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Cost Disaggregation / Zones wi thin Wire Centers1

2

Q. Let’s turn to Section 6 of your testimony, concerning the geographic unit of3

analysis.  Does the 1996 Federal Act specify which geographic areas should receive4

high cost support?5

A. Not specifically. Section 214(e) gives state commissions the responsibility for establishing6

“service areas” which are defined as “a geographic area established by a State commission7

for the purpose of determining universal service obligations and support mechanisms.”  The8

Joint Board reasoned that this provision refers only to “the designation of the area9

throughout which a carrier is obligated to offer and advertise universal service”, and10

concluded11

12

that this language would not bar the [FCC] from disaggregating the13
state-designated service area into smaller areas in order to:  (1)14
identify high cost areas within the service area; and (2) determine the15
level of support payments that a carrier would receive for the overall16
service area based on the sum of the support levels as determined17
by the costs of serving each of the disaggregated areas. [First18
Recommended Decision, ¶ 178].19

20

The FCC agreed with this interpretation, and concluded that “support areas should21

be smaller than the carrier's service area in order to target efficiently universal22

service support” [Universal Service Order, ¶ 250(10)].  The FCC has not stated23

how much smaller support areas should be.  However, it concluded that cost models24

used to calculate the cost of providing universal service must deaverage support25

calculations at least to the wire center, and, if feasible, to even smaller areas “such as26

a Census Block Group, Census Block, or grid cell” [Id.].27
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More recently, the Joint Board recommended that “federal support initially be1

determined by measuring costs at the study area scale”.  [Second Recommended Decision, 2

¶ 32].  The Joint Board reasoned that support calculated at the study area level will properly3

measure the support responsibility that should be borne by federal mechanisms given the4

current extent of local competition [Id., ¶ 33].  However, the Board also noted that “as5

competition develops within a study area, calculating costs using the aggregate6

characteristics of the study area may become less appropriate”.  [Id.] The FCC model7

develops costs at the wire center level (although some additional detail is available for8

individual clusters within wire centers). The federal USF calculations do not rely upon this9

detailed information, however, Instead, support is provided based upon the average level of10

cost incurred by a non-rural carrier within its entire service area within each state.11

12

Q. Does it matter what geographic unit of analysis is selected for administering a high13

cost fund?14

A. Yes, this can have a very significant impact on the overall size of the fund, as well as the15

amount of funding received by specific carriers. Cost estimates that are developed for large16

geographic areas will tend to reflect average conditions throughout that entire area. High17

cost areas will be offset by low cost areas.  Taken to the extreme, costs can be developed18

for an entire state, or a large statewide “study area” (e.g. the US West service territory in19

Idaho), as the FCC has done in implementing the federal USF. When this is done, cost20

conditions are broadly averaged, and carriers receive the same amount of support per line,21

regardless of whether a line is located in Boise or in a low density rural area.22

A study which separately calculates cost for individual wire centers, or relatively23

homogeneous groups of wire centers highlights high cost patterns to a much greater degree. 24

Even this approach, however, fails to disclose whether there are both low cost and high cost25
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areas within individual wire centers.  A finer-grain approach can further identify customers1

that might need high-cost support, separating them from those which might not.2

3

 4

Q. A small geographic unit of analysis more precisely targets high cost support. Are5

there any disadvantages to using a very small geographic area for IUSF purposes?6

A. Yes.  There are significant disadvantages to using Census Block Groups (CBGs), model7

clusters, or other very small geographic areas in administering a universal service fund. First,8

some of these geographic areas (e.g. CBGs) tend to be somewhat arbitrary, and only9

incidentally related to costs. Second, small geographic areas force one to more heavily rely10

upon allocations of the cost of facilities that are used by more than one geographic area. The11

narrower the geographic unit considered, the greater the extent to which costs are shared12

with other geographic areas, and thus the greater the need to rely upon allocations. These13

allocations largely determine the outcome of the analysis, and thus the cost output for very14

small geographic areas tend to be more arbitrary and subjective. Third, as disaggregation15

increases, the reliability of the modeling effort decreases, and thus the seeming precision of16

the reported results is illusory. Modeling errors that cancel out when viewing cost results for17

a large area may be very serious in the context of a small geographic area. 18

In general, the size of the universal service fund tends to be inversely related to the19

size of the geographic areas used in calculating the fund size.  Very small areas (e.g.,20

individual clusters or grid cells) translate into a large fund.  At least in part this results directly21

from the impact of errors in the modeling process, which have an exaggerated effect as the22

unit of geography shrinks.  This happens because the fund size is typically driven by23

differences between a given benchmark and the calculated cost; with extremely small24

geographic areas, errors in the modeling process, cost allocation procedures, and other25
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phenomena cause the calculated costs to fluctuate widely above and below the benchmark. 1

