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Universal Service Funding and Competitive Issues

Should a Universal Service policy be competitively neutral?

Yes. I believe that the Commission should strive to develop policies that are designed
to encourage all carriers to participate in helping achieve Uniwversal Service. This goalis
so importart, it should not be left to the ncumbent LECs alone. Furthermore, if high
cost funds or other policies are imited to the incumbent carriers, the risk exsts that
these policies will inhibit the competitive process, or skew that process to the advantage
of ore type of competitor.

Competitive neutrality is desirable not only because it is far, and will mnimwze
unintended consequences, but ako because it gives a Universal Service plan the bngest
assured life. A pln that favors or disadvantages certan phyers is likely to become
politically vulherable in time, and there is always a danger, when these players press for
reform, that the baby will exit wth the bath.

Accordingly, contrbutions to a high cost fund or other Universal Service
program should be derived on a very broad base, including all competing carriers, to
the extent fasible. Simikrly, the funds should flow to any carrier that is helping to
maintain Universal Service, based upon conpetitively neutral critera. For instance, if a
cable TV company offers tekphore service to residential customers i a rural area, it
would be appropriate for it to have as nuch opportunty to receive Universal Service
funding support as the mcumbent LEC inthat area. In other words, the fund should not

be tailored for the exclusive beneft of the mcumbent LECs.

How should the mechanics of support be s tructured?

There are a variety of possible methods. One is to invite carriers to bid for the right to
provide service to particubr market segments (e.g high cost areas or ow income
groups). Probably the administratively simpkst method would be via quasi-vouchers:

the carrer provides discounts to qualifying subscribers, and is reimbursed by the Fund.
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I have no particubr preference other than the requrements of effciency of

admmnstration and the lke.

Cost /Revenue Comparisons

Q.

You have provided the Commission with three different ways of analyzing the
relationship between revenues and costs. What light do these analyses shed on
the ce ntral focus of this procee ding--the appropriate policy to follow in
advancing and maintaining the Universal Se rvice goal in an increas ingly
competitive e nvironment?

As I sad earlier in my testimony, in determmning the cost of achieving maximum
participation ina specific area--and thus n arriving at the appropriate policies to
achieve the Universal Service goal--one needs to focus on the households within the
study area that would not be served n the absence of the policies in question. In other
words, attention needs to be focused on the marginal customers that wilbe added to
the core customer base as the Universal Service goalis advanced. The per-customer
cost ofadding these households--and thus of achieving Universal Service in the area--
needs to be compared to the per-custonmer revenues that the carrer wil receive.

In market segments and locations where these incremental revenues fall short of
the mcremental costs, there is reasonto be concerned. In these mstances, the carmrier
wil not have a financial incentive to sign up marginal customers. Also, competitive
carriers may avoid serving certain locations or customer groups entirely, if this will
albw them to avoid the shortfall If sone carriers are required to serve the high cost
locatiors (e.g. as a carrer of hst resort) while conpetitive carrers can opt out of these
areas, the carrier having this responsbility can rightfully argue that it experiences a
burden that isn’t shared by the competitors. The magnitude ofths burden, ifany, can
most appropriately be measured through the type of analyses shown in pages 1 through
6.
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In this regard, i is helpful to recognize the dstinction between cost allocations
and cost recovery. In preparingan incremental cost study, it isn’t appropriate to
allocate 100% ofthe loop costs to Basic Universal Service, anynore than t would be
approprate to alocate all of these costs to one ofthe other services that use the loop.
However, even though lbop costs shouldn’t be allocated to a specifc service that uses
the loop, it mustbe understood that carriers wil often seek to recover these costs from
the clwster of services that are directly attrbutable to the specific customer connected to
each bop. Normally, this result can be readily achieved over time, as the customer
places and receives tollcalls, purchases a variety of different discretionary services, and
pays the monthly fee for the components of Basic Universal Service. However, the data
shown n pages 1 through 6 consistently show that the revenue-to-cost relationship is
more favorable n the low and average cost wire centers. In the high cost wire centers,
the margin ofrevenues over cost is not as wide as n the average or low cost locations,
and n sone instances a shortfall exsts.

