the
costs of ech one?

The FCC model produces intermediate work files with certain investment, line, distance, and
area information for each cluster. We transferred this datainto a separate spreadshest,
which we used to calculate costs by zone. We wil provide copies of ths spreadshest to the
other parties uponrequed, so thet they canalso develop costs by zore.

The spreadshect is straightforward, althougha bit complicated. First, the
spreadsheet requires the user to distinguish between costs which are the same per line ard
those which vary with investment. We used regression arelysis for each study area to make
this distinction, but other approaches could also be used. Secord, the clusters are sorted
into zones, and the investments related to distribution and customer premises for each cluster
are accumulated for each zore within eachwire center. Rather thanrely upon the feeder
investment amounts reported by the FCC modd for each cluster, the spreadsheet takes the
total feeder investment for each wire center and allocates this amourt to the two zones
based upon the square root of the area within each zore. This provides a nore reliable and
stable measure of the feeder investment attributable to each zone. The total of these
investments represerts the loop invesiment in eachzore. These investments are then
converted to anmontHy cost per lire for each zore using a weighted average annual cost

factor. Next, the nonthly switching, transport and other miscellaneous costs per line are

14
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added, resuttingin atotal montHy cost per line for each of the two zones. These cods can

then be wsed to calculate whether, and to what extert, 1USF support should be provided.

Since he FCC mockel cevebps csts bread cluster, why havenit you sinply used
those results, rather than grouping the clustes into two zones within each wie
center?

| believe the zone approach provides a much more accurate and reasonable approach. If
every cluster were analyzed and furded separately, the impact of errors in the modeling
process will have an exaggerated effect as the unit of geography shrinks, and it would result
in anexcessvely largefund. This happers because the fund size is driven by differences
between the berchmerk and the calcuated cost; with extremely small geographic areas,
errors in the modeling process, cost alocation procedures, and other phenomena will cause
the calculated costs to fluctuate above and below thebenchmark. Since the furd size is
determined by the magnitude of the di crepancies above the berchmark (without any
offsetting reduction for discrepancies below the benchmerk), these fluctuations drive up the
gzeof thefund.

In attenpting to model costs accuratdly, it is generally desirable to gather more
detailled data, and to attenpt to refine costs for relatively siell geographic areas-whch is
whet the FCC model does with its clusters. However, this does not imply tha the fund itself
shoud be administered & the same level of geographic detall, or that the cost results for
each cluster shoud be considered completely reliable. To the contrary, it is preferable to use
somewhet larger areasin administeringthe furd, relative to the size of the areas used in
developing the costs.

If individual clusters were used to adninister the furd, the impact of random
modeling error coud be quite serious--providirg fundirg to clusters which appear to have

15
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high costs sinply due to errors inthe nodeling process. The resut of using individual clusters
as the basis for furdingis to increase the total size of the furd and to increase the impact of

modelirg errors

Doesn't this same line of reasoning suggest that the Commissian should eject the
zore cacep and administer the IUSFbaseduponwire ceners?

No. The FCC model is strorg erough to support the zore concept, if the Conmmission
decides that this higher level of targetirg is desirable froma policy perspective. While the
individual cluster resuits are potertially subject to eror, when these cluster resuts are rolled
up into zores, errors in the cdculations for individual clusters terd to cancel out. By grouping
the clusters within eachwire certer into two zones, the Commission is provided with amuch
more detailed understardirg of the cost characteristics within eachwire center. Y e, thisis
acconplished with a highly manageable degree of grandarity (merely doublingthe amourt of
data thet needs to be reported ard analyzed).

The zore approach alows the Comimission to examine the cost of savinglow and
high cost areas withineach wire center, without becoming lost in a sea of detal (e.g., costs
forindividual clusters). | believe this approach, which disaggregates eachwire certer into no
more than two zones, acheves the best compromise betweenthe dangers of overszed areas
(where significant cost differences disappear through averaging) and underszed areas
(where the output is difficult to work with, ard the results may be unreliable due to modeling

error).

Is there more than one way the zone congé can be applied in @veloping the fund

itself?
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Y es. There are undoubtedly nultiple different ways the IUSF could be developed usingthe
zore concept. For simplicity, | will limit my response to a primary approach and ore
dterrative.

Under the primary option, the Commission would take the support amourts
developed without regard to zores and distribute them based ypon the zore cost
irformetion. Ths is the gpproach adopted by the Kansas Corporation Commission, and it is
snilar to the *Washington Experimert” authorized by the FCC, inwhich federal support
dollars (developed without regard to zores) are distributed based upon zone-specific cost
information.

Under the aternative approach, the zone data can be used not only to distribute the
fund, bu also to deternine the size of thefund. More oecifically, the per line costs in each
zore woud be compared to the cog benchmark. Support would be givento all supportable
lines in the zone to the extent the cost per lire for thet zone exceeds the benchmeark. In
gereral, ths method will tend to increase the size of the furd relative to the primary method

(which keeps the fund size the same as urder the standard wire center approach).

What are sone ofthe plicy implicaions ofthese alematives?