Since the fund size is determined by the magnitude of the discrepancies above the2

benchmark (without any offsetting reduction for discrepancies below the benchmark), these3

upward fluctuations tend to increase the size of the fund. 4

In attempting to model costs accurately, it is generally desirable to gather more5

detailed data, and to attempt to refine costs for relatively small geographic areas–smaller6

than a wire center.  However, this does not imply that the fund itself should be administered7

at the same level of geographic detail.  To the contrary, it would be preferable to use8

somewhat larger areas in administering the fund, relative to the size of the areas used in9

developing the costs. 10

 11

Q. Can you illustrate why the funding area should be larger than the costing area?12

A. Yes.  Consider a hypothetical case in which a wire center corresponds to nine CBGs--three13

with high calculated loops costs, three with average calculated loop costs, and three with14

low calculated loop costs.  Looking at the wire center as a whole, the area has average15

costs, (assuming the low cost and high cost areas balance each other).  Thus, no funding will16

be needed, if disbursements are only made to high cost wire centers, rather than high cost17

CBGs. 18

If each individual CBG is targeted for support if it appears to have high costs, the19

impact of any errors in estimating the costs is greatly exaggerated.  In our example, all three20

CBGs might be equally costly to serve. Three of the CBGs appear to have higher than21

average cost (and three appear to have lower than average cost), but this might be due to22

data errors, weaknesses in the model algorithms, or other modeling problems.  If CBGs are23

used to administer the fund, the impact of random fluctuations in the modeling process could24

be quite serious--providing funding to portions of the wire center, even though none of the25
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wire center actually deserves support.  The result of using CBGs, grid cells, or clusters to1

calculate the amount of funding could be a substantial increase the total size of the fund, and2

the funding calculations will be much more sensitive to modeling errors.3

For similar reasons, some interested parties have argued that CBGs should not be4

used to target high-cost support:5

6

In our analysis of BCM2 results for CBGs in the Northeast, we7
found that some CBGs that include low-cost customers in relatively8
close proximity to the wire center are characterized as high cost. 9
Additionally, these CBGs are adjacent to CBGs of similar or greater10
distance from the same wire center that are characterized by the11
BCM2 as low cost.  Thus, high-cost CBGs will include many12
customers that are actually clustered close to the wire center and13
that are low-cost, and low-cost CBGs will have many customers14
that are high-cost.  As such, averaging costs by CBGs does not15
accurately group customers that are high or low cost.  Accordingly,16
CBGs should not be used to target high-cost support. [Cost Proxy17
Model Analysis - Comments: Joint Comments of Bell Atlantic18
and NYNEX, CC Docket No. 96-45, February 18, 1997, p. 13.]19

20

Q. Does that mean that you disapprove of any unit of analysis smaller than a wire21

center?22

A. No.  Assuming the underlying model is strong enough to support this level of detail, one23

would ideally group the geographic areas within each wire center into two zones or24

categories.  This would provide a highly manageable degree of granularity for reporting25

purposes, and would aid in gaining a more detailed understanding of the cost characteristics26

of each wire center.  This approach would also allow one to examine the cost of serving low27

and high cost areas within each wire center, without becoming lost in a sea of detail (e.g.,28

costs for individual grid cells or CBGs).  An excellent balance between granularity and29
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manageability can be achieved by classifying each part of each wire center into one of two1

categories.  One category (e.g., zone 1) would tend to include relatively low-cost areas. 2

The other category (e.g., zone 2) would tend to include relatively high-cost areas. 3

In Kansas, we developed costs using the two-zone approach. Generally, this4

resulted in grouping customers inside the base rate area into zone 1, and grouping customers5

outside the base rate area into zone 2. When this was done, we observed a very substantial6

discrepancy in the calculated cost levels for the two zones. Overall, an approach that7

disaggregates each wire center into no more than two zones strikes a reasonable8

compromise between the dangers of oversized areas (where significant cost differences get9

averaged away) and undersized areas (where the output is unmanageable and unreliable). 10