Accordingly, this data refutes the theory that is sometimes advanced that
residental customers are not profitable, or that all residental customers are being
subsidized by business customers. To the contrary, the vast majority ofresidental
customers generate revenues that are more than sufficient to cover the incremental
costs that are incurred as a result of their presence on the network. However, this is not
to suggest that competitive processes abne will be sufficient to achieve the goal of
Universal Service. To the contrary, there are “market failures” and other reasons to
anticipate that Unwersal Service will not automatically be achieved in a competitive
market, and thus some form of regulatory intervention would be appropriate.

For example, in anunreguhted conpetitive environment, carriers may attempt
to raise prices in high cost locations sufficiently to recover the full level of ncremental
costs that willbe incurred as marginal customers are added to the network. Ifths is

occurs, prices may rise beyond the level of affordability for many customers. As more
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and more customers are dscouraged from buying service, the Universal Service goal
will recede farther and farther from reality.

As the Commission has acknowledged, the value of telephone service is in part
a function of network partcipation, noting that ‘the value oftelecommunications service
is directly relted to the number of persons who can access and use the system: the
more people on the system, the greater the value oftelephone service.” Pemsylvania
Bulletin v. 5., at 3180. Clearly, prcing and regubtory polcies designed to advance
towards Universal Service have benefiial effects for society, raisng the value of the
network for everyone. However, much of ths valie s “external” to the ndividual
customer or carrier. In a competitive environmert, these external benefits, or “positive
externalities” will not be adequately considered in decsion making by the indvidual
carriers and customers. In the absence of special reguhitory policies designed to
achieve the Universal Service goal, the carriers do not have sufficient incentive to
advance all the way to the Universal Service goal. They may opt for profit-
maximization, rather than maximization ofthe rate ofnetwork participation.

For instance, due to the relative absence of compettive pressures in rural areas,
the ncumbent carrier may use its pricing flexibity to raise basic rates in rural areas.
Such a pricing polcy would run counter to the Universal Service goal Because of their
smaller bcal calling scopes, many rural customers may be unwiling to pay high rates. If
the goalis to have rearly everyore in the state comected to the public switched
network, a laissez faire approach will not suffce. Carriers will have fnancial ncentives
to charge relatively high rates to customers in the high cost locations, and as a resuk
relatively fw customers wil purchase service in these areas.

Similarly, carriers may make littke effort to signup low income customers, and
those people who don’t greatly valwe telephone service. Efforts to connect these
margnal customers to the network wil fal short of the Universal Service goal ifthey
are perceived by carriers as bengnot an especially proftable market segment (e.g. due

to problems with uncollectible bills, or an nability to purchase high volumes of high-
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marghn dscretionary services like custom calling). Just as prices are sometimes higher
and akernatives £wer n ow income neighborhoods, there is reason to be concerned
that competitive carriers wil not aggressively expand into bw incone areas, if they
believe that profit margins will not be as high n these locations. To some degree, this
problem could be overcome through regulatory policies desigred to help advance the
goal of Universal Service. However, the effect of these policies on smaller carriers will
depend upon how they are structured. For instance, a policy that requres local
exchange carrers to serve an entire exchange may appear attractive, but wil not
necessarily be successful In fact, such a polcy could create undesirable barriers to
entry by competitive carriers, if t is perceived to be too burdensome. Smaller carriers
may refuse to enter an entire exchange, if the bw income neighborhoods are large, and
the burden of servng them ® perceived to be too great. In contrast, ifeveryone i the
industry s required to pay into a fund for low mcome customers, and all carriers are
eligble to benefit from ths fund ifthey serve ow income customers, the problem may

be solved quite effectively, by changing the marginal profitabilty of this market segment.

I's the maintenance of reasonable rate continuity also relevant to these issues?
Yes. Another longstanding principle of ratemaking is that customers not be exposed to
sudden and extreme increases in rates, particularly ifthe increases are unrelated to
inprovements in service qualtty or expansions in service offerings, and even more
particularly ifno reasonable substitute for the service is readily available. Otherwise, the
abrupt nature of these increases may cause subscribers to drop off the system, to the
detriment of Universal Service and society n general For equitable and other reasons,
regulbtory commissions have ofien found that “rate shock™ should be avoded, or
mmnimized. Where customers do not have other viable options (e.g., where effective
competition does not exst), extreme or abrupt rate increases are not approprite or
desirable. Substantially increasing rates in high cost areas would violate the rate

continuity princip le.