Most obviously, the primery option is a smaller deviation fromthe basic wire center
approach. The zone calculations are only used to distribute the sypport payments; they
aren t refied uponto determine the Sze of the furd. This is beneficial in several ways. For
one thing the Zone corcept is inkerertly cortroversial. By keepingthefund size unchanged
relaive to the wire center method, this method focuses attention on the main purpose of the
zore concept (targeting support within wire certers) without triggering a debate over
whether or not the furd size shoud be increased. This was undoubtedly ore of the reasors
why this was the approach proposed by the Washington Comrmission for its experiment,
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since it allowed tighter targeting of support without increasing the amourt of funding
provided by the federal USF program Moreover, this approach shoud alleviate any
concem abou the impact of any potential errors in the zore calculations. Since the furd
remains unchanged, any problems with the zore calculations will be limited to the distribution
of those amounts.

Another consideration is the number of customers thet will receive sypport. Urnder
the primary approach, support is linited to those customers who are located inhigh cost
zones within high cost wire centers. In contrast, under the alternative approach support is
provided to all custorrers in high cost zones, regardless of whether their wire center has hich
costs overall. Stated differertly, the alterrative approach provides a much broader
distribution of support. The mainreason the fund size tends to increase under the aternative
approachis because suypport is provided to more wire certers.

Froma pdlicy perspective, this broadening of support has muitiple implicaions. On
the one hard, some may argue that al high cost customers should receive support,
regardless of whether they are located in rural wire centers, or in low density portions of an
urban or suburban wire certer. The alterretive approach is resporsive to this line of
reasoning On the other hand, some may argue that the IUSF should be tightly limited to
those customers most needing of support, in order to imit the furd size and to minimize

administrative costs.

Canyou povide a quantitative exampe that ilustrates howthe piimary and
alternative approaches differ?

Yes. Exhbit 101, Schedule 1 illustrates hypothetical fund calculations for a carrier based on
the wire center gpproach and two zone approaches developed by my firm Thetop of the
schedule shows support calcuated at the company level (rather than Lsing anore
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disaggregated geographic level, as | recommerd). The next portion of the schedule shows a
set of caculatiors for this sare carrier, assumirg the lUSF support is calcuated at the wire
center level. The bottom two portions show the hypothetica fund amount Lsingthe two
zore approachesdescribed above.

| have assumed thet Company XY Z hasthree wires certers; one rural, one
suburban ard one uban.  As shown, wire center RURLIDXA has higher than average
cogs, wire center URBNIDXA has lower than average costs, and wire center SUBNIDXA
has costs that are near the statewide average. Support is calculated in the same mamer as it
was for the entire company, and uses the same cost benchmark, but separate support
amourts are calculated for each of the three wire certers.

The primary 2one approachtakes the amourts calculated at the wire center level
and alocates these amourts using the ratio of support ineach zone calcuated urder the
alterretive 2one approach. This is the approachwhich was adopted in Karsas, and is
similar to the Washingtonexperiment erdorsed by the FCC.

By comparingthe anrual support anourts in each approach, this example
demondtrates how the fund sz is affected by the geographic scope of the caculations. As
shown, the corrpany woud receive ro support if the support is calculated conpany-wide.
However, the rural wire center woud receive support if the calculations are performed
separately for each wire center. Furthermore, as seenin the Alternative Zone approach
when support is targeted below the wire center level, there is the potentid for the fund to
increase substantialy.
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Let’s turn to the seventh major section of yourtestimory. Using he illustrative
inputs andcost bencimark descrited previously, have you gepared illustrative
fund cakulations for GTE ard US West?

Yes. Asl’weindicated, the size of the furd will vary, deperding upon how the Commission
resolve various issues. At this point, Staff is not recommending a specific fund amourt, nor
have we finalized our andysis of the model inputs and other issues Exhibit 101, Schedue 2
displaysillustrative furd amourts for US Wed and GTE thet resut from cost berchmerks
ranging from100% to 150% dof the statewide average. Page ore is based uponthe FCC
defaut inputs and page two is based upon Staff’ sinitial set of recommended inputs On
both pages| have assumed the furd pays60% of costs in excess of the benchmerk,
including loop, switchingand transport cods. Also, all of the furd amourts are based upon
the assunption thet support will only be provided to wire centers inwhich average costs
exceed the berchmark by erough to indicate a support requirement in excess of $500 per
month Firally, estimeted payments from thefederal USF mecharism have been recognized
as an offset to the IUSF calcuatiors.

You have subtracted the amoun recaved through the federal USFmechanism. Can
you explain the rationale for this step anddiscussthe relationship ketween the
federal and stae USFmechansns?

Yes. Asdiscussed earlier in my testimony, the federal USF support payments compensate
for the same high cost problemwhch we are dealingwith here. To awid double recovery, it
is appropriate to reduce the lUSF payments by the federal support amourt. The FCC has
recognized that
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the primery federd role is to enable reasonable comparability among states (i.e., to
provide states with sufficient support so that states canmake local rates reasoreably
comparable among states), and the primery role of each state isto ensure
reasonable comparability within its borders (i.e., to apply state and federal support
to meke local rates reasorably conparable within the gate) [ M ethodology Order, 1
33].