Of course, this two-zone approach is only appropriate if the cost model is accurate and11

flexible enough to support this level of detail.  Otherwise, it would be appropriate to12

administer the fund based upon individual wire centers, or groups of wire centers. 13
14

Q. Dr. Johnson, can you summarize the rationale for distinguishing zones within the15

wire centers?16

A. Yes. In many rural wire centers the customers in town are actually quite inexpensive to17

serve. The only reason these wire centers appear to have high costs is because customers18

outside of town are very costly to serve. If support is provided to all lines in these wire19

centers, CLECs will be encouraged to serve the wire center, but the support payments they20

receive won’t necessarily relate to the extent to which they actually serve high cost21

customers. If a CLEC chose to install cable in town and resell the incumbent’s services22

outside of town, it would not experience any high costs. Yet, it would potentially receive23

substantial payments from the IUSF as if it were a facilities-based provider in a high cost24

area. 25

Q. Did the Kansas Commission rely upon the zone cost calculations?26
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A. Yes. After weighing the advantages and disadvantages of several approaches to this issue,1

they decided to use zone-based costs to target support within each wire center, but not to2

rely upon this information in determining the overall funding level.3

4

...the Commission required parties to submit evidence showing costs5
geographically deaveraged below the wire center level.  While the6
FCC’s model derives forward-looking costs at the wire center level,7
the Commission wanted to analyze the effect of breaking costs8
down more finely between the more urban lines and the lines outside9
the base rate area.  Order 10, ¶ 57.  This process would further10
identify specific areas that might need high cost support, separating11
them from more urban areas within wire centers that might not. 12

13

...All parties acknowledged the benefits of targeting support within14
wire centers, although they differed as to timing, specific approach15
and other cost considerations. 16

17

...The Commission adopts the “primary zone” methodology that Dr.18
Johnson proposes for allocating support between high and low-cost19
zones within each wire center. As outlined above, this means the20
total support amount, calculated on the basis of the wire center’s21
average cost per line, would be directed to the high cost zones in22
that wire center.  Zone data would be used only to target support to23
the highest cost areas of the wire center, not to determine the size of24
the KUSF.25

26

Q. Can the extent of geographic averaging affect the size of the fund?27

A. Yes. The zone concept can have a significant impact on the extent of support provided to28

specific customers, it can influence the amount of funding received by particular carriers29

(particularly competitive carriers) and it can even impact the overall size of the fund30

(depending upon how the concept is implemented). Cost estimates that are developed for31
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large geographic areas will tend to reflect average conditions throughout that entire area.1

High cost areas will be offset by low cost areas.  Taken to the extreme, costs can be2

developed for an entire state, or a large statewide “study area” (e.g. the US West service3

territory in Idaho). When this is done, cost conditions would be broadly averaged, and4

carriers would receive the same amount of support per line, regardless of where that line is5

located.6

The FCC’s decision to average costs within each statewide study area is one of the7

major factors explaining why the new federal fund is as small as it is, and this is the primary8

reason why US West is receiving so little support from the FCC’s new cost-based9

mechanism. While US West undoubtedly serves many high cost areas, these are balanced10

by lower cost areas like Boise, leading the FCC to conclude that US West incurs costs that11

are relatively close to the national average. As a result of statewide averaging, US West12

doesn’t receive cost-based federal USF support in any of its states except Montana and13

Wyoming–and even those support amounts are relatively modest.14

If the federal fund had provided support to individual wire centers, or relatively15

homogeneous groups of wire centers, with above-average costs, it would have isolated high16

cost conditions to a much greater degree, and thus provided funding to many more17

states–including Idaho. Even a wire center-based approach, however, fails to disclose18

whether there are both low cost and high cost areas within individual wire centers.  A finer-19

grain approach can further identify the specific areas that might need high-cost support,20

separating them from those areas which might not.21

22

Q. Has the FCC completely rejected geographic deaveraging below the wire center? 23

A. No. To the contrary, in a decision adopted on September 9, 1999 the FCC agreed with the24

Washington Commission's proposed service area designation, and granted the requested25
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waiver to permit federal high cost support which is currently given at the study area level to1

be distributed on a much more targeted basis, below the wire center level.2
3

Q. Can you be more specific as to how the “Washington Experiment” would be4

implemented? 5

A. Yes.  The Washington Commission proposed6

7

...to disaggregate federal high cost support currently given at the8
study area level, by using the Benchmark Cost Proxy Model9
(BCPM) to estimate the cost of providing service in density zones10
within each exchange served by the rural carriers. [Order No. DA11
99-1844, September 9, 1999, ¶ 1]. 12

13

The FCC went on to explain that; 14

15

Under the methodology proposed by petitioners, the individual16
exchanges of the rural LECs would first be designated as their17
service areas.  Then the federal high cost support that is currently18
provided to the rural LEC petitioners on a study area basis would19
be disaggregated and redistributed among the smaller geographic20
service areas. .......This methodology would be used to estimate the21
relative cost of providing service in a lower-cost and a higher-cost22
density zone within each exchange.  This cost data would then be23
used to set the support amount for carriers providing service within24
each of these density zones.[Order No. DA 99-1844, September 9,25
1999, ¶ 4].26

27

Q. Are there advantages to this type of an approach, which distinguishes costs and28

fund payments below the wire center? 29
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A. Yes. In the era of monopolistic telecommunications providers it was not necessary to1

accurately identify high cost areas.  Cost averaging within a wire center did not adversely2

affect the provider, since it could spread the high costs to its other customers without fear of3

losing the low cost customers to another provider. However, in this new era of competition4

it will be increasingly necessary to accurately target the high cost customers. Although the5

FCC has not implemented this approach on the national level, it clearly recognizes the6

potential benefits of a more disaggregated approach, as evidenced by some of the language7

in its decision authorizing the “Washington Experiment”:8

9

Specifically, if ...universal service support were not geographically10
disaggregated, a competitor could receive a windfall by providing11
service in a relatively low cost exchange and receiving support12
based on the average cost within the study area.  Petitioners'13
proposal to disaggregate support is designed to reduce such14
opportunities for cream skimming. [Order No. DA 99-1844,15
September 9, 1999, ¶ 12].16

17

18

19

Q. One potential objection to deaveraging costs is that the FCC model isn’t designed20

for this, unlike BCPM . Has the FCC warned parties not to use its model to21

calculate costs below the wire center?22

A. No. To the contrary, the FCC recommended using the FCC Model in the Washington23

Experiment, in order to get more accurate results:24

25

... we urge petitioners to consider substituting the synthesis model in26
the proposed methodology when it is finalized.  We urge petitioners27
to take this course because regardless of the Commission's ultimate28
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decision on whether to apply the synthesis model to rural carriers,1
we believe that the synthesis model provides more accurate cost2
estimates than does the BCPM and use of the synthesis model will3
make it easier for USAC to administer petitioners' methodology. 4
We hereby give advance approval to modifications to petitioners'5
proposal to conform the model platform and inputs to those adopted6
by this Commission. [Order No. DA 99-1844, September 9, 1999,7
¶ 16].8

9

Q. It might be argued that it is too difficult to implement the zone concept now, and that10

this should be deferred for a few years. What is your response?11

A. If the Commission wants to deaverage costs below the wire center, it would be preferable12

to do this from the very beginning–even if the initial effort is somewhat crude and13

approximate. The trend towards competition is just beginning to emerge. Particularly in the14

rural areas, the design of the IUSF will have a significant impact on CLEC investment and15

entry decisions. If there is great uncertainty concerning which specific areas will be declared16

high cost and supported by the IUSF, or concerning the extent of the funding that will be17

available to these areas, it will have a chilling effect on investment decisions by potential new18

entrants. One of the most fundamental issues facing a CLEC is trying to determine whether19

IUSF support will be available for all customers in a rural wire center, or just the ones20

located outside of town. The answer to this question will largely determine the relative21

profitability of various entry strategies and business plans. If high cost support is available for22

the entire wire center, entrants will be strongly encouraged to install facilities in town, while23

they will not have much incentive to install facilities in the lower density, higher cost areas24

outside of town. If the support is targeted at customers outside of town, the incentive to25

serve customers in the outlying areas will be much stronger.26

27

Q. Are there any problems with distinguishing zones within wire centers?28
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A. One difficulty is that the Commission will need to establish a clear definition of which parts of1

the wire center are included in each zone, and there needs to be some effort to synchronize2

the definition used in administering the IUSF payments with the definition used in sorting3

clusters into zones and calculating zonal costs.  4

In the past, US West and GTE maintained maps in their tariffs which distinguished5

between the more urban and more rural parts of various wire centers. This distinction was6

used as the basis for applying higher charges to those customers located outside the base7

rate area (OBRA). A similar system could be used in targeting IUSF payments. The IUSF8

could potentially provide support (or a larger amount of support) for customers that are9

located outside the designated boundaries, and it would pay less support (or no support) to10

customers inside the designated areas. It will take some effort to establish appropriate11

boundaries for each wire center, distinguishing between the higher and lower cost portions12

of each wire center, and to precisely synchronize the cost calculations to these boundaries.13