Thus, the federal mechanism deals with the same high cost problem, but it is focused on a
particular aspect of the problem-ensuring reasonable comparability of rates across the
country. FCC concluded that:

the federal mechanism should cal culate support levels for non-rural carriers
by comparing the forward-looking costs of providing supported services
averaged at the statewide levd, to the national benchmark. Of dl the
potential approaches suggested, we believe that statewide averaging is the
approach most corsistert with the federal role of providing support for
intrastate wniversal service to enable reasorable comparability of rates
amorg states. [1d., 138].

In devel oping fund anourts, the level of grarularity at which costs are averaged hes a
significant impact on the calculated anmourt of support that must be provided. By averaging
costs at the state level, the FCC has limited the amourt of support paid to US West. In
contrast, GT E continues to receive very subdartial support, based upon a differert set of
calculations gpplicable to LECs thet are dassified as “rural’ for federal USF purposes.

With regard to carriers like US West, which have historically been classified as

“ron-rural” for federal purposes the FCC hes largdy keftit up to the dates to use their
“substantia resources’ to achieve reasonably comparable rates. In fact, under the recently
adopted federal mechanism, only Alabama, Kentucky, Maine, Mississippi, Mortara,
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Vermont, West Virginia and Wyoming will receive any federal funds. At least with regard to
US West, inder the FCC'’ s approach, Idaho is required to solve the high cost problem
entirely through intrastate mechanisims. For the time being, federal support cortinues to flow
to GTE ard the other svaller carriers. However, the anourt of this support may dwindle,
once the “hold harnless’ provisions disappear, particularly if a satewide averaging
approachis applied to all carriers.

There is little ths Commission can do to influence the amourt of federal USF
support thet flows to Idaho cariers ard cugomers. However, the state mechanism shoud
ensure thet the state and federal support mechanisms are appropriately co-ordireted. More
specifically, to the extent federal support is provided currertly available (or cortinues to be
avaiable in the future), this fact should be recognized in the IUSF calculations. Otherwise,
carriers coud potentially receive double payment for the same high cost problem-once
throughfederal support and again through the intrastate support. Similarly, the anourt of
state sypport should ircreased if the amourt of federal support is reduced in the fuure.

Coud anldaho USFbe redundart to the fecral USFmechansnf?
Y es, if the two mechanisms are not properly co-ordinated, there is definitely a risk of
providirg redundart support for the same high cost problem at both the state ard federal
level. Thet does not mean that the federal mechansmis necessarily sufficient, nor that a state
support mechanismwoud necessarily be redundart. To the contrary, there are sigrificant
limitations to the federa mechanism which judtify establishing a sate system. The two
systems simply need to be co-ordinated, to preclude a doublerecovery problem

Hrg, the FCC has chosen to limit its support to digparate costs between saes. The
FCC islookingat costs averaged across an ertire statewide study area, and is only

providirg sypport in those few cases wherethe high cost problemis so pervasive it drives
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the overdl staewide average above the federal benchmark. Incortrast, the IPUC is
examnng differences in costs within the state. While the FCC determired that US West
doesn’ t require any federal support, it has reached this conclusion onthe assunrption thet
adequate intrastate mechansms exist or will be created to deal with any high cost areas that
may exist within Idaho. US West’ s high costs are curertly beingrecovered internaly
through the compary’ s access, local ard other rates. From the FCC’ s perspective thisis
sufficient, since it isn't concerned with whether the high costs are beingrecovered through
averaging of access charges, averaging of loca rates, or some other mecharnism In this
proceeding the Comrission is tackling a different problem-makirg sure the intrastate high
cost support is gppropriate for an increasingly competitive environmert.

Second, the benchmerk used by the FCC is based upon a nationa average of the
large, nonrural carriers being studied. The benchmark used in this proceeding shoud be
based on the average leve of costsinldaho. Althoughboth the FCC and the IPUC are
looking at “ average costs’ there is little relationship between the two different benchmark
cacuatiors.

Third, the FCC has only implemented a forward looking cost mechanism for US
West. The FCC classifies GTE asarural carrier for its purposes and thusthe Federd USF
mecharism continues to provide support for GTE based upon embedded costs. The federal
programs for both rura and non-rura carriers support the same categories of irtrastate
costs being considered in the lUSF calculations, but there is no simpleway to identify which
portion of the FCC model resuts are being supported by the federal program and which
portion remains to be supported by the IUSF. Thisis especidly true in Stuations where the
federa payments are based upon embedded costs. The most logical way to dedl with this
problem is to treat the IUSF payments as a residud--reducing the lUSF support by the
amount of federal USF support that is available to a carrier.
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In conclusion, the FCC and the IPUC are engaged in smilar processes, but the
details differ drasticaly. Since the potentia for double recovery exists, the most appropriate
solution isto reduce the IUSF support payments by the anmount a carrier is qualified to

receive fromthe Federal USF progrars.

24