However, this is not an excessively difficult task. Once the boundaries have been established14

and the corresponding costs calculated, it will be feasible to appropriately tailor the support15

payments to each zone within each wire center.16

17

Q. Will it be more costly to administer the IUSF using zones?18

A. Not necessarily. This depends upon the particular approach to zones that is chosen by the19

Commission.  Under some approaches, it could be less costly to administer the zone20

concept, because the KUSF would be targeted at a smaller number of customers,21

exclusively located in the truly high cost areas parts of the state. In Kansas, the total number22

of customers receiving support was significantly reduced, as a result of the decision to use a23

zone targeting approach, while the amount of support per customer was increased.24
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Arguably, this created a smaller, more efficient system, with potentially lower administrative1

costs over the long term.2

3

Q. Can the FCC model be used to distinguish between high and low cost zones within4

wire centers?5

A. Yes. The default version of the FCC Model doesn’t readily accommodate different cost6

zones within wire centers, but there is sufficient data available at the cluster level within FCC7

model workfiles to make the necessary calculations outside of the model. Using an approach8

like the one we used in Kansas, I have grouped the clusters in each US West and GTE wire9

center into two distinct zones.10

11

12

Q. What criteria did you use to differentiate the low and high cost clusters?13

A. The FCC Model provides a measure of net density (lines per square mile within the cluster).14

I used this as the primary criterion in identifying the high and low cost clusters. For example,15

Zone 1 includes all clusters with density above a specified threshold. The outer zone (Zone16

2) includes the remaining clusters.17

18

Q. What density  crit erion di d you use?19

A. For illustrative purposes, I used a threshold of 25 lines per square mile, which is roughly20

equivalent to the statewide average, excluding certain categories of largely uninhabited land21

owned by the state and federal governments.22

23

Q. Can the IUSF zones be precisely linked to actual city limit boundaries or some other24

indicator of high and low cost areas within each wire center?25
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A. Yes. With additional time and effort, the clusters can be sorted into zones based on any1

boundaries the Commission chooses or creates. Using GIS software, it is feasible to identify2

whether each SAI is inside or outside a specified boundary.3

4

Q. You have discussed so far how the FCC model clusters can be organized into two5

zones within each wire center. How can this information be used in calculating the6

costs of each zone?7

A. The FCC model produces intermediate work files with certain investment, line, distance, and8

area information for each cluster. We transferred this data into a separate spreadsheet,9

which we used to calculate costs by zone. We will provide copies of this spreadsheet to the10

other parties upon request, so that they can also develop costs by zone.11

The spreadsheet is straightforward, although a bit complicated. First, the12

spreadsheet requires the user to distinguish between costs which are the same per line and13

those which vary with investment. We used regression analysis for each study area to make14

this distinction, but other approaches could also be used. Second, the clusters are sorted15

into zones, and the investments related to distribution and customer premises for each cluster16

are accumulated for each zone within each wire center. Rather than rely upon the feeder17

investment amounts reported by the FCC model for each cluster, the spreadsheet takes the18

total feeder investment for each wire center and allocates this amount to the two zones19

based upon the square root of the area within each zone. This provides a more reliable and20

stable measure of the feeder investment attributable to each zone. The total of these21

investments represents the loop investment in each zone. These investments are then22

converted to a monthly cost per line for each zone using a weighted average annual cost23

factor. Next, the monthly switching, transport and other miscellaneous costs per line are24
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added, resulting in a total monthly cost per line for each of the two zones. These costs can1

then be used to calculate whether, and to what extent, IUSF support should be provided.2

 3

Q. Since the FCC model develops costs for each cluster, why haven’t you simply used4

those results, rather than grouping the clusters into two zones within each wire5

center?6

A. I believe the zone approach provides a much more accurate and reasonable approach. If7

every cluster were analyzed and funded separately, the impact of errors in the modeling8

process will have an exaggerated effect as the unit of geography shrinks, and it would result9

in an excessively large fund. This happens because the fund size is driven by differences10

between the benchmark and the calculated cost; with extremely small geographic areas,11

errors in the modeling process, cost allocation procedures, and other phenomena will cause12

the calculated costs to fluctuate above and below the benchmark.  Since the fund size is13

determined by the magnitude of the discrepancies above the benchmark (without any14

offsetting reduction for discrepancies below the benchmark), these fluctuations drive up the15

size of the fund.16

In attempting to model costs accurately, it is generally desirable to gather more17

detailed data, and to attempt to refine costs for relatively small geographic areas–which is18

what the FCC model does with its clusters. However, this does not imply that the fund itself19

should be administered at the same level of geographic detail, or that the cost results for20

each cluster should be considered completely reliable. To the contrary, it is preferable to use21

somewhat larger areas in administering the fund, relative to the size of the areas used in22

developing the costs.23

If individual clusters were used to administer the fund, the impact of random24

modeling error could be quite serious--providing funding to clusters which appear to have25
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high costs simply due to errors in the modeling process. The result of using individual clusters1

as the basis for funding is to increase the total size of the fund and to increase the impact of2

modeling errors.3

4

Q. Doesn’t this same line of reasoning suggest that the Commission should reject the5

zone concept and administer the IUSF based upon wire centers?6

A. No. The FCC model is strong enough to support the zone concept, if the Commission7

decides that this higher level of targeting is desirable from a policy perspective. While the8

individual cluster results are potentially subject to error, when these cluster results are rolled9

up into zones, errors in the calculations for individual clusters tend to cancel out. By grouping10

the clusters within each wire center into two zones, the Commission is provided with a much11

more detailed understanding of the cost characteristics within each wire center. Yet, this is12

accomplished with a highly manageable degree of granularity (merely doubling the amount of13

data that needs to be reported and analyzed). 14

The zone approach allows the Commission to examine the cost of serving low and15

high cost areas within each wire center, without becoming lost in a sea of detail (e.g., costs16

for individual clusters). I believe this approach, which disaggregates each wire center into no17

more than two zones, achieves the best compromise between the dangers of oversized areas18

(where significant cost differences disappear through averaging) and undersized areas19

(where the output is difficult to work with, and the results may be unreliable due to modeling20

error).21

22

Q. Is there more than one way the zone concept can be applied in developing the fund23

itself?24
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A. Yes. There are undoubtedly multiple different ways the IUSF could be developed using the1

zone concept. For simplicity, I will limit my response to a primary approach and one2

alternative.3

Under the primary option, the Commission would take the support amounts4

developed without regard to zones and distribute them based upon the zone cost5

information. This is the approach adopted by the Kansas Corporation Commission, and it is6

similar to the “Washington Experiment” authorized by the FCC, in which federal support7

dollars (developed without regard to zones) are distributed based upon zone-specific cost8

information.9

Under the alternative approach, the zone data can be used not only to distribute the10

fund, but also to determine the size of the fund. More specifically, the per line costs in each11

zone would be compared to the cost benchmark. Support would be given to all supportable12

lines in the zone to the extent the cost per line for that zone exceeds the benchmark. In13

general, this method will tend to increase the size of the fund relative to the primary method14

(which keeps the fund size the same as under the standard wire center approach).15

16

Q. What are some of the policy implications of these alternatives?17

A. Most obviously, the primary option is a smaller deviation from the basic wire center18

approach. The zone calculations are only used to distribute the support payments; they19

aren’t relied upon to determine the size of the fund. This is beneficial in several ways. For20

one thing, the zone concept is inherently controversial. By keeping the fund size unchanged21

relative to the wire center method, this method focuses attention on the main purpose of the22

zone concept (targeting support within wire centers) without triggering a debate over23

whether or not the fund size should be increased. This was undoubtedly one of the reasons24

why this was the approach proposed by the Washington Commission for its experiment,25
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since it allowed tighter targeting of support without increasing the amount of funding1

provided by the federal USF program. Moreover, this approach should alleviate any2

concern about the impact of any potential errors in the zone calculations. Since the fund3

remains unchanged, any problems with the zone calculations will be limited to the distribution4

of those amounts.5

Another consideration is the number of customers that will receive support. Under6

the primary approach, support is limited to those customers who are located in high cost7

zones within high cost wire centers. In contrast, under the alternative approach support is8

provided to all customers in high cost zones, regardless of whether their wire center has high9

costs overall. Stated differently, the alternative approach provides a much broader10

distribution of support. The main reason the fund size tends to increase under the alternative11

approach is because support is provided to more wire centers. 12

From a policy perspective, this broadening of support has multiple implications. On13

the one hand, some may argue that all high cost customers should receive support,14

regardless of whether they are located in rural wire centers, or in low density portions of an15

urban or suburban wire center. The alternative approach is responsive to this line of16

reasoning. On the other hand, some may argue that the IUSF should be tightly limited to17

those customers most needing of support, in order to limit the fund size and to minimize18

administrative costs.19

20

Q. Can you provide a quantitative example that illustrates how the primary and21

alternative approaches differ?22

A. Yes.  Exhibit 101, Schedule 1 illustrates hypothetical fund calculations for a carrier based on23

the wire center approach and two zone approaches developed by my firm.  The top of the24

schedule shows support calculated at the company level (rather than using a more25
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disaggregated geographic level, as I recommend).  The next portion of the schedule shows a1

set of calculations for this same carrier, assuming the IUSF support is calculated at the wire2

center level.  The bottom two portions show the hypothetical fund amount using the two3

zone approaches described above.4

I have assumed that Company XYZ has three wires centers; one rural, one5

suburban and one urban.  As shown, wire center RURLIDXA has higher than average6

costs, wire center URBNIDXA has lower than average costs, and wire center SUBNIDXA7

has costs that are near the statewide average.  Support is calculated in the same manner as it8

was for the entire company, and uses the same cost benchmark, but separate support9

amounts are calculated for each of the three wire centers. 10

The primary zone approach takes the amounts calculated at the wire center level11

and allocates these amounts using the ratio of support in each zone calculated under the12

alternative zone approach.  This is the approach which was adopted in Kansas, and is13

similar to the Washington experiment endorsed by the FCC.14

By comparing the annual support amounts in each approach, this example15

demonstrates how the fund size is affected by the geographic scope of the calculations.  As16

shown, the company would receive no support if the support is calculated company-wide. 17

However, the rural wire center would receive support if the calculations are performed18

separately for each wire center.  Furthermore, as seen in the Alternative Zone approach,19

when support is targeted below the wire center level, there is the potential for the fund to20

increase substantially.21
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Fund Calculations1

2

Q. Let’s turn to the seventh major section of your testimony.  Using the illustrative3

inputs and cost benchmark described previously, have you prepared illustrative4

fund calculations for GTE and US West? 5

A. Yes.  As I’ve indicated, the size of the fund will vary, depending upon how the Commission6

resolve various issues.  At this point, Staff is not recommending a specific fund amount, nor7

have we finalized our analysis of the model inputs and other issues. Exhibit 101, Schedule 28

displays illustrative fund amounts for US West and GTE that result from cost benchmarks9

ranging from 100%  to 150% of the statewide average. Page one is based upon the FCC10

default inputs, and page two is based upon Staff’s initial set of recommended inputs. On11

both pages I have assumed the fund pays 60% of costs in excess of the benchmark,12

including loop, switching and transport costs. Also, all of the fund amounts are based upon13

the assumption that support will only be provided to wire centers in which average costs14

exceed the benchmark by enough to indicate a support requirement in excess of $500 per15

month. Finally, estimated payments from the federal USF mechanism have been recognized16

as an offset to the IUSF calculations.17

18

Q. You have subtracted the amount received through the federal USF mechanism. Can19

you explain the rationale for this step and discuss the relationship between the20

federal and state USF mechanisms?21

A. Yes. As discussed earlier in my testimony, the federal USF support payments compensate22

for the same high cost problem which we are dealing with here. To avoid double recovery, it23

is appropriate to reduce the IUSF payments by the federal support amount. The FCC has24

recognized that 25
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1

the primary federal role is to enable reasonable comparability among states (i.e., to2
provide states with sufficient support so that states can make local rates reasonably3
comparable among states), and the primary role of each state is to ensure4
reasonable comparability within its borders (i.e., to apply state and federal support5
to make local rates reasonably comparable within the state) [Methodology Order, ¶6
38].7

8

Thus, the federal mechanism deals with the same high cost problem, but it is focused on a9

particular aspect of the problem–ensuring reasonable comparability of rates across the10

country. FCC concluded that:11

12

the federal mechanism should calculate support levels for non-rural carriers13
by comparing the forward-looking costs of providing supported services,14
averaged at the statewide level, to the national benchmark.  Of all the15
potential approaches suggested, we believe that statewide averaging is the16
approach most consistent with the federal role of providing support for17
intrastate universal service to enable reasonable comparability of rates18
among states. [Id.,  ¶ 38].19

20

In developing fund amounts, the level of granularity at which costs are averaged has a21

significant impact on the calculated amount of support that must be provided. By averaging22

costs at the state level, the FCC has limited the amount of support paid to US West. In23

contrast, GTE continues to receive very substantial support, based upon a different set of24

calculations applicable to LECs that are classified as “rural” for federal USF purposes. 25

With regard to carriers like US West, which have historically been classified as26

“non-rural” for federal purposes, the FCC has largely left it up to the states to use their27

“substantial resources” to achieve reasonably comparable rates. In fact, under the recently28

adopted federal mechanism, only Alabama, Kentucky, Maine, Mississippi, Montana,29
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Vermont, West Virginia and Wyoming will receive any federal funds. At least with regard to1

US West, under the FCC’s approach, Idaho is required to solve the high cost problem2

entirely through intrastate mechanisms. For the time being, federal support continues to flow3

to GTE and the other smaller carriers. However, the amount of this support may dwindle,4

once the “hold harmless” provisions disappear, particularly if a statewide averaging5

approach is applied to all carriers. 6

There is little this Commission can do to influence the amount of federal USF7

support that flows to Idaho carriers and customers. However, the state mechanism should8

ensure that the state and federal support mechanisms are appropriately co-ordinated. More9

specifically, to the extent federal support is provided currently available (or continues to be10

available in the future), this fact should be recognized in the IUSF calculations. Otherwise,11

carriers could potentially receive double payment for the same high cost problem–once12

through federal support and again through the intrastate support. Similarly, the amount of13

state support should increased if the amount of federal support is reduced in the future.14

15

Q. Could an Idaho USF be redundant to the federal USF mechanism?16

A Yes, if the two mechanisms are not properly co-ordinated, there is definitely a risk of17

providing redundant support for the same high cost problem at both the state and federal18

level. That does not mean that the federal mechanism is necessarily sufficient, nor that a state19

support mechanism would necessarily be redundant. To the contrary, there are significant20

limitations to the federal mechanism which justify establishing a state system. The two21

systems simply need to be co-ordinated, to preclude a double recovery problem.22

First, the FCC has chosen to limit its support to disparate costs between states. The23

FCC is looking at costs averaged across an entire statewide study area, and is only24

providing support in those few cases where the high cost problem is so pervasive it drives25
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the overall statewide average above the federal benchmark. In contrast, the IPUC is1

examining differences in costs within the state.  While the FCC determined that US West2

doesn’t require any federal support, it has reached this conclusion on the assumption that3

adequate intrastate mechanisms exist or will be created to deal with any high cost areas that4

may exist within Idaho.  US West’s high costs are currently being recovered internally5

through the company’s access, local and other rates. From the FCC’s perspective this is6

sufficient, since it isn’t concerned with whether the high costs are being recovered through7

averaging of access charges, averaging of local rates, or some other mechanism. In this8

proceeding the Commission is tackling a different problem–making sure the intrastate high9

cost support is appropriate for an increasingly competitive environment.10

Second, the benchmark used by the FCC is based upon a national average of the11

large, non-rural carriers being studied. The benchmark used in this proceeding should be12

based on the average level of costs in Idaho. Although both the FCC and the IPUC are13

looking at “average costs” there is little relationship between the two different benchmark14

calculations.15

Third, the FCC has only implemented a forward looking cost mechanism for US16

West. The FCC classifies GTE as a rural carrier for its purposes, and thus the Federal USF17

mechanism continues to provide support for GTE based upon embedded costs. The federal18

programs for both rural and non-rural carriers support the same categories of intrastate19

costs being considered in the IUSF calculations, but there is no simple way to identify which20

portion of the FCC model results are being supported by the federal program and which21

portion remains to be supported by the IUSF. This is especially true in situations where the22

federal payments are based upon embedded costs. The most logical way to deal with this23

problem is to treat the IUSF payments as a residual--reducing the IUSF support by the24

amount of federal USF support that is available to a carrier.25
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In conclusion, the FCC and the IPUC are engaged in similar processes, but the1

details differ drastically. Since the potential for double recovery exists, the most appropriate2

solution is to reduce the IUSF support payments by the amount a carrier is qualified to3

receive from the Federal USF programs.4


